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Letter to StudentS

The idea for this book—a whole new way of learning— 
began with students like you across the country. We paid 
attention to students who wanted to learn about business 
without slogging through endless pages of dry text. We lis-
tened to students who wanted to sit through class without 
craving a triple espresso. We responded to students who 
wanted to use their favorite gadgets to prepare for tests. 

So we are confident that BUSN will meet your needs. 
The short, lively text covers all the key concepts without 
the fluff. The examples are relevant and engaging, and the 
visual style makes the book fun to read. But the text is only 

part of the package. You can access a rich variety of study 
tools via computer or iPad—the choice is yours. 

We did one other thing we hope you’ll like. We paid a 
lot of attention to students’ concerns about the high price 
of college textbooks. We made it our mission to ensure that 
our package not only meets your needs but does so with-
out busting your budget!

This innovative, student-focused package was devel-
oped by the authors—Marce Kelly and Chuck Williams—
and the experienced Cengage Learning publishers. The 
Cengage team contributed a deep understanding of stu-
dents and professors across the nation, and the authors 
brought years of teaching and business experience.

Marce Kelly, who earned her MBA from UCLA’s  Anderson 
School of Management, spent the first 14 years of her ca-
reer in marketing, building brands for Neutrogena and 
The Walt Disney Corporation. But her true love is  teaching, 
so in 2000 she accepted a full-time teaching  position at 
Santa Monica College. Professor Kelly has received seven 
Outstanding Instructor awards from the International 
 Education Center and has been named four times to  
Who’s Who Among American Teachers.

Chuck Williams’ interests include employee recruitment 
and turnover, performance appraisal, and employee train-
ing and goal setting. Most recently, he was the Dean of  
Butler University’s College of Business. He has taught in ex-
ecutive development programs at Oklahoma State Univer-
sity, the University of Oklahoma, Texas Christian University, 
and the University of the Pacific. Dr. Williams was  honored 
by TCU’s M.J. Neeley School of Business with the undergrad-
uate Outstanding Faculty Teaching Award, was a recipient 
of TCU’s Dean’s Teaching Award, and was TCU’s nominee for 
the U.S. Professor of the Year competition sponsored by the 
Carnegie Foundation for the  Advancement of Teaching. He 
has written three other textbooks: Management, Effective 
Management: A  Multimedia Approach, and MGMT.

We would appreciate any comments or sugges-
tions you want to offer about this package. You can reach 
Chuck  Williams at crwillia@butler.edu, and Marce Kelly 
at marcella.kelly@gmail.com. We wish you a fun, positive, 
 productive term, and look forward to your feedback!
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PAGE 16  
for additional 

STUDY TOOLS

1 Business Now:
Change Is the Only Constant

LEARNING OBJECTIVES
After studying this chapter, you will be able to:

 1-1  Define business and discuss the role of business in the economy

 1-2  Explain the evolution of modern business 

 1-3  Discuss the role of nonprofit organizations in the economy

 1-4  Outline the core factors of production and how they affect the economy

 1-5  Describe today’s business environment and discuss each key dimension

 1-6  Explain how current business trends might affect your career choices

Successful firms lean forward and embrace the change. They 
seek the opportunities and avoid the pitfalls. They carefully 
evaluate risks. They completely understand their market, 
and they adhere to ethical practices. Their core goal: to 

generate long-term profits 
by delivering unsurpassed 
value to their customers.

Over the past few 
years, the explosive growth 
in social media has played 

a pivotal new role for businesses and consumers alike in 
today’s dynamic business environment. Digging deeper 
into current culture, leading-edge trendspotting firm 
Trendwatching.com and bestselling business author Ian 
Altman recently identified ten trends likely to shape the 
world’s economies as we close out the turbulent teenage 
years of the twenty-first century. A few highlights:

 ■ Instant Skills: Remember how the rise of Instagram 
made all of us into pseudo professional photographers? 
Well Trendwatching.com predicts that hundreds of 

 1-1  BUSINESS NOw: MOVING AT BREAkNECk SPEED

Day by day, the business world simply spins faster. Industries rise—and 
sometimes fall—in the course of a few short months. Technologies forge 
instant connections across the globe. Powerful new trends surface and 
 submerge, sometimes within less than a year. In this  fast-paced, fluid 
environment, change is the only constant. According to Charles Darwin, 
it is not the strongest of the species that survive, nor the most intelligent, 
but the one most responsive to change. And so it is with business.
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value The relationship between 
the price of a good or a service 
and the benefits that it offers its 
customers.

2 PART ONE: The Business Environment

16695_ch01_ptg01.indd   2 14/12/16   3:23 pm

Copyright 2018 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part.  WCN 02-200-203



“ You miss 100% of the shots you 
don’t take.”

— wAY N E  G R E T z Y, 
h O C k E Y  S T A R

millions of status-hungry “consumers will care less 
about what they have or buy and more about what 
they can do or create”—seeking services that eliminate 
time and learning barriers to their creation of profes-
sional quality output.

 ■ Fast-Laning: No one likes to wait in line. But if you 
invest your time and money in your favorite brand, 
you may not need to. A growing number of firms 
are finding creative ways to speed their loyal time-
crunched consumers to the front of the queue, 
ideally without annoying everyone else, or without 
calling attention to the slow speed of “normal” ser-
vice. For example, Starwood, Hyatt, and Hilton hotel 
chains have all tested programs allowing frequent 
guests to check in via their apps and use their cell 
phones as room keys, to avoid wait lines at the  
front desk.

 ■ Fun and Games: Research suggests that the average 
human attention span, currently only slightly longer 
than that of a goldfish, is decreasing rapidly. Not 
surprisingly, capturing and retaining the attention of 
customers, employees, and investors is more challeng-
ing than ever. In spite of declining attention spans, 

creating a sense of fun is gaining momentum as an 
effective tool for engaging audiences. It’s fairly easy to 
understand why—wouldn’t you rather do something 
fun than something boring? Swedish amusement park 
Liseberg recently released an app to accompany its 
new Helix roller coaster. Attendees standing in line  
for the attraction could use the app to play a free Helix-
themed game, and every 15 minutes, the player with 
the highest score got a pass to skip the line. This strat-
egy was not only creative, but it also increased visitors’ 
fun! Similarly, workplace messaging app Slack became 
one of the fastest growing business applications in 
history due, in part, to its playful sense of humor. For 
instance, Slack allows users to create custom emojis 
using colleagues’ faces and displays error messages 
such as, “We’ve seen this problem clear up with a 
restart of your browser, a solution which we suggest to 
you now only with great regret and self-loathing.”

3CHAPTER 1: Business Now: Change Is the Only Constant
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 ■ Branded Governments: Do you believe that govern-
ments alone can solve today’s problems? Most mil-
lennials don’t. In fact, 73% of millennials don’t believe 
governments can solve today’s issues alone, and 83% 
want businesses to get more involved. That’s why 
leading-edge brands will step up to civic challenges 
in a meaningful way. For example, when Ebola swept 
across West Africa in 2014, mobile app Easy Taxi part-
nered with Dettol to offer Nigerian cab drivers lessons 
on how to diagnose and prevent the disease, encour-
aging drivers to pass on their knowledge to passengers.

 ■ Taking Millennials Seriously: The millennial 
generation—comprised of people born between 
1980 and 1995—likely includes most of the people 
reading this text. Millennials have been at the butt 
end of a lot of jokes about their outsized sense of 
entitlement, large number of meaningless trophies, 
and “addiction” to their cell phones. The Los Angeles 
Times, for example, recently published a “Millennial 
Pledge” that it suggested all millennials affirm 
before they qualify for actual adulthood. A few 
excerpts:

 ■ Just once, I will try eating without texting.

 ■ I will not consider the cilantro on my taco to be a 
vegetable.

 ■ Each year, I will pen at least one thank-you note 
using what’s left of my cursive writing skills.

 ■ I will vote. Always.

 ■ I will force myself to finally make a phone call. 

 ■ If my first-born is a boy, I promise not to name him 
Uber.

 Joking aside, millennials now represent both 
the largest customer and the largest employee 

segment of the popula-
tion, which means that 
successful businesses 
must take them seri-
ously. As baby boomers 
continue to retire in 
record numbers, busi-
nesses will soon begin 
to face a severe leader-
ship gap. Training and 
developing millennials 
to fill that gap will be a 
critical success factor for 
many businesses in the 
very near future.

 ■ Robolove: Everyone knows that robots can save 
time and money—and who doesn’t like efficiency? 
But do we like the robots themselves? Many people 
imagine a bleak robotic future with robocops out of 
control and robo-workers putting human workers 
out of work. That may well happen, but Trendwatch-
ing.com predicts that many of us will thoroughly 
enjoy our early contacts with robots. For instance, 
Düsseldorf Airport in Germany recently unveiled the 
world’s first robotic parking valet. Customers leave 
their car, and a robot picks it up and positions the 
vehicle in one of 249 dedicated spaces. The system 
connects to the airport’s flight database, meaning 
that customers find their vehicle ready and waiting 
for them upon their return. Hard to get more conve-
nient than that—and the robotic valet doesn’t even 
expect a tip!1 

1-1a  Business Basics: Some Key 
Definitions

While you can certainly recognize a business when you 
see one, more formal definitions may help as you read 
through this book. A business is any organization or 
activity that provides goods and services in an effort to 
earn a profit. Profit is the financial reward that comes 
from starting and running a business. More specifically, 
profit is the money that a business earns in sales (or 
revenue), minus expenses such as the cost of goods 
and the cost of salaries. But clearly, not every business 
earns a profit all the time. When a business brings in less 
money than it needs to cover expenses, it incurs a loss. 
If you launch a music label, for instance, you’ll need to 
pay your artists, lease a studio, and purchase equipment, 
among other expenses. If your label generates hits, you’ll 
earn more than enough to cover all your expenses and 
make yourself rich. But a series of duds could leave you 
holding the bag. Just the possibility of earning a profit  
provides a powerful incentive for people of all back-
grounds to launch their own enterprises. But unfor-
tunately, the rate of new business startups has been 
decreasing over the past few years. As the economy 
has finally emerged from the Great Recession, and un-
employment and financial ruin are less of a threat, fewer 
people have been motivated to risk starting new busi-
nesses.2 People who do risk their time, money, and other 
resources to start and manage a business are called 
entrepreneurs.

Interestingly, as entrepreneurs create wealth for 
themselves, they produce a ripple effect that enriches 
everyone around them. For instance, if your new 

business Any organization or 
activity that provides goods and 
services in an effort to earn a profit.

profit The money that a business 
earns in sales (or revenue), minus 
expenses, such as the cost of goods, 
and the cost of salaries. Revenue 2 
Expenses 5 Profit (or Loss).

loss When a business incurs 
expenses that are greater than its 
revenue.

entrepreneurs People who risk 
their time, money, and other resources 
to start and manage a business.

4 PART ONE: The Business Environment
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website becomes the next Facebook, who will ben-
efit? Clearly, you will. And you’ll probably spend at least 
some of that money enriching your local clubs, cloth-
ing stores, and car dealerships. But others will benefit, 
too, including your members, advertisers on your site 
and the staff who support them, contractors who build 
your facilities, and the government that collects your 
taxes. The impact of one successful entrepreneur can 
extend to the far reaches of the economy. In fact, fast-
growing new firms generate about 10% of all new jobs 
in any given year.6 Multiply the impact by thousands of 
entrepreneurs—each working in his or her own self-
interest—and you can see how the profit motive ben-
efits virtually everyone. 

From a bigger-picture perspective, business drives 
up the standard of living for people worldwide, con-
tributing to a higher quality of life. Businesses not 
only provide the products and services that people en-
joy but also provide the jobs that people need. Beyond 
the obvious, business contributes to society through 
innovation—think cars, TVs, and tablet computers. Busi-
ness also helps raise the standard of living through taxes, 
which the government spends on projects that range 
from streetlights to environmental cleanup. Socially re-
sponsible firms contribute even more by actively advo-
cating for the well-being of the society that feeds their 
success.

 1-2  ThE hISTORY Of BUSINESS: 
PUTTING IT ALL IN CONTExT 

You may be surprised to learn that—unlike today—
business hasn’t always been focused on what the customer 
wants. In fact, business in the United States has changed 
rather dramatically over the past 200–300 years. Most busi-
ness historians divide the history of American business 
into five distinct eras, which overlap during the periods of 
transition:

 ■ The Industrial Revolution: Technological advances 
fueled a period of rapid industrialization in America 
from the mid-1700s to the mid-1800s. As mass 
production took hold, huge factories replaced skilled 
artisan workshops. The factories hired large numbers 
of semiskilled workers who specialized in a limited 
 number of tasks. The result was unprecedented 
 production efficiency 
but also a loss of indi-
vidual  ownership and 
personal pride in the 
production process. 

 ■ The Entrepreneur-
ship Era: Building 
on the foundation of 

standard of living The 
quality and quantity of goods and 
services available to a population.

quality of life The overall 
sense of well-being experienced 
by either an individual or a group.

Not Every Dumb Move Is  
an Utter Disaster…
In the wake of disastrous mistakes and outrageous misman-
agement across our economy, it might be tough to remember 
that some mistakes are actually pretty amusing. Several 
examples might help remind you.

 ■ Bad fabric, not fat thighs: In early 2013, Lululemon 
Athletica was forced to recall its popular (and expensive) yoga 
pants, because many women found them utterly see-through. 
Later in the year, the founder of the firm was forced to resign 
after blaming the problem on women with fat thighs who 
rubbed the fabric too sheer with multiple uses.3

 ■ Apple angst: In a rare display of new product devel-
opment weakness, Apple released its Maps program before 
it was ready for the Big Time. Mostly harmless, the program 
baffled millions of trusting consumers. But in Fairbanks, 

Alaska, it directed hapless users onto active runways of the 
international airport. Fortunately, there were no collisions—
the worst harm done was to Siri’s reputation as a navigator.4

 ■ Accidental cyber-snooping: As Google sent its “Street 
View” cars all over the world, collecting panoramic images 
for uploading into Google Maps, the firm “unintentionally” 
collected and retained, among other things, passwords and 
complete email messages picked up from unsecured Wi-Fi 
networks. 

 ■ Thank you, Captain Obvious! A surprising number 
of firms just can’t seem to credit their customers with 
even basic intelligence. Marks & Spencer’s labeled one 
of their Bread Puddings, PRODUCT WILL BE HOT AFTER 
HEATING. On a Sears hairdryer, DO NOT USE WHILE 
SLEEPING. And on packaging for a Rowenta iron, DO NOT 
IRON CLOTHES ON BODY. While these warnings most 
likely have a legal backstory, it’s hard for a reasonable 
consumer not to see them as silly goofs.5.

What Were They Thinking?
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 aggressive persuasion designed to separate con-
sumers from their cash.

 ■ The Marketing Era: After World War II, the balance 
of power shifted away from producers and toward 
consumers, flooding the market with enticing choices. 
To differentiate themselves from their competitors, busi-
nesses began to develop brands, or  distinctive  identities, 
to help consumers understand the  differences among 
various products. The marketing concept emerged: a 
consumer focus that permeates successful companies 
in every department, at every level. This approach con-
tinues to influence business decisions today as global 
competition heats up to unprecedented levels.

 ■ The Relationship Era: Building on the marketing 
concept, today, leading-edge firms look beyond each 
immediate transaction with a customer and aim to 
build long-term relationships. Satisfied customers 
can become advocates for a business, spreading the 
word with more speed and credibility than even the 
best promotional campaign. And cultivating current 
customers is more profitable than constantly seeking 
new ones. One key tool is technology. Using the Web 
and other digital resources, businesses gather detailed 
information about their customers and use these data 
to serve them better, “bringing a level of customer 
centricity that we’ve never seen before,” according to 
Graeme Noseworthy, marketing director for IBM. 

 1-3  NONPROfITS AND ThE  
ECONOMY: ThE BUSINESS  
Of DOING GOOD 

Nonprofit organizations play a critical role in the economy, 
often working hand-in-hand with businesses to improve 
the quality of life in our society. Focusing on areas such 
as health, human services, education, art, religion, and 
culture, nonprofits are business-like establishments, but 
their  primary goals do not include profits. Chuck Bean, 
executive director of the Nonprofit Roundtable, explains: 
“By definition, nonprofits are not in the business of finan-
cial gain. We’re in the business of doing good. However, 
nonprofits are still businesses in every other sense—they 
employ people, they take in revenue, they produce goods 
and services and contribute in significant ways to our re-
gion’s economic stability and growth.” Nationwide, non-
profits employ about one in ten workers, accounting for 
more paid workers than the entire construction industry 
and more than the finance, insurance, and real-estate 
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Henry Ford’s assembly line began 
operation on December 1, 1913. 
Initially developed for the Model T, 
this new production system allowed 
manufacturers of all kinds to output 
products like never before.

the industrial revolution, large-scale entrepreneurs 
emerged in the second half of the 1800s, building 
business empires. These industrial titans created 
enormous wealth, raising the overall standard of 
living across the country. But many also dominated 
their markets, forcing out competitors, manipulating 
prices, exploiting workers, and decimating the envi-
ronment. Toward the end of the 1800s, the govern-
ment stepped into the business realm, passing laws 
to regulate business and protect consumers and 
workers, creating more balance in the economy.

 ■ The Production Era: In the early part of the 
1900s, major businesses focused on further refin-
ing the production process and creating greater 
efficiencies. Jobs became even more specialized, 
increasing productivity and lowering costs and 
prices. In 1913, Henry Ford introduced the assem-
bly line, which quickly became standard across 
major manufacturing industries. With managers 

focused on efficiency, 
the customer was an 
afterthought. But when 
customers tightened their 
belts during the Great De-
pression and World War 
II, businesses took notice. 
The “hard sell” emerged: 

nonprofits Business-like 
establishments that employ 
people and produce goods and 
services with the fundamental 
goal of contributing to the 
community rather than generating 
financial gain.
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sectors combined. And nonprofit museums, schools, the-
aters, and orchestras have become economic magnets for 
many communities, drawing additional investment.8 

 1-4  fACTORS Of PRODUCTION:  
ThE BASIC BUILDING BLOCkS 

Both businesses and nonprofits rely on factors of 
production—four fundamental resources—to achieve 
their objectives. Some combination of these factors is cru-
cial for an economic system to work and create wealth. As 
you read through the factors, keep in mind that they don’t 
come free of charge. Human resources, for instance, re-
quire wages, while entrepreneurs need a profit incentive.

 ■ Natural Resources: This factor includes all inputs 
that offer value in their natural state, such as land, 
fresh water, wind, and mineral deposits. Most natural 
resources must be extracted, purified, or harnessed; 
people cannot actually create them. (Note that ag-
ricultural products, which people do create through 
planting and tending, are not a natural resource.) The 

value of all natural resources tends to rise with high 
demand, low supply, or both.

 ■ Capital: This factor includes machines, tools, build-
ings, information, and technology—the synthetic 
resources that a business needs to produce goods or 
services. Computers and telecommunications capa-
bility have become pivotal elements of capital across 
a surprising range of industries, from financial 
services to professional sports. You may be surprised 
to learn that in this context, capital does not include 
money, but, clearly, businesses use money to acquire, 
maintain, and upgrade their capital. 

 ■ Human Resources:  
This factor encom-
passes the physical, 
intellectual, and cre-
ative contributions of 
everyone who works 
within an economy. As 
technology replaces 
a growing number 
of manual labor jobs, 

The Connection Economy
Success today no longer requires building great things, 
although there will always be big rewards for building the best 
new things (see Apple, Tesla, and Virgin, among other success 
stories). According to industry leaders, the most successful 
firms of the present rely on connection—either connecting 
buyers and sellers or connecting consumers and information. 
Uber, the largest ride-sharing company, owns no vehicles but 
connects people to rides and drivers to customers. Airbnb, the 
largest provider of accommodations, owns no real estate but 
connects people to lodging. Kickstarter and Indiegogo, both 
giants of crowdfunding, have no money to invest but may soon 
surpass traditional venture capital firms by connecting investors 
to opportunities. According to entrepreneur and author Seth 
Godin, the connection economy works best when the following 
four conditions are met:

1. Coordination. Without coordination, connections can’t 
happen. In fact, the most significant business opportunities 
may lie in areas that currently appear chaotic.

2. Trust. Finding ways to connect and create value only works 
when the players share basic trust.

3. Permission. When you offer ideas to people who give you 
permission to do so, it’s a resource. Without that permission, 
it’s an annoyance. What’s new and significant is that the 
permission must be earned, and not requested.

4. The exchange of ideas. True value emerges when people 
exchange ideas deliberately and with established purpose 
(at a meet-up or conference, for instance).

Godin also emphases the importance of generosity and art. 
No one wants to connect with a person who always takes but 
never gives back. You must add value to all of your interactions 
to make the connection worthwhile. Art is important, according 
to Godin, because forward-thinking people are looking for the 
extraordinary. Traditional systems are inherently boring and 
unremarkable. In the connection economy, people are seeking 
the remarkable—the things that are truly worthy of remark.7
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factors of 
production Four 
fundamental elements—
natural resources, capital, 
human resources, and 
entrepreneurship—that 
businesses need to achieve their 
objectives.
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education and motivation have become increasingly 
important to human resource development. Given 
the importance of knowledge to workforce effective-
ness, some business experts, such as management 
guru Peter Drucker, break out knowledge as its own 
category, separate from human resources.

 ■ Entrepreneurship: Entrepreneurs are people who 
take the risk of launching and operating their own 
businesses, largely in response to the profit incentive. 
They tend to see opportunities where others don’t, 
and they use their own resources to capitalize on that 
potential. Entrepreneurial enterprises can kick-start 
an economy, creating a tidal wave of opportunity by 
harnessing the other factors of production. But entre-
preneurs don’t thrive in an environment that doesn’t 
support them. The key ingredient is economic free-
dom: freedom of choice (whom to hire, for instance, 
or what to produce), freedom from excess regulation, 
and freedom from too much taxation. Protection from 
corruption and unfair competition is another entrepre-
neurial “must.”

Clearly, all of these 
factors must be in place 
for an economy to thrive. 
But which factor is most 
important? One way to an-
swer that question is to ex-
amine current economies 
around the world. Russia 
and China are both rich in 

natural resources and human resources, and both coun-
tries have a solid level of capital (growing in China, and 
deteriorating in Russia). Yet, neither country is wealthy; 
both rank relatively low in terms of gross national income 
per person. The missing ingredient seems to be entre-
preneurship, limited in Russia largely through corrup-
tion and in China through government interference and 
taxes. Contrast those examples with, say, Hong Kong. The 
population is small, and the natural resources are severely 
limited, yet Hong Kong has consistently ranked among 
the richest regions in Asia. The reason: operating for 
many years under the British legal and economic system, 
the government actively encouraged entrepreneurship, 
which fueled the creation of wealth. Recognizing the 
potential of entrepreneurship, China has recently done 
more to relax regulations and support free enterprise. The 
result has been tremendous growth, which may yet bring 
China into the ranks of the wealthier nations.9

 1-5  ThE BUSINESS ENVIRONMENT: 
ThE CONTExT fOR SUCCESS

No business operates in a vacuum. Outside factors play 
a vital role in determining whether each individual busi-
ness succeeds or fails. Likewise, the broader business  
environment can make the critical difference in whether 
an overall economy thrives or disintegrates. The five key di-
mensions of the business environment are the economic 
environment, the competitive environment, the tech-
nological environment, the social environment, and the 
global environment, as shown in Exhibit 1.1.

1-5a  The Economic Environment
In September 2008, the U.S. economy plunged into the 
worst fiscal crisis since the Great Depression. Huge, ven-
erable financial institutions faced collapse, spurring un-
precedented bailouts by the federal government and the 
Federal Reserve. By the end of the year, the stock market 
had lost more than a third of its value, and 11.1 million 
Americans were out of work. Housing prices fell precipi-
tously, and  foreclosure rates reached record levels. As fear 
swept through the banking industry, neither businesses 
nor individuals could borrow money to meet their needs. 
Economic turmoil in the United States spread quickly 
around the world, fueling a global economic crisis. 

The U.S. economy continued to stagger through 
2010 and 2011, with unemployment remaining stub-
bornly high, although signs of recovery began to emerge 
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Many businesses work with nonprofits to 
boost their impact in the community.

business environment The 
setting in which business 
operates. The five key components 
are economic environment, 
competitive environment, 
technological environment, social  
environment, and global 
environment.
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in late 2012, and certainly in 2013. The Federal Reserve—
the U.S. central banking system—took unprecedented, 
proactive steps to encourage an economic turnaround. 
And President Barack Obama spearheaded passage of a 
massive economic stimulus package, designed not only 
to create jobs but also to build infrastructure—with a 
focus on renewable energy—to position the U.S. econ-
omy for stability and growth in the decades to come. 
(The price, of course, was more national debt, which will  
ultimately counterbalance some of the benefits.) Although 
the U.S. economic recovery continued through 2015, the 
entire world economy began to stagger in early 2016 as 
economic instability in China caused frightening ripples 
around the globe. The full effects of this new development 
are yet to be seen.

The government also takes active steps on an on-
going basis to reduce the risks of starting and running a 
business. The result: free enterprise and fair competition 
flourish. Despite the economic crisis, research suggests 
that most budding entrepreneurs still plan to launch their 
firms in the next three years. One government policy that 
supports business is the relatively low federal tax rate, both 
for individuals and businesses. A number of states—from 
Alabama to Nevada—make their local economies even 
more appealing by providing special tax deals to attract 

new firms. The federal government also runs en-
tire agencies that support business, such as the 
Small Business Administration. Other branches of 
the government, such as the Federal Trade Com-
mission, actively promote fair competitive prac-
tices, which help give every enterprise a chance 
to succeed. 

Another key element of the U.S. economic 
environment is legislation that supports enforce-
able contracts. For instance, if you contract a 
baker to supply your health food company with 
10,000 pounds of raw kale chips at $1.00 per 
pound, that firm must comply or face legal con-

sequences. The firm can’t wait until a day before deliv-
ery and jack up the price to $10.00 per pound because 
you would almost certainly respond with a success-
ful lawsuit. Many U.S. businesspeople take enforceable 
contracts for granted, but in a number of developing 
countries—which offer some of today’s largest busi-
ness opportunities—contracts are often not enforceable 
(at least not in day-to-day practice). 

Corruption also affects the economic environment. 
A low level of corruption and bribery dramatically re-
duces the risks of running a business by ensuring that 
everyone plays by the same set of rules—rules that are 
clearly visible to every player. Fortunately, U.S. laws keep 
domestic corruption mostly—but not completely—at 
bay. Other ethical lapses, such as shady accounting, can 
also increase the cost of doing business for everyone 
involved. But in the wake of corporate ethical meltdowns 
such as Enron, the federal government has passed tough-
minded new regulations to increase corporate account-
ability. If the new legislation effectively curbs illegal and 
unethical practices, every business will have a fair chance 
at success.

Upcoming chapters on economics and ethics will ad-
dress these economic challenges and their significance in 
more depth. But bottom line, we have reason for cautious 
(some would say very cautious) optimism. The American 

Exhibit 1.1
The Business Environment

Each dimension of the business environment affects both individual 
businesses and the economy in general.
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“ A banker is a fellow who 
lends you his umbrella when 
the sun is shining, but wants 
it back the minute it begins 
to rain.”

— M A R k  T wA I N ,  
A M E R I C A N  A U T h O R
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economy has a proven track record of flexibility and resil-
ience, which will surely help us navigate this crisis and un-
cover new opportunities.

1-5b The Competitive Environment 
As global competition intensifies yet further, leading-
edge companies have focused on customer satisfaction 
like never before. The goal: to develop long-term, mutu-
ally beneficial relationships with customers. Getting cur-
rent customers to buy more of your product is a lot less 
expensive than convincing potential customers to try your 
product for the first time. And if you transform your cur-
rent customers into loyal advocates—vocal promoters of 
your product or service—they’ll get those new customers 
for you more effectively than any advertising or discount 
program. Companies such as Amazon, Coca-Cola, and 
Northwestern Mutual life insurance lead their industries in 
customer satisfaction, which translates into higher profits 
even when the competition is tough.10

Customer satisfaction comes in large part from deliver-
ing unsurpassed value. The best measure of value is the size 
of the gap between product benefits and price. A product 
has value when its benefits to the customer are equal to or 
greater than the price that the customer pays. Keep in mind 
that the cheapest product doesn’t necessarily represent the 
best value. If a 99-cent toy from Big Lots breaks in a day, cus-
tomers may be willing to pay several dollars more for a simi-
lar toy from somewhere else. But if that 99-cent toy lasts all 
year, customers will be delighted by the value and will likely 
encourage their friends and family to shop at Big Lots. The 
key to value is quality, and virtually all successful firms offer 
top-quality products relative to their direct competitors. 

A recent ranking study by consulting firm Interbrand 
highlights brands that use imagination and innovation 
to deliver value to their customers. Exhibit 1.2 shows the 
winners and the up-and-comers in the race to capture the 
hearts, minds, and dollars of consumers around the world.

Leading Edge versus Bleeding Edge Speed-to-
market—the rate at which a firm transforms concepts into 
actual products—can be another key source of competitive 
advantage. And the pace of change just keeps getting faster. 
In this tumultuous setting, companies that stay ahead of the 
pack often enjoy a distinct advantage. But keep in mind 
that there’s a difference between leading edge and bleed-

ing edge. Bleeding-edge 
firms launch products that 
fail because they’re too far 
ahead of the market. During 
the late 1990s, for example, 
in the heart of the dot.com 

boom, Webvan, a grocery delivery service, launched to 
huge fanfare. But the firm went bankrupt just a few years 
later in 2001, partly because customers weren’t yet ready to 
dump traditional grocery stores in favor of cyber-shopping. 
Leading-edge firms, on the other hand, offer products just 
as the market becomes ready to embrace them.11

Apple provides an excellent example of leading edge. 
You may be surprised to learn that Apple—which controls 
about 70%12 of the digital music player market—did not of-
fer the first MP3 player. Instead, it surveyed the existing mar-
ket to help develop a new product, the iPod, which was far 
superior in terms of design and ease-of-use. But Apple didn’t 
stop with one successful MP3 player. Racing to stay ahead, 
they soon introduced the colorful, more affordable iPod mini. 
And before sales reached their peak, they launched the iPod 
Nano, which essentially pulled the rug from under the block-
buster iPod mini just a few short months before the holiday 
selling season. Why? If they hadn’t done it, someone else 
may well have done it instead. And Apple is almost mania-
cally focused on maintaining its competitive lead.13

1-5c  The Workforce Advantage
Employees can contribute another key dimension to a firm’s 
competitive edge. Recent research suggests that investing 

 ExhIBIt 1.2     2015 GLOBAL BRAND ChAMPIONS 
AND ThE ONES TO wATCh, 
INTERBRAND

Most Valuable Biggest Gainer
Percentage 

Growth

Apple Facebook +54%

Google Apple +43%

Coca-Cola Amazon +29%

Microsoft Hermes +22%

IBM Nissan +19%

Toyota Adobe +17%

Samsung MasterCard +17%

GE 3M +17%

McDonald’s Nike +16%

Amazon Toyota +16%

Source: Best Global Brands 2015, Interbrand, http://interbrand.com/best-brands/best-global-brands/2015 
/ranking/, accessed January 26, 2016.

speed-to-market The 
rate at which a new product 
moves from conception to 
commercialization.
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in worker satisfaction yields tangible, bottom-line results. 
The researchers evaluated the stock price of Fortune maga-
zine’s annual list of the “100 Best Companies to Work for in 
America” to the S&P 500, which reflects the overall market. 
From 2009 to 2014, cumulative stock market returns for the 
“100 Best” were up 1205%, compared to 1121% for the 
S&P 500. On an annualized basis, this translates to a return of 
about 120.4% per year for the “100 Best,” and about 114.1% 
per year for the S&P 500 over the same time period. While 
the critical difference in performance most likely stemmed 
from employee satisfaction, other factors—such as excel-
lent product and superb top management—likely also 
played a role in both employee satisfaction and strong stock 
performance.14

Finding and holding the best talent will likely be-
come a crucial competitive issue in the next decade as the 
baby boom generation begins to retire. The 500 largest 
U.S. companies anticipate losing about half of their senior 
managers over the next five to six years. Since January 1, 
2011, approximately 10,000 baby boomers began to turn 
65 (the traditional retirement age) every day, and the Pew 
Research Center anticipates that this trend will continue 
for 19 years. Replacing the skills and experience these 
workers bring to their jobs may be tough: baby boom-
ers include about 77 million people, while the generation 
that follows includes only 46 million. Firms that cultivate 

human resources now 
will find themselves bet-
ter able to compete as 
the market for top talent 
tightens.15 However, job 
market contraction may 
not be an issue, because 
a growing number of 
baby boomers opt to ei-
ther postpone retirement 
or continue working part-
time during retirement, 
in the face of inadequate 
financial resources.

1-5d  The 
Technological 
Environment

The broad definition of 
business technology 
includes any tools that 
businesses can use to be-
come more efficient and 

effective. But more specifically, in today’s world, business 
technology usually refers to computers, telecommunica-
tions, and other digital tools. Over the past few decades, 
the impact of digital technology on business has been ut-
terly transformative. New industries have emerged, while 
others have disappeared. And some fields—such as travel, 
banking, and music—have changed dramatically. Even in 
categories with relatively unchanged products, compa-
nies have leveraged technology to streamline produc-
tion and create new efficiencies. Examples include new 
processes such as computerized billing, digital anima-
tion, and robotic manufacturing. For fast-moving firms, 
the technological environment represents a rich source 
of competitive advantage, 
but it clearly can be a ma-
jor threat for companies 
that are slow to adopt or to 
integrate new approaches.

The creation of the 
World Wide Web has 
transformed not only busi-
ness but also people’s lives. 
Anyone, anywhere, anytime 
can use the Web to send 
and receive images and 
data (as long as access is 

Google continues to be a powerhouse of innovation, in terms of both 
product development and employee benefits.

Si
m

on
 D

aw
so

n/
Bl

oo
m

be
rg

/G
et

ty
 Im

ag
es

business technology Any 
tools—especially computers, 
telecommunications, and other 
digital products—that businesses 
can use to become more efficient 
and effective.

World Wide Web The 
service that allows computer 
users to easily access and share 
information on the Internet in 
the form of text, graphics, video, 
apps, and animation.
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available). One result is the rise of e-commerce or online 
sales, which allow businesses to tap into a worldwide com-
munity of potential customers. In the wake of the global 
economic crisis, e-commerce has slowed from the break-
neck 20%+ growth rates of the past five years, but even so, 
analysts predict that solid growth will continue. Business-
to-business selling comprises the vast majority of total  
e-commerce sales (and an even larger share of the profits). 
A growing number of businesses have also connected their 
digital networks with suppliers and distributors to create a 
more seamless flow of goods and services.17

Alternative selling strategies thrive on the Internet, 
giving rise to a more individualized buying experience. If 
you’ve browsed seller reviews on eBay or received shop-

ping recommendations 
from Amazon, you’ll have a 
sense of how personal web 

The Uber Syndrome
No doubt about it—senior executives make the most money in 
business. They also have the most to worry about, however. In a 
2015 study of senior executives, one participant described her 
firm’s biggest worry as “the ‘Uber Syndrome’—where a competitor 
with a completely different business model enters your industry 
and flattens you.” In today’s tumultuous business world, this 
concern is completely understandable. Analyzing the research, 
Fortune magazine editor Geoff Colvin noticed that this year, for 
the first time, most business leaders expected new competitors to 
be outsiders. The solution to this impending threat, according to 
the small cohort of highly successful firms that the research dubs 
“torchbearers,” seems to be to focus more on customers and less 
on competitors. When a disruptive player makes its move, loyal 
customers are less likely to defect and destroy your business. 

According to a separate survey of CEOs released in 2016, the 
two largest concerns among chief executives around the world 
are the global economic environment and geopolitical tensions. 
The global economy is more integrated today than ever before, 
and a crisis within any major country can quickly spread around 
the world. We’ve seen this time and time again in recent years, 

from the Grecian debt crisis of 2009 to the Chinese stock market 
plunge of early 2016. Dennis Nally, global chairman of PwC 
Consultancy, explains why geopolitical tension is a threat to 
the global economy: “[If] you’ve got hot spots anywhere in the 
world, it creates instability . . . business leaders hate instability.” 
So if your life goal is to reach the top rung at a major corpo-
ration, don’t expect to leave your worries behind. It would seem 
that the higher you go, the more pressing the worries.16
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marketing can feel. Online technology also allows leading-
edge firms to offer customized products at prices that are 
comparable to standardized products. On the Burton web-
site, for instance, customers can “custom build” professional 
quality “Custom X” snowboards while sitting at home in their 
pajamas. Nike offers a similar service for NikeID shoes, cloth-
ing, and gear. 

As technology continues to evolve at breakneck 
speed, the scope of change—both in everyday life and 
business operations—is almost unimaginable. In this envi-
ronment, companies that welcome change and manage it 
well will clearly be the winners.

1-5e  The Social 
Environment

The social environment embod-
ies the values, attitudes, customs, 

and beliefs shared by groups of peo-
ple. It also covers demographics, 

or the measurable characteristics of 
a population. Demographic factors in-

clude population size and density and 
specific traits such as age, gender, race, ed-

ucation, and income. Clearly, given all these 
influences, the social environment changes 

e-commerce Business 
transactions conducted online, 
typically via the Internet.

demographics The 
measurable characteristics of a 
population. Demographic factors 
include population size and 
density, as well as specific traits 
such as age, gender,  
and race.
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dramatically from country to country. And a nation as diverse 
as the United States features a number of different social en-
vironments. Rather than cover the full spectrum, this section 
will focus on the broad social trends that have the strongest 
impact on American business. Understanding the various di-
mensions of the social environment is crucial since successful 
businesses must offer goods and services that respond to it. 

Diversity While the American population has al-
ways included an array of different cultures, the United 
States has become more ethnically diverse in recent 
years. Caucasians continue to represent the largest chunk 
of the population at 63%, but according to the direc-
tor of the U.S. Census Bureau, “The next half century  
marks a turning point in continuing trends—the U.S. will 
become a plurality nation, where the non-Hispanic white 
population remains the largest single group, but no group is 
in the majority.” This will probably happen in about 2043. The 
Hispanic and Asian populations will probably continue to 
grow faster than any other ethnic groups. By 2060, nearly one 
in three U.S. residents will be Hispanic, up from about one in 
six today. This will happen even though the overwhelming 

wave of immigration from Mexico to the United States has 
stalled and even begun to reverse in the past few years; nev-
ertheless, among Mexican-born people worldwide, one in 
ten currently lives in the United States.19 Exhibit 1.3 demon-
strates the shifting population breakdown.

But the national statistics are somewhat misleading, 
since ethnic groups tend to cluster together. African Ameri-
cans, for example, currently comprise about 37% of the 
Mississippi population, Asians comprise about 39% of the 
Hawaii population, and Hispanics comprise about 47% of 
the New Mexico population.20

So what does this mean for business? Growing ethnic 
populations offer robust profit potential for firms that pur-
sue them. For instance, a number of major brands such as 
Coca-Cola, General Mills, Ford, Nestlé, Purina, and Walmart 
have invested heavily in the Hispanic market over the past 
five years. Recognizing the potential of the Hispanic market, 
Japanese automakers have begun actively targeting Latino 
customers. Because of these efforts, Hispanic customers are 
reportedly 15% more likely than any other group to buy a 
Japanese-made car. Toyota, in particular, has been the top 
selling brand among Latinos for more than ten years thanks 
to its highly targeted marketing. Targeting an ethnic market 
can also yield remarkable results for products that cross over 
into mainstream culture. Music mogul and entrepreneur 
Russell Simmons, for example, initially targeted his music 
and clothing to the African American market, but his success 
quickly spilled over to mainstream culture, helping him build 
a hip-hop empire.21

Growing diversity also affects the workforce. A 
diverse staff—one that reflects an increasingly diverse 

Exhibit 1.3
U.S. Population Estimates

Source: Projections of the Size and Composition of the U.S. Population: 2014 to 2060, U.S. Census 
Bureau, March 2015, https://www.census.gov/content/dam/Census/library/publications/2015/demo/
p25-1143.pdf, accessed May 9, 2016.
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Fast Fashion—Doesn’t Look 
So Hot Lining Our Landfills
Many college students love to find vintage clothing 
gems that set their style apart from everyone 
else’s, especially for special events. Yet 
some of those same students also find their 
closets overflowing with “landfill fashion,” 
trendy garments sold for rock bottom 
prices by fast fashion retailers, such 
as H&M and Zara. The garments aren’t 
either purchased or designed to last. The 
average American throws away 68 pounds 
of clothing per year (perhaps because it’s 
so cheap that if you get home and decide you 
don’t want something, it’s not worth going back 
to return it). Some people do by all means donate 
used clothing to charity, but fast fashion tends to be so 
cheaply made that no one wants to buy it. Instead, it gets 
recycled into industrial rags and insulation, or sits for years 
in landfills, since it’s often made with synthetic, petroleum-
based fibers that take decades to decompose. The products 
are so trendy, and the prices are so cheap, that sometimes 
it feels virtually impossible to leave a fast fashion retailer 
empty-handed, but next time you do, remember that 
you’re scoring points not only for space in your closet but 
also for space in the landfills.18
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marketplace—can yield a powerful competitive ad-
vantage in terms of both innovation and ability to 
reach a broad customer base. From global behemoths 
such as Coca-Cola and Verizon to local corner stores, 
companies have taken proactive steps to hire and nur-
ture people from a broad range of backgrounds. And that 
doesn’t just reflect racial or ethnic roots. True diversity also 
includes differences in gender, age, religion, and nation-
ality, among other areas. Leading-edge firms have also 
taken proactive steps to train their entire workforce to 
manage diversity for top performance.22

Effectively managing diversity should only become 
easier as time goes by. Multiple studies demonstrate 
that young American adults are the most tolerant age 
group, and they are moving in a more tolerant direc-
tion than earlier generations regarding racial differences,  
immigrants, and homosexuality. As this generation gathers 
influence and experience in the workforce, they are likely 
to leverage diversity in their organizations to hone their 
edge in a fiercely competitive marketplace.23

Aging Population As life spans increase and birth-
rates decrease, the American population is rapidly aging. 
The U.S. Census Bureau projects that the nation’s popula-
tion age 65 and older will more than double between 2005 
and 2060. By 2060, older Americans will represent just over 
one in five residents, up from one in seven today. Also, the 
number of working-age Americans will shrink from 63% to 
57% of the population, dramatically increasing the number 
of people who are depending on each working American. 
And the United States isn’t alone in this trend. The popu-
lation is aging across the developed world, from Western  
Europe to Japan. China faces the same issue, magnified by 
its huge population. Demographers estimate that in the 
next 20 years the number of people in China over the age 
of 60 will double, leading to a nation where the retired will 
outnumber the entire population of Western Europe. There 
are currently six workers to every retiree, but China’s one-
child policy suggests that the number of people providing 
for the old will rapidly collapse.24

The rapidly aging population 
brings opportunities and threats 
for business. Companies in fields 
that cater to the elderly—such 
as healthcare, pharmaceuticals, 
travel, recreation, and financial 
management—will clearly boom. 
But creative companies in other 
fields will capitalize on the trend as 
well by reimagining their current 
products to serve older clients. 

Possibilities include books and movies—maybe even video 
games—with mature characters; low-impact fitness programs 
such as water aerobics; and cell phones and PDAs with more 
readable screens. Again, the potential payoff of age diversity is 
clear: companies with older employees are more likely to find 
innovative ways to reach the aging consumer market.

But the larger numbers of retired people also pose signif-
icant threats to overall business success. With a smaller labor 
pool, companies will need to compete even harder for top 
talent, driving up recruitment and payroll costs. As state and 
federal governments stretch to serve the aging population, 
taxes may increase, putting an additional burden on business. 
And as mid-career workers spend more on elder care, they 
may find themselves with less to spend on other goods and 
services, shrinking the size of the consumer market.

Rising Worker Expectations Workers of all ages 
continue to seek flexibility from their employers. Moreover, 
following massive corporate layoffs in the early 2000s, em-
ployees are much less apt to be loyal to their firms. A study re-
leased in 2013 showed that on average, employees in Fortune  
500 firms have a median tenure of only 3.68 years. As young 
people today enter the workforce, they bring higher expecta-
tions for their employers in terms of salary, job responsibility, 
and flexibility—and less willingness to pay dues by working 
extra-long hours or doing a high volume of “grunt work.” Smart 
firms are responding to the change in worker expectations by 
forging a new partnership with their employees. The goal is 
a greater level of mutual respect through open communica-
tion, information sharing, and training. And the not-so-hidden 
agenda, of course, is stronger long-term performance.25

Ethics and Social Responsibility With high-profile  
ethical meltdowns dominating the headlines in the past few 
years, workers, consumers, and government alike have begun 
to hold businesses—and the people who run them—to a 
higher standard. Federal legislation, passed in the wake of the 
Enron fiasco, demands transparent financial management 
and more accountability from senior executives. And recog-
nizing their key role in business success, a growing number of 

consumers and workers have begun to 
insist that companies play a proactive 
role in making their communities—
and often the world community—
better places. Sustainability—doing 
business today without harming the 
ability of future generations to meet 
their needs—has become a core issue 
in the marketplace, driving business 
policies, investment decisions, and 
consumer purchases on an unprec-
edented scale.26

In Asia, the average 
person’s living 
standards are 
currently set to rise 
by 10,000% in one 
lifetime!

— N E w S w E E k
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1-5f The Global Environment
The U.S. economy operates within the context of the 
global environment, interacting continually with other 
economies. In fact, over the past two decades, technology 
and free trade have blurred the lines between individual 
economies around the world. Technology has forged 
unprecedented links among countries, making it cost 
effective—even efficient—to establish computer help 
centers in Mumbai to serve customers in Boston, or to hire 
programmers in Buenos Aires to make websites for com-
panies in Stockholm. Not surprisingly, jobs have migrated 
to the lowest bidder with the highest quality—regardless 
of where that bidder is based.

Often, the lowest bidder is based in China or India. 
Both economies are growing at breakneck speed, largely 
because they attract enormous foreign investment. Over 
the past couple of decades, China has been a magnet 
for manufacturing jobs because of the high population 
and low wages—about $3.50 per hour (including gov-
ernment-mandated benefits) versus about $19.50 in the 
United States—although the gap is rapidly closing due to 
double-digit annual wage inflation in China. And India has 
been especially adept at attracting high-tech jobs, in part 
because of their world-class, English-speaking university 
graduates who are willing to work for less than their coun-
terparts around the globe.27 

The migration of jobs relates closely to the global move-
ment toward free trade. In 1995, a renegotiation of the 
General Agreement on Tariffs and Trade (GATT)—
signed by 125 countries—took bold steps to lower tar-
iffs (taxes on imports) and to reduce trade restrictions  
worldwide. The result: goods move more freely than ever 
across international boundaries. Individual groups of coun-
tries have gone even further, creating blocs of nations with 
virtually unrestricted trade. Mexico, Canada, and the United 
States have laid the groundwork for a free-trade mega-
market through the North American Free Trade Agreement 
(NAFTA), and 25 European countries have created a pow-
erful free-trading bloc through the European Union, which 
has been weakened by a severe, ongoing financial crisis. 
The free-trade movement has lowered prices and increased 
quality across virtually every product category, as compe-
tition becomes truly global. We’ll discuss these issues and 
their implications in more depth in Chapter 3.

A Multi-Pronged Threat In the past decade alone, 
war, terrorism, disease, and natural disasters have taken a 
horrific toll in human lives across the globe. The economic 
toll has been devastating as well, affecting businesses 
around the world. The 9/11 terrorist attacks in New York and 
Washington, D.C., decimated the travel industry and led to 

multibillion-dollar government outlays for Homeland Secu-
rity. In 2002, a terrorist bombing at an Indonesian nightclub 
killed nearly 200 people, destroying tourism on the holiday 
island of Bali. Similarly, the 2015 terror attacks in Paris dealt 
a devastating blow to tourism throughout Europe, which 
was already struggling to handle an overwhelming refu-
gee crisis. The 2003 deadly epidemic of the SARS flu dealt 
a powerful blow to the economies of Hong Kong, Beijing, 
and Toronto. And the Ebola outbreak of 2014 had a cata-
strophic impact on several impoverished African econo-
mies that could least afford the hit. Less than two years later, 
the Indian Ocean tsunami wiped out the fishing industry 
on long swaths of the Indian and Sri Lankan coastlines and 
crippled the booming Thai tourism industry. That same 
year, in 2005, Hurricane Katrina destroyed homes and busi-
nesses alike and brought the Gulf Coast oil industry to a vir-
tual standstill. In 2012, Hurricane Sandy wreaked $50 billion 
of economic damage on the eastern seaboard states. And 
in 2013, Typhoon Haiyan decimated the Philippines. The 
wars in Afghanistan and Iraq—while a boon to the defense 
industry—have dampened the economic potential of both 
areas. With nationalism on the rise, and growing religious 
and ethnic tensions around the world, the global economy 
may continue to suffer collateral damage.28

1-6   BUSINESS AND YOU: MAkING  
IT PERSONAL

Whatever your career choice—from video game developer, 
to real-estate agent, to web designer—business will affect 
your life. Both the broader economy and your own business 
skills will influence the level of your personal financial suc-
cess. In light of these factors, making the right career choice 
can be a bit scary. But the good news is that experts advise 
graduating students to “Do what you love.” This is a hard-
headed strategy, not softhearted puffery. Following your 
passion makes dollars and sense in today’s environment, 
which values less-routine 
abilities such as creativity, 
communication, and car-
ing. These abilities tend 
to be more rewarding for 
most people than routine, 
programmable skills that 
computers can easily emu-
late. Following your pas-
sion doesn’t guarantee a fat 
paycheck, but it does boost 
your chances of both finan-
cial and personal success.29

free trade An international 
economic and political 
movement designed to help 
goods and services flow more 
freely across international 
boundaries. 

General Agreement 
on Tariffs and Trade 
(GATT) An international trade 
agreement that has taken bold 
steps to lower tariffs and promote 
free trade worldwide.
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Business today is complex, global, and faster-moving than ever 
before. Looking forward, the rate of change seems likely to 
accelerate yet further. Although the full impact of the global 
economic crisis is still unclear, China and India seem poised to 
gain economic clout, raising worldwide competition to a whole 
new level. Technology will continue to change the business 

landscape. And a new focus on ethics and social responsibility 
will likely transform the role of business in society. This book 
will focus on the impact of change in every facet of business, 
from management to marketing to money, with an emphasis 
on how the elements of business relate to each other, and how 
business as a whole relates to you.

The Big Picture

Manager of New Media

Work with marketing team to determine what motivates 
and inspires consumers. Lead development and execution 
of digital marketing campaigns across a variety of platforms 
to build a deep, meaningful, and genuine relationship with 
consumers. Develop and manage interactive viral campaigns, 
integrate interactive media into the overall business strategy. 
According to Salary.com, the median base salary for social 
media marketing managers in 2015 was $106,943, although 

there was significant variation based on company, location, 
industry, experience, and benefits. Most new media positions 
require experience in the field and a four-year degree in either 
business or communication. Many also prefer a master’s degree 
in business (an MBA). 
For more information 
on this career and 
other possible careers 
in business, check out 
Career Transitions.

Careers in Business
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PAGE 37  
for additional 

STUDY TOOLS

2 Economics: 
The Framework for Business

LEARNING ObjEcTIvES
After studying this chapter, you will be able to:

 2-1 Define economics and discuss the evolving global economic crisis

 2-2 Analyze the impact of fiscal and monetary policy on the economy

 2-3 Explain and evaluate the free market system and supply and demand

 2-4 Explain and evaluate planned market systems

 2-5 Describe the trend toward mixed market systems

 2-6 Discuss key terms and tools to evaluate economic performance

How did this happen? 
Why? How could the 
economy get back on 
track?

Understanding these 
issues—and how the gov-
ernment, businesses, and 
individuals responded to  
them—requires under-
standing some basic 

definitions: The economy is essentially a financial and so-
cial system. It represents the flow of resources through so-
ciety, from production, to distribution, to consumption. 
Economics is the study of the choices that people, com-
panies, and governments make in allocating those re-
sources. The field of economics falls into two core 
categories: macroeconomics and microeconomics. 
Macroeconomics is the study of a country’s overall 
economic dynamics, such as the employment rate, the 
gross domestic product, and taxation policies. While 

 2-1 EcONOmIcS: NAvIGATING A cRISIS

In September 2008, the United States plunged into a deep economic crisis. The 
banking system hovered on the edge of collapse. Property values plummeted, 
and home foreclosure rates soared. Massive layoffs put more than a million 
Americans out of work. By the end of the year, the stock market had lost 
more than a third of its value, and financial turmoil in the United States had 

sparked sequential economic shocks from Europe, to 
South America, to Asia, and beyond. The outlook was grim.

economy A financial and 
social system of how resources 
flow through society, from 
production, to distribution, to 
consumption.

economics The study of the 
choices that people, companies, 
and governments make in 
allocating society’s resources.

macroeconomics The study 
of a country’s overall economic 
dynamics, such as the employment 
rate, the gross domestic product, 
and taxation policies.
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“ Economics is very useful as 
a form of employment for 
economists.”

— j O h N  K E N N E T h  G A I b R A I T h ,  E c O N O m I S T

macroeconomic issues may seem abstract, they directly af-
fect your day-to-day life, influencing key variables such as 
what jobs will be available for you, how much cash you’ll 
actually take home after taxes, or how much you can buy 
with that cash in any given month. Microeconomics  
focuses on smaller economic units such as individual  
consumers, families, and individual businesses. Both mac-
roeconomics and microeconomics have played an integral 
role in the global economic crisis.

2-1a  Global Economic Crisis:  
How Did This Happen?

The seeds of the crisis were planted more than a decade 
ago, during a time of prosperity. Through the last half 
of the 1990s, America enjoyed unprecedented growth. 
 Unemployment was low, productivity was high, infla-
tion was low, and the real standard of living for the aver-
age American rose significantly. The American economy 
grew by more than $2.4 trillion, a jump of nearly 33% 
in just five years. But the scene changed for the worse 
when the dot-com bubble burst in 2000, followed by 
the 9/11 terrorist attacks in 2001. As the stock market 
dropped and unemployment rose, economic experts 

feared that the country was hovering on the brink of a 
full-blown recession.1

In an effort to avert recession by increasing the money 
supply and encouraging investment, the Federal Reserve—
the nation’s central bank—decreased interest rates from 
6.5% in mid-2000 to 1.25% by the end of 2002. As a result, 
the economy was awash with money, but opportunities to 
invest yielded paltry returns. This is when subprime mort-
gage loans came into play. Most experts define subprime 
mortgages as loans to borrowers with low credit scores, 
high debt-to-income ratios, or other signs of a reduced abil-
ity to repay the money they borrow.

These subprime mort-
gage loans were attractive 
to borrowers and lenders 
alike. For the borrowers, 
getting a loan suddenly 
became a cinch, and for 

microeconomics The study 
of smaller economic units such 
as individual consumers, families, 
and individual businesses.
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the first time ever, hundreds of thousands of people could 
afford homes. The lenders were all too willing to give them 
mortgage loans, sometimes with little or no documenta-
tion (such as proof of income), and sometimes with little 
or no money down. As demand for homes skyrocketed, 
prices continued to rise year after year. Borrowers took 
on adjustable-rate loans assuming that when their loans 
adjusted up—usually sharply up—they could simply re-
finance their now-more-valuable homes for a new low 
starter rate and maybe even pull out some cash.

Subprime loans were attractive to lenders because 
they provided a higher return than many other invest-
ments, and—given the growth in housing prices—they 
seemed relatively low risk. Banks and investment houses in-
vented a range of stunningly complex financial instruments 
to slice up and resell the mortgages as specialized securities. 
Hedge funds swapped the new securities, convinced that 
they were virtually risk-free. With a lack of regulation—or 
any other government oversight—financial institutions did 
not maintain sufficient reserves in case those mortgage-
backed funds lost value.

And they did indeed lose 
value. In 2006, housing prices 
peaked, and in the months that 
followed, prices began falling pre-
cipitously (see Exhibit 2.1), drop-
ping nearly 35% from the market 
peak in 2006 through the market 
trough in 2009. Increasing num-
bers of subprime borrowers found 

themselves “upside down”—they owed their lenders more 
than the value of their homes. Once this happened, they 
couldn’t refinance to lower their payments. Foreclosure 
rates climbed at an increasing pace. RealtyTrac, a leading 
online marketplace for foreclosure properties, reported 
that foreclosure rates were 33% higher in 2010 than they 
were in all of 2009. In 2011, the foreclosure rate dropped 
to the lowest level since 2007, when the recession began. 
And by January 2014, the inventory of foreclosed homes 
had experienced 16 consecutive months of year-to-year 
double-digit declines, signaling that the fragile economic 
recovery had finally taken hold.3 

As mortgage values dropped, financial institutions 
began to feel the pressure—especially firms such as Bear 
Stearns that specialized in trading mortgage-backed 
securities, and firms such as Washington Mutual that fo-
cused on selling subprime mortgages. When financial in-
stitutions actually began to face collapse, a wave of fear 
washed over the entire banking industry. Banks became 
unwilling to lend money to each other or to clients, which 

meant that funds were not avail-
able for businesses to finance either 
day-to-day operations or longer-
term growth. Company after 
company—from General Motors, 
to Yahoo!, to American Express, to 
countless small employers—began 
to announce layoffs. The Decem-
ber 2008 unemployment rate hit 
7.2%. About 2.6 million Americans 

A Trillion Dollars? Say What?
Between stimulating the economy and managing the federal 
debt, “a trillion dollars” is a figure you may have heard a lot 
lately. But getting your mind around what that actually means 
may be a little tricky, since it’s just so much money. To under-
stand the true magnitude of a trillion dollars, consider this:

 ■ If you had started spending a million dollars a day—every 
day, without fail—at the start of the Roman Empire, you still 
wouldn’t have spent a trillion dollars by 2016; in fact, you’d 
have more than $250 billion left over.

 ■ One trillion dollars, laid end-to-end, would stretch farther 
than the distance from the earth to the sun. You could also 
wrap your chain of bills more than 12,000 times around the 
earth’s equator.

 ■ If you were to fly a jet at the speed of sound, spooling out a 
roll of dollar bills behind you, it would take you more than 
14 years to release a trillion dollars. But your plane probably 

couldn’t carry the roll, since it would weigh more than one 
million tons.

Turning the economy around may take even more than a 
trillion dollars, but make no mistake when you 
hear those numbers thrown 
around on the news—a 
trillion dollars is an awful lot 
of money!2

“ A billion here and 
a billion there, and 
pretty soon you’re 
talking real money.”

— U . S .  S E N A T O R  E v E R E T T 
D I R K S E N
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lost their jobs in 2008, making 2008 the worst year for 
jobs since 1945. And the unemployment rate continued 
to rise, hitting 9.3% in 2009 and 9.6% in 2010, leading to 
total Great Recession job losses of nearly 8 million, many 
of which will never come back as the economy continues 
to change and old skills become obsolete.4 The national 
average unemployment rate began to drop in late 2011 
and continued to trend down throughout 2014 and 2015, 
another sign that the economic recovery has taken hold.

2-1b Moving in a Better Direction
Although the benefits were not immediately obvious in the 
face of a downward trend, the federal government and 
the Federal Reserve—known as “the Fed”—intervened in the 
economy at an unprecedented level to prevent total finan-
cial disaster. In March 2008, the Fed staved off  bankruptcy at 
Bear Stearns. In early September 2008, the U.S. Department 
of the Treasury seized Fannie Mae and Freddie Mac, which 
owned about half of the U.S. mortgage market. A week later, 
the Fed bailed out tottering global insurance giant AIG with 
an $85 billion loan. But the bleeding continued.

The negative spiral spurred Congress to pass a contro-
versial $700 billion economic bailout plan in early October 
2008, called TARP (the Troubled Assets Relief Program). By 
the end of the year, the Treasury had spent the first half of 
that money investing in banks, although early results were 
imperceptible for the economy. Just as the Treasury be-
gan to release funds to the banks, GM and Chrysler, two 
of the Big Three U.S. automakers, announced they also 
desperately needed a bailout. Both firms suggested that 

bankruptcy was imminent without government 
assistance. (Ford, the other member of the Big 
Three, also admitted to financial problems but 
claimed that it was not in the dire straits faced 
by its domestic competitors.) Facing the loss of 
more than 2.5 million jobs related to the auto 
industry, the Treasury agreed to spend a portion 
of what remained of the $700 billion in a partial 
auto industry bailout.5 Although much of the 
public railed against the expensive government 
bailout program, by 2010 it appeared likely that 
TARP could end up costing taxpayers far less 
than anticipated, or even nothing, as insurance 
companies and banks began to break even, or in 
many cases earn profits, and pay back their gov-
ernment loans.6 

As the new administration began, Presi-
dent Obama proposed, and Congress passed, an 
$825 billion economic stimulus package called 
the American Recovery and Reinvestment Act, 
designed to turn the economy around over the 

next two years. The plan included cutting taxes, build-
ing infrastructure, and investing $150 billion in green en-
ergy. In late 2011, the economy began to turn around at 
a very slow pace. Employment grew slowly for 49 months 
in a row—the best run since at least World War II. While 
employment numbers improved, many people traded 
good-paying jobs for part-time work and/or lower-paying 
positions. This has constrained incomes and restrained 
consumer spending in the years since.7

All of these moves by the federal government and the 
Federal Reserve are part of fiscal and monetary policy.

 2-2 mANAGING ThE EcONOmY 
ThROUGh FIScAL 
AND mONETARY POLIcY

While the free market drives performance in the American 
economy, the federal government and the  Federal Reserve 
can help shape performance. During the recent crisis, both 
the government and the Fed have taken proactive—
some say heavy-handed—roles to mitigate this economic 
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“ Government does not solve 
problems; it subsidizes them.”

— U . S .  P R E S I D E N T  R O N A L D  R E A G A N
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contraction. The overarching goal is controlled, sustained 
growth, and both fiscal and monetary policy can help 
achieve this objective.

2-2a Fiscal Policy
Fiscal policy refers to government efforts to influence the 
economy through taxation and spending decisions that 
are designed to encourage growth, boost employment, 
and curb inflation. Clearly, fiscal strategies are closely tied to 
political philosophy. But regardless of politics, most econo-
mists agree that lower taxes can boost the economy by 
leaving more money in people’s pockets for them to spend 
or invest. Most also agree that government spending 
can boost the economy in the short term by pro-
viding jobs, such as mail carrier, bridge repairer, or 
park ranger; and in the long term by investing in 
critical public assets, such as a national renewable 
energy grid. Done well, both taxation and spend-
ing can offer economic benefits. The tricky part is 
finding the right balance between the 
two approaches. As American 
economist Henry Hazlitt pointed 
out, it’s important to keep in 
mind that “Either immediately or ul-
timately, every dollar of government 
spending must be raised through a 
dollar of taxation; once we look at the matter in 
this way, the supposed miracles of government 
spending will appear in another light.” 

2-2b Debt Ceiling/Fiscal Cliff
In mid-2011, the U.S. economy shuddered again as the 
news headlines screamed with dire warnings about a na-

tional or even international 
economic meltdown when 
we hit the federal debt ceil-
ing. What did this mean? 
The debt ceiling is the max-
imum amount Congress 
lets the government bor-
row. In theory, this is meant 
to limit the amount that 
the government can bor-
row, but in practice, voting 
on the debt ceiling hap-
pens separately from vot-
ing on taxes and spending, 
so the debt ceiling ends 
up being mostly about 

whether or not the federal government can pay for debts 
that it has already incurred. Typically, debt ceiling hikes are 
fairly routine; in fact, Congress has raised the debt ceiling 
74 times since 1962, and 10 times since 2001, all with little or 
no notice. But as federal debt began to nudge the ceiling 
in 2011, it garnered unprecedented political and journalis-
tic attention because various political groups saw the issue 
as an opportunity to further their political agenda. Those 
who wanted to raise the debt ceiling portrayed others as 
irresponsible buffoons who were willing to shut down the 
government simply to make a point without any real long-
term change in spending. Those who did not want to raise 
the debt ceiling argued that the others are spendthrift bu-

reaucrats who must learn to live within their means 
like the Americans who elected them. 

After weeks of high-profile wrangling, 
Congress finally agreed to raise the debt ceiling, 
which temporarily averted a shutdown crisis, but 
the deal they reached to do so created the fiscal 
cliff. The fiscal cliff was a package of draconian 

across-the-board spending cuts 
and sharp tax hikes scheduled 
to hit at the same time that 

could dramatically decrease the U.S. 
budget deficit. Going over the fis-
cal cliff could potentially cripple 

the U.S. economy, and possibly even 
cause the United States to default on some of 

its debt, which could send world markets into a 
tailspin. But once again, Congress could not reach 

a reasonable long-term agreement, so they simply 
passed last-minute legislation that pushed the really tough 
tax and spending decisions farther down the road. The fed-
eral government actually did shut down for 16 days in Oc-
tober 2013 after much Congressional squabbling failed to 
produce a budget agreement. The government reopened 
with passage of another temporary agreement that again 
delayed the tough fiscal choices. If the country continues 
to fracture along political lines, it may become increasingly 
difficult to reach a federal budget agreement, leading to 
more regular government shutdowns.8

Every year, the government must create a budget, 
or a financial plan, that outlines expected revenue from 
taxes and fees, and expected spending. If revenue is 
higher than spending, the government incurs a budget 
surplus (rare in recent years, but usually quite welcome!). 
If spending is higher than revenue, the government in-
curs a budget deficit and must borrow money to cover 
the shortfall. The sum of all the money borrowed over 
the years and not yet repaid is the total federal debt. 
Exhibit 2.2 shows key sources of revenue and key expenses 

fiscal policy Government 
efforts to influence the economy 
through taxation and spending.

budget surplus Overage 
that occurs when revenue is 
higher than expenses over a given 
period of time.

budget deficit Shortfall that 
occurs when expenses are higher 
than revenue over a given period 
of time.

federal debt The sum of 
all the money that the federal 
government has borrowed over 
the years and not yet repaid.
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for the federal government in 2011. Note that spending 
significantly outstrips receipts, creating a one-year budget 
deficit of more than a trillion dollars. Clearly, any additional 
spending without corresponding tax increases could dra-
matically increase the shortfall.

As of May 2016, the total U.S. federal debt stood at 
more than $19.1 trillion, a staggering $59,447.70 for ev-
ery U.S. citizen (see an online national debt clock at http://
brillig.com/debt_clock/ for the latest figures).

The debt has only grown bigger every year since 
1957, and the pace of growth will likely increase further in 
the wake of the economic crisis. This matters to each tax-
payer because as the government repays the debt—not 
to mention paying the skyrocketing interest to finance 
this debt—less and less money will be available for other 
uses; services may be eliminated (e.g., student loans, vet-
erans’ benefits, housing subsidies), or taxes will soar, or 
perhaps even both.

2-2c Monetary Policy
Monetary policy refers to actions that shape the 
economy by influencing interest rates and the supply of 
money. The Federal Reserve—essentially the central bank 
of the United States—manages U.S. monetary policy. 
For the first time in its history, the Fed has also taken an 
activist role in bailing out and propping up shaky finan-
cial firms during the economic crisis. Other Fed functions 
include banking services for member banks and the fed-
eral government.

The Fed is headed by a seven-member Board of Gov-
ernors. The president appoints each member of the Board 
to serve a single 14-year term—though a member can also 
complete a former member’s unexpired term and still be 
appointed to a full term of his or her own. These terms are 
staggered, with one expiring every two years, so that no 
single president can appoint all of the members. This struc-
ture helps ensure that the Fed can act independently of 
political pressure.

In addition to setting monetary policy, the Board 
of Governors oversees the operation of the 12 Federal 
Reserve Banks that carry out Fed policies and perform 
banking services for commercial banks in their dis-
tricts. Interestingly, the federal government does not own 
these Federal Reserve Banks. Instead, they’re owned by the 
member commercial banks in their individual  districts.

The president appoints one of the seven members of 
the Board of Governors to serve as its chair—a position so 
powerful that many con-
sider him or her the second 
most powerful person on 
earth. For nearly 19 years, 
the chair was Alan Greens-
pan. When Greenspan re-
tired in early 2006, President 
Bush appointed economist 
Ben Bernanke to the chair 
role. Bernanke led the Fed’s 
proactive efforts to turn the 
ailing economy around. In 

Exhibit 2.2 
Federal Government Revenue and Expenses

Individual
Income Taxes

Social
Security Taxes

Corporate
Income Taxes

Other

Federal Government Revenue 
Fiscal 2017 Estimated (billions of dollars)

TOTAL = $3,643.7 TOTAL = $4,147.2

National Defense

Net Interest on Debt

International Affairs

Medicare

Income Security

Health

Social Security

Other

Federal Government Expenses
Fiscal 2017 Estimated (billions of dollars)

$295.8

$1,788.0

$1,141.2

$418.7

$490.7
$617.0

$302.7

$605.0

$535.9

$972.6

$567.6

$55.8

Source: Economic Report of the president, 2016, Table B–19. Federal receipts and outlays, by major category, and surplus or deficit, fiscal years 1950–2017, https://www.whitehouse.gov/sites/default/files/docs 
/ERP_2016_Book_Complete%20JA.pdf, accessed May 9, 2016.

monetary policy Federal 
Reserve decisions that shape the 
economy by influencing interest 
rates and the supply of money.

commercial banks  
Privately owned financial 
institutions that accept demand 
deposits and make loans and 
provide other services for the 
public.
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early 2014, the Senate confirmed economist Janet Yellen as 
new chair of the Fed. Yellen is the first female chair, and she 
has focused primarily on fighting unemployment by en-
couraging economic expansion.

The core purpose of the Fed is to influence the size 
of the money supply—or the total amount of money 
within the overall economy. Clearly, you know what money 
is. But the formal definition of money is anything generally 
accepted as a medium of exchange, a measure of value, or a 

means of payment. The two 
most commonly used defi-
nitions of the money supply 
are M1 and M2:

 ■  M1: All currency—
paper bills and metal 
coins—plus checking 
accounts and traveler’s 
checks.

 ■  M2: All of M1 plus 
most savings accounts, 
money market ac-
counts, and certificates 
of deposit (low-risk 
savings vehicles with a 
fixed term, typically less 
than one year).

By mid-2016, the M1 
money supply totaled 
about $3.18 trillion, and the 

M2 version of the money supply totaled about $12.7 tril-
lion. In practice, the term “money supply” most often refers 
to M2. (Note that credit cards are not part of the money 
supply, although they do have an unmistakable impact on 
the flow of money through the economy.)10 

When the economy contracts, the Fed typically in-
creases the money supply. If more money is available, inter-
est rates usually drop, encouraging businesses to expand 
and consumers to spend. But when prices begin to rise, the 
Fed attempts to reduce the money supply. Ideally, if less 
money is available, interest rates will rise. This will reduce 
spending, which should bring inflation under control. 
Specifically, the Fed uses three key tools to expand and con-
tract the money supply: open market operations, discount 
rate changes, and reserve requirement changes.

Open Market Operations This is the Fed’s most fre-
quently used tool. Open market operations involve 
buying and selling government securities, which include 
treasury bonds, notes, and bills. These securities are the 
IOUs the government issues to finance its deficit spending.

How do open market operations work? When the 
economy is weak, the Fed buys government securities on 
the open market. When the Fed pays the sellers of these 
securities, money previously held by the Fed is put into cir-
culation. This directly stimulates spending. In addition, any 
of the additional funds supplied by the Fed that are depos-
ited in banks will allow banks to make more loans, making 
credit more readily available. This encourages even more 
spending and further stimulates the economy.

money supply The total 
amount of money within the 
overall economy.

money Anything generally 
accepted as a medium of 
exchange, a measure of value,  
or a means of payment.

M1 money supply Includes 
all currency plus checking 
accounts and traveler’s checks.

M2 money supply Includes 
all of M1 money supply plus most 
savings accounts, money market 
accounts, and certificates of 
deposit.

open market operations  
The Federal Reserve function of 
buying and selling government 
securities, which include treasury 
bonds, notes, and bills.

When Road Rage Hits Your Wallet—Hard
Few other nations in the world are as dependent on their cars 
as the United States, yet across the United States, many roads 
are downright shoddy. One reason is that public spending 
on roads got stuck in a pothole after the interstate highway 
system was built in the 1950s and 1960s. But as much as you 
dislike jouncing over potholes, your wallet likes it even less. 
According to recent research from national transportation 
research group TRIP, the appalling state of the nation’s roads 
costs the average U.S. driver $515 per year in extra operation 
and maintenance costs.  These are even higher in states with 
especially poor roads. In California, for instance, 51% of major 
roads are in poor condition, pushing average wear and tear 
costs up to $762 per year! What’s going on here? Road repair 
is handled by the Highway Trust Fund, which is funded by the 
federal gasoline tax—a rate that has remained the same since 
1993. No one like higher taxes, but no one gets a free ride, 

either! We’re simply paying that 
money privately each time we 
repair our cars.9
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When inflation is a concern, the Fed sells securities. 
Buyers of the securities write checks to the Fed to pay for 
securities they bought, and the Fed withdraws these funds 
from banks. With fewer funds, banks must cut back on the 
loans they make, credit becomes tighter, and the money 
supply shrinks. This reduces spending and cools off the in-
flationary pressures in the economy.

Open market operations are set by the aptly named 
Federal Open Market Committee, which consists of the 
seven members of the Board of Governors and five of the 
twelve presidents of the Federal Reserve district banks. 
Each year, the Federal Open Market Committee holds eight 
regularly scheduled meetings to make decisions about 
open market operations, although they do hold additional 
meetings when the need arises. Both businesses and mar-
kets closely watch Open Market Committee rate setting 
and outlook statements in order to guide decision making. 

Discount Rate Changes Just as you can borrow 
money from your bank, your bank can borrow funds from 
the Fed. And, just as you must pay interest on your loan, 
your bank must pay interest on loans from the Fed. The 
discount rate is the interest rate the Fed charges on 
its loans to commercial banks. When the Fed reduces the 

discount rate, banks can obtain funds at a lower cost and 
use these funds to make more loans to their own custom-
ers. With the cost of acquiring funds from the Fed lower, 
interest rates on bank loans also tend to fall. The result: busi-
nesses and individuals are more likely to borrow money and 
spend it, which stimulates the economy. Clearly, the Fed is 
most likely to reduce the discount rate during recessions. 
In fact, during the early months of the financial crisis, the 
Fed cut the rate to less than 1%. The Fed kept the rate well 
below 1% throughout the recovery, eventually nudging it 
up at the end of 2015. If the recovery continues, The Fed is 
expected to continue raising rates slowly—very slowly. But 
in response to inflation—
usually a sign of a rapidly 
expanding economy—the 
Fed usually increases the 
discount rate. In response, 
banks raise the interest rates 
they charge their custom-
ers. Fewer  businesses and 
individuals are willing to 
take loans, which ultimately 
slows down the economy 
and reduces inflation.11

Looking to Multiply Your Money? Look No Further 
Than Your Local Bank!
Everyone knows that banks help people save money, but most 
people don’t realize that banks actually create money. While the 
process is complex, a simplified example illustrates the point. 
Say you deposit $5,000 in the bank. How much money do you 
have? Obviously, $5,000. Now imagine that your neighbor Anne 
goes to the bank for a loan. In line with Federal Reserve require-
ments, the bank must hold onto about 10% of its funds, so it 
loans Anne $4,500. She uses the money to buy a used car from 
your neighbor Jake, who deposits the $4,500 in the bank. How 
much money does Jake have? Clearly, $4,500. How much money 
do you have? Still, $5,000. Thanks to the banking system, our 
“money supply” has increased from $5,000 to $9,500. Multiply 
this phenomenon times millions of banking transactions, and 
you can see why cold, hard cash accounts for only about 10% of 
the total U.S. M2 money supply. But what happens if everyone 
goes to the bank at once to withdraw their money? The banking 
system would clearly collapse. And in fact, in 1930 and 1931, a 
run on the banks caused wave after wave of devastating bank 
failures. Panicked customers lost all their savings, ushering 
in the worst years of the Great Depression. To restore public 

confidence in the banking system, in 1933 Congress estab-
lished the Federal Deposit Insurance Corporation 
(FDIC). The FDIC insures deposits in banks and thrift institu-
tions for up to $100,000 per customer, per bank. In the wake of 
the banking crisis, the FDIC temporarily increased its coverage 
to $250,000 per depositor at the end of 2008. Since the FDIC 
began operations on January 1, 1934, no depositor has lost a 
single cent of insured 
funds as a result 
of a bank 
failure.

Federal Deposit 
Insurance Corporation 
(FDIC) A federal agency 
that insures deposits in banks 
and thrift institutions for up to 
$250,000 per customer, per bank.

discount rate The rate of 
interest that the Federal Reserve 
charges when it loans funds to 
banks. 
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Reserve Requirement Changes The Fed requires 
that all of its member banks hold funds called “reserves,” 
equal to a stated percentage of the deposits held by 
their customers. This percentage is called the reserve 
requirement (or required reserve ratio). The reserve 
requirement helps protect depositors who may want to 
withdraw their money without notice. Currently, the re-
serve requirement stands at about 10%, depending on the 
size and type of a bank’s deposits. If the Fed increases the 
reserve requirement, banks must hold more funds, mean-
ing they will have fewer funds available to make loans. 
This makes credit tighter and causes interest rates to rise. 
If the Fed decreases the reserve requirement, some of the 
funds that banks were required to hold become available 
for loans. This increases the availability of credit and causes 
interest rates to drop. Since changes in the reserve require-
ment can have a dramatic impact on both the economy 
and the financial health of individual banks, the Fed uses 
this tool quite infrequently.

Other Fed Functions In addition to mon-
etary policy, the Fed has several other core 
functions, including regulating financial 
institutions and providing banking ser-
vices both for the government and 
for banks. In its role as a regulator, 
the Fed sets and enforces rules of 
conduct for banks and oversees 

mergers and acquisitions to ensure fairness and compliance 
with government policy. The Fed will likely become even 
more proactive regarding regulation in the wake of the finan-
cial crisis. In its role as a banker for banks, the Fed coordinates 
the check-clearing process for checks on behalf of any banks 
that are willing to pay its fees. And as the government’s bank, 
the Fed maintains the federal government’s checking ac-
count and keeps the U.S. currency supply in good condition.

 2-3 cAPITALISm: ThE FREE 
mARKET SYSTEm

It’s a simple fact—more clear now than ever before—no one 
can get everything they want all of the time. We live in a 
world of finite resources, which means that societies must 
determine how to distribute resources among their mem-
bers. An economic system is a structure for allocating 
limited resources. Over time and around the globe, nations 
have instituted different economic systems. But a careful 
analysis suggests that no system is perfect, which may ex-
plain why there isn’t one standard approach. The next sec-
tions of this chapter examine each basic type of economic 
system and explore the trend toward mixed economies.

The economic system of the United States is called 
capitalism, also known as a “private enterprise system” 

or a “free market system.” Brought to prominence 
by Adam Smith in the 1700s, capitalism is 

based on private ownership, economic 
freedom, and fair competition. One 

core capitalist principle is the para-
mount importance of individuals, 

innovation, and hard work. In a 
capitalist economy, individuals, 
businesses, or nonprofit organi-
zations privately own the vast 
majority of enterprises (with 
only a small fraction owned 
by the government). These 
private-sector businesses are 

free to make their own choices 
regarding everything from what 

they will produce, to how much 
they will charge, to whom they will 

hire and fire. Correspondingly, in-
dividuals are free to choose what 
they will buy, how much they are 
willing to pay, and where they 
will work.

To thrive in a free enterprise 
system, companies must offer 

Adam Smith (1723–1790) has often 
been called the “father of modern 
economics.”

reserve requirement A 
rule set by the Fed, which specifies 
the minimum amount of reserves 
(or funds) a bank must hold, 
expressed as a percentage of the 
bank’s deposits.

economic system A 
structure for allocating limited 
resources.

capitalism An economic 
system—also known as the 
private enterprise or free market 
system—based on private 
ownership, economic freedom, 
and fair competition.

The U.S. economy is 70% based on 
consumer spending.
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value to their customers—otherwise, their customers will 
choose to go elsewhere. Businesses must also offer value to 
their employees and suppliers in order to attract top-quality 
talent and supplies. As companies compete to attract the 
best resources and offer the best values, quality goes up, 
prices remain reasonable, and choices proliferate, raising the 
standard of living in the economy as a whole.

2-3a  The Fundamental Rights of Capitalism
For capitalism to succeed, the system must ensure some fun-
damental rights—or freedoms—to all of the people who live 
within the economy.

 ■  The right to own a business and keep after-tax profits: 
Remember that capitalism doesn’t guarantee that 
anyone will actually earn profits. Nor does it promise 
that there won’t be taxes. But if you do earn profits, 
you get to keep your after-tax income and spend 
it however you see fit (within the limits of the law, 
of course). This right acts as a powerful motivator 
for business owners in a capitalist economy; the 
lower the tax rate, the higher the motivation. The 
U.S. government strives to maintain low tax rates 
to preserve the after-tax profit incentive that plays 
such a pivotal role in the free enterprise system.

 ■ The right to private property: This means that indi-
viduals and private businesses can buy, sell, and 
use  property—which includes land, machines, and 
 buildings—in any way that makes sense to them. This 
right also includes the right to will property to family 
members. The only exceptions to private property 
rights are minimal government restrictions designed 
to protect the greater good. You can’t, for instance, 
use your home or  business to produce cocaine, 
abuse children, or spew toxic smoke into the air.

 ■ The right to free choice: Capitalism relies on economic 
freedom. People and businesses must be free to buy 
(or not buy) according to their wishes. They must 
be free to choose where to work (or not work) and 
where to live (or not live). Freedom of choice directly 
feeds competition, creating a compelling incentive 
for business owners to offer the best goods and 
services at the lowest prices. U.S. government trade 
policies boost freedom of choice by encouraging a 
wide array of both domestic and foreign producers 
to compete freely for our dollars.

 ■ The right to fair competition: A capitalist system 
depends on fair competition among businesses 
to drive higher quality, lower prices, and more 
choices. Capitalism can’t achieve its potential if unfair 

 practices—such as deceptive advertising, predatory 
pricing, and broken contracts—mar the free compe-
titive environment. The government’s role is to create 
a level playing field by establishing regulations and 
monitoring the competition to ensure compliance.

2-3b  Four Degrees of Competition
Although competition is essential for the free market sys-
tem to function, not all competition works the same. Differ-
ent industries experience different degrees of competition, 
ranging from pure competition to monopolies.

 ■ Pure competition is a market structure with many 
competitors selling virtually identical products. Since 
customers can’t (or won’t) distinguish one product from 
another, no single producer has any control over the 
price. And new producers can easily enter and leave 
purely competitive markets. In today’s U.S. economy, ex-
amples of pure competition have virtually disappeared. 
Agriculture probably comes closest—corn is basically 
corn, for example—but with the dramatic growth of 
huge corporate farms and the success of major agricul-
tural cooperatives such as Sunkist and Sun-Maid, the 
number of competitors 
in agriculture has 
dwindled, and new 
farmers have trouble 
entering the market. 
Not only that, segments 
of the agriculture 

Which of the four degrees of competition 
does the soft drink market represent?

pure competition A 
market structure with many 
competitors selling virtually 
identical products. Barriers to 
entry are quite low.
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market—such as organic farms and hormone-free 
dairies—have emerged with hit products that com-
mand much higher prices than the competition.

 ■ Monopolistic competition is a market structure 
with many competitors selling differentiated prod-
ucts. (Caution! Monopolistic competition is quite dif-
ferent from a monopoly, which we will cover shortly.) 
Producers have some control over the price of their 
wares, depending on the value that they offer their 
customers. And new producers can fairly easily enter 
categories marked by monopolistic competition. 
In fact, in monopolistic competition, a successful 
product usually attracts new suppliers quite quickly. 
Examples of monopolistic competition include the 
clothing industry and the restaurant business. 

Think about the clothing business, for a moment, 
in local terms. How many firms do you know that 
sell T-shirts? You could probably think of at least 50 
without too much trouble. And the quality and price 
are all over the board: designer T-shirts can sell for 
well over $100, but plenty of options go for less than 
$10. How hard would it be to start your own T-shirt 
business? Probably not hard at all. In fact, chances 
are strong that you know at least one person who 
sells T-shirts on the side. In terms of product and 

 business, and network television. Breaking into a mar-
ket characterized by oligopoly can be tough because 
it typically requires a huge upfront investment. 

You could start making T-shirts in your kitchen, 
for instance, but you’d need a pretty expensive facil-
ity to start manufacturing cars. Oligopolies typically 
avoid intense price competition, since they have 
nothing to gain—every competitor simply makes 
less money. When price wars do flare up, the results 
can be devastating for entire industries.

 ■ Monopoly is a market structure with just a single 
producer completely dominating the industry, leav-
ing no room for any significant competitors. Monop-
olies usually aren’t good for anyone but the company 
that has control since without competition there 
isn’t any incentive to hold down prices or increase 
quality and choices. Because monopolies can harm 
the economy, most are illegal according to federal 
legislation, such as the Sherman Antitrust Act of 1890 
and the Clayton Antitrust Act of 1914. Microsoft is the 
latest example of an industry giant that ran afoul of 
antimonopoly laws due to its position and policies in 
the software business. Even though Microsoft is not 
an actual monopoly, it was convicted of “monopolis-
tic practices” that undermined fair  competition.

However, in a few instances, the government not 
only allows monopolies but actually encourages them. 
This usually occurs when it would be too inefficient for 
each competitor to build its own infrastructure to serve 
the public. A natural monopoly arises. Public utilities 

In April 2016, the European Union filed 
antitrust charges against Google for forcing 
manufacturers to load 11 undeletable apps 
onto their Android-based smartphones. 
If Google is found guilty, it faces up to 
$7.5 billion in fines.

monopolistic 
competition  
A market structure with many 
competitors selling differentiated 
products. Barriers to entry are low.

oligopoly A market structure 
with only a handful of competitors 
selling products that can be 
similar or different. Barriers to 
entry are typically high.

monopoly A market structure 
with one producer completely 
dominating the industry, leaving 
no room for any significant 
competitors. Barriers to entry tend 
to be virtually insurmountable.

natural monopoly A 
market structure with one 
company as the supplier of a 
product because the nature of that 
product makes a single supplier 
more efficient than multiple, 
competing ones. Most natural 
monopolies are government 
sanctioned and regulated.
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price variation, number 
of firms, and ease of 
entry, the T-shirt busi-
ness clearly demon-
strates the character-
istics of monopolistic 
competition.

 ■  Oligopoly is a market 
structure with only a 
handful of competitors 
selling products that 
can be similar or differ-
ent. The retail gasoline 
business and the car 
manufacturing indus-
try, for instance, are 
both oligopolies, even 
though gas stations of-
fer very similar products, 
and car companies offer 
quite different models 
and features. Other 
examples of oligopoly 
include the soft drink 
industry, the computer
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offer a clear example. Would it really make sense for even 
a handful of competitors to pipe neighborhoods sepa-
rately for water? Clearly, that’s not practical. Just imagine 
the chaos! Instead, the government has granted exclu-
sive rights—or mono polies—to individual companies 
for limited geographic areas and then regulated them 
(with mixed results) to ensure that they don’t abuse the 
privilege. In addition to natural monopolies, the gov-
ernment grants patents and copyrights, which create 
artificial monopoly situations (at least temporarily) to en-
courage innovation.

2-3c  Supply and Demand: Fundamental 
Principles of a Free Market System

In a free market system, the continual interplay between 
buyers and sellers determines the selection of products 
and prices available in the economy. If a business makes 
something that few people actually want, sales will be low, 
and the firm will typically yank the product from the mar-
ket. Similarly, if the price of a product is too high, low sales 
will dictate a price cut. But if a new good or service be-
comes a hit, you can bet that similar offerings from other 
firms will pop up almost immediately (unless barriers—
such as government-granted patents—prevent new 
entrants). The concepts of supply and demand explain 
how the dynamic interaction between buyers and sellers  

directly affects the range of products and prices in the free 
market.

Supply Supply refers to the quantity of products that 
producers are willing to offer for sale at different market 
prices. Since businesses seek to make as much profit as 
possible, they are likely to produce more of a product that 
commands a higher market price and less of a product that 
commands a lower price. Think about it in terms of pizza. 
Assume it costs a local restaurant about $5 to make a pizza. 
If the market price for pizza hits, say, $20, you can bet that 
restaurant will start cranking out pizza. But if the price drops 
to $6, the restaurant has much less incentive to focus on 
pizza and will probably invest its limited resources in cook-
ing other, more pricey, dishes.

The relationship between price and quantity from a sup-
plier standpoint can be shown on a graph called the supply 
curve. The supply curve maps quantity on the x-axis (or 
horizontal axis) and price on 
the y-axis (or vertical axis). In 
most categories, as the price 
rises, the quantity produced 
rises correspondingly, yield-
ing a graph that curves up 
as it moves to the right. 
Exhibit 2.3 shows a  possible 
supply curve for pizza.

Exhibit 2.3 
The Supply Curve and Demand Curve
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supply The quantity of 
products that producers are 
willing to offer for sale at 
different market prices.

supply curve The graphed 
relationship between price and 
quantity from a supplier standpoint.
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Demand Demand refers to the quantity of 
products that consumers are willing to buy at differ-
ent market prices. Since consumers generally seek 
to get the products they need (or want) at the low-
est possible prices, they tend to buy more products 
with lower prices and fewer products with higher 
prices. Pizza and tacos, for instance, are both pop-
ular meals. But if pizza costs a lot less than tacos, 
most people will get pizza more often than tacos. 
Likewise, if the price of pizza were out of hand, 
people would probably order tacos (or some other 
option) more often, reserving their pizza-eating for 
special occasions.

The relationship between price and quantity 
from a demand standpoint can be shown on a graph 
called the demand curve. Like the supply curve, 
the demand curve maps quantity on the x-axis and 
price on the y-axis. But different from the supply 
curve, the demand curve for most goods and ser-
vices slopes downward as it moves to the right, since 
the quantity demanded tends to drop as prices rise. 

Exhibit 2.3 shows how 
a demand curve for 
pizza could look.

Equilibrium Price It’s 
important to remember that 
supply and demand don’t 
operate in a vacuum. The con-
stant interaction between the  

two forces helps determine the market price in any given 
category. In theory, market prices adjust toward the point 
where the supply curve and the demand curve intersect (see 
Exhibit 2.4). The price associated with this point of 
intersection—the point where the quantity demanded 

Waste Not, Want Not
Parents and grandparents across the years have counseled 
their children with this sage advice. Yet somewhat ironically, 
this same age-old wisdom applies to the cutting edge of the 
on-demand economy, which puts idle resources to work for the 
benefit of society. If your car just sits in the garage all day, you 
can put it to use and make some money as an Uber driver, a 
Lyft driver, or both. If you are lucky enough to own more than 
one home, rent the extras on Airbnb. And if you have spare 
brain cells, rent them out to do project work in your area of 
expertise. The options are limitless. The growing on-demand 
economy is exciting for workers who value flexibility 
over security, workers who are ready and able to master 
multiple skill sets (and keep them updated), and workers who 
are savvy and skilled about selling themselves via networking 
and social media. But many others find the on-demand 

economy somewhat threat-
ening. Workers have few 
(if any) guarantees—and 
certainly no security. And 
taxpayers will likely end up 
footing the bill for contract 
workers who don’t build up 
pensions, which isn’t fair. 
The economy is changing, 
whether you’re ready or 
not, so do yourself a favor 
and make sure you’re ready 
to change with it, and effec-
tively manage BRAND YOU.12

Exhibit 2.4
Equilibrium

demand The quantity of 
products that consumers are willing 
to buy at different market prices.

demand curve The graphed 
relationship between price and 
quantity from a customer demand 
standpoint.
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equals the quantity supplied—is called the equilibrium 
price, and the quantity associated with this point is called the 
“equilibrium quantity.”

 2-4 PLANNED EcONOmIES: 
SOcIALISm AND cOmmUNISm

In capitalist economies, private ownership is paramount. 
Individuals own businesses, and their personal for-
tunes depend on their success in the free market. But 
in planned economies, the government plays a more 
heavy-handed role in controlling the economy. The two 
key categories of planned economies are socialism and 
communism.

2-4a Socialism
Socialism is an economic system based on the principle 
that the government should own and operate key enter-
prises that directly affect public welfare, such as utilities, 
telecommunications, and healthcare. Although the offi-
cial government goal is to run these enterprises in the best 
interest of the overall public, inefficiencies and corruption 
often interfere with effectiveness. Socialist economies also 
tend to have higher taxes, which are designed to distribute 
wealth more evenly through society. Tax revenues typically 
fund services that citizens in free enterprise systems would 
have to pay for themselves in countries with lower tax 
rates. Examples range from free childcare to free univer-
sity education to free public healthcare systems. Critics of 

the recent government intervention in the U.S. economy 
believe that the new moves have pushed us too far in a 
socialist direction.

Most Western European countries—from Sweden, to 
Germany, to the United Kingdom—developed powerful 
socialist economies in the decades after World War II. But 
more recently, growth in these countries has languished. 
Although many factors have contributed to the slow-
down, the impact of high taxes on the profit incentive and 
lavish social programs on the work incentive has clearly 
played a role. Potential entrepreneurs may migrate to coun-
tries that let them keep more of their profits, and workers 
with abundant benefits may find themselves losing moti-
vation. In late 2010, many of these economies imposed stiff 
austerity measures to control government spending, elimi-
nating some public ben-
efits many took for granted.

2-4b Communism
Communism is an eco-
nomic and political system 
that calls for public owner-
ship of virtually all enter-
prises, under the direction 
of a strong central gov-
ernment. The communist 
concept was the brainchild 
of political philosopher 
Karl Marx, who outlined its 
core principles in his 1848 
Communist Manifesto. The 

Big Brother Is Watching . . . or Is He?
One of the underlying principles of communism and socialism 
is that most people are willing to sacrifice self-interest for the 
good of the overall society. That may be true, but a new study 
suggests that may only be true if other people are watching. 
Researchers at the psychology department of a major university 
recently ran an experiment whereby they changed the price list 
at an honor system–based coffee bar in the faculty and staff 
break room. The prices themselves remained unchanged, but 
each week the photocopied picture above the prices varied 
between flowers and the eyes of real faces. The faces changed, 
but the eyes on the faces always looked directly at the observer. 
During the weeks with faces on the list, staff members paid 
nearly three times as much for their drinks as during the weeks 

with flowers. These results suggest that self-interest may be 
more natural and comfortable than fairness for most people. 
We’re happy to be generous, but only when we think someone 
is watching—even if that someone is just a cutout picture of 
a face with observant eyes. Our deep-seated interest in our 
own well-being over everyone else’s may be one reason why 
socialism and communism haven’t created as much wealth over 
the long term as free enterprise has.13

equilibrium price The 
price associated with the point 
at which the quantity demanded 
of a product equals the quantity 
supplied.

socialism An economic system 
based on the principle that the 
government should own and 
operate key enterprises that directly 
affect public welfare.

communism An economic 
and political system that calls for 
public ownership of virtually all 
enterprises, under the direction 
of a strong central government.
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communism that Marx envisioned was supposed to dra-
matically improve the lot of the worker at the expense of 
the super-rich.

But countries that adopted communism in the 
1900s—most notably the former Soviet Union, China, 
Cuba, North Korea, and Vietnam—did not thrive. Most 
imposed authoritarian governments that suspended in-
dividual rights and choices. People were unable to make 
even basic choices such as where to work or what to buy. 
Without the free market to establish what to produce, 
crippling shortages and surpluses developed. Corrup-
tion infected every level of government. Under enormous 
pressure from their own people and the rest of the world, 
communism began to collapse across the Soviet Union 
and its satellite nations. At the end of the 1980s, it was 
replaced with democracy and the free market. Over the 
past two decades, China has also introduced significant 
free market reforms across much of the country, fueling 
a torrid growth rate that has only recently begun to slow. 
And in the 1990s, Vietnam launched free market reforms, 
stimulating rapid, sustained growth. The remaining com-
munist economic systems—North Korea and Cuba—
continue to falter, their people facing drastic shortages 
and even starvation.

 2-5 mIxED EcONOmIES:  
ThE STORY OF ThE FUTURE

In today’s world, pure economies—market or planned—
are practically nonexistent, since each would fall far short 
of meeting the needs of its citizens. A pure market econ-
omy would make insufficient provision for the old, the 
young, the sick, and the environment. A pure planned 
economy would not create enough value to support its 
people over the long term. Instead, most of today’s na-
tions have mixed economies, falling somewhere along 
a spectrum that ranges from pure planned at one extreme 
to pure market at the other.

Even the United 
States—one of the most 
market-oriented econo-
mies in the world—does 
not have a pure market 
economy. The various 
departments of the gov-
ernment own a number 
of major enterprises, in-
cluding the postal service, 

schools, parks, libraries, entire systems of universities, 
and the military. In fact, the federal government is the 
nation’s largest employer, providing jobs for more than 
4 million Americans. And—although the government 
does not directly operate firms in the financial sector—
the federal government has become part owner in a 
number of financial institutions as part of the recent 
bailouts. The government also intervenes extensively in 
the free market by creating regulations that stimulate 
competition and protect both consumers and workers. 
Regulations are likely to become stronger in the wake of 
the economic crisis.14

Over the past 30 years, most economies of the world 
have begun moving toward the market end of the spec-
trum. Government-owned businesses have converted to 
private ownership via a process called privatization. 
Socialist governments have reduced red tape, cracked 
down on corruption, and created new laws to protect 
economic rights. Extravagant human services—from free 
healthcare to education subsidies—have shrunk. And 
far-reaching tax reform has created new incentives for 
both domestic and foreign investment in once-stagnant 
planned economies.15 

Unfortunately, the price of economic restructuring has 
been a fair amount of social turmoil in many nations un-
dergoing market reforms. Countries from France to China 
have experienced sometimes violent demonstrations in 
response to social and employment program cutbacks. 
Change is challenging, especially when it redefines eco-
nomic winners and losers. But countries that have taken 
strides toward the market end of the spectrum—from 
small players such as the Czech Republic, to large play-
ers such as China—have seen the payoff in rejuvenated 
growth rates that have raised the standard of living for mil-
lions of people.

 2-6 EvALUATING EcONOmIc 
PERFORmANcE: WhAT’S 
WORKING?

Clearly, economic systems are complex—very complex. 
So you probably won’t be surprised to learn that no single 
measure captures all the dimensions of economic perfor-
mance. To get the full picture, you need to understand a 
range of terms and measures, including gross domestic 
product, employment level, the business cycle, inflation 
rate, and productivity.

mixed economies  
Economies that embody 
elements of both planned 
and market-based economic 
systems.

privatization The process of 
converting government-owned 
businesses to private ownership.
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2-6a Gross Domestic Product
Real gross domestic product, or GDP, measures 
the total value of all final goods and services produced 
within a nation’s physical boundaries over a given pe-
riod of time, adjusted for inflation. (Nominal GDP does 
not include an inflation adjustment.) All domestic pro-
duction is included in the GDP, even when the producer 
is foreign-owned. The U.S. GDP, for instance, includes 
the value of Hyundai Sonatas built in Alabama, even 
though Hyundai is a Korean firm. Likewise, the Indo-
nesian GDP includes the value of Gap clothing manu-
factured in Indonesian factories, even though Gap is an 
American firm.

GDP is a vital measure of economic health. Business-
people, economists, and political leaders use GDP to 
measure the economic performance of individual na-
tions and to compare the growth among nations. Inter-
estingly, GDP levels tend to be somewhat understated, 
since they don’t include any illegal activities—such as 
paying undocumented nannies and gardeners, or selling 
illegal drugs—which can represent a significant portion 
of some countries’ production. The GDP also ignores le-
gal goods that are not reported to avoid taxation, plus 
output produced within households. In the first quar-
ter of 2016, the GDP of the United States was about 
$18.22 trillion, reflecting an encouraging 13.3% growth 
rate versus 2015.17 Check out Chapter 3 for a survey of the 
world’s key economies according to total GDP and GDP 
growth rate.

2-6b Employment Level
The overall level of employment is another key element 
of economic health. When people have jobs, they have 
money, which allows them to spend and invest, fueling 
economic growth. Most nations track employment lev-
els largely through the unemployment rate, which 
includes everyone age 16 and older who doesn’t have 
a job and is actively seeking one. The U.S. unemploy-
ment rate climbed precipitously through the Great Re-
cession, rising from 5.8% in 2008 to 9.3% in 2009, then 
dropping to 8.1% in 2012 as the economy began its 
glacially slow turnaround. Unemployment didn’t move 
below 8% until September of 2012, and then it dropped 
slowly throughout 2013 to end the year at an annual 
average of 7.4% as the recovery began to take hold. Un-
employment continued dropping, hitting a low of 4.9% 
in February 2016. But unfortunately, about half of the 
8 million jobs lost dur-
ing the recession were 
middle-income jobs, 
and about half of the 
new jobs created since 
have been in low-wage 
sectors of the economy, 
leading to stagnant 
household incomes.18 

Interestingly, some 
unemployment is actu-
ally good—it reflects your 

What in the World Happened to Capitalism?
In the late 1800s and early 1900s, millions of peasants from 
around the world set sail for the United States in search of 
the American Dream. Inspired by rumors that the streets in 
U.S. cities were paved with gold, these poor villagers poured 
through Ellis Island and spread across the country to build 
better lives for themselves and their families. Sometime 
between then and now, however, the American Dream lost 
its shine. In an international survey of 10,000 adults, only 
14% agreed with the statement that “the next generation will 
probably be richer, safer, and healthier than the last,” while 
52% disagreed. Americans’ survey answers were among the 
most pessimistic in the survey, which also found that 55% 
of Americans believe that “the rich get richer” and “the poor 

get poorer” under capitalism. Do these downbeat percep-
tions really matter? They certainly do for the people who hold 
them, and some experts believe that a widespread loss of 
faith in business can actually lead to destructive regulation, 
ultimately undermining the country’s ability to create wealth. 
So are Americans ready to ditch capitalism? The meteoric 
rise of democratic socialist Bernie Sanders during the 2016 
presidential election suggests that perhaps many are. For 
the time being, however, this survey indicates that most 
Americans agree with this paraphrased Winston Churchill 
quote: “Capitalism is the worst economic system, except for all 
the others.”16

gross domestic product  
(GDP) The total value of all final 
goods and services produced 
within a nation’s physical 
boundaries over a given period 
of time.

unemployment rate The 
percentage of people in the 
labor force over age 16 who do 
not have jobs and are actively 
seeking employment.
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freedom to change jobs. If you have an awful boss, for in-
stance, you may just quit. If you quit, are you unemployed? 
Of course you are. Are you glad? You probably are, and in 
normal times, the chances are good that you’ll find another 
position that’s a better fit for you. This type of job loss is called 
frictional unemployment, and it tends to be ultimately posi-
tive. Structural unemployment, on the other hand, is usually 
longer term. This category encompasses people who don’t 
have jobs because the economy no longer needs their skills. 
In the United States, growing numbers of workers in the 
past decade have found themselves victims of structural un-
employment as manufacturing jobs have moved overseas. 
Often their only option is expensive retraining. Two other 
categories of unemployment are cyclical, which involves 
layoffs during recessions, and seasonal, which involves job 
loss related to the time of year. In some areas of the country, 
construction and agricultural workers are seasonally unem-
ployed, but the best example may be the department-store 
Santa who has a job only during the holiday season!

2-6c  The Business Cycle
The business cycle is the periodic contraction and 
expansion that occur over time in virtually every econ-

omy. But the word “cycle” 
may be a little misleading, 
since it implies that the 
economy contracts and ex-
pands in a predictable pat-
tern. In reality, the phases 
of the cycle are different 
each time they happen, 
and—despite the efforts 
of countless experts—no 
one can accurately predict 
when changes will occur 
or how long they will last. 
Those who make the best 
guesses stand to make 
fortunes, but bad bets can 
be financially devastating. 
The two key phases of the 

business cycle are contraction and expansion, shown in 
Exhibit 2.5.

 ■ Contraction is a period of economic downturn, 
marked by rising unemployment. Businesses cut 
back on production, and consumers shift their 
buying patterns to more basic products and fewer 
luxuries. The economic “feel-good factor” simply 
disappears. Economists declare an official recession 
when GDP decreases for two consecutive quarters. A 
depression is an especially deep and long-lasting 
recession. Fortunately, economies seldom spiral into 
severe depressions, thanks in large part to proactive 
intervention from the government. The last depres-
sion in the United States was the Great Depression of 
the 1930s. Whether a downturn is mild or severe, the 
very bottom of the contraction is called the “trough,” 
as shown in Exhibit 2.5.

 ■ Recovery is a period of rising economic growth 
and increasing employment following a contrac-
tion. Businesses begin to expand. Consumers start to 
regain confidence, and spending begins to rise. The 

business cycle The periodic 
contraction and expansion that 
occur over time in virtually every 
economy.

contraction A period of 
economic downturn, marked by 
rising unemployment and falling 
business production.

recession An economic 
downturn marked by a decrease 
in the GDP for two consecutive 
quarters.

depression An especially 
deep and long-lasting recession.

recovery A period of 
rising economic growth and 
employment.

The phases of the business cycle are 
different each time they happen—like 
taking a different route to work every day.
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Raising a child born in 2013 from 
birth to age 17 costs about $245,340 
(not including college!)—$304,480 if 
you include projected inflation.

— U . S .  D E P A R T m E N T  O F  A G R I c U L T U R E
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recovery is essentially the transition period between 
contraction and expansion.

 ■ Expansion is a period of robust economic growth 
and high employment. Businesses expand to capi-
talize on emerging opportunities. Consumers are 
optimistic and confident, which fuels purchasing, 
which fuels production, which fuels further hiring. 
As Exhibit 2.5 demonstrates, the height of economic 
growth is called the peak of the expansion. The U.S. 
economy had the longest growth spurt on record 
during the ten-year period from 1991 to 2001. After 
a relatively mild slowdown in 2001–2002, the U.S. 
economy again expanded for several years before it 
plunged into a full-blown recession in 2008.19

2-6d Price Levels
The rate of price changes across the economy is an-
other basic measure of economic well-being. Inflation 
means that prices, on average, are rising. Similar to 
unemployment, a low level of inflation is not so bad. 
It reflects a healthy economy—people have money, 
and they are willing to spend it. But when the Federal 
Reserve—the nation’s central bank—manages the econ-
omy poorly, inflation can spiral out of control, which can 

lead to hyperinflation, when average prices increase 
more than 50% per month. In Hungary, for example, infla-
tion in its unstable, post–World War II economy climbed 
so quickly that prices doubled every 15 hours from 1945 
to 1946. More recently, prices in the war-torn former Yu-
goslavia doubled every 16 hours between October 1993 
and January 1994.

When the rate of 
price increases slows 
down, the economy is ex-
periencing disinflation,  
which was the situation 
in the United States in 
the mid-1990s and more 
recently in the second 
half of 2008. But when 
prices actually decrease, 
the economy is experi-
encing deflation, typi-
cally a sign of economic 
trouble that goes hand-
in-hand with very high 
unemployment. People 
don’t have money and 
simply won’t spend unless  

Exhibit 2.5
The Business Cycle

expansion A period of robust 
economic growth and high 
employment.

inflation A period of rising 
average prices across the 
economy.

hyperinflation An average 
monthly inflation rate of more 
than 50%.

disinflation A period of 
slowing average price increases 
across the economy.

deflation A period of 
falling average prices across the 
economy.
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The PPI measures the change over time in weighted-
average wholesale prices, or the prices that businesses pay 
each other for goods and services. Changes in the PPI can 
sometimes predict changes in the CPI because produc-
ers tend to pass on price increases (and sometimes also 
price decreases) to consumers within a month or two of 
the changes.

2-6e Productivity
Productivity refers to the relationship between the 
goods and services that an economy produces and 
the resources needed to produce them. The amount of 
output—goods and services—divided by the amount 
of input (e.g., hours worked) equals productivity. The 
goal, of course, is to produce more goods and ser-
vices, using fewer hours and other inputs. A high level 
of productivity typically correlates with healthy GDP 
growth, while low productivity tends to correlate with a 
more stagnant economy.

Over the past cou ple of decades, the United States 
has experienced strong productivity growth, due largely  
to infusions of technology that help workers pro-
duce more output, more quickly. But keep in mind 
that productivity doesn’t measure quality. That’s why 
it’s so important to examine multiple measures of eco-
nomic health rather than relying on simply one or two 
dimensions.

prices drop. During the Great 
Depression in the 1930s, the 
U.S. economy experienced de-
flation, with prices dropping 
9% in 1931 and nearly 10% 
in 1932. Despite some eco-
nomic turmoil, inflation in the 
United States was relatively 
low from 2000 to 2007, hov-
ering at around 3%. But infla-
tion picked up in the first half 
of 2008, only to fall during the 
first months of the economic 
crisis, remaining low through-
out 2009 and 2010. Inflation 
jumped to an annual average 
of 3.2% in 2011 but dropped 
to an annual average of 1.5% 
in 2013. The rate dropped fur-
ther to 0.8% in 2014 and 0.7% 
in 2015.20

The government uses two 
major price indexes to evalu-
ate inflation: the consumer price index (CPI) and 
the producer price index (PPI). The CPI measures 
the change in weighted-average price over time in a con-
sumer “market basket” of goods and services that the av-
erage person buys each month. The U.S. Bureau of Labor 
Statistics creates the basket—which includes hundreds of 
items such as housing, transportation, haircuts, wine, and 
pet care—using data from more than 30,000 consumers. 

Although the market basket 
is meant to represent the 
average consumer, keep 
in mind that the “average” 
includes a lot of variation, 
so the CPI may not reflect 
your personal experience. 
For example, as a college 
student, you may be pain-
fully sensitive to increases in 
tuition and the price of text-
books—a fact the authors 
of this particular textbook 
fully realize! But tuition 
and textbook prices aren’t 
a big part of the  “average” 
consumer’s budget, so in-
creases in these prices have 
a relatively small impact on 
the CPI.

consumer price index 
(CPI) A measure of inflation 
that evaluates the change in the 
weighted-average price of goods 
and services that the average 
consumer buys each month.

producer price index 
(PPI) A measure of inflation that 
evaluates the change over time in 
the weighted-average wholesale 
prices.

productivity The basic 
relationship between the 
production of goods and services 
(output) and the resources 
needed to produce them (input) 
calculated via the following 
equation: output/input = 
productivity.

Many consumers keep careful track of inflation, since it directly 
impacts their standard of living.
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From a business standpoint, one key goal of economics is to 
guide your decision making by offering a deeper understanding 
of the broad forces that affect both your business and your 
personal life. Knowing even basic economic principles can help 
you make better business decisions in virtually every area—
from production, to marketing, to accounting, to name just 
a few—regardless of your specific function or level within an 
organization. 

But you won’t find an economics department within many (if 
any) businesses—rather, you’ll find people across the organiza-
tion applying economic theories and trends to their work, even 
in the face of continual economic flux. As you read through the 
other chapters in this book, take a moment to consider both 
the macroeconomic and microeconomic forces that affect each 
area you study. You’re likely to find a surprising number of 
examples.

The Big Picture

Business Economist

Collect, analyze, and distribute data to explain economic 
phenomena and forecast economic trends, particularly with 
regard to supply and demand. Create and present clear, concise 
reports on economic trends to senior management on a 
monthly basis. Manage and motivate a small team of financial 

analysts and statisticians. For more information on this career 
and other possible careers in economics, check out Career 
Transitions.

Careers in Economics

LOcATED AT bAcK OF ThE TExTbOOK

◻	 Rip Out Chapter Review Card

LOcATED AT WWW.cENGAGE.cOm/LOGIN

◻	 Review key term flashcards and create your own using 
StudyBits

◻	 Create and complete practice quizzes based off of your 
notes and StudyBits

◻	 Complete Online activities such as Matching, Fill-in-the-
Blank, and Drag and Drop exercises

◻	 View chapter highlight box content, including CEO Profiles, 
What Would You Do Cases, and chapter videos

◻	 Track your knowledge and understanding of key concepts 
in business using 4LTR Online

STUDY TOOLS 2
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STUDY TOOLS

3 The World 
Marketplace:
Business without Borders

LEARNING ObjEcTIvES
After studying this chapter, you will be able to:

 3-1  Discuss business opportunities in the world economy

 3-2  Explain the key reasons for international trade

 3-3  Describe the tools for measuring international trade

 3-4  Analyze strategies for reaching global markets

 3-5  Discuss barriers to international trade and strategies to surmount them

 3-6  Describe the free-trade movement and discuss key benefits and criticisms

A quick look at population trends validates the global 
business opportunity, especially in developing nations. 
In October 2011, the world’s population surpassed seven 
billion people. With 321 million people, the United States 
accounts for less than 4.5% of the world’s total population. 

More than 6.9 billion people live beyond our borders, rep-
resenting more than 95% of potential customers for U.S. 
firms. But even though the growth rates in many high-
population countries are strong, most of these nations re-
main behind the United States in terms of development 

 3-1 AN UNPREcEDENTED OPPORTUNITY

As access to technology skyrockets and barriers to trade continue 
to fall, individual economies around the world have become more 
interdependent than ever before. The result is a tightly woven global 
economy marked by intense competition and huge, shifting opportunities. 
The long-term potential for U.S. business is enormous. Although the 
global economic crisis caused the world GDP to contract in 2009 for the 
first time since World War II, compared with average increases of about 
3.5% per year since 1946, world GDP growth turned positive again in 2010 
and 2011, continuing a slow, steady pace through 2015.1 See Exhibit 3.1 for 
a sampling of some specific higher- and lower-growth countries. 
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“ The world is more malleable 
than you think and it’s waiting 
for you to hammer it into 
shape.”

— B o n o ,  m u s i c i a n  
a n d  h u m a n i t a r i a n

and prosperity, posing considerable challenges for foreign 
firms. (In other words, most of their populations may not 
have the resources to buy even basic goods and services.) 
The issue is likely to become even more severe in the wake 
of the global economic crisis. Exhibit 3.1, a comparison of 
population, GDP growth rate, and per capita GDP for the 
world’s six largest nations, highlights some of the discrep-
ancies. Note that even though U.S. consumers clearly have 

Nation Population* Per Capita GDP (U.S. Dollars)** GDP Growth Rate***

China 1,267,485,388 $14,300 16.8%

India 1,266,883,598 $6,300 17.3%

European Union 513,949,445 $37,800 11.8%

United States 321,368,864 $56,300 12.6%

Indonesia 258,316,051 $11,300 14.7%

Brazil 204,259,812 $15,800 23.0%

* U.S. Census Bureau 2015 Estimates.
** CIA World Factbook GDP 2015 Estimates.
***CIA World Factbook GDP 2015 Growth Estimates.2

Exhibit 3.1 selected PoPulation and GdP FiGures
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money, China and India represent a much bigger oppor-
tunity in terms of both sheer size and economic growth.

3-1a  Emerging Economies
For the last two decades, experts have looked to the BRIC 
countries—Brazil, Russia, India, and China—as the engines 
of future world economic growth. And with their large 
populations, rapid development, and robust middle-class 
growth rates, the BRIC countries doubtless deserved that at-
tention. By early 2016, however, the BRIC countries appeared 
to hit a wall. This is especially true for China, the world’s most  
populous country (with nearly 1.4 billion people) and 
second largest economy (behind only the United States). 
In late 2015, China’s economic growth rate dropped below 
7% for the first time since 2009, and the government set the 
country’s 2016 growth target at 16.5%. While still enviable 
for most other countries, this represents China’s slowest rate 
of growth in 25 years.4 Compounding problems, China’s 
stock market collapsed in January 2016, wiping out more 
than $1.1 trillion in market value in just one week. While Chi-
na’s long-term growth engine seems to be sputtering, many 
economists believe that the country will eventually regain 
momentum and will remain a powerful player in the global 
economy. Brazil and Russia, on the other hand, have actually 
been experiencing negative economic growth. Some 16% 
of young Brazilians are unemployed, boding poorly for the 
country’s future. India remains the lone bright spot among 
the BRIC countries. Still, despite its ongoing economic 
strength, India must address important issues such as infra-
structure investment and regulatory reforms to maintain its 
robust growth. 

So with the BRIC countries playing less of a role than 
expected, which areas are currently emerging in today’s 
global marketplace? Most experts seem to see a pattern 
of emergence in Southeast Asia and Africa. Vietnam, the 
Philippines, and Bangladesh are all benefitting from the 
migration of labor-intensive, low-wage manufacturing 
jobs away from China. As more jobs are created, these lo-
cations will likely begin to develop sturdy middle classes 
and stabilized economies. A number of sub-Saharan Afri-
can nations, such as Nigeria, Kenya, and Angola, also rep-
resent an enormous opportunity for economic growth.  
According to a Standard Bank of Africa report, in the 
11 countries that represent 50% of Africa’s GDP, there are 
15 million households in the middle class. The Standard Bank 
of Africa predicts that this number will grow to 42 million by 
2030. This kind of prediction has spurred gigantic firms such 
as Kellogg’s, Procter & Gamble, and Walmart to capitalize on 
the opportunity and make multimillion-dollar investments 
in Africa. Unfortunately, as is often the case, the opportunity 
comes hand in hand with massive challenges. Many African 
countries are rife with security risks, political instability, and 
flat-out civil war. Africa also faces seemingly intractable in-
frastructure problems, including insufficient access to fresh 
water and electricity. A silver lining, however, is that solving 
these infrastructure issues could itself be a new opportu-
nity for investors and entrepreneurs. 

3-1b  Cell Phones and Economic Growth
The growing number of people with cell phones offers 
an interesting indicator of economic growth. Several re-
cent studies have found that if a country increases cell 

The Next Big Thing
In the dawning age of 3-D printing and driverless cars, it’s 
hard not to wonder when the next big thing will come to your 
neighborhood. Where are the jet packs? And how about flying 
cars, for heaven’s sake? Whatever the next big thing may be, 
there is reason to believe that U.S. ingenuity will once again be 
the game-changer, as it was with the Internet and the personal 
computer before it. According to the World Intellectual Property 
Organization, the United States filed more international 
patents than any other country in 2015—a position it has held 
comfortably for nearly four decades. Computer technology 
made up the largest percentage of patents filed (8.2%) in 2015, 
with digital communication (8%), electronic machinery (7.3%), 
and medical technology (6.3%) not far behind. This gives some 
indication as to what sort of thing the next be thing is likely to 
be—you shouldn’t be surprised if it relates to technology!3

Patent Cooperation Treaty
Patents Filed in 2015

United States

China

Japan

Germany

Republic of Korea

United Kingdom

France

All others

29%

20%

16%2%

14%

8%

7%

4%

Source: U.S. Extends Lead in International Patent and Trademark Filings, March 16, 2016, World Intellec-
tual Property Organization, http://www.wipo.int/pressroom/en/articles/2016/article_0002.html, accessed 
May 9, 2016. 
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phone penetration by 10 percent-
age points, GDP will likely increase 
by anywhere from 1.5% to 11.2%. 
That may seem small, but it equates 
to somewhere between $49 and 
$118 billion for an economy the 
size of China. In other words, when 
the percentage of the population 
with cell phones goes up, the entire 
economy benefits.

Not surprisingly, cell phone penetration in India and 
China is skyrocketing. China currently boasts the world’s 
 largest base of cell phone users—more than one  billion—
and the growth will likely continue. India’s current subscriber 
base is over 900 million; it has grown explosively over the 
past five years and seems likely to follow suit in the next de-
cade. The growth may well continue until China and India 
hit the 100%1 cell phone penetration rates that character-
ize a number of developed nations, such as Taiwan, Hong 
Kong, Germany, and Argentina, which have more than one 
phone per person. In the United States, Europe, and Japan, 
cell phones followed landlines, but large swaths of develop-
ing nations aren’t bothering to build conventional phone 
service. Rather, they’re moving directly to cell phone net-
works. This trend is particularly marked across Africa, where 
cell phone penetration rates continue to grow explosively. 
Most of the penetration growth involves basic-function 
phones, but smartphone penetration is growing as well, 
providing access to the Internet for the first time ever to 
huge swaths of the population. David Knapp, general 

director of Motorola Vietnam, 
points out that many developing 
nations “can leapfrog technology.” 
And Vietnamese microentrepre-
neur Nguyen Huu Truc says, “It’s no 
longer something that only the rich 
can afford. Now, it’s a basic means 
of communication.” As more people 
get the chance to get connected, 

better communication will likely feed economic growth. 
According to Muhammad Yunis, founder of Grameen Bank 
in Bangladesh, “a mobile phone is almost like having a card 
to get you out of poverty in a couple of years.” The upshot 
is that millions of people worldwide will have a higher stan-
dard of living.5

 3-2   KEY REASONS FOR 
INTERNATIONAL TRADE

Companies engage in global trade for a range of reasons be-
yond the obvious opportunity to tap into huge and growing 
new markets. The benefits include better access to factors of 
production, reduced risk, and an inflow of new ideas.

 ■ Access to factors of production: International trade 
offers a valuable opportunity for individual firms 
to capitalize on factors of production that simply 
aren’t present in the right amount for the right price 
in each individual country. India, China, and the 
Philippines, for example, attract multibillion-dollar 
investments because of their large cohort of techni-
cally skilled university graduates who work for about 
one-fifth the pay of comparable American workers. 
Russia and the OPEC nations offer a rich supply of oil, 
and Canada, like other forested nations, boasts an 
abundant supply of timber. The United States offers 
plentiful capital, which is less available in other parts of 
the world. International trade helps even out some of 
the resource imbalances among nations.

 ■ Reduced risk: Global trade reduces dependence on one 
economy, lowering the economic risk for multinational 
firms. When the Japanese economy entered a deep, 
sustained slump in the 1990s, for instance, Sony and 
Toyota thrived through their focus on other, healthier 
 markets around the world. But a word of caution is 
key: As national economies continue to integrate, an 
economic meltdown in one part of the world can have 
 far-reaching impact. Major foreign banks, for example, 
were badly burned by the U.S. subprime market mess, 
due to heavy investments in U.S. mortgage markets.

49.9% of households 
in India have a toilet, 
while more than 53% 
own a mobile phone.
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A teenage boy uses a cell phone in 
Salunkwadi, a rural village in central India.
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 ■ Inflow of innovation: International trade can also offer 
companies an invaluable source of new ideas. Japan, 
for instance, is far ahead of the curve regarding cell 
phone service. Japanese cell phone “extras,” including 
games, ringtones, videos, and stylish new accessories, 
set the standard for cell service 
around the world. In Europe, 
meanwhile, consumers are 
showing a growing interest in 
traditional and regional foods, 
which allow them to picture 
where their ingredients come 
from. Companies with a pres-
ence in foreign markets experi-
ence budding trends like these 
firsthand, giving them a jump 
in other markets around the world.6 

3-2a Competitive Advantage
Beyond individual companies, industries tend to suc-
ceed on a worldwide basis in countries that enjoy a 
competitive advantage. But to understand competi-

tive advantage, you need 
to first understand how 
opportunity cost re-
lates to international trade. 
When a country produces 
more of one good, it must 
produce less of another 
good (assuming that re-
sources are finite). The 
value of the second-best 
choice—the value of the 
production that a coun-
try gives up in order to 
produce the first product—
represents the opportunity 
cost of producing the first 
product.

A country has an 
absolute advantage 
when it can produce more 
of a good than other na-
tions, using the same 
amount of resources. China, 
for example, has an absolute 
advantage in terms of cloth-
ing production, relative to 
the United States. But hav-
ing an absolute advantage 

isn’t always enough. Unless they face major trade barriers, 
the industries in any country tend to produce products for 
which they have a  comparative advantage—meaning 
that they tend to turn out those goods that have the lowest 
opportunity cost com pared to other countries. The United 

States, for instance, boasts a compara-
tive advantage versus most countries 
in movie and television program pro-
duction; Germany has a comparative 
advantage in the production of high- 
performance cars; and South Korea 
enjoys a comparative advantage in 
electronics.

But keep in mind that com-
parative advantage seldom remains 
static. As technology changes and 

the workforce evolves (through factors such as education 
and experience), nations may gain or lose comparative ad-
vantage in various industries. China and India, for example, 
are both seeking to build a comparative advantage versus 
other nations in technology production by investing in their 
infrastructure and their institutions of higher education.

 3-3 GLObAL TRADE: TAKING mEASURE
After a decade of robust growth, global trade began 
slowing in 2007, due largely to turbulence in the worldwide 
financial markets. In 2008, the rate of growth in world trade 
slid below 5% as the global recession tightened its grip. 
In 2009, global trade plummeted nearly 25% in U.S. dollar 
terms, and 12% in terms of overall volume from the 2008 
level, the largest single-year drop since World War II. In 2010, 
global trade volume surged 13.8%, but expanded a more 
modest 15.0% in 2011. In 2012, the growth rate dropped 
to 12.3%, but increased a modest 12.1% in 2013. Econo-
mists saw an increase of 14.7% in 2014, rather sluggish 
growth of +2.8% in 2015, and an increase of +3.9% in 2016. 
All told, the past few years’ numbers lag behind the turbo-
charged growth rates of much of the past two decades. 
Measuring the impact of international trade on individual 
nations requires a clear understanding of balance of trade, 
balance of payments, and exchange rates.7

3-3a  Balance of Trade
The balance of trade is a basic measure of the difference 
between a nation’s exports and imports. If the total value 
of exports is higher than the total value of imports, the 
country has a trade surplus. If the total value of imports 
is higher than the total value of exports, the country has a 
trade deficit. Balance of trade includes the value of both 

Africa holds 40% of 
the world’s strategic 
raw materials, 
including gold, iron 
ore, and oil.

— Ti m e  m A G A z I N E

opportunity cost The 
opportunity of giving up the 
second-best choice when making 
a decision.

absolute advantage  
The benefit a country has in 
a given industry when it can 
produce more of a product than 
other nations using the same 
amount of resources.

comparative advantage  
The benefit a country has in a 
given industry if it can make 
products at a lower opportunity 
cost than other countries.

balance of trade A basic 
measure of the difference in value 
between a nation’s exports and 
imports, including both goods and 
services.

trade surplus Overage that 
occurs when the total value of a 
nation’s exports is higher than the 
total value of its imports.

trade deficit Shortfall that 
occurs when the total value of a 
nation’s imports is higher than the 
total value of its exports.
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goods and services, and it incorporates trade with all for-
eign nations. Although a trade deficit signals the wealth of 
an economy that can afford to buy huge amounts of foreign 
products, a large deficit can be destabilizing. It indicates, af-
ter all, that as goods and services flow into a nation, money 
flows out—a challenge with regard to long-term economic 
health. The United States has had an overall trade deficit 
since 1976, and as the American appetite for foreign goods 
has grown, the trade deficit has ballooned. But that growth 
may slow over the next few years if demand remains slug-
gish in response to the global economic crisis.

3-3b  Balance of Payments
Balance of payments is a measure of the total flow 
of money into or out of a country. Clearly, the balance of 
trade plays a central role in determining the balance of 
payments. But the balance of payments also includes other 
financial flows such as foreign borrowing and lending, for-
eign aid payments and receipts, and foreign investments. 
A balance of payments surplus means that more 
money flows in than out, while a balance of payments 
deficit means that more money flows out than in. Keep in 
mind that the balance of payments typically corresponds 
to the balance of trade because trade is, in general, the 
largest component.

3-3c Exchange Rates
Exchange rates measure the value of one nation’s cur-
rency relative to the currency of other nations. While the 
exchange rate does not directly measure global com-
merce, it certainly has a powerful influence on how global 
trade affects individual nations and their trading partners. 

The exchange rate of a given currency must be expressed 
in terms of another currency. The table below shows some 
examples of how the exchange rate can influence the 
economy, using the dollar and the euro. In 2012, for exam-
ple, a number of currencies underwent value swings ver-
sus the U.S. dollar (e.g., the E.U. euro, the  Japanese yen, the 
Brazilian real, the Indian rupee, the Australian dollar, and 
the Venezuelan bolivar). One result was multi-billion-dollar 
earnings hits against U.S. corporations with a strong inter-
national presence, including automotive giants Ford and 
General Motors. Many firms opt to present their earnings 
reports stripped of the effects of currency translations, but 
in today’s global economy, that clearly offers a misleading 
picture of performance.8

Strong Dollar versus 
Euro: Who Benefits? 
(Example: $1.00  
5 1.20 euros) 

Weak Dollar versus 
Euro: Who Benefits? 
(Example: $1.00  
5 .60 euros)

U.S. travelers to Europe: Their dollars 
can buy more European goods 
and services.

European travelers to the United 
States: Their dollars buy more 
American goods and services.

American firms with European 
operations: Operating costs—
from buying products to paying 
 workers—are lower.

European firms with American 
operations: Operating costs— 
from buying products to paying 
workers—are lower.

European exporters: Their products 
are less expensive in the United 
States, so Europe exports more, 
and we import more.

American exporters: Their products 
are less expensive in Europe, so we 
export more, and Europe imports 
more.

3-3d  Countertrade
A complete evaluation of 
global trade must also con-
sider exchanges that don’t 
actually involve money. A 
surprisingly large chunk of 
international commerce—
possibly as much as 
25%—involves the barter 
of products for products 
rather than for currency. 
Companies typically en-
gage in countertrade 
to meet the needs of cus-
tomers that don’t have ac-
cess to hard currency or 
credit, usually in develop-
ing countries. Individual 
countertrade agreements 
range from simple barter 

Most apparel today is produced outside of 
the United States.
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balance of payments  
A measure of the total flow of 
money into or out of a country.

balance of payments 
surplus Overage that occurs 
when more money flows into a 
nation than out of that nation.

balance of payments 
deficit Shortfall that occurs 
when more money flows out of a 
nation than into that nation.

exchange rate A 
measurement of the value of one 
nation’s currency relative to the 
currency of other nations.

countertrade International 
trade that involves the barter of 
products for products rather than 
for currency.
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to a complex web of exchanges that end up meeting the 
needs of multiple parties. Done poorly, countertrading can 
be a confusing nightmare for everyone involved. But done 
well, countertrading is a powerful tool for gaining custom-
ers and products that would not otherwise be available.9 
Not surprisingly, barter opportunities tend to increase dur-
ing economic downturns. In 2009, for example, ads began 
to appear both in Russian newspapers and online, such 
as one that offered “2,500,000 rubles’ worth of premium 
underwear for any automobile,” and another that offered 
“lumber in Krasnoyarsk for food or medicine.”10

 3-4   SEizinG ThE OPPORTuniTy: 
STRATEGiES fOR REAChinG 
GlOBAl MARkETS

There is no one “right way” to seize the opportunity in 
global markets. In fact, the opportunity may not even 
make sense for every firm. While international trade can of-
fer new profit streams and lower costs, it also introduces a 
higher level of risk and complexity to running a business. 
Being ready to take on the challenge can mean the differ-
ence between success and failure.

Firms ready to tap the opportunity have a number 
of options for how to move forward. One way is to seek 
foreign suppliers through outsourcing and importing. 
Another possibility is to seek foreign customers through 
exporting, licensing, franchising, and direct investment. 
These market development options fall in a spectrum from 
low cost–low control to high cost–high control, as shown 
in Exhibit 3.2. In other words, companies that choose to 
export products to a foreign country spend less to enter 
that market than companies that choose to build their 
own factories. But companies that build their own facto-
ries have a lot more control than exporters over how their 
business unfolds. Keep in mind that profit opportunity and 
risk—which vary along with cost and control—also play a 
critical role in how firms approach international markets.

Smaller firms tend to begin with exporting and move 
along the spectrum as the business develops. But larger 
firms may jump straight to the strategies that give them 

more control over their 
operations. Large firms are 
also likely to use a number 
of different approaches 
in different countries, de-
pending on the goals of the 
firm and the structure of the 
foreign market. Regardless 

of the specific strategy, most large companies—such as 
General Electric, Nike, and Disney—both outsource with 
foreign suppliers and sell their products to foreign markets.

3-4a  foreign Outsourcing and importing
Foreign outsourcing means contracting with foreign 
suppliers to produce products, usually at a fraction of the 
cost of domestic production. H&M, for instance, relies on a 
network for manufacturers around the globe, mostly in less 
developed parts of the world, including Kenya, Cambodia, 
Indonesia, Myanmar, Sri Lanka, and Bangladesh. Apple de-
pends on firms in China and Taiwan to produce the iPhone. 
And countless small companies contract with foreign man-
ufacturers as well. The key benefit, of course, is dramatically 
lower wages, which drive down the cost of production.

But while foreign outsourcing lowers costs, it also 
involves significant risk. Quality control typically requires 
very detailed specifications to ensure that a company 
gets what it actually needs. Another key risk of foreign 
outsourcing involves social responsibility. A firm that con-
tracts with foreign producers has an obligation to ensure 
that those factories adhere to ethical standards. Decid-
ing what those standards should be is often quite tricky, 
given different cultures, expectations, and laws in differ-
ent countries. And policing the factories on an ongoing 
basis can be even harder than determining the standards. 
But companies that don’t get it right face the threat of 
significant consumer backlash in the United States and 
Europe. This has been a particular issue with products 
produced in China. In the recent past, for instance, prod-
uct defects forced U.S. firms to recall a host of Chinese-
produced toys, including Thomas the Tank Engine trains 
that were coated with toxic lead paint, ghoulish fake eye-
balls that were filled with kerosene, and Polly Pocket dolls 
that posed a swallowing hazard. And in 2013, Greenpeace 
released a study that showed that the bulk of children’s 
clothing produced in China—the world’s largest exporter 

foreign outsourcing  
(also contract manufacturing) 
Contracting with foreign suppliers 
to produce products, usually at a 
fraction of the cost of domestic 
production.

Exhibit 3.2
Market Development Options

L E S S
Control

M O R E
Control

L O W E R
Risk

H I G H E R
Risk

Licensing Franchising Direct
Investment

Exporting
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of textiles—contains hazardous levels 
of toxic chemicals.11

Many Americans have become per-
sonally familiar with the quality/cost trad-
eoff as a growing number of companies 
have outsourced customer service to 
foreign call centers. Research suggests 
that the approximate cost of offering a 
live, American-based, customer service 
agent averages about $7.50 per call, 
while outsourcing those calls to live 
agents in another country drops the 
average cost down to about $3.25 
per call. But customers end up paying 
the difference in terms of satisfaction, reporting high levels of 
misunderstanding, frustration, and inefficiency. A number of 
firms—such as jetBlue and Amazon.com—have enjoyed the 
best of both worlds by outsourcing customer service calls to 
U.S. agents who work from their own homes.12

Importing means buying products from overseas 
that have already been produced, rather than contracting 
with overseas manufacturers to produce special orders. 
Imported products, of course, don’t carry the brand name 
of the importer, but they also don’t carry as much risk. Pier 
1 Imports, a large retail chain, has built a powerful brand 
around the importing concept, creating stores that give 
the customer the sense of a global shopping trip without 
the cost or hassle of actually leaving the country.

3-4b Exporting
Exporting is the most basic level of international market 
development. It simply means producing products do-
mestically and selling them abroad. Exporting represents 
an especially strong opportunity for small and mid-sized 

companies. In Tennessee, for instance, Heritage Glass, a 
small firm that has manufactured glass since the Civil 

War, plans to reopen a factory that was shuttered for 
two years, to capitalize on strong demand for 

patterned glass from the Philippines, 
Europe, and South America.13

3-4c  foreign licensing and 
foreign franchising

Foreign licensing and foreign franchis-
ing, the next level of commitment to 
international markets, are quite similar. 

Foreign licensing involves a domestic firm 
granting a foreign firm the rights to produce and market its 
product or to use its trademark/patent rights in a defined geo-
graphical area. The company that offers the rights, or the licen-
sor, receives a fee from the company that buys the rights, or 
the licensee. This approach allows firms to expand into foreign 
markets with little or no investment, and it also helps circum-
vent government restrictions on importing in closed mar-
kets. But maintaining control of licensees can be a significant 
challenge. Licensors also run the risk that unethical licensees 
may become their competitors, using information that they 
gained from the licensing agreement. Foreign licensing is 
especially common in the food and beverage industry. The 
most high-profile examples include Coke and Pepsi, which 
grant licenses to foreign bottlers all over the world.

Foreign franchising is a specialized type of 
licensing. A firm that expands through foreign franchis-
ing, called a franchisor, of-
fers other businesses, or 
franchisees, the right to 
produce and market its 
products if the franchisee 
agrees to specific operat-
ing requirements—a com-
plete package of how to do 
business. Franchisors also 
often offer their franchisees 
management guidance, 
marketing support, and 
even financing. In return, 
franchisees pay both a 
start-up fee and an ongo-
ing percentage of sales to 
the franchisor. One key dif-
ference between franchis-
ing and licensing is that 
franchisees assume the 
identity of the franchisor. 

importing Buying products 
domestically that have been 
produced or grown in foreign 
nations.

exporting Selling products 
in foreign nations that have been 
produced or grown domestically.

foreign licensing Authority 
granted by a domestic firm to 
a foreign firm for the rights to 
produce and market its product or 
to use its trademark/patent rights 
in a defined geographical area.

foreign franchising A 
specialized type of foreign 
licensing in which a firm 
expands by offering businesses 
in other countries the right to 
produce and market its products 
according to specific operating 
requirements.
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Businesses expand through foreign 
franchising. They offer franchisees the 
right to produce and market its products.
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A McDonald’s franchise in Paris, for instance, is clearly a 
McDonald’s, not, say, a Pierre’s Baguette outlet that also 
carries McDonald’s products.

3-4d  foreign Direct 
investment

Direct investment in 
foreign production and 
marketing facilities repre-
sents the deepest level of 
global involvement. The 
cost is high, but companies 
with direct investments 
have more control over 
how their business oper-
ates in a given country. The 
high-dollar commitment 
also represents significant 
risk if the business doesn’t 
go well. Most direct invest-
ment takes the form of ei-
ther acquiring foreign firms 
or developing new facilities 
from the ground up. An-
other increasingly popu-
lar approach is strategic 

alliances or partnerships that allow multiple firms to share 
risks and resources for mutual benefit.

Foreign acquisitions enable companies to gain a foot-
hold quickly in new markets. In 2009, for example, Italian 
carmaker Fiat took over struggling U.S. auto giant Chrysler, 
with plans to more fully exploit the American market in the 
wake of the Great Recession. A number of other global gi-
ants, such as Microsoft, General Electric, and Nestlé, tend to 
follow a foreign acquisition  strategy.15

Developing new facilities from scratch—or 
“offshoring”—is the most costly form of direct investment. 
It also involves significant risk. But the benefits include com-
plete control over how the facility develops and the poten-
tial for high profits, which makes the approach attractive 
for corporations that can afford it. Intel, for instance, built a 
$2.5 billion specialized computer chip manufacturing plant 
in northeastern China. And foreign car companies, from 
German Daimler-Benz, to Korean Hyundai, to Japanese 
Toyota, have built factories in the southern United States.16

Joint ventures involve two or more companies 
joining forces—sharing resources, risks, and profits, but 
not merging companies—to pursue specific opportu-
nities. A formal, long-term agreement is usually called a 
partnership, while a less formal, less encompassing 
agreement is usually called a strategic alliance. Joint 
ventures are a popular, though controversial, means of en-
tering foreign markets. Often a foreign company connects 

direct investment (or 
foreign direct investment) When 
firms either acquire foreign firms 
or develop new facilities from the 
ground up in foreign countries.

joint ventures When two 
or more companies join forces—
sharing resources, risks, and 
profits, but not actually merging 
companies—to pursue specific 
opportunities.

partnership A voluntary 
agreement under which two or 
more people act as co-owners of a 
business for profit.

strategic alliance An 
agreement between two or 
more firms to jointly pursue a 
specific opportunity without 
actually merging their businesses. 
Strategic alliances typically involve 
less formal, less encompassing 
agreements than partnerships.

Disney Differences
At some point in their lives, most Americans will visit a Disney 
theme park and immerse themselves in “the timeless magic 
of Disney”—a pilgrimage that many see as a rite of passage 
in American culture. But Walt Disney Parks and Resorts has 
locations across the globe, from Disneyland Paris to Hong 
Kong Disneyland to Tokyo Disneyland and so on. And while 
the Walt Disney Company began in the United States, each 
international theme park reflects its local culture in its own 
unique way. Snacks sold at Tokyo Disneyland, for instance, 
include popcorn flavored with milk tea, soy sauce, and curry. 
In most Disney parks, the Haunted Mansion includes ghosts. 
In Hong Kong Disneyland’s Mystic Manor, however, the ride 
features enchanted creatures because the supernatural is 
viewed differently in Chinese culture. Visitors to Disneyland 
Paris tend to stroll calmly between attractions, while visitors 
to Hong Kong show little interest in personal space as they 
wait in lines. One similarity among Disney parks the world 
over is that smiling visitors can take a breather from their 

day-to-day lives and enjoy time together in a magical world 
that’s free from life’s pressures. (Unless you’re a parent with 
small children—then a trip to Disneyland brings a whole 
new set of pressures.)14
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with a local firm to ease its way into the market. In fact, 
some countries, such as India and Malaysia, require that 
foreign investors have local partners. But research from 
Harvard finance professor Mihir Desai finds that joint ven-
tures between multinational firms and domestic partners 
can be more costly and less rewarding than they initially 
appear. He and his team suggest that they make sense 
only in countries that require local political and cultural 
knowledge as a core element of 
doing business.17

 3-5   bARRIERS TO 
INTERNATIONAL 
TRADE

Every business faces challenges, 
but international firms face more 
hurdles than domestic firms. Under-
standing and surmounting those hurdles is the key to 
success in global markets. Most barriers to trade fall into 
the following categories: sociocultural differences, eco-
nomic differences, and legal/political differences. As you 
think about these barriers, keep in mind that each coun-
try has a different mix of barriers. Often countries with the 
highest barriers have the least competition, which can be 
a real opportunity for the first international firms to break 
through.

3-5a  Sociocultural Differences
Sociocultural differences include differences among 
countries in language, attitudes, and values. Some spe-
cific, and perhaps surprising, elements that affect busi-
ness include nonverbal communication, forms of address, 
attitudes toward punctuality, religious celebrations and 
customs, business practices, and expectations regarding 
meals and gifts. Understanding and responding to socio-
cultural factors are vital for firms that operate in multiple 
countries. But since the differences often operate at a sub-
tle level, they can undermine relationships before anyone 
is aware that it’s happening. The best way to jump over 
sociocultural barriers is to conduct thorough consumer 
research, cultivate firsthand knowledge, and practice ex-
treme sensitivity. The payoff can be a sharp competitive 
edge. Hyundai, for instance, enjoys a whopping 18% share 
of the passenger car market in India. It beats the competi-
tion with custom features that reflect Indian culture, such 
as elevated rooflines to provide more headroom for tur-
ban-wearing motorists.18

3-5b  Economic Differences
Before entering a foreign  market, it’s critical to understand 
and  evaluate the local economic conditions. Key factors to 
consider include population, per capita income, economic 
growth rate, currency exchange rate, and stage of eco-
nomic development. But keep in mind that low scores for 
any of these measures don’t necessarily equal a lack of op-

portunity. In fact, some of today’s 
biggest opportunities are in coun-
tries with low per capita income. 
For example, the Indian division of 
global giant Unilever gets 50% of its 
sales from rural India by selling 
products to individual consumers 
in tiny quantities, such as two-cent 
sachets of shampoo. The rural 
Indian market has been growing so 
dramatically that in 2010, the chair 
of Hindustan Unilever declared, 

“What we have done in the last 25 years we want to do it in 
the next two years,” scaling up the reach of its consumer 
products from about 250,000 rural retail outlets to about 
750,000. And Hewlett-Packard has recently joined forces 
with Unilever to give microdistributors in rural India the 
ability to check prices and place orders online from “what 
are now distinctively offline villages and regions.” Also cap-
italizing on the rapid growth and increased demand, 
Samsung has introduced Guru, a mobile phone that can 
be charged with solar power, to rural India. Other mobile 
companies are scrambling to keep up.19

Effectively serving less-developed markets requires in-
novation and efficiency. Emerging consumers often need 
different product features, and they almost always need 
lower costs. C. K. Prahalad, an influential business scholar, 
believed that forward-thinking companies can make a 
profit in developing countries if they make advanced tech-
nology affordable. Many markets are simply so large that 
high-volume sales can make up for low profit margins.

Overall, the profit potential is clear and growing. 
And as consumers in developing countries continue to gain 
income—although at a much slower pace in the wake of 
the economic crisis—companies that established their 
brands early will have a criti-
cal edge over firms that en-
ter the market after them.

I n f r a s t r u c t u r e 
should be another key eco-
nomic consideration when 
entering a foreign market. 
Infrastructure refers to a  

sociocultural differences  
Differences among cultures in 
language, attitudes, and values.

infrastructure A country’s 
physical facilities that support 
economic activity.

“ Obstacles are those 
frightful things you 
see when you take 
your eyes off your 
goal.”

— h E N R Y  F O R D ,  F O U N D E R  
O F  F O R D  m O T O R  c O m P A N Y
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country’s physical facilities that support economic 
activity. It includes basic systems in each of the follow-
ing areas:

 ■ Transportation (e.g., roads, airports, railroads, and ports)

 ■ Communication (e.g., TV, radio, Internet, and cell 
phone coverage)

 ■ Energy (e.g., utilities and power plants)

 ■ Finance (e.g., banking, checking, and credit)

The level of infrastructure can vary dramatically 
among countries. In Africa, for instance, only 26.5% of 
the population has Internet access, compared to 87.7% 
in North America. In Vietnam and Thailand, many con-
sumers buy products directly from vendors in small 
boats, compared to firmly grounded stores in Europe. 

Familiar Favorites with a Brand New Twist
Travel around the world, and you’re likely to see American 
fast-food franchisees in virtually every city. Although you’ll 
surely recognize the names of these fast-food behemoths, 
you may not be as familiar with the food that they serve, since 
many of the dishes have been completely changed in response 
to local culture.

Burger King:

 ■ Japan: A limited time offer of a Whopper with 15 strips of 
bacon added. Soon after, pigs were listed in the Endangered 
Species Registry in Japan (just kidding).  

 ■ Austria: X-tra Long Burger (sub sandwich length burger 
with three beef  patties topped with either chilli cheese or 
BBQ sauce AND onion rings)

 ■ Egypt: Cheesy Whopper (a Whopper with a patty of deep-
fried, breaded cheese on the beef)

Pizza Hut:

 ■ Japan: Crust stuffed with shrimp nuggets and injected with 
mayonnaise

 ■ South Korea: Crust filled with sweet potato mousse

 ■ China: Lemon-flavored salmon pastry roll and scallop 
croquettes with crushed seaweed

 ■ Middle East: Crown Crust (a pizza/cheeseburger hybrid 
studded with “cheeseburger gems,” which are cheeseburger 
sliders attached to the outside of a meaty pizza that’s topped 
with lettuce and tomato and drizzled with “special sauce,” 
served with a side of Pepto Bismol) 

 ■ Singapore: Double Decker Pizza: The second layer is 
comprised of turkey and ham rolls topped with mango 
mayonnaise (for the truly calorie deprived).

KFC:

 ■ China: Spicy tofu chicken rice, rice porridge breakfast (congee)

 ■ India: Chana Snacker (a chickpea burger topped with 
thousand island sauce)

 ■ Philippines: Double Down Dog (a hot dog wrapped in a 
fried chicken bun)

McDonald’s:

 ■ India: Paneer Salsa Wrap (cottage cheese with Mexican-
Cajun coating)

 ■ Australia: Bacon and Egg Roll (“rashers of quality bacon 
and fried egg”)

 ■ Brazil: Cheese Quiche

 ■ Kuwait: Veggie Surprise Burger (no detailed description…
yikes!)20

 ■ Austria: McItaly Adagio burger topped with “eggplant 
mousse” and chopped almonds
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dramatically in different countries.
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Although credit card purchases are still relatively low in 
much of the world, particularly in Asia, recent growth 
has been explosive and will probably continue for the 
next few years.21

3-5c Political and legal Differences
Political regimes obviously differ around the world, and 
their  policies have a dramatic impact on business. The spe-
cific laws and regulations that governments create around 
business are often less obvious, yet they can still represent 
a significant barrier to international trade. To compete 
effectively—and to reduce risk—managers must carefully 
evaluate these factors and make plans to respond to them 
both now and as they change.

Laws and Regulations International businesses 
must comply with international legal standards, the 
laws of their own countries, and the laws of their host 
countries. This can be a real challenge, since many de-
veloping countries change business regulations with 
little notice and less publicity. The justice system can 
pose another key challenge, particularly with regard 
to legal enforcement of ownership and contract rights. 
Since 2003, the World Bank has published a “Doing Busi-
ness” report that ranks the ease of doing business for 
small and medium-sized companies in 189 different 
countries. The 2015 “Doing Business” report showed 
that for the seventh year running, Singapore leads in 
the ease of doing business, followed by New Zealand, 
Hong Kong SAR China, Denmark, South Korea, Norway, 
and the United States. As an individual country, Tajiki-
stan improved the most in the ease of doing business. 
Overall, the Eastern Europe and Central Asia regions 
continue to show a faster rate of improvement than any 
other regions according to “Doing Business” indicators. 
The “Doing Business” project examines the ease of doing 
business from ten different angles, including the ease 
of dealing with construction permits, paying taxes, and 
enforcing contracts.22 The key benefit of an effective le-
gal system is that it reduces risk for both domestic and 
foreign businesses. 

Bribery, the payment of money for favorable treat-
ment, and corruption, the solicitation of money for fa-
vorable treatment, are also major issues throughout the 
world. While bribery and corruption are technically illegal 
in virtually every major country, they are often accepted as 
a standard way of doing business. Regardless, U.S. corpo-
rations and American citizens are subject to prosecution 
by U.S. authorities for offering bribes in any nation. See 
Chapter 4 for more details.

Political Climate The political climate of any coun-
try deeply influences whether that nation is attractive to 
foreign business. Stability is crucial. A country subject to 
strife from civil war, riots, or other violence creates huge 

Troubled Waters
Planet Earth does not produce more fresh water—it 
simply recycles what it has —which isn’t nearly enough 
in light of the planet’s exploding human 
population; in fact, according to the World 
Health Organization, more than 2.4 million 
people die every year from lack of access 
to clean water, which is not surprising, 
given that 1 in 10 people lack access to 
clean water. Amazingly, the problem 
only stands to worsen. By 2050, one in 
five developing countries will face water 
shortages, many of them severe. By 2030, 
China, the world’s most populous country, 
may no longer be self-sufficient in terms of 
wheat and corn production. Clearly, the growing 
water shortage is a human crisis, but it also will be a 
business crisis. Obviously, food and beverage companies 
depend on water. But when it comes right down to it, 
every industry from pharmaceuticals, to semiconductors, 
to mining, to clothing manufacturing depends on water 
at some point in its supply or usage chain. Investment in 
clean water can pay off—big time. According to Water 
.org, every $1 invested in water and sanitation provides 
a $4 economic return. Fortune magazine suggests that 
agricultural firms can begin preparing now by investing 
in the development of GMO crops, precision agriculture, 
and high-tech irrigation. According to brand consultancy 
Interbrand, other businesses would also be wise to prepare 
by designing and executing an enterprise-wide strategy for 
water stewardship—not just for their own operations but 
for their entire value chains.23
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additional risk for foreign business. Yet, figuring out how 
to operate in an unstable environment, such as Russia, 
Bolivia, or the Middle East, can give early movers a real ad-
vantage. Grant Winterton, Coca-Cola’s regional manager  
for Russia, commented to Time magazine that “the politics 
do concern us.” But having snagged 50% of the $1.9 billion 
carbonated-soft-drink market, he concludes that “the op-
portunity far outweighs the risk.” Poor enforcement of 
intellectual property rights across international borders 
is another tough issue for business. The Business Soft-
ware Alliance’s piracy-tracking study found that world-
wide piracy rates hover at about 42%, with piracy rates 
in emerging markets towering over those in mature  
markets—68% versus 24%. The total value of software 
theft hit a record $63.4 billion. The highest-piracy coun-
tries are Georgia, Zimbabwe, Moldova, and Libya, all 90% 
or higher. Somewhat ironically, business decision makers 
admit to pirating software more frequently than other 
computer users do.24

International Trade Restrictions National gov-
ernments also have the power to erect barriers to inter-
national business through a variety of international 
trade restrictions. The arguments for and against trade 
restrictions—also called protectionism—are sum-
marized below. As you read, note that most economists 
find the  reasons to eliminate trade restrictions much more 

compelling than the rea-
sons to create them.

Just as trade restric-
tions have a range of mo-
tivations, they can take a 
number of different forms. 
The most common trade 
restrictions are tariffs, 
quotas, voluntary export 
restraints, and embargoes.

■  Tariffs are taxes 
levied against imports. 
Governments tend 
to use protective 
tariffs either to shelter 
fledgling industries 
that couldn’t compete 
without help, or to 
shelter industries 
that are crucial to the 
domestic economy. In 
2009, Egypt imposed 
tariffs on sugar and

  the United States levied new tariffs on Chinese 
goods—including mattress springs and 
electrodes—that it contended were being 
dumped on the market at below-cost prices. In 
late 2014, the United States took steps toward 
imposing steep tariffs on Chinese-made tires, 
which it claimed were unfairly subsidized by the 
government.25

 ■ Quotas are limitations on the amount of specific 
products that may be imported from certain coun-
tries during a given time period. Russia, for instance, 
has specific quotas for U.S. meat imports.

 ■ Voluntary export restraints (VERs) are limita-
tions on the amount of specific products that one na-
tion will export to another nation. Although the gov-
ernment of the exporting country typically imposes 
VERs, they usually do so out of fear that the importing 
country would impose even more onerous restric-
tions. As a result, VERs often aren’t as “voluntary” as the 
name suggests. The United States, for instance, insisted 
on VERs with Japanese auto exports in the early 1980s 
(which many economists believe ultimately precipi-
tated the decline of the U.S. auto industry).

 ■ An embargo is a total ban on the international 
trade of a certain item, or a total halt in trade with a 
particular nation. The intention of most embargoes is 
to pressure the targeted country to change political 
policies or to protect national security. The U.S. em-
bargo against trade with Cuba offers a high-profile 
example.

Quotas, VERs, and embargoes are relatively rare com-
pared to tariffs, and tariffs are falling to new lows. But as tar-
iffs decrease, some nations are seeking to control imports 
through nontariff barriers such as:

 ■ Requiring red-tape-intensive import licenses for 
certain categories

 ■ Establishing nonstandard packaging requirements 
for certain products

 ■ Offering less-favorable exchange rates to certain 
importers

 ■ Establishing standards on how certain products are 
produced or grown

 ■ Promoting a “buy national” consumer attitude among 
local people

Nontariff barriers tend to be fairly effective because 
complaints about them can be hard to prove and easy to 
counter.26

protectionism National 
policies designed to restrict 
international trade, usually with 
the goal of protecting domestic 
businesses.

tariffs Taxes levied against 
imports.

quotas Limitations on the 
amount of specific products that 
may be imported from certain 
countries during a given time 
period.

voluntary 
export restraints 
(VERs) Limitations on the 
amount of specific products that 
one nation will export to another 
nation.

embargo A complete ban on 
international trade of a certain 
item, or a total halt in trade with a 
particular nation.
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 3-6   FREE TRADE: ThE mOvEmENT 
GAINS mOmENTUm

Perhaps the most dramatic change in the world econ-
omy has been the global move toward free trade—
the unrestricted movement of goods and services 
across international borders. Even though complete free 
trade is not a reality, the emergence of regional trading 
blocks, common markets, and international trade agree-
ments has moved the world economy much closer to 
that goal.

3-6a  GATT and the World 
Trade Organization

The General Agreement on 
Tariffs and Trade (GATT) is an 
international trade accord designed 
to encourage worldwide trade 
among its members. Established 
in 1948 by 23 nations, GATT has undergone a number of 
revisions. The most significant changes stemmed from 
the 1986–1994 Uruguay Round of negotiations, which 
took bold steps to slash average tariffs by about 30% and 
to reduce other trade barriers among the 125 nations that 
signed.

The Uruguay Round also created the World Trade 
Organization (WTO), a permanent global institution 
to promote international trade and to settle international 
trade disputes. The WTO monitors provisions of the GATT 
agreements, promotes further reduction of trade barriers, 
and mediates disputes among members. The decisions of 
the WTO are binding, which means that all parties involved 
in disputes must comply to maintain good standing in the 
organization.

Ministers of the WTO meet every two years to ad-
dress current world trade issues. As the world economy 
has shifted toward services rather than goods, the em-
phasis of WTO meetings has followed suit. Controlling 
rampant piracy of intellectual property is a key concern 
for developed countries. For less-developed countries, 
one central issue is U.S. and European agricultural sub-
sidies, which may unfairly distort agricultural prices 
worldwide.

In fact, both the broader agenda and the indi-
vidual decisions of the WTO have become increas-
ingly controversial over the past ten years. Advocates 
for less-developed nations are deeply concerned that 
free trade clears the path for major multinational 

corporations to push local businesses into economic 
failure. A local food stand, for instance, probably won’t 
have the resources to compete with a global giant such 
as McDonald’s. If the food stand closes, the community 
has gained inexpensive hamburgers, but the entrepre-
neur has lost his livelihood, and the community has lost 
the local flavor that contributes to its unique culture. 
Other opponents of the WTO worry that the accelera-
tion of global trade encourages developing countries 
to fight laws that protect the environment and work-
ers’ rights, for fear of losing their low-cost advantage on 
the world market. The concerns have sparked signifi-

cant protests during the past few 
meetings of the WTO ministers, 
and the outcry may well grow 
louder as developing nations 
gain economic clout.

3-6b The World Bank
Established in the aftermath of 

World War II, the World Bank is an international co-
operative of 188 member countries, working together 
to reduce poverty in the developing world. The World 
Bank influences the global 
economy by providing 
financial and technical 
advice to the govern-
ments of developing 
countries for projects in 
a range of areas, includ-
ing infrastructure, com-
munications, health, and 
education. The financial 
assistance usually comes 
in the form of low-inter-
est loans. But to secure a 
loan, the borrowing na-
tion must often agree to 
conditions that can in-
volve rather arduous eco-
nomic reform.

3-6c  The international 
Monetary fund

Like the World Bank, the  
International Monetary  
Fund (IMF) is an in-
ternational organization 

Almost half the 
world—over three 
billion people—live on 
less than $2.50 a day. 

— G L O b A L I S S U E S . O R G

free trade The unrestricted 
movement of goods and services 
across international borders.

General Agreement 
on Tariffs and Trade 
(GATT) An international trade 
treaty designed to encourage 
worldwide trade among its 
members.

World Trade 
Organization (WTO) A 
permanent global institution 
to promote international trade 
and to settle international trade 
disputes.

World Bank An international 
cooperative of 188 member 
countries, working together to 
reduce poverty in the developing 
world.

International Monetary 
Fund (IMF) An international 
organization of 188 member 
nations that promotes 
international economic 
cooperation and stable growth.
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accountable to the governments of its 188 mem-
ber nations. The basic mission of the IMF is to pro-
mote international economic cooperation and 
stable growth. Funding comes from the mem-
ber nations, with the United States contributing 
more than twice as much as any other country. To 
achieve these goals, the IMF:

 ■ Supports stable exchange rates

 ■ Facilitates a smooth system of international 
payments

 ■ Encourages member nations to adopt sound 
economic policies

■  Promotes international trade

■  Lends money to member nations to address 
economic problems

Although all of its functions are important, 
the IMF is best known as a lender of last resort 
to nations in financial trouble. This policy has come un-
der fire in the past few years. Critics accuse the IMF of 
encouraging poor countries to borrow more money 
than they can ever hope to repay, which actually crip-
ples their economies over the long term, creating even 
deeper poverty.

At the end of 2005, the IMF responded to its crit-
ics by implementing a historic debt relief program for 
poor countries. Under this program, which has since 
been expanded to include other agencies, the IMF and 
its partners have extended 100% debt forgiveness to 
35 poor countries, erasing about $76 billion in debt. 

The managing director of 
the IMF pointed out that 
the canceled debt will 
allow these countries to 
increase spending in pri-
ority areas to reduce pov-
erty and promote growth 
(although some experts 

worry that debt cancellation sets a troubling prec-
edent for future lending). The result should be a higher 
standard of living for some of the poorest people in 
the world.27 

3-6d  Trading Blocs and Common Markets
Another major development in the past decade is the 
emergence of regional trading blocs, or groups of 
countries that have reduced or even eliminated all tar-
iffs, allowing the free flow of goods among the mem-
ber nations. A common market goes even further 
than a trading bloc by attempting to harmonize all 
trading rules. The United States, Mexico, and Canada 
have formed the largest trading bloc in the world, and 
the 28 countries of the European Union have formed the 
largest common market.

NAFTA The North American Free Trade Agreement  
(NAFTA) is the treaty that created the free-trading zone 
among the United States, Mexico, and Canada. The 

agreement took effect in 1994, gradually 
eliminating trade barriers and investment 
restrictions over a 15-year period. Despite 
dire predictions of American jobs flowing to 
Mexico, the U.S. economy has grown signifi-
cantly since the implementation of NAFTA. 
The Canadian and Mexican economies have 
thrived as well (although all three econo-
mies have slowed significantly during the 
global economic crisis).

But NAFTA critics point out that the 
U.S. trade deficit with both Mexico and 

The World Bank and the IMF both require a 
remarkable degree of international communication.
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trading bloc A group of 
countries that have reduced or 
even eliminated tariffs, allowing 
for the free flow of goods among 
the member nations.

common market A group 
of countries that have eliminated 
tariffs and harmonized trading 
rules to facilitate the free flow 
of goods among the member 
nations.

North American Free 
Trade Agreement 
(NAFTA)  
The treaty among the United 
States, Mexico, and Canada that 
eliminated trade barriers and 
investment restrictions over a 15-
year period starting in 1994.

“ We must create a 
kind of globalization 
that works for 
everyone... and not 
just for a few.” 

— N E S T O R  K I R c h N E R , 
A R G E N T I N E  P O L I T I c I A N 
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Canada has skyrocketed. While exports 
to both nations have increased, imports 
have grown far faster; both countries 
are among the top ten contributors to 
the total U.S. trade deficit, threatening 
the long-term health of the American 
economy. Other criticisms of NAFTA in-
clude increased pollution and worker 
abuse. Companies that move their fac-
tories to Mexico to capitalize on lower 
costs also take advantage of looser en-
vironmental and worker-protection laws, 
creating major ethical concerns. But the 
full impact of NAFTA—for better or for 
worse—is tough to evaluate because 
so many other variables affect all three 
economies.28

European Union Composed of 
28 nations and more than half a  billion 
people, and boasting a combined GDP 
of nearly $17 trillion, the European 
Union (EU) is the world’s largest com-
mon market. Exhibit 3.3 shows a map of 
the 2016 EU countries plus six countries 
that have applied to join.29

The overarching goal of the EU is to 
bolster Europe’s trade position and to in-
crease its international political and eco-
nomic power. To help make this happen, 
the EU has removed all trade restrictions 
among member nations and unified internal trade rules, 
allowing goods and people to move freely among EU 
countries. The EU has also created standardized policies for 
import and export between EU countries and the rest of 
the world, giving the member nations more clout as a bloc 
than each would have had on its own. Perhaps the EU’s 
most economically significant move was the introduction 

of a single currency, the euro, in 2002. Of the 15 EU 
members at the time, 12 adopted the euro (exceptions 
were the United Kingdom, 
Sweden, and Denmark). 
The EU also affects the 
global economy with its 
leading-edge approach to  

Reasons to Create Trade Restrictions Reasons to Eliminate Trade Restrictions

Protect domestic industry (e.g., the U.S. steel industry) Reduce prices and increase choices for consumers by encouraging competi-
tion from around the world

Protect domestic jobs in key industries (but perhaps at the cost of domestic 
jobs in other industries)

Increase domestic jobs in industries with a comparative advantage versus 
other countries

Protect national security interests Increase jobs—both at home and abroad—from foreign companies

Retaliate against countries who have engaged in unfair trade practices Build exporting opportunities through better relationships with other 
countries

Pressure other countries to change their policies and practices Use resources more efficiently on a worldwide basis
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Finland

Sweden

Iceland

Poland

R.

Russia

Ukraine

Moldova

Belarus

Romania
Bosnia and

Herzegovina
Serb.

Mont.

Bulgaria
Kosovo

Greece

Cyprus
Malta

Turkey

Germany

France

Andorra

Spain

Switzerland

Portugal

United
Kingdom

Denmark
Ireland

Norway

ItalyMonaco

San
Marino

Vatican
city Estate

Albania

Austria

Liechtenstein

Hungary

Slov.

Slo.

Netherlands

Belgium
Luxembourg

Cro.

Mace.

Candidate

Czech Rep.

Lith.

Lat.

Est.

Exhibit 3.3
European union 2016

European Union (EU) The 
world’s largest common market, 
composed of 28 European nations.
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A Problem? An 
Opportunity? Or Both?
Between 2014 and 2016, approximately three 
million refugees poured into the European 
Union (EU) from Syria and other war-torn 
conflict zones in the Middle East. The 
overwhelming majority of those refugees 
sought a safe haven for themselves and 
their families—an opportunity to work 
hard and build a better future. They also 
sought to capitalize on the generous 
European social system, which provides 
education, healthcare, and ideally a 
chance at a fresh start. But not every country 
offered these newcomers a warm welcome. 
With economic growth rates slowing across Europe, 
many expressed concern about the high cost of integrating 
refugees. Others predicted a cultural clash between 
the refugees and current residents. Still others worried 
that the refugees would take their jobs. Despite these 
concerns, chances are good that the refugee influx will 
prove to be less of a crisis and more of an opportunity for 
the European Union. According to International Monetary 
Fund (IMF) research, host countries will experience a 
long-term increase in their GDPs as the refugees integrate 
into the workforce. This workforce boost may be especially 
meaningful given that the populations of many EU 
countries are aging rapidly. The refugee population is 
relatively young, so they stand to replace workers who 
may soon be retiring in record numbers. Still, the IMF study 
emphasizes that rapid labor market integration is critical. 
EU governments may need to spend large sums of money 
to deal with the influx of refugees, but the impact of those 
expenses will be “short-lived and temporary.” People who 
respond fearfully to the refugee crisis might do well to 
remember that co-founder of Apple Steve Jobs was the son 
of a Syrian immigrant to the United States.30
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environmental protection, quality production, and 
human rights.

In 2010 and 2011, hobbled by overwhelming debt 
and slow growth, several of the weaker EU countries—
most notably Greece—spiraled into economic crisis. 
Fearing a financial domino effect, due to the close ties 
among the nations, the economically stronger EU coun-
tries cobbled together several bailout packages. But many 
economists still fear that its weaker members could drag 
the EU overall into a deep, damaging recession, and that 
one or more countries could default on its debt, withdraw 
from using the euro as currency, or both, with devastat-
ing financial consequences for both the EU and the world 
economy.

In mid-2016, the United Kingdom, which includes 
England, Scotland, Wales, and Northern Ireland, held a ref-
erendum on whether to exit the European Union. After 
an intense and divisive campaign, the UK public voted to 
leave the EU in a very close vote. Dubbed Brexit (a com-
bination of the words “British” and “exit”), the decision to 
leave was quite unexpected.31 Many political and eco-
nomic analysts have voiced deep concerns about the im-
pact that Brexit will have on the United Kingdom as well 
as the rest of the world—especially in light of London’s 
position as an international banking center. The initial 
vote is likely to be final, but the implementation of Brexit 
will not be immediate. There will be an initial two-year 
negotiation with the EU about the terms of withdrawal. 
This negotiation is unlikely to be favorable toward Britain, 
in part so that the EU can discourage other countries from 
withdrawing. The EU has leverage with regard to items 
such as terms of trade. 

So why did Britain want out? The two major issues 
at play were immigration and self-determination. Many 
British citizens, especially older and more rural populations 
in England, were concerned that the country’s unemploy-
ment and social services would be swamped under the 
weight of new immigrant arrivals as mandated by the EU. 
Many Brits were also concerned that that the country’s 
identity and direction would increasingly be determined 
by the EU, and become fused into a continental identity. 
The ultimate impact of the British exit will be unclear for 
months, and likely years, to come. The next several years in 
particular will be critical to the shape, size, and structure of 
the European economy.
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The past decade has been marked by extraordinary changes 
in the world economy. The boundaries between individual 
countries have fallen lower than ever before, creating a new level 
of economic connectedness. The growing integration has created 
huge opportunities for visionary companies of every size. But 
integration also means risk. The dangers became clear in 2008, 
when the economic crisis in the United States rapidly rever-
berated around the globe, fueling a deep, worldwide recession.

To succeed abroad—especially in tough economic times—
individual firms must make the right choices about how to 

structure their operations, surmount barriers to trade, meet 
diverse customer needs, manage a global workforce, and handle 
complex logistics. Human rights and environmental protection 
continue to be especially critical for international businesses. 
Both are vital components of social responsibility and will only 
gain importance as advocates raise awareness around the 
world. In the face of economic, political, and social flux, effective 
global business leaders must master both strategy and imple-
mentation at a deeper level than ever before.

The Big Picture
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international Sports Marketing 
Manager 

Implement marketing plans outside the United States with a focus 
on Europe, Australia, and New Zealand. Work with global brand 
marketing team to develop and execute events that  incorporate 
athletes. Participate in the scouting process to identify and  pursue 

up-and-coming athletes in relevant sports. Provide  support 
for the endorsement contract negotiation process. For more 
information on this 
career and other possible 
 careers in international 
 business, check out 
Career Transitions. 

Careers in international Business
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4 Business Ethics and 
Social Responsibility:
Doing Well by Doing Good

LEARNING ObjEcTIvES
After studying this chapter, you will be able to:

 4-1 Define ethics and explain the concept of universal ethical standards

 4-2  Describe business ethics and ethical dilemmas

 4-3  Discuss how ethics relates to both the individual and the organization

 4-4  Define social responsibility and examine the impact on stakeholder groups

 4-5  Explain the role of social responsibility in the global arena

 4-6  Describe how companies evaluate their efforts to be socially responsible

Social responsibility is the obligation of a business to 
contribute to society. The most socially responsible firms 
feature proactive policies that focus on meeting the 
needs of all their stakeholders—not just investors but 
also employees, customers, the broader community, and 
the environment. The stance of a company regarding 

social responsibility sets 
the tone for the organiza-
tion and clearly influences 
the decisions of individual 
employees.

Although this chapter discusses ethics and social 
responsibility separately, keep in mind that the two areas 
have a dynamic, interactive relationship that plays a vital 
role in building both profitable businesses and a vibrant 
community.

4-1a  Defining Ethics: Murkier  
Than You’d Think

In the most general sense, ethics refer to sets of beliefs 
about right and wrong, good and bad. While your 

 4-1  EThIcS AND SOcIAL RESPONSIbILITY: A cLOSE RELATIONShIP

Ethics and social responsibility—often discussed in the same breath—are 
closely related, but they are definitely not the same. Ethics refers to sets 
of beliefs about right and wrong, good and bad; business ethics involve 
the application of these issues in the workplace. Clearly, ethics relate 
to individuals and their day-to-day decision making. Just as clearly, the 
decisions of each individual can affect the entire organization.

ethics A set of beliefs about 
right and wrong, good and bad.
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“ Corporate responsibility is 
the best strategic as well 
as financial path that most 
businesses can follow.”

— j E f f R E Y  h O L L E N D E R ,  E N T R E P R E N E U R 
A N D  b U S I N E S S  c O N S U L T A N T

individual ethics stem from who you are as a human being, 
your family, your social group, and your culture also play a 
significant role in shaping your ethics. And therein lies the 
challenge: in the United States, people come from such 
diverse backgrounds that establishing broad agreement 
on specific ethical standards can be daunting. The global 
arena only amplifies the challenge.

A given country’s legal system provides a solid starting 
point for examining ethical standards. The function of laws 
in the United States (and elsewhere) is to establish and 
enforce ethical norms that apply to everyone within our 
society. Laws provide basic standards of behavior. But truly 
ethical behavior goes beyond the basics. In other words, 
your actions can be completely legal, yet still unethical. But 
since the legal system is far from perfect, in rare instances 
your actions can be illegal, yet still ethical. Exhibit 4.1 shows 
some examples of how business conduct can fall within 
legal and ethical dimensions. Clearly, legal and ethical ac-
tions should be your goal. Legality should be the floor—not 
the  ceiling—for how to behave in business and  elsewhere.

Do all actions have ethical implications? Clearly not. 
Some decisions fall within the realm of free choice with 
no direct link to right and wrong, good and bad. Examples 
might include what color T-shirt you choose to wear, what 

levels your game development company includes in its new 
video game, or what sunglasses you decide to purchase.

4-1b  Universal Ethical Standards:  
A Reasonable Goal or Wishful Thinking?

Too many people view ethics as relative. In other words, 
their ethical standards shift depending on the situation 
and how it relates to them. Here are a few examples:

 ■ “It’s not okay to steal paper from the office supply 
store…but it’s perfectly fine to ‘borrow’ supplies from 
the storage closet at work to use at home. Why? 
The company owes me a bigger salary.”

 ■ “It’s wrong to lie…but it’s okay to call in sick when I 
have personal business to take care of. Why? I don’t 
want to burn through my limited vacation days.”
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 ■ “Everyone should have a level playing field. . .but  
it’s fine to give my brother the first shot at my 
company’s contract. Why? I know he really needs 
the work.”

This kind of two-faced thinking is dangerous be-
cause it can help people rationalize bigger and bigger 
ethical deviations. But the problem can be fixed by iden-
tifying universal ethical standards that apply to 
everyone across a broad spectrum of situations. Some 
people argue that we could never find universal stan-
dards for a country as diverse as the United States. But 
the nonprofit, nonpartisan Character Counts organization 
has worked with a diverse group of educators, commu-
nity leaders, and ethicists to identify six core values, listed 
in Exhibit 4.2, that transcend political, religious, class, and 
ethnic divisions.

 4-2  bUSINESS EThIcS:  
NOT AN OxYmORON

Quite simply, business 
ethics is the applica-
tion of right and wrong, 
good and bad in a busi-
ness setting. But this isn’t 
as straightforward as it 
may initially seem. The 
most challenging business 

decisions seem to arise when values are in conflict…when 
whatever you do will have negative consequences, forc-
ing you to choose among bad options. These are true  

Legal and Unethical Legal and Ethical

Promoting high-calorie/low-nutrient foods with inadequate  
information about the risks 

Producing high-quality products

Producing products that you know will break before their time Rewarding integrity

Leading by example

Paying nonliving wages to workers in developing  countries Treating employees fairly

Contributing to the community

Respecting the environment

Illegal and Unethical Illegal and Ethical

Embezzling money Providing rock-bottom prices only to distributors in underserved areas

Engaging in sexual harassment Collaborating with other medical clinics to guarantee low prices in low-income 
counties (collusion)

Practicing collusion with competitors

Encouraging fraudulent accounting

ExhiBit 4.1 LEGAL-EThIcAL mATRIx

   ExhiBit 4.2     UNIvERSAL EThIcAL  
STANDARDS

Trustworthiness Be honest. 

Don’t deceive, cheat, or steal.

Do what you say you’ll do.

Respect Treat others how you’d like to be treated.

Be considerate.

Be tolerant of differences.

Responsibility Persevere.

Be self-controlled and self- disciplined.

Be accountable for your choices.

Fairness Provide equal opportunity.

Be open-minded.

Don’t take advantage of others.

Caring Be kind.

Be compassionate.

Express gratitude.

Citizenship Contribute to the community.

Protect the environment.

Cooperate whenever feasible.

Source: © 2009 Josephson Institute. Reprinted from the Josephson Institute’s Report Card on the Ethics of 
American Youth Summary with permission.

universal ethical standards  
Ethical norms that apply to all 
people across a broad spectrum of 
situations.

business ethics The 
application of right and wrong, 
good and bad, in a business setting.
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ethical dilemmas. (Keep in mind that ethical dilem-
mas differ from ethical lapses, which involve clear mis-
conduct.) Here are three hypothetical examples of ethical 
dilemmas:

 ■ You’ve just done a great job on a recent proj-
ect at your company. Your boss has been very 
vocal about acknowledging your work and the 
increased revenue that resulted from it. Privately, 
she said that you clearly earned a bonus of at 
least 10%, but due to company politics, she was 
unable to secure the bonus for you. She also im-
plied that if you were to submit inflated expense 
reports for the next few months, she would look 
the other way, and you could pocket the extra 
cash as well-deserved compensation for your 
contributions.

 ■ You run a medium-sized publishing firm, and you 
pride yourself on offering your employ-
ees cutting-edge benefits. One of the 
new benefits that you are planning to 
propose to your board is six months 
of paid maternity/paternity leave. 
You happen to know—because 
they told you in confidence—
that two of your top team 
members are currently preg-
nant, and would almost certainly 
take advantage of the new policy if it 

were in place. Without the new policy, they would 
have to take three months of unpaid leave. You also 
know that if these women were each gone for six 
months, the workload would increase dramatically 
for the rest of the senior staff members (yourself 
included). To make matters even more complicated, 
you and your spouse are hoping to start your own 
family in about a year, and would certainly benefit 
from the paid leave. 

 ■ Facebook: For one week in 2012, Facebook changed 
the content mix in the News Feeds of more than half 
a million users—without asking their permission—in 
an effort to gauge their emotional response. While 
the manipulation was covered under Facebook’s 
terms of service, many users were outraged at what 
they considered an unethical psychological experi-
ment without their permission. Facebook COO Sheryl 

Sandberg issued a classic nonapology: “It was 
poorly communicated. And for that 

communication we apologize.”  In 
actuality, the experiment was not 
communicated at all. 

ethical dilemma A decision 
that involves a conflict of values; 
every potential course of action 
has some significant negative 
consequences.

Who Should Die? And Who Should Decide?
Imagine that your driverless robotic car blows a tire while 
careening down a lovely mountain road. Your car still has some 
degree of control, but it is quickly becoming clear that this is 
not going to end well. On one side of you is oncoming traffic 
(several cars and a family of bicyclists), and on the other is a 
very, very steep cliff. Should the car slam into the oncoming traf-
fic to save your life, or send you careening over the cliff to save 
others? This is not just an abstract question—it’s an authentic 
ethical dilemma that businesses will increasingly need to face 
as more and more consumer machinery takes on a superhuman 
ability to react to danger. 

A major hurdle in programming a robot to make ethical deci-
sions is anticipating the virtually endless number of scenarios 
that the robot might face. One possible solution is to random-
ize the robot’s response, but that approach complete evades 
human responsibility and negates the potential positive 
power of human judgment. Courts, insurance companies, and 

governments around the world will certainly weigh in on how 
robots are and should be programmed. Clearly, contemporary 
“moral math” is nothing if not complex.
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 4-3  EThIcS: mULTIPLE  
TOUchPOINTS

Although each person must make his or her own ethical 
choices, the organization can have a significant influence 
on the quality of those decisions. 

4-3a  Ethics and the Individual:  
The Power of One

Ethical choices begin with ethical individuals. Your per-
sonal needs, your family, your culture, and your religion 
all influence your value system. Your personality traits—
self-esteem, self-confidence, independence, and sense 
of humor—play a significant role as well. A recent study 
suggested that personal empathy—“identification with 
and understanding of another’s situation, feelings, and 
motives”—is another strong predictor of ethical leader-
ship. In fact, business leaders who scored highest on 
empathy also exhibited the highest levels of ethical 
leadership. These factors all come into play as you face 
ethical dilemmas. The challenge can be overwhelming, 
which has led a range of experts to develop frame-
works for reaching ethical decisions. While the specifics 
vary, the key principles of most decision guides are very 
similar1:

 ■ Do you fully understand each 
dimension of the  problem?

 ■ Who would benefit? Who 
would suffer?

 ■ Are the alternative solutions 
legal? Are they fair?

 ■ Does your decision make you 
comfortable at a “gut feel” 
level?

 ■ Could you defend your decision on the nightly TV 
news?

 ■ Have you considered and reconsidered your responses 
to each question?

The approach seems simple, but in practice it really 
isn’t. Workers—and managers, too—often face enormous 
pressure to do what’s right for the company or right for 
their career, rather than simply what’s right. And keep in 
mind that it’s completely possible for two people to follow 
the framework and arrive at completely different decisions, 
each feeling confident that he or she has made the right 
choice.

4-3b  Ethics and the Organization:  
It Takes a Village

Although each person is clearly responsible for his or her 
own actions, the organization can influence those actions 
to a startling degree. Not surprisingly, that influence starts 
at the top, and actions matter far more than words. The 
president of the Ethics Resource Center states, “CEOs in 
particular must communicate their personal commitment 
to high ethical standards and consistently drive the mes-
sage down to employees through their actions.” Any other 
approach—even just the appearance of shaky ethics—
can be deeply damaging to a company’s ethical climate. 
Here are a couple of examples from the wake of the Great  
Recession:

■  High Flyers: When the CEOs of the Big Three  
automakers—two of them hovering on the edge 
of bankruptcy—went to Washington to request a 
$25 billion bailout package, they flew in three sepa-
rate corporate jets at an estimated cost of $20,000 
per round-trip flight. All three were operating in line 
with official corporate travel policies, but it just didn’t 
look right. One lawmaker pointedly asked, “Couldn’t 
you all have downgraded to first class or jet-pooled 
or something to get here? It would have at least sent 
a message that you do get it.” Not surprisingly, the 
execs left empty-handed.2

 ■  Beach Junket: A few days after 
the Fed committed $85 billion 
to keep AIG out of bankruptcy, 
the insurer spent more than 
$440,000 on a sales “retreat” 
at a luxury resort in California. 
Expenditures included 
$150,000 for food, $23,000 in 
spa charges, and $7,000 for 
golf. Rather than apologizing, 

  CEO Edward Liddy only commented that the com-
pany would examine its expenses.3

 ■ Gross Excess: In 2009, ousted Merrill Lynch CEO 
John Thain agreed—under pressure from President 
Obama—to reimburse federal bailout recipient Bank 
of America for an expensive, and fully approved, 
renovation of his office that had been done before 
the crisis hit. The somewhat outrageous expenses 
included an $87,000 area rug, a $5,000 mirror, and a 
$35,000 commode. 

Are these decisions wrong? Unethical?4 How do 
you feel about the business decisions described in 
Exhibit 4.3?

” Our philosophy is 
that we care about 
people first.“

— m A R k  Z U c k E R b E R G , 
f A c E b O O k  f O U N D E R
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4-3c  Creating and Maintaining 
an Ethical Organization

Research from the Ethics Resource Center (ERC) suggests 
that organizational culture has more influence than any 
other variable on the ethical conduct of individual employ-
ees. According to the ERC, key elements of a strong 
culture include displays of ethics-related ac-
tions at all levels of an organization and 
accountability for actions. The impact 
of these elements can be dramatic. 
Consider, for example, the follow-
ing research results:

 ■ A 61-percentage-point 
favorable difference in the 
level of observed miscon-
duct when employees 
say they work in a strong 
ethical culture.

 ■ When employees felt 
that the Great Reces-
sion negatively impacted 
the ethical culture of their 
company, misconduct rose by 
16 percentage points.

 ■ ERC research showed that 
companies behave differently 
during economic dif-
ficulties. The decisions 
and behaviors of their 
leaders are perceived 

by employees as a heightened commitment to eth-
ics. As a result, employees adopt a higher standard of 
conduct for themselves.6

Robert Lane, former CEO of Deere, a highly perform-
ing, highly ethical corporation, believes in the importance 

of senior management commitment to ethics, 
but he points out that the “tone at the 

top” must be reinforced by the ac-
tual behavior observed by sup-

pliers, dealers, customers, and 
employees. At Deere, this is 
summed up in highly visible, 
frequently referenced short-
hand known as “the how.” 
Lane declares that to estab-
lish an ethical culture, ethi-
cal words must be “backed 
up with documented prac-

tices, processes, and proce-
dures, all understood around 

the globe.”7

ERC research further sup-
ports the need for senior man-
ager commitment by showing 
that when employees perceive 
more management commit-
ment, they tend to be more 

fully engaged. More-engaged 
employees are much less 
likely to behave badly, 
and much more likely to 

Pierre Omidyar eBay creator Omidyar has contributed $100 million to the Tufts University Micro Finance Fund. His goal is to give economic power to poor 
people around the world through small business loans. Ultimately, he hopes to create entrepreneurial self-sufficiency as eBay has done for so many avid 
users.

Sherron Watkins Despite intense pressure and high personal stakes, Watkins, a former vice president of Enron, reported the accounting irregularities that 
led to the discovery of staggering corporate fraud.

Stanley O’Neal As investment house Merrill Lynch began racking up losses that led to its collapse, CEO O’Neal announced his “retirement” and walked 
away with a compensation package worth more than $160 million.

Scott Thompson After less than six months as CEO of Yahoo!, Thompson left under a murky cloud when activist shareholders pointed out that an entry on 
his resume was inaccurate, claiming a degree in computer science that  he does not have.

Bill Gates As Microsoft CEO, Bill Gates made some ethically shaky moves, but he and his wife also established the Bill and Melinda Gates Foundation,  
by far the largest U.S. charity. Working for the foundation, Gates applies his famous problem-solving skills to global health, global development,  
and American education. 

John Mackey From 1999 until 2006, Whole Foods CEO John Mackey posted thousands of anonymous comments on Yahoo! Finance, hyping his company 
and occasionally attacking rival Wild Oats, which he hoped to purchase for an advantageous price. 

ExhiBit 4.3 EThIcS AT WORk: hOW WOULD YOU jUDGE ThE AcTIONS Of ThESE bUSINESS LEADERS?6ExhiBit 4.3 EThIcS AT WORk: hOW WOULD YOU jUDGE ThE AcTIONS Of ThESE bUSINESS LEADERS?5

Business ethics are a top priority in most 
companies.
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report others who do, which dramatically lowers the 
risk for the company.8 

A strong organizational culture works in tandem 
with formal ethics programs to create and main-
tain ethical work environments. A written code 
of ethics is the cornerstone of any formal ethics 
program. The purpose of a written code is to 
give employees the information they need 
to make ethical decisions across a range of 
situations. Clearly, an ethics code becomes 
even more important for multinational 
companies, since it lays out unifying values 
and priorities for divisions that are rooted 
in different cultures. But a written code is 
worthless if it doesn’t reflect living principles. 
An effective code of ethics flows directly from ethical 
corporate values and leads directly to ongoing com-
munication, training, and action.

Specific codes of ethics vary greatly among or-
ganizations. Perhaps the best-known code is the  
Johnson & Johnson Credo, which has guided the com-
pany profitably—with a soaring reputation—through a 
number of crises that would have sunk lesser organiza-
tions. One of the striking elements of the credo is the firm 
focus on fairness. It carefully refrains from overpromising 
financial rewards, committing instead to a “fair return” for 
stockholders.

To bring a code of ethics to life, experts advocate a 
forceful, integrated approach to ethics that virtually always 
includes the following steps:

1. Get executive buy-in and commitment to follow 
through. Top managers need to communicate—
even overcommunicate—about the importance of 
ethics. But talking works only when it’s backed up 
by action: senior management must give priority to 
keeping promises and leading by example.

2. Establish expectations 
for ethical behavior at 
all levels of the organi-
zation, from the CEO to 
the nighttime clean-
ing crew. Be sure that 
outside parties such as 
suppliers, distributors, 
and customers under-
stand the standards.

3. Integrate ethics into 
mandatory staff 
training. From new-
employee orientation 

  to ongoing training, ethics must play a role. Additional, 
more specialized training helps employees who face 
more temptation (e.g., purchasing agents, overseas 
sales reps).

4. Ensure that your ethics code is both global 
and local in scope. Employees in every country 
should understand both the general principles 
and the specific applications. Be sure to trans-
late it into as many languages as necessary.

5. Build and maintain a clear, trusted report-
ing structure for ethical concerns and 
violations. The structure should allow 
employees to seek anonymous guidance 
for ethical concerns and to report ethics 
violations anonymously.

6. Establish protection for whistle- blowers, 
people who report illegal or unethical be-
havior. Be sure that no  retaliation occurs, 
in compliance with both ethics and the 
Sarbanes-Oxley Act (see discussion later  
in the chapter). Some have even suggest-
ed that whistle-blowers should receive a  
portion of the penalties levied against  
firms that violate the law.

7. Enforce the code of ethics. When people violate 
ethical norms, companies must respond immediately 
and—whenever appropriate—publicly to retain em-
ployee trust. Without enforcement, the code of ethics 
becomes  meaningless.

 4-4  DEfINING SOcIAL 
RESPONSIbILITY: mAkING 
ThE WORLD A bETTER PLAcE

Social responsibility is the obligation of a business 
to contribute to society. Similar to ethics, the broad defi-
nition is clear, but specific implementation can be com-
plex. Obviously, the number-one goal of any business is 
long-term profits; without profits, other contributions are 
impossible. But once a firm achieves a reasonable return, 
the balancing act begins: How can a company balance the 
need to contribute against the need to boost profits, espe-
cially when the two conflict? The answer depends on the 
business’s values, mission, resources, and management 
philosophy, which lead in turn to its position on social re-
sponsibility. Business approaches fall across the spectrum, 
from no contribution to proactive contribution, as shown 
in Exhibit 4.4.

Bo
rt

N
66

/S
hu

tt
er

st
oc

k.
co

m

code of ethics A formal, 
written document that defines 
the ethical standards of an 
organization and gives employees 
the information they need to 
make ethical decisions across a 
range of situations.

whistle-blowers Employees 
who report their employer’s illegal 
or unethical behavior to either the 
authorities or the media.

social responsibility The 
obligation of a business to 
contribute to society.
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4-4a  The Stakeholder Approach: 
Responsibility to Whom?

Stakeholders are any groups that have a stake—or 
a personal interest—in the performance and actions of 
an organization. Different stakeholders have  different 
needs, expectations, and levels of interest. The federal 
government, for instance, is a key stakeholder in phar-
maceutical companies but a very minor stakeholder in 
local art studios. The community at large is a key stake-
holder for a coffee shop chain but a minor stakeholder 
for a web design firm. Enlightened organizations identify 
key stakeholders for their  business and consider stake-
holder priorities in their decision making. The goal is to 
balance their needs and priorities as effectively as pos-
sible, with an eye toward building their business over the 
long term. Core stakeholder groups for most businesses 
are employees, customers, investors, and the broader 
 community.

Responsibility to Employees: Creating Jobs 
that Work Jobs alone aren’t enough. The starting point 
for socially responsible employers is to meet legal stan-
dards, and the requirements are significant. How would 
you judge the social responsibility of the firms listed in 
Exhibit 4.5? Employers must comply with laws that include 
equal opportunity, workplace safety, minimum-wage and 
overtime requirements, protection from sexual harass-
ment, and family and medical unpaid leaves. We will dis-
cuss these legal requirements (and others) in Chapter 15 on  
Human Resource Management.

But socially responsible employers go far beyond the 
law. They create a workplace environment that respects the 
dignity and value of each employee. They ensure that hard 
work, commitment, and talent pay off. They move beyond 
minimal safety requirements to establish proactive protec-
tions, such as ergonomically correct chairs and computer 
screens that reduce eyestrain. And the best employers 
respond to the ongoing employee search for a balance 
between work and personal life. With an increasing num-
ber of workers facing challenges such as raising kids and 
caring for elderly parents, responsible companies are step-
ping in with programs such as on-site day care, company-
sponsored day camp, and referral services for elder care.

Responsibility to Customers: Value, Honesty, 
and Communication One core responsibility of 
business is to deliver consumer value by providing qual-
ity products at fair prices. Honesty and communication are 
critical components of this equation. Consumerism—a 
widely accepted social movement—suggests that con-
sumer rights should be the 
starting point. In the early 
1960s, President Kennedy 
defined these rights, which 
most businesses respect in 
response to both consum-
er expectations and legal 
requirements:

 ■ The Right to Be Safe: 
Businesses are legally 

Exhibit 4.4
The Spectrum of Social Responsibility

L E S S
Responsible

M O R E
Responsible

Some businesses do not 
recognize an obligation to 
society and do only what’s 
legally required.

Some businesses choose to 
respond on a case-by-case 
basis to market requests for 
contributions.

Some businesses choose to 
integrate social responsibility 
into their strategic plans, 
contributing as part of their 
business goals.

No 
Contribution

Responsive 
Contributions

Proactive
Contributions

stakeholders Any groups 
that have a stake—or a personal 
interest—in the performance and 
actions of an organization.

consumerism A social 
movement that focuses on four 
key consumer rights: (1) the right 
to be safe, (2) the right to be 
informed, (3) the right to choose, 
and (4) the right to be heard.

63CHAPTER 4: Business Ethics and Social Responsibility: Doing Well by Doing Good

16695_ch04_ptg01.indd   63 14/12/16   3:32 pm

Copyright 2018 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part.  WCN 02-200-203



responsible for injuries and damages caused by their 
products—even if they have no reason to suspect 
that their products might cause harm. This makes it 
easy for consumers to file suits. In some cases, the 
drive to avert lawsuits has led to absurdities such 
as the warning on some coffee cups: “Caution! Hot 
coffee is hot!” (No kidding…)

 ■ The Right to Be Informed: The law requires firms 
in a range of industries—from mutual funds, to 
groceries, to pharmaceuticals—to provide the 
public with extensive information. The Food and 
Drug Administration, for instance, mandates 
that most grocery foods feature a very specific 
“Nutrition Facts” label. Beyond legal requirements, 
many firms use the Web to provide a wealth of 
extra information about their products. KFC, for 
example, offers an interactive Nutrition Calculator 
that works with all of its menu items (and it’s fun 
to use, too).

 ■ The Right to Choose: Freedom of choice is a fun-
damental element of the capitalist U.S. economy. 
Our economic system works largely because 
consumers freely choose to purchase the prod-
ucts that best meet their needs. As businesses 
compete, consumer value increases. Socially 
responsible firms support consumer choice by 

following the laws that prevent anticompetitive 
behavior such as predatory pricing, collusion, and 
monopolies.

 ■ The Right to Be Heard: Socially responsible compa-
nies make it easy for consumers to express legitimate 
complaints. They also develop highly trained 
customer service people to respond to complaints. 
In fact, smart businesses view customer complaints 
as an opportunity to create better products and 
stronger relationships. Statistics suggest that 1 in 
50 dissatisfied customers takes the time to complain. 
The other 49 quietly switch brands. By soliciting 
feedback, you’re not only being responsible but also 
building your business.9

How Would You Judge the Actions of These Firms?10

The Clorox Company In early 2008, Clorox introduced a line of  “99% 
natural” cleaning products called Green Works. This was the first such 
effort from a major consumer products company, and also the first time 
that the Sierra Club endorsed a product line by allowing the use of its logo 
on the labels. In return, Clorox makes an annual contribution to the Sierra 
Club, the amount based on total Green Works sales. 

Enron/Arthur Andersen (now defunct) Enron, once hailed as 
a shining example of corporate excellence, collapsed in late 2001 due 
to massive accounting fraud, which bilked employees and other small 
investors out of millions of dollars. Arthur Andersen, hired to audit Enron’s 
accountings, participated in the scandal by masking the issues and shred-
ding documents containing potential evidence.

Facebook For one week in 2012, Facebook changed the content mix  
in the News Feeds of more than half a million users—without asking  
their permission—in an effort to gauge their emotional response. While 
the manipulation was covered under Facebook’s terms of service, many 
users were outraged at what they considered an unethical psychological 
experiment without their permission.  Facebook COO Sheryl Sandberg 
issued a classic nonapology: “It was poorly communicated. And for  
that communication we apologize.” In actuality, the experiment was  
not communicated at all.

Bank of America After receiving $45 billion in taxpayer bailout funds, 
Bank of America sponsored a five-day carnival-like event outside the 2009 
Super Bowl stadium called the NFL Experience. The high-profile attraction 
included 850,000 square feet of sports games, plus marketing solicita-
tions for football-themed B of A banking products. The bank defended the 
event as an effective growth strategy, while critics blasted it as an abuse of 
taxpayer dollars.

Kraft As obesity among kids spirals out of control, Kraft has taken a brave 
stand: a pledge to stop advertising unhealthy—yet highly profitable—
foods to young children. Kraft also plans to eliminate in-school marketing 
and drop some unhealthy snacks from school vending machines. As the 
king of the food business, Kraft has chosen what’s right for kids over what’s 
right for its own short-term profits.

AIG After the U.S. government pulled AIG from the brink of bankruptcy 
in 2008 with a bailout that topped $182 billion, the AIG board of directors 
voted in early 2013 about whether to join a lawsuit against the govern-
ment, which claimed that the interest rate on the initial loan was excessive 
and the rescue was unfair to shareholders. Faced with public wrath and 
ridicule, they ultimately opted out of the lawsuit, but not before they 
further damaged their reputation among the general public.

ExhiBit 4.5 SOcIAL RESPONSIbILITY AT WORk

“ In this era of corporate 
scandals, we must refocus our 
energies on corporate ethics 
and encourage individuals to 
report wrongdoing.”

— j O R D A N  T h O m A S ,  c h A I R ,  
W h I S T L E b L O W E R  R E P R E S E N T A T I O N  

P R A c T I c E ,  L A b A T O N  S U c h A R O W
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Delivering quality products is another key 
component of social responsibility to consum-
ers. Planned obsolescence—deliberately 
designing products to fail in order to shorten 
the time between consumer repurchases— 
represents a clear violation of social responsi-
bility. In the long term, the market itself weeds 
out offenders. After all, who would repurchase 
a product that meets a premature end? But in 
the short term, planned obsolescence thins 
consumer wallets and abuses consumer trust.

When businesses do make mistakes, 
apologizing to consumers won’t guarantee 
renewed sales. But a sincere apology can defi-
nitely restore a company’s reputation, which 
can ultimately lead to greater profits. Three ex-
amples make this point clear:

■  Going with the Flow: In late 2010, Johnson 
& Johnson discontinued the popular o.b. 
Ultra tampons. Loyal users stripped the 
shelves of remaining stock (bidding the 
price of a box of Ultras up to more than $100 on eBay) 
and bombarded the manufacturer with complaints. In 
late 2011, Johnson & Johnson announced that Ultras 
would be back on shelf by late 2012, and offered an 
apology video rife with every cliché imaginable, includ-
ing a handsome, male singer. The music video was 
customizable; viewer names appeared throughout the 
video, and the video closed with a coupon offer. The 
video represented a masterful attempt to regain loyalty 
for a product that had yet to reappear on the shelf.11

Investors count on companies to spend money wisely and 
fully disclose all key facts.

■  Apple Angst: Apple introduced the iPhone on June 
29, 2007, to rave reviews and stellar sales, despite the 
$599 price tag. But two months later, Apple dropped 
the price of the phone by $200 to expand the user 
base further. Not surprisingly, early adopters were 
livid—why, they demanded, did Apple repay their 
trust and support by ripping them off? CEO Steve Jobs 
quickly apologized and offered every $599 iPhone 
customer a $100 Apple store credit. The response 
seemed to work. In 2008, Apple’s ranking in the 
American Customer Satisfaction Index climbed 8%, a 
full 10 percentage points ahead of its nearest com-
petitor, maintaining a dramatic lead through 2011.12

■  More Apple Angst: In September 2012, Apple released 
an updated version of its mobile Maps program, 
which iPhone users quickly realized was a hot mess 
that  featured too many wrong directions, misplaced 

 locations, and bizarre satellite images. CEO Tim Cook 
sent a contrite apology to  customers, but basically 
referred them to archrival Google Maps, after  
acknowledging that Apple’s Maps was not up to 
par. He ended the apology with some puffery about 
how Apple aims to make all their products “the best 
in the world.” The following Christmas, iPhone sales 
underperformed analyst expectations and the stock 
price plummeted, which may have been completely 
unrelated to the Maps debacle.13

■  Even More Apple Angst:  In 2015, Apple demon-
strated that actions speak louder than words—and 
actions taken quickly enough can mitigate the need 
for an apology altogether. When Taylor Swift boycot-
ted the company’s new music streaming service 
after the company announced it wouldn’t pay artists 
during a free three-month trial period, Apple made a 
quick fix by reversing the policy and announcing the 
change on Twitter: “#AppleMusic will pay artist for 
streaming, even during customer’s free trial period,” 
and a minute later, “We hear you @taylorswift13 and 
indie artists. Love, Apple.”

 Responsibility to  Investors: Fair  Stewardship 
and Full  Disclosure  
The primary responsibil-
ity of business to inves-
tors is clearly to make 
money—to create an on-
going stream of profits. 
But companies achieve 

Investors count on companies to spend money wisely 
and fully disclose all key facts.
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planned obsolescence  
The strategy of deliberately 
designing products to fail in order 
to shorten the time between 
purchases.
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and maintain long-term earnings in the context of re-
sponsibility to all stakeholders, which may mean trading 
short-term profits for long-term success. Responsibility to 
investors starts by meeting legal requirements, and in the 
wake of recent corporate scandals, the bar is higher than 
ever. The 2002 Sarbanes-Oxley Act limits conflict-of-
interest issues by restricting the consulting services that 
accounting firms can provide for the companies they 
audit. Sarbanes-Oxley also requires that financial officers 
and CEOs personally certify the validity of their financial 

statements. (See Chapter 8 
for more detail on the 
Sarbanes-Oxley Act.)

But beyond legal re-
quirements, companies 
have a number of addi-
tional responsibilities to 
investors. Spending money 
wisely would be near the 
top of the list. For instance, 
are executive retreats to 
the South Pacific on the 
company tab legal? They 
probably are. Do they rep-
resent a responsible use 
of corporate dollars? Now 
that seems unlikely. Hon-
esty is another key respon-
sibility that relates directly 

to financial predictions. No one can anticipate exactly how 
a company will perform, and an overly optimistic or pessi-
mistic assessment is perfectly legal. But is it socially respon-
sible? It probably isn’t, especially if it departs too far from 
the objective facts—which is, of course, a subjective call.

Responsibility to the Community: Business 
and the Greater Good Beyond increasing every-
one’s standard of living, businesses can contribute to so-
ciety in two main ways: philanthropy and responsibility. 
Corporate philanthropy includes all business dona-
tions to nonprofit groups, including both money and 
products. The Giving USA Foundation reported that total 
corporate donations increased 13.7% in 2014, a banner 
year for giving across all sources (perhaps due to the im-
proved economy).15 Corporate philanthropy also includes 
donations of employee time; in other words, some com-
panies pay their employees to spend time volunteering 
at nonprofits. Patagonia, for example, allows workers after 
one year of service to apply for two-month internships 
with environmental not-for-profits, during which time 
they’re still paid by Patagonia.16

Some companies contribute to nonprofits through 
cause-related marketing. This involves a partnership 
between a business and a nonprofit, designed to spike 
sales for the company and raise money for the nonprofit. 
Unlike outright gifts, these dollars are not tax deductible 
for the company, but they can certainly build the com-
pany’s brands.

Profits and So Much More
If the corporation you’re dealing with does not have profits as 
a first priority, it may well be a B-Corp, or benefit corporation.  
B-Corps are a new corporate structure that value profits, but 
not more than other priorities such as employees, suppliers, 
the community, and the environment.  Benefit corporations 
do not receive special tax treatment, but B-Corp status, like 
the food producer’s organic certification, can offer a real 
advantage, especially for firms competing in crowded markets.  
It can also keep companies focused on what makes them 
different, especially since firms must undergo comprehensive 
annual audits to keep their status.  Current B-Corps fall across 
a range of industries and include businesses of all different 
sizes. One example is St. Paul, Minnesota’s Sunrise Banks, which 
“seeks to radically change the way urban communities and 
underserved people thrive by empowering them to achieve 
their aspirations.” More than 60% of Sunrise’s loans are made 
in low- and moderate-income communities, supporting 

affordable housing, small business development, and nonprofit 
organizations. The company also pays all employees a living 
wage and offers paid time off for volunteer service. Indeed, 
Sunrise is a benefit corporation that puts the community at the 
top of its priority list.14
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Sarbanes-Oxley Act  
Federal legislation passed in 2002 
that sets higher ethical standards 
for public corporations and 
accounting firms. Key provisions 
limit conflict-of-interest issues 
and require financial officers and 
CEOs to certify the validity of their 
financial statements.

corporate philanthropy  
All business donations to nonprofit 
groups, including money, 
products, and employee time.

cause-related marketing  
Marketing partnerships between 
businesses and nonprofit 
organizations, designed to spike 
sales for the company and raise 
money for the nonprofit.
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Corporate responsibility  
relates closely to philanthropy but 
focuses on the actions of the busi-
ness itself rather than donations of 
money and time. In 2013, Starbucks 
announced a strategic commit-
ment to hire and develop at least 
10,000 U.S. military veterans and 
active-duty spouses over the next 
five years, in response to its record 
growth. Taking a different approach 
to corporate responsibility, A to Z 
Wineworks in Oregon pays its work-
ers 43% over the local living wage 
and guarantees its growers fair 
prices in both good and bad years. 
Starbucks pays its suppliers a pre-
mium for “ethically sourced” coffee. 
A fair portion of the price must get to the farmers, and 
measures are in place to ensure safe and humane work-
ing conditions. The policies of each of these corporations 
ultimately benefit society as a whole.17

Responsibility to the Environment Protecting 
the environment is perhaps the most crucial element 
of responsibility to the community. Business is a huge 
consumer of the world’s limited resources, from oil, to 
timber, to fresh water, to minerals. In some cases, the 
production process decimates the environment and 
spews pollution into the air, land, and water, sometimes 
causing irreversible damage. And the products created 

by business can cause pollution as  
well, such as the smog generated 
by cars and the sometimes-toxic 
waste caused by junked electronic 
parts.

The government sets mini-
mum standards for environmental 
protection at the federal, state, and 
local levels. But a growing number 
of companies are going further, 
developing innovative strategies 
to build their businesses while 
protecting the environment. Many 
have embraced the idea of sus-
tainable development: do-
ing business to meet the needs of 
this generation without harming 
the ability of future generations to 

meet their needs. This means weaving environmentalism 
throughout the business decision-making process. Since 
sustainable development can mean significant long-term 
cost savings, the economic crisis may even push forward 
environmentally friendly programs.

The results of sustainability programs have been im-
pressive across a range of industries. McDonald’s, for in-
stance, produces mountains of garbage each year, as do 
virtually all major fast-food chains. But the Golden Arches 
stands above the others in its attempts to reduce the prob-
lem. Following are some encouraging statistics:

 ■  By the end of 2008, McDonald’s UK was recycling 
100% of its used cooking oil for biodiesel to fuel de-
livery trucks. This equates to 1,500 family cars being 
removed from the road each year.

 ■ On average, U.S. company-owned McDonald’s restau-
rant recycles more than 17 tons of  corrugated card-
board per year and approximately 13,000 pounds of 
used cooking oil per year.18

Reducing the amount of trash is better than recycling, 
but recycling trash clearly beats dumping it in a landfill. 
McDonald’s participates in 
this arena as well, through 
their extensive recycling 
programs, but more im-
portantly as a big buyer of 
recycled products.

Taking an even 
broader perspective, some 
firms have started to mea-
sure their carbon foot-
print, with an eye toward 

Protecting the environment has become 
the most crucial element of responsibility 
to businesses across the globe.
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“ Consumers, investors, 
entrepreneurs, and 
policymakers have 
recognized that 
business is the most 
powerful man-made 
force on the planet 
and it can be used as 
a powerful force for 
good.”

— j AY  c O E N ,  f O U N D E R  
O f  b - L A b

corporate responsibility  
Business contributions to the 
community through the actions 
of the business itself rather than 
donations of money and time.

sustainable development  
Doing business to meet the needs 
of the current generation, without 
harming the ability of future 
generations to meet their needs.
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reducing it. Carbon footprint refers to the amount of 
harmful greenhouse gases that a firm emits throughout 
its operations, both directly and indirectly. The ultimate 
goal is to become carbon neutral—either to emit zero 
harmful gases or to counteract the impact of emissions 
by removing a comparable amount from the atmosphere 
through projects such as planting trees. Dell Inc. became 
fully carbon neutral in mid-2008, fulfilling its quest to 
become “the greenest technology on the planet.” More 
recently, PepsiCo calculated the carbon footprint for its 
Tropicana orange juice brand and was surprised to learn 
that about a third of its emissions came from applying fer-
tilizer to the orange groves. According to the  Conference 
Board, business leaders have begun to see their carbon 
footprint—both measurement and reduction—as a bur-
geoning opportunity.19 Many large corporations track 
three different types of emissions. The first, called Scope 1, 
refers to direct emissions produced by corporate opera-
tions. The second, called Scope 2, refers to emissions that 
result from purchased electricity, heat, and steam. Scope 3 
emissions, which are more complex to track, are emissions 
that occur outside a company’s boundary, but over which 
it has some control. This category includes areas such as 
employee  commutes, supplier  emissions, and product-
use emissions. When Stonyfield Farms, maker of organic 
yogurt and other dairy products, examined their Scope 3 
emissions, they came to the rather startling (and some-
what gross!) conclusion that most of their emissions 
did not come from manufacturing or transporting their 
products, but from the methane gas produced by the 
cows back at their suppliers’ farms! Interest in Scope 3 
emissions is still somewhat new but seems sure to grow 
as environmental accounting methods become more  
sophisticated.20

A growing number of companies use green 
marketing to promote their businesses. This means 
marketing environmental products and practices to gain 
a competitive edge. Patagonia, for example, markets 
outdoor clothing using 100% organic cotton and natu-
ral fibers such as hemp. But green marketing represents 

a tough challenge: while 
most people support the 
idea of green products, 
the vast majority won’t 
sacrifice price, perfor-
mance, or convenience to 
actually buy those prod-
ucts. Sometimes, how-
ever, green marketing can 
be quite consistent with 
profitability. The Toyota 

Sorry! So, So Sorry!
Why is it so compelling to watch the rich and powerful 
squirm? It’s hard to explain, but when CEOs of big 
companies apologize for their mistakes, people 
love to watch, and their apologies often go 
viral.  Sometimes the apologies are sincere 
and heartfelt and everyone moves on, and 
sometimes they become targets of ridicule.  
Here are a few noteworthy examples. You 
be the judge.

 ■ In 2013, Chip Wilson, former CEO and 
co-founder of Lululemon, stated to the 
press that “some women’s bodies just 
don’t actually work” for Lululemon’s yoga 
pants. He apologized via a YouTube video in 
which he declared, “I’m really sad. I’m sad for the 
repercussions of my actions.” He didn’t even bother to 
address his offended customers.

 ■ In mid-2014, Snapchat founder and CEO Evan Spiegel 
was dismayed to learn that graphic emails from his party 
days as a Stanford undergrad were published online. In 
them, Spiegel wrote about getting sorority girls drunk 
and peeing on his date, among other offensive stories. 
In response, he issued a statement saying, “I’m obviously 
mortified and embarrassed that my idiotic emails during 
my fraternity days were made public. I have no excuse. 
I’m sorry I wrote them at the time and I was jerk to have 
written them. They in no way reflect who I am today or 
my views towards women.”
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carbon footprint Refers 
to the amount of harmful 
greenhouse gases that a firm 
emits throughout its operations, 
both directly and indirectly.

green marketing  
Developing and promoting 
environmentally sound 
products and practices to gain a 
competitive edge. (Continued)
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Prius hybrid car offers an interesting example. The Prius 
costs several thousand dollars more than a standard car, 
but as gas prices skyrocketed through the summer of 
2008, consumers flooded the dealerships, snapping up 
Prius hybrids faster than Toyota could ship them. Yet, 
when the economy dropped in late 2008, Toyota sales 
plummeted along with the rest of the industry, suggest-
ing that the environment may be a fair-weather prior-
ity for consumers. But by 2012, Prius sales again were 
soaring, especially with the introduction of the plug-in 
hybrid version.22

 4-5  EThIcS AND SOcIAL 
RESPONSIbILITY IN ThE GLObAL 
ARENA: A hOUSE Of mIRRORS?

Globalization has made ethics and social responsibility even 
more complicated for workers at every level. Bribery and 
corruption are among the most challenging issues faced by 
companies and individuals that are involved in international 
business. Transparency International, a leading anticorrup-
tion organization, published its yearly index of “perceived 
corruption” across 168 countries in 2015. No country scored 
a completely clean 100 out of 100, and the United States 
scored a troubling 76, which was quite a bit higher than 
India at 38 and China at 37, but lower than most of the 
European countries that dominated the top of the list. Not 
surprisingly, the world’s poorest countries fall largely in the 
bottom half of the index, with African and Central Asian 
countries clustered at the very bottom, suggesting that 
rampant corruption is part of their business culture.23

Corruption wouldn’t be possible if companies didn’t 
offer bribes, so Transparency International also researched 
the likelihood of firms from industrialized countries to pay 
bribes abroad. The 2011 results indicated that firms from 
export powers Russia, China, and Mexico rank among the 
worst, with India following close behind. U.S. corporations, 
forbidden to offer bribes since 1977 under the Foreign 

Cheaters Never Prosper…or Do They?
Most people looking for love online start with traditional 
dating sites such as Match.com and OkCupid or geolocated 
apps such as Tinder. But a married person seeking an affair 
might be drawn to Ashley Madison, which promotes itself 

as the world’s leading married dating service for discreet 
encounters. Not one to beat around the bush, Ashley Madison 
points to its intended use right in its slogan: “Life is short, have 
an affair.” In 2015, hackers leaked data on more than 30 million 
Ashley Madison accounts, revealing that many users had—not 
surprisingly—registered using their work email addresses. Also 
not surprisingly, researchers who analyzed the hacked data 
concluded that the companies with the most employees who 
signed up for Ashley Madison also had a higher propensity for 
unethical behavior. But that’s not the whole story. Companies 
with more Ashley Madison users tended to take more risks, be 
more innovative, and put more resources into research and 
development. They also had more successful patent applica-
tions, higher patent citations, more patent diversity, and higher 
patent payouts. According to the Wall Street Journal’s Justin 
Lahart, “It seems people who have to come up with creative 
excuses to their spouses may be creative in more positive 
aspects of life, too.”24
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 ■ Two days after Volkswagen was faulted for using  
software to cheat an industry-standard emissions 
test, CEO Martin Winterkorn declared that he was 
deeply sorry and that the company would “do ev-
erything necessary to reverse the damage this has 
caused. This matter has first priority for me, person-
ally.” First priority apparently wasn’t enough to save 
Winterkorn’s job, since the maligned CEO resigned 
soon after. Winterkorn announced that he would 
accept responsibility to clear the way for a fresh start 
for the company and win back the public’s trust. Only 
time will tell if Winterkorn’s resignation wins back 
sales for Volkswagen, which saw its stock tank after 
the emissions scandal broke.21
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Corrupt Practices Act, showed a 
disturbing inclination to flout the 
law. In fact, in 2012, Avon Corpora-
tion was accused of bribing Chinese 
officials to gain a permit to engage 
in direct sales, Walmart was ac-
cused of bribing Mexican officials to 
speed development of their stores 
in Mexico, and Ralph Lauren Cor-
poration was accused of bribing 
Argentine customs officials to al-
low merchandise into that country. 
Other U.S. corporations that have 
recently found themselves in the crosshairs of government 
bribery investigations include Johnson & Johnson, Hewlett-
Packard, and Disney. Overall, the United States scored 8.1 
out of a possible 10, falling well below many Western 
European countries.26

These statistics raise some thought-provoking 
 questions:

■  When does a gift become a 
bribe? The law is unclear, and 
perceptions differ from country 
to country.

■  How can corporations monitor 
corruption and enforce corporate 
policies in their foreign branches?

■  What are other ways to gain a 
competitive edge in  countries 
where bribes are both 
accepted and expected?

Other challenging issues re-
volve around business responsibility to workers abroad. 
At minimum, businesses should pay a living wage for rea-
sonable hours in a safe working environment. But exactly 
what this means is less clear-cut. Does a living wage mean 
enough to support an individual or a family? Does “support” 
mean enough to subsist day to day or enough to live in 
modest comfort? Should American businesses ban child 

Choosing Between a Loaf of Bread  
and a Packet of Shampoo
Three-quarters of the world’s population—nearly 4 billion 
people—earn less than $2 per day. But C. K. Prahalad, a well-
respected consultant and economist, claims that if the “aspira-
tional poor” had a chance to consume, they could add about 
$13 trillion in annual sales to the global economy. Unilever, 
a global marketing company headquartered in Europe, has 
aggressively pursued this market with consumer products. Their 
customers might not have electricity, running water, or even 
enough for dinner, but many of them do have packets of Sunsilk 
shampoo and Omo detergent. Unilever’s success stems from 
local knowledge gained over decades operating in developing 
markets—Unilever has been in Indonesia since 1933 and India 

since 1888. Electronics companies have experienced marketing 
success as well. In Dharavi, for instance—one of the largest urban 
slums in India—more than 85% of households own a television.

Critics suggest that the corporate push to reach impoverished 
consumers will enrich multinationals at the expense of their cus-
tomers, representing exploitation of the world’s poorest people. 
Ashvin Dayal, East Asia director for the antipoverty group Oxfam 
UK, expressed concern to Time magazine that corporate mar-
keting might unseat locally produced products or encourage 
overspending by those who truly can’t afford it. Citing heavily 
marketed candy and soda, he points out that “companies have 
the power to create needs rather than respond to needs.”

But Prahalad counters that many people at the bottom of the 
economic pyramid accept that some of the basics—running  
water, for instance—are not likely to ever come their way. 
Instead, they opt to improve their quality of life through afford-
able “luxuries,” such as single-use sachets of fragrant shampoo. 
He argues that “It’s absolutely possible to do very well while 
doing good.” Furthermore, he suggests that corporate market-
ing may kick-start the poorest economies, triggering entrepre-
neurial activity and economic growth. Since globalization shows 
no signs of slowing, let’s hope that he’s right.25

What do you think? Is targeting the poor with consumer goods 
exploitation or simply smart marketing?iS
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In 2014, the Chinese 
government declared 
a “war on pollution” in 
response to devastating 
levels of air pollution, 
water pollution, and 
rapid water depletion.

— c h I N A  O U T L O O k
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labor in countries where families depend on their children’s 
wages to survive? Companies must address these ques-
tions individually, bringing together their own values with 
the laws of both the United States and their host countries.

The most socially responsible companies establish codes 
of conduct for their vendors, setting clear policies for human 
rights, wages, safety, and environmental impact. In 1991, 
Levi Strauss became the first global company to establish a 
comprehensive code of conduct for its contractors. Over the 
years, creative thinking has helped it maintain its high stan-
dards, even in the face of cultural clashes. An example from 
Bangladesh, outlined in the Harvard Business Review, illustrates 
its preference for win-win solutions. In the early 1990s, Levi 
Strauss “discovered that two of its suppliers in Bangladesh 
were employing children under the age of 14—a practice 
that violated the company’s principles but was tolerated in 
Bangladesh. Forcing the suppliers to fire the children would 
not have ensured that the children received an education, 
and it would have caused serious hardship for the families de-
pending on the children’s wages. In a creative arrangement, 
the suppliers agreed to pay the children’s regular wages while 
they attended school and to offer each child a job at age 14. 
Levi Strauss, in turn, agreed to pay the children’s tuition and 
provide books and uniforms.” This creative solution allowed 
the suppliers to maintain their valuable contracts from Levi 
Strauss, while Levi Strauss upheld its values and improved the 
quality of life for its most vulnerable workers.27

Clearly, codes of conduct work best with monitoring, 
enforcement, and a commitment to finding solutions that 
work for all parties involved. Gap Inc. offers an encourag-
ing example. In 1996, Gap published a rigorous Code of 
Vendor Conduct and required compliance from all of its 
vendors. Its vendor-compliance officers strive to visit each 
of its 3,000 factories at least once a year. The company has 
uncovered a troubling number of violations, proactively 
pulling contracts from serious violators and rejecting bids 
from suppliers who don’t meet its standards.

Gap and Levi Strauss seem to be doing their part, but 
the world clearly needs universal standards and universal en-
forcement to ensure that the benefits of globalization don’t 
come at the expense of the world’s most vulnerable people.28

 4-6  mONITORING EThIcS AND  
SOcIAL RESPONSIbILITY:  
WhO IS mINDING ThE STORE?

Actually, many firms are monitoring themselves. The pro-
cess is called a social audit, which is a systematic eval-
uation of how well a firm is meeting its ethics and social 
responsibility objectives. Establishing goals is the starting 
point for a social audit, but the next step is to determine 
how to measure the achievement of those goals, and mea-
surement can be a bit tricky. As You Sow, an organization 
dedicated to promoting corporate social responsibility, 
recommends that companies measure their success by 
evaluating a “double bottom line,” one that accounts for tra-
ditional financial indicators, such as earnings, and one that 
accounts for social-responsibility indicators, such as com-
munity involvement.

Other groups are watching as well, which helps keep 
businesses on a positive track. Activist customers, inves-
tors, unions, environmentalists, and community groups 
all play a role. In addition, the threat of government leg-
islation keeps some industries motivated to self-regulate. 
One example is the entertainment industry, which uses a 
self-imposed rating system for both movies and TV, largely 
to fend off regulation. 
Many people argue that 
the emergence of salads at 
fast-food restaurants rep-
resents an effort to avoid 
regulation as well.

social audit A systematic 
evaluation of how well a firm 
is meeting its ethics and social 
responsibility goals.

Clearly, the primary goal of any business is to earn long-term 
profits for its investors. But profits alone are not enough. As 
active participants in society, firms must also promote ethical 
actions and social responsibility throughout their organiza-
tions and their corresponding customer and supplier networks. 
Although every area matters, a few warrant special mention:

 ■ In tough economic times, effective business leaders focus 
more than ever on integrity, transparency, and a humane 

approach to managing the workforce—especially during 
cutbacks.

 ■ Building or maintaining a presence in foreign markets 
requires particularly careful attention to human rights and 
local issues.

 ■ Sustainable development and other environmentally sound 
practices are not only fiscally prudent and customer-friendly 
but also crucial for the health of our planet.

The Big Picture
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STUDY TOOLS 4

Ethics Officer

Work with senior management to provide leadership, advice, 
and guidance in all matters pertaining to ethics, including 
training, enforcement, financial disclosure, and gift rules. Ensure 
that the company’s code of ethics remains in strict compliance 
with all relevant laws. Model the highest standards of honesty 
and personal ethics at all times to foster an ethical climate in the 
organization. Arrange and facilitate employee ethics training. 

Work with HR to examine ethics complaints and to ensure that 
all investigations of employee misconduct are handled fairly and 
promptly. Assist in the resolution of ethical dilemmas wherever 
needed throughout the 
organization. For more 
information on this 
career and other possible 
careers in ethics, check 
out Career Transitions.

Careers in Business Ethics  
and Social Responsibility
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Remember to visit  

PAGE 89  
for additional 

STUDY TOOLS

5 Business Communication:
Creating and Delivering Messages  
that Matter

LEARNING ObjEcTIvES
After studying this chapter, you will be able to:

 5-1 Explain the importance of excellent business communication

 5-2 Describe the key elements of nonverbal communication

 5-3 Compare, contrast, and choose effective communication channels

 5-4 Choose the right words for effective communication

 5-5 Write more effective business memos, letters, and emails

 5-6 Create and deliver successful verbal presentations

So what exactly are “excellent communication skills”? 
Many students believe that great business communica-
tion equates to a knack for speaking or a flair for writing. 
But if that’s where you stop, you’re likely to hit a brick wall 
again and again as you attempt to achieve your goals. Ef-

fective communication 
happens only when you  
transmit meaning—relevant  
 meaning—to your audience.

Communication must be dynamic, fluid, and two-
way, which includes listening. Seeking and understand-
ing feedback from your audience—and responding 
 appropriately—form the core of successful business 
communication. And it isn’t as easy as you may think. 
American novelist Russell Hoban neatly summarized the 
issue: “When you come right down to it, how many peo-
ple speak the same language even when they speak the 
same language?”

 5-1 ExcELLENT cOmmUNIcATION SkILLS: YOUR INvISIbLE ADvANTAGE

Much of your success in business will depend on your ability to 
influence the people around you. Can you land the right job? Close the 
deal that makes the difference? Convince the boss to adopt your idea? 
Motivate people to buy your products? Excellent communicators are 
not only influential but also well liked, efficient, and effective. Great 
communication skills can dramatically boost your chance for success, 
while poor communication skills can bury even the most talented people.

communication The 
transmission of information 
between a sender and a recipient.
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“ If a leader can’t get a message 
across clearly, and motivate 
others to act on it, then having a 
message doesn’t even matter.”

— G I L b E R T  A m E L I O ,  c E O ,  j A z z 
S E m I c O N D U c T O R  c O R P.

5-1a  Communication Barriers:  
“That’s Not What I Meant!”

Why is effective communication so challenging? The key 
issue is noise, which is any interference that causes the 
message you send to be different from the message your 
audience understands. Some experts define noise in terms 
of communication barriers, which arise in a number of 
different forms. As you read the definitions, keep in mind that 
with a bit of extra effort, most are surmountable, and we’ll 
discuss strategies and tips as we move through the chapter.

 ■ Physical Barriers: These can range from a docu-
ment that looks like a wall of type, to a room that’s 
freezing cold, to chairs in your office that force your 
visitors to sit at a lower level than you.

 ■ Language Barriers: Clearly, if you don’t speak the 
language, you’ll have trouble communicating. But even 
among people who do share the same language, slang, 
jargon, and regional accents can interfere with meaning.

 ■ Body Language Barriers: Even if your words are 
inviting, the wrong body language can alienate and 
distract your audience so completely that they sim-
ply won’t absorb the content of your message.

 ■ Perceptual Barriers: How your audience perceives 
you and your agenda can create a significant obstacle 
to effective communication. If possible, explore their 
perceptions—both positive and negative—in advance!

 ■ Organizational  
Barriers: Some 
companies have built-in 
barriers to effective com-
munication, such as an 
unspoken rule that the 
people at the top of the 
organization don’t talk 
to the people at the bot-
tom. These barriers are 
important to understand 
but hard to change.

noise  Any interference that 
causes the message you send to be 
different from the message your 
audience understands.

communication barriers  
Obstacles to effective 
communication, typically defined 
in terms of physical, language, 
body language, cultural, 
perceptual, and organizational 
barriers.
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 ■ Cultural Barriers: These can include everything from 
how you greet colleagues and establish eye contact 
to how you handle disagreement, eat business meals, 
and make small talk at meetings. As globalization gains 
speed, intercultural communication will become 
increasingly pivotal to long-term business success. 
Identifying and understanding communication barriers 
is a vital first step toward dismantling them in order to 
communicate more effectively with any audience.

 5-2  NONvERbAL cOmmUNIcATION: 
bEYOND ThE WORDS

Most of us focus on what we want to say, but how we 
say it matters even more. In fact, studies cited in The 

Wall Street Journal’s Ca-
reer Journal suggest that 
during face-to-face com-
munication, only 7% of 
meaning comes from 
the verbal content of the 
message—38% comes 
from tone of voice, and 
55% comes from body 
language such as facial 
expressions, gestures, and 
posture.2

The goal of nonverbal communication should 
be to reinforce the meaning of your message. Random 
facial expressions and  disconnected body language—
arbitrary arm thrusts, for example—are at best distracting, 
and at worst clownish. But strong, deliberate nonverbal 
communication can dramatically magnify the impact of 
your messages. Here are a few examples of how this can 
work (but keep in mind that these examples do not neces-
sarily translate from culture to culture):

 ■ Eye Contact: Within American culture, sustained eye 
contact (different from a constant cold stare) indicates 
integrity, trust, and respectful attention, whether you’re 
communicating with a subordinate, a superior, or a peer.

 ■ Tone of Voice: Variation is the key to effective-
ness, since paying attention to a monotone takes 
more concentration than most people are willing to 
muster. Also, even when you’re angry or frustrated, 
try to keep your voice in a lower pitch to encourage 
listeners to stay with your message.

 ■ Facial Expressions: People vary widely in terms 
of how much emotion they show on their faces, but 
virtually everyone communicates, whether or not 
they know it, through a wide range of expressions 
that include shy smiles, focused frowns, clenched 
jaws, squinted eyes, and furrowed brows.

 ■ Gestures and Posture: How you handle your body 
speaks for you. For example, leaning forward can 

If You See It in the News, It’s Got to Be True…Psych!!!
With increased globalization, more and more businesses 
depend on world events, filtered through the news, to guide 
their decision making. Millions of dollars hang in the balance, 
so the credibility of the news is crucial. But since mock news 
programs and websites enjoy more popularity than ever, 
business decision makers must make sure that they are in on 
the joke instead of the butt of the joke, which can’t be as easy 
as it sounds, given the number of times legitimate news outlets 
and high-profile individuals have mistaken stories on The Onion 
website, a blatantly farcical mock news site, as real news. Some 
examples:

■ China’s People’s Daily Online exuberantly reported that North 
Korea’s short, pudgy leader, Kim Jong-un, was the “Sexiest 
Man Alive” based on a fake story in The Onion. 

 ■ During the government shutdown of 2013, a Fox News 
co-host falsely stated that President Obama offered to pay 
out of his own pocket for the museum of Muslim culture, a 

claim that originated from another satire website called the 
National Report.

 ■ On April Fool’s Day 2016, Yahoo’s news service published an 
article reporting that Trader Joe’s would close its more than 
450 grocery stores in 2017. Furious Trader Joe’s fans took to 
Twitter in a firestorm of fury and outrage—even though the 
end of the article clarified that it was just a joke.

The lesson here is NOT 
that you shouldn’t believe 
everything you read, but 
rather that if something 
seems too silly to be true, it 
may not be, and it certainly 
merits further investiga-
tion. Otherwise, it may be 
the jokers who get the last 
laugh!1

intercultural 
communication  
Communication among people with  
differing cultural backgrounds.

nonverbal communication  
Communication that does not use 
words. Common forms of nonverbal 
communication include gestures, 
posture, facial expressions, tone of 
voice, and eye contact.
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Sometimes You’ve Just Gotta Stick with the Man…
Not so long ago, postmen delivered the mail, waitresses served 
restaurant food, and stewardesses staffed airplanes. But today 
we have mail carriers, food servers, and flight attendants. In a 
sweeping effort to be more inclusive, entire industries and state 
governments have revamped their language to be more gender 
neutral, rather than assuming that certain positions or words 
are gender specific. Typically, the first step is to replace every 
“he” with “he or she”; then “he or she” must be interchanged 
with “she or he” to ensure that neither gender gets precedence. 
The final step is to replace words that are unnecessarily gender 
specific. A few more examples:

 ■ Policeman becomes police officer

■ Fisherman becomes fisher

 ■ Congressman becomes congressional representative

 ■ Mailman becomes mail carrier

 ■ Chairman becomes chair

 ■ Penmanship becomes handwriting

 ■ Freshman becomes first-year student

 ■ Watchman becomes security guard

 ■ Waitress becomes server

 ■ Stewardess becomes flight attendant

 ■ Fireman becomes firefighter

But not every word has an easy fix. When Washington state 
officials revamped the Washington state code, they could not 
find a suitable replacement for manhole, airman, or man lock, 
so they left them as is, for the time being. Many people object 
to spending time and money on this kind of project in a time of 
many other pressing needs, but advocate Liz Watson explains, 
“Words matter. Words help shape our perceptions about what 
opportunities are available to women and men.”3

indicate interest, shrugging can suggest a lack of 
authority, and fidgeting can imply either impatience 
or nervousness. To increase the power of your mes-
sage, both your gestures and your posture should be 
confident, open, and coherent.

When disgraced cyclist Lance Armstrong confessed to 
doping in a 2013 interview with Oprah Winfrey, body lan-
guage expert Tonya Reiman noticed that despite the confi-
dence of his words, he betrayed anxiety nonverbally by not 
meeting Ms. Winfrey’s eyes, biting his lip, and repeatedly 
touching his face. She also pointed out that he “ ‘fig-leafed,’ or 
nervously covered his groin with his hands, several different 
times…That’s a sign of somebody who’s under pressure.”4 
Reiman has also pointed out that when people swallow hard 
after making strong assertions, they are clearly lying. As silly as 
it sounds, one of the easiest, most effective ways to improve 
your body language is to practice nonverbal communication 
in front of the mirror. Check out your gestures, notice your 
facial expressions, and focus on eye contact. If you have the 
time and ability, it’s also helpful (though humbling!) to video-
tape yourself delivering both a formal and informal message, 
and ask a trusted friend to dissect the results with you.

Accurately discerning the body language of others is 
another powerful business communication tool. But keep 
in mind that you must evaluate others in the context of 
common sense. When your boss keeps yawning, she may 
be bored, or she may just be tired. When your colleague 
crosses his arms, he may be indicating defensiveness, or he 
might just normally stand that way.

5-2a Active Listening: The Great Divider
How we listen (or don’t listen) also sends a high-impact, 
nonverbal message. In fact, an old Chinese proverb asserts 
that to listen well is as powerful a means of influence as to 
talk well. Those who do both are unstoppable.

Strong listening skills—active listening—play an ob-
vious role in business success. The higher you go in an organi-
zation, the more you find that 
people are listening. Hourly 
employees may spend 30% 
of their time listening, while 
managers often spend 60%, 
and executives might spend 

active listening Attentive 
listening that occurs when 
the listener focuses his or her 
complete attention on the 
speaker.
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75% or more. Interestingly, top salespeople also tend to 
spend about 75% of their communication time listening.5

According to the International Listening Association 
website, 85% of our learning is derived from listening, yet 
listeners are distracted, forgetful, and preoccupied 75% of 
the time. If listening is so crucial, why do most of us have 
such a hard time engaging completely? One reason may 
be that people listen at about 125 to 250 words per minute, 
but think at about 1,000 to 3,000 words per minute—that’s 
a significant gap. Common ways to fill the void include 
daydreaming, thinking about the past (e.g., last night), and 
planning for the future (e.g., later in the day).6

When you listen, try to use the extra thinking time to 
make yourself pay closer attention to the speaker. You’ll 
find that people tend to tell more to those who listen bet-
ter, so if you polish your listening skills, you’re also likely to 
buff up the quality of what you know and when you know 
it. Exhibit 5.1 highlights some listening dos and don’ts 
(specific to American culture).7

 5-3  chOOSE ThE RIGhT chANNEL:  
A RIch ARRAY Of OPTIONS

Figuring out the right way to send a message can be 
a daunting challenge, especially in light of the grow-
ing number of choices. The various options are called 
 communication channels. Understanding the impact 

of each channel will help 
you make the best decision 
regarding which to use.

Communication chan-
nels differ from one another 
in terms of how much infor-
mation—or richness—they 

communicate to the recipient. Exhibit 5.2 provides a brief 
overview of key channels. Other channels might include  
intranet postings, WebEx, Facebook, and instant messaging. 
Where would these additional channels fall on the spectrum? 
Why?

5-3a  Consider the Audience:  
It’s Not about You!

Clearly, the needs and expectations of your audience 
play a crucial role in your choice of communication chan-
nel. Even if the recipient’s preferences seem absurd—for 
example, we probably all know someone who refuses 
to check email or voice mail—remember that your first 
 priority is to communicate your message. If you send it 
through a channel that the audience doesn’t expect, un-
derstand, or like, you’ve crippled your chance for successful  
communication.

Analysis and consideration of your audience should 
also be a top priority after you choose your communi-
cation channel. Meeting the needs of your audience 
will give you a crucial edge in developing a message  
that works.

 5-4  PIck ThE RIGhT WORDS: IS 
ThAT cAR PRE-LOvED OR jUST 
PLAIN USED?!

Mark Twain once said, “The difference between the right 
word and almost the right word is the difference be-
tween lightning and the lightning bug.” Perhaps that’s a 
little extreme, but it may not be too far from the truth. In 

Listening Dos Listening Don’ts

Use your extra mental capacity to summarize (to yourself!) what the 
speaker is saying. Ask yourself: Why does this  matter? What’s the key point? 

Don’t even glance at your emails or text messages. You won’t fool anyone 
with those surreptitious peeks.

Take a few notes. It will not only help you concentrate but will also com-
municate to the speaker that his or her thoughts really matter. 

Don’t begin speaking the moment the person stops talking. Take a brief 
pause to indicate that you’re absorbing the message.

Listen with both your ears and your eyes. Notice any inconsistency between 
the speaker’s words and body language.

Don’t get overly comfortable. If your body is too relaxed, your mind may 
wander more easily.

Use nonverbal communication—nods, smiles, leaning forward—to indi-
cate interest in the speaker.

Don’t pick up your phone—or even look at your phone—when you’re 
listening. And whenever it’s practical, set your cell phone to vibrate when 
others are speaking.

Use verbal feedback and questions to indicate under standing and empa-
thy: “So you’re saying that…,” or “Why do you think that?”

Don’t interrupt or finish other people’s sentences. There are few better 
ways to cut off future communication.

   ExhiBit 5.1     TIPS fOR bETTER LISTENING

communication channels  
The various ways in which a 
message can be sent, ranging from 
one-on-one in-person meetings to 
Internet message boards.
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the business world, where your messages are compet-
ing with so many others for the all-too-limited attention 
of the recipient, the right words can encourage your 
audience to stay with you long enough to absorb your 
message.

5-4a Analyze Your Audience
To find the right words, begin with the needs of your audi-
ence. Consider:

 ■ Expectations: What kind of language do most peo-
ple use in the organization? Is it formal or informal? 
Is it direct or roundabout? Should you differ from the 
norm? Why or why not?

 ■ Education: The education level of the audience 
should drive the level of vocabulary and the com-
plexity of the message.

 ■ Profession: Some professions (e.g., website de-
velopment) are rife with jargon and acronyms. How 
should this influence your message?

5-4b Be Concise
Comedian Jerry Seinfeld once said, “I will spend an hour 
editing an eight-word sentence into five.”  While Jerry 
might be going a bit too far, it pays to be clear and concise 
in business communication. But don’t be concise at the ex-
pense of completeness; include all information that your 
audience may need. (It’ll save you time down the road.)

5-4c Avoid Slang
Unless you’re absolutely certain that your audience will 
understand and appreciate it, do not use slang in either 
written or verbal communication. The risk of unintentionally 
alienating yourself from your audience is simply too high.

Communication 
Channel Channel Richness When Should You Use This Channel?

Texting Very low: Because so many of us text 
with as few words as possible, your 
audience will pick up only the basics.

When your content is uncontroversial

When you want a quick response regarding relatively simple issues

When you know that your audience won’t be annoyed by it

Memos/Reports Very low: Your audience won’t gain 
any information from your tone or your 
body language.

When your content is uncontroversial

When you must reach a number of people with the same message

When you must communicate lengthy or detailed information

Email Very low: Here, too, your audience 
learns nothing beyond your words 
themselves.

When your content is uncontroversial

When you must reach a number of people with the same  message

Voice Mail Low: Your audience has the benefit of 
hearing your tone but not seeing your 
body language.

When your content is uncontroversial

When you don’t need a record of your message (but don’t  forget that the 
recipient can easily save or forward your voice mail)

Telephone 
 Conversation

Moderate: Your audience  benefits from 
hearing your tone and how it changes 
through the call.

When you need to either deliver your message or get a response quickly

When your content is more personal or controversial

When you need or want a spontaneous, dynamic dialogue with the recipient

Videoconferencing High: Especially with state-of-the-art 
equipment, the channel conveys much 
of the richness of actually being there.

When you need to reach multiple people with complex or high-priority content

When you need or want a spontaneous, dynamic dialogue with  
an audience that you cannot reach in person

In-Person 
 Presentation

High: Your audience directly experienc-
es every element of your communica-
tion, from verbal content, to tone, to 
body language.

When you need to reach a large audience with an important message

When you need or want to experience the immediate response of your 
audience

Face-to-Face  
Meeting

Very high: Your audience  experiences 
your full message even more directly.

When your message is personal, emotional, complex, or high-priority (but if 
the recipient might be volatile, consider using a less-immediate channel)

When you need or want instant feedback from your audience

   ExhiBit 5.2     cOmmUNIcATION chANNELS
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5-4d Avoid Bias
Intentionally or unintentionally, words can communicate 
biases that can interfere with your message, alienate your 
audience, and call your own character into question. As a 
result, you will be less effective in achieving the immediate 
goals of your communication (and possibly any future com-
munication as well). Three kinds of bias are  common.

Gender Bias Gender bias consists of words that suggest 
stereotypical attitudes toward a specific gender. Avoiding 

bias becomes tricky when 
you simply don’t know the 
gender of your audience, 
which often happens when 
you apply for a job in writ-
ing. The best solution, of 

course, is to find out the recipient’s name, but if you can’t 
do that, do not address your message to “Dear Sir” or “Dear 
Madam”; rather, use the title of the position (e.g., “Dear Hir-
ing  Manager”).

Another common challenge is to establish agreement 
in your sentences without creating gender bias. Consider 
the following example:

Ooops! Flushthatjobdownthetoilet
Common sense dictates that your work friends should not 
be your Facebook friends, especially if your private life 
is not suitable for your work realm (and in most cases—
even if it isn’t as racy as you might prefer—it simply isn’t 
appropriate), but you might be surprised to learn that Twitter 
grew more than 60% between 2012 and 2014. And unlike 
Facebook posts, tweets are in the public arena, which means 
that workers must know, understand, and carefully follow 
their companies’ social media policies, or risk fairly certain 
consequences. Job seekers should be particularly careful 
about what they post on social media. 

Forty-three percent of employers use social networking 
sites to research job candidates, according to a 2014 Career-
Builders.com national survey, and 51% of them said they’ve 
found content that caused them to not hire the candidate.  
Here are some of the key reasons: 

■ Job candidate posted provocative or inappropriate photo-
graphs or information (46%). 

 ■ Job candidate posted information about them drinking or 
using drugs (41%).

 ■ Job candidates bad-mouthed their previous company or 
fellow employee (36%).

 ■ Job candidate had poor communication skills (32%).

 ■ Job candidate had discriminatory comments related to race, 
gender, religion, etc. (28%).

Potential employers also found some items that were just plain 
strange: 

 ■ Candidate’s profile included links to an escort service.

 ■ Candidate posted a photo of a warrant for his arrest.

 ■ Candidate posted an exercise video for grandmothers.

 ■ Candidate had sued his wife for shooting him in the head.

 ■ Candidate featured a pig as his closest friend.

 ■ Candidate posted his dental exam results.

 ■ Candidate bragged about driving drunk and not getting 
caught on several occasions.

 ■ Candidate was actively involved in a demonic cult.

 ■ Candidate posted Sasquatch pictures he had taken.8

What do you think? Is it reasonable for employers to use social 
media to screen applicants? Why or why not? Does it represent  
a violation of privacy?

What Were They Thinking?

“ Improvement in a firm’s 
communication effectiveness 
is associated with a nearly 16% 
increase in its market value.”

— WA T S O N  W YA T T,  c O N S U L T I N G   f I R m

bias A preconception about 
members of a particular group. 
Common forms of bias include 
gender bias; age bias; and race, 
ethnicity, or nationality bias.
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The manager who loses his temper must 
 apologize.

Technically, this sentence is correct, but it 
implies that all managers are men. A simple so-
lution would be to convert to plural:

Managers who lose their temper must 
 apologize.

This approach almost always works to help 
you sidestep the gender bias issue. In the rare 
case that it doesn’t, you can simply use the “his 
or her” option:

The manager who loses his or her temper 
must  apologize.

Age Bias Age bias refers to words that sug-
gest stereotypical attitudes toward people 
of specific ages. In American culture, older 
people tend to experience negative age bias 
much more often than younger people. This 
happens despite specific federal legislation outlaw-
ing employment discrimination against people over 
40 years old. The reason may be that  American culture 
associates youth with highly valued qualities such as 
creativity, speed, independence, and individualism. This 
bias will become increasingly detrimental as the work-
force ages. Here is an example of age bias:

We need someone young and dynamic in this position!
You could easily eliminate the negative bias by sim-

ply deleting the word “young” or by replacing it with the 
word “energetic.” One clear benefit of eliminating bias in 
this case would be a broader applicant pool that might 
include an older person who is more dynamic than any of 
the younger  applicants.

Race, Ethnicity, and Nationality Bias Words can 
also suggest stereotypical attitudes toward specific races, 
ethnicities, and nationalities. Leaving aside prejudice—
which is clearly wrong—the problems in this area are usu-
ally unintentional and stem from unarticulated assump-
tions about a person’s attitudes, opinions, and  experiences. 
Your best plan for avoiding bias is to forgo any references 
to race, ethnicity, or nationality unless they are directly 
relevant and clearly necessary. And, of 
course, never simply assume that one 
person embodies the attitudes, opinions, 
and experiences of a larger group. If you 
communicate with each person as an in-
dividual, you will not only avoid bias but 
also develop deeper, more effective chan-
nels of communication.

5-4e  Use the Active Voice Whenever 
Possible

Active voice facilitates direct, powerful, concise communi-
cation. You have used the active voice when the subject 
of your sentence is doing the action described by the verb. 
You have used the passive voice when the subject of 
your sentence is not doing the action described by the verb.

Here’s an example of a sentence that uses the active 
voice:

Our team did not hit our sales goal.
Our team, the subject of the sentence, did the action 

described by the verb (missing the sales goal). The same 
sentence in the passive voice would read as follows:

The sales goal was not reached.
In this version, the subject of the sentence is the 

sales goal, which clearly did not do the action. As you 
can see from these ex-
amples, another ben-
efit of active voice is 
accountability, which 
can create deeper trust 
between you and your 
audience.

“ What you do speaks 
so loud that I cannot 
hear what you say.”

— R A L P h  WA L D O  E m E R S O N

active voice Sentence 
construction in which the subject 
performs the action expressed by 
the verb (e.g., The accountant did 
the taxes.). The active voice works 
better for the vast majority of 
business communication.

passive voice Sentence 
construction in which the subject 
does not do the action expressed by 
the verb; rather, the subject is acted 
upon (e.g., The taxes were done by 
our accountant.). The passive voice 
tends to be less effective for business 
communication.
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Effective business communication requires an 
analysis of the audience.

81CHAPTER 5: Business Communication: Creating and Delivering Messages that Matter 

16695_ch05_ptg01.indd   81 14/12/16   3:42 pm

Copyright 2018 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part.  WCN 02-200-203



 5-5  WRITE hIGh-ImPAcT mESSAGES: 
bREAkING ThROUGh ThE cLUTTER

For many businesspeople, checking email—or even regular 
mail—is like approaching a fire hose for a sip of water. Goal 
number one is to crank down the pressure to get what you 
need without being knocked over by all the rest. To attain this 
goal, many people simply press the delete button.

Your challenge as a writer is to make your message a 
must-read, and the starting point should be the needs of 

your audience. Consider how the audience will respond to 
your message—think about how they will feel, not what 
they will do—and use that information to guide your writ-
ing. But keep in mind that it’s hard to know for sure how the 
recipient will respond. For instance, each of the responses in 
Exhibit 5.3 could be reasonable for  different people.

How do you know how your audience will respond? 
In most cases, you must simply guess based on as much 
evidence as you can find. The value of making a thoughtful 
guess is that the chances of achieving your goal will soar if 
you happen to be correct.

When the Whole Is More Than the Sum of Its Parts
Imagine a dramedy that features a couple of frenemies who 
eventually work through their issues and have a bromance. Doesn’t 
that sound like a more interesting movie than a dramatic comedy 
that features two sort of friends, sort of enemies, who eventually 
become best buddies? Language is constantly changing, and new 
words—many of them blended combinations of old words—enter 
our vocabularies each year. Some of them stick…and some of 
them don’t. Here are a handful of winners:

 ■ Frenemy (friend/enemy)

 ■ Telegenic (television/ photogenic)

 ■ Dramedy (drama/comedy)

 ■ Bromance (brother/romance)

 ■ Sexting (sex/texting)

 ■ Workaholic (work/alcoholic)

And some of the losers:

 ■ Wonut (waffle/donut)

 ■ Framily friends/family)

 ■ Coopetition (cooperation/competition)

 ■ Dunch (dinner/lunch)

 ■ Swacket (sweater/jacket)

Not surprisingly, researchers have begun to unravel why some 
blended words succeed and others fade away. Apparently, a 
number of factors are at play:

1. Completion probability: If the first word or word part will 
“auto complete” quickly and easily in people’s minds, the 
blend is more likely to stick.

2. Association: It works better if the two words are already 
associated with each other in people’s minds. Researchers 
have found that people associate friend and enemy more 
readily than friend and family—one reason why frenemy has 
stuck around and framily has not. 

3. Fun: While fun is hard to quantify, we all know it when 
we see it. It’s certainly fun to tease friends about their 
bromances or call couples out for sexting. 

4. Applicability: For a new blended word to stick, it must be 
applicable to different situations. Everyone knows a worka-
holic, but not every restaurant serves wonuts. 

5. Naturalness: The most successful blends contain a big chunk 
of one or both of the root words. Telegenic, for instance, 
contains half of television and half of photogenic, while 
swacket only retains two letters from sweater.

6. Understandability: A blend is easier to understand if it describes 
a common phenomenon. Consider dramadies, which hit the 
theaters all the time, versus coopetitions, which are rather rare. 9
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The anticipated audience response should directly af-
fect how you structure your writing.

 ■ If the recipient will feel positive or neutral about your 
message, the memo or email should begin with your 
bottom line. What is your request or recommendation 
or conclusion? Why should the audience care? Af-
ter you’ve clarified those points, follow up with your 
rationale and explanations (keeping in mind that less is 
usually more for time-starved  businesspeople).

Message Possible Responses

Please note the new com-
puter password procedures.

Positive: Great! We’ve really 
needed this.

Neutral: OK, no big deal.

Negative: Not another 
change. . .

The company plans to reas-
sign your project team at the 
end of the year.

Positive: I can hardly wait to 
work with new people!

Neutral: It’s all part of the job. . .

Negative: Not another change!

   ExhiBit 5.3     mESSAGES AND RESPONSES

 ■ If the recipient will feel negative about your message, 
start the memo or email with a couple of lines that 
present the rationale before you give the bottom line. 
Follow up with alternatives if there are any, and be sure 
to end on a positive note (rather than an apology). This 
structure is less straightforward, but it’s a more effec-
tive way to communicate your message.

See Exhibit 5.4 for sample emails based on different 
anticipated responses to messages in an Internet game 
development firm.

5-5a Strike the Right Tone
Good business writing sounds natural—it flows like spoken 
language and reads like a conversation on paper. To strike 
the right tone for any given message, remember that you 
can choose from a wide variety of conversational styles, 
from formal to chatty. Imagine yourself speaking to the re-
cipient of your message, and you’ll find that the right tone 
emerges naturally. A few guidelines will also help:

 ■ Use common words in most situations (e.g., use 
versus utilize).

 ■ Use the active voice (e.g., We made a mistake versus A 
mistake was made).

Mind Your Digital Manners! Not as Easy  
as You Might Think…
Technology today makes almost everything easier. We can use 
navigation programs to find even the most obscure address and 
never struggle with an uncooperative paper map. We can use 
cheap or free video chat programs to see the faces of friends 
and family around the world. We can use health apps to monitor 
our own heart rate and sleeping patterns.

But technology doesn’t make it easier to mind our manners as we 
communicate with each other—or with our devices—in the rapidly 
changing digital world. In fact, Kevin Sintumuang, columnist for 
The Wall Street Journal, noted that “More devices will have us talk-
ing (or yelling) into the air—crying out, as if to the Almighty, ‘Please 
play the workout mix!’ ” Sintumuang points out that it’s rude to 
text at a nice restaurant, and to take selfies at disaster sites. He also 
comments that while some people are absolutely fluent in emojis, 
others swear that the cute cartoon symbols are destroying “real” 
human language. British researchers tried to help by developing a 
list of golden etiquette rules for the digital age. A sampling:

 ■ Don’t overshare on Facebook.

 ■ Don’t look for hook-ups on LinkedIn or any other profes-
sional platform.

 ■ Never text, email, or use social media while drunk, angry, or 
emotional.

 ■ Never end a relationship by text or social media.

 ■ Don’t look through your partner’s phone.

So what are the right answers? Well, until technology stops—
which we hope won’t be anytime soon—and the proper 
etiquette sorts itself out, all of us should probably let common 
sense and old-fashioned consideration be our guides.10
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 ■ Use personal pronouns (I, you) 
 whenever appropriate.

 ■ Use contractions (I’ll, don’t, 
here’s) as often as you would 
when speaking.

5-5b  Don’t Make Grammar 
Goofs

Grammatical errors will distract your 
reader from your writing and un-
dermine your credibility. Most busi-
nesspeople are aware of the more 
common grammatical errors, so they tend to jump off the 
page before the content of the message. But if you’re uncer-
tain about a particular point, look at how professionally ed-
ited publications handle similar issues. Finally, don’t be afraid 
to do a common-sense check on any grammatical question.

Edward P. Bailey, noted professor and business commu-
nication author, points out that many writers make gram-
mar mistakes based on phantom knowledge—“mythical” 
grammar rules that aren’t even in grammar handbooks. His 
research firmly reassures us that:

 ■ It is OK to end a sentence with a preposition when 
doing so sounds natural and does not involve excess 
words (e.g., Where is this book from? is much better 
than From where is this book?).

 ■ It is OK to begin sentences with “And” or “But” (e.g., 
Most teens enjoy video games with a moderate level of 

  violence. But a small, vocal 
minority strongly advocates a 
more clean-cut approach.).

 ■  It is OK to split infinitives (e.g., 
Try to effectively film the next 
scene is a perfectly acceptable 
sentence, even though “effec-
tively” is inserted between “to” 
and “film.”).

If you follow these principles, 
your writing not only will sound 
more natural but also will flow more 

easily. Winston Churchill, a renowned writer and speaker, was 
on-board with this common-sense approach decades ago, as 
we can see from his joking comment that poked fun at tor-
tured writing: “From now on, ending a sentence with a prepo-
sition is something up with which I will not put.”11

5-5c Use Block Paragraphs
There are three elements to block paragraphs: (1) use single 
spacing, (2) double space between paragraphs, and (3) do 
not indent the first sentence of your paragraphs. This ap-
proach has become standard for business writing over the 
past decade, as writers have begun to include an increas-
ing number of additional elements such as headings and 
illustrations. The block paragraphs create a more organized 
look for your page, guiding the reader’s eye through the 
key elements of your structure.

Exhibit 5.4
Sample Emails: Same Message, Different Approach

“ Technology of late 
has been so fun, so 
easily engrossing, 
that it’s amplified 
the jerkitude of the 
average American.”

— k E v I N  S I N T U m U A N G ,  T h E 
WA L L  S T R E E T  j O U R N A L
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5-5d  Use Headings and Bulleted Lists 
Wherever Appropriate

Both headings and bulleted lists will guide your reader 
more easily through your  writing. And the easier it is for 
your reader, the more likely that he or she will absorb your 
message, which is, of course, your ultimate goal.

 ■ Headings: A heading is not a title; rather, it is a label for 
one of several parts. If you have only one part, skip the 
heading and use a title or a subject line. Consider using 
informative headings (e.g., “Recruitment has stalled,” 
rather than simply “Recruitment”), or question headings 
(e.g., “Have we met our recruitment goals for this cam-
paign?”). And remember, headings are just as effective 
for letters and emails as they are for memos, and they 
are perfectly OK in one-page documents.

 ■ Bulleted Lists: A bulleted list is an invaluable tool 
that you can use to engage your reader’s attention 

whenever you have more than one of anything in 
your writing (e.g., next steps, similar sections, ques-
tions). By formatting your lists with bullets, you are 
directing your reader’s eye through your  writing.

 5-6  cREATE AND DELIvER SUccESSfUL 
vERbAL PRESENTATIONS: hOOk ’Em 
AND REEL ’Em IN!

What do people fear most? The Book of Lists asserts that public 
speaking ranks number one for the majority of people, high 
above the fear of death at number four. So, when people 
say they would rather die than give a speech, they may re-
ally mean it! This section is designed to mitigate any fear you 
might have about public speaking by giving you guidance on 
how to create and deliver a high-impact verbal presentation.

As with most communication, the needs of the audi-
ence are the best place to begin. How does your audience 
feel about you and your topic? Are they interested? Hos-
tile? Positive? What were they doing before your presen-
tation? Dragging themselves out of bed after a late night 
at a sales meeting? Eating lunch? Use this information to 
guide how you develop your presentation. For instance, an 
eager, educated audience might not need as much back-
ground as a more lethargic, less-interested audience.

1. Consider both your primary and secondary readers. In other words, never forget that your reader may forward your email without considering the 
potential impact on you.

2. Keep it short! Many readers won’t scroll down past whatever shows on their screen, so be sure to get your  bottom line close to the top of your message.

3. Don’t forget to proofread. This is especially important if you’re asking someone to do something for you. And remember that your spell checker won’t 
catch every mistake.

4. Use standard writing. Smiley faces, abbreviations, and five exclamation points are all fine if you’re emailing your buddies, but in more formal messages 
they can make you look silly (or like you just don’t care).

5. Avoid attachments if possible. They take time and space to open, and they don’t always translate well to cell phones and PDAs. Instead, cut and paste 
relevant sections of the attachment into your email.

6. Don’t assume privacy. Think of your emails as postcards that anyone (especially computer system administrators and managers) can read along the 
way. In that light, try not to use email to communicate negative or critical messages.

7. Respond promptly to emails. If you don’t have time to respond to the email itself, consider sending a message such as “Sorry, but I’m swamped right 
now—will get back to you early next week.”

8. Assume the best. Because emails are often brief, they can cause unintentional offense. If you receive an off-key message, don’t be afraid to inquire: “I’m 
not sure what you mean... could you please explain?”

9. Create a compelling subject line. Make your reader want to open your message. Briefly communicate the topic of your message and why your reader 
should care.

10. Think before you write, and think again before you send! Too many people send messages in an emotional  moment that they later regret. Take time to 
think and think again.

   ExhiBit 5.5     TEN TIPS fOR ExcELLENT EmAIL

“ The single biggest problem in 
communication is the illusion that 
it has taken place.”

— G E O R G E  b E R N A R D  S h A W
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5-6a Opening
The opening of your presentation gives you a chance to 
grab the attention of the audience. If your opening hooks 
them, you’ve boosted the likelihood that you will hold 
their attention throughout the presentation. But develop-
ing that hook can be a challenge. The following are some 
suggestions for effective hooks:

 ■ An Interesting or Startling Statistic: In a presen-
tation from a nonprofit foodbank seeking to partner 
with a grocery chain, you could open by sharing that 
“the U.S. has the largest number of homeless women 
and children of any industrialized nation, and 57% of 
homeless kids spend at least one day a month com-
pletely without food. How could we improve these 
devastating numbers?” 

 ■ Audience Involvement: Pulling the audience into 
your opening can be very effective. For instance, in a 
presentation for a clothing company: “Imagine yourself 
with me at 11 p.m. on a Friday night, standing in line for 
admission to the hottest club in New York. As we inch 
forward, we suddenly realize that three other women 
in line are wearing the exact same dress as you. . . .”

 ■ A Compelling Story or Anecdote: This approach 
works best when it’s completely genuine, using 
specific details that are directly relevant to the audi-
ence. For instance, in a presentation about employee 
benefits, you might want to share the story of a  
colleague who beat cancer using the company’s  
innovative healthcare program.

 ■ A Relevant Simile or Metaphor: Patricia Fripp, an 
award-winning keynote speaker, shares a simile that 
worked well to open a presentation for a colleague: 
“Being a scientist is like doing a jigsaw puzzle in a 
snowstorm at night. . . you don’t have all the pieces. . . 
and you don’t have the picture to work from.”

 ■ Engaging Questions: In a presentation about cus-
tomer service, you could open by asking: “How many 
of you have spent far too long waiting on hold for 
 customer service that was finally delivered by a surly 
agent who clearly knew nothing about your  question?”

5-6b Body
The most common presentation mistake is to include too 
many key ideas in the body of your presentation. Audiences 
simply cannot absorb more than two to four main points, 
and three are ideal. Specific examples and vivid comparisons 
will illustrate your points and bring them to life, while trusted 
sources, specific data, and expert quotations will increase 
your credibility and persuasiveness. Regardless of the length 
of your presentation, be sure to use clear transitions as you 
move from point to point.

Just before launching into the body of your presenta-
tion, you should tell the audience your key points, ideally 
with visual reinforcement. Then as you move to each new 
point, you can refer to the blueprint that you established 
upfront. A clear, explicit structure will help the audience 
track with you as you move through your  material.

5-6c Close
Ideally, the close of your presentation will summa-
rize your key points. Then circle back to your intro-
duction, so that the beginning and the end serve 
as “bookends” for the body of your presentation. For 
instance, if you began by asking questions, end by 
answering them. If you began with an anecdote, end 
by referring to the same story. As an alternative (or 
maybe an addition), consider sharing a quotation or 
a bit of humor relevant to your content.

Also, keep in mind that you should verbally  
signal to your audience that you are about to con-
clude. After you do so—by saying, “In summary,” for 
instance—be sure that you actually do conclude. 
Nothing alienates an audience more quickly than 
launching into another point after you’ve told them 
you’re finished! Your body language will support your 
conclusion if you turn off your projector and move 
toward the audience to answer questions. And even 
if you aren’t so eager to field questions, try to paste a 

Giving great presentations may be easier than you think.
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receptive look on your face—it’ll increase your credibility 
and set a positive tone for the Q&A session.

5-6d Questions
At the start of your presentation, decide whether you want 
to handle questions throughout your talk or save them for 
the end. Tell your audience your preference upfront; most 
of the time they will respect it. But if you do receive un-
wanted questions in the middle of your presentation, don’t 
ignore them. Simply remind the questioner that you’ll 
leave plenty of time for questions at the end.

Not surprisingly, the best tip for handling questions is 
to be prepared. Since it’s tough to anticipate questions for 
your own presentation, you may want to enlist the help 
of a trusted colleague to brainstorm the possibilities. And 
don’t just come up with the questions—prepare the an-
swers, too!

5-6e Visual Aids
Studies suggest that three days after a presentation, 
people retain 10% of what they heard from an oral pre-
sentation, 35% from a visual presentation, and 65% from 
a combined visual and oral presentation. The numbers 
are compelling: visual aids matter. Depending on your 
audience, effective, high-impact visual aids could range 
from props to charts to mounted boards. But in busi-
ness communication,  PowerPoint slides are the most 
common option. If you use PowerPoint, consider these 
suggestions:

 ■ Showing Works Better Than Simply Telling: Use 
pictures and other graphics whenever possible.

 ■ Less Is More: Keep this helpful guideline in 
mind: no more than seven words per line, 
no more than seven lines per slide.

 ■ Don’t Just Read Your Slides 
Aloud: Instead,  paraphrase, add 
examples, and offer analysis and 
 interpretation.

 ■ Go Easy on the Special Ef-
fects: Too many sounds and 
too much animation can be 
painfully distracting.

 ■ Don’t Let Your Slides Up-
stage You: Look at your au-
dience, not at the slides. And 
dim the screen when you’re not 
specifically using it.12

5-6f Google Presentations
Although Microsoft PowerPoint remains the software 
option of choice for business presentations, Google 
 Presentations software is swiftly gaining ground. Google 
Presentations is one of a growing number of applications 
based in “the cloud.” Another popular option is Prezi, which 
includes pan and zoom features that give presentations an 
engaging cinematic feel. Cloud-based presentation soft-
ware means that when you buy a new computer, you don’t 
need to spend hundreds of dollars buying PowerPoint. 
You simply log into your Google account, for instance, use 
the Google Presentations software, and save your finished 
product on Google’s servers. Since your work is stored on 
the Internet, you can access it from any device with a web 
connection—you don’t need to email it to yourself, or store 
it on a temperamental local drive, or worry about saving 
your changes as you move from work to home to school.

But cloud-based software is far from perfect. If you tem-
porarily lose your Internet connection—while on a plane or 
a bus, for instance—you cannot access your work. Security 
might be a worry, since web-based data may be vulnerable 
to hackers. If Google disables your account for any reason, 
your work is lost. And Google Presentations does not yet in-
clude all the features available in PowerPoint, such as chart-
making tools and advanced slide animations. The price, 
though, for both Google Presentations and Prezi is pretty 
attractive: free! And that includes new versions and updates.

From a long-term perspective, another key benefit 
of Google Presentations—and all other cloud computing 
applications—is environmental. Newsweek writer Brian Brai-
ker points out that “conducting affairs in the cloud is not only 

convenient, it’s also greener: less capital and fewer print-
outs means less waste.” All of which suggests that the 

forecast for Google Presentations is far from cloudy.13

5-6g Handling Nerves
Believe it or not, most experts agree that 

nervousness can be useful before a pre-
sentation. A little adrenalin can help you 

perform better, think faster, and focus 
more completely. But we all know that 

out-of-control nerves can interfere with  
effectiveness. Here are some ideas to miti-
gate speech anxiety:

■  Send yourself positive messages; 
visualize success. Examples: “I will 
be dynamic and engaging.”  “They 
will completely support my new 
product idea.”
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 ■ Take ten slow, deep breaths—use the yoga approach 
of breathing in through your nose and out through 
your mouth.

 ■ Take a sip of water to loosen your throat muscles and 
mitigate a shaking voice. (Water also gives you a way 
to fill pauses.)

 ■ Pick a friendly face or two in the audience, and imag-
ine yourself speaking only to those people (but don’t 
fix them down with a cold stare!).

 ■ Remind yourself that the audience wants you to suc-
ceed. Focus on their needs rather than your own nerves.

If possible, have a handful of one-on-one conversa-
tions with audience members before your presentation. 
This will almost certainly reinforce that they want you to 
succeed, which will likely take the edge off your nerves.

5-6h Handling Hostility
We’ve all seen hostile questioners who seem determined 
to undermine presenters. It can be awful to watch, but it’s 
surprisingly easy to handle. Here are a few tips:

 ■ Stay calm and professional. Rightly or wrongly, the 
hostile questioner has won the day if you get defen-
sive or nervous.

 ■ Don’t be afraid to pause before you answer to gather 
your thoughts and allow the hostility to diffuse. (A 
sip of water can provide good cover for a thought- 
gathering moment.)

 ■ Once you’ve answered the question, don’t reestablish 
eye contact with the questioner. Doing so would 
suggest that you are seeking approval for your re-
sponse, which only invites further hostile follow-up.

 ■ If the questioner insists on follow-up, you may need 
to agree to disagree. If so, be decisive: “Sounds like we 
have two different points of view on this complex issue.”

 ■ Use body language to reinforce that you are done  
interacting with the questioner. Take a couple of steps 
away, and ask another part of the group whether they 
have any questions.

5-6i Incorporating Humor
Everyone likes to be funny, but incorporating humor in a 
business presentation can be risky. Only do it if you’re very, 

very sure that it’s funny. 
Even so, double-check that 
your jokes are appropriate 
and relevant. You should 
never, ever laugh at the 

expense of any member of your audience. Even laughing 
at yourself is chancy, since you risk diminishing your cred-
ibility. (But a joke at your own expense is always effective 
if you make a mistake; there’s no better way to recover the 
goodwill of your audience.)

5-6j A Spot on the Back Wall?
Many people have heard the old myth that no one will 
know the difference if you calm your nerves by look-
ing at a spot on the back wall rather than at the audi-
ence. Don’t do it! While you may be more comfortable, 
your audience will be mystified . . . more often than not, 
they’ll keep turning around to find out what’s so inter-
esting back there!

5-6k Delivery
Some people are naturals, but for the rest of us, 
dynamic delivery is a learned skill. It begins and 
ends with preparation, but keep in mind that practice 
doesn’t always make perfect—in fact, practice more 
often just makes permanent. So be sure that you prac-
tice with an eye toward improvement. If possible, you 
should set up a practice situation that’s close to the real 
thing. If you’ll be standing to present, stand while you 
practice, since standing makes many people feel more 
vulnerable. Consider practicing in front of a mirror to 
work on eye contact and gestures. Also, try recording 
your voice to work on a lively tone. 

Finally, practice in front of a trusted friend or two who 
can give you valuable feedback. See Exhibit 5.6 for Ten Tips 
for Dynamic Delivery.

1. PRACTICE!

2. Know your material, but never memorize it word for word.

3. Look directly at members of your audience at least 50% of the time.

4. Vary your voice, your facial expressions, and your body language.

5. Use selective notes (but keep them  inconspicuous).

6. Stick to your allotted time.

7. Slow down and listen to yourself.

8. Don’t apologize (unless you really did something wrong!).

9. Remember to use natural gestures.

10. PRACTICE!

   ExhiBit 5.6     TEN TIPS fOR DYNAmIc DELIvERY

dynamic delivery Vibrant, 
compelling presentation delivery 
style that grabs and holds the 
attention of the audience.
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Effective communication saves time and money—boosting 
performance and morale—across every area of business. But 
one vital principle holds true regardless of the more specific 
nature of your communication: the best way to achieve your 
goals is to focus on your audience, not on yourself. If you under-
stand the goals, expectations, and needs of your audience, 
you can tailor your communication to boost your chances 
(sometimes dramatically) of accomplishing your objectives.

As globalization and technological change continue to ac-
celerate, new communication challenges will likely develop 

across the spectrum of business. To ensure that your com-
munication continues to be effective, keep an open mind. 
Pay attention to differences among cultures, to language 
usage in professional publications, and to new communica-
tion technology. And don’t be afraid to consult an up-to-date 
communication website or handbook every so often. When 
other resources aren’t available, rely on courtesy, consid-
eration, and common sense—valuable tools to guide your 
communication in any situation.

The Big Picture

Public Relations Manager
Plan and implement strategies to build and maintain a positive 
image for the organization. Build strong relationships and 
open channels of communication with relevant members 
of the press. Write and distribute compelling press releases 
about the organization via both traditional and digital media. 
Respond to requests for information from the media. Work with 
senior management to develop crisis management plans when 

necessary. Work with marketing to create events and stunts that 
build the company’s public image. Perform an effective liaison 
role with an outside public relations agency when there is one. 
For more information 
on this career and other 
possible careers in 
business communica-
tions, check out Career 
Transitions.

Careers in Business Communication
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6 Business Formation:
Choosing the Form that Fits

LEARNING ObjEcTIvES
After studying this chapter, you will be able to:

 6-1 Describe the characteristics of the four basic forms of business ownership

 6-2 Discuss the advantages and disadvantages of a sole proprietorship

 6-3 Evaluate the pros and cons of the partnership as a form of business ownership

 6-4 Explain why corporations have become the dominant form of business ownership

 6-5 Explain why limited liability companies are becoming an increasingly popular form of 
business ownership

 6-6 Evaluate the advantages and disadvantages of franchising

The vast majority of busi-
nesses in the United States 
are owned and organized 
under one of the four 
forms:

1. A sole proprietorship is a business that is owned, 
and usually managed, by a single individual. As far as 
the law is concerned, a sole proprietorship is simply 
an extension of the owner. Company earnings are 
treated just like the owner’s income; likewise, any 

 6-1  bUSINESS OwNERShIP OPTIONS: ThE bIG FOUR 

One of the most important decisions entrepreneurs make when they 
start a new business is the form of ownership they’ll use. The form they 
choose affects virtually every aspect of establishing and operating their 
firm, including the initial cost of setting up the business, the way the 
profits are distributed, the types of taxes (if any) the business must pay, 
and the types of regulations it must follow. Choice of ownership also 
determines the degree to which each owner is personally liable for the 
firm’s debts and the sources of funds available to the firm to finance 
future expansion.

sole proprietorship A 
form of business ownership with a 
single owner who usually actively 
manages the company.
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“ You miss 100% of the shots  
you don’t take.”

— wAY N E  G R E T z Y, 
h O c k E Y  S T A R

“ The limited liability corporation 
is the greaTesT single 
discovery of modern times.”

— N I c h O L A S  M U R R AY  b U T L E R  P R E S I D E N T 
O F  c O L U M b I A  U N I v E R S I T Y,  19 0 2 –19 4 5

debts the company incurs are considered to be the 
owner’s personal debts.

2. A partnership is a voluntary agreement under 
which two or more people act as co-owners of a 
business for profit. As we’ll see later in the chapter, 
there are several types of partnerships. In its most 
basic form, known as a general partnership, 
each partner has the right to participate in the 
company’s management and share in profits—but 
also has unlimited liability for any debts the com-
pany incurs.

3. A corporation is a business entity created by 
filing a form (known in most states as the articles 
of incorporation) with the appropriate state 
agency, paying the state’s incorporation fees, and 
meeting other requirements. (The specifics vary 
among states.) Unlike a sole proprietorship or a 
partnership, a corporation is considered to be a legal 
entity that is separate and distinct from its own-
ers. In many ways, a corporation is like an artificial 
person. It can legally engage in  virtually any business 
activity a natural person can pursue. For example, a 

corporation can enter 
into binding contracts, 
borrow money, own 
property, pay taxes, 
and initiate legal ac-
tions (such as lawsuits) 
in its own name. It 
can even be a partner 
in a partnership or 
an owner of another 
corporation. Because 
of a corporation’s sta-
tus as a separate legal 
entity, the owners of 
a corporation have 

partnership A voluntary 
agreement under which two or 
more people act as co-owners of a 
business for profit.

general partnership A 
partnership in which all partners 
can take an active role in 
managing the business and have 
unlimited liability for any claims 
against the firm.

corporation A form of 
business ownership in which 
the business is considered a 
legal entity that is separate and 
distinct from its owners.
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92 PART TWO: Creating a Business

limited liability—meaning they aren’t personally 
responsible for the debts and obligations of their 
company.

4. A limited liability company (LLC) is a hybrid 
form of business ownership that is similar in some 
respects to a corporation while having other char-
acteristics that are similar to a partnership. Like a 
corporation, a limited liability company is considered 
a legal entity separate from its owners. Also like a 
corporation—and as its name implies—an LLC offers 
its owners limited liability for the debts of their busi-
ness. But it offers more flexibility than a corporation 
in terms of tax treatment; in fact, one of the most 
interesting characteristics of an LLC is that its owners 
can elect to have their business taxed either as a 
corporation or a partnership. Many states even allow 
individuals to form single-person LLCs that are taxed 
as if they were sole proprietorships.

Sole proprietorships, partnerships, and corpo-
rations have been around in some form since the 
beginning of our nation’s history, but limited liability 
companies are a relatively new form of ownership in 
the United States. In 1977, Wyoming passed the first 
state statute allowing LLCs, and Florida became the 
second state to do so in 1982. But it wasn’t until a rul-
ing by the Internal Revenue Service (IRS) in 1988 clari-
fying the tax treatment of LLCs that most other states 
followed suit. Today every state has enacted LLC 
legislation, and the LLC has become a very popular 
ownership option. In many states, filings to form LLCs 
now outnumber filings to form corporations.1

Exhibits 6.1 and 6.2 provide some interesting in-
sights about the relative importance of each form of 

ownership. As shown in 
Exhibit 6.1, the sole pro-
prietorship is by far the 
most common type of 
business organization in 
the United States. In 2015, 
23.55 million individu-
als reported operating 
nonfarm sole proprietor-
ships. This represented 
more than 71% of the 
total number of business 
enterprises. As a group, 
these sole proprietorships 
reported $1.3 trillion in 
revenue and $305 billion 
in net income (profit). But 

while these figures are impressive in the aggregate, most 
individual sole proprietorships are quite small. Accord-
ing to data released by the U.S. Internal Revenue Service 
in 2015, about 70% of all sole proprietorships reported 

articles of incorporation  
The document filed with a state 
government to establish the 
existence of a new corporation.

limited liability When 
owners are not personally liable 
for claims against their firm. 
Owners with limited liability 
may lose their investment in the 
company, but their other personal 
assets are protected.

limited liability company 
(LLC) A form of business 
ownership that offers both limited 
liability to its owners and flexible 
tax treatment.

Exhibit 6.1
Total Number of Businesses  
by Form of Ownership

Source: “Table 763: Number of Tax Returns, Receipts, and Net Income by Type of Business, 1990 to 2012,” 
U.S. Internal Revenue Service, “Statistics of Income Bulletin, Historical Table 12,” http://www.irs.gov 
/uac/SOI-TAX-Stats-Integrated-Business-Data, May 2015, accessed March 16, 2016.

Corporations
5.84 million

17.82%

Partnerships
3.39 million

10.34%

Sole
Proprietorships

23.55 million
71.84%

Exhibit 6.2
Total Net Income by Form  
of Ownership

Source: “Table 763: Number of Tax Returns, Receipts, and Net Income by Type of Business, 1990 to 2012,” 
U.S. Internal Revenue Service, “Statistics of Income Bulletin, Historical Table 12,” http://www.irs.gov 
/uac/SOI-TAX-Stats-Integrated-Business-Data, May 2015, accessed March 16, 2016.

Sole
Proprietorships

$305 billion
10.32%

Partnerships
$778 billion

26.33%

Corporations
$1.87 trillion

63.35%
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93CHAPTER 6: Business Formation: Choosing the Form that Fits

annual revenue of less than $25,000, while less than 1% 
reported receipts in excess of $1 million.2

As Exhibit 6.2 shows, when it comes to economic  
impact, the corporate form of ownership rules. Though 
corporations comprised only 17.82% of all business enti-
ties, in 2015 they reported about 63.35% of all business 
profits. Corporations such as Walmart, ExxonMobil, Gen-
eral Electric, Apple, and Boeing have annual sales revenues 
measured in the billions (sometimes hundreds of billions) 
of dollars. But not all corporations are multibillion-dollar 
enterprises. In fact, 24.1% of all corporations reported total 
revenues of less than $25,000.3

As you can see from Exhibit 6.1, partnerships are 
less common than sole proprietorships or corporations. 
Still, more than 3.39 million businesses were classified 
as partnerships in the United States. And partnerships 
tend to be both larger and more profitable than sole 
proprietorships. As Exhibit 6.2 shows, in the aggregate, 
partnerships earned 2.55 times more total net income 
than sole proprietorships, despite the fact that sole pro-
prietorships outnumbered partnerships by a ratio of al-
most seven to one!4

You’ve probably noticed that Exhibits 6.1 and 6.2 don’t 
include specific information about limited liability companies. 
That’s because these exhibits are 
based on information taken from 
annual tax returns submitted to 
the Internal Revenue Service 
(IRS). The IRS doesn’t track LLC 
information separately. Instead, 
it classifies each LLC based on 
the tax treatment the company 
selects. LLCs that choose to be 
taxed as partnerships are classi-
fied as partnerships, while those 
choosing to be taxed as corpo-
rations are classified as corpora-
tions. (The vast majority of LLCs 
elect to be taxed as partnerships, 
so most LLC earnings are reported 
in the partnership category.) 

We’ll see that each form of ownership has distinct 
advantages and disadvantages. As a company grows 
and matures, the form of ownership that’s best suited 
to its needs may change. Fortunately, the form of own-
ership for a business isn’t set in stone. For example, it 
is possible—and in fact quite common—for business 
owners to convert from a sole proprietorship to a cor-
poration, or from a corporation to a limited liability 
 company.

 6-2  ADvANTAGES AND 
DISADvANTAGES OF SOLE 
PROPRIETORShIPS

Our look at Exhibits 6.1 and 6.2 raises two questions about 
sole proprietorships. First, why is this form of ownership 
so popular? Second, why do sole proprietorships usually 
remain relatively small? A look at the advantages and dis-
advantages of sole proprietorships can help answer these 
questions.

6-2a Advantages
Sole proprietorships offer some very attractive advantages 
to people starting a business:

 ■ Ease of Formation: Compared to the other forms 
of ownership we’ll discuss, the paperwork and costs 
involved in forming a sole proprietorship are minimal. 
No special forms must be filed, and no special fees 
must be paid. Entrepreneurs who are eager to get 
a business up and running quickly can find this a 
compelling advantage.

 ■ Retention of Control: As the only owner of a sole 
proprietorship, you’re in control. You have the ability 

to manage your business the way you want. 
If you want to “be your own boss,” 

a sole proprietorship might look 
very attractive.

 ■ Pride of Owner-
ship: One of the 
main reasons many 
people prefer a sole 
proprietorship is the 
feeling of pride and 
the personal satis-
faction they gain 

from owning and 
running their own 
business. 

“ Corporation: an ingenious device 
for obtaining profit without 
individual responsibility.”

— A M b R O S E  b I E R c E ,  19 T h - c E N T U R Y  c O M P I L E R 
O F  T h E  D E v I L’ S  D I c T I O N A R Y

Joe Seer/Shutterstock.com
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94 PART TWO: Creating a Business

 ■ Retention of Profits: If your business is successful, 
all the profits go to you—minus your personal taxes, 
of course.

 ■ Possible Tax Advantage: No taxes are levied 
directly on the earnings of sole proprietorships as a 
business. Instead, the earnings are taxed only as in-
come of the proprietor. As we’ll see when we discuss 
corporations, this avoids the undesirable possibility of 
double taxation of earnings.

6-2b Disadvantages
Entrepreneurs thinking about forming sole proprietorships 
should also be aware of some serious drawbacks:

 ■ Limited Financial Resources: Raising money to 
finance growth can be tough for sole proprietors. 
With only one owner responsible for a sole propri-
etorship’s debts, banks and other financial institu-
tions are often reluctant to lend it money. Likewise, 
suppliers may be unwilling to provide supplies on 
credit. This leaves sole proprietors dependent on 
their own wealth plus the money that their firms 
generate.

 ■ Unlimited Liability: Because the law views a sole 
proprietorship as an extension of its owner, the debts 
of the firm become the owner’s personal debts. If 
someone sues your business and wins, the court can 
seize your personal possessions—even those that 
have nothing to do with your business—and sell 
them to pay the damages. This unlimited personal 
liability means that operating as a sole proprietorship 
is a risky endeavor.

 ■ Limited Ability to Attract and Maintain Talented 
Employees: Most sole  proprietors are unable to pay 
the high salaries and substantial perks that highly 
qualified, experienced employees get when they 
work for big, well-established companies.

 ■ Heavy Workload and Responsibilities: Being  
your own boss can be very rewarding, but it can  
also mean very long hours and a lot of stress. Sole 
proprietors—as the ultimate authority in their  
business—often must perform tasks or make  
decisions in areas where they lack expertise.

 ■ Lack of Permanence: Because sole proprietorships 
are just extensions of their owners, they  
lack permanence. If the owner dies, retires, or with-
draws from the business for some other reason, the 
company legally ceases to exist. Even if the company 
continues to operate under new ownership, in the 
eyes of the law, it becomes a different firm.

 6-3  PARTNERShIPS: TwO hEADS 
(AND bANkROLLS) cAN bE 
bETTER ThAN ONE

There are several types of partnerships, each with its own 
specific characteristics. We’ll focus our discussion mainly 
on the most basic type, known as a general partnership. 
However, we’ll also take a quick look at limited partner-
ships and limited liability partnerships.

6-3a Formation of General Partnerships
There is no limit on the number of partners who can par-
ticipate in a general partnership, but most partnerships 
consist of only a few partners—often just two. The part-
nership is formed when the partners enter into a voluntary 
partnership agreement. It is legally possible to start a part-
nership on the basis of a verbal agreement, but doing so is 
often a recipe for disaster. It’s much safer to get everything 
in writing and to seek expert legal assistance when draw-
ing up the agreement. A typical partnership agreement 
spells out details, such as the initial financial contributions 
each partner will make, the specific duties and responsi-
bilities each will assume, how they will share profits (and 
losses), how they will settle disagreements, and how they 
will deal with the death or withdrawal of one of the part-
ners. Well-written agreements can prevent common mis-
understandings.

Sharing responsibilities and complementary 
skills are one of the advantages of general 
business partnerships.
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95CHAPTER 6: Business Formation: Choosing the Form that Fits

6-3b  Advantages of General Partnerships
Partnerships offer some key advantages relative to both 
sole proprietorships and corporations:

 ■ Ability to Pool Financial Resources: With more own-
ers investing in the company, a partnership is likely to 
have a stronger financial base than a sole  proprietorship.

 ■ Ability to Share Responsibilities and Capitalize 
on Complementary Skills: Partners can share the 
burden of running the business, which can ease the 
workload. Tasks and jobs can also be divided based 
on complementary skills, using each partner’s talents 
to best advantage.

 ■ Ease of Formation: In theory, forming a partner-
ship is easy. As we’ve already noted, it’s possible (but 
not advisable) to establish a partnership based on a 
simple verbal agreement. But we shouldn’t overem-
phasize this advantage. Working out all of the details 
of a partnership agreement can sometimes be a 
complex and time-consuming process.

 ■ Possible Tax Advantages: Similar to a sole propri-
etorship, the earnings of a partnership “pass through” 
the business—untouched by the Internal Revenue 
 Service (IRS)—and are taxed only as the partners’ 
personal income. Again, this avoids the potential for 
double taxation endemic to corporations.

6-3c Disadvantages of General Partnerships
General partnerships also have some serious disadvan-
tages. Well-written partnership agreements, however, can 
mitigate some of these major drawbacks:

 ■ Unlimited Liability: As a general partner, you’re not 
only liable for your own mistakes but also for those of 
your partners. In fact, all general partners have unlimited 
liability for the debts and obligations of their business. 
So, if the assets they’ve invested in the business aren’t 
sufficient to meet these claims, the personal assets of 
the partners are at risk. When someone sues a gen-
eral partnership, the lawsuit can target any individual 
partner or group of partners. In fact, lawsuits often go 
after the partners with the deepest pockets, even if they 

did not personally participate in the act that caused the 
legal action. In other words, if you have more personal 
wealth than the other partners, you could lose more 
than they do even if they were the ones at fault!

 ■ Potential for Disagreements: If general partners 
can’t agree on how to run the business, the con-
flict can complicate and delay decision making. A 
well-drafted partnership agreement usually specifies 
how disputes will be resolved, but disagreements 
among partners can create friction and hard feelings 
that harm morale and undermine the cooperation 
needed to keep the business on track.

 ■ Lack of Continuity: If a current partner withdraws 
from the partnership, the relationships among the 
participants will clearly change, potentially ending 
the partnership. This creates uncertainty about how 
long a partnership will remain in business.

 ■ Difficulty in Withdrawing from a Partnership:  
A partner who withdraws from a partnership remains 
personally liable for any debts or obligations the firm 
had at the time of withdrawal—even if those  obligations 
were incurred by the actions of other partners.

6-3d Limited Partnerships
The risks associated with unlimited liability make general 
partnerships unattractive to many individuals who would 
otherwise be interested in joining a business partnership. 
Fortunately, two other types of partnerships allow some 
partners to limit their personal liability to some extent,  
although each comes with particular requirements.

The first of these, known as a limited partnership, is 
a partnership arrangement that includes at least one general 
partner and at least one limited partner. Both types of part-
ners contribute financially to the company and share in its 
profits. But in other respects they play different roles: 

 ■ General partners have the right to participate fully 
in managing their partnership, but they also assume 
unlimited personal liability for any of its debts—just 
like the partners in a general partnership.

 ■ Limited partners cannot actively participate in its 
management, but they 
have the protection 
of limited liability. This 
means that, as long as 
they do not actively 
participate in manag-
ing the company, their 
personal wealth is not 
at risk.

“ It is rare to find a business partner 
who is selfless. If you are lucky it 
happens once in a lifetime.”

— MIc h A E L E I SNE R ,  F ORME R D ISNE Y c E O

limited partnership A 
partnership that includes at least 
one general partner who actively 
manages the company and accepts 
unlimited liability and one limited 
partner who gives up the right to 
actively manage the company in 
exchange for limited liability.
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96 PART TWO: Creating a Business

6-3e  Limited Liability Partnerships
The limited liability partnership (LLP) is another part-
nership arrangement that is attractive to partners who want 
to limit their personal risk. It is similar to a limited partnership 
in some ways, but it has the advantage of allowing all part-
ners to take an active role in management, while also offer-
ing all partners some form of  limited liability. In other words, 
there’s no need to distinguish between limited and general 
partners in an LLP.

The amount of liability protection offered by LLPs 
varies among states. In some states, LLPs offer “full-shield” 

protection, meaning that 
partners have limited li-
ability for all claims against 
their company, except 
those resulting from their 
own negligence or mal-
practice. In other states, 
partners in LLPs have a 

lesser “partial-shield” protection. In these states, each part-
ner has limited liability for the negligence or malpractice of 
other partners but still has unlimited liability for any other 
debts. Another drawback is that some states only allow 
specific types of professional businesses to form limited  
liability partnerships. For example,  California law allows 
only accountants, lawyers, and architects to form LLPs.

 6-4  cORPORATIONS: ThE 
ADvANTAGES AND 
DISADvANTAGES OF bEING 
AN ARTIFIcIAL PERSON

There are several types of corporations. The most com-
mon is called a C corporation; when people use the 
term “corporation” without specifying which type, they 
are generally referring to a C corporation. Because it’s the 

When It Comes to Boards, Bigger Isn’t Always Better
Size matters. Ask anyone who has tried to watch a sporting 
event or a movie on a smartphone. Bigger is better because it 
brings more clarity, more perspectives, and more detail. For 
decades, the same logic applied to corporate governance—the 
bigger the company, the bigger its board of directors should 
be. After all, effectively governing firms with billions of dollars 
in revenue and stock value, tens (or hundreds) of thousands 
of employees, and dozens (or thousands) of locations should 
require more people at the top. Industry giants like Eli Lilly, 
Bank of America, and Walmart have 14, 15, and 16 directors, 
respectively, on their boards of directors. Indeed, the rule of 
thumb was that board size should grow with company size. 

It makes sense that it should—but it doesn’t. Recent research 
shows that smaller boards are actually more effective. A 

three-year study found that, for companies with at least $10 
billion in market capitalization, those with smaller boards 
increased stock values by 8.5% compared to similar-sized peers 
with bigger boards. And companies with large boards trailed 
the performance of their peers by nearly 11%!

Those findings strongly support the trend toward reducing the 
number of members on a company’s board of directors. Accord-
ing to the research, smaller boards are more cohesive and more 
nimble. Because of the small numbers, there are fewer commit-
tees, and members tend to be more decisive. Netflix and Apple 
are two high-performing, high-capitalization companies with 
small boards. Jay Hoag, one of Netflix’s seven directors, says that 
with such a tight-knit group, the board can afford to go through 
business decisions in depth. Tim Cook, Apple’s CEO, likes that he 
can reach out to board members informally and thinks that a 
smaller group inspires greater candor. During the period cover-
ing the study, Netflix outperformed its sector peers by 32%, and 
Apple outperformed its peers by 37%.

For companies wanting to shrink their boards, the bad news is that 
doing it through attrition can take years (as each members’ term 
on the board ends). For example, Time Warner has a 10-year term 
limit, and Ingredion, a food ingredient company, has a 12-year 
limit. At General Motors, the mandatory retirement age from the 
board is 72. So, with five directors who are 67 years old, the board 
may shrink according to Chair Tim Solso, because, “Through natu-
ral attrition, we may not replace all of the directors.”5

limited liability 
partnership (LLP) A form of 
partnership in which all partners 
have the right to participate in 
management and have limited 
liability for company debts.
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97CHAPTER 6: Business Formation: Choosing the Form that Fits

most common, we’ll devote most of our discussion to 
C corporations. However, we’ll also describe three other 
types of corporations: S corporations, statutory close (or 
closed) corporations, and nonprofit corporations.

6-4a  Forming a C Corporation
As mentioned earlier, the formation of a corporation re-
quires filing articles of incorporation and paying filing fees. 
It also requires the adoption of corporate bylaws, which 
are detailed rules that govern the way the corporation is 
organized and managed. Because of these requirements, 
forming a corporation tends to be more expensive and 
complex than forming a sole proprietorship or partnership. 
The requirements, however, vary among the states. Some 
states are known for their simple forms, inexpensive fees, 
low corporate tax rates, and “corporation-friendly” laws and 
court systems. In those states, forming a corporation is not 
much harder or more expensive than setting up a sole pro-
prietorship and sometimes can be simpler than forming a 
partnership. Not surprisingly, many large companies choose 
to incorporate in states with such favorable environments—
even if they intend to do the majority of their business in 
other states. Delaware, in particular, has been very success-
ful at attracting corporations. You may not think of Delaware 
as the home of corporate power, but more than half of all 
publicly traded corporations—and 64% of the firms listed in 
the Fortune 500—are incorporated in Delaware.6

6-4b Ownership of C Corporations
Ownership of C corporations is represented by shares of 
stock, so owners are called “stockholders” (or “sharehold-
ers”). Common stock represents the basic ownership interest 

in a corporation, but some firms also issue preferred stock. 
One key difference between the two types of stock involves 
voting rights; common stockholders normally have the 
right to vote in stockholders’ meetings, while preferred 
stockholders do not. As shown in Exhibit 6.3, many large 
corporations issue billions of shares of stock and have hun-
dreds of thousands—or even millions—of stockholders.

Stock in large corporations is usually publicly traded, 
meaning that anyone with the money and inclination to do 
so can buy shares—and that anyone who owns shares is free 
to sell them. But many smaller corporations are owned by 
just a handful of stockholders who don’t actively trade their 
stock. It’s even possible for individuals to incorporate their 
business and be the sole shareholder in their corporation.7

Stockholders don’t have to be individuals. Institutional 
investors, such as mutual funds, insurance companies, pen-
sion funds, and endowment 
funds, pool money from a 
large number of individuals 
and use these funds to buy 
stocks and other securities. 
As Exhibit 6.3 illustrates, such 
institutional investors own 
the majority of stock in many 
large corporations.

6-4c  The Role  
of the Board  
of Directors

It’s not practical for all of 
the stockholders of a large 
corporation to actively  

   ExhiBit 6.3       STOck OwNERShIP IN SELEcTED MAjOR U.S. cORPORATIONS

Corporation
Shares of Common Stock 
Outstanding (Billions)

Total Number of  
Stockholders

Percentage of Shares Owned 
by Institutional Investors

Apple 5.54 25,924 60.20

Coca-Cola 4.33 11,492 63.20

Ford 3.90 137,858 60,00

GE 9.33 458,000 56.60

IBM 0.961 444,582 59.90

McDonald’s .902 1,579,000 69.30

Microsoft 7.91 109,479 72.60

Walmart 3.20 249,876 30.60

Sources: Shares outstanding and percentage of institutional ownership are from the Key Statistics for each corporation reported in Yahoo! Finance (http://finance.yahoo.com/); Information about the number of shareholders is 
found in Item 5 (Market for the Company’s Common Equity) of each firm’s 2015 10-K annual report filed with the SEC accessed through the Edgar database (http://www.sec.gov/edgar.shtml) accessed March 19, 2016.

C corporation The most 
common type of corporation, which 
is a legal business entity that offers 
limited liability to all of its owners, 
who are called stockholders.

corporate bylaws The 
basic rules governing how a 
corporation is organized and how 
it conducts its business.

stockholder An owner of a 
corporation.

institutional investor An 
organization that pools 
contributions from investors, clients, 
or depositors and uses these funds 
to buy stocks and other securities.
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98 PART TWO: Creating a Business

participate in the management of their company. Besides, 
most stockholders don’t have the time, management skills, 
or desire to effectively manage such a complex business 
enterprise. Thus, in accordance with corporate bylaws, the 
stockholders elect a board of directors and rely on this 
board to oversee the operation of their company and pro-
tect their interests.

The board of directors establishes the corporation’s 
mission and sets its broad objectives. But board mem-
bers seldom take an active role in the day-to-day manage-
ment of their company. Instead, again in accordance with 
corporate bylaws, the board appoints a chief executive  
officer (CEO) and other corporate officers to manage the com-
pany on a daily basis. The board also sets the level of compen-
sation for these officers and monitors their performance to 
ensure that they act in a manner consistent with stockholder 
interests. It also provides advice to these officers on broad 
policy issues, approves their major proposals, and ensures 
that the company adheres to major regulatory requirements.

6-4d Advantages of C Corporations
Corporations have become the dominant form of business 
ownership for several reasons:

■    Limited Liability: 
As already explained, 
stockholders are not 
personally liable for the 
debts of their company. 
If a corporation goes 

 bankrupt, the stockholders might find that their 
stock is worthless, but their other personal assets are 
protected.

 ■ Permanence: Unless the articles of incorporation 
specify a limited duration, corporations can continue 
operating as long as they remain financially viable 
and the majority of stockholders want the business 
to continue. Unlike a sole proprietorship or partner-
ship, a general corporation is unaffected by the death 
or withdrawal of an owner.

 ■ Ease of Transfer of Ownership: It’s easy for stock-
holders of publicly traded C corporations to with-
draw from ownership—they simply sell their shares 
of stock.

 ■ Ability to Raise Large Amounts of Financial 
Capital: Corporations can raise large amounts of 
financial capital by issuing shares of stock or by sell-
ing formal IOUs called corporate bonds. The ability to 
raise money by issuing these securities gives corpora-
tions a major financial advantage over most other 
forms of ownership.

 ■ Ability to Make Use of Specialized Manage-
ment: Large corporations often find it easier to 
hire highly qualified professional managers than 
proprietorships and partnerships. Major corpora-
tions can typically offer attractive salaries and 
benefits, and their permanence and potential for 
growth offer managers opportunities for career 
advancement.

LLCs: Philanthropy Without Foundation
Wealthy families often form charitable nonprofit foundations to 
direct how their tax deductible philanthropic gifts are used. A 
nonprofit foundation must pay out 5% of its endowment each 
year, establish a board of directors, annually report strategic 
and financial information to the government and the public, 
and only support activities related to its charitable mission. 
But when Facebook founder Mark Zuckerberg and wife Dr. 

Priscilla Chan gave 
away their $45 bil-
lion fortune, they 
established a limited 
liability company 
(LLC) instead of a 
nonprofit because 
it gave them more 
control and privacy. 

According to Zuckerberg, “By using an LLC instead of a tradi-
tional foundation, we receive no tax benefit from transferring 
our shares to the Chan Zuckerberg Initiative (CZI), but we gain 
flexibility to execute our mission more effectively.” Being an 
LLC means that the CZI can spend its funds as quickly (or slow-
ly) as needed (no annual 5% payout), change how it spends 
funds over time, and not have to disclose who it works with or 
how it invests its endowment funds. The CZI can even make 
political contributions and invest in for-profit businesses, all in 
support of its mission of encouraging “personalized learning, 
curing disease, connecting people and building strong com-
munities.” In short, by deploying their wealth through an LLC 
and not a traditional foundation, Chan and Zuckerberg believe 
that they can “help hundreds of millions of children get an 
education and save millions of lives by helping people avoid 
disease.”8

board of directors The 
individuals who are elected by 
stockholders of a corporation to 
represent their interests.
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99CHAPTER 6: Business Formation: Choosing the Form that Fits

6-4e  Disadvantages of C Corporations
In addition to their significant benefits, C corporations 
have a number of drawbacks:

 ■ Expense and Complexity of Formation and 
 Operation: As we’ve already seen, establishing a cor-
poration can be more complex and expensive than 
forming a sole proprietorship or partnership. Cor-
porations are also subject to more formal operating 
requirements. For example, they are required to hold 
regular board meetings and keep accurate minutes.

 ■ Complications When Operating in More Than 
One State: When a business that’s incorporated in 
one state does business in other states, it’s called 
a “ domestic corporation” in the state where it’s in-
corporated, and a “foreign corporation” in the other 
states. A corporation must register (or “qualify”) as 
a foreign corporation in order to do business in 
any state other than the one in which it incorpo-
rated. This typically requires additional paperwork, 
fees, and taxes. But registration as a foreign corpo-
ration is only necessary if the company is involved 
in substantial business activities within the state. 
Businesses that only engage in minor business 
activities typically are exempt from the registra-
tion requirement. For example, a firm operating a 
production facility or maintaining a district office 
in a state other than its corporate home would 
need to register as a foreign corporation, but a firm 
that simply held a bank account or solicited sales 
to customers in that state through the mail would 
not be required to do so.

 ■ Double Taxation of Earnings and Additional  
Taxes: The IRS considers a C corporation to be a sep-
arate legal entity and taxes its earnings accordingly. 
Then, as shown in Exhibit 6.4, any dividends (earnings 
the corporation distributes to stockholders) are taxed 
again as the personal income of the stockholders. 
This double taxation can take a big bite out of earn-
ings that are distributed to shareholders. But note 
that corporations often reinvest some or all of their 
profits back into the business. Shareholders don’t pay 
income taxes on these retained earnings. Many states 
also impose separate income taxes on corporations. 
Most states also impose an annual franchise tax on 
both domestic and foreign corporations that operate 
within their borders.

 ■ More Paperwork, More Regulation, and Less  
Secrecy: Corporations are more closely regulated 
and are required to file more government paperwork 
than other forms of business. Large, publicly traded 
corporations are required to send annual statements 

“ general electric, one of the largest 
corporations in america, filed a 
whopping 57,000-page federal tax 
return… [which] would have been 
19 feet high if printed out and 
stacked.”

— w E E k LY  S T A N D A R D

Exhibit 6.4
How Double Taxation Reduces Earnings for Stockholders

Pre-Tax
Corporate
Earnings

After Tax
Corporate
Earnings

Stockholders Stockholders’
After-Tax 

Income

Corporate
Taxes

Personal
Income
Taxes
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100 PART TWO: Creating a Business

to all shareholders and to file detailed quarterly and 
annual reports with the Securities and Exchange 
Commission (SEC). The annual report filed with the 
SEC (called a Form 10-K) is often hundreds of pages 
long and includes a wealth of information about the 
company’s operations and financial condition. Anyone 
can look at these forms, making it difficult to keep key 
corporate information secret from competitors. 

 ■ Possible Conflicts of Interest: The corporate offi-
cers appointed by the board are supposed to further 
the interests of stockholders. But some top execu-
tives pursue policies that further their own interests 

(such as prestige, power, 
job security, high pay, and 
attractive perks) at the ex-
pense of the stockholders. 
The board of directors has 
an obligation to protect 
the interests of stockhold-
ers, but in recent years the 
boards of several major 
corporations have come 
under criticism for con-
tinuing to approve high 
compensation packages 
for top executives even 
when their companies 
performed poorly.

6-4f  Other Types of Corporations:  
Same but Different

Now that we’ve described C corporations, let’s take a quick 
look at three other types of corporations: S  corporations, 
statutory close corporations, and nonprofit cor-
porations. Like C corporations, each is created by filing 
the appropriate paperwork with a government agency. 
Also like general corporations, these corporations are con-
sidered legal entities that stand apart from their owners 
and can enter into contracts, own property, and take legal 
action in their own names. But in other key respects they 
are quite different from C corporations—and from each 
other. Exhibit 6.5 summarizes the basic features of these 
corporations.

6-4g Corporate Restructuring
Large corporations constantly look for ways to grow and 
achieve competitive advantages. Some corporations work 
to achieve these goals, at least in part, through mergers, 
acquisitions, and divestitures. We’ll close our discussion 
of corporations by taking a quick look at these forms of  
corporate restructuring. 

Mergers and Acquisitions In the news and casual 
conversation, the terms “merger” and “acquisition” are often 
used interchangeably. However, there’s a difference between  

   ExhiBit 6.5     chARAcTERISTIcS OF S, STATUTORY cLOSE, AND NONPROFIT cORPORATIONS

Type Key Advantages Limitations

S Corporation  ■ The IRS does not tax earnings of S corporations separately. 
Earnings pass through the company and are taxed only as 
income to stockholders, thus avoiding the problem of double 
taxation associated with C corporations.

 ■ Stockholders have limited liability.

 ■ It can have no more than 100 stockholders.

 ■ With only rare exceptions, each stockholder must be a 
U.S. citizen or permanent resident of the United States. 
(No ownership by foreigners or other corporations.)

Statutory 
Close (or 
Closed)  
Corporation

 ■ It can operate under simpler arrangements than conventional 
corporations. For example, it doesn’t have to elect a board of 
directors or hold an annual stockholders’ meeting.

 ■ All owners can actively participate in management while still 
having limited liability.

 ■ The number of stockholders is limited. (The number var-
ies among states but is usually no more than 50.)

 ■ Stockholders normally can’t sell their shares to the public 
without first offering the shares to existing owners.

 ■ Not all states allow formation of this type of corporation.

Nonprofit (or 
Not-for-Profit) 
Corporation

 ■ Earnings are exempt from federal and state income taxes.

 ■ Members and directors have limited liability.

 ■ Individuals who contribute money or property to the nonprofit 
can take a tax deduction, making it easier for these organiza-
tions to raise funds from donations.

 ■ It has members (who may pay dues) but cannot have 
stockholders.

 ■ It cannot distribute dividends to members. 

 ■ It cannot contribute funds to a political campaign.

 ■ It must keep accurate records and file paperwork to 
document tax-exempt status.

S corporation A form of 
corporation that avoids double 
taxation by having its income taxed 
as if it were a partnership.

statutory close (or 
closed) corporation A 
corporation with a limited number 
of owners that operates under 
simpler, less formal rules than a C 
corporation.

nonprofit corporation A 
corporation that does not seek to 
earn a profit and differs in several 
fundamental respects from C 
corporations.
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101CHAPTER 6: Business Formation: Choosing the Form that Fits

the two. An acquisition occurs when one firm buys 
another firm. The firm making the purchase is called the  
“acquiring firm,” and the firm being purchased is called the 
“target firm.” After the acquisition, the target firm ceases to ex-
ist as an independent entity while the purchasing firm contin-
ues in operation, and its stock is still traded. But not all acquisi-
tions are on friendly terms. When the acquiring firm buys the 
target firm despite the opposition of the target’s board and 
top management, the result is called a “hostile takeover.” 

In a merger, instead of one firm buying the other, 
the two companies agree to a combination of equals, 
joining together to form a new company out of the two 
previously independent firms. Exhibit 6.6 describes the 
three most common types of corporate combinations.

Divestitures: When Less Is More Sometimes 
 corporations restructure by subtraction rather than by ad-
dition. A divestiture occurs when a firm transfers total or 
partial ownership of some of its operations to 
investors or to another company. Firms of-
ten use divestitures to rid themselves of a 
part of their company that no longer fits 
well with their strategic plans. This allows 
them to streamline their operations and 
focus on their core businesses. In many 
(but not all) cases, divestitures 
involve the sale of assets to 
outsiders, which raises financial 
capital for the firm.

One common type of di-
vestiture, called a “spin-off,” oc-
curs when a company issues 
stock in one of its own divisions 
or operating units and sets it 
up as a separate company—
complete with its own board 

of directors and corporate officers. It then distributes the stock 
in the new company to its existing stockholders. After the spin-
off, the stockholders end up owning two separate companies 
rather than one. They can then buy, sell, or hold either (or both) 
stocks as they see fit. While a spin-off allows a corporation to 
eliminate a division that no longer fits in its plans, it doesn’t ac-
tually generate any additional funds for the firm.

A “carve-out” is like a spin-off in that the firm converts a 
particular unit or division into a separate company and issues 
stock in the newly created corporation. However, instead of 
distributing the new stock to its current stockholders, it sells 
the stock to outside investors, thus raising additional finan-
cial capital. In many cases, 
the firm sells only a minor-
ity of the total shares, so 
that it maintains majority 
ownership.

   ExhiBit 6.6       TYPES OF MERGERS AND AcqUISITIONS

Type of Merger Definition Common Objective Example

Horizontal 
Merger

A combination of firms in the 
same industry.

Increase size and market power within 
the industry. 

Improve efficiency by eliminating 
duplication of facilities and personnel.

Walgreens Boots Alliance, a retail pharmacy chain 
in the United States and the U.K., acquired fellow 
retail pharmacy chain Rite Aid for $9.4 billion.

Vertical Merger A combination of firms that are 
at different stages in the produc-
tion of a good or service, creating 
a “buyer-seller” relationship.

Provide tighter integration of produc-
tion and increased control over the 
supply of crucial inputs.

Netherlands-based oil and gas company Royal 
Dutch Shell acquired British-based BG Group, the 
largest supplier of liquefied natural gas to the 
United States, for $70 billion.

Conglomerate 
Merger

A combination of firms in 
unrelated industries.

Reduce risk by making the firm less 
vulnerable to adverse conditions in any 
single market.

Anbang Insurance, a Chinese company, buys the 
famed New York City Waldorf Astoria Hotel from 
Hilton Worldwide Holdings for $1.95 billion.

horizontal merger A 
combination of two firms that are 
in the same industry.

vertical merger A 
combination of firms at different 
stages in the production of a 
good or service.

conglomerate merger A 
combination of two firms that are 
in unrelated industries.

acquisition A corporate 
restructuring in which one firm buys 
another.

merger A corporate 
restructuring that occurs when 
two formerly independent 
business entities combine to form 
a new organization.

divestiture The transfer of 
total or partial ownership of some 
of a firm’s operations to investors 
or to another company.
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102 PART TWO: Creating a Business

 6-5  ThE LIMITED LIAbILITY cOMPANY: 
ThE NEw kID ON ThE bLOck

As the newest form of business ownership, state laws con-
cerning the legal status and formation of LLCs are still evolv-
ing. Several states have recently revised their statutes to make 
forming LLCs simpler and to make transfer of ownership 
easier. Other states have kept more restrictive requirements 
intact. This diversity of state requirements, and the continu-
ing evolution of LLC statutes, makes it difficult to provide 
meaningful generalizations about this form of ownership.10 

6-5a Forming and Managing an LLC
In many respects, forming an LLC is similar to forming a 
corporation. As with corporations, LLCs are created by  
filing a document (which goes by a variety of names, such 
as certificate of organization or articles of organization) 
and  paying filing fees in the state where the business is  
organized. Organizers of most LLCs also draft an operating 
agreement, which is similar to the bylaws of a corporation. 

Some states also require LLCs to publish a notice of intent 
to operate as a limited liability company.

Because LLCs are neither corporations nor partnerships, 
their owners are called members rather than stockholders or 
partners. Members of LLCs often manage their own company 
under an arrangement similar to the relationship among 
general partners in a partnership. However, some LLCs hire 
professional managers who have responsibilities much like 
those of the CEO and other top officers of  corporations.

6-5b Advantages of LLCs
Why are LLCs becoming so popular? This form of owner-
ship offers significant advantages:

 ■ Limited Liability: Similar to a corporation, all owners 
of an LLC have limited liability.

 ■ Tax Pass-Through: As mentioned at the begin-
ning of this chapter, for tax purposes the owners of 
LLCs may elect to have their companies treated as 
either a corporation or a partnership—or even as a 
sole proprietorship if owned by a single person. The 

Merger Makes for Unwelcome Competition
The trillion-dollar travel industry has experienced horizontal 
mergers for decades. Airlines, in particular, have long argued 
that they gain synergies from mergers by consolidating routes, 
fleets, and personnel, which make them more competitive in a 
highly dynamic industry. 

Recently, however, an unanticipated—and unwelcome—new 
competitor entered the travel industry through a merger. When 
Google acquired ITA Software, Inc., it instantly became a power-
ful competitor among travel websites. ITA’s software aggregates 
flight options for dozens of travel companies, including domestic 
and international airlines (Delta, American, Southwest, United, Air 
France, and more), online and traditional travel agents (Orbitz, Stu-
dent Universe, and more), metasearch services (Kayak), and more. 
By purchasing the premier flight-search software company, Google 

instantly bolstered its own fledgling 
travel search service. Google can 
now rank its own flight search 
options higher than options from 
other online travel companies that 
get up to 20% of their business 

directly from Google 
searches. Even more 
importantly, Google 

now controls access to the critical industry software on which its 
rivals rely. 

Understandably, Google’s acquisition of ITA also rankled the airlines 
that pay travel websites an average of $11 per booking compared 
to a cost of $1 per ticket purchased on their own websites. In other 
words, ITA, which was once their vendor, was now a vendor and a 
direct competitor. The Department of Justice (DOJ) also recognized 
the threat that Google’s acquisition posed to the industry. As a 
condition of the acquisition, the DOJ required Google to agree to 
a series of stringent conditions, including continuing to license ITA 
Software to airline and online travel sites until 2016.

With the DOJ licensing about to expire, Expedia began aggressively 
acquiring its competitors. In a matter of weeks, Expedia purchased 
Travelocity for $280 million and Orbitz for $1.34 billion. Following 
those mergers, the major online travel companies in the United 
States and Europe are controlled by one of two groups: Expedia 
(CheapTickets.com, Expedia.com, Hotels.com, Orbitz.com, and Trav-
elocity) and Priceline (Booking.com, Kayak.com, Priceline.com, and 
rentalcars.com). But, even with Google’s entry into this market via 
its acquisition of ITA, interesting startups continue to emerge in the 
online travel industry. Sites like Skyscanner, HomeAway, Stayful, 
Yapta, and AirBNB still apply independent competitive pressure on 
their larger competitors—for the moment, anyway.9
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103CHAPTER 6: Business Formation: Choosing the Form that Fits

default tax classification for LLCs with 
more than one owner—and the 
one most LLCs choose—is the 
partnership option. Under this  
arrangement, there is no 
separate tax on the earnings of 
the company. Instead, earnings 
“pass through” the company 
and are taxed only as income of 
the owners. This eliminates the 
double taxation of profits that is 
endemic to general corporations. How-
ever, there are some cases where it makes 
sense for LLCs to elect to be taxed as a corporation. 
For example, the owner of a single-person LLC can 
avoid paying self-employment taxes by electing to 
have the LLC treated as a corporation rather than as a 
sole proprietorship.

■ Simplicity and Flexibility in Management and 
Operation: Unlike corporations, LLCs aren’t required 
to hold regular board meetings. Also, LLCs are subject 
to less paperwork and fewer reporting requirements 
than corporations.

■     Flexible Ownership: Unlike S corporations, LLCs 
can have any number of owners. Also unlike S corpo-

rations, the owners of LLCs can include foreign 
investors and other corporations. However, 

some states do make it difficult to transfer 
ownership to outsiders.

6-5c  Limitations and 
Disadvantages of LLCs

Despite their increasing popularity, LLCs 
have some limitations and drawbacks:

■      Complexity of Formation: Because of the 
need to file articles of organization and pay 
filing fees, LLCs can take more time and effort to 
form than sole proprietorships. In general, form-
ing an LLC is also more difficult than creating 
a partnership. But as we mentioned  earlier, the 
formation of a partnership requires a “meeting 
of the minds” of the partners, which isn’t always 
easy to achieve. So in some cases, the formation 
of a partnership can prove to be every bit as 
challenging as the formation of an LLC.

 ■ Annual Franchise Tax: Even though they may be 
exempt from corporate income taxes, many states 
require LLCs to pay an annual franchise tax.

iQoncept/Shutterstock.com

Running Your Own Business: Start Fresh or Franchise?
While millions dream of running their own businesses, cost and 
inexperience are two big reasons one-third to one-quarter of small 
businesses fail within two years. Inexperienced entrepreneurs 
often struggle to get customers to buy from them rather than from 
existing businesses, and small business owners typically need a 
great deal of start-up capital to pay for offices, facilities, transpor-
tation, insurance, and salaries (but probably not for themselves 
until the business establishes itself financially). It’s not easy!

Aspiring entrepreneurs don’t need to build new businesses 
from scratch, however. With fran-
chising, a franchisor licenses the 
franchisee to use its name, trade-
mark, products, and business 
methods. In short, franchising 
allows a businessperson to launch 
a new business with the support 
of a successful brand and backed 
by a proven business model. 
Moreover, starting a franchise 
often costs less than starting a 
fresh new business. 

Thanks to crowded franchise markets, many franchisors have be-
gun discounting initial franchisee fees and royalties. For example, 
Cincinnati-based sports restaurant chain Buffalo Wings & Rings 
sold just three franchises in 2013. After cutting its franchisee fee 
from $35,000 to $5,000, however, the restaurant went on to sell 17 
new franchises in 2014. Buffalo Wings & Rings’ Director of Franchise 
Development Dan Doulen says, “In the grand scheme of things, 
$30,000 doesn’t seem like a huge amount—but it is to those inves-
tors…[who] think about every penny they spend.”

And once a franchise is suc-
cessful, franchisors often offer 
even bigger discounts. Denny’s 
restaurant chain, for instance, of-
fers up to $1 million in discounts 
on fees for current franchisees 
who commit to opening six res-
taurants in untapped markets. 
Again, not an easy task by any 
means, but certainly easier than 
opening six new restaurants 
from scratch.11
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104 PART TWO: Creating a Business

 ■ Foreign Status in Other States: Like corporations, 
LLCs must register or qualify to operate as “foreign” 
companies when they do business in states other 
than the state in which they were organized. This 
results in additional paperwork, fees, and taxes.

 ■ Limits on Types of Firms that Can Form LLCs: 
Most states do not permit banks, insurance compa-
nies, and nonprofit organizations to operate as LLCs.

 ■ Differences in State Laws: As we’ve already 
mentioned, LLC laws are still evolving—and their 
specific requirements vary considerably among 
the states. In 2006, the National Conference of 
Commissioners on Uniform State Laws created a 
Revised Uniform Limited Liability Company Act 
that could be used as a model by all states. To 
date, only a few states have adopted this law. Until 
there is more uniformity in state laws, operating 
LLCs in more than one state is likely to remain a 
complex endeavor.12

 6-6  FRANchISING: PROvEN 
METhODS FOR A PRIcE

A franchise is a licensing 
arrangement under which 
one party (the franchi-
sor) allows another party 
(the  franchisee) to use 
its name, trademark, pat-
ents, copyrights, busi-
ness methods, and other  
property in exchange for 
monetary payments and 
other considerations. Fran-
chising has become a very 
popular way to operate a 
business and an important 
source of employment 
and income. A 2016 study 
conducted by Global In-
sight for the International 
Franchising Association’s 
Education Foundation 
reported that 783,000 
franchise establishments 
operated in the United 
States, employing more 
than 8.83 million workers. 
And according to another 

franchising study published by the Bureau of the Census, 
franchise establishments dominate several major markets 
such as fast food, auto dealerships, convenience stores, 
and private mail distribution centers.13

The two most popular types of franchise arrange-
ments are distributorships and business format 
 franchises. In a distributorship, the franchisor makes a 
product and grants distributors a license to sell it. The most 
common example of this type of franchise is the arrange-
ment between automakers and the dealerships that sell their 
cars. In a business format franchise, the franchisor grants the 
franchisee the right to both make and sell its good or ser-
vice. Under this arrangement, the franchisor usually provides 
a wide range of services to the franchisee, such as help with 
site selection, training, and help in obtaining financing, but 
also requires the franchisee to follow very specific guidelines 
while operating the business. You’re no doubt very familiar 
with business format franchises; examples include Wendy’s, 
Supercuts, Jiffy Lube, and Massage Envy.

6-6a Franchising in Today’s Economy
Franchising is now a well-established method of operating 
a business—but that doesn’t mean it’s static. Let’s look at 
some ways the world of franchising is changing.

One of the biggest trends in franchising for the past 
several years has been an expansion into foreign mar-
kets. Franchisors in a variety of industries have found that 

While franchises are usually associated 
with restaurants, any kind of business 
can be operated as a franchise. Some non-
restaurant franchises in the United States 
include convenience store 7 Eleven, hotel 
chain Marriott International, Chem-Dry 
Carpet Cleaning, and car rental service 
Hertz.

franchise A licensing 
arrangement under which a 
franchisor allows franchisees to 
use its name, trademark, products, 
business methods, and other 
property in exchange for monetary 
payments and other considerations.

franchisor The business 
entity in a franchise relationship 
that allows others to operate 
its business using resources it 
supplies in exchange for money 
and other considerations.

franchisee The party in a 
franchise relationship that pays for 
the right to use resources supplied 
by the franchisor.

distributorship A type of 
franchising arrangement in which 
the franchisor makes a product and 
licenses the franchisee to sell it.

business format franchise  
A broad franchise agreement in 
which the franchisee pays for the 
right to use the name, trademark, 
and business and production 
methods of the franchisor.
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105CHAPTER 6: Business Formation: Choosing the Form that Fits

opportunities for franchise growth are greater in foreign 
countries because competition is less intense, and mar-
kets are less saturated than in the United States. In 2015, 
McDonald’s had 17,182 franchise outlets in foreign coun-
tries (4,283 more than it had in the United States), Subway 
had 16,944, and 7–11 had 47,835.14 Of course, operating in 
foreign countries can pose special challenges. Differences 
in culture, language, laws, demographics, and economic 
development mean that franchisors, like other types of 
business owners, must adjust their business methods—
and the specific products they offer—to meet the needs 
of foreign consumers. 

Another notable trend has been the growth in the 
number of women franchisees. Reliable statistics on 
women in franchising are difficult to find, but the Interna-
tional Franchising Association (IFA) estimates that women 
now own about 45% of all franchises, and anecdotal 
evidence suggests that the trend toward more women-
owned franchises is continuing. A number of women, such 
as Dzana Homan (founder of School of Rock music lesson 
franchises), and Eileen Huntington, co-founder of Hunting-
ton Learning Centers, also have become very successful 
franchisors.15 But, despite these highly visible success sto-
ries, the number of women franchisors hasn’t grown nearly 
as fast as the number of women franchisees.16

Minority participation in franchises, both as fran-
chisees and franchisors, has been relatively low. African 
Americans, Hispanics, Asian Americans, and Native Ameri-
cans make up about a third of the population, and that 
share is expected to steadily grow over the next several 
decades. Indeed, 20.5% of franchises are minority-owned, 
which is roughly 50% higher than 14.2% for nonfranchised 
businesses.17 One of the main reasons for such low minority  
involvement in franchising is a lack of awareness of  
franchising opportunities within minority communities. 
But many franchisors are now making a strong effort to 
actively recruit minority franchisees.18

Two major initiatives have given the efforts to reach 
minority franchising a boost in recent years. The first, known 
as the National Minority Franchising Initiative (NMFI), was 
founded in 2000. The NMFI’s website currently maintains a 
directory of more than 500 franchisors who actively promote 
minority franchise ownership. The second initiative, called 
DiversityFran, was established in early 2006 by the IFA. This 
initiative has the cooperation of a variety of organizations 
interested in promoting minority business ownership, in-
cluding the National Urban League, the Association of Small 
Business Development Centers, the U.S. Pan Asian American 
Chamber of Commerce, and the Minority Business Devel-
opment Agency. Franchisors participating in the program 
receive information and marketing materials designed to  

help them reach potential minority franchisees more 
effectively. As of April 2015, DiversityFran had 119 participat-
ing franchisors, including such major players as Chick-fil-A, 
Dunkin’ Donuts, and KFC-YUM! Brands (which owns KFC, Taco 
Bell, and Pizza Hut), all pledging to actively recruit minority 
franchisees.19

6-6b Advantages of Franchising
Both the franchisee and the franchisor must believe they’ll 
benefit from the franchise arrangement; otherwise, they 
wouldn’t participate. The advantages of franchising for the 
franchisor are fairly obvious. It allows the franchisor to ex-
pand the business and bring in additional revenue (in the 
form of franchising fees and royalties) without investing its 
own capital. Also, franchisees—business owners who are 
motivated to earn a profit—may have a greater incentive 
than salaried managers to do whatever it takes to maxi-
mize the success of their outlets.

From the franchisee’s perspective, franchising offers 
several advantages:

 ■ Less Risk: Franchises offer access to a proven busi-
ness system and product. The systems and methods 
offered by franchisors have an established track re-
cord. People who are interested in buying a franchise 
can do research to see how stores in the franchise 
have performed and can talk to existing franchisees 
before investing.

 ■ Training and Support: The franchisor normally 
provides the franchisee with extensive training and sup-
port. For example, Subway offers two weeks of training 
at its headquarters and additional training at meetings. 

The National Minority Franchising 
Initiative (NMFI) and DiversityFran 
are two programs founded to promote 
minority business ownership.
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106 PART TWO: Creating a Business

The franchisor also sends out newsletters, provides In-
ternet support, maintains a toll-free number for phone 
support, and provides on-site evaluations.20

 ■ Brand Recognition: Operating a franchise gives the 
franchisee instant brand-name recognition, which 
can be a big help in attracting customers.

 ■ Easier Access to Funding: Bankers and other 
lenders may be more willing to lend money if the 
business is part of an established franchise than if it is 
a new, unproven business.

6-6c Disadvantages of Franchising
Franchising also has some drawbacks. From the franchisor’s 
perspective, operating a business with perhaps thousands 
of semi-independent owner–operators can be complex and 
challenging. With such a large number of owners, it can be dif-
ficult to keep all of the franchisees satisfied, and disappointed 
franchisees sometimes go public with their complaints, dam-
aging the reputation of the franchisor. In fact, it isn’t unusual 
for disgruntled franchisees to sue their franchisors.

Franchisees are also likely to find some disadvantages:

 ■ Costs: The typical franchise agreement requires fran-
chisees to pay an initial 
franchise fee when they 
enter into the franchise 
agreement and an 
ongoing royalty (usually 
a percentage of monthly 
sales revenues) to the 
franchisor. In addition, 
the franchisor may assess 

   ExhiBit 6.7       FRANchISEE cOSTS FOR SELEcTED FRANchISES

Franchise Type of Business
Initial Franchisee 

Fee
Ongoing  
Royalty*

Estimated Minimum 
Initial Investment

Coffee News Newspaper distributed at restaurants $8,500 $25 to $80/wk. $9,750 to $10,750

Anytime Fitness 24/7 Fitness club $18,000 to $35,000 $549/mo. $62,900 to $417,900

Subway Fast food $15,000 8% $116,600 to $263,150

Papa John’s Pizza delivery $25,000 5% $129,910 to $844,210 

Supercuts Hair styling $29,500 6% $144,400 to $293,800 

The UPS Store Mailing and business $29,950 8.5% $167,825 to $353,580

The Joint Chiropractic care $39,900 7% $141,900 to $337,200

Jiffy Lube Automobile maintenance $35,000 3% $219,000 to $400,000 

*Royalty is expressed as a percentage of gross revenues unless otherwise specified.
Source: Individual franchise opportunity pages for each listed franchise on the Entrepreneur.com website, http://www.entrepreneur.com/franchiseopportunities/index.html, accessed March 20, 2016.

other fees to support national advertising campaigns 
or for other  purposes. These costs vary considerably, 
but for high-profile franchises, they can be substantial. 
Exhibit 6.7 compares the initial franchise fees, ongoing 
royalties, and minimum initial investment for several 
well-established franchises. (Initial investment reflects 
the fact that the cost of starting a franchise generally 
requires the franchisee to invest in property, equipment, 
and inventory in addition to paying the franchise fee. 
The actual total investment that franchisees make is 
often substantially higher than the estimated minimum 
investment cited in Exhibit 6.7.)

 ■  Lack of Control: The franchise agreement usually 
requires the franchisee to follow the franchisor’s pro-
cedures to the letter. People who want the freedom 
and flexibility to be their own boss can find these 
restrictions frustrating.

 ■  Negative Halo Effect: The irresponsible or incompe-
tent behavior of a few franchisees can create a negative 
perception that adversely affects not only the franchise 
as a whole but also the success of other franchisees.

 ■ Growth Challenges: While growth and expansion are 
definitely possible in franchising (many franchisees own 
multiple outlets), strings are attached. Franchise agree-

ments usually limit the franchisee’s 
territory and require franchisor approval 
before expanding into other areas.

■     Restrictions on Sale: Franchise agree-
ments normally prevent franchisees 
from selling their franchises to other 
investors without prior approval from 
the  franchisor.

“ In business for 
yourself, not by 
yourself.” 

— R AY  k R O c ,  F O U N D E R , 
M c D O N A L D ’ S  R E S T A U R A N T S
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107CHAPTER 6: Business Formation: Choosing the Form that Fits

 ■ Poor Execution: Not all franchisors live up to their 
promises. Sometimes the training and support are 
of poor quality, and sometimes the company does 
a poor job of screening franchisees, leading to the 
negative halo effect we mentioned previously. 

These considerations suggest that before buying a 
franchise, potential owners should carefully research the 
franchise opportunity.

6-6d  Entering into a Franchise Agreement
To obtain a franchise, the franchisee must sign a franchise 
agreement. This agreement is a legally binding contract 
that specifies the relationship between the franchisor and 

the franchisee in great detail. There’s no standard form for 
the contract, but some of the key items normally covered 
include the following:

■ Terms and Conditions: The franchisee’s rights to 
use the franchisor’s trademarks, patents, and signage, 
and any restrictions 
on those rights. It 
also covers how 
long the agreement 
will last and under 
what terms (and at 
what cost) it can be 
renewed.

Wendy’s Restaurants and a 152-Store Franchisee 
Sue Each Other
To maintain quality across stores, franchise agreements require 
franchisees to strictly follow the franchisor’s procedures for 
making or delivering a product or service. That consistency is 
why McDonald’s fries or Wendy’s Frosty™ shakes taste the same 
wherever you buy them. But what happens when franchisees 
don’t want to follow the franchisor’s requirements?

For example, increased competition from hamburger restaurants, 
such as Five Guys and Smashburger, prompted The Wendy’s Com-
pany, which is the franchisor, to launch a store remodeling program 
called Image Activation. The program renovates dated-looking res-
taurants, while also upgrading their point-of-sale (POS) system to 
allow mobile payments and facilitate digital marketing campaigns. 
The overall goal of the program is to improve the customer experi-
ence and increase same store sales, something that Wendy’s and 
its franchisees would both like to see. Wendy’s CEO and President, 
Emil Brolick, says, “We are working to enhance the entire customer 
experience, including the restaurant design, inside environment, 

elevated food preparation standards and higher customer service 
standards.”

One of Wendy’s largest and oldest franchisors, however, didn’t 
see it that way. DavCo, which owns and operates 152 restau-
rants in Maryland, Virginia, and Washington, D.C., refused 
to implement the Image Activation program. So in 2015 the 
Wendy’s Company sued DavCo for breach of contract. DavCo  
immediately countersued, claiming that the design plans were 
too expensive and that it would not earn a sufficient return on 
investment from the remodeling costs. Indeed, DavCo estimat-
ed it would cost $55 million to remodel 90 of its oldest stores, 
and another $20 million to remodel the remaining 62 locations, 
which were less dated in appearance. 

DavCo asserts that The Wendy’s Company knows that the re-
modeling costs are a bad investment for its franchisee. Since the 
Image Activation program was launched in 2011, DavCo says 
that the company rolled out nine different designs trying to find 
a renovation plan franchisees could afford. Ironically, while The 
Wendy’s Company was asking franchisees to pay for restaurant 
renovations, it was aggressively cutting its own expenses. Two 
years ago, Wendy’s owned and operated nearly 1,200 of its 
6,557 stores. In early 2015, it announced plans to sell 500 stores 
(to prospective franchisees) and said that it wants to own only 
5% of its stores by mid-2016.

In theory, franchise agreements dictate nearly every way in 
which franchisors and franchisees work together. But, they can’t 
anticipate everything. When conflicts occur, successful franchi-
sors and franchisees strive for mutually beneficial solutions.21 
For Wendy’s and DavCo, bringing in lawyers as hired guns to 
solve this dispute is a sure sign that the Wendy’s franchise 
agreement is, for the moment, broken.Ke
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franchise agreement  
The contractual arrangement 
between a franchisor and 
franchisee that spells out the 
duties and responsibilities of 
both parties.
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108 PART TWO: Creating a Business

■ Fees and Other Payments: The fees the franchisee 
must pay for the right to use the franchisor’s prod-
ucts and methods, and when these payments  
are due.

■ Training and Support: The types of training  
and support the franchisor will provide to the  
franchisee.

■ Specific Operational Requirements: The methods 
and standards established by the franchisor that the 
franchisee is required to follow.

■ Conflict Resolution: How the  franchisor and fran-
chisee will handle disputes.

■    Assigned Territory: The geographic area in which 
the franchisee will operate and whether the franchi-
see has exclusive rights in that area.

It’s vital for anyone think-
ing about entering into 
a franchise agreement to 
know all the facts before 
signing on the dotted line. 
Fortunately, the Federal 
Trade Commission (FTC) 
requires franchisors to pro-
vide potential franchisees 

with a document known as a Franchise Disclosure 
Document (FDD). This long, complex document (cov-
ering 23 separate major topics and sometimes running 
well over 100 pages) can be an invaluable source of in-
formation about virtually every aspect of the franchise ar-
rangement. For example, the FDD must provide contact 
information for at least 100 current franchisees. (If the fran-
chisor has fewer than 100 current franchisees, it must list 
all of them.) This gives a potential franchisee the ability to 
contact other franchisees and ask them about their expe-
riences with the franchisor. As an added bonus, the FTC 
requires the FDD to be written in “plain English” rather than 
in the complex legal jargon that often characterizes such 
documents. This rule means you actually have a chance to 
understand what you’re reading!22

Under FTC rules, the franchisor must give the franchi-
see at least 14 calendar days to review the FDD before the 
franchise agreement can be signed. A careful study of the 
FDD can go a long way toward ensuring that the franchi-
see makes an informed decision. Even though the FDD is 
written in “plain English,” it’s a good idea to have a lawyer 
who is knowledgeable about franchise law review it. You’ll 
have to pay for any legal advice, but entering into a bad 
franchise agreement can be a lot more expensive (and 
stressful) than a lawyer’s fees.

This chapter discusses the four major forms of business 
ownership. Each form of ownership has both advantages and 
limitations, so no single form of ownership is the best in all 
situations.

Sole proprietorships are appealing to entrepreneurs who want 
to start a business quickly, with few formalities or  
fees, and who want to be their own boss. But sole proprietor-
ships aren’t well suited for raising financing from external 
sources, so growth opportunities are limited. And sole  
proprietors have unlimited liability for their company’s  
debts and obligations.

General partnerships allow two or more owners to pool financial 
resources and take advantage of complementary skills. But each 
owner must assume the risk of unlimited liability, and disagree-
ments among partners can complicate and delay important 
decisions.

Corporations are more complex and expensive to create than 
other forms of business. Another potentially serious drawback 
is the double taxation of earnings. But corporations have the 
greatest potential for raising financial capital and provide own-
ers with the protection of limited liability.

The limited liability company (LLC) is a relatively new form of 
business ownership that offers many of the advantages of cor-
porations without as many regulations. One major advantage of 
LLCs compared to corporations is that its earnings can be taxed 
as if the company is a partnership, thus avoiding double taxa-
tion. But the laws governing limited liability companies vary 
considerably among states, making it a challenge to operate an 
LLC in multiple states.

The Big Picture

Franchise Disclosure 
Document (FDD) A detailed 
description of all aspects of a 
franchise that the franchisor 
must provide to the franchisee at 
least 14 calendar days before the 
franchise agreement is signed.
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109CHAPTER 6: Business Formation: Choosing the Form that Fits

Franchise Store Manager

Responsible for running day-to-day retail store operations. 
Required to open and close the store; manage schedules and 
productivity; provide world-class customer service;  monitor 
cost control, payroll, and expenses; provide weekly and 
monthly reports to the franchise owner; recruit, train, and 
coach employees; and develop and implement store marketing 
program. Ultimately accountable for profit/loss, continuous 
improvement, service delivery levels, personnel management, 

and business development. The ideal candidate has a college 
degree, a dynamic personality, two years of retail store opera-
tions experience, strong management skills, excellent computer 
knowledge, and is a good listener who can motivate a team and 
run good meetings. For 
more information on  
this career and other 
possible careers in  
franchising, check out 
Career  Transitions.

Careers in Franchising
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7 Small Business  
and Entrepreneurship:
Economic Rocket Fuel

LEARNING ObjEcTIvES
After studying this chapter, you will be able to:

 7-1 Explain the key reasons to launch a small business

 7-2 Describe the typical entrepreneurial mindset and characteristics

 7-3 Discuss funding options for small business

 7-4 Analyze the opportunities and threats that small businesses face

 7-5 Discuss ways to become a new business owner and tools to facilitate success

 7-6 Explain the size, scope, and economic contributions of small business

Starting a new business can be tough—very tough. Yet, for 
the right person, the advantages of business ownership far 
outweigh the risk and hard work. Although people start their 

own ventures for a variety of reasons, most are seeking some 
combination of greater financial success, independence, 
flexibility, and challenge. Others are simply seeking survival.

 7-1 LAUNchING A NEw vENTURE: whAT’S IN IT fOR ME? 

Over time, the entrepreneurship rate has played a powerful, positive 
role in the U.S. economy. The new business creation rate in 2014 showed 
the largest year-over-year increase of the last two decades, but start-up 
activity still remains below historic norms. As the economy continued 
to gain momentum, unemployed workers were able to find jobs rather 
than turn to entrepreneurship.1 The drop in entrepreneurship has been 
especially sharp among Generation Y (born between early 1980s and early 
2000s). Despite their strong entrepreneurial spirit—65% have a desire to 
start their own business—many are struggling with heavy student debt 
and a challenging job market. Since the prime age for entrepreneurship is 
late 30s to early 40s, a burst of entrepreneurial activity may lie ahead as 
the huge Generation Y reaches that age range.2
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“ In the end, a vision without the 
ability to execute it is probably 
a hallucination.”

— S T E v E  c A S E ,  c O - f O U N D E R  A M E R I c A 
O N L I N E ,  c h A I R M A N ,  S T A R T U P  A M E R I c A 

P A R T N E R S h I P

7-1a Greater Financial Success
Although you can make a pretty good living working for 
someone else, your chances of getting really rich may be 
higher if you start your own business. The Forbes magazine 
annual list of the 400 richest Americans is dominated by 
entrepreneurs, such as Bill Gates and Paul Allen (found-
ers of Microsoft), Phil Knight (founder of Nike), Michael Dell 
(founder of Dell Inc.), and Sergey Brin and Larry Page 
(founders of Google). And many people feel that their 
chances of even moderate financial success are higher if 
they’re working for themselves rather than someone else. 
The opportunity to make more money is a primary motiva-
tor for many entrepreneurs, although other factors clearly 
play a role as well.3

7-1b Independence
Being your own boss is a huge benefit of starting your 
own business. You answer to no one other than yourself 
and any investors whom you invite to participate in your 
business. Bottom line: You are the only one who is ulti-
mately responsible for your success or failure. This setup 
is especially compelling for people who have trouble be-
ing  subordinates because of their personalities (and we 

probably all know someone 
who fits that description!). 
But while independence is 
nice, it’s important to keep 
in mind that every business 

entrepreneurs People who 
risk their time, money, and other 
resources to start and manage a 
business.

“ Obviously everyone wants to be 
successful, but I want to be looked 
back on as being very innovative, 
very trusted and ethical and 
ultimately making a big difference 
in the world.”

—SERGEY bRIN, cO-fOUNDER, GOOGLE
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depends on meeting the needs 
of its customers, who can be 
even more demanding than the 
toughest boss.

7-1c Flexibility
The ability to set your own hours 
and control your own schedule 
is a hugely appealing benefit for many business owners, 
especially parents seeking more time with their kids or re-
tirees looking for extra income. Given current technologi-
cal tools—from email to eBay—it’s easy for small business 
owners to manage their firms on the go or after hours. Of 
course, there’s often a correlation between hours worked 
and dollars earned. (It’s rare to work less and earn more.) 
But when more money isn’t the primary goal, the need for 
flexibility can be enough to motivate many entrepreneurs 
to launch their own enterprise.

7-1d Challenge
Running your own business provides a level of challenge 
unmatched by many other endeavors. Most business 
 owners—especially new business owners—never find 
themselves bored! Starting a business also offers endless 
opportunities for learning that can provide more profound 

satisfaction for many people than 
grinding out the hours as an employee.

7-1e Survival
Although most entrepreneurs launch 
their business in response to an oppor-
tunity with hopes of improving their 
lives, some entrepreneurs—called “ne-

cessity  entrepreneurs”—launch their business because they 
believe it is their only economic option. Necessity entre-
preneurs range from middle-aged workers laid off from 
corporate jobs, to new immigrants with limited English and 
heavy accents, to those who experience discrimination in 
the standard workplace. For each of these types of people, 
small business ownership can be the right choice in the face 
of few other alternatives.

 7-2  ThE ENTREPRENEUR: 
A DISTINcTIvE PROfILE

Successful entrepreneurs tend to stand out from the 
crowd in terms of both their mindset and their personal 
characteristics. As you read this section, consider whether 
you fit the entrepreneurial profile.

Eccentric Entrepreneurs
Do quirky people become entrepreneurs, or does successful entre-
preneurship breed quirkiness? Hard to know which comes first, 
but it’s not hard to find quirky entrepreneurs. Some highlights:

■ Mark Zuckerberg, founder of Facebook, personally 
butchered all the animals he ate in 2011.

■ Automobile tycoon Henry Ford ate weeds from his garden, 
and even ate sandwiches filled with weeds.

■ Dustin Moscovitz, Zuckerberg’s college roommate at Harvard 
and Facebook’s third employee, still rides his bicycle to work 
despite being the world’s youngest billionaire at age 29.

■ Marc Andreessen, founder of Netscape, blogs in his underwear.

■ David Karp, CEO of Tumblr, prides himself on ignoring email.

■ Paul Graham, founder of Y Combinator, wrote an essay titled 
“Why Nerds Are Unpopular.”

■ Co-founder of Apple Steve Jobs would eat only one type 
of food, such as carrots or apples, for weeks at a time. He 
reportedly ate so many carrots at one time that his skin 
turned bright orange. Jobs also believed that his restrictive, 
vegan diet meant that his body was free from body odor and 
allowed him to bathe only once per week.

■ John Harvey Kellogg (pictured), founder of the  
cereal empire, began his career as a medical doctor,  
and was once the chief physician at the Western Health 
Reform Institute of Battle Creek, where he argued that 
people should have yogurt enemas on a daily basis. 
Perhaps we should all be thankful that his corn  
flakes went mainstream, rather than his other ideas  
about health.

So if you’re a quirky 
individual, you may 
want to consider 
nurturing your quirks, 
not hiding them. Who 
knows? Even if you’re 
not the world’s next 
billionaire, your quirks 
may give you a com-
mon interest with him 
or her, which could 
ultimately land you a 
great job!4
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“ Whatever you’re 
thinking, think 
bigger.”

— T O N Y  h S I E h ,  f O U N D E R , 
Z A P P O S . c O M
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7-2a  The Entrepreneurial Mindset:  
A Matter of Attitude

Almost every entrepreneur starts as a small business- 
person—either launching a firm or buying a firm—but not 
every small businessperson starts as an entrepreneur. The 
difference is a matter of attitude. From day one, a true en-
trepreneur—such as Sam Walton of Walmart, Steve Jobs 
of Apple, or Jeff Bezos of Amazon—aims to change the 
world through blockbuster goods or services. That isn’t 
the case for all small business owners. Most people who 
launch new firms expect to better themselves, but they 
don’t expect huge, transformative growth. In fact, nearly 
70% of small business owners say they don’t want to grow 
any larger.5

However, classic entrepreneurs who deliver on the 
promise of their best ideas can dramatically change the 
economic and social landscape worldwide. Examples of 
business owners who thought and delivered big include 
Henry Ford, founder of the Ford Motor Company and origi-
nator of assembly line production; Walt Disney, founder of 
The Walt Disney Company and creator of Mickey Mouse; 
Mary Kay Ash, founder of a cosmetics powerhouse; 
 Martha Stewart, lifestyle innovator for the masses; Ste-
phenie Meyer, creator of the  Twilight franchise; and Mark 
 Zuckerberg, founder of Facebook.

7-2b Entrepreneurial Characteristics
While experts sometimes disagree about the specific char-
acteristics of successful entrepreneurs, virtually all include 
vision, self-reliance, energy, confidence, tolerance of un-
certainty, and tolerance of failure. (See Exhibit 7.1.) Most 
successful entrepreneurs have all of these qualities and 
more, but they come in a huge variety of combinations 
that highlight the complexity of personality: There is no 
one successful entrepreneurial profile.

Vision Most entrepreneurs are wildly excited about their 
own new ideas, which many seem to draw from a bottom-
less well. Entrepreneurs find new solutions to old problems, 
and they develop new products that we didn’t even know we 
needed until we had them. And entrepreneurs stay excited 
about their ideas, even when friends and relatives threaten 
to call the loony bin. For instance, Fred Smith, founder of the 
FedEx empire, traces the concept for his business to a term 
paper he wrote at Yale, which supposedly received a C from 
a skeptical professor. But that didn’t stop him from creating a 
business logistics system that transformed the industry, and 
along with UPS, enabled e-commerce to flourish.

Self-Reliance As an entrepreneur, the buck stops 
with you. New business owners typically need to do ev-
erything themselves, from getting permits, to motivating 

Exhibit 7.1
Entrepreneurial Characteristics

Vision

Energy

Tolerance of

Uncertainty

Self-Reliance

Confidence

Tolerance of
Failure
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employees, to keeping the books—
all in addition to producing the 
product or service that made them 
start the business in the first place. 
Self-reliance seems to come with an  
internal locus of control, or a 
deep-seated sense that the individual 
is personally responsible for what 
happens in his or her life. When things 
go well, people with an internal locus 
of control feel that their efforts have 
been validated, and when things go poorly, those same 
people feel that they need to do better next time. This 
sense of responsibility encourages positive action. In con-
trast, people with an external locus of control rely less 
on their own efforts, feeling buffeted by forces such as ran-
dom luck and the actions of others, which they believe will 
ultimately control their fate.

Energy Entrepreneurs simply can’t succeed without an 
enormous amount of energy. Six or seven 12-hour workdays 
are not atypical in the start-up phase of running a business. 
In fact, 61% of small business owners report working six or 
more days per week, compared to only 22% of workers in 
the general population. And for small business owners, even 
a day off isn’t really off. Only 27% of small business owners 
define a day off as not working at all, while 57% of small 
business owners say they always or most of the time work 
on holidays. But Discover Financial Services also learned that 
many small business owners seem to find the grind worth-
while: 47% of small business owners said that if they won 
$10 million in the lottery, they would still work in their cur-
rent job. Only 9% would stop working, and 8% would com-
bine work, volunteering, and other areas of interest.6

Confidence Successful entrepreneurs typically have 
confidence in their own ability to achieve, and their con-
fidence encourages them to act boldly. But too much 
confidence has a downside. Entrepreneurs must take 
care not to confuse likelihood with reality. In fact, many 

could benefit from the old 
adage “Hope for the best 
and plan for the worst.” A 
study for the Small Busi-
ness Administration Office 
of Advocacy confirmed 
that entrepreneurs are 
typically overconfident re-
garding their own abilities. 
As a result they’re some-
times willing to plunge 
into a new business, but 

they don’t always have the skills 
to succeed.7

Tolerance of Uncertainty  
More often than others, entre-
preneurs see the world in shades 
of gray, rather than simply black 
and white. They tend to embrace 
uncertainty in the business en-
vironment, turning it to their 
advantage rather than shying 
away. Uncertainty also relates to 

risk, and successful entrepreneurs tend to more willingly 
accept risk—financial risk, for instance, such as mortgag-
ing their home for the business, and professional risk, such 
as staking their reputation on the success of an unproven 
product.

Tolerance of Failure Even when they fail, entre-
preneurs seldom label themselves losers. They tend to 
view failure as a chance to learn, rather than as a sign 
that they just can’t do it (whatever “it” may be for them 
at any given moment). Interestingly, Isaac Fleischmann, 
director of the U.S. Patent Office for 36 years, pointed 
out that “During times of economic decline when un-
employment increases, so does the number of patents. 
Dark days often force us to become more ingenious, to 
monitor and modify the ways we reached failure and 
reshape them into a new pattern of success.” Failure can 
actually be an effective springboard for achievement.8

A surprising number of twentieth-century entre-
preneurial stars experienced significant failure in their 
careers yet bounced back to create wildly successful 
ventures. Early in his career, for instance, Walt Disney 
was fired from an ad agency (in hindsight, a rather fool-
ish ad agency) for a  “singular lack of drawing ability.” 
Ray Kroc, the man who made McDonald’s into a fast-
food empire, couldn’t make a go of real estate, so he 
sold milkshake machines for much of his life. He was  
52 years old, and in failing health, when he discovered 
the McDonald brothers’ hamburger stand and trans-
formed it into a fast-food empire. Steve Jobs, founder 
of Apple computer, found himself unceremoniously 
dumped by his board of directors less than ten years 
after introducing the world’s first personal computer. 
After another decade, he returned in triumph, restoring 
Apple’s polish with blockbuster new products such as 
the iPod and the iPhone. And JK Rowling, creator of the 
$15 billion Harry Potter empire, had her initial book re-
jected by 12 shortsighted publishers. So next time you 
fail, keep your eyes open for opportunity—your failure 
may be the first step of the next big thing.9

“ I suck at 99 percent 
of stuff, but I go all 
out on that 1 percent 
I’m good at.”

— G A R Y  vAY N E R c h U k , 
E N T R E P R E N E U R

internal locus of 
control A deep-seated sense 
that the individual is personally 
responsible for what happens in 
his or her life.

external locus of 
control A deep-seated 
sense that forces other than the 
individual are responsible for 
what happens in his or her life.
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 7-3  fINDING ThE MONEY:  
fUNDING OPTIONS fOR  
SMALL bUSINESSES

For many entrepreneurs, finding the money to fund their 
business is the top challenge of their start-up year. The 
vast majority of new firms are funded with the personal 
resources of their founder. In fact, about 95% of entrepre-
neurs raise start-up funds from personal accounts, family, 
and friends. Other key funding sources include bank loans, 
angel investors, and venture capital firms.11

7-3a Personal Resources
While the idea of using just your own money to open 
a business sounds great, and more than three-quarters 
of small business owners spend their own savings as a 

source of start-up funding,12 the financial requirements 
of most new firms typically force entrepreneurs to also 
tap personal resources such as family, friends, and credit 
cards.  According to Consumer Reports, 68% of total start-
up financing comes from personal resources.13 If you do 
borrow from family or friends, virtually every small busi-
ness expert recommends that you keep the relationship 
as professional as possible. If the business fails, a profes-
sional agreement can preserve personal ties. And if the 
business succeeds, you’ll need top-quality documenta-
tion of financing from family and friends to get larger-
scale backing from outside sources.

Personal credit cards can be an especially handy—
though highly risky—financing resource. In fact, a recent 
survey found that nearly half of all start-ups are funded 
with plastic. (It’s no wonder, given that those solicitations 
just keep on coming.) Credit cards do provide fast, flexible 
money, but watch out—if you don’t pay back your card 

A Dozen Steps to Truly Successful Entrepreneurship
Self-made millionaires are all different from one another, but 
they all share 12 key skills that you—or anyone—can develop 
with a bit of practice. 

 1.  Be confident. There is no one else exactly like you. You are the 
only person alive who has your unique strengths, experi-
ences, and background. Embrace yourself, and be ready to act 
boldly.

 2.  Be curious. Don’t just accept the status quo. Find out why 
things are the way they are, challenge assumptions, and 
never simply conform.

 3.  Be excellent. Be the absolute best at what you do. And once 
you’re the best, don’t just be the best. Constantly learn 
how to be better, teach others, and earn a reputation for 
excellence. 

 4.  Be consistent. Never deliver less than your best. Self-made 
millionaires consistently deliver at the highest level.

 5.  Be forceful. People may not know that they need what 
you’re offering, especially if you’re redefining or creating a 

product category. Steve Jobs once said, “A lot of times, people 
don’t know what they want until you show it to them.”  This 
echoes one of Henry Ford’s most famous quotes: “If I asked 
the people what they wanted, they would have said faster 
horses.”

 6.  Be fearless. Don’t let other people’s biases and preconcep-
tions limit your performance. 

 7.  Be unpredictable. Breaking your routine is a powerful way 
to free your creativity and smash through barriers. If you 
can will yourself to be unpredictable, you can achieve your 
full potential.

 8.  Be unreasonable. Always do your homework, but favor 
action over reasoning. Too much planning and reasoning 
can slow you down and cause you to miss opportunities.

 9.   Be unduplicable. Cultivate a signature style that reflects your 
uniqueness and makes your work instantly recognizable.

10.  Be dominant. Push yourself harder than your competitors 
do. Monitor rivals’ achievements and aim to out-do them 
with bold, specific performance goals.

11.  Be controversial. Push the limits. Push your agenda. Don’t 
worry about being unpopular. 

12.  Be universal. Massive success comes with massive appeal, so 
get the word out there about your ideas and your offerings.

No one is born with these skills, but all of them can be learned. 
The bad news is that once you learn them, you still have no 
guarantee of making a million bucks. The good news is that 
the mindset they represent may very well set you on your way. 
Good luck!10
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company fast, you’ll find yourself socked with financing 
fees that can take years to pay off.15

7-3b Loans
Getting commercial loans for a new venture can be 
tough. Banks and other lenders are understandably hes-
itant to fund a business that doesn’t have a track record. 
And when they do, they require a lot of paperwork and 
often a fairly long waiting period. Given these hurdles, 
only 20% of new business owners launch with com-
mercial loans. Unfortunately, small business lending fell 
78% in the five years following the Great Recession.16 
And virtually no  conventional lending source—private 
or government—will lend 100% of the start-up dollars 
for a new business. Most require that the entrepreneur 
provide a minimum of 25% to 30% of total start-up costs 
from personal resources.17

Another source for loans may be the U.S. Small Busi-
ness Administration (SBA). The SBA doesn’t give free money 
to start-up businesses—neither grants nor interest-free 
loans—but it does partially guarantee loans from local com-
mercial lenders. This reduces risk for the lenders, who are, in 
turn, more likely to lend money to a new business owner. 
The SBA also has a microloan program that lends small 
amounts of money—$13,000 on average—to start-up busi-
nesses through community nonprofit organizations.18

Peer-to-peer lending offers yet another potential 
funding source for new business start-ups. Websites such 
as Prosper.com and LendingClub.com bring together bor-
rowers and investors so that both can benefit financially. 
Many entrepreneurs have found this is an easier way to 
get money, at more favorable terms, than through more- 
established sources.

7-3c Crowdfunding
Crowdfunding is the process of funding ventures by 
raising money from a large number of investors via 
the Internet. Crowdfunding began to appear in the  

Finding funding is top-of-mind for many 
entrepreneurs.
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What Time of Day Are You Most Creative?
Probably not when you think you are. Research suggests 
that most people are best able to solve insight problems, the 
kind of problems where the answer comes in a single “aha” 
moment or flash of insight, or creativity, during the time 
of day when they are typically least alert. In other words, 
morning people tend to be most creative in the evening and 
vice versa. 

Check out the following insight problems, called remote 
associations. Each group of three word is somehow (remotely) 
related to a fourth word. If you can’t come up with the fourth 
word right away, try again during your least alert time of day 
before looking at the answer.14 

1. Paint, doll, cat

2. Up, book, charge

3. Base, snow, dance

4. Ball, out, blue

5. Bath, up, burst Answers: 1. House, 2. Cover, 3. Ball, 4. Black, 5. Bubble.
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mid-2000s, and quickly gained traction, 
becoming a nearly $35 billion funding 
source by 2016. Many crowdfunding 
sites are used to fund nonprofits. The 
largest crowdfunding sites in terms of 
traffic are gofundme.com, kickstarter.
com, and indiegogo.com. Two exam-
ples of big crowdfunding successes 
are (1) the Pebble smart watch, which 
raised $1 million in just 28 hours and eventually went on 
to raise more than $10 million, and (2) the feature film 
Veronica Mars, which raised $4.7 million. 

7-3d Angel Investors
Angel investors aren’t as saintly—or as flighty—as 
they sound. They are wealthy individuals who invest in 
promising start-up companies for one basic reason: to 
make money for themselves. According to Jeffrey Sohl, 
director of the Center for Venture Research, angels look 
for companies that seem likely to grow at 30% to 40% 
per year and will then either be bought or go public. 
He estimates that 10% to 15% of private companies fit 
that description, but points out that finding those firms 
isn’t easy. It doesn’t help, he says, that “80% of entrepre-
neurs think they’re in that 10% to 15%.” In the first half 
of 2014, the number of ventures funded by angels in-

creased 15.9% versus over 
2013,20 and Sohl expected 
that growth rate to continue 
throughout the year. And 
angels continued to focus 
on early-stage start-ups, an 
encouraging sign for long-
term economic health.21

7-3e Venture Capital
Venture capital firms fund high-potential new com-
panies in exchange for a share of ownership, which can 
sometimes be as high as 60%. These deals tend to be 
quite visible, but keep in mind that only a tiny fraction 
of new businesses receive any venture capital money. 
The advice and guidance that come with the dollars can 
also be quite significant. 
David Barger, chief ex-
ecutive officer of jetBlue 
Airways, remembers that 
he and jetBlue’s founder, 
David Neeleman, originally 
planned to call the airline 
Taxi and to fly bright yel-
low planes. But an influ-
ential venture capitalist  

Evolution of the Food Truck: From Roach  
Coach to Rolling Restaurant
Until recently, food trucks were seen as sketchy last-resort 
options that pulled up in the factory parking lot when the 
break whistle blew. These converted vans—fondly referred 
to as roach coaches—peddled soggy French fries and plastic-
wrapped sandwiches. In recent years, however, food trucks 
have gone mainstream. Familiar restaurants such as Subway 
and Johnny Rockets have joined the parade of brightly painted 
trucks competing for customers, but the real stars of the 
show are trucks with fun names and daring menus operated 
by young renegade chefs. These independent trucks offer 
a range of cuisine, from gourmet grilled cheese to Korean/
Mexican fusion. Many of the savvier food trucks use Twitter 
to build followings and alert customers where they will park 
on any given day. According to restaurant consultant Aaron 
Noveshen, about 10% of the top 200 chain restaurants now 
have food trucks. And since launching a food truck is cheaper 
than opening a restaurant, some aspiring chefs use them to 
test demand before opening a restaurant or approaching 

stores to carry their offerings. So if you’re got a great idea for 
a restaurant, your best bet for making it happen may be to hit 
the road.19

“ Anything that’s really 
awesome takes a lot 
of work.”

— M a r k  Z u c k e r b e r g , 
f o u n d e r ,  f a c e b o o k

angel investors  Individuals 
who invest in start-up companies 
with high growth potential in 
exchange for a share of ownership.

venture capital firms  
Companies that invest in start-up 
businesses with high growth 
potential in exchange for a share 
of ownership.
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changed their minds. He called them into his office and 
said, “If you call this airline Taxi, we’re not going to invest.” 
The name changed, and the venture capitalist stayed.22

 7-4  OppOrtunities and threats 
fOr small Business:  
a twO-sided COin

Most small businesses enjoy a number of advantages as 
they compete for customers. But they also must defuse a 
range of daunting potential threats to succeed over the 
long term.

7-4a Small Business Opportunities
Small businesses enjoy a real competitive edge across a  
range of different areas. Because of their size, many small 
firms can exploit narrow but profitable market niches,  
offer personal customer service, and maintain lower over-
head costs. And due to advances in technology, small firms 
can compete more effectively than ever in both global and 
domestic markets.

Market Niches Many small firms are uniquely po-
sitioned to exploit small, but profitable, market niches. 
These sparsely occupied spaces in the market tend to 
have fewer competitors because they simply aren’t big 
enough—or high-profile enough—for large firms. They 
nonetheless offer more than enough potential for small, 
specialized companies. For example, Kazoo & Company, 
a relatively small toy store, competes effectively with 
Walmart, Target, and Kmart by stocking different—and 
complementary—products, deliberately zigging when 
the big players zag.23

Personal Customer Service With a smaller cus-
tomer base, small firms can develop much more per-
sonal relationships with individual customers. Shel 
Weinstein, for instance, former owner of a Los Angeles 
corner pharmacy, knew his customers so well that they 
would call him at home in the middle of the night for 
help with medical emergencies. The personal touch can 
be especially beneficial in some foreign markets, where 

clients prize the chance to 
deal directly with top man-
agement.

Lower Overhead 
Costs With entrepre-
neurs wearing so many 

hats, from CEO to customer service rep, many small 
firms have lower overhead costs. They can hire fewer 
managers and fewer specialized employees. Perhaps 
more importantly, smaller firms—due to a lack of  
resources—tend to work around costs with tactics such 
as establishing headquarters in the owner’s garage or 
offering employees flexible schedules instead of costly 
healthcare benefits.

Technology The Internet has played a powerful role 
in opening new opportunities for small businesses. Us-
ing a wealth of online tools, from eBay to eMachineshop, 
companies-of-one can create, sell, publish, and even 
manufacture goods and services more easily than ever 
before. The Internet has also created international op-
portunities, transforming small businesses into global 
marketers. The London-based Anything Left-Handed 
retail store, for instance, evolved into an award-winning 
global wholesaler of left-handed items within a year of 
launching its website. Founder Keith Milsom comments 
that “our website has allowed us to communicate with 
potential customers and market our business worldwide 
at very little cost, making international development 
possible.”24

7-4b Small Business Threats
While small businesses do enjoy some advantages, they 
also face intimidating obstacles, from a high risk of failure 
to too much regulation.

High Risk of Failure Starting a new business in-
volves risk—a lot of risk—but the odds improve signifi-
cantly if you make it past the first five years. Check out the 
ten-year survival rate in Exhibit 7.2. Notice that it declines 
much more slowly in Years 7–10. Not surprisingly, new  
research also shows that the five-year survival rate depends 
fairly heavily on the industry, ranging from 51.3% at the high 
end for manufacturing to 36.4% at the low end for construc-
tion, as illustrated in Exhibit 7.3. So clearly, it pays to choose 
your industry carefully when you launch a new business. 

Even though these numbers may look daunting, it’s 
important to remember that owners shut down their 
businesses for many reasons other than the failure of 
the firm itself. The possibilities include poor health, di-
vorce, better opportunities elsewhere, and interestingly, 
an unwillingness to make the enormous time commit-
ment of running a business. Small business expert David 
Birch jokingly calls this last reason—which is remarkably 
 common—the “I had no idea!” syndrome. It highlights 
the importance of anticipating what you’re in for before 
you open your doors.25 

market niche A small 
segment of a market with fewer 
competitors than the market as a 
whole. Market niches tend to be 
quite attractive to small firms.
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Lack of Knowledge and Experience People typi-
cally launch businesses because they either have expertise 
in a particular area—such as designing websites or cooking 
Vietnamese food—or because they have a breakthrough 
idea—such as a new way to develop computer chips or 
run an airline. But in-depth knowledge in a specific area 
doesn’t necessarily mean expertise in running a business. 
Successful business owners must know everything from  
finance to human resources to marketing.

Too Little Money The media are filled with stories of 
business owners who made it on a shoestring, but lack 
of start-up money is a major issue for most new firms.  
Ongoing profits don’t usually begin for a while, which means 
that entrepreneurs must plan on some lean months—or 
even years—as the business develops momentum. That 
means a real need to manage money wisely and to resist 
the temptation to invest in fixed assets, such as fancy offices 
and advanced electronics, before sufficient regular income 
warrants it. It also requires the nerve to stay the course de-
spite initial losses.26 

Bigger Regulatory Burden Complying with federal 
regulations can be challenging for any business, but it can be 
downright overwhelming for small firms. But relief may be on 
the way: Congress continues to examine ways to reduce the 
growing regulatory burden on small businesses—an urgent 
need in the face of the struggling economy.27 

Higher Health Insurance Costs Administrative costs  
for small health plans are much higher than for large  

businesses, making it even tougher for small firms to offer 
coverage to their employees. Given skyrocketing healthcare 
costs in general, the best employees are likely to demand a 
great insurance plan, putting small business at a real disad-
vantage in terms of building a competitive workforce. But 
this may change as healthcare reform rolls out over the next 
couple of years; all but the very smallest businesses will be 
required to offer “affordable” health insurance to their full-
time employees. Navigating the complexities of the legisla-
tion will be a significant challenge for many small business 
owners. And assuming the early implementation bugs are 
resolved, the legislation may also provide an opportunity to 
offer workers the top quality health insurance that the best 
employees seek, at competitive rates.28

 7-5  LAUNch OPTIONS: REvIEwING 
ThE PROS AND cONS

When you imagine starting a new business, the first 
thought that comes to mind would probably be the pro-
cess of developing your own big idea from an abstract 
concept to a thriving enterprise. But that’s not the only 
option. In fact, it may make more sense to purchase an es-
tablished business, or even buy a franchise such as a Pizza 
Hut or Subway restaurant. Each choice, of course, involves 
pros and cons. The trick is finding the best fit for you: the 
combination that offers you the least harmful downsides 
and the most meaningful upsides. Broadly speaking, it’s 
less risky to buy an established business or franchise, but 
it can be more satisfying to start from scratch. Exhibit 7.4 
offers a more detailed overview of the pros and cons.

   ExhiBit 7.2      NEw bUSINESS SURvIvAL RATES

Year in  
Business

Survival 
Rate

Change vs. Prior Year  
(percentage points)

Year 1 100.0% —

Year 2 78% 222

Year 3 66% 212

Year 4 56% 210

Year 5 50% 26

Year 6 45% 25

Year 7 42% 23

Year 8 40% 22

Year 9 37% 23

Year 10 35% 22

Source: Entrepreneurship and the U.S. Economy, Bureau of Labor Statistics website, http://www.bls.gov 
/bdm/entrepreneurship/bdm_chart3.htm, accessed May 18, 2016.

   ExhiBit 7.3       NEw bUSINESS 4-YEAR SURvIvAL 
RATES bY INDUSTRY

Finance, Insurance, and Real Estate 58%

Education and Health 56%

Agriculture 56%

Services 55%

Wholesale 54%

Mining 51%

Manufacturing 49%

Construction 47%

Source: Here Are the Startup Failure Rates by Industry, by Kristin Pryor, January 12, 2016, Tech.co web-
site, http://tech.co/startup-failure-rates-industry-2016-01, accessed May 18, 2016.
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7-5a  Making It Happen: Tools  
for Business Success

Whatever way you choose to become a small business 
owner, several strategies can help you succeed over the long 
term: gain experience in your field, learn from others, edu-
cate yourself, access Small Business Administration 
(SBA) resources, and develop a business plan.

Gain Experience Getting roughly three years of 
experience working for someone else in the field that 
interests you is a good rule of thumb. That way, you 

can learn what does and 
doesn’t fly in your indus-
try with relatively low 
personal risk (and you’d 
be making any mistakes 
on someone else’s dime). 
You can also start devel-
oping a vibrant, relevant 
network before you need 

to ask for favors. But if you stay much longer than three 
years, you may get too comfortable to take the plunge 
and launch your own venture.

Learn from Others You should actively seek oppor-
tunities to learn from people who’ve succeeded in your 
field. If you don’t know anyone personally, use your net-
work to get introductions. And don’t forget industry as-
sociations, local events, and other opportunities to build  
relationships. Also, remember that people who failed in your 
field may be able to give you valuable insights (why make 
the same mistakes they did?). As a bonus, they may be more 
willing to share their ideas and their gaffes if they’re no lon-
ger struggling to develop a business of their own.

Educate Yourself The opportunities for entrepreneur-
ial learning have exploded in the past decade. Many col-
leges and universities now offer full-blown entrepreneur-
ship programs that help students both develop their plans 
and secure their initial funding. But education shouldn’t 
stop there. Seek out relevant press articles, workshops, 

   ExhiBit 7.4       PROS AND cONS Of STARTING A bUSINESS fROM ScRATch  
vERSUS bUYING AN ESTAbLIShED bUSINESS

Starting Your Business from Scratch

Key Pros

It’s all you: your concept, your decisions, your structure, and so on.

You don’t have to deal with the prior owner’s bad decisions.

Key Cons

It’s all you. That’s a lot of pressure.

It takes time, money, and sheer sweat equity to build a customer base.

Without a track record, it’s harder to get credit from both lenders and suppliers.

From securing permits to hiring employees, the logistics of starting a business 
can be challenging.

Buying an Established Business

Key Pros

The concept, organizational structure, and operating practices are 
already in place.

Relationships with customers, suppliers, and other stakeholders are 
established.

Getting financing and credit is less challenging.

Key Cons

Working with someone else’s idea can be a lot less fun for some entrepreneurs.

You may inherit old mistakes that can range from poor employee relations to 
pending lawsuits.

Buying a Franchise

Key Pros

In most cases, you’re buying your own piece of a well-known brand  
and proven way of doing business.

Typically, management expertise and consulting come with the  
franchise package.

Franchisers occasionally offer not just advice but also the financing  
that can make the purchase possible.

These advantages add up to a very low 5% first-year failure rate.

Key Cons

You have less opportunity for creativity since most agreements tie you to 
franchise requirements.

If something goes wrong with the national brand (e.g., E. coli at a burger joint), 
your business will suffer, too.

The initial purchase price can be steep, and that doesn’t include the ongoing 
percent-of-sales royalty fee.

Source: Five Reasons Why Franchises Flop, by Steve Strauss, February 28, 2005, USA Today Money website, http://www.usatoday.com/money/smallbusiness/columnist/strauss/2005-02-28-franchise_x.htm.

Small Business 
Administration (SBA) An 
agency of the federal government 
designed to maintain and 
strengthen the nation’s economy 
by aiding, counseling, assisting, 
and protecting the interests of 
small businesses.
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websites, and blogs so that your ongoing education will 
continue to boost your career.

Access SBA Resources The SBA offers a num-
ber of resources beyond money (which we’ll discuss in 
the next section). The SBA website, www.sba.gov, pro-
vides a wealth of information from industry-specific 
statistics, to general trends, to updates on small busi-
ness regulations. The SBA also works hand in hand 
with individual states to fund local Small Business  
Development Centers (SBDCs). SBDCs provide a 
range of free services for small businesses, from develop-
ing your concept, to consulting on your business plan, to 
helping with your loan applications. And the SBA supports 
SCORE, the Service Corps of Retired Executives, at 
www.score.org. They provide free, comprehensive counsel-
ing for small businesses from qualified volunteers.

Develop a Business Plan Can a business succeed 
without a plan? Of course. Many do just fine by simply 
seizing opportunity as it arises, and changing direction 
as needed. Some achieve significant growth without a 
plan. But a business plan does provide an invaluable 
way to keep you and your team focused on success. 
And it’s absolutely crucial for obtaining outside fund-
ing, which is why many entrepreneurs write a business 
plan after they’ve used personal funding sources (such 
as savings, credit cards, and money from family and 
friends) to get themselves up and running. Even then, 
the plan may be continually in flux if the industry is rap-
idly changing.

An effective business plan, which is usually 25 to 50 pages 
long, takes about six months to write. While the specifics may 

change by industry, the basic elements of any business plan 
answer these core questions:

 ■  What service or product does your business provide, 
and what needs does it fill?

 ■  Who are the potential customers for your product or 
service, and why will they purchase it from you?

 ■ How will you reach your potential customers?

 ■ Where will you get the financial resources to start 
your business?

 ■ When can you expect to achieve profitability?

The final document should include all of the following 
information:

 ■ Executive summary (two to three pages)

 ■ Description of business (include both risks and  
opportunities)

 ■ Marketing

 ■ Competition (don’t 
underestimate the 
challenge)

 ■ Operating proce-
dures

 ■ Personnel

 ■ Complete financial 
data and plan, 
including sources 
of start-up money 
(be realistic!)

 ■ Appendix (be sure 
to include all your 
research on your 
industry)29 

Check out the SBA 
business- planning site 
for more information on 
how to write your own  

A business plan can help entrepreneurs 
stay focused.
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Small Business 
Development Centers 
(SBDCs)  Local offices—
affiliated with the Small Business 
Administration—that provide 
comprehensive management 
assistance to current and 
prospective small business owners.

SCORE (Service Corps of 
Retired Executives) An 
organization—affiliated with the 
Small Business Administration—
that provides free, comprehensive 
business counseling for small 
business owners from qualified 
volunteers.

business plan A formal 
document that describes a 
business concept, outlines core 
business objectives, and details 
strategies and timelines for 
achieving those objectives.

More than 30% of the richest people 
in the world do not have a college 
degree, but 57% of those who start 
a business in high-income countries 
do have a college degree.

— G l o b a l  E n t r E p r E n E u r s h i p  M o n i t o r  
a n d  F o r b E s
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business plan and for samples of actual business plans 
(www.sba.gov/smallbusinessplanner/index.html). Other ex
cellent resources (among many) on the Internet include 
the sample business plan resource  center (www.bplans 
.com/) and the business plan pages of AllBusiness.com 
(www.allbusiness.com/).

 7-6  Small BuSineSS and the 
economy: an outSized impact

The most successful entrepreneurs create goods and ser
vices that change the way people live. Many build block
buster corporations that power the stock market and 
dominate pop culture through ubiquitous promotion. But 
small businesses—despite their lower profile—also play a 
vital role in the U.S. economy. Here are a few statistics from 
the U.S. Small Business Administration:

 ■ In 2009, 99.9% of the 27,500,000 businesses in the 
United States had fewer than 500 employees.

 ■ More than threequarters of those business owners— 
21,400,000 people, totaling about 7% of the popula
tion—ran their businesses without any employees.

 ■ Yet, these small businesses generate 46% of U.S. 
private sector output.

 ■ Over the past 18 years, small businesses created 64% 
of the net new jobs in the United States.

 ■ In total, small business provides jobs for about 43% of 
the nation’s private workforce.31

The statistics, of course, depend on the definition of small 
business. For research purposes, the SBA defines small  

business as companies with up to 500 employees, includ
ing the selfemployed. But the SBA also points out that 
the meaning of small business differs across industries. To 
officially count as “small,” the number of employees can range 
from fewer than 100 to 1,500, and the average revenue can 
range from $0.75 million to $28.5 million, depending on the 
type of business. But regardless of the specific definition, the 
fact is clear: Small business is a big player in the U.S. economy.

Beyond the sheer value of the goods and services they 
generate, small businesses make a powerful contribution 
to the U.S. economy in terms of creating new jobs, fueling 
innovation, and vitalizing inner cities.

 ■ Creating New Jobs: Small businesses with employees 
start up at a rate of about 600,000 per year. Five years 
after they launch, about half of those businesses—
and many of the jobs they create—remain viable. 
But while small businesses are quick to add new jobs, 
they’re  often the first to contract when times are 
tough;  instability comes with the territory.32

■ Fueling Innovation: Small businesses are much more 
likely to develop revolutionary new ideas. Small pat
enting firms produce about 16 times more patents 
per employee than their largefirm counterparts, 
and those patents are twice as likely to be found 
among the top 1% of highestimpact patents. Small 
firms tend to be effective innovators for a number of 
reasons. Perhaps most importantly, their very reason 
for being often ties to a brandnew idea. In the early 
years, they need innovation to simply survive. And 
they often display a refreshing lack of bureaucracy 
that allows new thinking to take hold.33

■ Vitalizing Inner Cities: New research shows that small 
businesses are the backbone of urban economies, 

Accidental Inventions
Every new business begins with a great idea, but not all great ideas 
begin with careful planning—a number of successful businesses 
have been built on inventions that happened by accident. But 
that doesn’t mean that you shouldn’t be prepared; first-century 
philosopher Seneca said, “Luck is what happens when preparation 
meets opportunity.” A sampling of “accidental inventions”:

■ Microwave Ovens: When World War II scientist Percy 
Spencer was inspecting a magnetron tube at a Raytheon lab, 
he noticed that a candy bar in his pocket had melted, which 
sparked the idea of using microwaves for cooking. Today, 
more than 90% of households have microwave ovens. 

■ Viagra: The pills failed to achieve their original goal, but 
clinical trials did yield some startling secondary benefits, 
which gave rise to a brand new multibillion-dollar business 
for Pfizer.

■ Post-it Notes: 3M scientist Spencer Silver developed 
the repositionable adhesive for Post-it Notes. But they 
didn’t become a product until his co-worker, Art Fry, was 
looking for a sticky, reusable bookmark to replace the paper 
bookmarks that kept slipping out of his church hymnal. Fry 
proposed the product, which quickly became a worldwide 
hit for 3M.30
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lower in countries that provide a high level of employment 
protection (it’s hard to get fired) and strong unemploy-
ment insurance (financial support if you do get fired). With 
these benefits in place, the sense of urgency regarding en-
trepreneurship tends to fall, in part because fear of failure 
is much lower. The European Union provides a number of 
clear examples.

Cultural/Political Environment Extensive, com-
plex regulations can hinder entrepreneurship by raising 

daunting barriers. And a lack of cultural support only 
compounds the problem. These factors certainly 

contribute to the relatively low entrepreneur-
ship rates in much of the European Union and 
Japan. Entrepreneurs in more supportive na-

tions such as the United States and 
New Zealand get a boost from 

limited regulation and strong 
governmental support. A thriv-
ing “cowboy culture” helps, too—
standout individuals who break 

free of old ways attract attention 
and admiration in many of the 
countries with higher entrepre-
neurship rates.35

   ExhiBit 7.5      EARLY PhASE ENTREPRENEURShIP 
RATES 2015

Top Ten  
Entrepreneurship Rates

Bottom Ten  
Entrepreneurship Rates

Country Rate Country Rate

Senegal 38.6% Malaysia 2.9%

Ecuador 33.6% Bulgaria 3.5%

Botswana 33.2% Morocco 4.4%

Lebanon 30.1% Germany 4.7%

Burkina Faso 29.8% Italy 4.9%

Chile 25.9% Norway/Spain (tie) 5.7%

Cameroon 25.4% Slovenia 5.9%

Colombia 22.7% Macedonia 6.1%

Peru 22.2% Belgium 6.2%

Barbados/Brazil 
(tie)

21.0% Finland 6.6%

Source: Global Entrepreneurship Monitor 2015/16 Global Report, by Donna Kelley, Slavica Singer, and Mike 
Herrington, 2016, Global Consortium website, http://www.gemconsortium.org/report, accessed May 18, 2016. 

finding opportunity in niches that may not be worth-
while for larger firms. Small business comprises more 
than 99% of inner-city business establishments. In 
addition to creating new jobs, these small businesses 
generate 80% of total employment in American 
inner cities, providing a springboard for economic 
 development.34

7-6a  Entrepreneurship Around the World
Research suggests that entrepreneurship has an economic 
impact in countries around the world. Societies need en-
trepreneurs to ensure that new ideas actualize and to 
ensure that people are able to self-employ when their 
economy does not provide for their basic needs. For the 
past 15 years, the Global Entrepreneurship Monitor (GEM) 
has measured the annual rate of new business start-ups 
across a range of countries across the globe. The fifteenth 
annual GEM study included 70 countries. According to 
GEM, the most effective way to evaluate entrepreneurship 
levels is by phase. A country’s total early-phase entrepre-
neurship rate includes the percentage of adults who have 
been running their own business from three months to 3.5 
years. The current entrepreneurship rate varies dramati-
cally from country to country, ranging from a high of 39.9% 
in Nigeria and Zambia to a low of 3.4% in Italy, Russia, and 
Japan. (See Exhibit 7.5 for the ten nations with the highest 
and lowest entrepreneurship rates.) The differences among 
countries seem to depend largely on several key factors: 
What is the national per capita income? What will the en-
trepreneur need to give up (i.e., the opportunity costs)? 
How high is the risk of failure? How strongly do the na-
tional culture and political environment support business  
start-ups?

Per Capita Income In lower-income countries, 
such as China and Chile, a high percentage of en-
trepreneurs start their own businesses be-
cause they simply have no other options. 
This contributes heavily to the startlingly 
high overall level of entrepreneurship. The 
rate of such “necessity entrepreneur-
ship” declines in higher-income 
countries, such as the United 
States and Japan, where en-
trepreneurs are more likely to 
strike out on their own in re-
sponse to an opportunity that 
they spot in the marketplace.

Opportunity Costs Entre-
preneurship rates are significantly N
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Clothing Company Founder

Design unique items that appeal to young people via innovative 
styles, attention-grabbing slogans, and distinctive fabrics. Build 
relationships with business funders. Oversee suppliers to ensure 
timely order delivery and ethical manufacturing practices. 
Build solid base of retail accounts. Develop a creative social 

media marketing campaign to boost sales. Meet profitability 
goals every quarter. For 
more information on 
this career and other 
possible careers in entre-
preneurship, check out 
Career Transitions.

Careers in Entrepreneurship
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◻	 Review key term flashcards and create your own using 
StudyBits

◻	 Create and complete practice quizzes based off of your 
notes and StudyBits

◻	 Complete Online activities such as Matching, Fill-in-the-
Blank, and Drag and Drop exercises

◻	 View chapter highlight box content, including CEO Profiles, 
What Would You Do Cases, and chapter videos

◻	 Track your knowledge and understanding of key concepts 
in business using 4LTR Online

STUDY TOOLS 7

Successful entrepreneurs need more than simply a great 
idea. Bringing that idea to market—and earning a profit 
in the process—requires deep knowledge of every area 
of business. Finding money, attracting customers, and 
absorbing risk are only some of the challenges. But for the 
right person, the payoff can be huge in terms of everything 
from financial success to scheduling flexibility. The key is 
finding something you love to do that offers value to others. 

While that doesn’t guarantee success, building on a passion 
suggests that you’ll at least enjoy the journey. Looking 
forward from the global economic crisis, entrepreneurship 
seems likely to become a way of life, either part-time or 
full-time, for a growing swath of the population. The ideal 
result would be a higher standard of living—and a higher 
quality of life—for business owners and their customers 
worldwide.

The Big Picture
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8

Remember to visit  

PAGE 144  
for additional 

STUDY TOOLS

LEARNING ObjEcTIvES
After studying this chapter, you will be able to:

 8-1 Define accounting and describe how accounting information is used by a variety of stakeholders

 8-2 Identify the purposes and goals of generally accepted accounting principles

 8-3 Describe the key elements of the major financial statements

 8-4 Describe several methods stakeholders can use to obtain useful insights from a company’s 
financial statements

 8-5 Explain how the budget process can help managers plan, motivate, and evaluate their 
organization’s performance

 8-6 Explain the role of managerial accounting and describe the various cost concepts identified by 
managerial accountants Kd
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Accounting:
Decision Making by the Numbers

Who uses the information that accounting provides? It’s a 
long list; after all, everyone wants to make good decisions! 
In fact, a variety of business stakeholders rely so heavily on 
accounting information that it’s sometimes called the “lan-
guage of business.”

8-1a  Accounting: Who Uses It?
Key users of accounting in-
formation include:

■  Managers: Marketing 
managers, for instance, 
need information 

   about sales in various regions and for various product 
lines. Financial managers need up-to-date facts 
about debt, cash, inventory, and capital.

■ Stockholders: As owners of the company, most stock-
holders have a keen interest in its financial perfor-
mance, especially as indicated by the firm’s financial 
statements. Has management generated a strong-
enough return on their investment?

■ Employees: Strong financial performance would 
help employees make their case for nice pay 
raises and hefty bonuses. But if earnings drop— 
especially multiple times—layoffs might be in the 

 8-1 AccOUNTING: WhO NEEDS IT—AND WhO DOES IT? 

Accounting is a system for recognizing, organizing, analyzing, and 
reporting information about the financial transactions that affect an 
organization. The goal of this system is to provide its users with relevant, 
timely information that helps them make better economic decisions. 

accounting A system for 
recognizing, organizing, analyzing, 
and reporting information about 
the financial transactions that 
affect an organization.
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“ The pen is mightier than the 
sword, but no match for the 
accountant.”

— j O N A T h A N  G L A N c E Y,  
b R I T I S h  j O U R N A L I S T

offing, so many employees might decide to polish 
their  résumés!

 ■ Creditors: The late, great comedian Bob Hope 
once defined a bank as a place that would only lend 
you money if you could prove you didn’t really need 
it. That’s a bit of an exaggeration, but it is true that 
before granting a loan, responsible bankers and other 
lenders will want to assess a firm’s creditworthiness 
by looking at its financial statements.

 ■ Suppliers: Like bankers, companies that provide sup-
plies want to know that the company can pay for the 
orders it places.

 ■ Government agencies: Accurate accounting informa-
tion is critical for meeting the reporting requirements 
of the Internal Revenue Service (IRS), the Securities 
and Exchange Commission (SEC), and other federal 
and state agencies.

A number of other groups—including the news media, 
competitors, and unions—might also have a real interest in 
a firm’s accounting information—whether the firm wants 
them to have it or not! If you have any interest in managing, 

investing in, or working for a business, the ability to under-
stand accounting information is extremely valuable.

8-1b  Accounting: Who Does It?
Accountants work in a variety of positions to provide all of 
this information. Let’s take a quick look at some of the roles 
accountants play:

 ■ Public accountants provide services such as 
tax preparation, external auditing (a process we’ll 
describe later in this chapter), or management con-
sulting to clients on a fee basis. 

 ■ Management accountants work within a company 
and provide analysis, prepare reports and financial 
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statements, and assist managers in their own organi-
zation. Internal auditors also work within their orga-
nizations to detect internal problems such as waste, 
mismanagement, embezzlement, and employee theft. 

 ■ Government accountants perform a variety of 
accounting functions for local, state, or federal 
government agencies. Some ensure that the govern-
ment’s own tax revenues and expenditures are re-
corded and reported in accordance with regulations 
and requirements. Others work for the IRS to audit 
tax returns or for other government agencies, such 
as the SEC or FDIC, to help ensure that our nation’s 
banks and other financial institutions comply with 
the rules and regulations governing their behavior. 

Many jobs performed by accountants require exper-
tise in complex subject areas. For this reason, accountants 
who want to move up in their profession often seek cer-
tification in a particular field. But achieving such recogni-
tion isn’t easy. For example, in order to be recognized as a 
certified public accountant in most states, a candidate must 
complete the equivalent of 150 semester hours (five years) 
of college education with a heavy emphasis in account-
ing and other business-related courses, must pass a rigor-
ous two-day, four-part exam (very few candidates pass all 
four parts on their first try), and must complete at least one 
year of direct work experience in the field of accounting. 
Individuals seeking to become certified management ac-
countants or certified fraud examiners must satisfy similarly 
challenging requirements.

 8-2  FINANcIAL AccOUNTING: 
INTENDED FOR ThOSE ON ThE 
OUTSIDE LOOkING IN

Financial accounting is the branch of accounting 
that addresses the needs of external stakeholders, includ-

ing stockholders, creditors, 
and government regula-
tors. These stakeholders are 
seldom interested in por-
ing over detailed account-
ing information about the 
individual departments 
or divisions within a com-
pany. Instead, they’re in-
terested in the financial 
performance of the firm as 
a whole. They often want 

to know how a firm’s financial condition has changed 
over a period of several years, or to compare its results to 
those of other firms in the same industry. The major out-
put of financial accounting is a set of financial statements 
designed to provide this broad type of information. We’ll 
describe these statements in the next section.

8-2a  Role of the Financial Standards 
Accounting Board

Imagine how confused and frustrated investors, creditors, 
and regulators would become if every firm could make 
its own financial accounting rules as it went along and 
change them whenever it wanted! To reduce confusion 
and provide external stakeholders with consistent and 
accurate financial statements, the accounting profession 
has adopted a set of generally accepted accounting 
principles (GAAP) that guide the practice of financial 
accounting. In the United States, the Securities and Ex-
change Commission (SEC) has the ultimate legal authority 
to set and enforce accounting standards. In practice, how-
ever, the SEC has delegated the responsibility for devel-
oping these rules to a private organization known as the 

financial accounting The 
branch of accounting that 
prepares financial statements for 
use by owners, creditors, suppliers, 
and other external stakeholders.

generally accepted 
accounting principles 
(GAAP) A set of accounting 
standards that is used in 
the preparation of financial 
statements.

“ If my father had hugged me 
even once, I’d be an accountant 
right now.”

— R AY  R O m A N O ,  c O m E D I A N

A variety of business stakeholders, 
managers, stockholders, employees, 
creditors, suppliers, and government 
agencies use accounting information.
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Financial Accounting Standards Board (FASB). 
This board consists of seven members appointed by the 
Financial Accounting Foundation. Each member serves a 
five-year term and can be reappointed to serve one addi-
tional term. In order to preserve independence and impar-
tiality, the members are required to sever all ties with any 
firms or institutions they served prior to joining the board.

Through GAAP, the FASB aims to ensure that financial 
statements are:

 ■ Relevant: They must contain information that helps 
the user understand the firm’s financial performance 
and condition.

 ■ Reliable: They must provide information that is objec-
tive, accurate, and verifiable.

 ■ Consistent: They must provide financial statements 
based on the same core assumptions and procedures 
over time; if a firm introduces any significant changes 
in how it prepares its financial statements, GAAP re-
quires it to clearly identify and describe these changes.

 ■ Comparable: They must present accounting statements 
in a reasonably standardized way, allowing users to 
track the firm’s financial performance over a period of 
years and compare its results with those for other firms.

The FASB is constantly modifying, clarifying, and ex-
panding GAAP as business practices evolve and new issues 
arise. Perhaps the most important focus in recent years has 
been a move by the FASB and its international counterpart, 
the International Accounting Standards Board (IASB), to 
find ways to make U.S. accounting practices more consis-
tent with those in other nations. This effort is likely to have 
far-reaching consequences.

8-2b  Ethics in 
Accounting

Even clear and well-estab-
lished accounting princi-
ples won’t result in accurate 
and reliable information if 

Pfizer: Corporate Inverter or Profit Maximizer? 
With a market cap of $188 billion, more than $169 billion in 
assets, and a 2015 after-tax income of $6.97 billion, Pfizer is 
one of the largest pharmaceutical corporations in the world. By 
contrast, Allergan has a market cap of $110 billion, $136 billion 
in assets, and a 2015 after-tax loss of $874. Allergan is by all 
measures a massive company, but it’s roughly two-thirds to half 
the size of Pfizer and nowhere near as profitable. In November 
2015, Pfizer and Allergan announced a plan to merge so that 
Pfizer could move its registered domicile headquarters—the 
location that determines the corporation’s primary laws and 
tax regulations—from New York to Allergan’s home in Dublin, 
Ireland. Why would Pfizer want to make such a move? 

Currently, all of Pfizer’s earnings are subject to the United States’ 
35% corporate tax rate. This rate is not only one of the highest in 
the world, it applies to all global earnings in addition to income 
earned in the United States. (Most other countries only tax 
domestic income.) Pfizer also pays a New York State corporate 
tax rate of 7.1%, bringing its total corporate tax rate to 42.1%—
well above the 23.4% global tax rate it pays around the world 
and almost four times the Irish corporate tax rate of 12.5%. By 
reincorporating its headquarters to Ireland, it’s estimated that 
Pfizer could reduce its overall global tax rate from 23.4% to 17% 
and save an estimated $2.1 billion a year.

U.S. lawmakers criticized Pfizer’s attempt at a tax inversion 
(reincorporating to a country with a lower tax rate), and after 

coming under direct fire from the Obama administration, Pfizer 
walked away from the deal. The failed merger with Allergan 
marked Pfizer’s second attempt in as many years to merge with 
a large foreign pharmaceutical company. In 2014, the company 
attempted to take over London-based AstraZeneca for nearly 
$118 billion, but that deal fell through as well. Pfizer has since 
scaled back its aggressive acquisition strategy, announcing 
plans in May 2016 to purchase California-based Anacor 
Pharmaceuticals for a mere $5.2 billion. Have we seen the last 
of Pfizer’s attempts at tax inversion by purchasing an overseas 
competitor? Time will tell.1
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Financial Accounting 
Standards Board (FASB)  
The private board that establishes 
the generally accepted 
accounting principles used in the 
practice of financial accounting.
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managers and accountants don’t use them. Caterpillar, $580 
million; Waste Management, $1.5 billion; Olympus, $1.7 bil-
lion; HealthSouth, $2.7 billion; Autonomy, a software com-
pany purchased by Hewlett-Packard, $8.8 billion; and the 
 biggest of them all, WorldCom, $11 billion, are all unfortu-
nate examples of exorbitant accounting fraud where debts 
were hidden or earnings overstated by a half a billion to  
$11 billion or more. Once their accounting improprieties be-
came known, most of these firms suffered severe financial 
 difficulties.2

These scandals served as a wake-up call to the ac-
counting profession that their ethical training and stan-
dards needed major improvement. In the wake of the 
scandals, many state accounting boards passed new eth-
ics-related requirements.

 8-3  FINANcIAL STATEmENTS:  
READ ALL AbOUT US

One of the major responsibilities of financial accounting  
is the preparation of three basic financial statements: the 
balance sheet, income statement, and statement of cash 
flows. Taken together, these financial statements provide 
external stakeholders with a broad picture of an organi-
zation’s financial condition and its recent financial perfor-
mance. Large corporations with publicly traded stock must 
provide an annual report containing all three statements 
to all stockholders. They also must file quarterly and annual 
reports, including financial statements, with the SEC. Let’s 
take a look at the information each statement provides.

8-3a  The Balance Sheet: What We Own 
and How We Got It

The balance sheet 
summarizes a firm’s finan-
cial position at a specific 
point in time. Though 
the balance sheets of 
different firms vary in 
specifics, all of them are 
organized to reflect the 
most famous equation 
in all of accounting— 
so famous that it is usually 
referred to simply as the 
accounting equation:

Assets 5 Liabilities 1 
Owners’ Equity

Exhibit 8.1 shows a simplified balance sheet for 
 McDonald’s Corporation, which we’ll use to illustrate the 
information provided by financial statements. Notice that 
the three major sectors of this statement reflect the key 
terms in the accounting equation. Once we’ve defined 
each of these terms, we’ll explain the logic behind 
the accounting equation and how the balance sheet 
illustrates this logic.

■ Assets are things of value that the firm owns. Bal-
ance sheets usually classify assets into at least two 
major categories. The first category, called current 
assets, consists of cash, $7.685 billion, and other 
assets that the firm expects to use up or convert 
into cash within a year. For example, in  McDonald’s 
balance sheet, the value for accounts receivable, 
$1.298 billion, refers to money owed to  McDonald’s 
by franchise restaurants who bought its goods on 
credit. (These receivables are converted into cash 
when the franchise restaurants pay their bills.) Inven-
tory, also a current asset, represents the $100 million 
of burgers, fries, and other foods and ingredients 
used in McDonald’s restaurants. If this strikes you as 
not very much, you’re right. It isn’t, because Mc-
Donald’s never has more than three to four days of 
inventory on hand in its restaurants. McDonald’s has 
$558.7 million of prepaid expenses, such as insur-
ance, or prepaid advertising, that have been paid 
before they are due.

The other major category of assets on McDonald’s 
balance sheets is Property, plant, and equipment. It lists the 
value, in this case $37.69 billion, of the company’s land, 
buildings, machinery, equipment, and other long-term as-
sets. With the exception of land, these assets have a limited 
useful life, so accountants subtract accumulated deprecia-
tion, $14.57  billion, from the original value of these assets, 
to reflect the fact that these assets are being used up over 
time.

Though not shown here, some companies list a third 
category of assets, called intangible assets. These are assets 
that have no physical existence—you can’t see or touch 
them—but they still have value. Examples include patents, 
copyrights, trademarks, and even the goodwill a company 
develops with its stakeholders. McDonald’s trademarks, such 
as Ronald McDonald and the golden arches, clearly have tre-
mendous value to the company. 

 ■ Liabilities indicate what the firm owes 
to nonowners—in other words, the claims 
nonowners have against the firm’s assets. Balance 
sheets usually organize liabilities into two broad 
categories: current liabilities and long-term  

balance sheet A financial 
statement that reports the 
financial position of a firm 
by identifying and reporting 
the value of the firm’s assets, 
liabilities, and owners’ equity.

accounting equation  
Assets = Liabilities + Owners’ 
Equity

assets Resources owned by 
a firm.

liabilities Claims that 
outsiders have against a firm’s 
assets.
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liabilities. Current liabilities, totaling $2.717 
billion for McDonald’s, are debts that come due 
within a year of the date on the balance sheet. 
McDonald’s has, for example, $874.7 million in 
accounts payable, that is, how much it owes 
suppliers on credit. Wages payable, $1.378 billion 
for McDonald’s, what the firm owes to workers 
for work they have already performed, is another 
current liability, as are taxes, which amount to 
$463.8 million for McDonald’s. Long-term liabilities 
are debts that don’t come due until more than 
a year after the date on the balance sheet. 
McDonald’s has $24.12 billion in long-term loans 
and $3.77 billion in other long-term liabilities.

 ■ Owners’ (or Stockholders’) equity refers 
to the claims the owners have against their firm’s 

assets. The specific accounts listed in the owners’ 
equity section of a balance sheet depend on the 
form of business ownership. As Exhibit 8.1 shows, 
common stock is a key owners’ equity account for 
corporations. For corporations like McDonald’s, the 
owners’ equity section is usually titled stockholders’ 
equity. Also notice that retained earnings, which 
are the accumulated earnings reinvested in the 
company (rather than paid to owners), are another 
major components of the owners’ equity section. 
McDonald’s has $16.6 
million in common 
stock and $7.3 billion 
in retained earnings, 
which it puts back into 
growing the company.

Exhibit 8.1
The Balance Sheet for McDonald’s Corporation

McDonald’s Corp.
Balance Sheet

December 31, 2015

ASSETSAssets
(Resources owned

by the firm)

Equals

Liabilities
(What the firm

owes to outsiders)

Plus

Owners’
(or Stockholders’)

Equity
(The claims owners
have on their firm’s

assets)

The balance sheet
“balances,”

reflecting the
equality expressed
in the accounting

equation.

LIABILITIES

STOCKHOLDERS’ EQUITY

Current Assets
Cash
Accounts receivable
Inventory
Prepaid expenses

Total current assets
Property, plant, and equipment

Less: Accumulated depreciation
Net plant, property, and equipment
Other long-term assets    
Total plant, property, and equipment

Total Assets

Current Liabilities
Accounts payable
Wages payable
Taxes

Total current liabilities
Long-term Liabilities

Long-term loan
Other long-term liabilities

Total Liabilities

Total Liabilities and Stockholders’ Equity

Common Equity
Common stock
Retained earnings

Total Stockholders’ Equity
(Retained earnings
less treasury stock)

  $7,685,500,000.00
 $1,298,700,000.00

 $100,100,000.00
  $558,700,000.00

 $9,643,000,000.00
 $37,692,400,000.00

2$14,574,800,000.00
$23,117,600,000.00
$5,178,100,000.00

$28,295,700,000.00
 $37,938,700,000.00

 $874,700,000.00
 $1,378,800,000.00

 $463,800,000.00
  $2,717,300,000.00

24,122,100,000.00
 $3,778,300,000.00

  $30,617,700,000.00

 $37,938,700,000.00

$16,600,000.00
  $7,304,400,000.00
 $7,321,000,000.00

Adapted from “McDonald’s Corporation 2015 Balance Sheet,” http://finance.yahoo.com/q/bs?s=MCD+Balance+Sheet&annual, accessed April 9, 2015; and  
“McDonald’s Corporation, Form 10-K," U.S. Securities and Exchange Commission, http://www.sec.gov/Archives/edgar/data/63908/000006390816000103/mcd 
-12312015x10k.htm, accessed March 22, 2016. Because the accounting information found in these sources is much more detailed than presented here, some of the 
accounting numbers in this balance sheet will differ from similar numbers shown in McDonald’s balance sheets in these sources for the same time period. 

owners’ equity The claims 
a firm’s owners have against their 
company’s assets (often called 
“stockholders’ equity” on balance 
sheets of corporations).

131CHAPTER 8: Accounting: Decision Making by the Numbers

16695_ch08_ptg01.indd   131 14/12/16   4:00 pm

Copyright 2018 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part.  WCN 02-200-203



The logic behind the accounting equation is based on 
the fact that firms must finance the purchase of their as-
sets, and owners and nonowners are the only two sources 
of funding. The accounting equation tells us that the value 
of a firm’s assets must equal the amount of financing pro-
vided by owners (as measured by owners’ equity) plus the 
amount provided by creditors (as indicated by the firm’s li-
abilities) to purchase those assets. Because a balance sheet 
is based on this logic, it must always be in balance. In other 
words, the dollar value of the assets must equal the dollar 

value of the liabilities plus 
owners’ equity. This is true 
for all firms, from the small-
est sole proprietorship to 
the largest multinational 
corporation. Notice in Ex-
hibit 8.1 that the $37.938 
billion in total assets listed 
on McDonald’s balance 
sheet matches the $37.938 
billion in liabilities plus 
owners’ equity.

8-3b  The Income Statement:  
So, How Did We Do?

The income statement summarizes the financial results 
of a firm’s operations over a given period of time. The figure 
that attracts the most attention on the income statement is 
net income, which measures the company’s profit or loss. 
In fact, another name for the income statement is the profit 
and loss statement (or, informally, the P&L). Just as with the 
balance sheet, we can use a simple equation to illustrate the 
logic behind the organization of the income statement:

Revenue – Expenses = Net Income

In this equation:

 ■ Revenue represents the increase in the amount of 
cash and other assets (such as accounts receivable) 
the firm earns in a given time period as the result of its 
business activities. For example, Exhibit 8.2 shows 
that McDonald’s has $25.41 billion in revenues, with 
$16.48 billion coming from company-owned restau-
rants and $8.92 billion coming from franchised restau-
rants. A firm normally earns revenue by selling goods 

income statement The 
financial statement that reports 
the revenues, expenses, and 
net income that resulted from 
a firm’s operations over an 
accounting period.

revenue Increases in a firm’s 
assets that result from the sale of 
goods, provision of services, or 
other activities intended to earn 
income.

Profitable? Sure—As Long as You  
Don’t Look at the GAAP! 
While the Securities and Exchange Commission (SEC) is legally 
responsible for enforcing accounting standards, in practice, the 
SEC relies on the Financial Accounting Standards Board (FASB) to 
clarify and modify generally accepted accounting principles (GAAP) 
as new business practices and/or issues arise. GAAP exist so that 
financial statements are always relevant, reliable, consistent, and 
comparable, thus ensuring that managers and investors can track a 
firm’s financial performance over time and accurately compare one 
firm’s financial results to those of another. 

Non-GAAP accounting is legal as long as both non-GAAP and 
GAAP results are reported. Many companies push things too far, 
however, highlighting favorable non-GAAP results in earnings 
announcements and discussions with Wall Street analysts while 
ignoring more modest, but reliable, GAAP results. Even worse, 
companies increasingly treat standard expenses as non-GAAP 
items, which they then exclude to boost non-GAAP profits. 

Twitter and Salesforce.com are two companies that routinely 
treat executive stock compensation as a non-GAAP expense. For 
Twitter, not counting executive compensation was the difference 
between a $276 million non-GAAP profit and a $521 million 
GAAP loss. Salesforce.com, which sells customer management 
software and services, used the same approach to turn a  
$146 million GAAP loss into a $574 million non-GAAP profit.

Billionaire investor Warren Buffett often criticizes such tactics, 
saying, “The very name says it all: ‘compensation.’ If compen-
sation isn’t an expense, what is it? And, if real and recurring 
expenses don’t belong in the calculation of earnings, where 
in the world do they belong?” Don’t be fooled by non-GAAP 
results. Compare apples to apples, oranges to oranges, and 
GAAP financials to GAAP financials.3
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or by charging fees for services (or both). Accountants 
use accrual-basis accounting when recogniz-
ing revenues. Under the accrual approach, revenues 
are recorded when they are earned, and payment is 
reasonably assured. It’s important to realize that this is 
not always when the firm receives cash from its sales. 
For example, if a firm sells goods on credit, it reports 
revenue before it receives cash. (The revenue would 
show up initially as an increase in accounts receivable 
rather than as an increase in cash.)

 ■ Expenses indicate the cash a firm spends, or other 
assets it uses up, to carry out the business activities 
necessary to generate its revenue. Under accrual-basis 
accounting, expenses aren’t necessarily recorded 
when cash is paid. Instead, expenses are matched to 
the revenue they help generate. The specific titles 
given to the costs and expenses listed on an income 
statement vary among firms—as do the details 
provided. But the general approach remains the same: 
costs are deducted from revenue in several stages to 

show how net income is determined. The first step in 
this process is to deduct costs of goods sold, $13.97 bil-
lion for McDonald’s, which are costs directly related to 
buying, manufacturing, or providing the goods and 
services the company sells. (Manufacturing compa-
nies often use the term cost of goods manufactured 
for these costs.) The difference between the firm’s 
revenue and its cost of goods sold is its gross profit, 
which was $11.43 billion for McDonald’s. The next step 
is to deduct operating expenses, totaling $4.29 billion 
for McDonald’s, from 
gross profit. Operat-
ing expenses are costs 
the firm incurs in the 
regular operation of its 
business. Most income 
statements divide 
operating expenses 
into selling expenses 
(such as salaries and 

Just Because They Can, Doesn’t Mean They Should 
One of the primary responsibilities in public companies is the 
fiduciary responsibility that managers have to the shareholders 
who own the firm. In other words, managers are expected 
to increase the value of the company by reducing expenses 
and minimizing taxes so as to maximize profits and increase 
dividends paid to shareholders. 

The issue of tax liability is complex for multinational 
companies, given that they must pay corporate taxes in 
all the countries in which they operate, countries that may 
have vastly different tax structures and tax rates. To reduce 
their tax liabilities, many multinationals reconfigure their 
operating structures, or relocate to countries with more 
favorable tax environments. Indeed, favorable tax rates 
and structures are one of the most important ways in which 
governments encourage businesses to locate or invest more 
heavily in their countries.

Starbucks, for example, operates 817 stores in its European 
division. Of that number, 506 stores are in the United Kingdom 
and only 9 in the Netherlands, yet the company located its 
European headquarters in Amsterdam, where tax laws are more 
generous than in London. In 2014, Starbucks reported a profit in 
Europe of $446.6 million and paid taxes of $2.86 billion (0.06%) 
in the Netherlands. Similarly, over a three-year period, Apple 
transferred about $74 billion in sales to its Irish subsidiary and 
paid a negotiated tax rate under 2%.

Because the U.S. corporate tax rate, 35%, is one of the highest 
in the world, it is not surprising that many U.S.-based multina-
tionals have located European headquarters in countries such as 
Ireland, Luxembourg, and the Netherlands to take advantage of 
lower taxes on their European earnings. 

To be clear, moving to a location with a lower tax rate is not illegal, 
and Starbucks and Apple are not alone in this practice. Google, 
Facebook, Amazon, Fiat, Microsoft, and others have also used 
location strategies to minimize their tax burdens. And even though 
Starbucks paid only 0.06% of its European revenue in taxes, the 
company has said it pays “a global effective tax rate of 34 percent” 
when all of its taxes from all of its locations are tallied.4

What do YOU think? 

■ When it comes to paying taxes, how far should companies take 
their fiduciary responsibilities of increasing profit and share-
holder value and minimizing expenses, including taxes?

■ What impact do you think tax rates have on the overall 
business climate in a country—an adverse impact, a 
beneficial impact, or no impact at all? Explain. 

■ Starbucks ultimately moved its European headquarters 
to London as a result of backlash against its locating in 
Amsterdam to benefit from lower Dutch corporate tax rates. 
Do you think the company was right to move, or should it 
have stayed put in Amsterdam?

accrual-basis 
accounting The method 
of accounting that recognizes 
revenue when it is earned 
and matches expenses to the 
revenues they helped produce.

expenses Resources that are 
used up as the result of business 
operations.
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commissions to salespeople and advertising expenses) 
and general (or administrative) expenses (such as rent, 
insurance, utilities, and office supplies). McDonald’s, 
however, typically owns the land and the building 
of franchised restaurants. So, it has another large, 
but specialized operating expense of $1.64 billion to 
pay for franchised restaurants’ occupancy expenses. 
The difference between gross profit and operating 
expenses is net operating income, which is $7.14 billion 
for McDonald’s. Finally, interest expenses and taxes are 
deducted from net operating income to determine 
the firm’s net income. After paying $589.8 million in 
interest expenses and $2.026 billion in taxes, McDon-
ald’s net income is $4.529 billion.

 ■ Net income is the profit or loss the firm earns in 
the time period covered by the income statement. 

If net income is positive, 
the firm has earned a 
profit. If it’s negative, the 
firm has suffered a loss. 
Net income is called the 
“bottom line” of the in-
come statement because 
it is such an important 
measure of the firm’s 
operating success. 

8-3c  The Statement of Cash Flows:  
Show Me the Money

The last major financial statement is the statement of 
cash flows. Cash is the lifeblood of any business organiza-
tion. A firm must have enough cash to pay what it owes to 
workers, creditors, suppliers, and taxing authorities—hope-
fully, with enough left to pay a dividend to its owners! So 
it’s not surprising that a firm’s stakeholders are very inter-
ested in how and why a company’s cash balance changed 
over the past year. Cash flow statements commonly begin 
with net income. Why? Because it represents an increase 
(or decrease in the case of a loss) to the cash available to 
the company. Indeed, since McDonald’s net income was 
$4.529 billion in 2015, we see that amount at the beginning 
of cash flow statement in Exhibit 8.3. The statement of cash 

“ It sounds extraordinary, but it’s a 
fact that balance sheets can make 
fascinating reading.”

— b A R O N E S S  m A R Y  A R c h E R ,  c A m b R I D G E 
U N I v E R S I T Y  L E c T U R E R  A N D  c h A I R W O m A N  O F 

T h E  N A T I O N A L  E N E R G Y  F O U N D A T I O N

net income The difference 
between the revenue a firm 
earns and the expenses it incurs 
in a given time period.

statement of cash 
flows The financial statement 
that identifies a firm’s sources 
and uses of cash in a given 
accounting period.

Exhibit 8.2
Income Statement for McDonald’s

McDonald’s Corp.
Income Statement
December 31, 2015

Sales Revenue
Company-operated restaurants
Franchised restaurants
Total revenue
Cost of goods sold

Gross Profit
Operating Expenses

Franchised restaurants, occupancy
expenses Selling & administrative expenses

Total Operating Expenses

Net Operating Income
Interest expense

Taxable Income
Taxes

Net Income

$16,488,300,000.00
 $8,924,700,000.00

 $25,413,000,000.00
 $13,976,900,000.00
 $11,436,100,000.00

 $1,646,900,000.00
 $2,643,700,000.00
 $4,290,600,000.00

 $7,145,500,000.00
 $589,800,000.00

 $6,555,700,000.00
 $2,026,400,000.00
 $4,529,300,000.00
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Revenue:
(What the firm earns)

Costs and Expenses
(Cash spent and other

resources used up)

Net Income
(Profit if positive or loss

if negative)

Equals

Minus

Adapted from “McDonald’s Corporation, Form 10-K,” U.S. Securities and Exchange Commission, http://www.sec.gov/Archives/edgar 
/data/63908/000006390816000103/mcd-12312015x10k.htm, accessed March 22, 2016.
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flows identifies the amount of cash 
that flowed into and out of the firm 
from three types of activities:

1. Cash flows from operating 
activities show the amount 
of cash that flowed into the 
company from the sale of goods or services, as well 
as cash from dividends and interest received from 
ownership of the financial securities of other firms. It 
also shows the amount of cash used to cover expenses 
resulting from operations and any cash payments 
to purchase securities held for short-term trading 
purposes. Remember that under the accrual method, 
not all revenues and expenses on the income state-
ment represent cash flows, so operating cash flows 
may differ substantially from the revenues and ex-
penses shown on the income statement. Exhibit 8.3 
shows that McDonald’s operating cash flow comes 
from three sources: $1.66 billion from cash payments 
from customers, $44.9 million for inventory sold to 
restaurants, and $303.6 million in cash received from 
its restaurants—all of which comes to $2.009 billion 
in net cash from operations.

2. Cash flows from investing activities 
show the amount of cash received 
from the sale of fixed assets (such 
as land and buildings) and finan-
cial assets bought as long-term 
investments. It also shows any 

cash used to buy fixed assets or make long-term finan-
cial investments. McDonald’s had $554.2 million from 
the sale of land and businesses, but spent $1.8 billion 
in cash on capital expenditures (primarily for building 
and opening new restaurants or remodeling existing 
restaurants) and an additional $140.6 million from cash 
on equipment for new restaurants or to upgrade exist-
ing restaurants, and an additional $19.7 million in cash 
on “other” investing activities.

 3. Cash flows from financing activities show the cash the 
firm received from issuing additional shares of its own 
stock or from taking out short-term and long-term 
loans, which increased McDonald’s cash by $589.7 mil-
lion and $9.165 billion, respectively. It also shows cash 
outflows from payment of dividends to shareholders, 
$3.23 billion for McDonald’s. McDonald’s also decreased 
cash flow by spending $6.099 billion to repurchase 

Exhibit 8.3
McDonald’s Statement of Cash Flows

McDonald’s Corp.
Cash Flow Statement December 31, 2015

Operating Cash Flow
Cash Payments from Customers
Inventory
Cash Operating Expenses

Net Cash Provided from Operations

Investing Cash Flow
Capital expenditures
Sale of Land and Businesses
Purchase of Equipment
Other

Net Cash Used by Investing

Financing Cash Flow
     Increase from Short-Term Bank Loans
     Increase from Long-Term Bank Loans
     Payments of Cash Dividends
     Repurchase of Stock
     Other Cash Flows from Financing
Net Cash Provided from Financing

Total Cash Flow

Cash Flow Increase (Decrease)

 $1,661,300,000.00
 $(44,900,000.00)
 $303,600,000.00

 

 $(1,813,900,000.00)
  $554,200,000.00
 $(140,600,000.00)
  $(19,700,000.00)

 

 $589,700,000.00
 $9,165,500,000.00

 $(3,230,300,000.00)
$(6,099,200,000.00)

$62,800,000.00

Op

C

Op

Inv

Fin

    
    
    
    
Ne

To

Plus

Cash at beginning of
period (Net income) Cash at Beginning of Period

(Net Income)

Plus

Operating cash flows
(Cash flows related to
producing and selling)

Investing cash flows
(Cash flows from the
purchase and sale of

long-term assets)

Financing cash flows
(Cash flows related to
long-term Financing

activities)

 $4,529,300,000.00

 $2,009,800,000.00

 $(1,420,000,000.00)

  $488,500,000.00

  $1,078,300,000.00

 $5,607,600,000.00

Equals

Cash Flow Increase
(Decrease)

Sources: Adapted from “McDonald’s Corporation," Form 10-K, U.S. Securities and Exchange Commission, http://www.sec.gov/Archives/edgar 
/data/63908/000006390816000103/mcd-12312015x10k.htm, accessed March 22, 2016. Because the accounting information found in those sources is 
much more detailed than presented here, some of the accounting numbers shown here will differ from similar numbers shown in McDonald’s cash flow 
statements in those sources for the same time period.

“ Happiness is a 
positive cash flow.”

— F R E D  A D L E R
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shares of McDonald’s stock. In all, cash flows from 
financing activities were positive for McDonald’s at 
$488.5 million more in cash inflows than outflows.

Exhibit 8.3 shows that McDonald’s cash flows increased 
in 2015 primarily because of cash payments from customers 
and a sizeable increase in long-term bank loans, which pro-
vided the company more than $9.1 billion in additional cash. 

8-3d  Other Statements: What Happened  
to the Owners’ Stake?

In addition to the three major statements we’ve just de-
scribed, firms usually prepare either a statement of re-
tained earnings or a stockholders’ equity statement. Let’s 
take a quick look at each.

The statement of retained earnings is a simple state-
ment that shows how retained earnings have changed 
from one accounting period to the next. The change in 
retained earnings is found by subtracting dividends paid 
to shareholders from net income.

Firms that have more complex changes in the owners’ 
equity section sometimes report these changes in notes 
to the financial statements in the annual report. But they 
often disclose these changes by providing a stockholders’ 
equity statement. Like the statement of retained earnings, 
this statement shows how net income and dividends af-
fect retained earnings. But it also shows other changes in 
stockholders’ equity, such as those that arise from the issu-
ance of additional shares of stock.

 8-4  INTERPRETING FINANcIAL 
STATEmENTS: DIGGING 
bENEATh ThE SURFAcE

The financial statements we’ve just described contain a lot 
of important information. But they don’t necessarily tell 
the whole story. In fact, the numbers they report can be 
misleading if they aren’t put into proper context. Thus, in 
addition to looking at the statements, it’s also important to 
check out the independent auditor’s report and read the 
management discussion and footnotes that accompany 
these statements. It’s also a good idea to compare the fig-
ures reported in current statements with those from earlier 
statements to see how key account values have changed.

8-4a  The Independent Auditor’s Report: 
Getting a Stamp of Approval

U.S. securities laws require publicly traded corporations 
in the United States to have an independent CPA firm 

(an accounting firm that specializes in providing public 
accounting services) perform an annual external audit of 
their financial statements. And many companies that aren’t 
publicly traded also obtain external audits even though 
they aren’t legally required to do so. 

The purpose of an audit is to verify that the company’s 
financial statements were properly prepared in accordance 
with generally accepted accounting principles and fairly pres-
ent the financial condition of the firm. So external auditors 
don’t just check the figures, they also examine the account-
ing methods the company used to obtain those figures. For 
example, auditors interview the company’s accounting and 
bookkeeping staff to verify that they understand and properly 
implement procedures that are consistent with GAAP. They 
also examine a sample of specific source documents (such as 
sales receipts or invoices) and verify that the transactions they 
represent were properly posted to the correct accounts. Au-
ditors also look for signs of fraud or falsified records. They of-
ten conduct an actual physical count of goods or supplies in 

External auditors carefully examine 
a company’s financial records before 
rendering their opinion.
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inventory to determine the accuracy of the figures reported 
in the company’s inventory records and contact the compa-
ny’s banker to verify its account balances. The audit process 
is rigorous, but it’s important to realize that in large, public 
companies, it would be impossible for auditors to check the 
accuracy of every transaction.

The results of the audit are presented in an indepen-
dent auditor’s report, which is included in the annual report 
the firm sends to its stockholders. If the auditor doesn’t find 
any problems with the way a firm’s financial statements were 
prepared and presented, the report will offer an unquali-
fied (or “clean”) opinion—which is by far the most common 
outcome. If the auditor identifies some minor concerns but 
believes that on balance the firm’s statements remain a fair 
and accurate representation of the company’s financial posi-
tion, the report will offer a qualified opinion. But when auditors 
discover more serious and widespread problems with a firm’s 
statements, they offer an adverse opinion. An adverse opinion 

The End of “Free” Smartphones 

It’s no wonder that nearly 60% of American adults own smart-
phones. Major phone carriers are quick to offer “free” smart-
phones “with a required two-year service contract.” Carriers 
routinely subsidize phone costs, expecting to earn back the 
difference during the contract period. Subsidizing hides the 
phone’s true price from consumers—and also contributes to 
hazy accounting practices that make it harder to determine a 
carrier’s true financial performance. 

In the fourth quarter of 2014, Verizon Communications posted 
an Ebitda (earnings before interest, taxes, depreciation, and 
amortization) margin of 48.5%. Although lower than analysts’ 
projections, the margin would have been even lower had it 
not been significantly boosted by accounting changes related 
to Verizon’s new Edge plan, which is its method of subsidizing 
subscribers’ new phone purchases. Under its new Edge plan, 

rather than paying a single price each month, subscribers 
are billed for their service plans plus incremental installment 
payments to offset the phone’s cost. Under the old Edge plan, 
customers were eligible for a trade-in upgrade after paying 
60% of the phone’s cost. The updated plan, however, requires 
customers to pay off 75% of the phone’s cost before trading it in.

The accounting change (i.e., service plus installment payments) 
lowers Verizon’s financial risk and allows the company to justify 
booking more upfront revenue from phone sales, which has the 
effect of increasing reported revenues and profits on each sale. 
Previously, Verizon would book about $400 upfront on a $600 
smartphone, and then write off the remaining $200 as a reserve 
for losses on the phone’s trade-in value. Now, however, Verizon 
books about $570 in upfront revenue, even though subscribers 
spread their phone payments across monthly installments. 

Installment plans—straight or subsidized—are gaining 
momentum, as carriers move to shift more of the cost of expensive 
smartphones to customers. T-Mobile ended subsidies altogether 
in 2013, and Verizon’s new Edge plan blends installments with 
subsidies. All carriers, however, will soon have to adjust their 
bookkeeping to comply with new accounting rules. Starting 
in 2017, the Financial Accounting Standards Board will require 
phone carriers to divide revenue into two categories: service and 
equipment, reporting the total cost of the latter up front. In doing 
so, carriers will report more immediate revenue, but less over time. 
Verizon will need to adjust its accounting practices before 2017, 
but investors, who want a more accurate assessment of Verizon’s 
revenues, would prefer that it not wait to make those changes.5

indicates that the auditor believes the financial statements 
are seriously flawed and that they may be misleading and 
unreliable. (An adverse opinion must include an explanation 
of the specific reasons for the opinion.) Adverse opinions are 
very rare, so when an auditor renders one it should set off 
alarm bells, warning stakeholders to view the information in 
the firm’s financial statements with real skepticism. 

For CPA firms to perform audits with integrity, they 
must be independent of the firms they audit. During the 
1990s, many of the major CPA firms entered into very lucra-
tive consulting contracts with some of the businesses they 
were auditing. It became increasingly difficult for these CPA 
firms to risk losing these high-paying contracts by raising 
issues about accounting practices when they audited the 
books of their clients. In other words, the auditors ceased 
to be truly independent and objective. The lack of rigorous 
oversight by external auditors contributed to the account-
ing scandals we mentioned earlier in this chapter.
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In the aftermath of the scandals, Congress passed 
the Sarbanes-Oxley Act of 2002 (commonly referred to as 
“SOX” or “Sarbox”). This law banned business relationships 
that might create conflicts of interest between CPA firms 
and the companies they audit. It also established a private-
sector nonprofit corporation known as the Public Com-
pany Accounting Oversight Board (PCAOB). The PCAOB 
defines its mission as follows: “to protect the interests of 
investors and further the public interest in the preparation 
of informative, fair, and independent audit reports.”7

8-4b  Checking Out the 
Notes to Financial 
Statements: 
What’s in the Fine 
Print?

Some types of information can’t be 
adequately conveyed by numbers 

alone. Annual reports include notes (often many pages of 
notes) that disclose additional information about the firm’s 
operations, accounting practices, and special circum-
stances that clarify and supplement the numbers reported 
on the financial statements. These notes can be very re-
vealing. For example, GAAP often allows firms to choose 
among several options when it comes to certain account-
ing procedures—and the choices the firm makes can af-
fect the value of assets, liabilities, and owners’ equity on the 
balance sheet and the revenues, costs, and net income on 

the income statement. The notes 
to financial statements explain the 
specific accounting methods used 
to recognize revenue, value inven-
tory, and depreciate fixed assets. 
They might also provide details 
about the way the firm funds its 
pension plan or health insurance 
for its employees. They must also 
disclose changes in accounting 

New Accounting Trend: Benefit Corporations, 
the Triple Bottom Line 
Traditional corporate charters state that 
a company’s board of directors and its 
management can only be concerned with 
one thing: maximizing the financial value of 
the company for its owners, the shareholders. 
Therefore, financial accounting exists to assess a 
firm’s financial condition and compare its results 
to other firms in the same industry. Accounting, 
however, only measures financial success. 

Today, six states offer an alternative charter, 
the benefit corporation, where firms are 
required to maximize the “general public 
benefit.” According to B Lab, the nonprofit 
organization that authored benefit corpo-
ration laws, benefit corporations are identical to 
traditional corporations except for three key differences.

■ A corporate purpose to create a material positive impact on 
society and the environment. 

■ Expanded fiduciary duty to require consideration of the 
interests of workers, community, and the environment.

■ Annual public reports on overall social and environ-
mental performance against a comprehensive, credible, 
independent, and transparent third-party standard.

In short, benefit corporations give business 
leaders and their boards legal protection to 
pursue a “higher purpose than profit.” 

For example, Jonathan Harrison is CEO of 
Emerge Workplace Solutions, a payday 
lender that offers emergency loans to 
hourly workers. But unlike competitors 
who charge 400% interest on these short-
term loans, his company charges only 9% 
to 19.99%. Benefit corporation status is 
important, says Harrison, because, “It’s 
really important for us to have a desig-

nation that we’re the good guys.”

University of Delaware professor Charles 
Elson says, however, that benefit corporations are a “terrible 
idea” for investors because of a “lack of accountability.” When 
traditional corporations mismanage resources, shareholders 
can sue. But, with benefit corporations, Elson says, “there’s 
very little you can do about it as a shareholder” because 
nearly any decision can be seen as fulfilling the company’s 
“triple bottom line”—social, environmental, and financial, all 
of which are equally important under a benefit corporation’s 
charter.6

Feng Yu/Shutterstock.com

In 2004 a horse named 
“Read The Footnotes” 
ran in the Kentucky 
Derby.

—  S E c U R I T I E S  A N D 
E x c h A N G E  c O m m I S S I O N
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methods that could affect the comparability of the current 
financial statements to those of previous years. Even more 
interesting, the notes might disclose important facts about 
the status of a lawsuit against the firm or other risks the 
firm faces. Stakeholders who ignore these notes are likely 
to miss out on important information.

Another important source of information is the sec-
tion of the annual report usually titled “Management’s 
Discussion and Analysis.” As its name implies, this is where 
the top management team provides its take on the finan-
cial condition of the company. SEC guidelines require top 
management to disclose any trends, events, or risks likely 
to have a significant impact on the firm’s financial condi-
tion in this section of the report.

8-4c  Looking for Trends in Comparative 
Statements

The SEC requires publicly traded corporations to provide 
comparative financial statements. This simply means that 
the balance sheet, income statement, and statement of 
cash flows must list two or more years of figures side by 
side, making it possible to see how account values have 
changed over a period of time. Many firms that aren’t pub-
licly traded also present comparative statements, even 
though they are not required to do so by GAAP.

Comparative balance sheets allow users to trace what 
has happened to key assets and liabilities over the past 
two or three years, and whether its owners’ equity had in-
creased.  Comparative income statements show whether 
the firm’s net income increased or decreased and what has 
happened to  revenues and expenses over recent years. 
Using comparative statements to identify changes in key 
account values over time is called  horizontal analysis.

 8-5  bUDGETING: PLANNING FOR 
AccOUNTAbILITY

Management accountants also play an important role in 
the development of budgets. Budgeting is a manage-
ment tool that explicitly shows how a firm will acquire and 
allocate the resources it needs to achieve its goals over 
a specific time period. The budgetary process facilitates 
planning by requiring managers to translate goals into 
measurable quantities and identify the specific resources 
needed to achieve these goals. But budgeting offers other 
advantages as well. If done well, budgeting:

 ■ Helps managers clearly specify how they intend to 
achieve the goals they set during the planning process. 

This should lead to a better understanding of how the 
organization’s limited resources will be allocated.

 ■ Encourages communication and coordination among 
managers and employees in various departments within 
the organization. For example, the budget process can 
give middle and first-line managers and employees an 
opportunity to provide top managers with important 
insights about the challenges facing their specialized 
areas—and the resources they need to meet those 
challenges. But, as we will explain in the next section, the 
extent to which this advantage is realized depends on 
the specific approach used in the budgeting process. 

 ■ Serves as a motivational tool. Good budgets clearly 
identify goals and demonstrate a plan of action for 
acquiring the resources 
needed to achieve 
them. Employees tend 
to be more highly 
motivated when they 
understand the goals 
their managers  
expect them to ac-
complish and when 
they view these goals 
as ambitious but 
achievable.

Budgeting encourages communication 
and coordination among managers and 
employees.
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horizontal analysis  
Analysis of financial statements 
that compares account values 
reported on these statements 
over two or more years to identify 
changes and trends.

budgeting A management 
tool that explicitly shows how 
a firm will acquire and use the 
resources needed to achieve its 
goals over a specific time period.
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 ■ Helps managers evaluate progress and perfor-
mance. Managers can compare actual perfor-
mance to budgeted figures to determine whether 
various departments and functional areas are 
making adequate progress toward achieving their 
organization’s goals. If actual performance falls 
short of budgetary goals, managers can look for 
reasons and, if necessary, take corrective action. 

8-5a  Preparing the Budget: Top-Down 
or Bottom-Up?

There are two broad approaches to budget preparation. 
In some organizations, top management prepares the 
budget with little or no input from middle and  supervisory 
managers—a process known as top-down budgeting. Sup-
porters of this approach point out that top management 
knows the long-term strategic needs of the company and 
is in a better position to see the big picture when  making 
budget decisions.

The other approach to budgeting is called bottom-
up (or participatory) budgeting. Organizations that use 
a participatory process allow middle and supervisory 
managers to participate actively in the creation of the 
budget. Proponents of this approach maintain that 
it has two major advantages. First, middle and super-
visory managers are likely to know more about the is-
sues and challenges facing their departments—and the 
resources it will take to address them—than top man-
agement. Second, middle and first-line managers are 
likely to be more highly motivated to achieve budget-
ary goals when they have a say in how those goals are 

developed. On the nega-
tive side, the bottom-up 
approach is more time 
consuming and resource 
intensive to carry out than 
the top-down approach. 
Also, some middle man-
agers may be tempted 
to overstate their needs 
or set low budget goals 
in order to make their 
jobs easier—an out-
come known as budget-
ary slack.8 Despite these 
drawbacks, the participa-
tory approach currently is 
more common than the 
top-down process.

8-5b  Developing the Key Budget 
Components: One Step at a Time

The budgeting process actually requires the preparation 
of several different types of budgets. But all of these indi-
vidual budgets can be classified into two broad categories: 
operating budgets and financial budgets.

Operating budgets are budgets that identify pro-
jected sales and production goals and the various costs 
the firm will incur to meet these goals. These budgets are 
developed in a specific order, with the information from 
earlier budgets used in the preparation of later budgets.

The preparation of operating budgets begins with the 
development of a sales budget that provides quarterly esti-
mates of the number of units of each product the firm expects 
to sell, the selling price, and the total dollar value of expected 
sales. The sales budget must be created first because many of 
the production and cost figures that go into other operating 
budgets depend on the level of sales. Once the sales budget 
is complete, the budgeted sales level can be used to develop 
the production budget, the administrative expenses, and the 
selling expenses budgets. And once the production budget 
is completed, the information it contains is used to prepare 
budgets for direct labor costs, direct materials costs, and 
manufacturing overhead. The final stage in the preparation of 
operating budgets is the creation of a budgeted income state-
ment. This budget looks much like the income statement we 
described earlier, but instead of describing the actual results 
of the firm’s past operations, it combines the revenue projec-
tions from the sales budget and the cost projections from the 
other operating budgets to present a forecast of expected net 
income.

Financial budgets focus on the firm’s financial goals 
and identify the resources needed to achieve these goals. The 
two main financial budget documents are the cash budget 
and the capital expenditure budget. The cash budget identifies 
short-term fluctuations in cash flows, helping managers iden-
tify times when the firm might face cash flow problems—or 
when it might have a temporary surplus of cash that it could 
invest. The capital expenditure budget identifies the firm’s 
planned investments in major fixed assets and long-term proj-
ects. The information from these two financial budgets and 
the budgeted income statement are combined to construct 
the budgeted balance sheet. This is the last financial budget; 
it shows how the firm’s operations, investing, and financing 
activities are expected to affect all of the asset, liability, and 
owners’ equity accounts.

The firm’s master budget organizes the operat-
ing and financial budgets into a unified whole, repre-
senting the firm’s overall plan of action for a specified 
time period. In other words, the master budget shows 

operating budgets  
Budgets that communicate 
an organization’s sales and 
production goals and the 
resources needed to achieve 
these goals.

financial budgets  
Budgets that focus on the firm’s 
financial goals and identify the 
resources needed to achieve 
these goals.

master budget A 
presentation of an organization’s 
operational and financial 
budgets that represents the 
firm’s overall plan of action for a 
specified time period.
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how all of the pieces fit together to form a complete 
picture. Exhibit 8.4 shows all of the budget documents 
that are included in a typical master budget. The arrows 
indicate the order in which the budgets are developed, 
starting with the sales budget and ending with the bud-
geted balance sheet.

8-5c  Being Flexible: Clearing Up  
Problems with Static

The budget process, as we’ve described it so far, results in 
a static budget, meaning that it is based on a single as-
sumed level of sales. Static budgets are excellent tools for 
planning, but they have weaknesses when they are used 
to measure progress, evaluate performance, and identify 
problem areas that need correcting. 

The problem with a static budget is that real-world 
sales can (and often do) vary considerably from their 

forecasted value—often for 
reasons that aren’t under the 
control of the firm’s manage-
ment. For example, inconsis-
tent job growth and a slow 
economic recovery led con-
sumers to buy less during the 
2015 “Black Friday” weekend, 
leading to a 10% drop in sales 
from the previous year.

As we mentioned earlier, 
many cost figures in budgets 
are based on the level of sales 
specified in the sales budget. 
When actual sales differ signifi-
cantly from the sales volume 
assumed in a static budget, all 
of these related budget figures 
will be erroneous. Using these 
inaccurate figures to evaluate 
real-world performance is likely 
to result in very poor assess-
ments!

One common way man-
agerial accountants avoid 
this problem is to develop 
a flexible budget for control 
purposes. A flexible budget 
is one that isn’t based on a 
single assumed level of sales. 
Instead, it is developed over a 
range of possible sales levels, 
and is designed to show the 

appropriate budgeted level of costs for each different level 
of sales. This flexibility enables managers to make more 
meaningful comparisons between actual costs and bud-
geted costs.

 8-6  INSIDE INTELLIGENcE: ThE ROLE 
OF mANAGERIAL AccOUNTING

Now that we’ve looked 
at financial accounting, 
let’s turn our attention to 
the other major branch of  
accounting, managerial 
(or management) 
accounting. As its name 
implies, this branch of ac-
counting is designed to 

Exhibit 8.4
Development of the Master Budget

Sales Budget

Selling and
Administrative

Expense Budget
Production Budget

Direct Labor
Budget

Direct
Materials
Budget

Overhead
Costs Budget

Budgeted
Income

Statement

Cash Budget Capital Budget
Budgeted

Balance Sheet

Operating Budgets:

Financial Budgets:

managerial (or 
management) 
accounting The branch of 
accounting that provides reports 
and analysis to managers to help 
them make informed business 
decisions.
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meet the needs of a company’s managers, though in re-
cent years many firms have empowered other employees 
and given them access to some of this information as well. 
Exhibit 8.5 identifies several ways that managerial account-
ing differs from financial accounting.

Managers throughout an organization rely on informa-
tion created by managerial accountants to make important 
decisions. The accuracy and reliability of this information can 
make a huge difference in the performance of a firm. In fact, 
many firms view their management accounting systems as 
a source of competitive advantage and regard the specifics 
of these systems as highly valuable company secrets.9

It’s impossible to describe all the functions performed by 
managerial accountants in a single chapter. So we’ll be selec-
tive and focus on only two of them—but the two we’ll dis-
cuss often play a crucial role in managerial decision making: 
measuring and assigning costs, and developing budgets. 

8-6a Cost 
Concepts: A Cost 
for All Reasons
Without good information 
on costs, managers would 
be operating in the dark as 
they try to set prices, de-
termine the most desirable 

mix of products, and locate areas where efficiency is lagging. 
A firm’s management accounting system helps managers 
throughout an organization measure costs and assign them 
to products, activities, and even whole divisions. 

Accountants define cost as the value of what is given 
up in exchange for something else. Depending on the type 
of problem they are analyzing, managerial accountants ac-
tually measure and evaluate several different types of costs. 
We’ll begin our discussion by describing some of the cost 
concepts commonly used by managerial accountants.

At the most basic level, accountants distinguish 
between out-of-pocket costs and opportunity costs. 
Out-of-pocket costs (also called explicit costs) are 
usually easy to measure because they involve actual ex-
penditures of money or other resources. The wages a 
company pays to its workers, the payments it makes to 
suppliers for raw materials, and the rent it pays for office 
space are examples.

But accountants realize that not all costs involve a 
monetary payment; sometimes what is given up is the op-
portunity to use an asset in some alternative way. Such op-
portunity costs are often referred to as implicit costs. For 
example, suppose a couple of lawyers form a partnership 
and set up their office in a building one of the partners 
already owns. They feel good about their decision because 
they don’t have to make any out-of-pocket payments for 
rent. But a good managerial accountant would point out 
to the partners that they still incur an implicit cost, because 

cost The value of what is given 
up in exchange for something.

out-of-pocket cost A cost 
that involves the payment of 
money or other resources.

implicit cost The 
opportunity cost that arises 
when a firm uses owner-supplied 
resources.

   Exhibit 8.5       cOmPARISON OF FINANcIAL AND mANAGERIAL AccOUNTING

Financial Accounting Managerial Accounting

Purpose Primarily intended to provide information to 
external stakeholders, such as stockholders, 
creditors, and government regulators. Information 
provided by financial accounting is available to the 
general public.

Primarily intended to provide information to internal 
stakeholders, such as the managers of specific divisions 
or departments. This information is proprietary—meaning 
that it isn’t available to the general public.

Type of Information  
Presented

Focuses almost exclusively on financial information. Provides both financial and nonfinancial information.

Nature of Reports Prepares a standard set of financial statements. Prepares customized reports to deal with specific 
problems or issues.

Timing of Reports Presents financial statements on a predetermined 
schedule (usually quarterly and annually).

Creates reports upon request by management rather than 
according to a predetermined schedule.

Adherence to Accounting 
Standards?

Governed by a set of generally accepted accounting 
principles (GAAP).

Uses procedures developed internally that are not required 
to follow GAAP.

Time Period Focus Summarizes past performance and its impact on the 
firm’s present condition.

Provides reports dealing with past performance but 
also involves making projections about the future when 
dealing with planning issues.
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by using the building themselves they forgo the opportu-
nity to earn income by renting the office space to some-
one else. 

Managerial accountants also distinguish between 
fixed costs and variable costs. As the name implies, 
fixed costs don’t change when the firm changes its 
level of production. Examples of fixed costs include 
interest on a bank loan, property insurance premiums, 
rent on office space, and other payments that are set 
by a contract or by legal requirements. Many fixed costs 
are really only fixed for some “relevant range” of output. 
For example, if a company sees a dramatic rise in sales, it 
might have to move into bigger facilities, thus incurring 
a higher rent. 

Variable costs are costs that rise (vary) when 
the firm produces more of its goods and services. As a 
company ramps up its production, it is likely to need more 
labor and materials and to use more electrical power. Thus 
payments for many types of labor, supplies, and utilities are 
variable costs. 

8-6b  Assigning Costs to Products: 
As (Not So) Simple as ABC? 

Finally, accountants often want to assign costs to spe-
cific cost objects, such as one of the goods or services 
their firm produces. When they assign costs to  specific 
cost objects, accountants distinguish between direct 
costs and indirect costs. Direct costs are those that can 
be directly traced to the production of the product. For 
example, the wage payments made to workers directly 
involved in producing a good or service would be a di-
rect cost for that product. On the other hand, the costs 
a firm incurs for plant maintenance, quality control, or 

A payment for materials to a supplier is 
an out-of-pocket cost.
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depreciation on office equipment are usually classified 
as indirect costs since they tend to be the result of 
the firm’s general operation rather than the production 
of any specific product. 

Direct costs for labor and materials are usually easy 
to measure and assign, since they have an easily iden-
tifiable link to the object. Unfortunately, indirect costs 
aren’t tied in such a simple and direct way to the pro-
duction of a specific product. In the past, managerial 
accountants usually relied on simple rules to assign in-
direct costs to different products—and in some cases 
they still do. One such approach is to allocate indirect 
costs in proportion to the number of direct labor hours 
involved in the production of each product. Under this 
method, products that require the most labor to pro-
duce are assigned the most indirect costs. But, while 
this approach is simple, it can provide very misleading 
information. There is simply no logical reason for many 
types of indirect costs to be related to the amount of 
direct labor used to produce a product. 

In recent years, managerial accountants have 
developed more sophisticated ways to allocate costs. 
One relatively new method is called activity-based 
costing (ABC). 

This approach is more complex and difficult to imple-
ment than the direct labor method. Basically, it involves 
a two-stage process. The first stage is to identify specific a 
ctivities that create indirect costs and determine the factors 
that “drive” the costs of these activities. The second stage is to 
tie these cost drivers to the production of specific goods (or 
other cost objects). Once 
the relationships between 
cost drivers and specific 
products are identified, 
they can be used to deter-
mine how much of each 
indirect cost is assigned to 
each product. 

Clearly, ABC is much 
more complex to imple-
ment than a system that 
assigns costs based on a 
simple “one size fits all” rule, 
such as the direct labor 
method. However, it’s likely 
to provide more mean-
ingful results because it is 
based on a systematic ex-
amination of how indirect 
costs are related to indi-
vidual goods.

fixed costs Costs that 
remain the same when the level 
of production changes within 
some relevant range.

variable costs Costs that 
vary directly with the level of 
production.

direct cost Costs that are 
incurred directly as the result of 
some specific cost object.

indirect costs Costs that 
are the result of a firm’s general 
operations and are not directly 
tied to any specific cost object.

activity-based costing 
(ABC) A technique to assign 
product costs based on links 
between activities that drive 
costs and the production 
of specific products.
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Staff Accountant

Responsible for daily cash reconciliation, preparation of 
monthly financial reports, including balance sheets and profit 
and loss statements, preparing spreadsheets and financial 
forecasts and analyses for the accounting manager and/or 
controller, and ensuring compliance with GAAP and Sarbanes-
Oxley requirements. The ideal candidate has a bachelor’s or 
master’s degree in accounting, technical accounting knowledge, 
strong oral and written communication skills, a problem-solving 

attitude, the ability to prioritize tasks and work under deadlines, 
pays close attention to detail, and is eligible to sit for the CPA 
exam or is CPA certified. For more information on this career 
and other possible careers in accounting, check out Career 
Transitions.

Careers in Accounting
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notes and StudyBits

◻	 Complete Online activities such as Matching, Fill-in-the-
Blank, and Drag and Drop exercises

◻	 View chapter highlight box content, including CEO Profiles, 
What Would You Do Cases, and chapter videos

◻	 Track your knowledge and understanding of key concepts 
in business using 4LTR Online

STUDY TOOLS 8

Accounting provides vital information to both the internal 
and external stakeholders of a firm. The balance sheet, income 
statement, and statement of cash flows that are the main 
output of financial accounting help external stakeholders, such 
as owners and creditors, evaluate the financial performance of 
a firm. And managerial accounting helps managers throughout 

an organization make better decisions by providing them with 
relevant and timely information about the costs and benefits 
of the choices they have to make. Clearly, a basic knowledge 
of accounting concepts will help you succeed in just about any 
career path you choose.

The Big Picture
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PAGE 165  
for additional 

STUDY TOOLS

LEARNING ObjEcTIvES
After studying this chapter, you will be able to:

 9-1 Identify the goal of financial management and explain the issues financial managers confront 
as they seek to achieve this goal

 9-2 Describe the tools financial managers use to evaluate their company’s current financial 
condition and develop financial plans

 9-3 Evaluate the major sources of funds available to meet a firm’s short-term and long-term 
financial needs

 9-4 Identify the key issues involved in determining a firm’s capital structure

 9-5 Describe how financial managers acquire and manage current assets

 9-6 Explain how financial managers evaluate capital budgeting proposals to identify the best  
long-term investment options for their company

Finance:
Acquiring and Using Funds  
to Maximize Value

 9-1  WhAT MOTIvATES FINANcIAL DEcISIONS?

Financial capital refers to the funds a firm uses to acquire its assets 
and finance its operations. Firms use some of their capital to meet 
short-term obligations, such as paying bills from suppliers, meeting 
payroll, repaying loans from banks, and paying taxes owed to the 
government. Other funds are used to finance major long-term 
investments, such as the purchase of a plant and equipment or the 
launch of a new product line. And firms need some funds to pay a 
return to the owners for their investment in the company.

Companies also have a 
variety of ways to acquire 
the  financial capital they 
need: direct contributions 
by owners, reinvestment of 

earnings, loans from banks, credit provided by suppliers, and 
(for corporations) newly issued stocks or bonds. This isn’t a 
complete list by any means—in fact, we’ll discuss additional 
sources later in the chapter—but you get the idea: Firms of-
ten have several ways to raise money. 

financial capital The funds 
a firm uses to acquire its assets 
and finance its operations.
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“Money is like a sixth sense—
and you can’t make use of the 
other five without it.”

—WILLIAM SOMERSET MAUGhAM, ENGLISh 
PLAYWRIGhT, NOvELIST, AND ShORT STORY WRITER

In a nutshell, finance is the functional area of business 
that is responsible for finding, among all these  alternatives, 
the best sources of funds and the best ways to use them. 
But which sources and uses are “best” depends on the 
goals of the financial managers. Historically, the most 
 widely  accepted goal of financial management has been to 
maximize the value of the firm to its owners. For corporations 
with publicly traded stock, this translates into finding the 
sources and uses of financial capital that will maximize the 
market price of the company’s common stock.

Financial managers emphasize the goal of maximiz-
ing the market price of stock because they have a legal 
and ethical obligation (called a fiduciary duty) to make de-
cisions consistent with the financial interests of their firm’s 
owners. After all, the stockholders are the ones with their 
money at risk. The managers who work for the company 
have a fiduciary responsibility to act in the best interests of 
the stockholders, and that means increasing the value of 
their investment in the company.

Another reason for emphasizing shareholder wealth is 
more pragmatic. Firms that fail to create shareholder wealth 
are unlikely to be viewed as attractive investments. So, to 

continue attracting the financial capital needed to achieve 
its other goals, a firm must provide value to its stockholders.

But finding the mix of sources and uses of funds that 
maximize shareholder value isn’t a simple process. Let’s 
look at two major issues that confront financial managers 
as they seek to achieve their primary goal.

9-1a  Shareholder Value and Social 
Responsibility: Does Good Behavior 
Pay Off?

The emphasis that financial 
managers place on maxi-
mizing shareholder value 
may seem to conflict with 

finance The functional area of 
business that is concerned with 
finding the best sources and uses 
of financial capital. 
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the modern view that a socially responsible firm has an 
 obligation to respect the needs of all stakeholders—not 
just its owners, but also its employees, customers, creditors, 
suppliers, and even society as a whole. The good news is 
that being socially responsible can be (and often is) a good 
strategy for also achieving the goal of shareholder wealth 
 maximization—especially if managers take a long-term 
perspective. 

When a company respects the needs of customers 
by providing high-quality goods and services at competi-
tive prices, and when it  listens and responds fairly to their 
concerns, those customers are more likely to keep  coming 
back—and to recommend the company to friends and rela-
tives. Similarly, when a firm provides its employees with a 
good work environment, those employees are likely to have 
better morale and greater loyalty, resulting in higher produc-
tivity and lower employee turnover. And when a company 
supports its local community through corporate philan-
thropy or cause-related marketing, the resulting goodwill 
may boost sales and create a more  favorable business cli-
mate. All of these outcomes suggest that a commitment 
to meeting social responsibilities can contribute to a more 
profitable company and an increase in shareholder value.1

But things aren’t always that simple. Being socially re-
sponsible requires a long-term commitment to the needs 
of many different stakeholders. Incentives for top executives 
(in the form of raises, bonuses, and other perks), however, 

are often tied to their firm’s 
short-term performance. 
In such cases, some man-
agers focus on policies that 
make their firm’s stock price 
rise in the short run, but 
which are unsustainable 
over the long haul. And 
when managers fix their at-
tention on raising the mar-
ket price of the company’s 

stock in the next year (or next quarter), concerns about so-
cial  responsibility sometimes get lost in the shuffle. 

It is also worth noting that responding to the needs 
of all stakeholders isn’t always a simple and straightforward 
task. Diverse stakeholder groups can have very different 
goals, and finding the right balance among the compet-
ing interests of these groups can be difficult. For example, 
a firm’s managers might believe they can  increase profits 
(and the value of its stock) by shutting down a plant in the 
United States and outsourcing the work to China. While this 
might benefit shareholders, it would clearly be detrimen-
tal to its U.S. workforce and the community in which that 
current plant is located. When conflicts arise between the 
long-term interests of owners and those of other stakehold-
ers, financial managers generally adopt the policies they 
believe are most consistent with the interests of ownership.

9-1b  Risk and Return: A Fundamental 
Tradeoff in Financial Management

One of the most important lessons in financial management 
is that there is a tradeoff between risk and return. In finan-
cial management, risk refers to the degree of uncertainty 
about the actual outcome of a decision. The risk-return 
tradeoff suggests that sources and uses of funds that offer 
the potential for high rates of return tend to be riskier than 
sources and uses of funds that offer lower returns.

Financial managers want to earn an attractive rate of 
return for shareholders. But they also must realize that the 
higher the expected return they seek, the more they expose 
their company to risk. Our nation’s recent economic history 
illustrates this point. In the years just prior to the Great Re-
cession, many firms in the financial sector invested heavily 
in the housing market—a strategy that offered the poten-
tial for high returns but was very risky. Many of these same 
firms chose to finance most of their investments by increas-
ing their own debt, which made the risk even greater. 

When the housing market faltered, and prices 
dropped, these firms found themselves in serious trouble 
as their debts came due at the same time the value of their 
investments was falling. 

Many of the companies who engaged in these risky 
strategies went belly-up during the early stages of the finan-
cial meltdown. The list of failures included some major banks 
and Wall Street firms that had been considered icons of free-
market capitalism. Firms with almost $1.2 trillion in assets filed 
for bankruptcy in 2008. To put that in perspective, the total 
asset value of all of the firms that went bankrupt in the post-
9/11 recession of 2001–2002 (a downturn that included the 
bankruptcies of Enron, WorldCom, and several other huge 
corporations) was less than $500 billion. And it could have 

risk The degree of uncertainty 
regarding the outcome of a 
decision.

risk-return tradeoff The 
observation that financial 
opportunities that offer high rates 
of return are generally riskier than 
opportunities that offer lower 
rates of return.

“ In a 2013 survey of 29,000 people, 
50% responded that they would be 
willing to pay more for goods and 
services from companies that are 
implementing socially responsible 
programs.”

— N I E L S E N
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been worse; without massive assistance (what some critics 
call a “bailout”) by the federal government, many other major 
corporations might have suffered the same fate.2

 9-2 IDENTIFYING FINANcIAL NEEDS: 
EvALUATION AND PLANNING

Before financial managers can determine the best finan-
cial strategies for their firm, they must identify existing 
strengths and weaknesses. Then they must devise financial 
plans that provide a roadmap the firm can use to improve 
financial performance and acquire the resources needed 
to achieve its short-term and long-term objectives.

9-2a  Using Ratio Analysis to Identify  
Current Strengths and Weaknesses

One way financial managers evaluate a firm’s current strengths 
and weaknesses is by computing ratios that  compare values 
of key accounts listed on their firm’s financial statements—
mainly its balance sheet and income statement. This technique 
is called financial  ratio  analysis. Over the years, financial 
managers have developed an impressive array of specific ra-
tios. The most important fall into four basic categories: liquidity, 
asset management,  leverage, and profitability. Because finan-
cial needs differ across industries, for example, the automobile 
industry is capital intensive (it takes billions of dollars to design 
new cars and build or refurbish factories) while the software in-
dustry is not (the marginal cost of producing another copy of a 
software program or app is close to zero), it’s standard practice 
to compare a firm’s financial ratios to industry averages. We’ll 

do just that as we work through the financial ratios below by 
continuing our financial analysis of McDonald’s, which we be-
gan in Chapter 8 on  accounting where you learned the  basics 
of  income statements, balance sheets, and cash flows.3

1. Liquidity ratios: In finance, a liquid asset is one 
that can be quickly converted into cash with little risk 
of loss. Liquidity ratios measure the ability of an 
organization to convert assets into the cash it needs 
to pay off liabilities that come due in the next year. 

One of the simplest and most commonly used 
liquidity ratios is the current ratio, which is computed 
by dividing a firm’s current assets by its current li-
abilities. Current assets include cash and other assets 
expected to be converted into cash in the next year, 
while current liabilities are the debts that must be re-
paid in the next year. The larger the current ratio, the 
easier it is for a firm to pay its short-term debts. A cur-
rent ratio below 1.0 signifies that a company does 
not have enough current assets to pay short-term li-
abilities. In March 2016, McDonald’s current ratio was 
3.27 compared to the industry average of 1.65. While 
McDonald’s current ratio is twice as strong as the fast 
food industry average, the industry still has a healthy 
financial liquidity ratio with 65% more current assets 
than liabilities. But, as we’ll explain when we discuss 
how firms manage cash and other liquid assets, it is 
also possible to have too much liquidity.

2. Asset management ratios:  Asset  management  
 ratios (also sometimes called activity ratios) measure 
how effectively an organization uses its assets to gen-
erate net income. For example, the inventory turnover 
ratio—computed by dividing the firm’s cost of goods 
sold by average inven-
tory levels—measures 
how many times a 
firm’s inventory is sold 
and replaced each 
year. For example, if a 
company keeps an av-
erage of 100 finished 
widgets in inventory 
each month, and it 
sold 1,000 widgets this 
year, then it turned its 
inventory ten times. 
A high turnover ratio 
is good because it 
indicates that a firm 
can continue its daily 
operations with a small 

We can analyze McDonald’s strengths and 
weaknesses by comparing the company’s 
financial ratios to industry averages.

financial ratio analysis  
Computing ratios that compare 
values of key accounts listed on a 
firm’s financial statements.

liquid asset An asset that 
can quickly be converted into 
cash with little risk of loss.

liquidity ratios Financial 
ratios that measure the ability 
of a firm to obtain the cash it 
needs to pay its short-term debt 
obligations as they come due.

asset management 
ratios Financial ratios that 
measure how effectively a firm 
is using its assets to generate 
revenues or cash.
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amount of inventory on hand. It’s 
expensive to have unsold inventory 
sitting on shelves, that is, low inven-
tory turns. Companies with high 
inventory turns, which replenish 
inventory levels more frequently, 
have less cash tied up in inventory, 
which means those funds can be 
used elsewhere. However, inven-
tory turnover ratios can be too high. 
When that happens, the company 
isn’t keeping enough goods in 
stock, causing stockouts, which 
frustrates customers and results in 
lost sales if they take their business 
elsewhere. 

In March 2016, McDonald’s 
inventory turnover ratio of 149 was 
much stronger than the industry 
average of 68. In other words, 
McDonald’s carries 2.45 days’  worth 
of inventory on average, compared 
to the average fast-food restaurant, 
which carries 5.37 days of inventory. 

For firms that sell a lot of goods on credit, the 
average collection period is another important asset 
management ratio. This ratio is computed by divid-
ing accounts receivable by average daily credit sales. 
A value of 45 for this ratio means that customers take 
45 days (on average) to pay for their credit purchases. 
In general, the smaller the ratio the better, since a 
lower value indicates that the firm’s customers are 
paying for their purchases more quickly. But we’ll see 
in our discussion of working capital management 
that low collection periods can also have drawbacks. 
In March 2016, McDonald’s average collection period 
was 18 days, compared to the fast-food industry av-
erage of 8 days. Typically, average collection periods 
under 30 days are considered to be very strong. 

3. Leverage ratios:  
Financial leverage is 
the use of debt to meet 
a firm’s financing needs; 
a highly leveraged firm 
is one that relies heavily 
on debt. While the use 
of leverage can benefit 
a firm when times are 
good, a high degree of 
leverage is very risky. As 

we mentioned earlier, the extensive use 
of debt financing by big banks and major 
Wall Street firms played a major role in the 
financial meltdown that began during the 
latter part of the past decade.

Leverage ratios measure the 
extent to which a firm uses financial 
leverage. One common measure 
of leverage is the debt-to-asset 
ratio (sometimes just called the 
debt ratio), which is computed by 
dividing a firm’s total liabilities by its 
total assets. If a firm financed half 
its assets with debt and half with 
owners’ equity, its debt ratio would 
be 0.5 (or 50%). The higher the 
debt-to-asset ratio, the more heavily 
leveraged the firm is. In March 2016, 
McDonald’s debt-to-asset ratio 
was 63.6%, compared to Starbucks’ 
ratio of 18.9%. This indicates that 
 McDonald’s was leveraged with 
nearly 3.5 times the debt that Star-
bucks had.

4. Profitability ratios: Firms are in business to earn a 
profit, and profitability ratios provide measures 
of how successful they are at achieving this goal. 
There are many different profitability ratios, but we’ll 
look at just a couple of examples. Return-on-equity 
(ROE), calculated by dividing net income (profit) by 
owners’ equity, measures the income earned per 
dollar  invested by the stockholders. In March 2016, 
McDonald’s ROE was 45.4%, compared to an indus-
try average of 24.8%, so a dollar invested in McDon-
ald’s produces a larger return to shareholders than 
the fast-food industry on average.

Another profitability ratio, called earnings per 
share (EPS), indicates how much net income a firm 
earned per share of common stock outstanding. It is 
calculated by dividing net income minus preferred 
dividends by the average number of shares of com-
mon stock outstanding. In March 2016, McDonald’s 
EPS was 4.82, compared to Starbucks’ EPS of 1.84. 
So EPS shows that McDonald’s earned greater net 
income per share of stock than Starbucks during  
this time.

Exhibit 9.1 defines each of the ratios we’ve just de-
scribed and shows how it is computed. As you look at the 
exhibit, keep in mind that it represents only a sample of the 
financial ratios used by financial managers.

financial leverage The use 
of debt in a firm’s capital structure.

leverage ratios Ratios that 
measure the extent to which a 
firm relies on debt financing in its 
capital structure.

profitability ratios Ratios 
that measure the rate of return 
a firm is earning on various 
measures of investment.
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9-2b  Planning Tools: Creating a Road  
Map to the Future

Ratio analysis helps managers identify their firm’s current 
 financial strengths and weaknesses. The next step is to 
develop plans that build on the firm’s strengths and cor-
rect its weaknesses. Financial planning is an important part 
of the firm’s overall planning process. Assuming that the 
overall planning process has established appropriate goals 
and  objectives for the firm, financial planning must answer 
the following questions: 

 ■ What specific assets must the firm obtain to achieve 
its goals?

 ■ How much additional financing will the firm need to 
acquire these assets?

 ■ How much financing will the firm be able to gener-
ate internally (through additional earnings), and how 
much must it obtain from external sources?

 ■ When will the firm need to acquire external financing? 

 ■ What is the best way to raise these funds?

The planning process involves input from a variety 
of areas. In addition to seeking input from managers in 

various functional areas of their business, financial manag-
ers usually work closely with the firm’s accountants during 
the planning process.

9-2c  Basic Planning Tools:  
Budgeted Financial Statements  
and the Cash Budget

The budgeting process 
provides financial man-
agers with much of the  
information they need for 
financial planning. The bud-
geted income state-
ment and budgeted  
balance sheet are two 
key financial planning 
tools. Also called pro forma 
financial statements, they 
provide a framework for 
analyzing the impact of the 
firm’s plans on the financ-
ing needs of the company. 

Exhibit 9.1 KEY FINANcIAL RATIOS

Ratio Name Type What It Measures How It Is Computed

Current Liquidity: measures ability to  
pay short-term liabilities as they 
come due.

Compares current assets (assets that will provide 
cash in the next year) to current liabilities (debts 
that will come due in the next year).

Current Assets

Current Liabilities

Inventory 
Turnover

Asset management:  
measures how effectively a firm is 
 using its assets to generate revenue.

How quickly a firm sells its inventory to gener-
ate revenue.

Cost of Goods Sold

Average Inventory

Average 
 Collection 
Period

Asset management:  
measures how effectively a firm is 
 using its assets to generate revenue.

How long it takes for a firm to collect from 
customers who buy on credit.

Accounts Receivable

Annual Credit Sales

365

Debt-to-
Assets

Leverage: measures the extent to 
which a firm relies on debt to meet 
its financing needs.

Similar to debt-to-equity, but compares debt to 
assets rather than equity. This is another way of 
measuring the degree of financial leverage, or 
debt, the firm is using.

Total Debt

Total Assets

Return on 
Equity

Profitability: compares the amount 
of profit to some measure of 
resources invested.

Indicates earnings per dollar invested by 
the owners of the company. Since common 
 stockholders are the true owners, preferred 
 stockholders’ dividends are deducted from net 
income before computing this ratio.

Net Income – Preferred Dividend

Average Common Stockholders Equity

Earnings per 
Share

Profitability: compares the amount 
of profit to some measure of 
resources invested.

Measures the net income per share of common 
stock outstanding.

Net Income – Preferred Dividend

Average Number of Common  
Shares Outstanding

( )

budgeted income 
statement A projection 
showing how a firm’s budgeted 
sales and costs will affect 
expected net income. (Also called 
a pro forma income statement.)

budgeted balance sheet  
A projected financial statement 
that forecasts the types and 
amounts of assets a firm will need 
to implement its future plans and 
how the firm will finance those 
assets. (Also called a pro forma 
balance sheet.)
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 ■  The budgeted income statement uses information 
from the sales budget and various cost budgets (as 
well as other assumptions) to develop a forecast of 
net income for the planning period. This can help the 
firm evaluate how much internal financing (funds 
generated by earnings) will be available.

 ■  The budgeted balance sheet forecasts the types and 
amounts of assets a firm will need to implement its 
future plans. It also helps financial managers determine 
the amount of additional financing (liabilities and own-
ers’ equity) the firm must arrange to acquire those assets.

The cash budget is another important financial 
planning tool. Cash budgets normally cover a one-year 
period and show projected cash inflows and outflows for 
each month. Financial managers use cash budgets to get 

a better understanding of 
the timing of cash flows 
within the planning period. 
This is  important because 
most firms experience un-
even inflows and outflows 
of cash over the course of 
a year, which can lead to 

cash shortages and cash surpluses. Projecting cash flows 
helps financial managers determine when the firm is likely 
to need additional funds to meet short-term cash short-
ages, and when surpluses of cash will be available to pay 
off loans or to invest in other assets.

Even firms with growing sales can experience cash flow 
problems, especially if many of their customers buy on credit. 
To meet increasing sales levels, a growing firm must hire more 
labor and buy more supplies. These workers and suppliers 
may expect to be paid well before the company’s customers 
pay their bills, leading to a temporary cash crunch. 

Exhibit 9.2 illustrates this type of situation by presenting a 
partial cash budget for a hypothetical firm called  Oze-Moore. 
The cash budget shows that, despite its increasing sales, Oze-
Moore will have cash shortages in March and April. Knowing 
this in advance gives financial managers time to find the best 
sources of short-term financing to cover these shortages. 
The cash budget also shows that Oze-Moore will experience 
a big cash surplus in May as the customers start paying for 
the purchases they made in March and April. Knowing this 
ahead of time helps managers forecast when they will be 
able to repay the loans they took out to cover their previous 
cash  shortages. It also gives them time to evaluate short-term 

Exhibit 9.2
 Cash Budget for Oze-Moore

cash budget A detailed 
forecast of future cash flows 
that helps financial managers 
identify when their firm is likely to 
experience temporary shortages 
or surpluses of cash.
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interest-earning investments they could make to temporarily 
“park” their surplus cash.

 9-3 FINDING FUNDS:  
WhAT ARE ThE OPTIONS?

Once financial managers have identified the amount of 
financial capital needed to carry out their firm’s plans, the 
next step is to determine which sources of funds to tap. The 
most appropriate sources of funds for a business depend 
on several factors. One of the most important consider-
ations is the firm’s stage of development. Start-up firms face 
different challenges and have different needs than more 
established firms. Another factor is the reason the funds 
are needed. Funds used to meet short-term needs, such as 
meeting payroll, paying suppliers, or paying taxes, typically 
come from different sources than funds used to finance 
major investments in plants, property, and equipment. 

The financing options available to new firms are gen-
erally much more limited than those available to more 
mature firms with an established track record. In fact, for 
start-up firms the main source of funds is likely to be the 
personal wealth of the owner (or owners),  supplemented 
by loans from relatives and friends. Given how risky new 
business ventures are, banks and other  established lenders 
often hesitate to make loans to new, unproven companies. 

(In some cases, the Small Business  Administration over-
comes this reluctance by guaranteeing loans for start-ups 
and other small businesses that satisfy its criteria.) As the 
firms grow and become more established, they typically 
are able to obtain financing from other sources.

Some start-ups with the potential for generating rapid 
growth may be able to attract funds from wealthy individ-
uals, called angel investors, or from venture capital firms. 
Both angel investors and venture capitalists typically invest 
in risky opportunities that offer the possibility of high rates 
of return. Both also typically provide funds in exchange for 
a share of ownership.

9-3a  Sources of Short-Term Financing: 
Meeting Needs for Cash

Firms that have survived the start-up phase of the business 
life cycle often have several sources of short-term financ-
ing. Let’s take a look at some of the most common options.

Trade Credit One of the most important sources 
of short-term financing for many firms is trade credit, 
which arises when suppli-
ers ship materials, parts, 
or goods to a firm with-
out requiring payment at 
the time of delivery. By 
allowing the firms to “buy 
now, pay later,” they help 

trade credit Spontaneous 
financing granted by sellers when 
they deliver goods and services 
to customers without requiring 
immediate payment.

Investing in a Better Future 
for Bigger Returns?  
Almost…
Of the $11 trillion in investment funds held today, $83 billion 
is held in socially responsible funds that invest in businesses 
with environmental, social, and corporate governance (ESG) 
missions and products. These funds not only invest in socially 
responsible companies; they actively avoid investing in firms 
that sell products that green investors see as detrimental to the 
environment or to society (such as guns, cigarettes, alcohol, 
and gambling).  

The knock on ESG investing is that green products are  
more expensive and less profitable, so investors often reap 
lower returns. Critics argue that 65% of ESG funds have 
achieved below average returns over the last decade, but 
proponents counter that ESG companies have performed  
much better in recent years. Indeed, the MSCI KLD Social 
Index fund has averaged a 15.4% return the last three years, 

compared to 15.2% for the S&P 500, a standard investment 
benchmark.  

So if you wanted to invest in ESG companies and investment 
funds, what should you expect?  Morningstar analyst 
David Kathman says, “there isn’t really strong 
evidence that it hurts or helps. It’s basically 
neutral.” Calvert Investments is one of the 
earliest ESG investment funds. It’s CEO, John 
Steur, agrees with Kathman’s analysis: “If you 
invest sustainably, you’ve got just as good a 
chance of beating the market or not.”

In short, ESG companies are just as likely as 
other companies to make a profit, but they’re 
also just as likely to produce losses. On top 
of that, sustainable companies are not always 
what they seem. British Petroleum, Volkswagen, and 
Chipotle were all known as socially responsible companies 
before BP caused a massive oil spill in the Gulf of Mexico, 
VW cheated on diesel engine pollution testing, and Chipotle 
spurred Escherichia coli (E. coli) outbreaks across the country.4
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the firm conserve its existing cash, thus avoiding the need 
to acquire funds from other sources.

In most cases, the terms of trade credit are presented 
on the invoice the supplier  includes with the shipment. For 
example, the  invoice might list the terms as 2/10 net 30. The 
“net 30” indicates that the supplier allows the buyer 30 days 
before payment is due. But the “2/10” tells the buyer that the 
supplier is offering a 2% discount off the invoice price if the 
buyer pays within 10 days.

At first glance, the 2% discount in our example may 
not seem like a big deal. But failing to take the discount 
can be very costly. Consider the terms we mentioned 
above: 2/10, net 30. If the firm fails to pay within 10 days, it 
loses the discount and must pay the full amount 20 days 
later. Paying 2% more for the use of funds for only 20 days 
is equivalent to an annual finance charge of over 37%!5

Suppliers will grant trade credit only after they’ve eval-
uated the creditworthiness of the firm. But once they’ve 
granted this credit to a company, they generally continue of-
fering it as long as the firm satisfies the terms of the credit ar-
rangements. Trade credit is sometimes called spontaneous 
financing because it is granted when the company places 
its orders without requiring any  additional paperwork or spe-
cial arrangements. The level of trade credit automatically ad-
justs as business conditions change and the company places 
larger or smaller orders with its suppliers.

Although firms of all sizes use this type of financing, trade 
credit is a particularly important source of financing for small 
businesses. The Federal Reserve Board’s Survey of Small Busi-
ness Finances indicates that about 60% of small firms rely on 
trade credit as a major source of short-term financial capital.6

Factoring The money that customers owe a firm when 
they buy on credit shows up in accounts receivable on the 
company’s balance sheet. A factor buys the accounts 

receivables of other firms. 
The factor makes a profit 
by purchasing the receiv-
ables at a discount and 
collecting the full amount 
from the firm’s customers.

Although firms that 
use factors don’t receive the 
full amount their customers 
owe, factoring offers some 
definite advantages. Instead 
of having to wait for cus-
tomers to pay, the firm gets 
its money almost immedi-
ately. Also, since the factor 
is responsible for collection 

efforts, the firm using the factor may be able to save money 
by eliminating its own collection department. Finally, the 
factor typically assumes the risk for bad debts on any receiv-
ables it buys. (However, factors typically perform a careful 
evaluation of the quality of accounts  receivable before they 
buy them and may refuse to buy receivables that are high 
risk.)  According to the Commercial Finance Association, 
factoring has typically provided more than $176.5 billion  
in short-term funds on an annual basis to American busi-
nesses in recent years.7

Short-Term Bank Loans Banks are another common 
source of short-term business financing. Short-term bank 
loans are usually due in 30 to 90 days, though they can be 
up to a year in length. When a firm negotiates a loan with a 
bank, it signs a promissory note, which specifies the length 
of the loan, the rate of interest the firm must pay, and other 
terms and conditions of the loan. Banks sometimes require 
firms to pledge collateral, such as inventories or accounts 
receivable, to back the loan. That way, if the borrower fails 
to make the required payments, the bank has a claim on 
specific assets that can be used to pay off the amount due.

Rather than going through the hassle of negotiating a 
separate loan each time they need more funds, many firms 
work out arrangements with their bankers to obtain pre-
approval so that they can draw on funds as  needed. One 
way they do this is by establishing a line of credit. Under 
this arrangement, a bank agrees to provide the firm with 
funds up to some specified limit, as long as the borrower’s 

spontaneous financing  
Financing that arises during the 
natural course of business without 
the need for special arrangements.

factor A company that provides 
short-term financing to firms 
by purchasing their accounts 
receivables at a discount.

line of credit A financial 
arrangement between a firm and 
a bank in which the bank pre-
approves credit up to a specified 
limit, provided that the firm 
maintains an acceptable credit 
rating.

Banks are a common source of short-
term business financing. When a firm 
negotiates a loan with a bank, it signs 
a promissory note, which specifies the 
length of the loan, the rate of interest 
the firm must pay, and other terms and 
conditions of the loan.
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credit situation doesn’t deteriorate, and the bank has suf-
ficient funds—conditions that aren’t always met, as the 
recent financial meltdown clearly illustrated.

A revolving credit agreement is similar to a line 
of credit, except that the bank makes a formal, legally bind-
ing commitment to provide the agreed-upon funds. In es-
sence, a revolving credit agreement is a guaranteed line of 
credit. In exchange for the binding commitment to pro-
vide the funds, the bank requires the borrowing firm to pay 
a commitment fee based on the unused amount of funds. 
Thus, under the terms of a revolving credit agreement, the 
firm will pay interest on any funds it borrows, and a com-
mitment fee on any funds it does not borrow. The commit-
ment fee is lower than the interest on the borrowed funds, 
but it can amount to a fairly hefty charge if the firm has a 
large unused balance.

Commercial Paper Well-established corporations 
have some additional sources of short-term financial 
capital. For instance, many large corporations with strong 
credit ratings issue commercial paper, which con-
sists of short-term promissory notes (IOUs).  Historically, 
 commercial paper issued by corporations has been 
 unsecured—meaning it isn’t backed by a pledge of col-
lateral. Because it is normally unsecured, commercial pa-
per is only offered by firms with excellent credit ratings; 
firms with less-than-stellar financial reputations that try 
to issue unsecured commercial paper are unlikely to find 
buyers. In recent years, a new class of commercial paper 
has emerged, called asset-backed commercial paper, which, 
as its name implies, is backed by some form of collateral.

Commercial paper can be issued for up to 270 days, 
but most firms typically issue it for much shorter periods—
typically 30 days, but sometimes for as little as two days. One 
key reason commercial paper is popular with companies is 
that it typically carries a lower interest rate than commercial 
banks charge on short-term loans. By far the biggest issu-
ers of commercial paper are financial institutions, but other 
large corporations also use this form of financing. 

Why use commercial paper? According to the Consum-
erist, “The commercial paper market works like a credit card 
for big companies. Some days they have money, and some 
days they do not. So if they need money Tuesday, but will 
have money Friday, they’ll go to the commercial paper mar-
ket and borrow some money. Then on Friday they will pay 
back the money, plus interest.”8 According to the U.S. Federal 
Reserve, the average rate for 30-day commercial paper was 
0.34% in March 2016.9 That means a firm would pay $3,400 
interest to use $1 million over 30 days. Commercial paper is 
sold at a discount, so the interest cost is deducted up front. 
In this instance, the firm would get $996,600 for 30 days,  

after which it would need to pay back $1,000,000 ($996,600 + 
$3,400 = $1,000,000). Commercial paper accounted for 5% 
of all short-term corporate cash assets in March 2016, down 
from 11% in 2013 and 8% in 2015.10

9-3b  Sources of Long-Term Funds:  
Providing a Strong Financial Base

The sources of financial capital we’ve looked at so far have 
been appropriate for dealing with cash needs that arise 
from short-term fluctuations in cash flows. But  financial 
managers typically seek more permanent funding to fi-
nance major investments and provide a secure financial 
base for their company. Let’s take a look at some of the 
more common sources of long-term funds.

Direct Investments from Owners One key source 
of long-term funds for a firm is the money the owners 
themselves invest in their company. For corporations, this 
occurs when it sells newly issued stock—and it’s important 
to realize that the only time the corporation receives finan-
cial capital from the sale of its stock is when it is initially 
issued. If Google issued new shares of stock, which you 
bought, the funds would go to Google. But once you own 
Google’s stock, if you decide to sell your shares to  another 
investor, Google gets nothing. 

Another way firms can meet long-term financial 
needs is by reinvesting their earnings. The profits that 
a firm reinvests are called retained earnings. This 
source isn’t a pool of cash; it simply reflects the share 
of the firm’s earnings used to finance the purchase of 
assets, pay off  liabilities, and reinvest in the business. 
If you want to know how much cash a firm has, check 
the figure in the cash account at the top of its balance 
sheet. You’ll typically find that the value in the firm’s 
cash account is quite different from the amount listed as 
the retained earnings! For 
example, in 2015, Google 
had $81.9 billion in re-
tained earnings compared 
to $6.1 billion in cash and 
cash equivalents.11

Retained earnings are 
a major source of long-term 
capital for many corpora-
tions, but the extent to 
which they are used de-
pends on the state of the 
economy. When the econ-
omy is booming and profits 
are high, retained earnings 
tend to soar. But when  

revolving credit 
agreement A guaranteed 
line of credit in which a bank 
makes a binding commitment 
to provide a business with funds 
up to a specified credit limit at 
any time during the term of the 
agreement.

commercial paper Short-
term (and usually unsecured) 
promissory notes issued by large 
corporations.

retained earnings The 
part of a firm’s net income it 
reinvests.
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the economy slides into a recession, most corporations 
find they have few earnings to reinvest. For instance, in 
the recession year of 2008, corporate retained earnings 
fell to $157 billion from $430  billion in 2006, and then 
rose to $737 billion in 2011 and $1.380 trillion in 2015 af-
ter the economy recovered.12

The decision to retain earnings involves a tradeoff be-
cause firms have another way to use their earnings: they 
can pay out some or all of their profits to their owners 
by  declaring a dividend. You might think that stockhold-
ers would be unhappy with a firm that retained most 
of its  earnings, since that would mean they would re-
ceive a  smaller dividend. But many stockholders actually 
prefer their companies to reinvest earnings—at least if 
 management invests them  wisely—because  doing so can 
help finance their firm’s growth. And a growing, more prof-
itable firm usually translates into an increase in the market 
price of the firm’s stock. 

Billionaire Warren Buffett’s 
company, Berkshire Hatha-
way, has  never paid dividends, 
choosing to reinvest all of its 
substantial profits. This strategy 
paid off handsomely for stock-
holders. During the 12-year pe-
riod between March 30, 2004, 
and March 24, 2015, Berkshire’s 
stock soared from $93,000 to 
$310,530 per share.13 Despite 
the fact that it paid them no dividend, you can bet that 
most of Berkshire’s shareholders were pleased with the 
capital gains that resulted from this strategy!

Long-Term Debt In addition to contributions from 
owners, firms can also raise long-term funds by borrowing 
from banks and other lenders or by issuing bonds.

Term Loans There are  
many different types of  
long-term loans, but the 
most typical arrangement— 
sometimes simply called a 
term loan—calls for a regular 
schedule of fixed payments 
sufficient to ensure that the 
principal (the amount ini-
tially borrowed) and interest 
are repaid by the end of the 
loan’s term. 

Lenders often impose  
requirements on long-
term loans to ensure  

repayment. Most lenders require that the loans be backed 
by a pledge of some type of collateral. Banks and other 
lenders also often include covenants in their loan agree-
ments. A covenant is a requirement a lender imposes 
on the borrower as a condition of the loan. One com-
mon covenant requires the borrower to carry a specified 
amount of liability insurance. Another requires the bor-
rower to agree not to borrow any additional funds until 
the current loan is paid off. Covenants sometimes even 
restrict the size of bonuses or pay raises the firm can 
grant to employees. The purpose of covenants is to pro-
tect creditors by preventing the borrower from pursuing 
policies that might undermine its ability to repay the loan. 
While covenants are great for lenders, borrowers often 
view them as highly restrictive.14

Corporate Bonds Rather than borrow from banks 
or other lenders, corporations sometimes issue their own 

formal IOUs, called corporate bonds, 
which they sell to investors. Bonds 
often have due dates (maturities) of 
ten or more years after issuance. Like 
corporate stock, bonds are market-
able, meaning that bondholders can 
sell them to other investors before 
they mature. But it is important to re-
alize that unlike shares of stock, which 
represent ownership in a corporation, 
bonds are certificates of debt. 

 9-4 LEvERAGE AND cAPITAL 
STRUcTURE: hOW MUch  
DEbT IS TOO MUch DEbT?

Most firms use a combination of equity and debt 
 financing to acquire needed assets and to finance their 
operations. Owners provide equity financing, while credi-
tors (lenders) provide debt financing. Thus, when a com-
pany issues and sells new stock or uses retained earnings 
to meet its financial needs, it is using equity financing. But 
when it takes out a bank loan, or issues and sells corporate 
bonds, it is relying on debt financing. 

Both equity and debt financing have advantages and 
drawbacks. The extent to which a firm relies on various 
forms of debt and equity to satisfy its financing needs is 
called that firm’s capital structure. To simplify our dis-
cussion, we’ll focus mainly on the capital structure of cor-
porations, but many of the basic principles apply to  other 
forms of ownership.

covenant A restriction 
lenders impose on borrowers as a 
condition of providing long-term 
debt financing.

equity financing Funds 
provided by the owners of a 
company.

debt financing Funds 
provided by lenders (creditors).

capital structure The mix 
of equity and debt financing a 
firm uses to meet its permanent 
financing needs.

“ When you 
combine ignorance 
and leverage, you 
get some pretty 
interesting results.”

— WA R R E N  b U F F E T T
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9-4a  Pros and Cons of Debt Financing
When a firm borrows funds, it enters into a contractual agree-
ment with the lenders. This arrangement creates a legally 
binding requirement to repay the money borrowed (called 
the principal) plus interest. These payments take precedence 
over any payments to owners. Lenders often require the 
firm to pledge collateral, such as real estate, financial secu-
rities, or equipment, to back the loan. Should the firm be 
unable to make the required payments, the lenders can use 
this collateral to recover what they are owed.

Debt financing offers some advantages to firms. For 
instance, the interest payments a firm makes on debt are a 
tax-deductible expense. So Uncle Sam (in the form of the 
IRS) subsidizes the interest payments. For example, if the 
corporation’s tax rate is 30%, then each dollar of  interest 
expense reduces the firm’s taxes by $0.30— meaning the 
true cost to the firm of each dollar of interest is only $0.70.

Another advantage of debt is that it enables the firm 
to acquire additional funds without requiring existing 
stockholders to invest more of their own money or the sale 
of stock to new investors (which would dilute the owner-

The Stone Brewing Company of Escondido, California, is more 
than a brewery—it’s a destination. The nearly 300,000 barrels 
of beer it produces annually are distributed to 40 states. Its two 
farm-to-table restaurant locations can seat more than 1,200 
people and welcome over half a million guests a year. For ten 
years in a row, Stone Brewing has made Inc. magazine’s list of 
fastest-growing private companies, and, since its launch, the 
company boasts a regular annual growth rate of 50%. 

So, when Stone Brewing was shopping for its first location east 
of the Mississippi River, hundreds of cities lined up for consider-
ation. The brewery wanted to invest millions of dollars to open 
a new distribution hub and restaurant employing roughly 350 
people. After reviewing hundreds of proposals and visiting 40 
sites in about 20 different states, Stone Brewing made a deal 
with the city of Richmond, Virginia.

Why did Richmond win the deal? Financing. Municipalities com-
monly try to entice businesses to their cities by putting together 
attractive packages of tax incentives and debt forgiveness. 
The city of Richmond, however, went even further. The city will 
spend $8 million to build the company a new restaurant and will 
fund the construction of the distribution center and brewery 

with $23 million in bonds backed by the city of Richmond. 
(Stone will pay back the total of $31 million through lease pay-
ments.) In addition, Stone Brewing will be receiving roughly 
$7 million in grants from the city and the state of Virginia. 
(Grants do not need to be repaid.)

Funding packages like the one Richmond is providing Stone 
Brewing are becoming increasingly common. Rather than offer-
ing tax incentives or debt forgiveness, municipalities are trans-
forming subsidies into investments in the businesses they court. 

Not all residents are toasting the public-private partnership, how-
ever. Richmond restaurant and bar owners object to the funding 
package, claiming that the city is directing their tax dollars into 
funding an enterprise that will compete with them directly. Some 
are frustrated at the proceeds of what they  consider a high meals 
tax on restaurants (6%) going to underwrite the development of a 
strong competitor in an already saturated market.

Michael Byrne, who owned a brewery in Richmond for 
17 years and now runs The Tobacco Company Restaurant, 
highlights the disparity between the city’s support of Stone 
Brewing compared to its support for local breweries. He ar-
gues that the Stone Brewing Company will be “competing with 

us head-on, on a site that is  going to get the kind 
of money that you don’t see in a small-business 
loan.”15

What do YOU think?

■  When seeking financing, is there an ethical limit 
to how aggressively businesses should pursue 
public money to fund expansion?

■  How far should municipalities go to finance the 
business activity of their city?

■  What ethical responsibility do municipal and 
state governments have toward their current 
constituents relative to larger newcomers?

Just Because You Can, Doesn’t Mean You Should
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ship of existing owners). Moreover, if the firm invests the 
borrowed funds profitably, the use of debt can substantially 
improve the return on equity to the  shareholders. We’ll il-
lustrate this result in our discussion of financial leverage.

One obvious disadvantage of debt is the requirement 
to make fixed payments. This can create real problems 
when the firm finds itself in an unexpectedly tight financial 
situation. In bad times, required interest payments can eat 
up most (or all) of the earnings, leaving little or no return 
to the firm’s owners. And if the firm is unable to meet these 
payments, its creditors can force it into bankruptcy.

As we mentioned earlier, another disadvantage of debt 
financing is that creditors often impose covenants on the 
borrower. These covenants can hamper the firm’s flexibility 
and might result in unintended problems. For example, a 
covenant that restricts bonuses and pay raises to employ-
ees might undermine the morale of key workers and tempt 
them to seek employment elsewhere. Similarly, restrictions 
on dividends or on the ability of the firm to borrow additional 
funds may make it difficult for the firm to raise more money.

9-4b  Pros and Cons of Equity Financing
For corporations, equity financing comes from two major 
sources: retained earnings and money directly invested by 
stockholders who purchase newly issued stock. Equity fi-
nancing is more flexible and less risky than debt financing. 
Unlike debt, equity imposes no required payments. A firm 
can skip dividend payments to stockholders without hav-
ing to worry that it will be pushed into bankruptcy. And a 
firm doesn’t have to agree to burdensome covenants to 
acquire equity funds.

On the other hand, equity financing doesn’t yield 
the same tax benefits as debt financing. In addition, ex-
isting owners might not want a firm to issue more stock, 
since doing so might dilute their share of ownership. Fi-
nally, a company that relies mainly on equity financing 
forgoes the opportunity to use financial leverage. But 
as we’ve already noted, leverage can be a two-edged 
sword. We’ll illustrate the risks and rewards of leverage 
in our next section.

9-4c  Financial Leverage: Using Debt  
to Magnify Gains (and Losses)

As mentioned in our discussion of ratios, firms that rely on 
a lot of debt in their capital structure are said to be highly 
leveraged. The main advantage of financial leverage is that 
it magnifies the return on the stockholders’ investment 
when times are good. Its main disadvantage is that it also 
reduces the financial return to stockholders when times 
are bad.

Let’s illustrate both the advantages and disad-
vantages of financial leverage with a simple example.  
Exhibit 9.3 shows the revenues, expenses, and earnings 
that two firms—Eck-Witty Corporation and Oze-Moore 
 International—would experience for two different levels 
of sales, one representing a strong year and the other a 
weak year. To make the impact of leverage easy to see, 
we’ll assume that Eck-Witty and Oze-Moore are identical 
in all respects except their capital structure. In particular, 
our example assumes that the two companies have the 
same amount of assets and experienced exactly the same 

Exhibit 9.3
 How Financial Leverage Affects the Return on Equity
Eck-Witty (Capital structure is all only equity)
Equity (Funds supplied by owners) $1,000,000

$0
$200,000
$800,000Debt (Funds obtained by borrowing)

Strong Sales Weak Sales

EBIT
Interest
Taxable income
Taxes
After Tax Earnings
ROE

EBIT
Interest
Taxable income
Taxes
After Tax Earnings
ROE

$160,000
0

160,000
40,000

120,000
12.0%

$80,000
0

80,000
20,000
60,000

6%

Oze-Moore (Capital structure is 20% equity and 80% debt)  
Equity (Funds supplied by owners)    
Debt (Funds obtained by borrowing) 

Strong Sales Weak Sales

$160,000
80,000
80,000
20,000
60,000
30.0%

$80,000
80,000

0
0
0

0.0%%30.0%% 0.0%

Oze-Moore's use of leverage magni�es
ROE when sales are strong. But the required
interest payments of $80,000 completely wipes 
out taxable income and after-tax earnings.

%12.0%% 6%

Eck-Witty’s use of only equity �nancing
results in a lower ROE than Oze-Moore’s
when sales are strong. But it enjoys better
ROE than Oze-Moore when sales are weak.
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 earnings before interest and taxes (ab-
breviated as EBIT). Thus, any differences 
in the net income of these firms results 
from differences in their use of debt and 
equity  financing. We’ll use return on eq-
uity (ROE) to measure the financial return 
each firm offers its stockholders. (See 
 Exhibit 9.1 if you need a reminder about 
how to interpret or compute this ratio.)

Note that both firms have a total of $1 million in assets, 
but they’ve financed the purchase of their assets in very 
different ways. Eck-Witty used only common stock and re-
tained earnings in its capital structure, so it has $1 million 
in equity financing and no debt. Oze-Moore’s capital struc-
ture consists of $200,000 in owners’ equity and $800,000 in 
debt, so it is highly leveraged. The interest rate on its debt 
is 10%, so Oze-Moore has to make required interest pay-
ments of $80,000 per year to its lenders. Both companies 
must pay taxes equal to 25% of their earnings, but Oze-
Moore’s total tax bill will be lower than Eck-Witty’s because 
its interest payments are tax-deductible.

As Exhibit 9.3 shows, when sales are strong, Oze-Moore’s 
use of leverage really pays off. Eck-Witty’s ROE of 12% under 
the strong sales scenario isn’t bad, but it pales in comparison 
to the 30% return Oze-Moore generates for its owners under 
the same scenario. Oze-Moore’s higher ROE occurs because 
its interest payments are fixed. It pays its creditors $80,000—
no more, no less—whether EBIT is high or low. When Oze-
Moore can borrow funds at an interest rate of 10% and invest 
them in assets that earn more than 10% (as it does in the 

strong sales scenario), the extra 
return goes to the owners even 
though creditors provided the 
funds. This clearly adds a signifi-
cant boost to the returns en-
joyed by the stockholders!

But in the weak sales sce-
nario, the results are quite dif-
ferent. In this case, the $80,000 

of required interest payments eats up all of Oze-Moore’s earn-
ings, leaving it with no net income for its owners, so its ROE is 
zero. If EBIT had been anything less than $80,000,  Oze-Moore 
wouldn’t have had enough earnings to cover the interest—
and if it failed to come up with the money to pay its credi-
tors, they could force it into bankruptcy. This illustrates the risk 
associated with financial leverage. In comparison, notice that 
Eck-Witty still earns a positive ROE for its owners in the weak 
sales scenario; granted, an ROE of 6% isn’t spectacular, but it 
sure beats the 0% return Oze-Moore experienced!

Our leverage example contains important lessons for 
the real world—lessons that recent financial history clearly 
illustrates. During the economic boom between 2003 and 
early 2007, many companies found that the use of lever-
age magnified their ROEs. When the economy slowed, the 
 required interest and principal payments on their debt 
became a heavy burden on highly leveraged firms. As we 
mentioned at the beginning of this chapter, many of these 
firms ended up in bankruptcy.

By late 2008, many of the highly leveraged firms that 
survived the initial carnage were frantically looking for 

Twitter Stock: Not Worth Its “Innovation Premium”
When Twitter announced in 2013 that it would sell stock 
through an IPO, many investors were skeptical. Twitter had small 
revenues, didn’t produce anything, and wasn’t profitable. By 

traditional financial measures, Twitter shouldn’t be highly valued. 
Nevertheless, enthusiastic investors turned Twitter into one of the 
world’s most valuable companies in 2013. So why was a company 
that wasn’t even profitable then worth $31 billion?

As it turns out—it wasn’t.  Early buyers of Twitter’s stock overes-
timated the company’s value, which plummeted to $11 billion 
by March 2016. In the stock market, innovation premiums are 
typically based on fast growth. Four years ago, Twitter’s active 
user base was growing 30% a year. At this pace it would have 
taken Twitter 14 years to match Facebook’s user base. Today, 
Twitter’s user base is growing at just over 1% a year, and to 
make matters worse, the company posted a $131.7 million loss 
in 2015. It quickly became apparent that Twitter was not worth 
its innovation premium. Today, the concern is more funda-
mental: Can Twitter become profitable, much less grow at all?16
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“ Debt is one person’s 
liability, but another 
person’s asset.”

— N O b E L  P R I z E – W I N N I N G  
E c O N O M I S T  P A U L  K R U G M A N
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ways to replace much of the debt in their capital structure 
with more equity—a strategy known as deleveraging. Un-
fortunately, most companies found deleveraging to be a 
slow and painful process. Their poor financial performance 
during the financial meltdown meant their earnings were 
low (or even negative), so they couldn’t use retained earn-
ings to build their equity capital. And the plummeting 
stock market and lack of investor confidence made it dif-
ficult to sell new stock. The moral of the story: if the finan-
cial returns of leverage seem too good to be true, over the 
long run they probably are. Sound financial management 
requires keeping a level head and considering the riskiness 
of financial decisions as well as their return.17

In the wake of the  financial crisis, the federal govern-
ment enacted new legislation designed to reduce the likeli-
hood of similar meltdowns in the future. The Dodd-Frank 
Act included requirements for large firms in the financial 
sector to hold more equity and less debt in their capital 
structures and established a Financial Stability Oversight 
Council to monitor financial markets and to identify and re-
spond to emerging risks. It also created a Consumer Finan-
cial Protection Bureau to protect consumers from predatory 
lending practices by financial institutions.18

 9-5 AcqUIRING AND MANAGING 
cURRENT ASSETS

Let’s turn our attention to how a firm determines the 
amount and type of current assets to hold. As we’ll see, 
holding current assets involves tradeoff; either too much 
or too little of these assets can spell trouble. 

9-5a  Managing 
Cash: Is It 
Possible to 
Have Too Much 
Money? 

A company must have 
cash to pay its workers, 
suppliers, creditors, and 
taxes. Many firms also need 
cash to pay dividends. And 
most firms also want to 
hold enough cash to meet 
unexpected contingencies. 
But cash has one serious 
shortcoming compared to 

other assets: it earns little or no return. If a firm holds much 
more cash than needed to meet its required payments, 
stockholders are likely to ask why the excess cash isn’t be-
ing invested in more profitable assets. And if the firm can’t 
find a profitable way to invest the money, the stockholders 
are likely to ask management why it doesn’t use the excess 
cash to pay them a higher dividend—most shareholders 
can think of plenty of ways they’d like to use the cash!

In the narrowest sense, a firm’s cash refers to its hold-
ings of currency (paper money and coins issued by the 
government) plus demand deposits (the balance in its 
checking account). However, when most firms report their 
cash holdings on their balance sheet, they take a broader 
view,  including cash equivalents along with their ac-
tual cash. Cash equivalents are very safe and highly liquid 
assets that can be converted into cash quickly and easily. 
Commercial paper, U.S. Treasury Bills (T-bills), and money 
market mutual funds are among the most popular cash 
equivalents. The advantage of these cash equivalents is 
that they offer a better financial return (in the form of inter-
est) than currency or demand deposits.

As we explained in our discussion of short-term  sources 
of funds, major corporations with strong credit ratings often 
sell commercial paper to raise needed short-term funds. On 
the other side of such transactions are firms that buy com-
mercial paper as part of their portfolio of cash equivalents 
because—at least under normal economic conditions—it 
is a safe and liquid way to earn some interest. But during 
economic downturns the appeal of commercial paper as a 
cash equivalent plummets due to increased risk. 

U.S. Treasury bills, or  “T-bills,” are short-term IOUs 
issued by the U.S. government. Most T-bills mature (come 
due) in 4, 13, or 26 weeks. There is a very active  secondary 
market for T-bills, meaning that their owners can sell them 
to other investors before they mature. Thus, T-bills are highly 
liquid. And, unlike commercial paper,  T-bills are backed by 
the U.S. government, so they are  essentially risk-free. The 
safety and liquidity of T-bills make them very attractive cash 
equivalents even in times of economic distress.

Dodd-Frank Act A law 
enacted in the aftermath of the 
financial crisis of 2008–2009 
that strengthened government 
oversight of financial markets 
and placed limitations on risky 
financial strategies such as heavy 
reliance on leverage.

cash equivalents Safe and 
highly liquid assets that many 
firms list with their cash holdings 
on their balance sheet.

U.S. Treasury bills (T-bills)  
Short-term marketable IOUs 
issued by the U.S. federal 
government.

“ The Dodd-Frank Act was 2,319 
pages in length. Apparently there 
was a lot about our financial 
system in 2010 that Congress 
wanted to change!”

— D Av I D  S K E E L ,  I N  T h E  N E W  
F I N A N c I A L  D E A L
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Money market mutual funds raise money by 
selling shares to large numbers of investors. They then 
pool these funds to purchase a portfolio of short-term, liq-
uid securities. (In fact, money market mutual funds often 
include large holdings of commercial paper and T-bills.) 
Money market mutual funds are an affordable way for 
small investors to get into the market for securities, which 
would otherwise be beyond their means. This affordability 
also makes these funds a particularly attractive cash equiv-
alent for smaller firms.

9-5b  Managing Accounts Receivable:  
Pay Me Now or Pay Me Later

Accounts receivable represents what customers who buy 
on credit owe the firm. Allowing customers to buy on credit 
can significantly increase sales. However, as our  discussion 
of the cash budget showed, credit sales can create cash 
flow problems because they delay the receipt of cash the 
firm needs to meet its financial obligations. Customers 
who pay late or don’t pay at all only exacerbate the prob-
lem. So it’s important for firms to have a well-thought-out 
policy that balances the advantages of  offering credit with 
the costs. The key elements of this policy should include:

Managing Cash Flows in a Cash-Free Future?
Finance and cash seem synonymous. There are cash flows 
(current, future, and discounted); cash equivalents; cash 
budgets that project cash surpluses (too much) and cash 
crunches (too little); liquid assets that can be converted to cash; 
liquidity ratios that measure a firm’s ability to get cash to pay 
bills; and cash discounts from paying with cash rather than with 
a credit card or financing. 

While cash accounts for 75% of business transactions around 
the world and 47% of transactions in the United States, it 
accounts for just 20% in Sweden—where even churches take 
electronic tithes. Stefan Wikberg, a homeless man living in 
Stockholm, sells Situation Stockholm magazine on the street to 

earn money for food and a place to sleep. He recently began 
using a mobile card reader and text (SMS) payments to take 
payment for the magazine. Since Wikberg began taking 
electronic payment, sales of the magazine have risen 30%. “Now 
people can’t get away” by saying that they don’t have cash, he 
says. 

How has a cashless economy influenced local companies? Some 
forms of theft have dropped, while others have risen. Many of 
Sweden’s banks have no cash on hand, so there’s no worry about 
bank robberies and little need for physical security. However, 
electronic fraud has doubled. Still, fraud rates are relatively low 
compared to the astronomical growth in credit and debit card 
transactions—from 215 million in 2000 to 2.4 billion in 2013. 
Also, eliminating cash counts could allow firms to keep up-to-
date sales and cash flow numbers, which could improve the 
accuracy of cash budgets.  

Finance is about finding the best sources of funds and the best 
ways to use them. Even today, physical cash plays a small role 
in most financial decision making. So can company finances be 
managed without cold, hard cash? Of course!19
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 ■ Setting credit terms: For how long should the firm 
extend credit? What type of cash discount should the 
firm offer to encourage early payments?

 ■ Establishing credit standards: How should the firm 
decide which customers qualify for credit? What type 
of credit information should it require? How strict 
should its standards be?

 ■ Deciding on an appropriate collection policy: How 
aggressive should the firm be at collecting past-
due  accounts? At what point does it make sense 
to take (or at least threaten to take) legal action 
against late- paying customers, or to turn over the 
accounts to collection agencies? When does it 
make sense to work out compromises?

In each area, financial managers face tradeoffs. For 
example, a firm that extends credit for only 30 days will 
 receive its payments sooner 
than a firm that allows cus-
tomers 90 days. But set-
ting short credit periods 
may also result in lost sales. 
Similarly, setting high credit 
standards reduces the 

money market mutual 
funds A mutual fund that 
pools funds from many investors 
and uses these funds to purchase 
very safe, highly liquid securities.
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likelihood a firm will have problems with customers who 
pay late (or not at all). However, strict standards may pre-
vent many good customers from getting credit, resulting in 
lower sales. Finally, an aggressive collection policy may help 
the firm collect payments that it would otherwise lose. But 
an aggressive policy is costly, and it might alienate custom-
ers who make honest mistakes, causing them to take future 
business to competitors.

Some small businesses have found that being flexible 
and creative about the form of payment can help them get at 
least some of what they are owed. Barter arrangements some-
times work better than demanding cash— especially in trou-
bled times such as the recent recession. For example, a health 
spa took payments from one of its customers in the form of 
hundreds of granola bars.  Similarly, the owner of a bookkeep-
ing firm agreed to accept payment from a veterinarian 
in the form of emergency surgery on her pet cat!20

9-5c  Managing Inventories:  
Taking Stock 
of the Situation 

Inventories are stocks of finished 
goods, work-in-process, parts, and ma-
terials that firms hold as a part of doing 
business. Clearly, businesses must hold 
inventories to operate. For example, 
you’d probably be disappointed if you 
visited a Best Buy store and were con-
fronted with empty shelves rather than 
with a wide array of electronic gad-
gets to compare and try out. Similarly, 
a manufacturing firm wouldn’t be able 
to assemble its products without an 
inventory of parts and materials.

But for many firms, the costs of storing, handling, and 
insuring inventory items are significant expenses. In recent 
years, many manufacturing firms have become very ag-
gressive about keeping inventories as low as possible in 
an attempt to reduce costs and improve efficiency. Such 
“lean” inventory policies can be very effective, but they 
leave the firm vulnerable to supply disruptions. Toyota had 
to shut down all of its Japanese auto assembly lines for 
six days in February 2016 after an explosion at Aichi Steel 
shut down production, depriving Toyota’s factories of the 
steel needed to make key auto parts. If Toyota held larger 

inventories, it might have 
been able to continue op-
erating its assembly lines 
until Aichi Steel resumed  
shipments.21

 9-6 cAPITAL bUDGETING:  
IN IT FOR ThE LONG hAUL

We’ll conclude the chapter with a look at how firms evaluate 
proposals to invest in long-term assets or undertake major 
new projects. Capital budgeting refers to the procedure 
a firm uses to plan for investments in assets or projects that 
it expects will yield benefits for more than a year. The capital 
budgeting process evaluates proposals such as:

■    Replacing old machinery and equipment with new 
models to reduce cost and improve the efficiency of 
current operations

■    Buying additional plant, machinery, and equipment 
to expand production capacity in existing markets 

■    Investing in plant, property, and equip-
ment needed to expand into new 

markets

■    Installing new, or modifying 
existing, plant and equipment to 
achieve goals not directly related 
to expanding production, such as 
reducing pollution or improving 
worker safety

The number of capital budgeting pro-
posals a firm considers each year can be 
quite large. But it’s unlikely that all pro-

posals will be worth pursuing. How do 
financial managers decide whether 
or not to accept a proposal?

9-6a  Evaluating Capital Budgeting Proposals
Financial managers measure the benefits and costs of 
long-term investment proposals in terms of the cash flows 
they generate. These cash flows are likely to be negative at 
the start of a project because money must be spent to get 
a long-term investment project up and running before it 
begins generating positive cash flows. But a project must 
eventually generate enough positive cash flows to more 
than offset these negative initial cash outflows if it is to 
benefit the company. 

9-6b  Accounting for the Time Value  
of Money

One of the most challenging aspects of the evaluation 
of a long-term project’s cash flows is that they are spread 
out over a number of years. When financial managers 
compare cash flows that occur at different times, they 

capital budgeting The 
process a firm uses to evaluate 
long-term investment proposals.

Versusstudio/Shutterstock.com
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must take the time value of money into account. 
The time value of money reflects the fact that, from a fi-
nancial manager’s perspective, a dollar received today is 
worth more than a dollar received in the future because 
the sooner you receive a sum of money, the sooner you 
can put that money to work to earn even more money. 

Suppose, for example, that you were given the choice 
of receiving $1,000 either today or the same amount one 
year from today. If you think like a financial manager, this 
choice is a no-brainer! Let’s be conservative and say that if 
you receive the money today you can deposit it in an in-
sured one-year certificate of deposit (CD) at your local 
bank that pays 4% interest. (A CD is similar to a savings ac-
count, except that it requires the funds to remain on deposit 
for a fixed term; in our example, the term is one year. You 
would incur a penalty if you withdrew your funds early.) In-
vesting in your 4% CD means that a year from today you 
would have $1,040 (the $1,000 you deposited plus $40 in 

interest). But if you wait un-
til next year to receive the 
$1,000, you’ll lose the op-
portunity to earn that $40 
in interest. Clearly, receiving 
the cash today is the better 
option.

Because money has 
a time value, a cash flow’s 
value depends not only 
on the amount of cash re-
ceived but also on when it 
is received. Financial man-
agers compare cash flows 
occurring at different times 
by converting them to their 
present values. The pres-
ent value of a cash flow  

Decisions, Decisions—How Airlines Are Spending 
Their Cash from Fuel Savings
There is no denying it—airlines have high operating costs. Their 
capital equipment (i.e., passenger jets) is expensive, they have 
tens of thousands of employees on their payrolls, and, until 
recently, oil prices had been high for decades. In fact, the airline 
industry, since inception, has been a money-losing business.

When it comes to jet fuel, airlines often use hedges to control 
costs. Hedges are contracts that allow airlines to lock in prices. 
If  prices rise above the agreed-on prices in hedge contracts, 
airlines benefit by having purchased fuel more cheaply. 
 Conversely, if prices drop, then airlines end up paying more, but 
still benefit because their fuel costs become predictable.

Given the volume of jet fuel used worldwide and the long-term 
increases in jet fuel costs, hedges have long been a critical 

 component of airlines’ financial strategies. In 2013, over 
528 million barrels of jet fuel were consumed in the United 
States, equating to roughly $65 billion in fuel expense. Starting 
in mid-2014, however, oil prices began dropping, first steadily 
then dramatically. Within nine months, the price of crude oil 
had dropped from $105 a barrel to $45, and prices for jet fuel 
had dropped a corresponding 40%. Because a 1-cent drop in 
oil prices equates to a $40 million savings in fuel costs for large 
carriers, even those that had long-term hedge contracts in place 
(airlines rarely hedge 100% of their jet fuel purchases) found 
themselves with billions in fuel savings. So while hedges ended 
up costing Delta $800 million, it will still save $1.7 billion from 
lower fuel costs since only 20% of its fuel is hedged. American 
Airlines, which quit using hedges in 2013, will realize $2.5 
billion in savings from lower fuel costs.

So, what are airlines doing with their billions in fuel savings? 
What they are not doing is cutting fares or increasing service. 
Instead, airlines are using their surplus cash to strengthen their 
finances. American Airlines is directing its fuel savings toward 
higher profits. At United Continental, executives are using the 
savings to pay down debt and buy back stock. Delta Air Lines is 
also paying down debt, as well as increasing dividends to share-
holders. Southwest’s CEO Gary Kelly said, “If we are convinced 
that we’re in for low energy prices for a while, we’ll revisit 2016 
and 2017 opportunities” for growth, or “we’ll just run a higher 
cash balance” or pay creditors or shareholders.22
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time value of money The 
principle that a dollar received 
today is worth more than a dollar 
received in the future.

certificate of deposit 
(CD) An interest-earning 
deposit that requires the funds to 
remain deposited for a fixed term. 
Withdrawal of the funds before the 
term expires results in a financial 
penalty.

present value The amount 
of money that, if invested today 
at a given rate of interest (called 
the discount rate), would grow to 
become some future amount in a 
specified number of time periods.
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received in a future time period is the amount of money 
that, if invested today at an assumed rate of inter-
est (called the discount rate), would grow to become 
that future amount of money. Exhibit 9.4 shows that 
$10,000 invested today at 3% grows to a future value 
of $11,255.09 in four years. Thus, $10,000 is the present 
value of $11,255.09 received in four years.

9-6c  The Risk-Return Tradeoff Revisited 
Unfortunately, financial managers don’t have crystal balls, 
so they don’t know the actual cash flows a proposed 
 project will generate. Instead, they base their analysis on 
the cash flows the proposal is expected to generate. Once 
a company  actually invests in a project, it may find that the 
actual cash flows are quite different from these estimated 
flows. This  uncertainty means that capital budgeting deci-
sions must consider risk.

In general, projects with the potential for high returns 
are also the projects with a high degree of uncertainty 

and risk. This is another 
example of the risk-return 
tradeoff we introduced 
at the beginning of this 
chapter. Clearly, finan-
cial managers must take 
this tradeoff into account 

when they compare different 
capital budgeting proposals; 
they must determine whether 
riskier proposals generate a high 
enough expected return to jus-
tify their greater risk.

One common way financial 
managers try to do this is to use 
a higher discount rate when they 
compute the present values of 
cash flows for risky projects than 
when they compute present 
values for less risky projects. This 
reflects the idea that a higher re-
turn is required to compensate 
for the greater risk.

9-6d  Net Present Value: 
A Decision Rule for 
Capital Budgeting

The most common method 
financial managers use to 
evaluate capital budgeting 

proposals is to compute their net present value 
(NPV). The NPV of an investment proposal is found 
by adding the present values of all of its  estimated fu-
ture cash flows and subtracting the initial cost of the 
 investment from the sum. A positive NPV means that 
the present value of the expected cash flows from the 
project is greater than the cost of the project. In other 
words, the benefits from the project exceed its cost 
even after accounting for the time value of money. 
Financial managers approve projects with positive 
NPVs. A negative NPV means that the present value of 
the expected future cash flows from the project is less 
than the cost of the investment. This would indicate 
that the cost of the project outweighs its cash flow 
benefits. Financial managers would reject proposals 
with negative NPVs. (See Exhibit 9.5.)

Exhibit 9.4
 How a Present Value of $10,000 Grows to a 
Future Value of $11,255.09 in Four Years

Deposit $10,000.00 (Present value)
Now

After 1 year
you have

After 2 years
you have

After 3 years
you have

After 4 years
you have

  Earn 3% per year

$10,000 1 $300 interest earned over first year (3% of 10,000) 5
$10,300.00

$10,300.00 1 $309 interest earned over second year (3% of $10,300) 5
$10,609.00

$10,609.00 1 $318.27 interest earned over third year (3% of $10,609) 5
$10,927.27

$10,927.27 1 $327.82 interest earned over fourth year (3% of $10,927.27) 5
$11,255.09 (Future value)

net present value (NPV)  
The sum of the present values of 
expected future cash flows from 
an investment, minus the cost of 
that investment.

   Exhibit 9.5     Decision Rule foR capital 
BuDgeting

Result of NPV Calculation Decision

NPV $ 0 Accept proposal ✔

NPV , 0 Reject proposal ✗
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In this chapter, we described the tasks financial managers 
perform as they attempt to find the “best” sources and uses 
of financial resources—meaning those that will maximize the 
value of the firm to its owners. We saw that in their attempts to 
achieve this goal, financial managers face two challenges. The 
first is to balance the needs of owners against those of the other 
stakeholders; the second is to balance the potential rewards of 
their decisions against the risks. 

Recent history illustrates how important sound financial 
management is to the success of a firm—and how devas-
tating poor financial decisions can be. Indeed, the recent 
decline and fall of some of the biggest and best-known U.S. 
corporations can be traced in large measure to poor financial 

decisions—especially decisions that failed to adequately take 
risk into account, resulting in the use of too much leverage.

These lessons from the recent past will probably result in a 
different approach to financial management over the next 
several years. While memories of the Great Recession are still 
relatively fresh, firms may be more conservative in their view 
of what constitutes the best sources and uses of funds. In 
particular, they are likely to shy away from excessive debt and 
put more emphasis on equity financing. They also are less likely 
to use their funds to invest in highly risky or speculative assets. 
These more conservative tendencies are likely to be reinforced 
by the major regulatory reforms designed to curb aggressive 
(and risky) behavior introduced by the Dodd-Frank Act.

The Big Picture

Financial Analyst

Responsible for financial planning; preparing complex financial 
analyses and recommendations; establishing and maintaining 
internal financial controls; creating and analyzing monthly, 
quarterly, and annual reports; and ensuring financial information 
has been recorded accurately, working closely with business unit 
leaders to align company and financial goals, and performing 
Sarbanes-Oxley assessments and testing. The ideal candidate has 
a bachelor’s or master’s degree in finance, expert spreadsheet 

and analytical skills, strong oral and written  communication skills, 
strong understanding of financial analysis and reporting, and 
effective time and project management skills including the ability 
to simultaneously manage multiple projects and priorities as well 
as to work under pressure 
to meet deadlines. For 
more information on this 
career and other possible 
careers in finance, check 
out Career Transitions.
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Remember to visit  

PAGE 184  
for additional 

STUDY TOOLS

LEARNING ObjEcTIvES
After studying this chapter, you will be able to:

 10-1   Explain the role of financial markets in the U.S. economy and identify the key players in 
these markets

 10-2 Identify the key laws that govern the way financial markets operate and explain the impact of 
each law

 10-3 Describe and compare the major types of securities that are traded in securities markets

 10-4  Explain how securities are issued in the primary market and traded on secondary markets

 10-5 Compare several strategies that investors use to invest in securities

 10-6 Interpret the information provided in the stock quotes available on financial websites

Financial Markets:
Allocating Financial Resources

But it’s not just businesses that benefit from these 
markets. You do, too, through your involvement in both 

sides of financial mar-
kets. You participate as 
a borrower when us-
ing your credit card to 

finance daily purchases or when taking out a loan for 
college tuition. You also participate as a saver when de-
positing money into a savings account to accumulate 
the down payment for your first house, or when invest-
ing in stocks and bonds to build a nest egg for your re-
tirement years. 

 10-1 ThE ROLE Of fINANcIAL MARkETS AND ThEIR kEY PLAYERS 

Financial markets perform a vital function: they transfer funds from 
savers (individuals and organizations willing to defer using some of their 
income to earn a financial return and build their wealth) to borrowers 
(individuals and organizations that need additional funds to achieve 
their financial goals). Without these markets, companies would find it 
difficult to obtain the financial resources needed to meet payrolls, 
invest in new facilities, develop new products, and compete effectively 
in global markets.  

financial markets Markets that 
transfer funds from savers to borrowers.
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In the United States and other well-developed market 
economies, the vast majority of financing occurs indirectly, 
with financial intermediaries coming between the ultimate 
savers and borrowers. We’ll see that they perform a variety 
of functions, but what they all have in common is that they 
help channel funds from savers to borrowers.

10-1a Depository Institutions
Depository institutions are financial intermediaries 
that obtain funds by accepting checking and savings de-
posits from individuals, businesses, and other institutions, 
and then lending those funds to borrowers. 

 ■ Commercial banks are the most common depository 
institutions. When you make a deposit into a check-
ing or savings account at your bank, you are provid-
ing funds that the bank can use for making loans to 
businesses, governments, or other individuals. 

At the start of 2016, over half (54%) of total 
bank assets were in the form of loans, including 
over $4.8 trillion in real estate and mortgage loans, 
more than $1.7 trillion in consumer loans, and 
over $3.2 trillion in commercial and other loans. And 

compared to  historical trends, this was relatively high. 
In the immediate aftermath of the Great Recession, 
banks were still quite conservative in their loan-
making decisions. For comparison, in 2007 loans 
comprised 57% of all bank assets.1

 ■ Credit unions are cooperatives, meaning that 
they are not-for-profit organizations that are 
owned by their 
depositors. As not-
for-profit organiza-
tions, they strive 
to pay higher 
interest rates on 
member deposits 
and charge lower 
interest rates on 
loans. 

depository institution A 
financial intermediary that obtains 
funds by accepting checking and  
savings deposits and then lending  
those funds to borrowers.

credit union A depository 
institution that is organized as a 
cooperative, meaning that it is 
owned by its depositors. 

“ Sometimes your best 
investments are the ones you 
don’t make.”

— D O N A L D  T R U M P
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Credit unions are open to individuals who belong to 
a specific “field of membership.” For example, member-
ship in some credit unions is limited to the employees 
who work for a specific employer and their family 
members; other credit unions base membership on 
church or union affiliation or are open to people living 
in a certain geographic area.3

Credit unions are a much smaller player in financial 
markets than commercial banks, but in early 2016 they 
held more than $402 billion in mortgage financing and 
$340 billion in consumer credit on their books.4

 ■  Savings and loan 
associations 
(also called “S&Ls” or 
“thrifts”) traditionally 
accepted only savings 
account deposits and 
used them to make 

  mortgage loans. During the early 1980s, regulations on 
S&Ls were relaxed, allowing them to accept check-
ing account deposits and make a broader range of 
loans. Still, the major focus of the savings and loan 
industry remains mortgage loans. 

 ■ At the end of 2013 (the last year the Federal Reserve 
collected these data), S&Ls held $452 billion in 
mortgages—a big drop from 2006 when the figure 
peaked at $1.25 trillion.5 In large part, this reflected 
the collapse of the housing market at the end of the 
past decade. But S&Ls began declining in importance 
well before the Great Recession.6 

10-1b  Nondepository Financial Institutions
In addition to banks and other depository institutions, a 
number of other financial intermediaries play important 
roles in financial markets. 

Financial Information—Glitches and Outages Halt 
Trading Worldwide for Basic Investors
The securities information processor, or SIP, is a stock information 
database that is run by American stock exchanges, such as NASDAQ 
and the NYSE, to transmit data on stock prices to brokers, investors, 
and the media. Without the SIP, which executes a buy-sell order 
in just six-tenths of a millisecond and is the electronic backbone 
for nearly all stock trading, investors and traders would not have 
accurate information about stock prices, and major news channels 
would be unable to run stock price crawlers on the bottom of 
TV screens. In short, the SIP is a critical piece of technology, 
since it provides crucial information in an industry where tens of 
thousands of stocks are traded every second across the globe. 

In the last year, the SIP has had several noteworthy glitches, one 
of which stopped stock trading at the NASDAQ stock exchange 

for three hours, and another at the NYSE that halted trading in 
markets all over the world for 20 minutes. What’s behind the 
recent glitches and shutdowns? One possibility—not enough 
money. Stock exchanges have not been maintaining the SIP as 
they have in the past, because people are investing less and 
overall trading volume has declined. Indeed, the exchanges are 
being paid much less each year for their basic SIP data feeds.  
By contrast, stock exchanges earn between $400 million and 
$600 million a year for direct “high-speed” stock feeds that not 
only arrive faster but also contain additional, propriety infor-
mation that is not available in the standard SIP feed. NASDAQ, 
for example, saw its revenue from the SIP and SIP-derived sales 
fall by $32 million over a six-year period, while it more than 
doubled its revenue from selling proprietary high-speed data. 
Not surprisingly, these high-speed stock feeds have experienced 
fewer glitches and outages.

The Securities Exchange Commission (SEC), which regulates U.S. 
stock exchanges, told NASDAQ and the NYSE that they had just 
two months, working together, to come up with a way to make 
the SIP more reliable. NASDAQ’s CEO Robert Greifeld said, “We 
know there’s going to be issues with software. We know there’s 
going to be bugs. We seek to get to perfection, but it’s difficult.” 
Despite the challenges, Laurence Fink, chair and chief executive 
at BlackRock, a global investment firm, says, “We need to make 
sure as we think going forward that there are proper protec-
tions, proper investments in technology, so we don’t have these 
glitches.”2

Cu
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 / 
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savings and loan association  
A depository institution that has 
traditionally obtained most of its 
funds by accepting savings deposits, 
which have been used primarily to 
make mortgage loans.

168 PART THREE: Financing a Business

16695_ch10_ptg01.indd   168 14/12/16   4:46 pm

Copyright 2018 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part.  WCN 02-200-203



 ■ Institutional investors don’t accept deposits but 
amass huge pools of financial capital from other 
sources and use these funds to acquire a portfolio of 
many different assets. Mutual funds obtain money by 
selling shares to investors; insurance companies ob-
tain money by collecting premiums from policyhold-
ers; and pension funds obtain money by collecting 
funds employers and their employees contribute for 
the employees’ retirement. These institutions invest 
heavily in corporate stock; institutional investors hold 
the majority of shares in most major U.S. corpora-
tions. They are also major holders of corporate bonds 
and government securities.

 ■ Securities brokers act as agents for investors 
who want to buy or sell financial securities, such 
as corporate stocks or bonds. In addition to han-
dling the trades, many brokers provide their clients 
with additional services, such as financial planning 
and market research. Brokers are compensated by 
charging fees and commissions for the services 
they provide. 

 ■ Securities dealers participate directly in securi-
ties markets, buying and selling stocks and bonds 
for their own account. They earn a profit by selling 
securities for higher prices than they paid to pur-
chase them. (The difference between the prices 
at which they buy and sell a security is called the 
spread.)

 ■ Investment banks are financial intermediaries 
that help firms issue new securities to raise financial 
capital. Sometimes investment banks actually buy 
the newly issued securities themselves; in other 
cases, they simply help arrange for their sale. Today’s 
investment banks aren’t actually independent com-
panies. Instead, they are typically divisions of huge 
bank holding companies that also own commercial 
banks. 

10-2 REGULATING fINANcIAL 
MARkETS TO PROTEcT 
INvESTORS AND IMPROvE 
STAbILITY

Financial markets work well only when savers and bor-
rowers have confidence in the soundness of key financial 
institutions and in the fairness of the market outcomes. 

When depositors lose confidence in their banks, or when 
investors discover that financial markets are rigged by 
practices such as insider trading or unethical and decep-
tive accounting, the financial system breaks down.

The financial crisis of 2008 is only the latest example 
of the disruptions that result when financial markets mal-
function. From the early twentieth century to the present 
day, the U.S. economy has experienced several other major 
financial crises. The economy experienced massive bank 
failures in 1907 and in the early 1930s. It also weathered a 
savings and loan crisis in the late 1980s that brought the 
failure of over 1,000 S&Ls and required a federal bailout 
that cost over $120 billion.7 And a variety of scandals in-
volving ethical lapses (and in many cases outright fraud) 
roiled financial markets at the turn of the century.

10-2a Financial Regulation: Early Efforts
During most of the twentieth century, the federal govern-
ment responded to financial upheavals by introducing new 
laws and regulations. This trend first emerged in the wake of 
the banking panic of 1907, which created pressure for Con-
gress to find a way to stabilize the nation’s banking system. 
The result was the Federal Reserve Act of 1913. As its 
name implies, this act created the Federal Reserve System 
(the Fed) to serve as the central bank in the United States. 
The law gave the Fed the 
primary responsibility for 
overseeing our nation’s 
banking system.

Unfortunately, the  
creation of the Fed didn’t 
solve all of the nation’s 
banking problems. An-
other wave of bank fail-
ures occurred in the early 
1930s as the economy 
sank into the Great 
Depression. Congress re-
sponded by passing the 
Banking Act of 1933, 
also known as the Glass- 
Steagall Act. This law 
established the Federal 
Deposit Insurance Cor-
poration, which insured 
depositors against finan-
cial losses when a bank 
failed. The insurance ini-
tially covered only $2,500 
of deposits—but $2,500  

securities broker A financial 
intermediary that acts as an agent 
for investors who want to buy and 
sell financial securities. Brokers earn 
commissions and fees for the services 
they provide. 

securities dealer A financial 
intermediary that participates directly 
in securities markets, buying and 
selling stocks and other securities for 
its own account.

investment bank A financial 
intermediary that specializes in 
helping firms raise financial capital by 
issuing securities in primary markets.

Federal Reserve Act of 
1913 The law that established the 
Federal Reserve System as the central 
bank of the United States.

Banking Act of 1933 The law 
that established the Federal Deposit 
Insurance Corporation (FDIC) to insure 
bank deposits. It also prohibited 
commercial banks from selling insurance 
or acting as investment banks.
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bought a lot more in the 1930s than it does today! Over the 
years, coverage has been increased several times. Today, the 
FDIC insures up to $250,000 in deposits.8

Another major provision of the Glass-Steagall Act 
banned commercial banks from dealing in securi-
ties markets, selling insurance, or otherwise compet-
ing with nondepository institutions such as insurance 
companies and investment banks. The rationale for 
these restrictions was that involvement in such activi-
ties exposed banks and their depositors to higher levels 
of risk. 

Congress responded to the stock market crash that 
occurred in 1929 with two laws that are still the foun-
dation of U.S. securities markets regulation. The first of 
these was the Securities Act of 1933, which dealt 
mainly with the process of issuing new securities. It pro-
hibited misrepresentation or other forms of fraud in the 
sale of newly issued stocks and bonds. It also required 
firms issuing new stock in a public offering to file a regis-
tration statement with the SEC. The next year, Congress 
passed the Securities Exchange Act of 1934, 
which regulated the trading of previously issued securi-
ties. This law created the Securities and Exchange 
Commission (SEC) and gave it broad powers to over-
see the securities industry. The law required that all 
publicly traded firms with at least 500 shareholders and 
$10 million in assets file quarterly and annual financial 
reports with the SEC, and that brokers and dealers reg-
ister with the SEC.

The Securities Ex-
change Act also gave 
the SEC the power to 
prosecute individuals 
and companies that 
engaged in fraudulent 
securities market ac-
tivities. For example, 
the SEC has the au-
thority to go after indi-
viduals who engage in 
illegal insider trading, 
which is the practice 
of using inside infor-
mation (important 
information about a 
company that isn’t 
available to the gen-
eral investing public) 
to profit unfairly from 
trading in a company’s 
securities.

China’s Skyscraper Curse
The basic function of financial markets is to transfer 
funds from savers, who invest to earn financial returns, 
to borrowers, who need funds to achieve 
financial goals. Toward the end of economic 
expansions (which typically last 6–7 years), 
however, savers and borrowers often 
become overly optimistic. When that 
happens, savers increasingly put funds 
into riskier investments, and borrowers, 
overconfident in themselves and their 
plans, borrow too much!

According to investment banker 
Andrew Lawrence, booms in skyscraper 
construction often occur at the ends of 
economic expansions or the starts of economic 
crashes. For example, planning for the Empire 
State Building coincided with the start of the Great 
Depression in 1929. In 1996, completion of the 
Petronas Towers in Malaysia preceded the 1997 Asian 
financial crisis. Dubai’s Burj Khalifa, started in 2004 
and completed in 2009, coincided with the end of 
an economic expansion and the start of the Great 
Recession in 2008. This skyscraper curse is ostensibly a 
sign of over-investing and over-borrowing.

Three of the six tallest buildings completed since 2014 
are located in China, as are 12 of the 26 tallest buildings 
now under construction. With economic growth slowing 
(according to the Keqiang index, China’s GDP grew 
2.38% in 2015—not 6.9% as claimed by the Chinese 
government); an estimated 60% of Chinese bank loans 
used for buildings and real estate development; Chinese 
debt levels quadrupling to $28 trillion since 2007, far 
outpacing economic growth (Chinese debts are now 282% 
of GDP); a 20% decline in the yuan (China’s currency) in 
two years; and a $5 trillion selloff of Chinese stocks in 
August 2015; the chances of a Chinese skyscraper curse 
don’t seem so far-fetched.9

Securities Act of 1933 The first 
major federal law regulating the securities 
industry. It requires firms issuing new stock 
in a public offering to file a registration 
statement with the SEC.

Securities and Exchange Act 
of 1934 A federal law dealing with 
securities regulation that established the 
Securities and Exchange Commission 
to regulate and oversee the securities 
industry.

Securities and Exchange 
Commission The federal agency with 
primary responsibility for regulating the 
securities industry.

Financial Services 
Modernization Act of 1999  
An act that overturned the section of 
the Banking Act of 1933 that prohibited 
commercial banks from selling insurance 
or performing the functions of investment 
banks.
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10-2b  Deregulation During the 1980s and 
1990s: Temporarily Reversing Course

The passage of these laws ushered in a period of more 
stable financial markets. But critics argued that the 
laws—especially the Glass-Steagall Act—represented  
an onerous government intrusion into the financial 
sector that stifled competition and impeded financial 
innovation. During the 1980s and 1990s Congress re-
sponded to these criticisms by easing restrictions on 
banks and other depository institutions. For instance, 
the Financial Services Modernization Act of 
1999, also known as the Gramm-Bliley-Leach Act, re-
versed the Glass-Steagall Act’s prohibition of banks sell-
ing insurance or acting as investment banks. 

The financial sector initially seemed to prosper under 
its less regulated environment. It responded to its in-
creased freedom with a variety of new services. Also, new 
technologies such as ATMs and online banking made fi-
nancial transactions easier and more convenient.

10-2c  Recent Developments: Reregulation  
in the Aftermath of Financial Turmoil

But the wave of deregulation didn’t last. A series of ac-
counting scandals at the beginning of the twenty-first 
century, followed by a near collapse of the financial system 
in 2008, created pressure for new laws. 

Congress reacted to the accounting scandals in the 
first years of the new century by passing the Sarbanes-
Oxley Act in 2002. This law included provisions to ensure 
that external auditors offered fair, unbiased opinions when 
they examined a company’s financial statements. It also 

increased the SEC’s authority to regulate financial markets 
and investigate charges of fraud and unethical behavior.10

In the wake of the financial crisis of 2008–2009 Con-
gress passed the Dodd-Frank Act of 2010. This far-reaching 
law expanded the Fed’s regulatory authority over nonde-
pository financial institutions, such as hedge funds and 
mortgage brokers that had previously operated with little 
regulatory oversight or accountability. It also created the 
Financial Stability Oversight Council to identify emerging 
risks in the financial sector so that action could be taken to 
rein in risky practices before they led to a crisis. The council 
was given the authority to recommend new rules to the 
Federal Reserve that would limit risky practices of the na-
tion’s largest, most complex financial institutions.11

10-3 INvESTING IN fINANcIAL 
SEcURITIES: WhAT ARE 
ThE OPTIONS?

Financial securities markets are critical to corporations 
that rely on them to obtain much of their long-term finan-
cial capital. They also provide one of the most important 
venues that individuals can use to build their long-term 
wealth and earn significant financial returns. 

10-3a Common Stock: Back to Basics
Common stock is the basic form of ownership in a cor-
poration. Exhibit 10.1 shows a stock certificate for Berkshire 
Hathaway, Inc. As owners of corporations, common stock-
holders have certain basic rights:

 ■ Voting Rights: Owners of common stock have the 
right to vote on important issues at the annual stock-
holders’ meeting. Under the most common arrange-
ment, stockholders can cast one vote for each share of 
stock they own. One of the key issues that stockholders 
vote on is the selection of members to the corporation’s 
board of directors, but they also may vote on other 
major issues, such as the approval of a merger with 
another firm or a change in the corporation’s by-laws. As 
you learned in Chapter 6, the Dodd-Frank Act of 2010 
gives stockholders the right to vote on their company’s 
executive compensation policies. While nonbinding, a 
“say on pay” vote gives shareholders a way to make their 
feelings known about executive compensation.12

 ■ Right to Divi-
dends: Dividends  
are a distribution 
of earnings to the 

President Barack Obama (center) signs the 
Dodd Frank Act of 2010 at the Ronald Reagan 
Building in Washington, DC, on July 21, 2010.

common stock The basic 
form of ownership in a corporation.
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Exhibit 10.1 
Stock Certificates Represent Shares 
of Ownership in a Corporation
Common stock is the basic form of ownership  
in a  corporation.
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corporation’s stockholders. All common stockholders 
have the right to receive a dividend if their corporation’s 
board of directors declares one. The “catch” is that the 
board has no legal obligation to declare a dividend. In 
fact, many rapidly growing companies routinely choose 
to skip dividends and reinvest most or all of their earn-
ings to finance growth.

 ■ Capital Gains: Stockholders receive another 
type of return on their investment, called a 
capital gain, if the price of the stock rises above 
the amount they paid for it. Capital gains can create 
very attractive financial returns for stockholders. 
Of course, there is no guarantee the stock’s price 
will rise. If it falls, stockholders would experience a 
capital loss rather than a capital gain.

■  Preemptive Right: If a 
corporation issues new 
stock, existing stockhold-
ers sometimes have a pre-
emptive right to purchase 
new shares in proportion 
to their  existing holdings 
before the stock is offered 
to the other investors. For 
example, if you own 5% 
of the existing shares of 

  stock, then the preemptive right gives you the right to 
purchase 5% of the new shares. This could be impor-
tant for large stockholders who want to maintain their 
share of ownership. However, the conditions under 
which existing stockholders have preemptive rights 
vary among the states. In several states, a preemptive 
right is only available if it is specifically identified in the 
corporation’s charter.

 ■ Right to a Residual Claim on Assets: The final 
stockholder right is a residual claim on assets. If the 
corporation goes out of business and liquidates its 
assets, stockholders have a right to share in the pro-
ceeds in proportion to their ownership. But note that 
this is a residual claim—it comes after all other claims 
have been satisfied. In other words, the firm must pay 
any back taxes, legal expenses, wages owed to work-
ers, and debts owed to creditors before the owners 
get anything. By the time all of these other claims 
have been paid, nothing may be left for the owners.

10-3b  Preferred Stock: Getting 
Preferential Treatment

Common stock is the basic form of corporate ownership, 
but some companies also issue preferred stock, so 
named because it offers its holders preferential treatment 
in two respects:

 ■  Claim on Assets: Holders of preferred stock have a 
claim on assets that comes before common stock-
holders if the company goes out of business. This 
gives preferred stockholders a better chance than 
common stockholders of recovering their investment 
if the company goes bankrupt.

 ■ Payment of Dividends: Unlike dividends on com-
mon stock, dividends on preferred stock are usually 
a stated amount. And a corporation can’t pay any 
dividend to its common stockholders unless it pays 
the full stated dividend on its preferred stock. Still, it 
is important to note that a corporation has no legal 
obligation to pay a dividend to any stockholders, not 
even those who hold preferred stock.

“One of the funny things about the 
stock market is that every time one 
person buys, another sells, and 
both think they are astute.”

—WILLIAM fEAThER

capital gain The return on an 
asset that results when its market 
price rises above the price the 
investor paid for it.

preferred stock A type 
of stock that gives its holder 
preference over common 
stockholders in terms of dividends 
and claims on assets.
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Preferred stock sometimes includes a cumulative 
 feature. This means that if the firm skips a preferred divi-
dend in one period, the amount it must pay the next period 
is equal to the dividend for that period plus the amount of 
the dividend it skipped in the previous period. Additional 
skipped dividends continue to accumulate, and the firm 
can’t pay any dividends to common stockholders until all 
accumulated dividends are paid to preferred stockholders. 

Preferred stock isn’t necessarily “preferred” to common 
stock in all respects. For instance, preferred stockholders 
normally don’t have voting rights, so they can’t vote on 
issues that come up during stockholders’ meetings. And 
even though preferred stockholders are more likely to re-
ceive a dividend, they aren’t guaranteed a better dividend; 
the board can declare a dividend to common stockholders 
that offers a higher return.13 Finally, when a company ex-
periences strong earnings, the market price of its common 
stock can—and often does—appreciate more in value 
than the price of its preferred shares, thus offering com-
mon shareholders a greater capital gain.

10-3c Bonds: Earning Your Interest
A bond is a formal IOU issued by a corporation or govern-
ment entity. Bonds come in many different varieties. Our 
discussion will focus on the basic characteristics of long-
term bonds issued by corporations.

The date a bond comes due is called its maturity 
date, and the amount the issuer owes the bondholder at 
maturity is called the bond’s par value (or face value). 
Long-term bonds issued by corporations usually mature 
ten to thirty years after issuance, but longer maturities are 
possible. In 2012, several major corporations, including 
IBM and Coca-Cola, issued century bonds that will mature 
100 years after they were issued.14

Bondholders can sell their bonds to other investors be-
fore they mature, but the price they receive might not corre-
spond to the bond’s par value because bond prices fluctuate 
with conditions in the bond market. When a bond’s market 
price is above its par value, it is selling at a premium; when its 
price is below par value, it is selling at a discount.

Most bonds require their issuers to pay a stated 
amount of interest to bondholders each year until the bond 
matures. The coupon rate on the bond expresses the an-
nual interest payment as a percentage of the bond’s par 
value. For example, investors who own a bond with a par 
value of $1,000 and a coupon rate of 7.5% receive $75 in 
interest (7.5% of $1,000) each year until the bond reaches 
maturity—or until they sell their bonds to someone else. 
But since bonds can sell at a premium or a discount, the 
coupon rate doesn’t necessarily represent the rate of return 

that investors earn on the amount they actually paid for 
the bond. The current yield expresses a bond’s interest 
payment as a percentage of the bond’s current market price 
rather than its par value. If the market price of the bond in 
our example was $833.33, then the current yield would be 
9% (found by dividing the $75 interest payment by $833.33).

Unlike dividends on stock, a firm has a legal obligation 
to pay interest on bonds—and to pay the bondholder the 
par value of the bond when it matures. Thus, bondhold-
ers are more likely to receive a financial return than stock-
holders. But that doesn’t mean that bonds are without 
risk. Corporations that get into serious financial difficulties 
sometimes default on their bonds, meaning that they are 
unable to make required payments. When that happens, 
bankruptcy proceedings usually allow bondholders to re-
cover some (but not all) of what they are owed; historically, 
the average amount recovered has been about 72 cents 
on the dollar. While that is better than what stockholders 
can expect, it is far short of being risk free!15

10-3d Convertible Securities: The Big Switch
Corporations sometimes issue convertible securities, 
which are bonds or shares of preferred stock that investors 
can exchange for a given number of shares of the issuing 
corporation’s common stock. A conversion ratio indicates 
the number of shares of common stock exchanged for each 
convertible security. For example, if the conversion ratio is 
20, then each convertible security can be exchanged for 20 
shares of common stock. 
The ratio is set at the time 
the convertible securities 
are issued so that it is only 
financially desirable to 
convert the securities if 
the price of the common 
stock increases. 

Owning a convert-
ible security allows in-
vestors to gain from an 
increase in the price of 
common stock, while 
limiting their risk if the 
price of the stock falls. 
If the price of the com-
mon stock increases, the 
holders of convertible  
securities can convert 
them into the now more 
valuable stock. But if the 
price of the company’s 
common stock falls,  

bond A formal debt instrument 
issued by a corporation or government 
entity.

maturity date The date when a 
bond will come due.

par value (of a bond) The 
value of a bond at its maturity; 
what the issuer promises to pay the 
bondholder when the bond matures.

coupon rate The interest paid on 
a bond, expressed as a percentage of 
the bond’s par value.

current yield The amount of 
interest earned on a bond, expressed 
as a percentage of the bond’s current 
market price.

convertible security A bond 
or share of preferred stock that gives 
its holder the right to exchange it for 
a stated number of shares of common 
stock.
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investors can continue to hold their convertible securities 
and collect their interest or preferred dividends.

The firm also can benefit from issuing convertible 
bonds, because the popularity of this feature with inves-
tors allows it to offer a lower coupon rate on convertible 
bonds (or a lower dividend on preferred stock), thus reduc-
ing its fixed payments. And if investors convert to common 
stock, the firm no longer has to make these fixed payments 
at all. But there is one important group that may be un-
happy with this arrangement; the corporation’s existing 
stockholders may be displeased if the new stock issued 
to holders of convertible securities dilutes their share of 
 ownership—and their share of profits!

Mutual Funds and 
ETFs: Diversification  
Made Easy Financial 
diversification—the 
practice of holding many 
different securities in many 
different  sectors—is gen-
erally considered a desir-
able strategy because 
it helps reduce (but not 

completely eliminate) risk. If you hold many different se-
curities in different sectors of the economy, then losses on 
some securities may be offset by gains on others.

Many investors who want to hold diversified port-
folios find that investing in large numbers of individual 
stocks and bonds is prohibitively expensive. And even if 
they could afford to do so, investors often lack the time 
and expertise to select a large number of individual securi-
ties. Faced with these limitations, many investors find that 
mutual funds and exchange-traded funds are attractive 
options. 

Mutual Funds: Portfolios Made Easy There are 
two ways mutual funds can be structured. A closed-end 
fund issues a fixed number of shares and invests the mon-
ey received from selling these shares in a portfolio of as-
sets. Shares of closed-end funds can be traded among in-
vestors much like stocks. An open-end mutual fund doesn’t 
have a fixed number of shares, nor are its shares traded 
like stocks. Instead, the fund issues additional shares 
when demand increases and redeems (buys back) old 
shares when investors want to cash in.

The price at which shares of an open-end mutual 
fund are issued and redeemed is based on the fund’s  

Are Stock Buybacks Good for Companies?
A stock buyback is when a company buys shares of its stock 
that it previously sold to investors to raise money to invest in 
growing its business. Apple, IBM, FedEx, Allstate, Motorola, eBay, 
and McDonald’s have recently spent billions on share buybacks.  
Indeed, buybacks grew 25% in 2015 and 50% in 2014! 

Home Depot Chief Financial Officer (CFO) Carol Tome says, “If 
you’re cash rich, and you have no better place to put it,” then stock 
buybacks make sense.  Says Tome, “The last thing we’re going to 
do is sit on cash. That is value-destroying to our shareholders.”  
Because stock buybacks reduce the number of shares of stock in 
circulation, EPS rises because earnings are spread across fewer 
shares—not because earnings have improved.  Since a higher EPS 
usually indicates better financial performance, it’s not surprising 
that stock prices rise 4% on average after stock buybacks.  

But, that increase may not be long lasting.  Stanley Black & 
Decker’s CFO, Donald Allan, Jr., says that buybacks “might help 
your stock price performance and your company’s performance 
for a two- to three-year period, but it’s not going to help the 
performance of the company over a decade.”  Furthermore, 
because executive pay often rises when share prices rise, 
particularly when executives hold stock options that allow them 
to buy stocks at lower prices, firm leaders often see substantial 
financial gains from share buybacks. 

Critics argue that buybacks are the financial equivalent of a dog 
chasing its tail—the firm ends up going in financial circles and 
doesn’t really get anywhere.  They say instead that cash should 
either be reinvested in the business to improve long-term 
performance or paid to shareholders via dividends.16
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financial 
diversification A strategy 
of investing in a wide variety of 
securities in order to reduce risk.

mutual fund An institutional 
investor that raises funds by 
selling shares to investors and uses 
the accumulated funds to buy a 
portfolio of many different securities.
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net asset value per share (NAVPS), which is com-
puted by dividing the total value of the fund’s cash, securi-
ties, and other assets (less any liabilities) by the number of 
fund shares outstanding. Though the NAVPS is the basis for 
the price of a fund’s shares, investors often also pay com-
missions and purchase fees.

Several features make mutual funds a popular choice 
for investors:

 ■ Diversification at Relatively Low Cost: By pooling 
the funds of thousands of investors, mutual funds have 
the financial resources to invest in a broader portfolio 
of securities than individual investors could afford. This 
high level of diversification can help reduce risk.

 ■ Professional Management: Most mutual funds are 
managed by a professional fund manager who selects 
the assets in the fund’s portfolio. This can be appealing 
to investors who lack the time and expertise to make 
complex investment decisions.

 ■ Variety: Whatever your investment goals and philoso-
phy, you can probably find a fund that’s a good match. 
There are many different types of funds; some invest 
only in certain types of securities (such as municipal 
bonds or stocks of large corporations), others invest in 
specific sectors of the economy (such as energy, tech-
nology, or healthcare), and yet others seek more bal-
anced and broad-based portfolios. Some funds simply 

invest in a portfolio of stocks that matches those in a 
specific stock index, such as the Standard & Poor’s 500 
or the Wilshire 5000. These index funds have become 
very popular in recent years.

 ■ Liquidity: It’s easy to withdraw funds from a mutual 
fund. For a closed-end fund, you simply sell your 
shares. For an open-end fund, you redeem your shares 
from the fund itself. However, regardless of when you 
initiate your withdrawal, redemptions of an open-end 
fund are not carried out until its NAVPS is determined 
after the next trading session is completed.

Mutual funds do have some drawbacks. Perhaps the most 
serious is that the professional management touted by many 
funds doesn’t come cheap. Investors in mutual funds pay a va-
riety of fees that typically range from 1% to 3% of the amount 
invested. The fees charged by mutual funds can make a seri-
ous dent in the overall return received by the fund’s investors. 
And funds assess these fees even when they perform poorly. 
One reason for the popularity of index funds is that they don’t 
require professional management, so their fees are lower.

Another drawback of actively managed funds is that 
when their professional managers engage in a lot of trad-
ing, significant tax consequences are associated with those 
financial gains. It is also important to realize that some of 
the specialized mutual funds that invest in only one sec-
tor of the economy or only one type of security may not 
provide enough diversification to reduce risk significantly.

10-3e  Exchange Traded Funds:  
Real Basket Cases  
(and We Mean That in a Good Way)

An exchange-traded fund (ETF) is similar to a mutual 
fund in some respects but differs in how it is created and how 
its shares are initially distributed. ETFs allow investors to buy 
ownership in what is called a market basket of many different 
securities. In fact, the market basket for most ETFs reflects the 
composition of a broad-based stock index, much like an in-
dex mutual fund. But in recent years more specialized ETFs 
that focus on narrower 
market baskets of assets 
have appeared on the 
market. Like closed-end 
mutual funds—but un-
like the more common 
open-end funds—ETFs 
are traded just like stocks. 
Thus, you can buy and 
sell ETFs any time of 
the day.

Mutual funds are one of the best ways 
for individual investors to diversify 
investment portfolios across different 
sectors of the economy.
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net asset value per 
share The value of a mutual fund’s 
securities and cash holdings minus 
any liabilities, divided by the number 
of shares of the fund outstanding.

exchange traded fund (ETF)  
Shares traded on securities markets that 
represent the legal right of ownership 
over part of a basket of individual stock 
certificates or other securities. 

“All I ask is the chance to prove that 
money can’t make me happy.”

— S P I k E  M I L L I G A N
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Compared to most actively managed mutual funds, 
ETFs usually have lower costs and fees. However, since 
ETFs are bought and sold like stocks, you do have to pay 
brokerage commissions every time you buy or sell shares. 

10-4 ISSUING AND TRADING 
SEcURITIES: ThE PRIMARY 
AND SEcONDARY MARkETS

There are two distinct types of securities markets: the 
primary securities market and the secondary securities 
market. The primary securities market is where cor-
porations raise additional financial capital by selling newly 
issued securities. The secondary securities market is 
where previously issued securities are traded. 

10-4a  The Primary Securities Market: 
Where Securities Are Issued

There are two methods 
of issuing securities in 
the primary market:

 ■  In a public offering,  
securities are sold (in 
concept, at least) to 
anyone in the invest-
ing public who is 
willing and financially 
able to buy them.

 ■  In a private place-
ment, securities are 
sold to one or more 
private investors (who 
may be individuals 
or institutions) under 
terms negotiated 
between the issuing 
firm and the private 
investors.

Public Offerings  
Many corporations are 
initially owned by a small 
number of people who 
don’t sell the stock to 
outsiders. But growing 
corporations often need 
to obtain more financial 

capital than such a small group can provide. Such firms 
may go public by issuing additional stock and offering it 
to investors outside their group. The first time a corpora-
tion sells its stock in a public offering, the sale is called an 
initial public offering (IPO). 

Going public is a complicated and high-stakes pro-
cess; obtaining sufficient funds in an IPO is often critical to 
the firm’s success. So, almost all firms that go public enlist 
the help and advice of an investment bank that specializes 
in helping firms issue new securities. The investment bank 
assists the firm at every step of the IPO, from the planning 
and market assessment phase, until the actual securities 
are distributed to investors after the offering is conducted.

One of the key responsibilities of the investment bank 
is to arrange for the actual sale of the securities. The invest-
ment bank uses either a best efforts or a firm commitment ap-
proach. Under the best efforts approach the bank provides 
advice about pricing and marketing the securities and assists 
in finding potential buyers. But it doesn’t guarantee that the 
firm will sell all of its securities at a high enough price to meet 
its financial goals. The investment bank earns a commission 
on all of the shares sold under a best efforts approach. 

Under a firm commitment arrangement, the investment 
bank underwrites the issue. This means that the invest-
ment bank itself purchases all of the shares at a specified price, 
thus guaranteeing that the firm issuing the stock will receive 
a known amount of new funds. The investment bank that 
underwrites the offer seeks to earn a profit by reselling the 
stock to investors at a higher price. For large public offerings, 
a group of investment banks, called an underwriting syndicate, 
may temporarily work together to underwrite the securities.

Before going public, a firm must file a registration 
statement with the Securities and Exchange Commis-
sion (SEC). This long, complex document must include the 
firm’s key financial statements plus additional information 
about the company’s management, its properties, its com-
petition, and the intended uses for the funds it plans to 
obtain from the offering. The corporation cannot legally 
offer its new securities for sale until the SEC has examined 
this statement and declared it effective.

primary securities market  
The market where newly issued 
securities are traded. The primary market 
is where the firms that issue securities 
raise additional financial capital.

secondary securities market  
The market where previously issued 
securities are traded.

public offering A primary 
market issue in which new securities 
are offered to any investors who are 
willing and able to purchase them.

private placement  
A primary market issue that is 
negotiated between the issuing 
corporation and a small group of 
accredited investors.

initial public offering 
(IPO) The first time a company 
issues stock that may be bought by 
the general public.

underwriting An arrangement 
under which an investment banker 
agrees to purchase all shares of a public 
offering at an agreed-upon price.

registration statement A 
long, complex document that firms 
must file with the SEC when they sell 
securities through a public offering.

“ Investors must keep in mind that 
there’s a difference between a 
good company and a good stock. 
After all, you can buy a good car 
but pay too much for it.”

— R I c h A R D  T h A L E R ,  A M E R I c A N  E c O N O M I S T
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Private Placements In a private placement, 
the issuing firm negotiates the terms of the of-
fer directly with a small number of accredited 
investors. These are individuals, businesses, or 
other organizations that meet specific financial re-
quirements set by the SEC. Private placements are 
usually quicker, simpler, and less expensive than 
public offerings. The investment bank often helps 
the firm identify and contact accredited investors 
and assists the firm as it negotiates the terms of 
the private placement.

The main reason private placements are sim-
pler and less expensive than public offerings is 
that privately placed securities are exempt from 
the requirement to register with the SEC. The 
ability to obtain financing without having to pre-
pare complex registration documents can be a 
real attraction. But because the pool of potential 
investors is limited to accredited investors, pri-
vate placements normally don’t have the poten-
tial to raise as much money as public offerings. Another 
drawback is that securities that haven’t been registered 
with the SEC can’t be sold to anyone except other ac-
credited investors.

10-4b  Secondary Securities Markets: 
Let’s Make a Deal

The firms that issue stocks and bonds don’t receive any 
additional funds when their securities are traded in the 
secondary markets. But few investors would want to buy 
securities issued in the primary markets without the li-
quidity and possibility of earning capital gains provided 
by the opportunity to sell these securities in the second-
ary markets.

Stock (Securities) Exchanges The stocks of 
most large publicly traded corporations are listed and 
traded on a stock (or securities) exchange. A 
securities exchange provides an organized venue for 
stockbrokers and securities dealers to trade listed stocks 
and other securities. Each exchange establishes its own 
requirements for the securities it lists. The requirements 
vary among the exchanges, but they’re typically based 
on the earnings of the company, the number of shares 
of stock outstanding, and the number of shareholders. 
In addition to meeting listing requirements, exchanges 
require firms to pay an initial fee at the time their securi-
ties are first listed, and an annual listing fee to remain 
listed on the exchange. 

The New York Stock Exchange, which is part of NYSE 
Euronext, is the largest in the world. Euronext exchanges in 

the United States and Europe represent one-third of equities 
trading worldwide. NASDAQ, the second-largest stock ex-
change, is part of NASDAQ OMX, which runs exchanges in the 
United States and seven in Europe. NASDAQ began 40 years 
ago as the National Association of Securities Dealers, or 
NASD.17

Trading on early stock exchanges occurred at physi-
cal locations where brokers met on trading floors to 
buy and sell securities for their clients. Some exchanges  
still maintain actual trading floors, but most trading on  
today’s exchanges is done electronically. The participants 
in these markets carry out their trades mainly via computer 
networks.

The trend toward electronic trading began in 1971 with 
the establishment of NASDAQ, which initially was just a sys-
tem used to report stock 
prices electronically. But 
over the years, it evolved 
into a complete market  
with formal listing re-
quirements and fees. 
The stocks of many of 
today’s high-profile tech-
nology companies, such  
as Apple, Google, and 
Microsoft, are traded on 
the NASDAQ market.

The key players in 
the NASDAQ market 
are known as market 
makers. These are  

Stockbrokers and securities dealers buy and sell 
stocks for individual and institutional investors at 
stock (securities) exchanges like this.

accredited investor An 
organization or individual investor 
who meets certain criteria established 
by the SEC and so qualifies to invest in 
unregistered securities.

stock (or securities) 
exchange An organized venue 
for trading stocks and other securities 
that meet its listing requirements.

market makers Securities 
dealers that make a commitment to 
continuously offer to buy and sell the 
stock of a specific corporation listed 
on the NASDAQ exchange or traded in 
the OTC market.
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securities dealers that make a commitment to continu-
ously offer to buy and sell (make a market in) specific 
NASDAQ-listed stocks. Each NASDAQ stock has several 
market makers who compete against each other by 
posting two prices for each stock: the bid price indicates 
how much the market maker will pay per share to buy a 
stated quantity of the stock, while the ask price indicates 
the price per share at which it will sell the same stock. 
The ask price is higher than the bid price; the difference 
is called the bid/ask spread (or just the spread) and is the 
source of the market maker’s profit. 

The Over-the-Counter Market Many corpora-
tions with publicly traded stock don’t meet the require-
ments to have their shares listed on an organized 
exchange; others choose not to list on exchanges be-
cause they don’t want to pay the listing fees. The over-
the-counter market (OTC) is where the stocks of 
such companies are traded. OTC stocks are traded 
through a system of market makers much like stocks are 
traded on the NASDAQ exchange. However, the market 
for most OTC stocks is much less active than for stocks 
listed on the major exchanges. Because of this, most 
stocks listed on the OTC have only a few market makers. 
The lack of competition often leads to much higher 
spreads between bid and ask prices for stocks traded in 
the OTC than normally exist for stocks traded on the 
NASDAQ exchange.

Electronic Communications Networks The 
newest development in stock market technology involves 
the rise of electronic communications networks 
(ECNs). The SEC classifies ECNs as alternative trading sys-
tems because they represent an alternative to established 
stock exchanges as a venue for buying and selling 
securities. ECNs are entirely automated and computer-
ized trading systems that allow traders to bypass the 

market makers used in 
the NASDAQ and OTC 
markets. However, indi-
viduals can only take ad-
vantage of this venue by 
opening an account 
with a broker-dealer that 
subscribes to an ECN. 

If you place an order 
to buy a security on an 
ECN, the computer sys-
tem checks to see if 
there is a matching order 

from another trader to sell the same security. If so, it im-
mediately and automatically executes the transaction in a 
process that typically takes less than a second to complete. 
ECNs obviously speed up transactions. They also make it 
possible for investors to trade securities “after hours” when 
the U.S. exchanges are closed.

10-5 PERSONAL INvESTING
Would investing in stocks, bonds, and other securities 
make sense for you? If so, how could you get started? What 
are the potential risks and rewards of various investment 
strategies? 

Investing in securities requires you to think carefully 
about your specific situation, your personal goals, and your 
attitudes:

 ■ What are your short-term and long-term goals?

 ■ Given your budget, how much are you able to invest?

 ■ How long can you leave your money invested?

 ■ How concerned are you about the tax implications  
of your investments?

 ■ How much tolerance do you have for risk?

Notice that the last question deals with your atti-
tudes toward risk. Most people are not comfortable with 
high levels of risk. But no investment strategy completely 
avoids risk. And in general, the riskier the approach, the 
greater the potential rewards. To achieve your goals, you’ll 
need to find the balance between risk and return that 
works for you.

10-5a  Choosing a Broker: Gaining 
Access to the Markets

Members of the general public cannot directly trade 
stocks and other securities on the exchanges, the over-
the-counter market, or the ECNs we described earlier in 
the chapter. Thus, most investors enlist the services of a 
brokerage firm to carry out their trades. Choosing the 
right broker is the first step in implementing your invest-
ment plans.

A full-service broker provides a wide range of  
services—such as market research, investment ad-
vice, and tax  planning—in addition to carrying out 
your trades. Discount brokers provide the basic services 
needed to buy and sell securities but offer fewer ad-
ditional services. They may also restrict your ability to 
trade certain types of securities. For example, some 

over-the-counter (OTC) 
market The market where 
securities that are not listed on 
exchanges are traded.

electronic communications 
network (ECN) An automated, 
computerized securities trading  
system that automatically matches 
buyers and sellers, executing  
trades quickly and allowing trading 
when securities exchanges are  
closed. 
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discount brokers don’t offer the ability to buy and sell 
foreign securities. Discount brokers tend to charge sig-
nificantly lower commissions than full-service brokers. 
In fact, many discount brokers charge flat fees of only 
a few dollars per trade for basic transactions. But bro-
kerage firms also charge a variety of fees—sometimes 
including “inactivity fees” if you don’t place enough or-
ders! Once these fees are considered, brokerage firms 
that offer low commissions may not be as inexpensive 
as they first appear!

In recent years, competition among brokerage 
firms has blurred the distinction between full-service 
and discount brokers. To stop clients from defecting to 
discount brokers, many full-service firms have lowered 
their commissions. At the same time, many discount 
brokers have begun to offer a broader range of ser-
vices to attract more clients. Now many brokerage firms 
offer investors the choice of discount or full-service  
accounts. 

Once you’ve decided on a broker, you need to 
open an account. This is a fairly simple process; it re-
quires filling out some forms (usually available online) 
and making an initial investment. The minimum initial 
investment varies, but $1,000 to $3,000 is fairly typical. 

10-5b Buying Securities: Let’s Make a Deal
Once you’ve set up your account, you can trade securities 
by contacting your broker and indicating the security you 
want to trade and the quantity you want to buy or sell. You 
can also specify the type of order you want to place. The 
most common types of orders are market orders and limit 
orders:

 ■ Market orders instruct the broker to buy or sell a 
security at the current market price. Placing a market 
order virtually guarantees that your order will be 
 executed. The downside is that you may end up 
buying at a higher price than you expected to pay 
(or selling your stock for less than you expected to 
receive).

 ■ Limit orders 
place limits on the 
prices at which or-
ders are executed. 
A buy limit order 
tells a broker to buy 
a stock only if its 
price is at or below 
a  specified  value. 

David Bowie: Rock 'n' Roll Icon and Businessman
Rock musician David Bowie’s work spanned six decades—
from his debut album David Bowie in 1967 to his 28th 
album, Blackstar, released days before his death on January 
10, 2016. The musical highlights of Bowie’s career include 
“Space Oddity” from the 1969 album of the same name, 
“Changes” from 1971’s Hunky Dory, “Fame” from 1975’s Young 
Americans, and “China Girl” and “Let’s Dance” from the 1983 
album Let’s Dance. Bowie had less success as an actor but 
appeared in several films such as The Man Who Fell to Earth 
(1976), cult classic Labyrinth (1986), and comedy Zoolander 
(2001). He’s also known for assuming various musical person-
alities while performing, such as the Thin White Duke, Ziggy 
Stardust, and Aladdin Sane (Google them!).

While you may be familiar with Bowie’s artistic work, you 
may not know that he was also a financial innovator in the 
music industry. Reluctant to sell the rights to his music (a 
costly mistake the Beatles made), Bowie enlisted investment 
banker David Pullman to develop a better system. Pullman 
suggested that the future stream of earnings (that is, sales 

and royalties) from Bowie’s first 25 albums be used to 
securitize (that is, pay the interest and principle of ) 10-year 
Bowie Bonds. When issued in 1997, these bonds paid 7.9% 
interest. Bowie earned $55 million from the bond sale, and 
after 10 years, the 
full ownership rights 
to his music (as well 
as their subsequent 
earnings) reverted 
to him. While his 
music is timeless, the 
emergence of online 
music sharing services 
hurt music sales 
overall. Bowie Bonds 
were downgraded 
to junk status and 
then liquidated  
in 2007.18
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market order An order telling a 
broker to buy or sell a specific security 
at the best currently available price.

limit order An order to a broker 
to buy a specific stock only if its price 
is below a certain level, or to sell a 
specific stock only if its price is above 
a certain level.

179CHAPTER 10: Financial Markets: Allocating Financial Resources

16695_ch10_ptg01.indd   179 14/12/16   4:47 pm

Copyright 2018 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part.  WCN 02-200-203



You’d use this approach if 
you wanted to make sure 
you didn’t pay more for the 
stock than you thought it 
was worth. A sell limit order 
tells your broker to sell the 
shares only if the price is at 
or above a specified value. 
This prevents your broker 
from selling your stock at a 
price you believe is too low.

10-5c  Strategies for Investing in Securities
There are several strategies you can use to guide your 
investment decisions. We’ll provide an overview of 
the more common approaches, but none of these ap-
proaches is foolproof—alas, there is no known strategy 

that is guaranteed to earn you 
millions.

Investing for Income Some 
investors focus on buying bonds 
and preferred stocks to generate a 
steady, predictable flow of income. 
This approach is popular with retir-
ees who want to supplement their 
retirement income. But the return 
on such low-risk securities is rela-
tively low, and their market value 

seldom increases much over time. Thus, it probably isn’t 
the best strategy for younger investors who are trying 
to grow their wealth.

Market Timing Investors who rely on market tim-
ing use a variety of analytical techniques to try to 
predict when prices of specific stocks are likely to 

Activist investors typically purchase large blocks of stock in 
public companies and then attempt to use their position as 
large shareholders to obtain board seats or otherwise influence 
(or dictate) company strategy.  Generally, they aim to quickly 
increase share prices and then sell to realize large gains. 
According to FactSet, 84% of activist-owned shares are indeed 
sold within two years.

When Sandra Cochran became CEO of Cracker Barrel (CB), she 
came ready with a six-point, long-term plan for improving 
the casual-dining restaurant chain’s financial performance. 
Her plan included new marketing highlighting the chain’s 
made-from-scratch cooking, a new menu adjusted for lower 
consumer spending, a reduced cost structure, and new board 
members.  

But then Sardar Biglari, an activist investor who claimed 
success turning around Steak-N-Shake, bought 20% of the 
company. Biglari demanded a board seat, agitated for ag-
gressive growth and overseas expansion, and even proposed 
buying the entire company to quick-start his plans. Cochran 
had a choice. Either she could revise her plan to align more 
closely with Biglari’s, or she could stick to her plan and fend off 
his attempts to derail it. 

Historically, activist investors like Biglari advocate for ac-
tions such as cutting costs, laying off employees, buying 
back shares, spinning off underperforming divisions, and 
even selling the entire company. For a company faced with 
chronically poor results, those choices may make sense, 
but they might also be short-term fixes to more complex 
problems.19 

What do YOU think?
 ▪ What ethical responsibility does a CEO have to pursue strat-

egies proposed by an activist investor?

 ▪ At what level of ownership, 5%, 10%, or more, are share-
holders justified in demanding that company executives 
allow them to participate in setting company direction or 
strategy?  

 ▪ How should executives handle activists while still pursuing 
the company’s strategy? When and why should they keep 
them at arm’s length or try to work with them? 

Just Because They Can, Doesn’t Mean They Should.
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“I will tell you how to 
become rich. Close the 
doors. Be fearful when 
others are greedy. Be 
greedy when others 
are fearful.”

— WA R R E N  b U f f E T T
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rise and fall. Market timers try to make quick gains by 
buying low and selling high over a relatively short time 
horizon.

The problem with market timing is that so many fac-
tors can influence stock prices—some of them random 
in nature—that it’s tough to consistently identify the 
timing and direction of changes in stock prices. Market 
timing also requires investors to make frequent trades. 
Given the commissions paid on trades and the taxes in-
curred on short-term capital gains, this approach may 
do a better job of enriching the broker than enriching 
the trader!

Value Investing Investors who favor value investing 
try to find stocks that are undervalued in the market. They 
believe that the market price will rise over time to reflect 
its true value, thus generating a capital gain. This approach 
requires intensive research to identify discrepancies be-
tween a company’s true (or intrinsic) value and its current 
market price.

The drawback with value investing is that thou-
sands of investors are all trying to do the same thing, so 
the competition to locate undervalued stocks is intense. 
Unless you’re among the first to discover a good value, 
the investors who beat you to it will rush to buy up the 
stock, increasing demand and driving up the stock’s 
price so that it is no longer undervalued.

Investing for Growth  
Investors who focus on 
growth look for companies 
that have the potential to 
grow much faster than av-
erage for a sustained time, 
which they believe will lead 
to a steady (and sometimes 
spectacular) rise in the 
stock’s price. Investors us-
ing this strategy often invest 
in stocks of relatively new 
companies with innovative 
 products in a hot sector of 
the economy.

Investing for growth 
entails significant risk. Small 
new companies lack estab-
lished track records. And 
rapidly expanding industries 
tend to attract many start-up 
companies, so competition 
can be intense. Finally, given 

the rapid pace of technological change, today’s hot pros-
pects may soon be dethroned by the next big thing. It’s hard 
to predict which firms will be winners; even experts often 
make the wrong choice.

Buying and Holding If you’re a patient person 
with steady nerves, a buy-and-hold approach might 
appeal to you. This strategy involves purchasing a di-
versified set of securities and holding them for a long 
period of time. Buy-and-hold investors put their faith in 
the ability of the overall market to continue the long-run 
upward trend it has exhibited throughout its history. 
One way that many buy-and-hold investors do this is by 
investing in index mutual funds and ETFs. The buy-and-
hold strategy seldom allows investors to “get rich quick,” 
but it usually results in a solid financial return over the 
long haul.

Obviously, the buy-and-hold strategy will work 
only if you can afford to leave your money invested for 
a long time. When the stock market takes a dive, it can 
sometimes take years for stocks to recover and start 
to show solid returns. Some people who think they’re 
comfortable with a buy-and-hold strategy end up get-
ting “happy feet” after a few weeks of declining stock 
prices. They panic and sell off their stocks at exactly the 
wrong time, locking in big losses. For the buy-and-hold 
strategy to work, you’ve got to have the patience—and 

Stockbrokers place orders to buy and sell stocks and other 
securities for their clients.
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mental toughness—to ride out short-term downturns 
in the market.

10-6 kEEPING TAbS ON ThE MARkET
Once you’ve begun to invest in securities, you’ll want to 
keep track of how your investments are doing. Using the 
Internet, you can easily find information about both general 
market trends and the performance of specific securities.

10-6a Stock Indices: Tracking the Trends
One of the most common ways to track general market 
conditions and trends is to follow what’s happening to 
various stock indices. A stock index tracks the prices of 
a large group of stocks that meet certain defined criteria. 
Many investors like to compare how the stocks in their own 
portfolio compare to the performance of these broad in-
dices. Two of the best-known indices are the Dow Jones 
Industrial Average and the S&P 500.

 ■ The Dow Jones Industrial Average (DJIA): 
Often called just “the Dow,” this is the most widely 
followed stock index. The Dow is based on the 
adjusted average price of 30 stocks picked by the 
editors of The Wall Street Journal. All of the Dow 
firms are large, well-established corporations, such 
as Apple, General Electric, Coca-Cola, McDonald’s, 
and Disney.

 ■ The Standard & Poor’s 500: With 500 stocks 
instead of just 30, the S&P 500 is a much broader in-
dex than the DJIA. Still, like the Dow, the companies 
Included in the S&P 500 are large, well-established 
American corporations.

Exhibit 10.2 identifies 
several other well-known 
indices, including some 
that track prices of stocks in 
foreign securities markets.

10-6b  Tracking the 
Performance 
of Specific 
Securities

Many financial websites 
offer detailed stock quotes 
that provide the current  

 Exhibit 10.2      MAjOR STOck PRIcE INDIcES

Index What It Tracks

NASDAQ  
Composite

All of the domestic and foreign common 
stocks traded on the NASDAQ exchange.

Wilshire 5000 Stock prices of all U.S. corporations with 
actively traded stock. Despite the 5,000 in its 
name, this index actually includes well over 
6,000 stocks. (The exact number changes 
frequently.)

Russell 2000 Stock prices of 2,000 relatively small but 
actively traded U.S. corporations.

FTSE 100 Stock prices of 100 of the largest and most 
actively traded companies listed on the 
London Stock Exchange.

Nikkei 225 Stock prices of 225 of the largest and most 
actively traded companies listed on the Tokyo 
Stock Exchange.

SSE Composite Stock prices of all stocks listed on the 
Shanghai Stock Exchange.

price of a company’s stock and a wealth of re-
lated information. To check out a specific stock, you 
simply type its stock symbol—a short combination of 
letters that uniquely identifies a corporate security—
into a “Get Quote” box. (Most sites have a lookup fea-
ture that finds the symbol if you type in the company’s 
name.)

Exhibit 10.3 illustrates the information a popu-
lar finan cial website, Yahoo! Finance (http://finance 
.yahoo.com/), provides about McDonald’s common 
stock. Some of the key figures reported for McDonald’s 
include:

 ■ Last trade: The price of McDonald’s  common stock for 
the most recent trade was $123.17.

 ■ Change: The last trade of McDonald’s stock was $0.12 
lower than the closing price for the stock on the 
 previous day. 

 ■ Bid and Ask: The highest price currently offered (bid) 
to buy McDonald’s stock is $123.18 for 100 shares. 
The lowest price currently  offered (asked) to sell the 
stock is $123.99 for 2,000 shares.

 ■ Day’s range: The highest price for the stock dur-
ing the day was $124.20 and the lowest price 
was $123.12.

stock index A statistic that 
tracks how the prices of a specific 
set of stocks have changed.

Dow Jones Industrial 
Average (DJIA) An 
index that tracks stock prices 
of 30 large, well-known U.S. 
corporations.

Standard & Poor’s 500 A 
stock index based on prices of 
500 major U.S. corporations in a 
variety of industries and market 
sectors.
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 Exhibit 10.3     YAhOO! fINANcE QUOTE fOR 
A STOck

McDonald’s Corp. Common St (NYSE: McD) 
Real-time 123.17 T .12 (0.10%) 4:16 PM EDT

Last Trade: 123.17 Day’s Range: 123.12–124.20

Trade Time: 4:16 pm EDT 52wk Range: 87.50–125.00

Change: T0.12 (0.10%) Volume: 4,775,803

Prev Close: 123.29 Avg Vol (3m): 7,421,540

Open: 124.00 Market Cap: 111.05

Bid: 123.18 3 100 P/E (ttm): 25.66

Ask: 123.99 3 2,000 EPS (ttm): 4.80

1y Target Est: 125.32 Div & Yield: 3.56 (2.89%)

Source: Yahoo! Finance stock quote, accessed March 28, 2016. 

Many different organizations participate in financial markets, 
including banks, finance companies, securities brokers and 
dealers, investment banks, and institutional investors such 
as mutual funds, insurance companies, and pension funds. 
Although they differ in their functions, each of these partici-
pants helps financial markets achieve their primary purpose of 
channeling funds from savers to borrowers.

In this chapter, we focused on one particular type of financial 
market, namely the market for financial securities. The financial 
capital that corporations raise when they issue stocks and bonds 
in these markets is critical to every functional area of their 
operations. Without these funds, the marketing department 
would lack the resources needed to develop new products, 
information technology professionals would be unable to 

update hardware and software, and operations managers 
would be unable to acquire the  machinery and equipment 
needed to produce the goods and services the company sells to 
earn its profits.

On the other side of these markets, investors who buy corporate 
securities do so to acquire assets that they believe will help 
them achieve their own financial goals. But investing in 
securities involves risk. Over any short-run time period, there 
is simply no guarantee that stocks and bonds will provide 
investors with the returns they expect. The good news—at least 
if you plan to invest—is that history shows that, over the long 
run, the return on these securities is positive. Given enough 
time and patience, investing in stocks and other securities is 
likely to result in a substantial increase in wealth.

The Big Picture

 ■ 52-Week range: The highest price for McDonald’s 
stock over the previous 52 weeks was $125.00 while 
its lowest price was $87.50.

 ■ Volume: 4,775,803 shares of the stock have been traded 
up to this point in the current trading  session—well 
below the average of 7,421,540 shares.

 ■ Market Cap: The total market value of all shares  
of McDonald’s common stock outstanding was 
$111.05 billion. This is found by multiplying the 
price per share times the number of shares of 
common stock  outstanding.

 ■ P/E: The price-to-earnings of 25.66 is found by divid-
ing the stock’s price per share by its earnings per 
share. In general, a higher P/E ratio means investors 
expect a greater growth in earnings over time. 

 ■ EPS (earnings per share): McDonald’s earned $4.80 per 
share of common stock outstanding. EPS is comput-
ed by dividing the net income available to common 
stockholders by the number of shares of common 
stock outstanding.

 ■ Div & Yield: The sum of dividends paid by McDon-
ald’s over the past 12 months was $3.56 per share. 
Yield is found by dividing the dividend per share 
by the previous day’s price per share. It tells us 
that at that price the dividend paid by McDonald’s 
represented a 2.89% return to the investor. (But 
since the total return to stockholders may also 
include a capital gain or loss, this yield doesn’t tell 
us the whole story.)

Financial websites also provide information about 
other types of securities such as mutual funds, ETFs, and 
bonds.
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STUDY TOOLS 10

Stock Broker

Responsible for meeting and getting to know clients and 
their financial needs, offering financial advice on investment 
recommendations (for a diversified mix of stocks, fixed-income 
investments including bonds and certificates of deposit, mutual 
funds and annuities, as well as a wide range of insurance 
options, including life insurance, long-term disability, and 
long-term care), and placing trades. The ideal candidate has a 
bachelor’s or master’s degree, Series 7 license, a strong sales and/

or management background, strong interpersonal skills that 
provide the ability to develop meaningful relationships, the drive 
to set and achieve goals in a performance-driven atmosphere, 
and the ability to work autonomously from your own neigh-
borhood office. For more 
information on this 
career and other possible 
careers in business, check 
out Career Transitions.

Careers in Business
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11

Remember to visit  

PAGE 203  
for additional 

STUDY TOOLS

LEARNING OBJECTIVES
After studying this chapter, you will be able to:

 11-1   Discuss the objectives, the process, and the scope of marketing

 11-2   Identify the role of the customer in marketing

 11-3   Explain each element of marketing strategy

 11-4   Describe the consumer and business decision-making process

 11-5   Discuss the key elements of marketing research

 11-6   Explain the roles of social responsibility and technology in marketing

Marketing:
Building Profitable  
Customer Connections

 11-1 MARkETING: GETTING VALUE BY GIVING VALUE 

What comes to mind when you hear the term marketing? Most people 
think of the radio ad they heard this morning, or the billboard they 
saw while driving to school. But advertising is only a small part of 
marketing; the whole story is much bigger. The American Marketing 
Association defines marketing as the activity, set of institutions, and 
processes for creating, communicating, delivering, and exchanging offerings that 
have value for customers, clients, partners, and society at large.
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The ultimate benefit that 
most businesses seek from 
marketing is long-term 
profitability. But attaining 
this benefit is impossible 
without first delivering 
value to customers and 
other stakeholders. A suc-
cessful marketer delivers 

value by filling customer needs in ways that exceed 
their expectations. As a result, you get sales today and 
sales tomorrow and sales the next day, which—across 
the days and months and years—can translate into 
long-term profitability. Alice Foote MacDougall, a suc-
cessful entrepreneur in the 1920s, understood this 
thinking early on: “In business you get what you want 
by giving other people what they want.” Utility is the 
ability of goods and services to satisfy these wants. And 

marketing An organizational  
function and a set of processes 
for creating, communicating, and 
delivering value to customers 
and for managing customer 
relationships in ways that benefit the 
organization and its stakeholders.

utility The ability of goods and 
services to satisfy consumer “wants.”
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since there is a wide range of wants, products can pro-
vide utility in a number of different ways:

 ■ Form utility satisfies wants by converting inputs 
into a finished form. Clearly, the vast majority 
of products provide some kind of form utility. 
For example, Jamba Juice blends fresh fruits, 
juices, and vegetables into healthy and delicious 
smoothies, and UGG Australia stretches, treats, 
and sews sheepskins and wool into comfortable, 
stylish boots. 

 ■ Time utility satisfies wants by providing goods 
and services at a convenient time for custom-
ers. For example, Amazon Prime offers free same 
day delivery for qualifying orders in some areas, 
many dry cleaners offer one-hour service, 24 Hour 
Fitness is virtually always open, and most fast-
food restaurants offer 24-hour drive-through 
windows.

 ■ Place utility satisfies wants by providing goods and 
services at a convenient place for customers. For 
example, Redbox makes DVDs and games available 
in front of a growing number of retailers, Denny’s 
and Waffle House offer inexpensive food at the 

bottom of many freeway off ramps, and vending 
machines refuel tired students on virtually every 
college campus.

 ■ Ownership utility satisfies wants by smoothly 
transferring ownership of goods and services from 
seller to buyer. Virtually every product provides 
some degree of ownership utility, but some offer 
more than others. Apple, for example, has created 
a hassle-free purchase process that customers can 
follow by phone, by computer, and in person. And 
many car dealerships offer financing options.

Satisfying customer wants—in a way that exceeds 
expectations—is a job that never ends. Jay Levinson, a 
recognized expert in breakthrough marketing, comments, 
“Marketing is . . . a process. You improve it, perfect it, change 
it, even pause it. But you never stop it completely.”

“A thrilled customer is the most 
potent marketing asset your 
organization can leverage.” 

— J O h N  J A N T S C h ,  A U T h O R ,  
D U C T   T A P E  M A R k E T I N G
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11-1a  The Scope of Marketing:  
It’s Everywhere!

For many years, businesspeople have actively applied the 
principles of marketing to goods and services that range 
from cars, to fast food, to liquor, to computers, to movies. 
But within the past decade or two, other organizations 
have successfully adopted marketing strategies and tactics 
to further their goals.

Nonprofit organizations—in both the private and 
public sectors—play a significant role in our economy, 
employing more people than the federal government 
and all 50 state governments combined (not to men-
tion an army of volunteers!). These organizations use 
marketing, sometimes quite assertively, to achieve 
their objectives. The U.S. Army’s marketing communi-
cations budget, for example, sometimes approaches 
as much as $200 million per year. Your own college 
probably markets itself to both prospective students 
and potential alumni donors. Private-sector nonprofit 
organizations also use marketing strategies for every-
thing from marshaling AYSO soccer coaches for kids, 
to boosting attendance at the local zoo, to planning 
cultural events.1

Nonprofit organizations play a pivotal role in the ex-
pansion of marketing across our economy to include 
people, places, events, and ideas. But for-profit enterprises 
have also begun to apply marketing strategies and tactics 
beyond simply goods and services.

 ■ People Marketing: Sports, politics, and art domi-
nate this category, but even some businesspeople 
merit mentioning. Top banking executives, for 

instance, took a beating from a marketing standpoint 
during the financial meltdown at the end of 2008. 
Also in 2008, President Barack Obama was named Ad 
Age Marketer of the Year, edging out powerhouse 
consumer brands that were also on the short list, such 
as Apple, Nike, and Coors. He became a living symbol 
of change in the minds of his supporters. Countless 
entertainers and athletes have used people market-
ing to their advantage as well. Consider, for example, 
Paris Hilton, who appeared to build her early career 
on promotion alone, eventually parlaying the media 
attention into a successful line of perfumes and 
fashion items. Hilton clearly has no doubt about her 
abilities, declaring, “I am a marketing genius.” In fact, 
as you pursue your personal goals—whether you 
seek a new job, university admission, or a Friday night 
date—people marketing principles can help you 
achieve your objective. Start by figuring out what your 
“customer” needs, and then ensure that your “product” 
(you!) delivers above and beyond expectations.2

 ■ Place Marketing: This category involves drawing 
people to a particular place. Cities and states use place 
marketing to attract businesses. Delaware, for instance, 
the second-smallest state in the Union, is home to 
more than half of the Fortune 500 firms because it 
deliberately developed a range of advantages for 
corporations. But more visibly, cities, states, and na-
tions use place marketing to attract tourists. Thanks to 
powerful place marketing, most people have probably 
heard that “What happens in Vegas stays in Vegas.” In 
late 2008, Las Vegas shelved the high-rolling campaign 
in favor of a more “recession-proof,” but less success-
ful strategy: the “Take a Break USA” campaign. By late 
2009, Vegas had reverted to the “What  Happens . . .” 
campaign that fueled visitors since its launch in 2003, 
leading to a record-breaking 42 million visitors in 2015.3

 ■ Event Marketing: This category includes 
marketing —or sponsoring—athletic, cultural, or 
charitable events. Partnerships between the public 
and private sectors are increasingly common. 
Examples include the Olympics, the Super Bowl, 
and the FIFA World Cup.

 ■ Idea Marketing: A whole range of public and 
private organizations market ideas that are meant 
to change how people think or act. Recycle, don’t 
drink and drive, buckle your seatbelt, conserve water, 
support our political party, donate blood, and don’t 
smoke are all examples of popular causes. Often, idea 
marketing and event marketing are combined, as we 
see in the annual Avon Walk for Breast Cancer. The 
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Athletic, cultural, and charitable 
events are all activities that rely on 
sponsorships as part of their event 
marketing approach.
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planners actively market the idea of annual 
mammograms, as they solicit contributions for 
breast cancer research and participation in the 
event itself.

11-1b  The Evolution of Marketing:  
From the Product to the Customer

The current approach to marketing evolved through a 
number of overlapping stages, as you’ll see in Exhibit 11.1. 
But as you read about these eras, keep in mind that some 
businesses have remained lodged—with varying degrees 
of success—in the thinking of a past era.

Production Era Marketing didn’t always begin with 
the customer. In fact, in the early 1900s, the customer  
was practically a joke. Henry Ford summed up the pre-
vailing mindset when he reportedly said “You can have 
your Model T in any color you want as long as it’s black.” 
This attitude made sense from a historical perspective, 
since consumers didn’t have the overwhelming number 
of choices that are currently available; most products 
were purchased as soon as they were produced and 
distributed to consumers. In this context, the top busi-
ness priority was to produce large quantities of goods as 
efficiently as possible.

Selling Era By the 1920s, production capacity had 
increased dramatically. For the first time, supply in many 

categories exceeded 
demand, which caused 
the emergence of the 
hard sell. The selling 
focus gained momen-
tum in the 1930s and 
1940s, when the De-
pression and World 
War II made consum-
ers even more reluc-
tant to part with their 
limited money.

Marketing Era The 
landscape changed dra-
matically in the 1950s. 
Many factories that had 
churned out military 
supplies converted to 
consumer production, 
flooding the market 
with choices in virtually  

every product category. An era of relative peace and 
prosperity emerged, and—as soldiers returned from 
World War II—marriage and birthrates soared. To com-
pete for the consumer’s dollar, marketers attempted to 
provide goods and services that met customer needs 
better than anything else on the market. As a result, 
the marketing concept materialized in the 1950s. The 
marketing concept is a philosophy that makes cus-
tomer satisfaction—now and in the future—the cen-
tral focus of the entire organization. Companies that 
embrace this philosophy strive to delight customers, 
integrating this goal into all business activities. The mar-
keting concept holds that delivering unmatched value 
to customers is the only effective way to achieve long-
term profitability.

Relationship Era The marketing concept has 
gathered momentum across the economy, leading to 
the current era, unfolding over the last decade, which 
zeros in on long-term customer relationships. Acquir-
ing a new customer can cost five times more than 
keeping an existing customer. Retaining your current 
customers—and getting them to spend additional 
dollars—is clearly cost-
effective. Moreover, satis-
fied customers can de-
velop into advocates for 
your business, becoming 
powerful generators of 
positive “word-of-mouth.”

Exhibit 11.1
The Evolution of Marketing

While individual firms differ in their approach to marketing, the prevailing view at
leading-edge firms has changed over time as shown here.

Production Focus

Selling Focus

Marketing Focus

Relationship Focus
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The focus of marketing has evolved over time.

1980 1990 2000 2010

marketing concept A 
business philosophy that makes 
customer satisfaction—now and 
in the future—the central focus of 
the entire organization.
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11-2 ThE CUSTOMER:  
FRONT AND CENTER

11-2a  Customer Relationship  
Management (CRM)

Customer relationship management (CRM) is the 
centerpiece of successful, twenty-first-century marketing. 
Broadly defined, CRM is the ongoing process of acquir-
ing, maintaining, and growing profitable customer 
relationships by delivering unmatched value. CRM works 
best when marketers combine marketing communication 
with one-on-one personalization. Amazon is a champion 
player at CRM, greeting customers by name, recommend-
ing specific products, and providing streamlined checkout. 
Clearly, information is an integral part of this process—you 
simply can’t do CRM without collecting, managing, and ap-
plying the right data at the right time for the right person 
(and every repeat customer is the “right person”!).

Limited Relationships The scope of your relationships 
will depend not just on the data you gather but also on your 
industry. Colgate-Palmolive, for example, can’t forge a close 
personal bond with every person who buys a bar of Irish 
Spring soap. However, the company does invite customers 
to call its toll-free line with questions or comments, and it 
maintains a vibrant website with music, an e-newsletter, 
special offers, and an invitation to contact the company. You 
can bet that the company actively gathers data and pursues 
a connection with customers who initiate contact.

Full Partnerships If you have a high-ticket product 
and a smaller customer base, you’re much more likely to pur-
sue a full partnership with each of your key clients. Colgate-

Palmolive, for instance, has 
dedicated customer service 
teams working with key  
accounts such as Walmart 
and Costco. With a full 
partnership, the marketer 
gathers and leverages ex-
tensive information about 
each customer and often 
includes the customer in 
key aspects of the product 
development process.

Value You know you’ve 
delivered value when 
your customers believe 
that your product has a 

better relationship between the cost and the benefits than 
any competitor. By this definition, low cost does not always 
mean high value. In fact, a recent survey suggests that 
loyal customers are often willing to pay more for their prod-
ucts rather than switch to lower-cost competitors. Apple 
provides a clear example. We probably all know at least a 
handful of Apple fanatics who gladly pay far more for their 
PowerBooks (or iPhones or iPads) than they would pay for a 
competing product.

11-2b  Perceived Value versus  
Actual Value

The operative idea here is perceived. Simply creating value 
isn’t enough; you also must help customers believe that 
your product is uniquely qualified to meet their needs. This 
becomes a particular challenge when you’re a new busi-
ness competing against a market leader with dispropor-
tionately strong perceived value.

11-2c Customer Satisfaction
You know you’ve satisfied your customers when you de-
liver perceived value above and beyond their expectations. 
But achieving customer satisfaction can be tricky. Less 
savvy marketers frequently fall into one of two traps:

 ■ The first trap is overpromising. Even if you deliver 
more value than anyone else, your customers will be 
disappointed if your product falls short of overly high 
expectations. The messages that you send regarding 
your product influence expectations—keep them real!

 ■ The second trap is underpromising. If you don’t set 
expectations high enough, too few customers will 

customer relationship 
management (CRM) The 
ongoing process of acquiring, 
maintaining, and growing 
profitable customer relationships 
by delivering unmatched value.

value A customer perception 
that a product has a better 
relationship than its competitors 
between the cost and the benefits.

customer satisfaction  
When customers perceive 
that a good or service delivers 
value above and beyond their 
expectations.

Perhaps in no other industry is there 
more customer loyalty than when 
purchasing a new vehicle.
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be willing to try your product. The result will be a tiny 
base of highly satisfied customers, which usually isn’t 
enough to sustain a business.

Finding the right balance is tricky but clearly not 
impossible. According to their scores on the American 
Customer Satisfaction Index, Ford’s Lincoln brand offers 
top customer satisfaction, surpassing Lexus to take the 
lead in the car category. Amazon’s customer satisfaction 
dominates among internet retailers, while Wal-Mart’s 
score remains in the basement among all retailers. 
Wikipedia is the social media customer satisfaction 
superstar. And among airlines, Jet Blue and Southwest 
tie for the top spot.4

11-2d Customer Loyalty
Customer loyalty is the payoff for delivering value and 
generating satisfaction. Loyal customers purchase from 
you again and again—and they sometimes even pay 
more for your product. They forgive your mistakes. They 
provide valuable feedback. They may require less service. 
They refer their friends (and sometimes even strangers). 
Moreover, studying your loyal customers can give you a 
competitive edge for acquiring new ones, since people 
with a similar profile would likely be a great fit for your 
products.5

11-3  MARkETING STRATEGY:  
WhERE ARE YOU GOING, AND 
hOW WILL YOU GET ThERE?

In marketing terms, the questions become: Who is your 
target audience, and how will you reach them? Many suc-
cessful firms answer this question by developing a formal 
marketing plan, updated on a yearly basis; other firms 
handle their planning on a more informal basis. But re-
gardless of the specific approach, the first step in planning 
your marketing strategy should be to determine where to 
target your efforts. Who are those people who are most 
likely to buy your products? The first step is market 
segmentation—dividing your marketing into groups 
of people, or segments, that are similar to one another 
and different from everyone else. One or more of these 
segments will be your target market. Once you’ve identi-
fied your target market, your next step is to determine 
how you can best use marketing tools to reach them. And 
finally, you need to anticipate and respond to changes 
in the external environment. This section will define  
target market, explain market segmentation, introduce 

the marketing mix, and review the key factors in the 
marketing environment. Taken together, these elements 
will shape an effective marketing strategy, as shown in 
Exhibit 11.2.

The marketer creates the marketing mix but responds 
to the marketing environment with a single-minded focus 
on the target market.

11-3a Target Market
Your target market is 
the group of people who 
are most likely to buy your 
product. This is where you 
should concentrate your 
marketing efforts. But why 
not target your efforts to-
ward everyone? After all, 
even if most middle-aged 
moms wouldn’t buy purple 
polka-dotted miniskirts, an 
adventurous few just might 
do it. Well, you can always 
hope for the adventurous 
few, but virtually every busi-
ness has limited resources, 
and marketing toward the 
people who are most likely 

Exhibit 11.2
Marketing Strategy
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customer loyalty When 
customers buy a product from the 
same supplier again and again—
sometimes paying even more for it 
than they would for a competitive 
product.

marketing plan A formal 
document that defines marketing 
objectives and the specific 
strategies for achieving those 
objectives.

market segmentation  
Dividing potential customers 
into groups of similar people, or 
segments.

target market The group of 
people who are most likely to buy 
a particular product.
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to buy your flamboyant minis—say, teenage girls—will max-
imize the impact of each dollar you spend. A well-chosen 
target market embodies the following characteristics:

 ■ Size: There must be enough people in your target 
group to support a business.

 ■ Profitability: The people must be willing and able to 
spend more than the cost of producing and market-
ing your product.

 ■ Accessibility: Your target must be reachable through 
channels that your business can afford.

 ■ Limited competition: Look for markets with limited 
competition; a crowded market is much tougher 
to crack.

11-3b  Consumer Markets versus 
Business Markets

Consumer marketers (B2C) direct their efforts 
to people who are buying products for personal con-
sumption (e.g., granola bars, toothpaste, and clothing),  

whereas business mar-  
keters (B2B) direct their 
efforts to customers who 
are buying products to use 
either directly or indirectly 
to produce other products 
(e.g., lumber, insulation, 
and robots). But keep in 
mind that the distinction 
between the market cat-
egories is not in the prod-
ucts themselves; rather, 
it lies in how the buyer 
will use the product. For 
instance, shoes that you 
buy for yourself are clearly 
a consumer product, but 
shoes that a bowling alley 
buys for its customers are a 
business product. Similarly, 
a computer that you buy 
for yourself is a consumer 
product, but a computer 
that your school buys for 
the computer lab is a busi-
ness product. Both B2C 
and B2B marketers need to 
choose the best target, but 
they tend to follow slightly 
different approaches.

11-3c  Consumer Market Segmentation
Choosing the best target market (or markets) for your 
product begins with dividing your market into segments, 
or groups of people who have similar characteristics. But 
people can be similar in a number of different ways, so, not 
surprisingly, marketers have several options for segment-
ing potential consumers.

Demographic B2C demographic segmentation 
refers to dividing the market based on measurable charac-
teristics about people such as age, income, ethnicity, and 
gender. Demographics are a vital starting point for most 
marketers. Chapstick, for instance, targets young women 
with the Shimmer version of its lip balm, and Chevy Camaro 
targets young men with money. Sometimes the demo-
graphic makeup of a given market is tough to discern; 
African American artists, for instance, create the bulk of rap 
music, yet Caucasian suburban males form the bulk of the 
rap music market.

Geographic B2C geogra phic segmentation refers 
to dividing the market based on where consumers live. This 
process can incorporate countries, or cities, or population 
density as key factors. For instance, Ford Expedition does 
not concentrate on  European  markets, where tiny, winding 
streets and nonexistent parking are common in many cities. 
Cosmetic surgeons tend to market their services more heavily 
in urban rather than rural areas. And finding the perfect surf-
board is easy in Hawaii but more challenging in South Dakota.

Psychographic B2C psychographic segmenta-
tion refers to dividing the market based on consumer 
attitudes, interests, values, and lifestyles. Toyota Prius, for 
instance, targets consumers who care about protecting the 
environment. A number of companies have found a highly 

consumer marketers 
(also known as business-
to-consumer or B2C)  
Marketers who direct their 
efforts toward people who are 
buying products for personal 
consumption.

business marketers (also 
known as business-to-
business or B2B)  
Marketers who direct their efforts 
toward people who are buying 
products to use either directly or 
indirectly to produce other products.

demographic 
segmentation Dividing the 
market into smaller groups based 
on measurable characteristics 
about people, such as age, income, 
ethnicity, and gender.

geographic segmentation  
Dividing the market into smaller 
groups based on where consumers 
live. This process can incorporate 
countries, cities, or population 
density as key factors.

psychographic 
segmentation Dividing the 
market into smaller groups based 
on consumer attitudes, interests, 
values, and lifestyles.

Who do you think is the target customer 
for the Ford Expedition?

Ed
 A

ld
rid

ge
/S

hu
tt

er
st

oc
k.

co
m

192 PART FOUR: Marketing a Business

16695_ch11_ptg01.indd   192 14/12/16   4:56 pm

Copyright 2018 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part.  WCN 02-200-203



profitable niche providing upscale wilderness experiences 
for people who seek all the pleasure with none of the pain 
(you enjoy the great outdoors, while someone else lugs 
your gear, pours your wine, slices your goat cheese, and in-
flates your extra-comfy air mattress). Both magazine racks 
and the Internet are filled with products geared toward 
psychographic segments, including adventure travel sites, 
Adventure Center .com, shoe-selling mega site Zappos.com, 
and business and financial powerhouse WallStreetJournal 
.com. Note: Marketers typically use psychographics to com-
plement other segmentation approaches rather than to 
provide the core definition.

Behavioral B2C behavioral segmentation re-
fers to dividing the market based on how people behave 
toward various products. This category includes both the 
benefits that consumers seek from products and how con-
sumers use the product. The Neutrogena Corporation, for 
example, built a multimillion-dollar hair care business by 
targeting consumers who wanted an occasional break from 
their favorite shampoo. Countless products such as Miller 
Lite actively target the low-carbohydrate consumer. But 
perhaps the most common type of behavioral segmenta-
tion is based on usage patterns. Fast-food restaurants, for 
instance, actively target heavy users (who, ironically, tend 
to be slender): young men in their 20s and 30s. This group 
consumes about 17% of their total calories from fast food, 
compared to 12% for adults in general. Understanding the 
usage patterns of your customer base gives you the option 
of either focusing on your core users or trying to pull light 
users into your core market.

11-3d Business Market Segmentation
B2B marketers typically follow a similar process in segment-
ing their markets, but they use slightly different categories:

Geographic B2B geographic segmentation refers to di-
viding the market based on the concentration of customers.  
Many industries tend to be highly clustered in certain 
areas, such as technology in California and auto suppliers 
in the “auto corridor” that stretches south from Michigan to 
Tennessee. Geographic segmentation, of course, is espe-
cially common on an international basis, where variables 
such as language, culture, income, and regulatory differ-
ences can play crucial roles.

Customer-Based B2B customer-based segmentation 
refers to dividing the market based on the characteristics of 
customers. This approach includes a range of possibilities. 
Some B2B marketers segment based on customer size. 
Others segment based on customer type.  Johnson & 
Johnson, for example, has a group of salespeople dedicated 

exclusively to retail accounts such as Target and Publix, 
while other salespeople focus solely on motivating doctors 
to recommend their products. Other potential B2B markets 
include institutions—schools and hospitals, for instance, are 
key segments for Heinz Ketchup—and the government.

Product-Use–Based B2B product-use–based seg-
mentation refers to dividing the market based on how cus-
tomers will use the product. Small and midsized companies 
find this strategy especially helpful in narrowing their tar-
get markets. Possibilities include the ability to support cer-
tain software packages or production systems or the desire 
to serve certain customer groups, such as long-distance 
truckers or restaurants that deliver food.

11-3e  The Marketing 
Mix

Once you’ve clearly defined 
your target market, your next 
challenge is to develop com-
pelling strategies for prod-
uct, price, distribution, and 
pro motion. The blending 
of these elements becomes 
your marketing mix, as 
shown in Exhibit 11.3.

Exhibit 11.3
Marketing Mix

behavioral segmentation  
Dividing the market based on how 
people behave toward various 
products. This category includes 
both the benefits that consumers 
seek from products and how 
consumers use the products.

marketing mix The blend of 
marketing strategies for product, 
price, distribution, and promotion.
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Color me… hungry?!
Have you ever noticed that fast-food restaurants 
typically feature vivid shades of red, yellow, and orange 
in both their logos and their décor? Think McDonald’s, 
KFC, Burger King, and Pizza Hut. The color choice is no 
coincidence.

Marketing researchers have learned that consumers in 
the United States associate red with energy, passion, and 
speed. Yellow suggests happiness and warmth, while 
orange suggests playfulness, affordability, and fun. A 
simulated cocktail party study found that partygoers in 
red rooms reported feeling hungrier and thirstier than 
others, and guests in yellow rooms ate twice as much as 
others. The implication? Surrounding customers with red, 
yellow, and orange encourages them to eat a lot quickly 
and leave, which aligns nicely with the goals of most 
fast-food chains.

Color psychology is a powerful—though often overlooked—
marketing tool. Colors evoke emotions and trigger 
specific behaviors, which can dramatically influence 
how people buy your product. Here is a list of common 
colors and some of their associations in U.S. mainstream 
culture.

Keep in mind that while some color  associations are  universal, 
others can differ significantly among cultures. White, for 
instance, signifies death and mourning in Chinese culture, while 
purple represents death in Brazil.

As a marketer, your goal should be to align your color choice 
with the perceptions of your target market and the features 
of your product. The result should be more green for your 
bottom line!6

 ■ Product Strategy: Your product involves far more 
than simply a tangible good or a specific service. 
Product strategy decisions range from brand name, to 
product image, to package design, to customer service, 
to guarantees, to new product development, and more. 
Designing the best product 
clearly begins with understand-
ing the needs of your target 
market.

 ■ Pricing Strategy: Pricing 
is a challenging area of the 
marketing mix. To deliver 
customer value, your prices 
must be fair, relative to the 
benefits of your product. 

Other factors include competition, regulation, and 
public opinion. Your product category plays a criti-
cal role as well. A low-cost desk, for instance, might 
be appealing, but who would want discount-priced 
knee surgery?

■  Distribution Strategy: The 
goal is to deliver your product 
to the right people, in the right 
quantities, at the right time, in 
the right place. The key deci-
sions include shipping, ware-
housing, and selling outlets 
(e.g., the Web versus network 
marketing versus brick-and-
mortar stores). The implications 
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love, passion, warmth, food, excitement, 
action, danger, need to stop

Power, trustworthiness, calm, success, 
seriousness, boredom

Money, nature, health, healing, decay, 
illness

Playfulness, affordability, youth, fun, 
low quality, cheap

royalty, luxury, dignity, spirituality, 
nightmares, craziness

Purity, innocence, simplicity, 
 mildness

Sophistication, elegance,  
seriousness, sexuality, mystery, evil

“Don’t find customers 
for your products, 
find products for your 
customers.”

— S E T h  G O D I N , 
E N T R E P R E N E U R  A N D   A U T h O R
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  of these decisions for product image and customer 
satisfaction can be significant.

 ■ Promotion Strategy: Promotion includes all of 
the ways that marketers communicate about their 
products. The list of possibilities is long and grow-
ing, especially as the Internet continues to evolve 
at breakneck speed. Key elements today include 
advertising, personal selling, sales promotion, public 
relations, word-of-mouth, and product placement. 
Successful promotional strategies typically evolve 
in response to both customer needs and competi-
tion. A number of  innovative companies are even 
inviting their customers to participate in creating 
their advertising through venues such as YouTube. 

Check out Exhibit 11.4 to see how easily you can 
analyze promotional strategies.

11-3f The Global Marketing Mix
As you decide to enter foreign markets, you’ll need to 
reevaluate your marketing mix for each new country. 
Should it change? If so, how should it change? Many 
business goods simply don’t require much change in the 
marketing mix, since their success isn’t dependent on 
culture. Examples include heavy machinery, cement, and 
farming equipment. Consumer products, however, often 
require completely new marketing mixes to effectively 
reach their consumers.

Nike’s approach to marketing in China offers an inter-
esting example of how one firm managed the complex 

process of building a successful business in a foreign 
market. When Nike first entered China in the 1990s, 
the company seemed to face an insurmountable chal-
lenge: not only did a pair of Nike sneakers cost twice 
the Chinese average monthly salary, but most Chinese 
just didn’t play sports, according to Terry Rhoads, then 
director of Nike sports marketing. So he boldly set out 
to change that. Rhoads created a Nike high-school 
basketball league, which has since spread to 17 cities. 
To loosen up fans, he blasted canned cheering during 
games and arranged for national TV coverage of the fi-
nals. He even leveraged connections with the NBA to 
bring Michael Jordan for visits.

The gamble quickly paid off, as the Chinese mid-
dle class emerged—along with more individualistic 
values, which are a strong fit with the Nike ethos. By 
2001, Nike had dubbed its marketing approach “hip 
hoop,” which they described as an effort to “connect 
Nike with a creative lifestyle.” Sales in 2011 exceeded 
$2 billion, driven largely by basketball shoes, al-
though sales began to soften in 2012 and 2013, 
due to fierce competition and deep discounting. In 
2014, Nike continued to lose traction in China, due 
in part to fierce competition from Adidas. Analysts 
also pointed out that among other reasons, “Nike’s 
branding is based on encouraging strong identifi-
cation with iconic sports-stars it uses to endorse its 
products. In a culture where parents are excessively 
focused on academic achievement, such a strategy 
has limited appeal.” Nike emerged from its slump 
in 2015 with a powerful sales surge in China (despite 
the turbulence in the Chinese economy). Analysts 
anticipate that Nike’s growth will continue since the 
NBA has begun investing in China—a move that will 
only help Nike.7
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Exhibit 11.4
Analyzing Promotional Strategies
Who is the target audience for each of these ads? 
How does each ad position the product relative to the 
competition? Which strategy is most effective? Why?
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11-3g The Marketing Environment
While marketers actively influence the elements of the 
marketing mix, they must anticipate and respond to the 
elements of the external environment, which they typi-
cally cannot control. Environmental scanning is a key 
tool; the goal is simply to continually collect information 
from sources that range from informal networks, to indus-
try newsletters, to the general press, to customers, to sup-
pliers, to the competition, among others. The key elements  
of the external environment include the following  
components:

Competitive The dy-
namic competitive envi-
ronment probably affects 
marketers on a day-to-day 
basis more than any other  
element. Understanding the  
competitive environment 
often begins with analysis 
of market share, or the 

percentage of the marketplace that each firm  controls. To 
avoid ambushes—and to uncover new opportunities—
you must continually monitor how both dominant and 
emerging competitors handle each element of their mar-
keting mix. And don’t forget indirect competitors, who 
meet the same consumer needs as you but with a com-
pletely different product (e.g., Altoids vs. Scope).

Economic The only certainty in the economic environ-
ment is change, but the timing of expansions and con-
tractions is virtually impossible to predict. Your goal as a 
marketer is to identify and respond to changes as soon as 
possible, keeping in mind that a sharp eye sees opportu-
nity even in economic downturns. For instance, affordable 
luxuries and do-it-yourself enterprises can thrive during 
recessions.

Social/Cultural The social/cultural element covers 
a vast array of factors, including lifestyle, customs, lan-
guage, attitudes, interests, and population shifts. Trends 
can change rapidly, with a  dramatic impact on market-
ing decisions. Anticipating and responding to trends can 

From Mood Rings to Mood Sweaters
Back in the day, you might have slipped a mood ring onto your 
finger if you wanted to share your mood with the world. A few 
years from now, you might wear a smart sweater instead.  With 
smart fabrics, the fashion industry is offering a whole new 
spin on wearable technology. FitBit and its competitors may 
measure every calorie you eat, every step you jog, and every hill 
you climb, but if you gain a few unwanted pounds, your smart 

fabric top might adjust 
automatically to drape 
over you in at a more 
flattering angle. if you 
feel a little too cool or 
too warm, your smart 
fabric might sense your 
temperature and adjust 
accordingly. And yes, 
if you like to wear your 
heart on your sleeve (so 
to speak), it might even 
display your current 
mood.  But imagine how 
awkward it would be 
if your smart sweater 
turned bright pink 
when your heart raced 

as your secret crush walked in the room! Don’t worry, these 
kinds of smart fabric clothing options won’t be commonplace 
for another decade or two.8 in the meanwhile, BusinessWeek 
recently highlighted several smart fashion developments that 
are coming soon to a store near you:  

 ▪ Self-Lacing Sneakers: Marty McFly sported a pair in 
Back to the Future II back in 1989, and nike finally secured a 
patent for these gems, which will need their own docking 
station to recharge.

 ▪ Smart Purses: Wouldn’t it be nice if your gadgets charged 
themselves without needing a plug? or if your bag alerted 
you to forgotten keys or lost cards? The technology already 
exists, but will likely disseminate more widely over the next 
few years.

 ▪ Body Scan Tailoring: Hard-to-find clothes that fit 
perfectly? Soon it won’t be an issue with computer 
scanning that collects more than 200,000 data points 
to help create clothes that skim your body perfectly 
in all the right places without ever breaking out a 
tape measure.

 ▪ Color Matching: Have you ever wished that your shirt 
better matched your earrings? or that  your tie better 
matched your shirt? Sometime in the next few years, 
wearable technology should be able to color match your 
clothing with minimal interference from you.Pa

ff
y/

Sh
ut

te
rs

to
ck

.c
om

environmental scanning  
The process of continually 
collecting information from the 
external marketing environment.

market share The percentage 
of a market controlled by a given 
marketer.
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be especially important in industries such as entertain-
ment, fashion, and technology. In late 2009, for instance, 
Facebook removed some key privacy controls from its 
News Feed. The social media giant did not anticipate the 
black eye it received from outraged consumers who be-
lieved that Facebook had violated their privacy. Facebook 
was also surprised that the privacy controls it implemented 
in May 2010, which required consumers to opt out of shar-
ing, would not be enough to appease  privacy advocates.9

Technological Changes in technology can be very 
visible to consumers (e.g., the introduction of the iPhone). 
However, technology often affects marketers in ways that 
are less directly visible. For example, technology allows 
mass customization of Levi’s blue jeans at a reasonable 
price and facilitates just-in-time inventory management 
for countless companies that see the results in their 
 bottom lines.

Political/Legal The political/legal area includes 
laws, regulations, and political climate. Most U.S. laws 
and regulations are clear (e.g., those declaring dry coun-
ties in certain states), but others are complex and evolv-
ing (e.g., qualifications for certain tax breaks). Political 
climate includes changing levels of governmental 
support for various business categories. Clearly, the 
political/legal issues affect heavily regulated sectors 
(e.g., telecommunications and pharmaceuticals) more 
than others.

11-3h  The Global Marketing Environment
As the Internet has grown, the world market has be-
come accessible to virtually every business. This boosts 

the importance of understanding each element of the 
marketing environment—competitive, economic, social/
cultural, technological, and political/legal—in each of your 
key markets. Among the biggest global challenges are re-
searching opportunities in other countries and delivering 
your product to customers in other countries.

11-4  CUSTOMER BEhAVIOR: 
DECISIONS, DECISIONS, 
DECISIONS!

If successful marketing begins with the customer, then un-
derstanding the customer is critical. Why do people buy 
one product but not another? How do they use the prod-
ucts they buy? When do they get rid of them? Knowing 
the answers to these questions will clearly help you better 
meet customer needs.

11-4a Consumer Behavior
Consumer behavior refers specifically to how people 
act when they are buying products for their own per-
sonal consumption. The 
decisions they make often 
seem spontaneous (after 
all, how much thought do 
you give to buying a pack 
of gum?), but they often 
result from a complex set 
of influences, as shown in 
Exhibit 11.5.

 ExhiBit 11.5    ELEMENTS ThAT INFLUENCE ThE CONSUMER DECISION-MAkING PROCESS

Influence Description

Cultural Culture: The values, attitudes, and customs shared by members of a society

Subculture: A smaller division of the broader culture

Social Class: Societal position driven largely by income and occupation

Social Family: A powerful force in consumption choices

Friends: Another powerful force, especially for high-profile purchases

Reference Groups: Groups that give consumers a point of comparison

Personal Demographics: Measurable characteristics such as age, gender, or income

Personality: The mix of traits that determines who you are

Psychological Motivation: Pressing needs that tend to generate action

Attitudes: Lasting evaluations of (or feelings about) objects or ideas

Perceptions: How people select, organize, and interpret information

Learning: Changes in behavior based on experience

consumer behavior  
Description of how people act 
when they are buying, using, and 
discarding goods and services for 
their own personal consumption. 
Consumer behavior also explores 
the reasons behind people’s 
actions.
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Marketers, of course, add their own influence 
through the marketing mix. For instance, after smelling 
pretzels in the mall and tasting pretzel morsels from the 
sample tray, many of us would at least be tempted to 
cough up the cash for a hot, buttery pretzel of our own . . .  
regardless of any other factors! Similarly, changes in the 
external  environment—for example, a series of hurri-
canes in Florida— dramatically affect consumer decisions 
about items such as flashlights, batteries, and plywood.

All these forces shape consumer behavior in each step 
of the process regarding purchase decisions. Exhibit 11.6 
shows how the consumer decision process works.

Clearly, marketing can influence the purchase deci-
sion every step of the way, from helping consumers iden-
tify needs (or problems), to resolving that awful feeling of 
cognitive dissonance (or kicking oneself ) after a ma-
jor purchase. Some marketers attempt to avoid cognitive 
dissonance altogether by developing specific programs 
to help customers validate their purchase choices. One 
example might be post-purchase mailings that highlight 
the accolades received by an expensive product.

But does every consumer go through every step of 
the process all the time? That’s clearly not the case! People 
make low-involvement decisions (such as buying that candy 
bar) according to habit … or even just on a whim. But when 
the stakes are high—either financially or socially—most 
people move through the five steps of the classic decision-
making process. For example, most of us wouldn’t think of 
buying a car, a computer, or the “right” pair of blue jeans 
without stepping through the decision-making process.

11-4b Business Buyer Behavior
Business buyer behavior refers to how people act 
when they’re buying products to use either directly or in-

directly to produce other 
products (e.g., chemicals, 
copy paper, computer 
servers). Business buyers 
typically have purchasing 
training and apply rational 
criteria to their decision-
making process. They 
usually buy according to 
purchase specifications 
and objective standards, 
with a minimum of per-
sonal judgment or whim. 
Often, business buyers are 
integrating input from a 
number of internal sources, 

based on a relatively formal process. And finally, business 
buyers tend to seek (and often secure) highly customized 
goods, services, and prices.

11-5 MARkETING RESEARCh: 
SO WhAT DO ThEY 
REALLY ThINk?

If marketing begins with the customer, marketing research 
is the foundation of success. Marketing research in-
volves gathering, interpreting, and applying information to 
uncover opportunities and challenges. The goal, of course, 
is better marketing decisions: more value for consumers 
and more profits for businesses that deliver. Companies 
use marketing research to:

 ■ Identify external opportunities and threats (from 
social trends to competition).

 ■ Monitor and predict customer behavior.

 ■ Evaluate and improve each area of the marketing mix.

Most successful marketers rely on research to develop 
breakthrough products and effective marketing programs. 
But research will never replace the creative potential of the 

cognitive dissonance  
Consumer discomfort with a 
purchase decision, typically for a 
higher-priced item.

business buyer behavior  
Describes how people act when 
they are buying products to use 
either directly or indirectly to 
produce other products.

marketing research The 
process of gathering, interpreting, 
and applying information to 
uncover marketing opportunities 
and challenges, and to make 
better marketing decisions.

Exhibit 11.6
Consumer Decision Process
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gifted individual. Steve Jobs, founder of Apple, famously 
declared, “A lot of times, people don’t know what they 
want until you show it to them.” 

11-5a Types of Data
There are two main categories of marketing research data—
secondary data and primary data—each with its own 
set of benefits and drawbacks, as shown in Exhibit 11.7.

Clearly, it makes sense to gather secondary data 
before you invest in primary research. Look at your 

“If you can’t be a good example, then 
you’ll just have to serve as a horrible 
warning.”
even the heavy hitters make marketing gaffes. Their biggest 
mistakes are often entertaining, but they also serve as a 
powerful warning to consult with the customer before taking 
action. A few amusing examples:

 ▪ Polite men everywhere know it’s never wise to talk to a woman 
about her weight. Too bad some big corporations don’t seem 
to have gotten the message. in 2013, annoyed by the lack 
of larger clothing at retailer Abercrombie & Fitch, customers 
demanded an explanation.  Apparently, the Ceo “doesn’t want 
his core customers to see people who aren’t as hot as them 
wearing his clothing.” Also in 2013, Target displayed a dress for 
sale, described as “Dark Heather gray” for all but the plus size 
version, which was described as “manatee gray.” ouch! 

 ▪ in late 2013, Burger King, in the wake of adding the French 
Fry Burger and reduced calorie Satisfries to their menu, 
pretended to change their name to Fries King, and uploaded 
a raft of photos to their Facebook page documenting the 
“new corporate i.D.” The result was massive confusion, which 
mostly played out in a blizzard of baffled tweets.

 ▪ Another tough year for social media marketing was 2014. 
Union Street guest House hotel in new York threatened to 
fine wedding parties $500 for every negative social media 
post and online review that their guests posted.  And 
Minnesota retailer global Village—showing a remarkable 
lack of sensitivity—commemorated Martin luther 
King Day by offering “25% off everything black” via its 
Facebook page. 

 ▪ in 2015, several large companies made news for being oddly 
oblivious to implications of date rape in their marketing. 
A Bloomingdale’s Christmas catalog included an image 
of a man at a party leering at a woman who was laughing 
and looking the other direction. The image’s caption read: 
“Spike your best friend’s eggnog when they’re not looking.” 
Similarly, Anheuser-Busch used the tag line “The perfect 
beer for removing ‘no’ from your vocabulary for the night” 
on the labels of several Bud light bottles. Both ads ignited a 
firestorm of criticism. 

These fiascos only highlight the importance of marketing research. 
But sometimes, even research isn’t enough to identify marketing 
issues before they hit. At that point, the priority should shift to 
dealing with the mistake openly, honestly, and quickly, which can 
help a company win the game, despite the gaffe.10

What Were They Thinking?

company’s internal information. What does previous re-
search say? What does the press say? What can you find 
on the Web? Once you’ve looked at the secondary re-
search, you may find that 
primary research is unnec-
essary. But if not, your sec-
ondary research will guide 
your primary research and 
make it more focused and 
relevant, which ends up 
saving time and money.

 ExhiBit 11.7    RESEARCh DATA COMPARISON

Secondary Data Primary Data

Existing data that marketers gather or purchase New data that marketers compile for the first time

Tends to be lower cost Tends to be more expensive

May not meet your specific needs Customized to meet your needs

Frequently outdated Fresh, new data

Available to your competitors Proprietary—no one else has it

Examples: U.S. Census, the Wall Street Journal, Time magazine, your  
product sales history

Examples: Your own surveys, focus groups, customer comments, mall 
interviews

secondary data Existing 
data that marketers gather or 
purchase for a research project.

primary data New data that 
marketers compile for a specific 
research project.
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11-5b  Primary Research Tools
There are two basic categories of primary research: observa-
tion and survey. Observation research happens when 
the researcher does not directly interact with the research 
subject. The key advantage of watching versus asking is that 
what people actually do often differs from what they say—
sometimes quite innocently. For instance, if an amusement 
park employee stands outside an attraction and records 
which way people turn when they exit, he may be conduct-
ing observation research to determine where to place a 
new lemonade stand. Watching would be better than ask-
ing because many people could not honestly say which way 
they’d likely turn. Examples of observation research include:

 ■ Scanner data from retail sales

 ■ Traffic counters to determine where to place billboards

 ■ Garbage analysis to measure recycling compliance

Observation research can be both cheap and amaz-
ingly effective. A car dealership, for instance, can survey the 
preset radio stations on every car that comes in for service. 
That information helps them choose which stations to use 
for advertising. But the biggest downside of observation 
research is that it doesn’t yield any information on consumer 
motivation—the reasons behind consumer decisions. The 
preset radio stations wouldn’t matter, for example, if the bulk 
of drivers listen only to their iPods in the car.

Survey research happens when the researcher 
does interact with research subjects. The key advantage 
is that you can secure information about what people are 
thinking and feeling, beyond what you can observe. For 
example, a carmaker might observe that the majority of 
its purchasers are men. They could use this information 

to tailor their advertising 
to men, or they could do 
survey research and possi-
bly learn that even though 
men do the actual purchas-
ing, women often make 
the purchase decision . . . a 
very different scenario! But 
the key downside of sur-
vey research is that many 

observation research  
Marketing research that does not 
require the researcher to interact 
with the research subject.

survey research Marketing 
research that requires the 
researcher to interact with the 
research subject.

Putting Your Money Where 
Your Mouth Is
Practically everyone is in favor of the environment, 
but consumers have been historically hesitant to 
support eco-friendly companies over tradi-
tional ones. new research shows that we—the 
purchasing public—are now actually willing 
to put our money behind our beliefs. An 
extensive nielsen study recently revealed 
that two-thirds of respondents will choose 
products from sustainable sources over 
conventional products. This means that 
the majority of consumers have consciously 
changed their behavior to minimize their 
impact on global climate change; will buy as 
many eco-friendly products as they can; and will buy 
repeatedly from companies that are mindful of their environ-
mental and social impacts. respondents between the ages of 
21 and 34 from around the world were far more likely to favor 
and buy sustainable products than were older adults. 

Consumers in emerging markets such as india, China, and 
Brazil were much more enthusiastic about companies that 
make sustainable products than were their counterparts in 
the West. These consumers were more likely to believe that 
companies have made a significant impact on social and 
environmental issues, were more likely to seek out sustainable 
products and switch brands, and were more likely to follow 
through with purchase. one reason for this trend may be that 
the emerging world is much harder hit by the growing effects 
of climate change. regardless, the message to marketers is 
clear: Future success depends on being visible, proud, and 
completely authentic about your sustainability efforts.11
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“Marketing without data is like 
driving with your eyes closed.”

— D A N  Z A R R E L L A ,  S O C I A L  M E D I A 
S C I E N T I S T ,  h U B  S P O T

people aren’t honest or accurate about their experiences, 
opinions, and motivations, which can make survey research 
quite misleading. Examples of survey research include:

 ■  Telephone and online questionnaires

 ■  Door-to-door interviews
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 ■  Mall-intercept interviews

■ Focus groups

■ Mail-in questionnaires

11-5c  An International Perspective
Doing marketing research across multiple countries 
can be an overwhelming challenge. In parts of Latin 
America, for instance, many homes don’t have tele-
phone connections, so the results from telephone sur-
veys could be very misleading. Door-to-door tends to 
be a better approach. But in parts of the Middle East, re-
searchers could be arrested for knocking on a stranger’s 
door, especially if they aren’t dressed according to local 
standards. Because of these kinds of issues, many com-
panies hire research firms with a strong local presence 
(often based in-country) to handle their international 
marketing research projects.

11-6 SOCIAL RESPONSIBILITY 
AND TEChNOLOGY: A MAJOR 
MARkETING ShIFT

Two key factors have had a dramatic impact on market-
ing in the past couple of decades: a surge in the social 
responsibility movement, and the dramatic emergence of 

Innovation: Unleashed!
in today’s hyper-competitive marketplace, businesses 
must differentiate their products from an astonishing 
array of alternatives. While life-changing innovation is 
rare, many successful products simply provide a new twist 
on an existing product. examples include Wish-Bone’s 
salad dressing spritzers, nike’s neon-colored Flyknit 
athletic shoes, and Yoplait’s squeezable, go-gurt yogurt 
snack tubes.

To help you make those kinds of jumps, 
the game in this box uses rebus puzzles 
to stretch your creativity. rebus puzzles 
present common words and phrases 
in novel orientation to each other. The 
goal is to determine the meaning. The 
puzzles are below, and the answers are 
at the bottom of the box.

ArreST
YoU’re

HiSTorY
HiSTorY
HiSTorY

SK8
iiiiiiiiiii
iiiiiiiii

print BAn AnA
Shut

Sit

funny funny
words words words words

ST4AnCe herring MerePeAT Jack Symphon

Answers: You’re under arrest, too funny for words, history repeats itself, for instance, skate on thin ice, red herring, small print, repeat 
after me, banana split, Jack-in-the-Box, sit down and shut up, unfinished symphony
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the Internet and digital technology. This section will cover 
how each factor has influenced marketing.

11-6a  Marketing and Society:  
It’s Not Just about You!

Over the past couple of decades, the social responsi-
bility movement has  accelerated in the United States, 
demanding that marketers actively contribute to the 
needs of the broader community. Leading-edge mar-
keters have responded by setting a higher standard in 
key areas such as environmentalism,  abolishment of 
sweatshops, and involvement in the local community. 
Starbucks, Target, and General Electric, for instance, all 
publish corporate responsibility reports that evaluate 
the social impact of how the companies run their 
 businesses, and all highlight their programs on their 
corporate websites.

75% of the engagement on a 
Facebook post happens in the 
first five hours.

— D I G I T A L  I N S I G h T S
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Green Marketing Companies employ green 
marketing when they actively promote the eco-
logical benefits of their products. Toyota has been 
especially successful promoting the green benefits of its 
Prius (although, like all carmakers, Toyota has struggled 
during the global financial crisis and, more recently, dur-
ing the Japanese earthquake and tsunami). Its strategy 
highlights fuel economy and performance, implying that  
consumers can “go green” without making any real sac-
rifices. Environmentally friendly fashion offers another 
emerging example of green marketing. Over the past 
few years, a number of designers have rolled out their 
versions of upscale ecofashion. In addition to clothing 
made of organic cotton, recent entries include vegan 
stilettos with four-inch heels, bamboo dresses, biode-
gradable umbrellas, and solar-powered jackets. (These 
jackets feature solar cells, integrated into the collar, that 
collect solar energy and route it to charge devices.) 
Green marketing items are aimed at a growing number 

of consumers who make 
purchase decisions based 
(at least in part) on their 
convictions. But reaching 
these consumers may be 
an increasing challenge 
in tough economic times, 
when low prices trump all 
other considerations for 
a growing swath of the 
population.12

11-6b  Technology and Marketing:  
Power to the People!

The emergence of the digital age has revolutionized 
every element of marketing. Perhaps the most dramatic 
change has been a shift in power from producers to 
customers. The Internet gives customers 24/7 access 
to information and product choices from all over the 
world. In response, competition has intensified as 
marketers strive to meet an increasingly high standard 
of value.

But technology has also created opportunities for 
marketers. The Internet has opened the door for mass 
customization: creating products tailored for individ-
ual consumers on a mass basis. Using sophisticated data 
collection and management systems, marketers can now 
collect detailed information about each customer, which 
allows them to develop one-on-one relationships and 
to identify high-potential new customers. Through the 
Web, marketers can tap into (or even create) communi-
ties of users that yield valuable information about their 
goods and services. Technology also helps marketers 
lower costs, so they can deliver greater value to their 
customers.

The digital boom has also created an abundance 
of promotional opportunities, as marketers reach out 
to consumers via new tools, such as interactive ad-
vertising, virtual reality displays, text messaging, and 
video kiosks. We’ll discuss these tools in more detail in 
Chapter 12.

green marketing  
Developing and promoting 
environmentally sound 
products and practices to gain a 
competitive edge.

mass customization The 
creation of products tailored for 
individual consumers on a mass 
basis.

Since the ultimate goal of most marketing is long-term profit-
ability, a core marketing principle must infuse every facet of 
a successful organization: the need to deliver products that 
exceed customer expectations. The customer must come first for 
every department—including finance, accounting, engineering, 
manufacturing, and human resources—although the specifics 
of how that plays out will clearly differ for each organizational 

function. Competition in the future will only intensify. 
Customer choices will continue to multiply as globalization and 
technology march forward. While these forces will weed out 
the weaker players, firms with a deeply engrained marketing 
orientation and a strong customer focus will continue to 
flourish—delivering value to their stakeholders, and dollars to 
their bottom line.

The Big Picture
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Brand Manager

Drive the overall performance and profitability of a brand or 
group of brands. establish the brand image and position in 
relation to competitors. Formulate and implement creative and 
effective marketing strategies. Manage and motivate creative 
teams that support the brand’s development. Understand 
and integrate overall corporate goals into brand strategies. 

 Communicate brand performance to senior management. 
 Communicate key brand information to both internal and 
external stakeholders. 
For more information 
on this career and other 
possible careers in 
marketing, check out 
Career Transitions.

Careers in Marketing

LOCATED AT BACk OF ThE TExTBOOk   
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Remember to visit  

PAGE 229  
for additional 

STUDY TOOLS

LEARNING OBJECTIVES
After studying this chapter, you will be able to:

 12-1   Explain “product” and identify product classifications

 12-2   Describe product differentiation and the key elements of product planning

 12-3   Discuss innovation and the product life cycle

 12-4   Analyze and explain promotion and integrated marketing communications

 12-5   Discuss development of the promotional message

 12-6   Discuss the promotional mix and the various promotional tools

Product and Promotion:
Creating and Communicating Value

 12-1 PRODUCT: IT’S PROBABLY MORE ThAN YOU ThOUGhT

When most people hear the term “product,” they immediately think of the 
material things that we buy, use, and consume every day: for example, a 
Samsung Galaxy, or a pair of True Religion jeans. But from a marketing 
standpoint, product means much more. A product can be anything that 
a company offers to satisfy consumer needs and wants; the possibilities 
include not only physical goods but also services and ideas. A charity 
event, cosmetic surgery, and a cooking lesson all qualify as products.

When you buy a product, you also “buy” all of the attributes 
associated with the product. These encompass a broad 
range of qualities, such as the brand name, the image, the 
packaging, the reputation, and the guarantee. From a con-

sumer standpoint, these at-
tributes (or the lack of these 
attributes) are part of the 
product purchase, even if 
they don’t add to its value. 
As a marketer, it’s worth 

your while to carefully consider each element of your prod-
uct to ensure that you’re maximizing value without sacrific-
ing profitability. With the introduction of the translucent, 
multicolored iMac computers in 1998, Apple established 
its reputation for creating value through product design—
an attribute that other PC manufacturers completely over-
looked as they churned out their inventories of boring, 
beige boxes. Over the years, Apple has continued to pol-
ish its reputation by introducing sleek, elegantly designed 
products such as its iPad tablet computers and its iPhones.

product Anything that an 
organization offers to satisfy 
consumer needs and wants, 
including both goods and services. 
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12-1a Services: A Product by Any Other Name
If a “product” includes anything that satisfies consumer 
needs, services clearly fit the bill. But services have some 
obvious differences from tangible goods. You often cannot 
see, hear, smell, taste, or touch a service, and you can vir-
tually never “own” it. After math tutoring, for example, you 
might possess sharper algebra skills, but you don’t own 
the tutoring experience (at least not literally). Most services 
embody these qualities:

 ■ Intangibility: You typically cannot see, smell, taste, or 
touch a service before you buy it. Clearly, this creates 
a lot of uncertainty. Will the purchase really be worth-
while? Smart marketers mitigate the uncertainty by 
giving clues that suggest value. For example, the  
Formosa Café, a funky, old-time Hollywood bar and res-
taurant, plasters the walls with signed pictures of movie 
stars, providing “evidence” of its movie biz credentials.

 ■ Inseparability: Try as you might, you simply can’t 
separate the buyer of a service from the person who 
 renders it. Delivery requires interaction between the 
buyer and the provider, and the customer directly 
contributes to the quality of the service. Consider 
a trip to the doctor. If you accurately describe your 

symptoms, you’re likely to get a correct diagnosis. 
But if you simply say, “I just don’t feel normal,” the 
outcome will likely be different.

 ■ Variability: This one ties closely to inseparability. A 
talented massage therapist would probably help you 
relax, whereas a mediocre one might actually create 
tension. And even the talented massage therapist 
might give better service at the end of the day than 
at the beginning, or worse service on the day she 
breaks up with her boyfriend. Variability also applies 
to the difference among providers. A massage at a 
top-notch spa is likely to be better than a massage at 
your local gym.

 ■ Perishability: Marketers cannot store services for 
delivery at peak periods. A restaurant, for instance, 
only has so many seats; they can’t (reasonably) tell 

“Don’t find customers for your 
products; find products for your 
customers.”

— S E T h  G O D I N ,  
E N T R E P R E N E U R  A N D  A U T h O R
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their 8 p.m. dinner customers to come back the next 
day at 5 p.m. Similarly, major tourist destinations, such 
as Las Vegas, can’t store an inventory of room service 
deliveries or performances of Cirque du Soleil. This 
creates obvious cost issues; is it worthwhile to prepare 
for a peak crowd but lose money when it’s slow? The 
answer depends on the economics of your business.

12-1b Goods versus Services: A Mixed Bag
Identifying whether a product is a good or a service 
can pose a considerable challenge, since many prod-
ucts contain elements of both. A meal at your local  
Italian restaurant obviously includes tangible goods: you 
definitely own that calzone. But someone else took your 
order, brought it to the table, and (perhaps most impor-
tantly) did the dishes! Service was clearly a crucial part of 
the package.

A goods and services spectrum can provide a valu-
able tool for analyzing the relationship between the two. 
(See Exhibit 12.1.) At one extreme, pure goods don’t in-
clude any services. Examples include a bottle of ketchup 
or a package of socks. At the other extreme, pure ser-
vices don’t include any goods. Examples include finan-
cial consulting or a piano lesson. Other products—such as 
a meal at Pizza Hut—fall somewhere between the poles.

12-1c Product Layers: Peeling the Onion
When customers buy products, they actually purchase 
more than just the good or service itself. They buy a com-
plete product package that includes a core benefit, the ac-
tual product, and product augmentations. Understanding 
these layers is valuable, since the most successful prod-
ucts delight consumers at each one of them.

Core Benefit At the most fundamental level, consum-
ers buy a core benefit that satisfies their needs. When you 
go to a movie, the core benefit is entertainment. When you 
buy a smartphone, the core benefit is communication. And 

when you go to the doctor, the core benefit is better health. 
Most products also provide secondary benefits that help 
distinguish them from other goods and services that meet 
the same customer needs. A secondary benefit of a smart-
phone might include entertainment, since it probably plays 
your music, too.

12-1d Actual Product
The actual product layer, of course, is the product it-
self: the physical good or the delivered service that 
 provides the core benefit. Furious 7 was the actual “ser-
vice” that provided entertainment in 2015  to millions of 
fans of the Fast and Furious franchise. The HTC One is an 
actual smartphone that  provides communication and 
entertainment services. Identifying the actual product is 
sometimes tough when the product is a service. For ex-
ample, the core benefit of visiting a doctor might be bet-
ter health, but the actual product may be someone in a 
white coat poking and prodding you. Keep in mind that 
the actual product includes all of the attributes that make 
it unique, such as the brand name, the features, and the 
packaging.

Augmented Product Most marketers wrap their ac-
tual products in additional goods and services, called the 
augmented product, that sharpen their competitive edge. 
Augmentations come in a range of different forms. Many 
upscale movie theaters in L.A. display props from movies 
that have played in that theater. Most smartphones come 
with warranties or insurance and offer at least some cus-
tomer service. And some doctors might give you sample 
pills until you can get your prescription filled.

12-1e  Product Classification:  
It’s a Bird, It’s a Plane…

Products fall into two broad categories— consumer 
products and business products—depending on the 

reason for the purchase. Con-
sumer products are purchased 
for personal use or consumption, 

while  business products 
are purchased to use either 

directly or indirectly in the 
production of another 
product. The shoes in 
your closet at home are 
a consumer  product, 
while the shoes that you 

rent at the bowling alley 
are a business product.

pure goods Products that do not 
include any services.

pure services Products that do 
not include any goods.

consumer products Products 
purchased for personal use or 
consumption.

business products Products 
purchased to use either directly or 
indirectly in the production of other 
products.
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Consumer Product Categories Marketers further 
divide consumer products into several different subcatego-
ries, as shown below. Understanding the characteristics of the 
subcategories can help marketers develop better strategies.

 ■ Convenience products are the inexpensive goods 
and services that consumers buy frequently with 
 limited consideration and analysis. Distribution 
tends to be widespread, with promotion by the 
 producers. Examples include staples such as  
toothpaste and shampoo, impulse items such as 
magazines and candy bars, and emergency  products 
such as headache tablets and plumbing services.

 ■ Shopping products are the more expensive products 
that consumers buy less frequently. Typically, as con-
sumers shop, they search for the best value and learn 
more about features and benefits through the shop-
ping process. Distribution is widespread but more selec-
tive than for convenience products. Both producers and 
retailers tend to promote shopping products. Examples 
include cars, computers, and cell phone service. 

 ■ Specialty products are those much more expensive 
products that consumers seldom purchase. Most 
people perceive specialty products as being so 
 important that they are unwilling to accept substi-
tutes. Because of this, distribution tends to be highly 
selective. (Consumers are willing to go far out of 
their way for the “right” brand.) Both producers and 
retailers are apt to promote specialty products but to 
a highly targeted audience. Some specialty product 
examples are high-end sports cars, branded jewelry, 
and weight reduction surgery.    

 ■ Unsought products are the goods and services that 
hold little interest (or even negative interest) for 
 consumers. Price and distribution vary wildly, but 

 promotion tends to be 
aggressive to drum up 
 consumer interest. Disabil-
ity insurance and prepaid 
burial plots (especially 
for young people) and 
blood donations are some 
examples.

Business Product Cat-
egories Marketers also 
divide business products 
into subcategories. Here, 
too, understanding the 
subcategories can lead to 
better marketing strategies.

 ■ Installations are large capital purchases designed for 
a long productive life. The marketing of installations 
emphasizes personal selling and customization. 
Examples include industrial robots, new buildings, 
airplanes, and railroad cars.

 ■ Accessory equipment includes smaller, movable 
capital purchases, designed for a shorter productive 
life than installations. Marketing focuses on personal 
selling but includes less customization than installa-
tions. Examples include personal computers, power 
tools, and furniture.

 ■ The maintenance, repair, and operating products cat-
egory consists of small-ticket items that businesses 
consume on an ongoing basis but don’t become 
part of the final product. Marketing tactics empha-
size efficiency. Examples include cleaning supplies, 
lightbulbs, and copy paper.

 ■ Raw materials include the farm and natural prod-
ucts used in producing other products. Marketing 
emphasizes price and service rather than product 
differentiation. Examples include cotton, timber, 
and wheat.

 ■ Component parts and processed materials include 
finished (or partially finished) products used in pro-
ducing other products. Marketing emphasizes prod-
uct quality as well as price and service. Examples 
include batteries and spark plugs for cars, aluminum 
ingots for soda cans, and Intel computer chips.

 ■ Business services are those services that businesses 
purchase to facilitate operations. Marketing focuses 
on quality and relationships; the role of price can 
vary. Examples include payroll services, janitorial 
services, and legal services.

Exhibit 12.1
Goods and Services Spectrum

P u r e
S e r v i c e s

Bottle of Ketchup
Package of Socks

Financial Consulting
Piano Lesson

P u r e
G o o d s
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12-2  PRODUCT DIffERENTIATION 
AND PLANNING: A 
MEANINGfUL DIffERENCE

While some products have succeeded with little or no 
forethought, you’ll dramatically boost your chance of a 
hit with careful planning. Product differentiation 
should be a key consideration. Winning products must 
embody a real or perceived difference versus the glut of 
goods and services that compete in virtually every corner 
of the market. But different alone isn’t enough; different 
from, and better than, the competition are both critical in 
order to create the shortest path to success. A quick look 
at some high-profile product failures illustrates the point.

 ■ Vegetable Jello: Few kids today would name Jello 
as their favorite dessert, and back in the 1960s, even 
fewer were fans of vegetable-flavored Jello (think 
celery, tomato, mixed vegetable, and Italian salad), 
which was soon yanked from the market.  

 ■ Clear Beer: In the 1990s, several companies intro-
duced clear beers, reflecting an ill-fated obsession 
with clear products, including shampoo, soap, and 
the short-lived, clear Crystal Pepsi.

 ■ Lumia 900: Nokia introduced the Lumia 900 phone 
in early 2012 for just $100 with a two-year contract. 
The price soon dropped to $50, but even that didn’t 
spur sales, mostly due to a dearth of apps for its  
Windows operating system. By 2013, Nokia, once the 
dominant player in cell phones, had sold its entire 
handset business to Microsoft.

 ■ Funky French Fries: In 2002, Ore-Ida introduced 
Funky Fries. The flavors included cinnamon-sugar,  
chocolate, and “radical blue.” Not surprisingly, they 
were off the market in less than a year.

 ■ Cocaine Energy Drink: In 2006, Redux Beverages 
brought Cocaine Energy Drink to market, calling it 
a “legal alternative” to the illegal drug in form of an 
energy drink, and describing the beverage, which 
had no actual cocaine in it, as a “fruity, atomic  

fireball” drink. Redux was forced to pull Cocaine off 
the shelves in the United States in 2007 when the 
FDA declared that its producers were “illegally mar-
keting their drink as an alternative to street drugs.”1

12-2a Product Quality
Product quality relates directly to product value, which 
comes from understanding your customer. Peter Drucker, 
a noted business thinker, writer, and educator, declared:

Quality in a product or service is not what the supplier 
puts in. It’s what the customer gets out and is willing to 
pay for. A product is not quality because it is hard to make 
and costs a lot of money . . . this is incompetence. Custom-
ers pay only for what is of use to them and gives them 
value. Nothing else constitutes quality.

In other words, a high-quality product does a great 
job meeting customer needs. Siemens, a huge electron-
ics conglomerate, embodies this thinking in its approach 
to quality: “Quality is when our customers come back and 
our products don’t.”

But the specific definition of quality—and the attri-
butes that indicate quality—changes across product cat-
egories. See Exhibit 12.2 for a few examples.

Regardless of product category, the two key as-
pects of quality are level and consistency. Quality 

level refers to how well a product 
performs its core functions. You 
might think that smart compa-
nies deliver the highest possible 
level of performance, but this is 
seldom profitable, or even desir-
able. For instance, only a tiny group 
of consumers would pay for a  

product differentiation The 
attributes that make a good or service 
different from other products that 
compete to meet the same or similar 
customer needs.

quality level How well a product 
performs its core functions.

   Exhibit 12.2      PRODUCT QUALITY INDICATORS

Product Category Some Quality Indicators

Cell Phones Design, brand, number of apps, graph-
ics, memory, battery life, memory, and 
customer service

Kids’ Toys Safety, expert endorsements, and  
educational and entertainment value

Cars Horsepower, design, fuel efficiency, brand, 
resale value, reliability, and awards

Water Parks Thrill factor, design, cleanliness, variety,  
and  setting

Coffee Taste, brand, price, country of origin, and 
additives (or lack of )

“Give them quality. 
That’s the best kind 
of advertising.”

— M I L T O N  h E R S h E Y
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speedboat to go 200 mph, when 80 mph offers a suf-
ficient thrill (at least for most of us!). The right level of 
product performance is the level that meets the needs 
of your consumers, and those needs include price. Deci-
sions about quality level must also consider the com-
petition. The goal is to outperform the other players in 
your category while maintaining profitability.

The second dimension of quality is product 
consistency. How consistently does your product actually 
deliver the promised level of quality? With a positive relation-
ship between price and performance, consistent delivery 
can offer a competitive edge at almost any quality level.

Honda offers an excellent example. When most peo-
ple consider the Accord, the Civic, and the CRV, all Honda-
owned models, quality quickly comes to mind. And all 
three dominate their markets. But clearly, the quality levels 
(and price) are different for each. The Accord serves the up-
per, more conservative end of the market; the Civic tends 
to appeal to younger, hipper, more budget-minded con-
sumers; the CRV tends to appeal to middle-of-the-road 
shoppers seeking a reliable, small SUV. In short, Honda suc-
ceeds at delivering product consistency at several mark-
edly different quality levels.

12-2b Features and Benefits
Product features are the characteristics of the prod-
uct you offer. If a product is well designed, each feature  
corresponds to a meaningful customer benefit. The 
marketer’s challenge is to design a package of features that 
offers the highest level of value for an acceptable price. 
And the equation must also account for profitability goals.

One winning formula may be to offer at least some 
 low-cost features that correspond to high-value benefits. 
Creating an “open kitchen” restaurant, for instance, has 
limited impact on costs but gives patrons an exciting, 

up-close view of the drama and hustle of professional 
food preparation. Exhibit 12.3 lists some other examples 
of product features and their corresponding customer 
benefits.

12-2c Product Lines and the Product Mix
Some companies focus all of their efforts on one product, 
but most offer a number of different products to enhance 
their revenue and profits. A product line is a group of 
products that are closely related to each other, in terms of 
either how they work or the customers they serve. Sony, 
for example, carries a wide range of digital cameras and 
accessories, to meet the needs of as many different cus-
tomers as possible. A product mix is the total number 
of product lines and individual items sold by a single firm. 
Sony’s product mix ranges from cameras, to electronics, 
to phones, to music, to video game consoles, to entertain-
ment (games, movies, music, and so on).

Decisions regarding how many items to include in each 
product line and in the 
overall product mix can 
have a huge impact on 
a firm’s profits. With too 
few items in each line, 
the company may be 
leaving money on the ta-
ble. With too many items, 
the company may be 
spending unnecessarily 
to support its weakest 
links.

One reason that 
firms add new product 
lines is to reach com-
pletely new customers. 

 Exhibit 12.3    PRODUCT fEATURES AND CUSTOMER BENEfITS

Product Product Feature Customer Benefit

Subway Sandwiches Lower fat Looser pants

Costco Rock-bottom prices on a huge range of higher end 
products and services

More cash for other needs

Whole Foods Market Organic produce A healthier planet

Stella McCartney 
Clutch

Highly fashionable You feel chic

Triple Latte Caffeine, caffeine, caffeine More time to, uh, study

product consistency How 
reliably a product delivers its promised 
level of quality.

product features The specific 
characteristics of a product.

customer benefit The 
advantage that a customer gains from 
specific product features.

product line A group of products 
that are closely related to each other, 
either in terms of how they work, or the 
customers they serve.

product mix The total number of 
product lines and individual items sold 
by a single firm.
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Gap, for instance, added Old Navy to reach younger, lower-in-
come customers, and Banana Republic to reach older, higher-
income customers. Each line includes a range of different 
products designed to meet the needs of their specific cus-
tomers. But one risk of adding new lines—especially lower-
priced lines—is  cannibalization, which happens when a 
new entry “eats” the sales of an existing line. This is especially 
dangerous when the new products are lower-priced than the 
current ones. You could see the problem, for instance, if a $20 
blue jean purchase from Old Navy replaces a $50 blue jean 
purchase from Gap; the company has lost more than half its 
revenue on the sale. Like other companies with multiple lines, 
Gap carefully monitors the cannibalization issue and works to 
differentiate its lines as fully as possible.

12-2d Branding
At the most basic level, a brand is a product’s identity that 
sets it apart from other players in the same category. Typi-
cally, brands represent the combination of elements such 
as product name, symbol, design, reputation, and image. 
But today’s most powerful emerging brands go far beyond 
the sum of their attributes. They project a compelling 
group identity that creates brand fanatics: loyal customers 
who advocate for the brand better than any advertising 
a marketer could buy. The overall value of a brand to an 
 organization—the extra money that consumers will spend 
to buy that brand—is called brand equity.

Since 2001, BusinessWeek and Interbrand, a leading 
brand consultancy, have teamed up to publish a ranking 
of the 100 Best Global Brands by dollar value. The top ten 
brands are listed in Exhibit 12.4, but you can find the com-
plete list at Interbrand’s website.

Brand Name A catchy, memorable name is among the 
most powerful elements of your brand. While the right 

name will never save 
a bad business, it can 
launch a good business 
to new heights. But find-
ing the right name can 
be tough. According to 
the respected Brighter 
Naming consulting 
group, the following 
characteristics can help:

1.  Short, sweet, and 
easy to pronounce 
and spell: Examples 
include Sprite, H&M, 
GE, Nike, and Visa.

 2.  Unique within the industry: Think Caterpillar, Yahoo!, 
Starbucks, Zara, and Google.

 3. Good alliteration, especially for long names: The words 
should roll off your tongue. Some examples are Coca- 
Cola, BlackBerry, Dunkin Donuts, Weight Watchers, and 
Minute Maid.2

Brand names typically fall into four categories, as de-
scribed in Exhibit 12.5.

Line Extensions versus Brand Extensions As  
companies grow, marketers look for opportunities to 
grow their businesses. Line extensions are similar  
products offered under the same brand name. Possibilities 
include new flavors, sizes, colors, ingredients, and forms. 
One example is Lays potato chips, which offers more 
than 45 versions, including BBQ, Baked, Flamin Hot, Chili 
Limon, Bacon Mac & Cheese, and Cheesy Garlic Bread. 
The marketing challenge is to ensure that line extensions 
steal market share from competitors rather than from the  
core brand.

Brand extensions, on the other hand, involve 
launching a product in a new category under an exist-
ing brand name. The Bic brand, for instance, is quite elastic, 
stretching nicely to include diverse products such as pens, 
glue, cigarette lighters, and disposable razors. The Virgin 
brand demonstrates similar elasticity, covering more than 
350 companies that range from airlines, to cell phones, to 

cannibalization When a producer 
offers a new product that takes sales 
away from its existing products.

brand A product’s identity—
including product name, symbol, design, 
reputation, and image—that sets it apart 
from other players in the same category.

brand equity The overall value of 
a brand to an organization.

line extensions Similar products 
offered under the same brand name.

brand extension A new product, 
in a new category, introduced under an 
existing brand name.

 Exhibit 12.4     BUSINESSWEEk/INTERBRAND 
TOP TEN GLOBAL BRANDS 2015

Brand Country of Ownership

Apple United States

Google United States

Coca-Cola United States

Microsoft United States

IBM United States

Toyota Japan

Samsung South Korea

GE United States

McDonald’s United States

Amazon United States

Source: Interbrand Website, http://www.bestglobalbrands.com/2014/ranking/, accessed July 2016.
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soft drinks, to cars. But the concept of brand ex-
tension becomes most clear (and most en-
tertaining) through examining brand 
extension failures. Examples include Bic 
perfume, Budweiser Dry, Colgate (yes, 
the toothpaste brand!) frozen dinners, 
and Harley-Davidson Cologne. Appar-
ently there is some mysterious link 
between lighter fluid and perfume. 
Zippo offers perfume, too.3

Licensing Some companies opt to li-
cense their brands from other businesses. 
Licensing means  purchasing—often 
for a substantial fee—the right to use 
another company’s brand name or 
symbol. The benefits are instant name 
recognition, an established reputation, 
and a proven track record. On a world-
wide basis, the best-known licensing ar-
rangements are probably character names, which range from 
Bart Simpson to SpongeBob and appear on everything from 
cereal, to toys, to underwear. Many movie producers also do 
high-profile licensing, turning out truckloads of merchandise 
that features movie properties such as Batman and Frozen.

Another fast-growing area is the licensing of corporate 
or college names. Coca-Cola, for instance, claims to have 
more than 300 licensees who sell over a billion dollars of 
licensed merchandise each year. The potential benefits for 
Coca-Cola are clear: more promotion, increased exposure, 
and enhanced image. But the risk is significant. If licensed 
products are of poor quality or overpriced, the consumer 
backlash hits the core brand rather than the producer of 
the licensed product.

Cobranding Cobranding is when established 
brands from different companies join forces to market the 
same product. This cooperative approach has a long his-
tory but is currently enjoying a new popularity. Examples 
include:

■  T.G.I. Friday’s markets a broad (and very pop-
ular) range of Jack Daniel’s-flavored foods.

■  Dairy Queen worked with Girl Scouts 
to offer the hugely popular limited-
edition Thin Mint Blizzard.

■  As the official airline of SeaWorld, 
Southwest Airlines (LUV) has 
three Shamu planes in its fleet. 
Passengers are occasionally vis-
ited by penguins before takeoff.

Cobranding can offer huge advan-
tages to both partners, by leveraging 
their strengths to enter new markets 
and gain more exposure. But cobrand-
ing can be risky. If one partner makes a 
major goof, the fallout can damage the 
reputation of the other partner as well.

National Brands versus Store Brands  
Nat ional brands, also called manufacturers’ brands, are 
brands that the producer owns and markets. Many are well 
known and widely available, such as Oreo cookies, Dial 
soaps, and Nutella. Although most retailers carry lots of 
national brands, an increasing number have opted to also 
carry their own versions of the same products, called store 
brands, or private label. 
Deep discounters, such 
as Walmart and Costco, 
have had particular suc-
cess with their private-
label brands (e.g., Sam’s 
Choice and Kirkland). Pri-
vate labels play a grow-
ing role in grocery stores 
as well. In the United 
States, more than one 
out of four  grocery pur-
chases is private label, 

 Exhibit 12.5    BRAND NAME CATEGORIES

Category Description Examples

Location-Based Refers to either the area served or the place of origin Southwest Airlines, Bank of America, Best Western Hotels

Founder’s Name Can include first name, last name, or both McDonald’s, Dell Computer, Ford,  Disney, Jenny Craig

Descriptive or Functional Describes what the product is or how it works eBay, U.S. News and World Report,  Subway, Krispy Kreme

Evocative Communicates an engaging image that resonates 
with consumers

Yahoo!,  Craftsman, Virgin, Intel, Cosmopolitan, Starbucks, 
Apple, SpaceX, Oculus Rift

licensing Purchasing the right to 
use another company’s brand name  
or symbol.

cobranding When established 
brands from different companies join 
forces to market the same product.

national brands Brands that the 
producer owns and markets.

store brands Brands that the 
retailer both produces and distributes 
(also called private-label brands).
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and the numbers are even higher in Europe, hitting half of 
all grocery sales in a number of markets. Since the global 
recession, private-label brand sales have grown more than 
twice as fast as national brand sales. The growing influence 
and increasing quality of low-end private-label brands in-
crease the pressure on national brands to continually in-
novate while holding down prices.4

At the upper end of the market—especially in the clothing 
business—key retailers specialize in private brands to create 
and protect a consistent, upscale image. Examples include 
Neiman Marcus, Coldwater Creek, and Saks Fifth Avenue.5

12-2e Packaging
Great packaging does more than just hold the product. It can 
protect the product, provide information, facilitate storage, 
suggest product uses, promote the product brand, and at-
tract buyer attention. Great packaging is especially important 
in the crowded world of grocery stores and mass merchan-
disers. In the average supermarket, the typical shopper passes 
about 300 items per minute and makes anywhere from 20% 
to 70% of purchases on sheer impulse. In this environment, 
your package must call out to your target customers and dif-
ferentiate your product from all the others lined up beside it. 
Yet, in attracting consumer attention, a good package cannot 
sacrifice the basics such as protecting the product.6

Bottom line: great packaging stems from consumer 
needs, but it usually includes at least a smidge of creative 
brilliance. Examples include yogurt in a pouch that doesn’t 
need a spoon, soup-to-go that can be microwaved in the 
can, “anti-theft” clear sandwich bags printed with mold-
like green splotches (seriously!), and single-serving baby 
carrot packets that moms can toss into kids’ lunches.

 12-3  INNOVATION AND ThE PRODUCT 
LIfE CYCLE: NUTS, BOLTS, 
AND A SPARk Of BRILLIANCE

For a business to thrive long term, effective new product 
development is vital. And the process works only if it hap-
pens quickly. As technological advances hit the market at 
breakneck speed, current products are becoming obsolete 
faster than ever before. The need for speed compounds as 
hungry competitors crowd every niche of the market. But 
the rush is risky, since new product development costs 
can be in the millions, and the success rate is less than a 
third. Marketers who succeed in this challenging arena de-
vote painstaking effort to understanding their customers, 
but they also nurture the creativity they need to generate 

new ideas. An example of how this can work: The 3M 
Corporation—makers of Post-It Notes and Scotch Tape—
introduces about 500 new products per year by pushing its 
employees to “relentlessly ask, ‘What if?’” Some innovative 
firms, such as Google, Facebook, and LinkedIn, also encour-
age workers to spend 20% of their work time (paid work 
time!) on projects of personal interest.7

12-3a Types of Innovation
Clearly, the first personal computer represented a higher 
degree of newness than the first personal computer with 
a color screen. And the computer with a color screen rep-
resented a higher degree of newness than the first low-
cost knockoff. Levels of innovation fall along a spectrum, 
as shown in Exhibit 12.6.

Discontinuous Innovation Discontinuous innovations 
are brand-new ideas that radically change how people live. 
Examples include the first car, the first television, and the first 
computer. These dramatic innovations require extensive cus-
tomer learning, which should guide the marketing process.

Dynamically Continuous Innovation Dynami-
cally continuous innovations are characterized by marked 

Exhibit 12.6
Levels of Innovation

Discontinuous 
Innovation

Continuous 
Innovation

Dynamically 
Continuous 
Innovation

212 PART FOUR: Marketing a Business

16695_ch12_ptg01.indd   212 14/12/16   5:53 pm

Copyright 2018 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part.  WCN 02-200-203



each idea to get a sense of the potential profit and 
of how the product might fit within the company’s 
 resources. Each idea must meet rigorous  standards 
to remain a contender.

 ■ Development: The development process leads to 
detailed descriptions of each concept with specific 
product features. New product teams sometimes also 
make prototypes, or samples, that consumers can 
actually test. The results help fully refine the concept.

 ■ Testing: This stage involves the formal process of 
soliciting feedback from consumers by testing the 
product concept. Do they like the features? Are 
the benefits meaningful? What price makes sense? 
Some companies also test-market their products or 
sell them in a limited area to evaluate the consumer 
response.

 ■ Commercialization: This stage entails introducing 
the product to the general market. Two key suc-
cess factors are gaining distribution and launching 
promotions. But a product that tested well doesn’t 
always mean instant success. The VW Beetle, for 
example, sold only 330 cars during its first year in the 
United States, but it later became a hit.

12-3c New Product Adoption and Diffusion
In order to become a commercial success, new prod-
ucts must spread throughout a market after they are  
introduced. That process is called diffusion. But diffusion 
clearly happens at different speeds, depending on the  
individual consumer and on the product itself.

Product Adoption Categories Some consum-
ers like to try new things; others seem terrified of change. 
These attitudes clearly affect the rate at which individual 
people are willing to adopt (or begin buying and using) 
new products. The first adopters, about 2.5% of the total, are 
adventurous risk takers. The laggards, about 16% of the to-
tal, sometimes adopt products so late that earlier adopters 
have already moved to the next new thing. The rest of the 
population falls somewhere in between. Keep in mind that 
individuals tend to adopt new products at different rates. 
For instance, we probably all know someone who is an in-
novator in technology but a laggard in fashion, or vice versa.

Product Diffusion Rates  
Some new products diffuse 
into the population much more 
quickly than others. For example, 
Apple iPods and Segway Human 
Transporters appeared on the 
market around the same time; 

Idea Generation

Idea Screening

Analysis

Development

Testing

Commercialization

changes to existing products. Examples include cell 
phones, Blu-ray discs, and digital cameras. These types of 
innovations require a moderate level of consumer learning 
in exchange for significant benefits.

Continuous Innovation A slight modification of an 
existing product is called a continuous innovation. Exam-
ples include new sizes, flavors, shapes, packaging, and de-
sign. The goal of continuous innovation is to distinguish 
a product from the competition. The goal of a knockoff is 
simply to copy a competitor and offer a lower price.

12-3b  The New Product Development 
Process

An efficient, focused development process will boost your 
chances of new product success. The standard model in-
cludes six stages:

Each stage requires management to “green light” 
ideas before moving forward, to ensure that the company 
doesn’t waste resources on marginal concepts. 

 ■ Idea Generation: Some experts estimate that it 
takes 50 ideas for each new product that makes it to 
market, so you should definitely cast a wide net. Ideas 
can come from almost anywhere, including customer 
research, customer complaints, salespeople, engi-
neers, suppliers, and competitors.

 ■ Idea Screening: The purpose of this stage is to 
weed out ideas that don’t fit with the company’s 
objectives and ideas that would clearly be too 
expensive to develop. The Walt Disney Company, 
for instance, would certainly 
eliminate the idea of an XXX 
cable channel because it just 
doesn’t fit their mission.

 ■ Analysis: The purpose of the 
analysis stage is to estimate 
costs and forecast sales for 

“You can’t wait for 
inspiration, you have to 
go after it with a club.”

— J A C k  L O N D O N ,  A U T h O R
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iPods have become a pop culture icon, while Segways 
remain on the fringe. What accounts for the difference? 
Researchers have identified five product characteristics 
that affect the rate of adoption and diffusion. The more 
characteristics a product has, the faster it will diffuse into 
the population.

 ■ Observability: How visible is the product to other 
potential consumers? Some product categories are 
easier to observe than others. If you adopt a new 
kind of car, the whole neighborhood will know, 
plus anyone else who sees you on the streets and 
highways.

 ■ Trialability: How easily can potential consumers 
sample the new product? Trial can be a powerful way 
to create new consumers, which is why many mar-
kets fill their aisles with sample tables during popular 
 shopping hours. Other examples of trial-boosting 
strategies include test-driving cars, sampling music, 
and testing new fragrances.

 ■ Complexity: Can potential consumers easily under-
stand what your product is and how it works? If your 
product confuses people—or if they find it hard to 
explain to others—adoption rates will slow. For example, 
many people who test-ride Segway Human Transporters 
love the experience, but they have trouble explaining to 
others how it works or why it beats other transportation 
options.

 ■ Compatibility: How consistent is your product 
with the existing way of doing things? Cordless 
phones, for example, caught on almost instantly, 

since they were 
completely consistent 
with people’s prior 
 experiences—only 
better!

 ■ Relative  Advantage: How much better are the ben-
efits of your new product compared to existing prod-
ucts? When gas prices climb, for example, the benefits 
of a hybrid car take on a much higher value relative to 
standard cars. As a result, demand skyrockets.

12-3d  The Product Life Cycle: Maximizing 
Results over Time

When marketers introduce a new product, they hope it 
will last forever, generating sales and profits for years to 
come. But they also realize that all products go through 
a  product life cycle: a pattern of sales and profits that 
 typically changes over time. The life cycle can be dramati-
cally different across individual products and product cat-
egories, and predicting the exact shape and length of the 
life cycle is virtually impossible. But most product catego-
ries do move through the four distinct stages shown in 
Exhibit 12.7.

 ■ Introduction: This is a time of low sales and  
nonexistent profits as companies invest in rais-
ing awareness about the product and the product 
category. Some categories, such as the microwave, 
languish in this phase for years, while other catego-
ries, such as computer memory sticks, zoom through 
this phase. And some categories never get beyond 
introduction. (Think clear beers.)

 ■ Growth: During the growth period, sales continue  
to rise, although profits usually peak. Typically, com-
petitors begin to notice emerging categories in the 
growth phase. They enter the market—often with 
new variations of existing  products—which further 
fuels the growth. Electric cars and plug-in hybrids 
are currently in the growth phase, and a number of 
competitors have recently entered the market.

Wacky Warnings
As product lawsuits take on a life of their own, manufacturers 
are responding with warning labels that seem increasingly 
wacky. To call attention to this trend, a Michigan anti-lawsuit 
group called M-LAW sponsors the annual Wacky Warning Label 
Contest. Top finishers over the past few years have included the 
following gems:

 ▪ A toilet brush tag that says: “Do not use for personal hygiene.”

 ▪ A cardboard sunshield that keeps sunlight off a car’s 
dashboard warns, “Do not drive with sunshield in place.”

 ▪ A can of self-defense pepper spray warns users:  
“May irritate eyes.” 

 ▪ A digital thermometer that can be used to take a 
person’s temperature several different ways warns: 
“Once used rectally, the thermometer should not be 
used orally.”

 ▪ A warning on an electric drill made for carpenters cautions: 
“This product not intended for use as a dental drill.”8

product life cycle A pattern of 
sales and profits that typically changes 
over time.
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 ■ Maturity: During maturity, sales usually peak. Profits 
continue to decline as competition intensifies. Once a 
market is mature, the only way to gain more users is to 
steal them from competitors, rather than to bring new 
users into the category. Weaker players begin to drop out 
of the category. Gasoline-powered cars, sugared soda, 
and network TV are in maturity in the United States.

 ■ Decline: During this period, sales and profits begin 
to decline, sometimes quite rapidly. The reasons usu-
ally relate to either technological change or change 
in consumer needs. For instance, the introduction 
of word processing pushed typewriters into decline, 
and a change in consumer taste and habits pushed 
hot cereal into decline. Competitors continue to drop 
out of the category.

Familiarity with the product life cycle helps marketers 
plan effective strategies for existing products and identify 
profitable categories for new products. Exhibit 12.8 sum-
marizes typical marketing strategies and offers examples 
for each phase.

Individual products also have life cycles that usually 
follow the category growth pattern but sometimes vary 
dramatically. Clearly, it’s in the marketer’s best interest to 

extend the profitable run of an individual brand as long as 
possible. There are several ways to make this happen: find-
ing new uses for the product, changing the product, and 
changing the marketing mix. For example, Dancing with 
the Stars renews interest in their franchise by continually 
introducing new celebrity contestants. 

 12-4  PROMOTION: INfLUENCING 
CONSUMER DECISIONS

Promotion is the power to influence consumers—to 
remind them, to inform them, to persuade them. The 
best promotion goes one step further, building powerful 
consumer bonds that draw your customers back to your 
product again and again. But don’t forget that great pro-
motion only works with a great product. Bill Bernbach, an 
ad industry legend, captures this concept by noting that 
“A great ad campaign 
will make a bad prod-
uct fail faster. It will get 
more people to know 
it’s bad.”

Exhibit 12.7
Product Life Cycle for a Typical Product Category
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Profits tend to peak in Growth,
while sales tend to peak in Maturity.
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promotion Marketing 
communication designed to influence 
consumer purchase decisions through 
information, persuasion, and reminders.
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Marketers can directly control most promotional tools. 
From TV advertising to telephone sales, the marketer cre-
ates the message and communicates it directly to the target 
audience. But, ironically, marketers cannot directly control 
the most powerful promotional tools: publicity, such as a 
comment on The View or a review in Consumer Reports, and 
word-of-mouth, such as a recommendation from a close 
friend or even a casual acquaintance. Marketers can only in-
fluence these areas through creative promotional strategies.

12-4a  Promotion in Chaos: 
Danger or Opportunity?

Not coincidentally, the Chinese symbol for crisis resem-
bles the symbols for danger and opportunity—a perfect 
description of promotion in today’s market. The pace of 
change is staggering. Technology has empowered consum-
ers to choose how and when they interact with media, and 
they are grabbing control with dizzying speed. Digital TV  
and streaming movies continue to grow explosively. In 
2015, people around the globe spent more than eight 
hours a day consuming media—much of it digital media—
which continues to grow rapidly as a percentage of to-
tal media consumption. Meanwhile, more passive forms 
of entertainment, such as network television, are slowly  
losing their audience. And those people who do still watch 
TV are gleefully changing the schedules and zapping the 
ads with TiVo or similar devices. As media splinter across 
an array of entertainment options, usage patterns have 
changed as well: tech-savvy viewers are more prone to 
consume media in on-the-fly snacks rather than sit-down 

meals. Also, services 
such as Netflix stream-
ing and Hulu Plus have 
led to an increase in 
binge viewing of entire 
seasons of TV shows. 
Rising consumer power 

and the breakneck pace of technology have created a 
growing need—and a stunning opportunity—for mar-
keters to zero in on the right customers, at the right time, 
with the right message.9

12-4b  Integrated Marketing Communication: 
Consistency and Focus

How many marketing messages have you gotten in the 
past 24 hours? Did you flip on the TV or radio? Surf the 
Web? Notice a billboard? Glance at the logo on a T-shirt 
or cap? Chat with a friend about some product he likes? 
Marketing exposure quickly snowballs: The typical con-
sumer receives about 3,000 advertising messages each 
day. Some of those messages are hard to avoid as market-
ers find new, increasingly creative ways to promote their 
products to a captive audience. The venues include eleva-
tors, taxicabs, golf carts, and other surprising settings.10

Given the confounding level of clutter, smart com-
panies use integrated marketing communication  
to coordinate their messages through every promo-
tional vehicle—including their advertising, website, and  
salespeople—creating a coherent impression in the minds 
of their customers. Why bother coordinating all of these 
elements? The answer is clear. Consumers don’t think 
about the specific source of the communication; instead, 
they combine—or integrate—the messages from all the 
sources to form a unified impression about your product. If 
the messages are out of sync or confusing, busy consum-
ers won’t bother to crack the code. They’ll simply move on 
to the next best option.

Can you really control every message that every con-
sumer sees or hears about your product? It’s not likely. But 
if you accurately identify the key points of contact between 
your product and your target market, you can focus on 
those areas with remarkable effectiveness. For instance, the 
most common points of contact for McDonald’s are prob-
ably advertising and the in-store experience. From upbeat 

 Exhibit 12.8    ThE PRODUCT LIfE CYCLE AND MARkETING STRATEGIES

Phase Examples Sales/Profits Key Marketing Strategies

Introduction Virtual reality games, fuel cell technology, 
“smart” glasses

Low sales, low profits Build awareness, trial, and distribution

Growth Electric cars, eBook readers, mini tablets, 
fitness trackers

Rapidly increasing 
sales and profits

Reinforce brand positioning, often through heavy advertising

Maturity Airlines, DVD players,  personal computers, 
online stock  trading, energy drinks 

Flat sales and  
declining profits

Target competitors, while defending  franchise with new product 
features,  competitive  advertising, promotion, and price cuts

Decline Pagers, videocassettes Declining sales  
and profits

Reduce spending and consider terminating the product

integrated marketing 
communication The 
coordination of marketing messages 
through every promotional vehicle 
to communicate a unified impression 
about a product.
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commercials, to smiling employees, to brightly striped 
uniforms, McDonald’s spends millions of dollars to sup-
port its core message of fast, tasty food in a clean, friendly  
environment—heavily concentrated in the areas that are key 
to its brand.

Other companies are likely to encounter the bulk of 
their customers through different channels. You’d probably 
learn about Dell computers, for example, through either 
its website or word-of-mouth. Dell has invested heavily in 
both areas. The company maintains an innovative, user-
friendly website that allows even novice users to create 
customized systems. And Dell delivers award-winning cus-
tomer service and technical support, which gets its cus-
tomers to recommend its products to family and friends.

12-4c  Coordinating the Communication
Even after you’ve identified the key points of contact, coor-
dinating the messages remains a challenge. In many com-
panies, completely different teams develop the different 
promotional areas. Salespeople and brand managers often 
have separate agendas, even when the same executive 
manages both departments. Frequently, disconnected 
outside agencies handle advertising, web development, 
and sales promotion programs. Coordinating the mes-
sages will happen only with solid teamwork, which must 
begin at the top of the organization.

Information also plays a crucial role. To coordinate 
marketing messages, everyone who creates and man-
ages them must have free access to knowledge about the  
customer, the product, the competition, the market, and 
the strategy of the organization. Some of this information, 
such as strategic goals, will come from the top down, but 
a fair amount, such as information about the customer, 

should come from the bottom up. Information must also 
flow laterally, across departments and agencies. The mar-
keting research department, for instance, might have criti-
cal information about product performance, which might 
help the web management agency create a feature page 
that might respond to competitive threats identified by the 
sales force. When all parties have access to the same data, 
they are much more likely to remain on the same page.

 12-5  A MEANINGfUL MESSAGE: 
fINDING ThE BIG IDEA

Your promotional message begins with understanding 
how your product is different from and better than the 
competition. But your positioning statement—a brief 
statement that articulates how you want your target market  
to envision your product relative to the competition—
seldom translates directly into the promotional message. 
Instead, it marks the beginning of the creative development 
process, often spearheaded by ad agency creative profes-
sionals. When it works, the creative development process 
yields a big idea—a meaningful, believable, and distinctive 
concept that cuts through the clutter. Big ideas are typically 
based on either a rational or an emotional premise. Here are 
a few examples from the last decade:

Rational: Price: Home Depot: “More  saving.  
More doing.”

Engineering: Bose: “Better sound through 
research”

Ingredients: Snapple: “Made from the best 
stuff on earth.”

Subway: “Eat Fresh”

Emotional: Imagination: GE: “Imagination at work”

  Humor: Virgin Atlantic: “More  experience 
than our name suggests”

Fear: Cancer Patient’s Aid  Association: 
“Cancer Cures Smoking”

Energy: Nike: “Just do it”

Self-Esteem: Loreal: “Because you're worth it.”

Patriotism: Marines: “The few. The Proud.  
The Marines.”

Not surprisingly, 
funny ads are a consumer 
favorite, although hu-
mor can be risky. For a 
record ten years in a row, 
from 1998 through 2008,  

positioning statement A brief 
statement that articulates how the 
marketer would like the target market 
to envision a product relative to the 
competition.

With so much clutter in the marketplace, 
coordinating messages can be a real 
challenge.
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Budweiser—known for using humor effectively—
nabbed the top spot in USA Today’s annual Ad Meter 
consumer ranking of Super Bowl ads. But in 2009, a very 
funny “Free Doritos” ad—created by talented amateurs 
in an online contest sponsored by Frito-Lay—knocked 
Budweiser off its pedestal. Budweiser regained the top 
spot in 2011, sharing the honor with Doritos, which, 
once again, took the top prize with a hilarious customer-
created ad. Doritos used the same strategy to score 
a third win in 2012. In 2013, Budweiser held on to the 
top spot with a heart-warming spot about the bond 
between a trainer and his horse, while Doritos—again 
using the same  strategy—fell to eighth place. In 2015, 
Budweiser again held the top spot with an ad about a 
puppy and a horse, while  Doritos’ customer-created ad 
took fifth place. In 2016, Doritos sported two ads in the 
top ten, while Budweiser dropped to ninth place. Hyun-
dai snagged the top honors with a hilarious ad featuring 
an overprotective dad (played by comedian Kevin Hart) 
following his daughter on a first date.11

The best big ideas have entrenched themselves in 
popular culture. A small sampling:

 ■ The Energizer Bunny

 ■ “Got Milk?”

 ■ Budweiser: “Whassssuuup?!?!”

 ■ GE: “We bring good things to life.”

 ■ Motel 6: “We’ll leave the light on for you.”

12-5a An International Perspective
Some big ideas translate well across cultures. The 
 Marlboro Man now promotes rugged individualism 
across the globe. But other big ideas don’t travel as 
smoothly. DeBeers tried running ads in Japan using their 
proven strategy in the West: fabulously dressed women 
smiling and kissing their husbands who have just given 
them  glittering diamonds. The ads failed in Japan be-
cause a Japanese woman would be more likely to shed a 
few tears and feign anger that her husband would spend 
so much money. The revised DeBeers campaign featured 
a hardworking husband and wife in their tiny apartment. 
Receiving a diamond, the wife chides her extravagant 

husband: “Oh, you stu-
pid!” The campaign was a 
wild success. Taking a big 
idea to a foreign market 
can mean big money and 
a powerful brand, but 
careful research should 
still be your first step.12

 12-6  ThE PROMOTIONAL MIx: 
COMMUNICATING ThE BIG IDEA

Once you’ve nailed your message, you need to communi-
cate the big idea to your target market. The traditional com-
munication tools—or promotional channels—include 
advertising, sales promotion, direct marketing, and personal 
selling. But more recently, a number of new tools have 
emerged, ranging from advergaming to Internet minimovies. 
The combination of communication tools that you choose to 
promote your product is called your “promotional mix.” 

12-6a  Emerging Promotional Tools:  
The Leading Edge

In the past decade, the promotional landscape has changed 
dramatically. Consumer expectations and empowerment 
have skyrocketed. Consumer tolerance for impersonal cor-
porate communication has fallen. And digital technology 
has surged forward at breakneck speed. As a result, new 
promotional tools have emerged, and previously minor 
tools have burst into the mainstream. This section cov-
ers several leading-edge promotional tactics, but keep in 
mind that other tools—such as mobile phone promotion, 
social media marketing, and widget-based marketing— 
are growing explosively, too.

Internet Advertising Internet advertising has 
been highly visible for more than a decade. But the in-
dustry has moved far beyond simple banner ads and  
annoying pop-up ads. The highest growth areas include 
paid search advertising, search engine optimization, and 
online video advertising.

Paid search advertising includes both sponsored 
links on Google that relate to the topic you’ve searched, 
and targeted Google text ads on a number of different 
websites—both of which are at the heart of Google’s 
outsized financial success. Industry expert eMarketer 
estimates that paid search advertising, including both 
Google and other similar services, will top $25 billion by 
2017, with more than half of the spending going toward 
mobile. Paid search seems to be an especially attractive 
tactic during tough economic times, since it offers high 
accountability—marketers can tell exactly how well their 
limited advertising dollars are working.13

Search engine optimization (SEO) also demonstrated 
strong growth as the economy weakened. SEO involves 
taking specific steps to ensure that your website appears 
high on the list when customers look for your product or 
service via an Internet search engine such as Google or  

promotional channels Specific 
marketing communication vehicles, 
including traditional tools, such as 
advertising, sales promotion, direct 
marketing, and personal selling, and 
newer tools such as product placement, 
advergaming, and Internet minimovies.
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Yahoo!. Typically, the higher a firm appears, the more  traffic 
that site will receive from potential customers. Analysis 
from eMarketer suggest that most marketers worldwide 
do desktop SEO as a matter of course, and will turn their 
efforts to mobile SEO over the next few years, since that 
is where consumers make most of their search queries.14

Online video advertising represents another high-
growth area. This includes the increasingly popular “pre-roll” 
ads, the 15- to 30-second spots that viewers often sit through 
before watching an online video on YouTube, Hulu, or many 
other sites.  According to eMarketer estimates, the growth will 
continue to increase at a spectacular rate, more than dou-
bling from $4.14 billion in 2013 to $9.06 billion in 2017.15

Social Media Clearly, social media—including Facebook, 
Twitter, Blogger, Tumblr, Foursquare, and many  others—are 
not a fad, but rather, a paradigm shift in how successful busi-
nesses market themselves. According to advertising heavy-
weight Alex Bogusky, “You can’t buy attention anymore. 
Having a huge budget doesn’t mean anything in social 
media. . . The old media paradigm was PAY to play. Now you 
get back what you authentically put in.” And the evidence 
is building that social media offer a truly impressive return 
on investment, especially compared to traditional media. A 
few examples compiled by social media expert Erik Qualman 
underscore the potential return on investment:

 ■ Wetpaint/Altimeter Study found companies that are 
both deeply and widely engaged in social media 
significantly surpass their peers in both revenues and 
profits. The study also found the company sales with 
the highest levels of social media activity grew on 
average by 18%, while those companies with the least 
amount of social activity saw their sales decline by 6%.

 ■ BlendTec increased its sales five times by running the 
often humorous “Will It Blend” videos on YouTube, 
blending everything from an iPhone to a sneaker.

 ■ Dell sold $3,000,000 worth of computers on Twitter.

 ■ Ford Motor Company gave away 100 Fiestas to 
influential bloggers, resulting in 37% of Generation Y 
learning of the Ford Fiesta before it was launched in 
the United States.

 ■ Debt relief firm CareOne found that customers gained 
through social media completed their first payment 
through the company, at a higher rate of 732%.

 ■ Web host provider Moonfruit more than recouped its 
$15,000 social media investment as its website traffic 
soared 300% while sales increased 20%.

Looking ahead, smart marketers of both large and 
small businesses are investing their limited resources in 
social marketing and reaping an unprecedented return, 
forging the future of marketing promotion.16

Native Advertising Across all media, but especially 
Internet advertising and social media, native advertising is 
a burgeoning category of advertising specifically designed 
to mimic the user experience into which it is placed in 
terms of form and function (picture the “suggested posts” 
in your Facebook newsfeed that you as a user are much 
more likely to read and click on than a typical banner ad, 
or similarly, any of the first few options that come up on 
a typical Google search). Native ads are often fully inte-
grated into a specific delivery platform, and are not always 
identified as advertising. They do look like the surround-
ing editorial content and they typically are relevant to it. 
Market research firm Statista projected that native adver-
tising spending of $4.3 billion in 2015 would more than 
double to $8.8 billion in 2018. But it’s still the smallest part 
of marketers’ spending plans, at only about 5%, due largely 
to concerns about ethics and budget.17 

Product Placement Product placement—the 
paid integration of branded products into movies and TV—
exploded into big-screen prominence in 1982, when Re-
ese’s Pieces played a highly visible role in Steven Spielberg’s 
blockbuster film E.T. Reese’s Pieces sales shot up 65% (a 
major embarrassment for the marketers of M&Ms, who had 
passed on the opportunity). Over the years, product place-
ment in movies has moved rapidly into the limelight. A few 
notable examples are:

 ■ Walking Dead: 
Sponsor Hyundai 
played a starring 
role in this series 
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Social media offer marketers myriad 
opportunities to reach consumers.

product placement The paid 
integration of branded products into 
movies, television, and other media.
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International Intrigue—Not the 007 Kind!
For the past couple of decades, news headlines have been 
screaming about foreign countries as a seemingly endless 
source of cheap labor that sucks away American jobs. And 
millions of American jobs have indeed been exported overseas. 
But a closer look suggests that foreign markets may also be an 
intriguing source of new ideas—both new products and new 
customers. A couple of examples:

 ▪ Crocs: Not the ultimate Fashion Don’t? While many 
customers love their unsurpassed comfort level, the brightly 
colored rubber clogs have been roundly ridiculed in the 
United States for their silly appearance, even spawning 
their own “I Hate Crocs” website and online store. But Crocs 
don’t suffer the same reputation issues overseas. In China, 
consumers see Crocs more as “an American brand similar to 
Starbucks,” and in Russia, consumers tend to gravitate more 
toward the brand’s fur-lined boots. Who knew? 

 ▪ Pizza and a movie: Press play, call Dominos, and 
pull out your wallet, right? Not so fast… at least not in 
Brazil. You may be able to enjoy your pizza without spending 
an extra dollar. Ten video rental stores have partnered with 

Dominos to cover certain hit DVDs with thermal ink. As the 
disc spins, the ink melts to reveal the sight and smell of a 
Dominos pizza. Yum, yum!! 

 ▪ Shakey’s: A new lease on life in Asia.  You may not 
remember it, but Shakey’s Pizza was once a giant in the 
pizza parlor market, with locations dotting street corners 
across the United States. Although Shakey’s is no longer the 
pizza mainstay it once was in America, the chain is a growth 
brand in Asia. Adapting to its new home, Shakey’s now offers 
toppings like egg, fish flakes, and mackerel paste to suit local 
palates.18

about the zombie apocalypse, and the car somewhat 
oddly remains incongruously clean as the rest of the 
world decays.  

 ■ Modern Family (2010): An entire episode of the hit TV 
show Modern Family revolved around the Apple iPad 
two days before the tablet hit the stores.

 ■ James Bond: This long-standing movie icon hawked 
so many products in recent movies (e.g., Omega 
watches, Heineken beer, British Airways, and most 
recently, in Skyfall, Macallan whiskey) that it triggered 
a backlash from annoyed moviegoers and critics.19

For many years, Apple took top honors in the movie 
product placement sweepstakes, with products appear-
ing in 34.3% of all films that were number one in the U.S. 
box office. But in 2012, Mercedes-Benz was the most fre-
quently placed brand in hit films, knocking Apple from 
the top spot. One reason may be that in 2012, many 
more of the number-one films were produced by Sony 
Studios than in the previous year, and they all featured 
Sony electronics and shut out Apple completely. But in 
2014, Apple was back, showing up in 9 of the 35 number-
one films.  Lego may have had the highest impact prod-
uct placement, generating an 11% increase in sales in the 
6 months after The Lego Movie (essentially a 2-hour ad for 
the product) was released.20  

In an interesting combination of promotional tactics,  
product placement and online video have begun to 
merge. In 2010, Lady Gaga’s YouTube smash hit video  
Telephone featured no fewer than ten product placements. 
Some of the placements, for instance, Miracle Whip, were 
paid, while others, such as Virgin Mobile and Polaroid, 
were extensions of existing partnerships with Gaga. In 
2013, Avril Lavigne released her new single, “Rock N Roll,” 
starting with a shot of her saying, “Oh, my new Sony 
phone is ringing.” In 2014, 39 of the music videos on the 
Billboard top 100 included product placement, with Beats 
products appearing more than any other. Fans of the Nex-
flix original series House of Cards have probably noticed 
placements for Samsung, Fiji water, and other products. 
Given its efficacy in reaching younger consumers, this ap-
proach seems sure to grow in the future.

Product placement on TV has catapulted into the 
mainstream in response to the growing prominence of 
digital video recorders (DVRs) such as TiVo. Nielsen es-
timates that nearly 40% of U.S. households had at least 
one DVR in 2011, 46% in 2013, up from fewer than 10% 
in 2005. DVRs allow consumers not only to watch on their 
own schedule but also to zap ads. Worried marketers see 
product placement as a chance to “TiVo-proof” their mes-
sages by integrating them into the programming. World-
wide, the United States is the largest product placement 
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market, but China is fastest growing. One notable example: 
Analysts estimate the media value of Macallan whiskey’s  
appearance in the 2012 Bond film  Skyfall at well over 
$9 million—plus a permanent place in Bond lore, which 
many brands would consider priceless . . .22

Product placement works best for marketers if the 
product seamlessly integrates into the show as a player 
rather than simply a prop. For instance, it was hard to miss 
Coke in American Idol. The judges were seldom without their 
Coca-Cola–emblazoned cups, and during the early years of 
the show a “Coke Couch” was used onstage. The price tag 
for this exposure—including commercial time and online  
content—was about $35 million. Media buyers often nego-
tiate product placement deals as part of a package that in-
cludes regular ads, which reinforce the product that appeared 
in the program (unless, of course, the ads are zapped).23

Whether in TV or movies, product placement offers 
marketers huge sales potential in a credible environment, 
which may account for its huge growth rate. But prod-
uct placement is risky—if your show is a dud, your place-
ment is worthless. And the cost is high and growing, which 
only increases the financial risk. The benefits of product 
placement are tough to measure as well, especially for  
existing brands. But in the end, the only measure that really 
counts is consumer acceptance, which may disappear if 
product placement intrudes too much on the entertain-
ment value of movies and TV.

Advergaming Interactive games have exploded into 
pop culture; about 67% of U.S. consumers play some 
kind of video game, and mobile gamers are the larg-
est and most vibrant segment. Not surprisingly, mar-
keters have followed closely behind, developing two 
promotional channels: advergaming, which involves 

video games created as a marketing tool, usually with 
brand awareness as the core goal; plus advertising in 
the video games themselves. The advergaming seg-
ment was estimated to be between $700 million and  
$1.8 billion by 2014, and analysts estimate that in-game 
advertising will hit $2.6 billion by 2017.24

According to Massive, an advertising network that 
specializes in video games, advergaming works for mar-
keters. Gamers exposed to embedded ads show a 64% 
increase in brand familiarity, a 37% increase in brand rat-
ing, and a 41% increase in purchase consideration; fur-
thermore, rather than despising the ads, 55% of gamers 
said they “look cool.” But Massive isn’t the only game in 
town. In early 2007, Google purchased AdScape, a nimble  
video game advertising company, and independent 
agency Double Fusion also provides fierce competition. 
Despite the strong research results, analysts anticipate that 
advergaming will move in a new direction over the next 
few years, with deals that link brands with tangible rewards 
for players. Dr. Pepper, for instance, seeded 500 million bot-
tles and fountain drink cups in 2010 with special codes that 
allowed gamers to download content such as virtual weap-
ons for EA games. This approach still leaves room for purely 
promotional in-game ads to support the out-of-game 
campaigns. Given the explosive growth of mobile gam-
ing, and the growing willingness of gamers to buy virtual 
goods (e.g., access to better game levels, or to products for 
their online avatars), gamers may soon see a cyberworld 
filled with as much promotion as the real world.25 

Buzz Marketing A 
recent study defined 
“buzz” as the transfer of in-
formation from someone  

Manscape Maintenance
Manscaping, known more politely as “men’s holistic shaving 
needs,” is an area of considerable, if not quite seemly, interest 
for personal care giant Gillette. For decades, Gillette has 
dominated the market for razors and shaving products. But as 
beards continue to gain traction in popular culture and more 
relaxed attitudes about business dress codes abound, sales of 
Gillette products have dropped. The company sees manscaping 
as a burgeoning growth opportunity, especially since interest 
is high among younger men (and their female counterparts). 
To capture this market, Gillette established a manscaping-focused 
website that declares, “You may call it manscaping, we prefer 
total body grooming. Either way we’ve got you covered on how 

to shave all your body 
parts.” This website 
features videos with 
tips for groin shaving, 
back shaving, chest 
shaving, and head 
shaving, as well as 
a handful of dating 
and fitness tips, too. 
Whether you have no interest at all in manscaping or you need 
it desperately, you may want to check out the videos for the 
giggles alone!21 
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advergaming Video games 
created as a marketing tool, usually 
with brand awareness as the core goal.
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who is in the know to someone who isn’t. Buzz is essentially 
word-of-mouth, which now influences two-thirds of all con-
sumer product purchases. And it makes sense. In a world 
that’s increasingly complex, people turn to people they 
know and trust to help sort the garbage from the good stuff. 
Other popular terms for buzz marketing are “guerrilla 
marketing” and “viral  marketing.”

Not surprisingly, marketers have actively pursued buzz for 
their brands, especially with the rising cost and diminishing 
effectiveness of more traditional media channels. Innovative 
buzz campaigns are typically custom-designed to meet their 
objectives, and they often cost significantly less than more tra-
ditional approaches. Here are some notable examples:

 ■ Whopper Sacrifice: Burger King has been among 
the most successful buzz marketers, using the 

Internet to develop 
quirky and creative 
campaigns that have 
quickly gone viral. In 
late 2009, Burger King 
invited customers to 
download their Whop-
per Sacrifice Facebook 
application and use it 
to drop ten Facebook 
friends in exchange for 
a free Angry Whopper 
coupon worth $3.69. 

The application then bluntly notified each friend 
that he or she had been dumped in exchange for 
about $.37 worth of burger. Consumers responded in 
droves, apparently thankful for the excuse to purge 
their friend lists. Burger King terminated the cam-
paign when Facebook requested that they terminate 
the “de-friending” notification. But Burger King could 
still loudly proclaim, “Your love for the Whopper sand-
wich proved to be stronger than 233,906 friendships.”

 ■ Fitness First: This Dutch health club ambushed 
unsuspecting commuters by displaying their weight 
in neon lights when they took a seat at a bus bench 
in Rotterdam. Yikes. Chances are good that they both 
gained some new customers and scarred some other 
potential customers for life!27

Sponsorships Sponsorships certainly aren’t new, 
but they should experience healthy worldwide growth 
over the next few years, led by a vibrant emerging national 

buzz marketing The active 
stimulation of word-of-mouth via 
unconventional, and often relatively 
low-cost, tactics. Other terms for buzz 
marketing are “guerrilla marketing” 
and “viral marketing.”

sponsorship A deep association 
between a marketer and a partner 
(usually a cultural or sporting event), 
which involves promotion of the 
sponsor in exchange for either 
payment or the provision of goods.

Right Idea. Wrong Places.
Finding the right Big Idea to promote a product can be an 
enormous challenge. But the work doesn’t stop even after a great 
Big Idea becomes a brilliant ad. Even the best ad won’t work if 
it doesn’t find the right place in the clutter of the overcrowded 
promotional environment. Less vigilant marketers have found 
themselves stuck with some amusingly bad placement:

 ▪ If your Starbucks ad is designed for the side of a van, made 
sure that when the door slides open, the “S” doesn’t join with 
the “UCKS.”

 ▪ Don’t put an ad for fancy underpants on the side of a bus 
unless you’re sure that the mud flaps on the bus tires will 
always prevent all mud from splashing on the pristine  
image of the panties.

 ▪ Make sure that your billboard for The Walking Dead isn’t 
anywhere near a funeral home.  And if you run a funeral 
home, scour the area to make sure that no tasteless 
billboards are posted nearby.

 ▪ Make sure that your print or digital ad isn’t placed near copy 
that undermines it, such as a recent ad for Folgers coffee that 
was on a website next to an article headlined “Coffee might 
trigger a first heart attack in some.” 

 ▪ A recent ad for a Dead Like Me DVD set appeared next to 
obituaries on the New York Times website.

You can’t always know what will be around your ad, but it’s 
always possible 
—and certainly 
worthwhile—to 
at least ask the 
question…26
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90% of people trust online 
recommendations from people they 
know. Only 14% trust traditional TV 
advertisements.

— S O C I A L N O M I C S
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sponsorship market, particularly in Central and South 
America, between the 2014 World Cup and the 2016 
Olympic Games. Sponsorships provide a deep association 
between a marketer and a partner (usually a cultural or 
sporting event). Even though sponsors can’t usually pro-
vide more than simply their logo or slogan, consumers 
tend to view them in a positive light, since they are clearly 
connected to events that matter to the target audience. 
The best sponsorship investments, of course, occur when 
the target audience for the marketer completely over-
laps the target audience for the event. The high level of  
integration between the sponsors and events can provide 
millions of dollars in valuable media coverage, justifying 
the hefty price.28

12-6b  Traditional Promotional Tools:  
A Marketing Mainstay

Although new tools are gaining prominence, traditional 
promotional tools—advertising, sales promotion, public 

relations, and personal selling—remain powerful. In 
fact, many marketers use the new tools in conjunction 
with the traditional to create a balanced, far-reaching 
promotional mix.

Advertising The formal definition of advertising 
is paid, nonpersonal communication, designed to influ-
ence a target audience with regard to a product, service, 
organization, or idea. Most major brands use advertising 
not only to drive sales but also to build their reputation, 
especially with a broad target market. Television (network 
broadcasts and cable combined) remains the number-
one advertising medium, with magazines and newspa-
pers following. As mass media prices increase and au-
diences fragment, fringe media are roaring toward the 
mainstream. But measurement is tough, since alterna-
tive media tactics are buried in other categories, includ-
ing magazines, outdoor, and Internet. The overall media 
spending patterns for 2010 are shown in Exhibit 12.9. As 
you review the table, note that Internet spending does 
not include search advertising or online video advertis-
ing, which are typically tracked separately. Also note that 
overall media spending has dropped significantly in re-
sponse to the recession.

Each type of media offers advantages and drawbacks, as 
summarized in Exhibit 12.10. Your goal as a marketer should 
be to determine which 
media options reach your 
target market efficiently 
and effectively, within the 
limits of your budget.

advertising Paid, nonpersonal 
communication, designed to influence 
a target audience with regard to a 
product, service, organization, or idea.

“Doing business without 
advertising is like winking at a girl 
in the dark. You know what you 
are doing but nobody else does.”

— S T E U A R T  h E N D E R S O N  B R I T T , 
M A R k E T I N G   M A N A G E M E N T  A N D 

A D M I N I S T R A T I V E  A C T I O N

 Exhibit 12.9    2014 MEASURED MEDIA SPENDING BY MEDIUM (BILLIONS)

Measured Media 2014 Spending Percentage of Total

Broadcast TV  $28,300 20.1%

Cable TV  $27,800 19.7%

Spot TV  $16,800 11.9%

Syndicated TV   $5,200  3.7%

Newspapers  $16,700 11.8%

Radio   $6,700  4.7%

Magazines  $22,400 15.9%

Outdoor   $4,400  3.1%

Internet*  $12,800  9.1%

Total $141,100  100%

*Internet figures are based on display advertising. They do not include paid search or broadband video advertising.
Source: 100 Leading National Advertisers 2015 Marketing Fact Pack, December 21, 2015, Advertising Age.
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 Exhibit 12.10    MAJOR MEDIA CATEGORIES

Major Media Advantages Disadvantages

Broadcast TV Mass audience: Top-rated shows garnered more than  
20 million viewers in 2013.

High impact: TV lends itself to vivid, complex messages  
that use sight, sound, and motion.

Disappearing viewers: The 100 million viewers for the top-rated 
show in 2012 was dwarfed by the 1983 record of 105 million viewers 
for the finale of M*A*S*H.

Jaded viewers: Consumers who aren’t zapping ads with their DVR are 
prone to simply tuning them out.

High cost: A 30-second ad during Super Bowl 2013 cost a record 
$4 million, and a typical primetime ad cost $200,000 to $400,000, 
 depending on the show.

Cable TV Targeted programming: Cable helps advertisers target 
highly specialized markets (Zhong Tian Channel, anyone?).

Efficient: The cost per contact is relatively low, especially for 
local buys.

High impact: Cable offers the same sight, sound, and  
motion benefits as broadcast.

DVRs: As with broadcast TV, many viewers simply aren’t watching ads.

Uneven quality: Many cable ads are worse than mediocre, providing 
a seedy setting for quality products.

Newspapers Localized: Advertisers can tailor their messages to meet  
local needs.

Flexible: Turnaround time for placing and  pulling ads is  
very short.

Consumer acceptance: Readers expect, and even seek, 
newspaper ads.

Short life span: Readers quickly discard their papers.

Clutter: It takes two or three hours to read the average metro paper 
from cover to cover. Almost no one does it.

Quality: Even top-notch color newsprint leaves a lot to be desired.

Direct Mail Highly targeted: Direct mail can reach very specific markets.

International opportunity: Less jaded foreign customers 
respond well to direct mail.

Email option: Opt-in email can lower direct mail costs.

Wasted resources: Direct mail uses a staggering amount of paper. 
And most recipients don’t even read it before they toss it.

High cost: Cost per contact can be high, although advertisers can 
limit the size of the campaign.

Spam: Unsolicited email ads have undermined consumer tolerance 
for all email ads.

Radio Highly targeted: In L.A., for example, the dial ranges from 
Vietnamese talk radio, to urban dance music, each station 
with dramatically different listeners.

Low cost: Advertisers can control the cost by limiting the 
size of the buy.

Very flexible: Changing the message is quick and easy.

Low impact: Radio relies only on listening.

Jaded listeners: Many of us flip stations when the ads begin.

Magazines Highly targeted: From Cosmopolitan to  Computerworld, 
magazines reach very  specialized markets.

Quality: Glossy print sends a high-quality  message.

Long life: Magazines tend to stick around homes and offices.

High cost: A full-page, four-color ad in People can cost more  
than $300,000.

Inflexible: Advertisers must submit artwork months before  
publication.

Outdoor High visibility: Billboards and building sides are hard to miss.

Repeat exposure: Popular locations garner daily viewers.

Breakthrough ideas: Innovative approaches include cars and 
buses “wrapped” in ads, video billboards, and blimps.

Simplistic messages: More than an image and a few words  
will get lost.

Visual pollution: Many consumers object to outdoor ads.

Limited targeting: It’s hard to ensure that the right people  
see your ad.

Internet 24/7 global coverage: Offers a remarkable level of exposure.

Highly targeted: Search engines are especially strong at 
delivering the right ad to the right person at the right time.

Interactive: Internet ads can empower  consumers.

Intrusive: The annoyance factor from tough-to-close pop-ups  
alienates consumers, infuriating many.

Limited readership: Web surfers simply ignore the vast majority  
of ads.
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Sales Promotion Sales promotion stimulates 
immediate sales activity through specific short-term pro-
grams aimed at either consumers or distributors. Tradi-
tionally, sales promotion has been subordinate to other 
promotional tools, but spending has accelerated in the 
past decade. Sales promotion falls into two categories: 
consumer and trade.

Consumer promotion is designed to generate  
immediate sales. Consumer promotion tools include  
premiums, promotional products, samples, coupons, re-
bates, and displays.

 ■ Premiums are items that consumers receive free of 
charge—or for a lower than normal cost—in return for 
making a purchase. Upscale cosmetics companies use 
the gift-with-purchase approach on a regular basis. 
Successful premiums create a sense of  urgency—“Buy 
me now!”—while building the value of the brand.

 ■ Promotional products are also essentially gifts to 
consumers of merchandise that advertise a brand 
name. Or pizza delivery places give away refrigera-
tor magnets with their logo and phone number. 
Promotional products work best when the merchan-
dise relates to the brand, and it’s so useful or fun that 
consumers will opt to keep it around.

 ■ Samples reduce the risk of purchasing something 
new by allowing consumers to try a product before 
committing their cash. From 2009 to 2011, Muscle 
Milk hired hundreds of personal trainers to conduct 
promotions and distribute samples. Sampling also 
drives immediate purchases. At one time or another, 
most of us have probably bought food we didn’t 
need after tasting a delicious morsel in the supermar-
ket aisle. Costco and Trader Joe’s do especially well 
with this angle on sampling.

 ■ Coupons offer immediate price reductions to consum-
ers. Instant coupons require even less effort, since they 
are attached to the package right there in the store. The 
goal is to entice consumers to try new products. But the 
downside is huge. Marketers who depend on coupons 
encourage consumers to focus on price rather than 
value, which makes it harder to differentiate brands 
and build loyalty. In categories with frequent coupons 
(such as soap and cereal), too many consumers wait for 
the coupon in order to buy. They end up getting great 
deals, but marketers pay the price in reduced profits.

 ■ Rebates, common in the car industry and the  
electronics business, entice consumers with cash-
back offers. This is a powerful tactic for higher-priced 
items, since rebates offer an appealing purchase 

motivator. And rebates provide an incentive for 
marketers as well: breakage. Most people who buy a 
product because of the rebate don’t actually follow 
through and do the paperwork to get the money 
(some estimates suggest that breakage rates are as 
high as 90% to 95%). This means that marketers can 
offer hefty discounts without actually coughing up 
the cash, so it isn’t surprising that rebates are a  
popular promotional tool!

 ■ Displays generate purchases in-store. Most experts 
agree that consumers make a hefty chunk of their 
purchase decisions as they shop, which means 
that displays can play a crucial role in sales success. 
Marketers of consumer products often give prefabri-
cated display materials to grocery stores and mass 
merchandisers to encourage promotion.

Trade promotion  
is designed to stimulate 
wholesalers and retailers 
to push specific prod-
ucts more aggressively. 
Special deals and al-
lowances are the most 
common form of trade 
promotion, especially 
for consumer products. 
The idea is that if you 
give your distributors 
a temporary price cut, 
they will pass the sav-
ings on to consumers 
via a short-term “special.”

Companies and stores work together to 
create a positive message through store 
displays.

sales promotion Marketing 
activities designed to stimulate 
immediate sales activity through 
specific short-term programs aimed at 
either consumers or distributors.

consumer promotion Marketing 
activities designed to generate 
immediate consumer sales, using 
tools such as premiums, promotional 
products, samples, coupons, rebates, 
and displays.

trade promotion Marketing 
activities designed to stimulate 
wholesalers and retailers to push 
specific products more aggressively 
over the short term.
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Trade shows are another popular form of trade pro-
motion. Usually organized by industry trade associa-
tions, trade shows give exhibitors a chance to display and  
promote their products to their distributors. They typically  
attract hundreds of exhibitors and thousands of attendees. 
Trade shows are especially common in rapidly changing in-
dustries such as toys and consumer electronics. Every year 
the Consumer Electronics Association hosts “The world’s larg-
est annual trade show for consumer electronics!” in Las Vegas.

Other forms of trade promotion include contests, 
sweepstakes, and special events for distributors. A soda com-
pany might sponsor a contest to see which grocery store can 
build the most creative summer display for its soda brands. 
Or a cable TV programmer might take a group of system 
managers to Key West to “learn more about their program-
ming” (really an excuse for a great party that makes the sys-
tem managers more open to the programmer’s pitch).

Public Relations In the broadest sense,  public 
relations (or PR) involves the ongoing effort to create posi-
tive relationships with all of a firm’s different “publics,” including 
customers, employees, suppliers, the community, the general 
public, and the government. But in a more focused sense, PR 
aims to generate positive  publicity, or unpaid stories in the 
media that create a favorable impression about a company or 
its products. The endgame, of course, is to boost demand.

For the most part, the media cover companies or 
products that they perceive as newsworthy. To get cov-
erage, smart firms continually scan their own companies 
for potential news—a hot product or a major corporate 
achievement—and present that news to the media. But 
finding news on a regular basis can be tough. To fill the 
gaps, innovative PR people sometimes simply create 
“news.” PR guru Bill Stoller offers some interesting ideas for 
how to invent stories that will grab media attention:

 ■ Launch a Hall of Fame: Induct some luminaries 
from your industry, create a simple website, and send 
your press release to the media. Repeat each year, 
building your reputation along the way.

 ■ Make a List: The best, the worst, the top ten, the 
 bottom ten—the media loves lists, and the  possible 

 topics are endless! 
Just make sure that 
your list is  relevant 
to your business.

■  Create a Petition: 
The Web makes this 
tactic easy. Harness 
a growing trend or 
identify a need in 
your industry, and 

  launch your petition. The more signatures you get, the 
better your chances for publicity.30

The biggest advantage of publicity is that it is usually 
credible. Think about it: Are you more likely to buy a product 
featured on the news or a product featured in a 30-second 
ad? Are you more likely to read a book reviewed by the New 
York Times or featured on a billboard? Publicity is credible 
because most people believe that information presented by 
the media is based on legitimate opinions and facts rather 
than on the drive to make money. And it also helps that pub-
licity is close to free (excluding any fees for a PR firm).

Cheaters Never Prosper
In a massive, brand-breaking, environmentally damaging 
scandal, Volkswagen (VW) admitted in 2015 that it 
fit millions of cars with devices to mask the 
amount of pollutants that they spewed into the 
environment. In other words, VW knowingly 
cheated on standardized emissions tests so 
its cars would appear road-ready when they 
were anything but. Not surprisingly, this 
sizable scandal carried a sizable price for VW. 
Within a month of the cheating coming to 
light, Volkswagen sales plummeted 225%. 
What’s more, the EPA levied fines against 
VW of up to $37,500 per car—more than the 
cost of each car affected—amounting to a total 
penalty of up to $18 billion. It’s hard to imagine how the 
Volkswagen brand will recover, but it may take even longer for 
overall trust in automobile environmental claims to recover. 29

public relations (PR) The 
ongoing effort to create positive 
relationships with all of a firm’s 
different “publics,” including customers, 
employees, suppliers, the community, 
the general public, and the government.

publicity Unpaid stories in the 
media that influence perceptions about 
a company or its products.
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But publicity has a major down-
side: the marketer has no control 
over how the media present the 
company or its products. For exam-
ple, in an effort to protect customers 
from a growing tide of solicitors in 
front of its stores, Target banned Sal-
vation Army bell ringers in front of all 
its stores in 2004. The press cried foul, 
focusing not on the service to con-
sumers, but rather on the disrespect to a venerable charity. 
Target’s archrival Walmart, spotting an opportunity for itself 
at Target’s expense, announced that it would match cus-
tomer donations to the Salvation Army at all of its locations.

Personal Selling Personal selling—the world’s old-
est form of promotion—is person-to-person presenta-
tion of products to potential buyers. But successful selling 
typically begins long before the actual presentation and 
ends long afterward. In today’s competitive environment, 
selling means building relationships on a long-term basis.

Creating and maintaining a quality sales force is expen-
sive. Experts estimate that each business-to-business sales 
call costs nearly $400. So why are so many people employed 
in sales?31 Because nothing works better than personal sell-
ing for high-ticket items, complex products, and high-volume 
customers. In some companies, the sales team works directly 
with customers; in other firms, the sales force works with dis-
tributors who buy large volumes of products for resale.

Salespeople fall along a spectrum that ranges from or-
der takers who simply process sales to order seekers who 
use creative selling to persuade customers. Most depart-
ment stores hire order takers who stand behind the counter 
and ring up sales. But Nordstrom hires creative order seekers 
who actively garner sales by offering extra services such as 
tasteful accessory recommendations for a clothing shopper.

A separate category of salespeople focuses on missionary 
selling, which means promoting goodwill for a company by 
providing information and assistance to customers. The phar-
maceutical industry hires a small army of missionary salespeo-
ple who call on doctors to explain and promote its products, 
even though the actual sales move through pharmacies.

The sales process typically follows six key stages. Keep 
in mind that well before the process begins, effective sales-
people seek a complete understanding of their products, 
their industry, and their competition. A high level of knowl-
edge permeates the entire selling process.

1. Prospect and Qualify: Prospecting means 
 identifying potential customers. Qualifying means 
choosing those who are most likely to buy your 
product. Choosing the right prospects makes 

salespeople more efficient, since 
it helps them focus their limited 
time in areas that will yield results. 
Companies find prospects in a 
number of different ways, from 
trade shows, to direct mail, to cold 
calling. In a retail  environment, ev-
eryone who walks in the door is a 
prospect, so salespeople either ask 
 questions or look for visual cues to 
qualify customers.

2. Prepare: Before making a sales call, research is critical, 
especially in a business-to-business environment. What 
are your prospect’s wants and needs? What are his or 
her current product lines? Who are the key competi-
tors? What are the biggest internal and external chal-
lenges? How much time is your prospect willing to give 
you? The answers to these questions will help you cus-
tomize your presentation for maximum  effectiveness.

3. Present: You’ve probably heard that you don’t get a 
second chance to make a good first impression, and 
that’s especially true in sales. With so many options and 
so little time, buyers often look for reasons to eliminate 
choices; a weak first impression provides an easy reason 
to eliminate you. Your presentation itself should match 
the features of your product to the benefits that your 
customer seeks (a chance to use all that preparation). 
Testimonials, letters of praise from satisfied current 
customers, can push forward the sale by reducing risk 
for your prospect. A demonstration can be the clincher. 
When test-driving cars, a demonstration is a no-brainer. 
But in other categories, technology can help demon-
strate products that are too big to move.

4. Handle Objections: The key to success here is to view 
objections as opportunities rather than criticism. Objec-
tions give you a chance to learn more about the needs 
of your prospects and to elaborate on the benefits of 
your product. You should definitely anticipate as many 
objections as possible and prepare responses. One 
response may be connecting prospects with others in 
your company who can better handle their concerns. 
This approach offers the additional benefit of deepen-
ing ties between your prospect and your company.

5. Close Sale: Closing the sale—or asking the prospect 
to buy—is at the heart of the selling process. The 
close should flow 
naturally from the 
prior steps, but 
often it doesn’t—
sealing the deal  

personal selling The person-
to-person presentation of products to 
potential buyers.

“More than 85 percent 
of customers have a 
negative view of all 
salespeople.”

— B I L L  B R O O k S , 
T h E  B R O O k S  G R O U P
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can be surprisingly tough. One approach may be a 
trial close: “Would you like the 15-inch screen or the 
17-inch screen?” If your prospect is still reluctant to 
buy, you may want to offer another alternative, or a 
special financial incentive. Even if the prospect doesn’t 
actually make the purchase, remember that he or she 
may be willing in the future, so keep the door open.

6. Follow-up: The sales process doesn’t end when 
the customer pays. The quality of service and sup-
port plays a crucial role in future sales from the same 
customer, and getting those sales is much easier than 
finding brand-new prospects. Great relationships with 
current customers also lead to testimonials and refer-
rals that build momentum for long-term sales success.

Two personal selling trends are gathering momentum 
in a number of organizations: consultative selling and team 
selling. Consultative selling involves shifting the focus from the 
products to the customers. On a day-to-day basis, the practice 
involves a deep understanding of customer needs. Through 
lots and lots of active listening, consultative salespeople offer 
practical solutions to customer problems—solutions that use 
their products. While consultative selling generates powerful 
customer loyalty, it involves a significant—and expensive—
time investment from the sales force.

Team selling tends to be especially effective for large, 
complex accounts. The approach includes a group of spe-
cialists from key functional areas of the company—not just 
sales but also engineering, finance, customer service, and 
others. The goal is to uncover opportunities and respond to 
needs that would be beyond the capacity of a single sales-
person. In these situations, a key part of the salesperson’s role 
is to connect and coordinate the right network of contacts.

12-6c  Choosing the Right Promotional Mix: 
Not Just a Science

There are no fail-safe rules for choosing the right combina-
tion of promotional tools. The mix varies dramatically among 

various industries but 
also within specific indus-
try segments. The best 
approach may simply be 
to consider the following 
questions in developing 
the mix that works best 
for your products.

■  Product Character-
istics: How can you 
best communicate 
the features of 

  your product? Is it simple or complex? Is it high-priced 
or inexpensive? A specialized, high-priced item, for 
example, might require an investment in personal 
selling, whereas a simple, low-cost product might 
lend itself to billboard  advertising.

 ■ Product Life Cycle: Where does your product stand 
in its life cycle? Are you developing awareness? Are 
you generating desire? What about driving purchases? 
And building loyalty? The answers will clearly affect 
your promotional focus. For instance, if you’re develop-
ing awareness, you might focus more on advertising, 
but if you’re aiming to drive immediate sales, you’ll 
probably emphasize sales promotion.

 ■ Target Audience: How big is your target audience? 
Where do they live and work? A small target audience—
especially if it’s geographically dispersed—would lend 
itself to personal selling or direct mail. A sizable target 
audience might suggest advertising as an effective way 
to reach large numbers. Audience expectations should 
also play a role in your promotional mix decisions.

 ■ Push versus Pull: Does your industry emphasize push 
or pull strategies? A push strategy involves motivat-
ing distributors to “push” your product to the final con-
sumers, usually through heavy trade promotion and 
personal selling. A pull strategy involves creating 
demand from your final consumers so that they “pull” 
your products through the distribution channels. Many 
successful brands use a combination of push and pull 
strategies to achieve their goals. P&G recently launched 
a consumer marketing campaign for Crest toothpaste 
featuring an “Irresistibility IQ” quiz for club-goers, but 
it also promotes heavily to dentists, hoping that those 
dentists will recommend Crest to their patients.

 ■ Competitive Environment: How are your key com-
petitors handling their promotional strategies? Would 
it make more sense for you to follow their lead or to 
forge your own promotional path? If all your competi-
tors offer coupons, for instance, your customers may 
expect you to offer them as well. Or if the environ-
ment is cluttered, you might want to focus on emerg-
ing promotional approaches such as advergaming.

 ■ Budget: What are your promotional goals?  
How much money will it take to achieve them? 
(Answering this question is tough, but it’s clearly 
important.) How much are your competitors spend-
ing in each area of the mix? And how much money 
do you have for promotion? Even though available 
budget shouldn’t drive the promotional mix, it plays 
a crucial role, especially for smaller businesses.

push strategy A marketing 
approach that involves motivating 
distributors to heavily promote—or 
“push”—a product to the final 
consumers, usually through heavy 
trade promotion and personal selling.

pull strategy A marketing 
approach that involves creating 
demand from the ultimate consumers 
so that they “pull” your products 
through the distribution channels by 
actively seeking them.
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The possibilities in both product development and promotional 
strategy have rapidly multiplied in the past few years alone. 
But companies can’t deliver on the potential without well-
oiled teamwork throughout the organization. For instance, 
the operations group must focus on quality, the accounting 
group must focus on cost, and the finance group must focus 
on funding—but from a big-picture standpoint, all groups 

must work toward the same overarching goal: maximizing 
customer value. Promotion also requires coordination within 
the organization and among the outside suppliers who provide 
promotional services. Finally, the best ideas for both product 
and promotion can come from any department. Marketers who 
stay ahead of the curve will only sharpen their competitive edge 
in the decade to come.

The Big Picture

Pharmaceutical Sales Representative

Build effective long-term business relationships with healthcare 
providers. Develop and deliver sales presentations to healthcare 
professionals. Distribute product information and samples in order 
to encourage more prescriptions and recommendations. Answer 
questions from healthcare professionals in a timely manner. Keep 
current about clinical data, competitive offerings, and healthcare 
organizations, issues, and events, particularly in area of specialty. 

Organize group events for healthcare  professionals. Create 
and maintain detailed records of all  contacts and meetings. For 
more information on 
this career and other 
possible careers in 
product management or 
marketing promotion, 
check out Career 
Transitions.

Careers in Product and Promotion
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LEARNING ObjEctIvEs
After studying this chapter, you will be able to:

 13-1   Define distribution and differentiate between channels of distribution  
and physical distribution

 13-2  Describe the various types of wholesale distributors

 13-3  Discuss strategies and trends in store and nonstore retailing

 13-4  Explain the key factors in physical distribution

 13-5  Outline core pricing objectives and strategies

 13-6  Discuss pricing in practice, including the role of consumer perceptions

Distribution and Pricing:
Right Product, Right Person, 
Right Place, Right Price

Remember to visit  

PAGE 245  

for additional  
stUDY tOOLs

  13-1 DIstRIbUtION: GEttING YOUR PRODUct tO YOUR cUstOmER

Next time you go to the grocery store, look around—the average U.S. 
supermarket carries about 50,000 different products.1 Is your favorite 

brand of soda part of the mix? Why? How did it 
get from the factory to your neighborhood store? 
Where else could you find that soda? How far would 
you be willing to go to get it? These are marketing 
distribution questions that contribute directly to the 
distribution strategy: getting the right product to the 
right person at the right place at the right time.

The distribution strategy 
has two elements: channels 
of distribution and physical 
distribution. A channel 
of distribution is the 
path that a product takes 

from the producer to the consumer, while physical 
distribution is the actual movement of products along 
that path. Some producers choose to sell their products 
directly to their customers through a direct channel. 
No one stands between the producer and the customer. 
Examples range from Dell computers, to local farmers 

distribution strategy A 
plan for delivering the right 
product to the right person at the 
right place at the right time.

channel of distribution  
The network of organizations and 
processes that links producers to 
consumers.

physical distribution The 
actual, physical movement of 
products along the distribution 
pathway.

direct channel A distribution 
process that links the producer 
and the customer with no 
intermediaries.
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One core role of distributors is to reduce the number of 
transactions—and the associated costs—for goods to flow 
from producers to consumers. As you’ll see in Exhibit 13.1, 
even one marketing intermediary in the distribution chan-
nel can funnel goods from producers to consumers with far 
fewer costly transactions.

Distributors add value, or utility, in a number of differ-
ent ways: form, time, place, ownership, information, and 
service. Sometimes the distributors deliver the value (rather 
than adding it themselves), but often they add new utility 
that wouldn’t otherwise 
be present. As you read 
through the various types 
of utility, keep in mind that 
they are often interrelated, 
building on each other to 
maximize value.

markets, to factory outlet stores. But most producers use 
channel intermediaries to help their products move 
more efficiently and effectively from their factories to their 
consumers. Hershey’s, for example, sells chocolate bars to 
Sam’s Club—a channel  intermediary—which may, in turn, 
sell them to you.

13-1a  The Role of Distributors:  
Adding Value

You might be asking yourself why we need distributors. 
Wouldn’t it be a lot less expensive to buy directly from 
the producers? The answer, surprisingly, is no. Distribu-
tors add value—additional benefits—to products. They 
charge for adding that value, but typically they charge 
less than it would cost for consumers or producers to add 
that value on their own. When distributors add to the cost 
of a product without providing comparable benefits, the 
intermediaries don’t stay in business. Fifteen years ago, for 
instance, most people bought plane tickets from travel 
agents. But when the Internet reduced the cost and incon-
venience of buying tickets directly from airlines, thousands 
of travel agencies lost their customers.

“ We now live in an age of surreal 
abundance.”

— j O N A h  L E h R E R ,  
A U t h O R

channel intermediaries  
Distribution organizations that 
facilitate the movement of 
products from the producer to 
the consumer.
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Form utility provides customer satisfaction by con-
verting inputs into finished products. Clearly, form utility 
is primarily a part of manufacturing. Pepsico, for instance, 
provides form utility by transforming water, chemicals, 
and aluminum into cans of soda. But retailers can add 
form utility as well. McDonald’s, for instance, converts 
syrup, bubbly water, and paper into cups of soda.

Time utility adds value by making products avail-
able at a convenient time for consumers. In our 24/7 soci-
ety, consumers feel entitled to instant gratification, a benefit 
that distributors can provide more easily than most produc-
ers. Consider one-hour dry cleaning, or vending machines 
at your school. These distributors provide options for filling 
your needs at a time that works for you.

Place utility satisfies customer needs by providing the 
right products in the right place. Gas stations and fast food, 
for instance, often cluster conveniently at the bottom of 
freeway ramps. ATMs—essentially electronic distributors—
are readily available in locations that range from grocery 
stores to college cafeterias.

Ownership utility adds value by making it easier for 
customers to actually possess the goods and services that 

they purchase. Providing credit, cashing checks, deliver-
ing goods, and installing products are all examples of 
how distributors make it easier for customers to own their 
products.

It’s a Bird…It’s a Plane…It’s Superman…Wait,  
No—It’s a Drone!
In 2013, Amazon CEO Jeff Bezos made a media splash by 
announcing that the online giant is developing Amazon Prime 
Air, 30 minute deliveries via drone-like “octocopters.”  He 
cautioned that the service would not be in action until 2015 at 
the very earliest.  The plan was for the drones to initially carry 
items up to five pounds, which is roughly 86% of all deliveries 
Amazon makes.  Initial reaction from the public was mixed.  
Much of the public was concerned about safety and theft.  Would 
people be shooting drones from the sky? And what about 
privacy?  Others seemed to find the whole concept downright 
hilarious.  The jokes almost instantly rippled across Twitter, which 
almost inevitably spawned of parody accounts.  A sampling of 
Tweets from the fictional Octobot to the Twitterverse:  

 ▪ I see you have guests. You may also be interested in curtains.

 ▪ After your first drone arrives, five others will arrive bearing 
items we think you might also like.

 ▪ Want to show someone how much you hate them? Send me 
to their house with a Nickelback CD. #DroneRevenge

But not everyone was laughing—least of all the federal govern-
ment. Although Amazon has tested its airborne delivery bots in 
Canada, the U.K., and the Netherlands, it cannot launch in the 
United States until the Federal Aviation Administration issues 

official commercial drone regulations. Until that happens, the FAA 
must approve each Amazon drone flight, and every drone must 
remain within its operator’s line of site for the entire duration of the 
flight. With these restrictions in place, the Amazon Prime Air deliv-
ery project can’t really get off the ground—so to speak. To increase 
the likelihood that the FAA’s regulations will favor its operations, 
Amazon has begun dumping hundreds of thousands of dollars into 
political lobbying. Amazon is now Washington’s fastest-growing 
tech lobby, pushing not only for delivery drone approval but also 
for larger trucks, more road improvements, and a closer partner-
ship with the United States Postal Service. It may be quite some 
time before your next Amazon order floats down onto your porch 
from above, but if Amazon gets its way, drone delivery will one day 
be more than just pie in the sky.2
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Zappos has built its brand around superb 
customer service.

36
0b

/S
hu

tt
er

st
oc

k.
co

m

232 PART FOUR: Marketing a Business

16695_ch13_ptg01.indd   232 07/12/16   6:12 pm

Copyright 2018 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part.  WCN 02-200-203



Information utility boosts customer sat-
isfaction by providing helpful information. 
Zappos.com, for instance, hires customer ser-
vice experts to guide its customers through 
its website to the perfect pair of shoes. Simi-
larly, most skateboard stores hire skater sales-
people who gladly help customers find the 
best board for them.

Service utility adds value by providing fast, 
friendly, personalized service. Examples include 
placing a special order for that part you need 
to customize your computer, or choosing just 
the right gift in your local clothing boutique. 
Distributors that provide service utility typically 
create a loyal base of customers.

The Members of the Channel: 
Retailers versus Wholesalers Many 
producers sell their goods through multiple 
channels of distribution. Some channels 
have many members, while others have only 
a few. The main distinction among chan-
nel members is whether they are retailers or 
wholesalers. Retailers are the distributors 
that most of us know and use on a daily basis. 
They sell products directly to final consum-
ers. Examples include 7-Eleven markets, Starbucks, and 
Urban Outfitters. Wholesalers, on the other hand, buy 
products from the producer and sell them to businesses 
(or other nonfinal users, such as hospitals, nonprofits, and 
the government). The businesses that buy from wholesal-
ers can be retailers, other wholesalers, or business users. To 
complicate this fairly simple concept, some distributors act 
as both wholesalers and retailers. Costco, for example, sells 
directly to businesses and to consumers.

 13-2     WhOLEsALERs: sORtING  
OUt thE OPtIONs

Some wholesalers are owned by producers, while others 
are owned by retailers, but the vast  majority—accounting 
for about two-thirds of all the wholesale trade—are 
independent wholesaling businesses. These 
companies represent a number of different producers, 
distributing their goods to a range of customers. Indepen-
dent wholesalers fall into two categories: (1) merchant 
wholesalers, who take legal possession, or title, of the 
goods they distribute, and (2) agents/brokers, who 
don’t take title of the goods.

13-2a  Merchant 
Wholesalers

Merchant wholesalers com-
prise about 80% of all whole-
salers. By taking legal title to 
the goods they distribute, 
merchant wholesalers re-
duce the risk of producers’ 
products being damaged 
or stolen—or even that 
they just won’t sell. Taking 
title also allows merchant 
wholesalers to develop their 
own marketing strategies, 
including pricing.

 ■ Full-service merchant 
wholesalers provide 
a complete array of 
services to the retail-
ers or business users 
who typically pur-
chase their goods. This 
includes  warehousing, 

Exhibit 13.1 
Reducing Transactions through Marketing 
Intermediaries

Manufacturer Manufacturer Manufacturer Manufacturer

Manufacturer

Customer Customer Customer Customer

Customer Customer Customer Customer

Manufacturer Manufacturer Manufacturer

Marketing Intermediary

retailers Distributors that 
sell products directly to the 
ultimate users, typically in small 
quantities, that are stored and 
merchandized on the premises.

wholesalers Distributors that 
buy products from producers and 
sell them to other businesses or 
nonfinal users such as hospitals, 
nonprofits, and the government.

independent wholesaling  
businesses Independent 
distributors that buy products 
from a range of different 
businesses and sell those products 
to a range of different customers.

merchant wholesalers  
Independent distributors who 
take legal possession, or title, of 
the goods they distribute.

agents/brokers  
Independent distributors who do 
not take title of the goods they 
distribute (even though they may 
take physical possession on a 
temporary basis before distribution).

Exhibit 3.2
Market Development Options
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shipping, promotional assistance, product repairs, 
and credit.

 ■ Limited-service merchant wholesalers provide fewer 
services to their customers. For example, some might 
warehouse products but not deliver them. Others 
might warehouse and deliver but not provide credit or 
marketing assistance. The specific categories of limited-
service merchant wholesalers include the following:

 ■ Drop Shippers: Drop shippers take legal title of the 
merchandise, but they never physically process 
it. They simply organize and facilitate product 
shipments directly from the producer to their 
customers. Drop shippers are common in indus-
tries with bulky products, such as coal or timber. 
Amazon, however, successfully pioneered the use 
of drop shipping in e-commerce, where it has 
become a standard shipping method for a number 
of major websites.

 ■ Cash and Carry Wholesalers: These distributors 
service customers who are too small to merit in-
person sales calls from wholesaler reps. Customers 
must make the trip to the wholesaler themselves 
and cart their own products back to their stores. 
Costco and Staples are both examples.

 ■ Truck Jobbers: Typically working with perishable 
goods such as bread, truck jobbers drive their 
products to their customers, who are usually 
smaller grocery stores. Their responsibilities often 
include checking the stock, suggesting reorder 
quantities, and removing out-of-date goods.

13-2b Agents and Brokers
Agents and brokers connect buyers and sellers and facili-
tate transactions in exchange for commissions. But they 
do not take legal ownership of the goods they distribute. 
Many insurance companies, for instance, distribute via 
agents, while brokers often handle real estate and seasonal 
products such as fruits and vegetables.

 13-3     REtAILERs: thE cONsUmER 
cONNEctION

Retailers represent the 
last stop on the distribu-
tion path, since they sell 
goods and services di-
rectly to final consumers. 
Given their tight consumer 

connection, retailers must keep in especially close touch 
with rapidly changing consumer needs and wants.

Smart retailers gain a competitive edge by providing 
more utility, or added value, than their counterparts. Low 
prices are only part of the equation. Other elements clearly 
include customer service, product selection, advertising, 
and location. The look and feel of the retailer—whether 
online or on-ground—is another critical element.

Retailing falls into two main categories: store and 
nonstore. But as we discuss each type, keep in mind 
that the lines between them are not always clear. In fact, 
multichannel retailing—or encouraging consumers 
to buy through different venues—is an emerging phenom-
enon. Some marketers have sold their products through 
multiple channels for many years. For example, on any 
given day, you could purchase a Coke from a grocery store, 
a restaurant, or a vending machine. But the emergence 
of the Internet has provided a host of new opportunities 
for firms that hadn’t previously considered a multichannel 
approach. An active relationship between on-ground and 
online outlets has become pivotal for many retailers.

13-3a Store Retailers
While other retail channels are growing, traditional stores 
remain the 800-pound gorilla of the retail industry, ac-
counting for well over 90% of total retail. Stores range in 
size from tiny mom-and-pop groceries to multi-acre su-
perstores dwarfed only by their parking lots. Exhibit 13.2 
highlights examples of different store types.

Both retailers and the producers who distribute 
through them must carefully consider their distribution 
strategy. The three key strategic options are intensive, se-
lective, and  exclusive.

multichannel retailing  
Providing multiple distribution 
channels for consumers to buy  
a product.
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Shopping malls allow customers to visit 
several store retailers under one roof.
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Intensive Distribution Inten-
sive distribution invol ves placing your 
products in as many stores as possi-
ble (or placing your stores themselves 
in as many locations as possible). This 
strategy makes the most sense for 
low-cost convenience goods that 
consumers won’t travel too far to find. 
Marketers have chosen this strategy 
for Snickers candy bars, Dial soap, and 
Sports Illustrated magazine, among 
thousands of other items.

Selective Distribution Selective distribution means 
placing your products only with preferred retailers (or es-
tablishing your stores only in limited locations). This ap-
proach tends to work best for medium- and higher-priced 
products or stores that consumers don’t expect to find on 
every street corner. Marketers have chosen this strategy for 
Neiman Marcus, Jones Soda, and most brands of paintball 
equipment, for instance.

Exclusive Distribution Exclusive distribution means 
establishing only one retail outlet in a given area. Typi-
cally, that one retailer has exclusive distribution rights and 

provides exceptional service and se-
lection. This strategy tends to work 
for luxury-goods providers with a 
customer base that actively seeks 
their products. Examples include 
top-end cars such as Tesla and fash-
ion trendsetters such as Jason Wu.

The wheel of retailing offers 
another key strategic consideration. 
The wheel is a classic theory that sug-
gests retail firms—sometimes even 
entire retail categories—become  

more upscale as they go through their life cycles. For in-
stance, it’s easiest to enter a business on a shoestring, 
gaining customers by offering low prices. But eventually 
businesses trade up their selection, service, and facilities to 
maintain and build their customer base. Higher prices then 
follow, creating vulner-
ability to new, lower-priced 
competitors. And thus the 
wheel keeps rolling.

Although the wheel 
of retailing theory does 
describe many basic retail 

 Exhibit 13.2   REtAIL stORE cAtEGORIEs

Store Type Store Description Examples

Category Killer Dominates its category by offering a huge variety of  
one type of product.

OfficeMax, Best Buy, Staples, PetSmart, Toys R Us, Big 5 
Sporting Goods

Convenience Store Sells a small range of everyday and impulse products at easy-to-
access locations with long hours and quick checkout.

7-Eleven, AM/PM markets, Circle K, and a wide range 
of local stores

Department Store Offers a wide variety of merchandise (e.g., clothes, furniture, 
cosmetics), plus (usually) a high level of service.

Nordstrom, Macy’s, Neiman Marcus

Discount Store Offers a wide array of merchandise at significantly lower prices and 
with less service than most department stores.

Target, Walmart, Kmart

Outlet Store Producer-owned store sells directly to the public at a huge 
discount. May include discontinued, flawed, or overrun items.

Nike, Versace, Quicksilver, Calvin Klein, Converse, GUESS

Specialty Store Sells a wide selection of merchandise within a narrow category, 
such as auto parts.

Barnes & Noble, Victoria’s Secret, Claire’s, AutoZone, 
Lenscrafters, Bath & Body Works

Supermarket Offers a wide range of food products, plus limited  nonfood items 
(e.g., toilet paper).

Kroger, Safeway, Albertson’s, Whole Foods, Trader Joe’s

Supercenter Sells a complete selection of food and general merchandise at a 
steep discount in a single enormous location.

Walmart Supercenters, Super Target

Warehouse Club Sells discounted food and general merchandise to club members 
in a large warehouse format.

Costco, Sam’s Club

wheel of retailing A 
classic distribution theory that 
suggests that retail firms and retail 
categories become more upscale 
as they go through their life cycles.

In 2014, the average 
U.S. supermarket 
carried more than 
42,000 different  
items.

— F O O D  m A R k E t I N G 
I N s t I t U t E
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patterns, it doesn’t account for 
stores that launch at the high end of 
the market (e.g., Whole Foods) and 
those that retain their niche as deep 
discounters (e.g., Dollar General or 
Taco Bell). But the wheel theory 
does underscore the core principle 
that retailers must meet changing 
consumer needs in a relentlessly 
competitive environment.

13-3b Nonstore Retailers
While most retail dollars flow 
through brick-and-mortar stores, 
a growing number of sales go 
through other channels, or nonstore 
retailers. The key players represent 
online retailing, direct-response re-
tailing, direct selling, and vending.

Online Retailing Also known as “e-tailing,” online re-
tailing grew at the astonishing rate of nearly 25% per year 
for most of the early 2000s. But the torrid pace began to 
slow in 2008 with the onset of the recession. Online retail-
ing grew only 1.6% in 2009, but growth bounced back to 
over 12% in 2011. Looking forward, experts predict that 
annual growth will remain robust in the following years, 
even as e-commerce continues to mature. Much of the 
growth will likely come at the expense of on-ground retail, 
as consumers continue to shift to online channels. The big-
ger name brands—including online-only brands, such as 
Amazon, and on-ground brands with a strong web pres-
ence, such as Best Buy—seem poised to benefit most, 
since cautious consumers are most familiar with them.3

Online retailers, like their on-ground counterparts, 
have learned that great customer service can be a pow-
erful differentiator. Simply “getting eyeballs” isn’t enough, 
since—depending on the industry—fewer than 5% of the 
people visiting a typical website convert into paying cus-
tomers. Overstock.com, for instance, has been a pioneer 
in online customer service, hiring and training 60 special-
ists who engage customers in live chats, available 24/7. 
When a customer has a live chat with one of its special-
ists, the average purchase amount doubles. In fact, accord-
ing to the National Retail Federation (NRF), shoppers have 
increasingly identified Internet-only retailers among those 
who offered the best customer service. In 2012, Amazon 
.com took top honors in the annual NRF/American Express 
Customers’ Choice survey, and two other online retailers—
Overstock.com and Zappos.com—placed in its top five 
positions for the fourth year in a row, for retailers that offer 

the best customer service in any re-
tail format.4

Despite the advantages, on-
line retailers face two major hur-
dles. The first is that products must 
be delivered, and even the fastest 
delivery services typically take at 
least a couple of days. But the truly 
daunting hurdle is the lack of secu-
rity on the Web. As online retailers 
and software developers create in-
creasingly secure systems, hackers 
develop more sophisticated tools 
to crack their new codes.

Direct Response Retailing  
This category includes catalogs, 
telemarketing, and advertising 
(such as infomercials) meant to 
elicit direct consumer sales. While 

many traditional catalog retailers have also established 
successful websites, the catalog side of the business 
continues to thrive. Victoria’s Secret, for instance, sends 
a mind-boggling 400 million catalogs each year—that’s 
more than four catalogs for every American woman 
between the ages of 15 and 64. Telemarketing, both in-
bound and outbound, also remains a potent distribution 
channel, despite the popular National Do Not Call list es-
tablished in 2003.

Direct Selling This channel includes all methods of 
selling directly to customers in their homes or workplaces. 
Door-to-door sales has enjoyed a resurgence in the wake 
of the National Do Not Call list, but the real strength of 

“ Leaders win through 
logistics. Vision, sure. 
Strategy, yes. But 
when you go to war, 
you need to have 
both toilet paper and 
bullets at the right 
place at the right 
time. In other words, 
you must win through 
superior logistics.”

— t O m  P E t E R s ,  b U s I N E s s 
W R I t E R

Selection in vending machines has 
recently expanded, as people want 
healthier options.

De
ym

os
.H

R/
Sh

ut
te

rs
to

ck
.c

om

236 PART FOUR: Marketing a Business

16695_ch13_ptg01.indd   236 07/12/16   6:12 pm

Copyright 2018 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part.  WCN 02-200-203



direct selling lies in multilevel marketing, 
or MLM. Multilevel marketing involves hir-
ing independent contractors to sell products 
to their personal network of friends and col-
leagues and to recruit new salespeople in 
return for a percentage of their commissions. 
Mary Kay Cosmetics and The Pampered Chef 
have both enjoyed enormous success in this 
arena, along with pioneering companies such 
as Tupperware.

Vending Until about a decade ago, vending 
machines in the United States sold mostly soft 
drinks and snacks. But more recently, the selec-
tion has expanded (and the machines have gone 
more upscale) as marketers recognize the value 
of providing their products as conveniently as 
possible to their target consumers. The Maine 
Lobster Game, for example, allows customers to 
catch their own fresh lobster dinner with a metal 
claw in restaurants and bars. But other countries 
are far ahead of the United States in the vending 
arena. In Japan, for instance, people buy every-
thing from blue jeans to beef from vending ma-
chines. In China, a vending machine at a main 
subway station in Nanjing sells an average of 200 
live hairy crabs every day. And vending machines in Puerto 
Rico dispense free tubes of Colgate along with candy bars, 
plus an LED message that says “Don’t forget to brush.”5 As 
technology continues to roll forward, U.S. consumers are 
likely to see a growing number of vending machines for 
products as diverse as “fresh-baked” pizza, digital cameras, 
and specialty coffee drinks.

 13-4     PhYsIcAL DIstRIbUtION: PLANEs, 
tRAINs, AND mUch, mUch mORE

Determining the best distribution channels for your prod-
uct is only the first half of your distribution strategy. The 
second half is the physical distribution strategy: determin-
ing how your product will flow through the channel from 
the producer to the consumer.

The supply chain for a product includes not 
only its distribution channels but also the string of 
suppliers who deliver products to the producers. (See 
Exhibit 13.3.) Planning and coordinating the movement 
of products along the supply chain—from the raw ma-
terials to the final consumers—is called supply chain 
management or SCM. Logistics is a subset of SCM 

that focuses more on tactics (the actual movement of 
products) than on strategy.

At one time, relation-
ships among the members 
of the supply chain were 
contentious. But these days, 
companies that foster col-
laboration, rather than 
competition, have typically 
experienced more success. 
Vendor-managed inventory 
is an emerging strategy—
pioneered by Walmart—that 
allows suppliers to determine 
buyer needs and automati-
cally ship product. This strat-
egy saves time and money 
but also requires an extraor-
dinary level of trust and 
information-sharing among 
members of the supply chain.

In our turbocharged 
24/7 society, supply chain 
management has become 
increasingly complex. Gap, 

Exhibit 13.3 
Elements of the Supply Chain
The supply chain highlights the links among the various 
 organizations in the production and distribution process.

Raw Materials

Warehouse/Storage

Warehouse/Storage

Logistics (transportation, coordination, etc.)

Production

Logistics (transportation, coordination, etc.)

Distributors—Marketing and Sales

multilevel marketing 
(MLM) Involves hiring 
independent contractors to sell 
products to their personal network 
of friends and colleagues and to 
recruit new salespeople in return for 
a percentage of their commissions.

supply chain All 
organizations, processes, and 
activities involved in the flow of 
goods from the raw materials to 
the final consumer.

supply chain 
management (SCM)  
Planning and coordinating the 
movement of products along 
the supply chain, from the raw 
materials to the final consumers.

logistics A subset of supply 
chain management that focuses 
largely on the tactics involved 
in moving products along the 
supply chain.
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for instance, contracts with more than 3,000 factories in 
more than 50 different countries, and distributes its prod-
ucts to about 3,000 stores in eight different countries. The 
coordination requirements are mind- boggling. Key man-
agement decisions include the following  considerations: 

 ■ Warehousing: How many warehouses do we 
need? Where should we locate our warehouses?

 ■ Materials Handling: How should we move prod-
ucts within our facilities? How can we best balance 
efficiency with effectiveness?

 ■ Inventory Control: How much inventory should 
we keep on hand? How should we store and distrib-
ute it? What about costs such as taxes and insurance?

 ■ Order Processing: How should we manage incom-
ing and outgoing orders? What would be most efficient 
for our customers and suppliers?

 ■ Customer Service: How can we serve our customers 
most effectively? How can we reduce waiting times 
and facilitate interactions?

 ■ Transportation: How can we move products most 
efficiently through the supply chain? What are the 
key tradeoffs?

 ■ Security: How can we keep products safe from 
vandals, theft, and accidents every step of the way?

And fragile or perishable products require even more 
considerations.

13-4a  Transportation 
Decisions

Moving products through 
the supply chain is so im-
portant that it deserves its 

own section. The various options—trains, planes, and rail-
roads, for instance—are called modes of transporta-
tion. To make smart decisions, marketers must consider 
what each mode offers in terms of cost, speed, depend-
ability, flexibility, availability, and frequency of shipments. 
The right choice depends on the needs of the business 
and on the product itself. See Exhibit 13.4 for a description 
of the transportation options.

Depending on factors such as warehousing, docking 
facilities, and accessibility, many distributors use several 
different modes of transportation. If you owned a clothing 
boutique in Las Vegas, for example, chances are that much 
of your merchandise would travel by boat from China to 
Long Beach, California, and then by truck from Long Beach 
to Las Vegas.

13-4b  Proactive Supply Chain Management
A growing number of marketers have turned to supply 
chain management to build a competitive edge through 
greater efficiency. But given the complexity of the field, 
many firms choose to outsource this challenge to experts 
rather than handling it internally. Companies that specialize 
in helping other companies manage the supply chain—
such as UPS—have done particularly well in today’s market.

 13-5   PRIcING ObjEctIvEs  
AND stRAtEGIEs:  
A hIGh-stAkEs GAmE

Pricing strategy clearly has a significant impact on the 
success of any organization. Price plays a key role in de-
termining demand for your products, which directly in-
fluences a company’s profitability. Most people, after all, 

 Exhibit 13.4    mODEs OF tRANsPORtAtION

Mode

Percentage of U.S. 
Volume Based on 

2007 Ton-Miles Cost Speed
On-Time  
Dependability

Flexibility in 
Handling

Frequency of 
Shipments Availability

Rail 39.5% Medium Slow Medium Medium Low Extensive

Truck 28.6% High Fast High Medium High Most extensive

Ship 12.0% Lowest Slowest Lowest Highest Lowest Limited

Plane  0.3% Highest Fastest Medium Low Medium Medium

Pipeline 19.6% Low Slow Highest Lowest Highest Most limited

Source: Table 1-46b: U.S. Ton-Miles of Freight (BTS Special Tabulation), 2007 data, Bureau of Transportation website, http://www.bts.gov/publications/national_transportation_statistics/html/table_01_46b.html,  
accessed April 8, 2013.

modes of transportation  
The various transportation 
options—such as planes, trains, 
and railroads—for moving 
products through the supply chain.
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have a limited amount of money and a practically infinite 
number of ways they could spend it. Price affects their 
spending choices at a more fundamental level than most 
other variables.

But ironically, price is perhaps the toughest variable 
for marketers to control. Both legal constraints and mar-
keting intermediaries (distributors) play roles in deter-
mining the final price of most products. Marketers must 
also consider costs, competitors, investors, taxes, and 
product strategies.

In today’s frenetic environment, stable pricing is no 
longer the norm. Smart marketers continually evaluate 
and refine their pricing strategies to ensure that they 
meet their goals. Even the goals themselves may shift 
in response to the changing market. Common objec-
tives and strategies include building profitability, boost-
ing volume, matching the competition, and creating 
prestige.

13-5a Building Profitability
Since long-term profitability is a fundamental goal of 
most businesses, profitability targets are often the start-
ing point for pricing strategies. Many firms express these 
goals in terms of either return on investment (ROI) or re-
turn on sales (ROS). Keep in mind that profitability is the 
positive difference between revenue (or total sales) and 
costs. Firms can boost profits by increasing prices or de-
creasing costs, since either strategy will lead to a greater 
spread between the two. Doing both is tricky, but compa-
nies that succeed—such as Apple—typically dominate 
their markets.

13-5b Boosting Volume
Companies usually express volume goals in terms of 
market share—the percentage of a market controlled 
by a company or a product. Amazon.com, for example, 
launched with volume objectives. Its goal was to capture 
as many “eyeballs” as possible, in hopes of later achieving 
profitability through programs that depend on volume, 
such as advertising on its site. A volume objective usually 
leads to one of the following strategies.

Penetration Pricing Penetration pricing, a strat-
egy for pricing new products, aims to capture as much of 
the market as possible through rock-bottom prices. Each 
individual sale typically yields a tiny profit; the real money 
comes from the sheer volume of sales. One key benefit 
of this strategy is that it tends to discourage competitors, 
who may be scared off by the slim margins. But penetra-
tion pricing makes sense only in categories that don’t have 
a significant group of consumers who would be willing to 
pay a premium (otherwise, the marketer would be leaving 
money on the table). For obvious reasons, companies that 
use penetration pricing are usually focused on controlling 
costs. JetBlue is a key example. Its prices are often unbeat-
able, but it strictly controls costs by using a single kind of 
jet, optimizing turnaround times at the gate, and using 
many non-major airports.

Everyday-Low Pricing Also known as “sustained dis-
count pricing,” everyday-low pricing (EDLP) aims to 
achieve long-term profitability through volume. Walmart  
is clearly the king of EDLP with “Always low prices. Always!” 
But Costco uses the same strategy to attract a more-upscale 
audience. The difference between the two customer groups 
quickly becomes apparent by glancing at the cars, while 
strolling through the two parking lots. Costco customers are 
typically seeking everyday discounts because they want  
to, not because they need to. The product mix—eclectic  
and upscale—reflects the customer base. (Costco sells 
discounted fine wine, low-priced rotisserie chickens, fresh 
king crab legs, and high-
end electronics.) While 
Costco posted years of 
healthy, sustained growth, 
the firm ran into trouble at 
the end of 2008. As the re-
cession tightened its grip, 
sales began to soften, espe-
cially in non-food catego-
ries, suggesting that EDLP 
may be most effective for 
less-upscale products.6 By 

Many firms express long-term 
profitability goals in terms of either 
return on investment or return on sales.
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penetration pricing  
A new product pricing strategy 
that aims to capture as much of 
the market as possible through 
rock-bottom prices.

everyday-low pricing 
(EDLP) Long-term discount 
pricing, designed to achieve 
profitability through high sales 
volume.
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2010, Costco had recovered and returned to its historical 
growth trajectory. 

High/Low Pricing The high/low pricing strategy 
tries to increase traffic in retail stores by special sales on 
a limited number of products, and higher everyday prices 
on others. Often used—and overused—in grocery stores, 
drug stores, and department stores, this strategy can alien-
ate customers who feel cheated when a product they 
bought for full price goes on sale soon afterward. High/
low pricing can also train consumers to buy only when 
products are on sale.

Loss-Leader Pricing Closely related to high/low 
pricing, loss-leader pricing means pricing a hand-
ful of items—or loss leaders—temporarily below cost to 
drive traffic. The retailer loses money on the loss leaders 
but aims to make up the difference (and then some) 

on other purchases. To en-
courage other purchases, 
retailers typically place loss 
leaders at the back of the 
store, forcing customers 
to navigate past a tempt-
ing array of more profitable 
items. The loss-leader strat-
egy has been used effec-
tively by producers, as well. 
Gillette, for instance, gives 
away some shavers prac-
tically for free but reaps 

handsome profits as consumers buy replacement blades. 
Similarly, Microsoft has sold its Xbox systems at a loss to 
increase potential profits from high-margin video games. 
But the loss-leader strategy can’t be used everywhere, 
since a number of states have made loss leaders illegal for 
anticompetitive reasons.7

13-5c  Matching the Competition
The key goal is to set prices based on what everyone else 
is doing. Usually, the idea is to wipe out price as a point 
of comparison, forcing customers to choose their prod-
uct based on other factors. Examples include Coke and 
Pepsi, Honda and Toyota, Chevron and Mobil, and Delta 
and United. But sometimes one or two competitors 
emerge that drive pricing for entire industries. Marlboro, 
for instance, leads the pack in terms of cigarette pricing, 
with other brands falling into place behind.

Timing Is Everything!
At the exact same time of day that you might score free 
appetizers and a half-priced beverage at your local happy 
hour, you might pay double for a ride with Uber during surge 
pricing hours. While pricing in the United States appears to 
be fixed, it’s flexible in more cases than you might initially 
think. Consider early bird specials at restaurants, Blue Light 
Specials at K-Mart, and Black Friday deals the day after 
Thanksgiving.

If you book your Las Vegas vacation for December, you can 
stay at a world-class hotel for just dollars a day. Unless, that 
is, you want to visit during the National Finals Rodeo or New 
Years Eve—in which case all bets are off. Time is a consistent 
factor in every one of these deals. If you are interested in 
getting the best possible deals in the United States, you must 

plan your time accord-
ingly. It all circles back 
to supply and demand. 
During windows of high 
demand, prices are likely 
to rise; when demand is 
low, prices will plummet. 
The opposite holds true 
for supply. So one way 
to keep an eye on your 
wallet is to keep a close 
eye on the clock and 
the calendar.
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high/low pricing A pricing 
strategy designed to drive traffic 
to retail stores by special sales on 
a limited number of products, and 
higher everyday prices on others.

loss-leader pricing Closely 
related to high/low pricing, 
loss-leader pricing means pricing 
a handful of items—or loss 
leaders—temporarily below cost 
to drive traffic.

“ If automobiles had followed the 
same development cycle as the 
computer, a Rolls-Royce would 
today cost $100, get a million miles 
per gallon, and explode once a 
year, killing everyone inside.”

— R O b E R t  c R I N G E LY,  t E c h N O L O G Y  j O U R N A L I s t
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13-5d Creating Prestige
The core goal is to use price to send consumers a message 
about the high quality and exclusivity of a product—the 
higher the price, the better the product. Of course, this 
strategy works only if the product actually delivers top 
quality; otherwise, nobody would buy more than once 
(and those who do so would clearly spread the word). 
Rolex watches, Mont Blanc pens, and Bentley cars all use 
prestige pricing to reinforce their image.

Skimming Pricing This new product pricing strategy 
is a subset of prestige pricing. Skimming pricing in-
volves offering new products at a premium price. The idea 
is to entice price-insensitive consumers—music fanatics, 
for example—to buy high when a product first enters the 
market. Once these customers have made their purchases, 
marketers will often introduce lower-priced versions of the 
same product to capture the bottom of the market. Apple 
used this strategy with its iPod, introducing its premium 
version for a hefty price tag. Once it had secured the big 
spenders, Apple introduced the lower-priced iPod Nanos 
and Shuffles with a powerful market response. But keep in 
mind that skimming works only when a product is tough 
to copy in terms of design, brand image, technology, or 
some other attribute. Otherwise, the fat margins will at-
tract a host of competitors.

 13-6     PRIcING IN PRActIcE:  
A REAL-WORLD APPROAch

At this point, you may be wondering about economic 
theory. How do concepts such as supply and demand and 
price elasticity affect pricing decisions?

Even though most marketers are familiar with eco-
nomics, they often don’t have the information they 
need to apply the theories to their specific pricing strat-
egies. Collecting data for supply and demand curves is 
expensive and time consuming, which may be unrealis-
tic for rapidly changing markets. From a real-world 
standpoint, most marketers consider market-based 
factors—especially customer expectations and competi-
tive prices—but they rely on cost-based pricing. The key 
question is: What price levels will allow me to cover my 
costs and achieve my objectives?

13-6a Breakeven Analysis
Breakeven analysis is a relatively simple process that 
determines the number of units a firm must sell to cover 
all costs. Sales above the breakeven point will generate a 
profit; sales below the breakeven point will lead to a loss. 
The actual equation looks like this:

Breakeven Point (BP) 5
 Total fixed costs (FC)

 Price/unit (p) 2 Variable costs/unit (VC)

If you were selling customized nachos, for example, 
your fixed costs might be $400,000 per year. Fixed costs 
stay the same regardless of how many servings of na-
chos you sell. Specific 
fixed costs might include 
the mortgage, equip-
ment payments, advertis-
ing, insurance, and taxes. 
Suppose your variable 
cost per serving—the 
cost of the ingredients 
and the cost of wages for 
the cook—were $5 per 
serving. If your customers 

skimming pricing A new 
product pricing strategy that 
aims to maximize profitability 
by offering new products at a 
premium price.

breakeven analysis  
The process of determining the 
number of units a firm must sell 
to cover all costs.

Higher Level Impulse Control
Before Internet shopping became the norm, customers would 
wander unhurriedly through retail shops, looking at items that 
they may or may not need and gathering potential purchases 
into oversized shopping carts. But with the rise of e-commerce, 
a new shopping pattern has emerged. Many millennials (and 
even some older adults) now treat shopping like a mission-
based activity. They zero in on what they came for, buy it, 
and then leave—actively ignoring the enticement of deep 
discounts, end-aisle displays, and other temptations. Some of 
these consumers’ strategies for avoiding temptation include 

sticking obsessively to shopping lists, shopping together 
(to keep each other in check), and not using shopping carts 
whenever possible. The issue is less that they cannot afford 
to buy things and rather that they choose not to buy as much. 
Many consumers today avoid making impulse purchases 
because they have more expensive and long-term goals in 
mind, such as travel or real estate. This increased impulse 
control doesn’t just threaten bubble gum and magazine sales; 
it shakes up the whole structure of retail, which has counted on 
the wandering eyes of undisciplined consumers for decades.8
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would pay $12 per serving, you could use the breakeven 
equation to determine how many servings of nachos 
you’d need to sell in a year so that your total sales were 
equal to your total expenses. Remember: a company 
that is breaking even is not making a profit.

Here’s how the breakeven analysis would work for our 
nacho business: 

BP 5
 FC 

5
 $400,000 

5
 $400,000 

5 57,143 Servings Nachos
 P 2 VC     $12 2 $5          $7

Over a one-year horizon, 57,143 servings of custom-
ized nachos would translate to about 157 servings per day. 
Is that reasonable? Could you do better? If so, start thinking 
of some creative names! If not, you have several choices, 
each with its own set of considerations:

 ■ Raise Prices: How much do other snack-like meals 
in your neighborhood cost? Are your nachos better 
in some way? Would potential customers be willing 
to pay more?

 ■ Decrease Variable Costs: Could you use less ex-
pensive ingredients? Is it possible to hire less expen-
sive help? How would these changes affect quality 
and sales?

■  Decrease Fixed Costs:  
Should you choose 
a different location? 
Can you lease cheaper 
equipment? Would it 

  make sense to advertise less often? How would these 
changes affect your business?

Clearly, there isn’t one best strategy, but a breakeven 
analysis helps marketers get a sense of where they stand 
and the hurdles they need to clear before actually intro-
ducing a product.

13-6b  Fixed Margin Pricing
Many firms determine upfront how much money they need 
to make for each item they sell. The profit margin— 
which is the gap between the cost and the price on a per- 
product basis—can be expressed as a dollar amount but 
more often is expressed as a percent. There are two key 
ways to determine margins.

1. Cost-Based Pricing: The most popular method 
of establishing a fixed margin starts with determin-
ing the actual cost of each product. The process is 
more complex than it may initially seem, since fixed 
costs must be allocated on a per-product basis, and 
some variable costs fluctuate dramatically on a daily 

Coca-Cola: It’s Everywhere You Want to Be,  
and Some Places You May Not Want to Be…
You don’t need to travel very far to find a Coca-Cola product. 
That’s because the beverage behemoth has 17 brands with 
more than one billion dollars in annual retail sales and sells 
more than 500 different brands of soda, tea, and juice. In fact, 
Coke makes so many different beverages that if you drank 
one per day, it would take you over nine years to try them all. 
Coca-Cola has also developed an enviable distribution network. 
From the rugged mountains of Nepal to the remote villages of 
Zimbabwe, local vendors sell Coke. This distribution network is 
so comprehensive that philanthropic groups such as the Bill and 
Melinda Gates Foundation are testing it as a potential means 
to reach rural areas to deliver medicine and supplies alongside 
soda. Pretty impressive for a brand that’s losing some of its 
fizzle in the United States.9 
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profit margin The gap 
between the cost and the price of 
an item on a per-product basis.

There are two kinds of fools in any 
market. One doesn’t charge enough. 
The other charges too much.

— R U s s I A N  P R O v E R b
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or weekly basis. But once the per-product cost is set, 
the next step is to layer the margin on the cost to 
determine the price. Costco, for instance, has a strict 
policy that no branded item can be marked up by 
more than 14%, and no private-label item by more 
than 15%. Supermarkets, on the other hand, often 
mark up merchandise by 25%, and department stores 
by 50% or more. Margins in other industries can be 
much thinner.11

2. Demand-Based Pricing: This approach begins by 
determining what price consumers would be willing 
to pay. With that as a starting point, marketers subtract 
their desired margin, which yields their target costs. 
This method is more market-focused than cost-based 
pricing, but it’s also more risky, since profits depend on 
achieving those target costs. A number of Japanese 
companies, such as Sony, have been very successful 
with this approach, achieving extraordinarily efficient 
production.

13-6c  Consumer Pricing Perceptions: 
The Strategic Wild Card

You just don’t know if you’ve found the right price until 
you figure out how consumers perceive it. And those per-
ceptions can sometimes defy the straightforward logic of 
dollars and cents. Two key considerations are price–quality 
relationships and odd pricing.

The link between price and perceived quality can 
be powerful. Picture yourself walking into a local sport-
ing goods store, looking for a new snowboard. They have 
several models of your favorite brand, most priced at 
around $450. But then you notice another option—same 
brand, same style—marked down to $79. Would you 
buy it? If you were like most consumers, you’d probably 
assume that something were wrong with a board that 
cheap. Would you be right? It’s hard to know. Sometimes 
the relationship between price and quality is clear and 
direct, but that is not always the case. Regardless, con-
sumers will use price as an indicator of quality unless 
they have additional information to guide their decision. 
Savvy marketers factor this tendency into their pricing 
strategies.

Marketers also must weigh the pros and cons of 
odd pricing, or ending prices in numbers below even 
dollars and cents. A micro stereo system at Target, for 
instance, costs $99.99. Gasoline uses odd pricing to 
99/100ths of a cent. But wouldn’t round numbers be 
easier? Does that extra penny really make a difference? 
While the research is inconclusive, many marketers be-
lieve that jumping up to 
the “next” round number 
sends a message that 
prices have hit a whole 
new level. In other words, 
they believe that the 

Pricing Sleight of Hand
As a consumer, does it ever seem to you as though marketers 
use magic to separate you from your money? As a marketer, it 
may be helpful to know some pricing tricks that marketers use 
to maximize revenue. Here are some examples, used especially 
well by Apple:

 ▪  Establish a high reference point: Research suggests that most 
consumers need a reference point to determine whether a 
given price is reasonable. For instance, the iPhone cost $599 
when it first launched, which helps make an iPhone today at 
$199 seem like a bargain. 

 ▪  Obscure the reference point: Apple products look so unique 
that it’s impossible to compare them accurately to anything 
else on the market. Similarly, candy and other treats in 
movie theaters are tough to accurately price-compare to 
goodies at other outlets, because they tend to come in 
unusual, large boxes that are shaped nothing like what you 
see at other stores.

 ▪  Hide price components in bundles: Not just Apple, but most 
electronic devices, count on downstream data fees over the 
course of a contract to supplement the cost of the device 
itself. For instance, computer printers are relatively 
cheap, but manufacturers rely on anticipated 
sales from proprietary ink cartridges. Ink 
revenue adds up quickly—especially  
over the full life of a printer.

Each of these strategies is legally 
sound, but they may be a bit 
ethically shaky. Being 
aware is a crucial 
part of being a smart 
consumer. And making 
pricing information trans-
parent is part of being an 
ethical marketer.10 Lj
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odd pricing The practice of 
ending prices in numbers below 
even dollars and cents in order to 
create a perception of greater value.
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perceived gap between $99.99 and $100.00 is much 
greater than the actual gap of .0001%. And it certainly 
makes sense from an intuitive standpoint.

Odd prices have also come to signal a bargain, which 
is often— but not always—a benefit for the marketer. 
For instance, a big-screen TV for $999.99 might seem 
like a great deal, while knee surgery for $4,999.99 sounds 

kind of scary—you’d probably rather that your doctor 
charge $5,000. Likewise, a fast-food joint might charge 
$3.99 for its value meal, while fine restaurants almost al-
ways end their prices in zeros. Marketers can determine 
whether odd pricing would work for them by evaluat-
ing the strategy in light of the messages it sends to the 
target market.

Distribution and pricing are two fundamental elements 
of the marketing mix. In today’s frenzied global economy, 
marketers are seeking a competitive edge through distribution 
management. Creating a profitable presence in multiple retail 
venues requires constant focus throughout the organization. 
And managing the supply chain—how products move along the 
path from raw materials to the final consumer—plays a crucial 
role in controlling costs and providing great customer service. 
Integrating effective technology during the entire process can 
separate the winners from the losers. 

Pricing objectives and strategies are also pivotal since they 
directly impact both profitability and product image. As the 
market changes, successful companies continually reevaluate 
and modify their approach, working hand in hand with their 
accountants.

Looking ahead, a growing number of companies will probably 
move toward collaboration, rather than competition, as they 
manage their supply chains. And pricing will likely become even 
more dynamic in response to the changing market.

The Big Picture

Warehouse Manager

Oversee the safe receipt, storage, retrieval, and timely 
transmission of goods. Oversee computerized inventory 
management system. Comply with federal, state, and 
local laws regarding warehousing, material handling, 
and shipping. Plan the  arrangement of goods within the 
warehouse and handle requirements for specialized stock 
(e.g., chilled goods or fragile products). Keep current with 
all relevant legislation and  industry trends. Ensure security 

in all aspects of warehouse  operation. Maintain physical 
condition of warehouse.  Create and track warehousing 
budget to meet financial  objectives. Hire, manage, and 
motivate warehouse staff. For more  information on this 
 career and other 
 possible careers in 
 distribution or  pricing, 
check out Career 
 Transitions. 

Careers in Distribution and Pricing
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In simple terms, planning 
means figuring out where 
to go and how to get 
there. Organizing means 

determining a structure for both individual jobs and  
the overall organization. Leading means directing 
and motivating people to achieve organizational goals. 
And controlling means monitoring performance and 

Remember to visit  

PAGE 263  
for additional 

STUDY TOOLS

LEARNING ObjEcTIvES
After studying this chapter, you will be able to:

 14-1 Discuss the role of management and its importance to organizational success

 14-2 Explain key theories and current practices of motivation

 14-3 Outline the categories of business planning and explain strategic planning

 14-4 Discuss the organizing function of management

 14-5 Explain the role of managerial leadership and the key leadership styles

 14-6 Describe the management control process

Management, Motivation, 
and Leadership:
Bringing Business to Life

 14-1 bRINGING RESOURcES TO LIfE

To grow and thrive, every business needs resources— money, technology, 
materials—and an economic system that helps enterprise flourish. But those 

resources, or  factors of production, are nothing without 
management to bring them to life. Managers provide 
 vision and direction for their organizations, they decide 
how to use resources to achieve goals, and they inspire 
others—both inside and outside their companies—
to follow their lead. By formal definition, managers 
achieve the goals of an organization through planning, 
organizing, leading, and  controlling organizational 
 resources, including people, money, and time.

management Achieving the 
goals of an organization through 
planning, organizing, leading, and 
controlling organizational resources 
including people, money, and time.

planning Determining 
organizational goals and action 
plans for how to achieve those goals.

organizing Determining a 
structure for both individual jobs 
and the overall organization.

leading Directing and 
motivating people to achieve 
organizational goals.

controlling Monitoring 
performance and making 
adjustments as needed.
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making adjustments as needed. In today’s chaotic, hyper-
competitive business environment, managers face daunt-
ing challenges. But for the right people, management 
positions can provide an exhilarating—though sometimes 
exhausting—career.

As the business pace accelerates and the environ-
ment continues to morph—especially in the wake of eco-
nomic turmoil—the role of management is also radically 
transforming. The successful manager has changed from 
boss to coach, from disciplinarian to motivator, from dicta-
tor to team builder. But the bottom-line goal remains the 
same: to create value for the organization.

14-1a  Management Hierarchy: Levels  
of Responsibility

Most medium-sized and large companies have three ba-
sic levels of management: top management, middle 
 management, and first-line (or supervisory) 
management. The levels typically fall into a pyramid of 
sorts, with a small number of top managers and a larger 
number of  supervisory managers. Responsibilities shift 
as managers move up the hierarchy, and the skills that 
they use must shift accordingly. Here are the differences  
between three key levels:

“ If you can get those two things 
right—having a clear direction 
on what you are trying to do 
and bringing in great people 
who can execute on the stuff—
then you can do pretty well.”

— M A R k  Z U c k E R b E R G ,  f O U N D E R  
A N D  c E O ,  f A c E b O O k

 ■ Top management  
sets the overall direc-
tion of the firm. Top 
managers must articu-
late a vision, establish 
priorities, and allocate 
time, money, and other 
 resources. Typical titles 
include chief executive 
officer (CEO), president, 
and vice president.

 ■ Middle management  
manages the managers. 
(Say that three times!) 

top management  
Managers who set the overall 
direction of the firm, articulating 
a vision, establishing priorities, 
and allocating time, money, and 
other resources.

middle management  
Managers who supervise lower-
level managers and report to a 
higher-level manager.

first-line (supervisory) 
management Managers 
who directly supervise 
nonmanagement employees.
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Middle managers must communicate up and down 
the pyramid, and their primary contribution often in-
volves coordinating teams and special  projects with 
their peers from other departments. Typical titles 
include director, division head, and branch manager.

 ■ First-line (supervisory) management manages 
the people who do the work. First-line managers 
must train, motivate, and evaluate nonmanagement 
employees, so they are heavily involved in day-to-day 

14-1b  Management Skills: Having What  
It Takes to Get the Job Done

Given the turbulence of today’s business world, managers 
must draw on a staggering range of skills to do their jobs 
 efficiently and effectively. Most of these abilities cluster 
into three broad categories: technical skills, human skills, 
and conceptual skills.

 ■ Technical Skills: Technical skills refer to expertise 
in a specific functional area or department. Keep in mind 
that technical skills don’t necessarily relate to technology. 
People can have technical skills—or specific expertise—
in virtually any field, from sales, to copywriting, to ac-
counting, to airplane repair, to  computer programming.

 ■ Human Skills: Human skills refer to the ability 
to work with and through other people in a range of 
different relationships. Human skills include commu-
nication, leadership, coaching, empathy, and team 
building. A manager with strong human skills can 
typically mobilize support for initiatives and find  
win–win solutions for conflicts.

 ■ Conceptual Skills: Conceptual skills refer to 
the ability to grasp a big-picture view of the overall 

Starting Early and Staying Strong
Some people seem compelled to succeed no matter what . . .  
and those are the folks who tend to drive the economy. 
A quick survey of some well-known super-achievers 
suggests that a high level of motivation was part 
of their personalities from the very beginning:

 ■ Mark Zuckerberg, Facebook founder: Before 
he went to college, Mark was recruited to 
work for Microsoft and AOL. As a toddler, 
he found a screwdriver and dismantled 
his crib when he thought he was too old 
for a “baby bed.” 

 ■ Palmer Luckey, 23-year-old founder of 
Oculus Rift: Luckey experimented with 
building coil guns in his parents’ garage  
when he was a teenager. “Looking back,” he says, 
“it’s honestly a miracle I am not dead.” 

 ■ Oprah Winfrey, media mogul: Winfrey began working at the 
corner grocery store next to her father’s barber shop, and 
she “hated every minute of it.” Winfrey wasn’t allowed to talk 
to the customers, which she understandably found “very, 
very, very hard.”

 ■  Jeff Bezos, Amazon founder: As a teenager, Jeff built amateur 
robots and an assortment of other electronic inventions.

 ■  Warren Buffett, founder of Berkshire 
Hathaway and one of the richest people in the 
world, began delivering papers on his bicycle 
at the age of 13. By the time he finished high 
school in 1947, Buffett had earned $5,000, 
which is the equivalent of $54,000 today.

 ■  Richard Branson, Virgin Group CEO: Branson 
attributes at least some of his motivation to 
his mom: When he was six, she would shove 
him out of the car and tell him to find his 
own way home.

 ■  Chris Rock, comedian: Chris’ first job was at 
Red Lobster. “The thing about Red Lobster 
is that if you work there, you can’t afford 
to eat there,” he once told Jay Leno. “You’re 
making minimum wage. A shrimp costs 
minimum wage.”

But keep in mind that some high achievers don’t gear up until 
well after childhood. True motivation requires clear goals, which 
people can develop at any point in their lives. When meaningful 
goals merge with energy and determination, anything becomes 
possible.1

Brian Goff/Shutterstock.com

technical skills Expertise 
in a specific functional area or 
department.

human skills The ability 
to work effectively with and 
through other people in a range of 
different relationships.

conceptual skills The 
ability to grasp a big-picture view 
of the overall organization, the 
relationships among its various 
parts, and its fit in the broader 
competitive environment.

production issues. 
Typical titles include 
supervisor, foreman, 
and section leader.

Smaller companies 
usually don’t have a hierar-
chy of management. Often 
the owner must act as the 
top-, middle-, and first-line 
manager, all rolled into 
one. This clearly requires 
enormous flexibility and 
well-developed manage-
ment skills.
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organization and the relationship between its 
various parts. Conceptual skills also help managers 
understand how their company fits into the broader 
competitive environment. Managers with strong 
conceptual skills typically excel at strategic planning.

All three categories of skill are essential for manage-
ment success. But their importance varies according to 
the level of the manager. Front-line managers must have a 
high degree of technical skills, which help them hire, train, 
and evaluate employees; avoid mistakes; and ensure high-
quality production. Middle-level managers need an espe-
cially high level of human skills. They typically act as the 
bridge between departments, coordinating people and 
projects that sometimes have mismatched priorities. Top-
level managers must demonstrate excellent conceptual 
skills in order to formulate a vision, interpret marketplace 
trends, and plan for the future. To move up in an organiza-
tion, managers must constantly learn and grow, nurturing 
skills that reflect their new tasks.

Across all three skill sets, critical thinking and decision-
making abilities have become increasingly important. 
Critical thinking helps managers find value even in an 
overload of information. Part of how information overload 
plays out is in email management; according to Fortune 

magazine, the average knowledge worker now spends an 
astounding 28% of her work time managing email. Simply 
deleting unwanted emails could take more than 16 hours 
per year! Strong decision-making skills help managers re-
spond wisely and rapidly to all this information, with an 
unwavering focus on customer satisfaction.

Managers who expect to grow in the company hier-
archy must expect to foster new skills. Too often, workers 
get promotions because of great technical skills—for ex-
ample, the top salesperson lands the sales manager slot—
but they struggle to move further because they don’t fully 
develop their human and conceptual skills.

 14-2 MOTIvATION: LIGhTING ThE fIRE
Standout managers motivate others to reach for their best 
selves—to accomplish more than they ever thought pos-
sible. Motivated workers tend to feel great about their jobs, 
and workers who feel great tend to produce more. But the 
thinking about how to motivate workers has changed 
 dramatically over time. In the early 1900s, key manage-
ment thinkers focused on efficiency and productivity, dic-
tating precisely how workers should do each element of 

Bad Decisions, Big Impacts
Every day, managers around the globe make high-stakes 
decisions, from expanding overseas, to introducing new 
products, to closing factories. The great decisions have become 
the stuff of legends, shaping the business world as we know it 
today. Bad choices also abound. Consider these five business 
decisions that made history for their silliness:

 ■ Faced with the opportunity to buy rights to the telephone in 
1876, Western Union, the telegraph behemoth, rejected the 
newfangled device: “This ‘telephone’ has too many short-
comings to be seriously considered as a means of communi-
cation. The device is inherently of no value to us.”

 ■ In 1899, two young attorneys approached Asa Candler—
owner of the briskly selling new fountain drink Coca-Cola—
with an innovative proposal to bottle the beverage. Chandler 
sold them exclusive rights to bottle Coke across most of the 
United States for the grand sum of $1. Oops.

 ■ In 1977, the executives at 20th Century Fox exhibited 
overconfidence in their deal-making abilities, and far too 
little confidence in director George Lucas’s filmmaking and 

business savvy. In exchange for a paltry $20,000 pay cut, 
they signed over to Lucas all product merchandising rights 
for the current and all future Star Wars films. The combined 
revenue from merchandising is estimated to have exceeded 
$3 billion, and continues to grow annually, making it the 
most lucrative deal ever struck between an individual and 
a corporate studio in entertainment history. Seemed like a 
good idea at the time . . . .

 ■ In 1999, fledgling search engine Excite rejected an offer to 
buy Google because it considered the $1 million asking price 
to be too high. Google is now worth nearly $300 billion, and 
Excite is defunct. 

 ■ Mike Smith, one of the executives in charge of evaluating 
new talent for the London office of Decca Records, rejected 
the Beatles in 1962 with the now infamous line: “Groups are 
out; four-piece groups with guitars particularly are finished.” 
Not so much… .

With the help of hindsight, momentous decisions may seem 
almost inevitable. But these bloopers clearly show that in  
the fog of the moment, the right choice can be anything 
but clear.2

What Were They Thinking?
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their jobs. But more recent research suggests that people’s 
thoughts and feelings play a vital role in motivation, which 
leads to a range of new theories.

14-2a Theories of Motivation
Maslow’s Hierarchy of Needs Theory Noted psy-
chologist Abraham Maslow theorized that people are moti-
vated to satisfy only unmet needs. He proposed a  hierarchy 
of human needs—from basic to abstract— suggesting 
that as each need is met, people become  motivated to 
meet the next-highest need in the pyramid. Maslow’s five 
specific needs are shown in Exhibit 14.1. While his theory 
was not based on the workplace, Maslow’s ideas can illu-
minate the needs behind motivation at work.

From a workplace 
perspective, the idea that 
people are motivated only 
by unmet needs clearly 
holds true for the first two 
levels of the hierarchy. Find-
ing a job that pays the bills, 
for instance, is the primary 
motivator for most people 
who don’t have any job at 
all. People who have a job 
but no healthcare would 
find health insurance much 
more motivating than, say, a 
company picnic geared to-
ward meeting social needs.

But after physiologi-
cal and safety needs are 
met, the other needs are 

motivating to different degrees in different people. An em-
ployee with strong social connections outside work might 
be more motivated by a promotion that meets esteem 
needs than by a company outing that meets social needs. 
A number of firms actually use self-actualization needs as 
a starting point for motivating employees, by creating a 
mission statement that communicates the importance of 
the work. The House of Blues inspires employees through 
its lofty purpose: to promote racial and spiritual harmony 
through love, peace, truth, righteousness, and nonviolence.

14-2b  Theory X and Theory Y
Psychologist Douglas McGregor, one of Maslow’s students, 
studied workplace motivation from a different angle. He 
proposed that management attitudes toward workers 
would directly affect worker motivation. His research sug-
gested that management attitudes fall into two opposing 
categories, which he called Theory X and  Theory Y, 
 described in Exhibit 14.2.

McGregor proposed that managers should employ 
Theory Y assumptions to capitalize on the imagination 
and intelligence of every worker. In American business 
 today, some organizations use a Theory X approach, but a 
 growing number have begun to at least experiment with 
 Theory Y, tapping into a rich pool of employee input.

Job Enrichment A number of researchers have fo-
cused on creating jobs with more meaningful content, 
under the assumption that challenging, creative work 
will motivate employees to give their best effort. Job 
enrichment typically includes the following factors:

1. Skill Variety: Workers can use a range of different 
skills.

 ExhiBit 14.1  MASLOw’S hIERARchY Of NEEDS AND ThE wORkPLAcE

Maslow’s Need Description Workplace Examples

Self-Actualization Need for fulfillment—the need to  
 realize one’s fullest potential

Challenging, creative jobs; meaningful work that ties to a 
greater good; volunteer opportunities

Safety Need to feel secure—free of harm and free 
of fear

Safety equipment, healthcare plans, life  insurance, 
retirement plans, job security, gym membership

Social (Belonging) Need to feel connected to others—  
accepted by family and friends

Teamwork, positive corporate culture, company 
lunchroom, uniforms, department outings

Esteem Need for self-respect and respect from  
others—recognition and status

Acknowledgment, feedback, promotions, perks, raises 

Physiological Need for basic survival—food, water,  
 clothing, and shelter

A job with enough pay to buy the basics

Maslow’s hierarchy of 
needs theory A motivation 
theory that suggests that human 
needs fall into a hierarchy and 
that as each need is met, people 
become motivated to meet the 
next-highest need in the pyramid.

Theory X and Theory Y  
A motivation theory that suggests 
that management attitudes 
toward workers fall into two 
opposing categories based on 
management assumptions about 
worker capabilities and values.

job enrichment The creation 
of jobs with more meaningful 
content, under the assumption 
that challenging, creative work 
will motivate employees.
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2. Task Identity: Workers com-
plete tasks with clear begin-
nings and endings.

3. Task Significance: Workers 
understand the impact of the 
task on others.

4.  Autonomy: Workers have 
freedom and authority regard-
ing their jobs.

5.  Feedback: Workers receive 
clear,  frequent information 
about their  performance.

Richard Branson, maverick 
founder of the Virgin Group, relies 
on job enrichment, especially autonomy and feedback, to 
keep people motivated at his 350-company empire (which 
includes a startling range of firms, such as Virgin Atlantic 
Airlines, Virgin Music, Virgin mobile phones, and Virgin Ga-
lactic space travel). Branson gives his managers a stake in 
their companies and then tells them “to run it as if it’s their 
own.” He says, “I have to be good at helping people run the 
individual businesses, and I have to be willing to step back. 
The company must be set up so it can continue without 
me.” According to Virgin’s website, “we pretty much prac-
tice a collaborative and supportive style of custodianship.” 
Due in large part to Branson’s motivational approach, the 
Virgin workforce is fully engaged with the company, con-
tributing to its remarkable long-term success.3

Expectancy Theory Usually attributed to researcher 
Victor Vroom, expectancy theory deals with the relation-
ship among individual effort, individual performance, and 
individual reward. The key concept is that a worker will be 
motivated if he or she believes that effort will lead to perfor-
mance, and performance will lead to a meaningful reward.

Effort → Performance → Reward

The theory suggests that if any link 
in the chain is broken, the employee 
will not be motivated.

Imagine if your professor an-
nounced on the first day of class 
that he or she had never given any 
student an A, as a matter of principle. 
Would you be motivated to perform 
in class? Not likely—the link between 
performance and reward would be 
broken. Retailer Hot Topic has done a 
particularly strong job implementing 
the link between effort and perfor-
mance. A Hot Topic employee de-
scribes the connection, saying, “I’ve 

worked for HT for five years, and the best thing I’ve learned is 
that if you work hard enough and dedicate enough of your-
self to something, you can achieve your goals!” Hot Topic has 
also established strong links between performance and re-
wards. Perhaps it’s no coincidence that Hot Topic was one of 
the few retail chains that continued to perform well, even as 
the recession tightened its grip in late 2008 and early 2009.4

Equity Theory Pioneered by J. Stacy Adams,  equity 
theory proposes that perceptions of fairness directly 
 affect worker motivation. The key idea is that people 
won’t be motivated if they 
believe that the relation-
ship between what they 
contribute and what they 
earn is different from the 
relationship between what 
others contribute and what 
others earn. For example, if 
you worked ten-hour days, 
and earned less than the 
guy in the next cube who 

 ExhiBit 14.2  ThEORY X AND ThEORY Y

Theory X Assumptions about Workers Theory Y Assumptions about Workers

 ■ Workers dislike work and will do everything they can to avoid it.  ■ Work is as natural as play or rest—workers do not inherently dislike it.

 ■ Fear is motivating—coercion and threats are vital to get people to 
work toward company goals.

 ■ Different rewards can be motivating—people can exercise self-direction 
and self-control to meet  company goals.

 ■ People prefer to be directed, avoiding responsibility and seeking 
security.

 ■ People can accept and even seek responsibility.

 ■ The capacity for imagination, creativity, and ingenuity is widely distributed 
in the population.

 ■ The intellectual capacity of the average worker is underutilized in the 
workplace.

“ Outstanding leaders 
go out of their way to 
boost the self-esteem 
of their personnel. 
If people believe 
in themselves, it’s 
amazing what they 
can accomplish.”

— S A M  wA L T O N ,  
f O U N D E R ,  wA L M A R T

expectancy theory A 
motivation theory that concerns 
the relationship among individual 
effort, individual performance, 
and individual reward.

equity theory A motivation 
theory that proposes that 
perceptions of fairness directly 
affect worker motivation.
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works seven-hour days, you’d probably think it was pretty 
unfair. To restore a sense of balance, you might:

 ■ Demand a raise

 ■ Start coming in late, leaving early, and taking extra-
long lunch hours

 ■ Convince yourself that the other guy is about to be 
fired (or try to get him fired)

 ■ Look for another job

The response to perceived inequity almost always involves 
trying to change the system, changing your own work hab-
its, distorting your perceptions, or leaving the company.

But keep in mind that equity theory is based on per-
ceptions, which are not always on the mark. People are all 
too prone to overestimate their own contributions, which 
throws perceived equity out of balance. The best way to 
combat equity issues is through clear, open communica-
tion from management.5

14-2c Motivation Today
Companies today use a range of approaches to motivation, 
although several key themes have emerged. Most firms no 
longer seek to make their employees happy; instead, they 
want their workers to be productive and engaged. Yet, for 
employees, work is about more than just productivity. Uni-
versity of Michigan business school professor David Ulrich 
points out that even in today’s hyper-competitive environ-
ment, “people still want to find meaning in their work and 
in the institutions that employ them.”6

A growing emphasis on corporate culture has cap-
tured the best of both worlds for companies that do it 
right. A look at Fortune magazine’s 100 Best Companies 
to Work for in 2016 demonstrates that a distinctive, posi-
tive culture tends to create productive employees who 
are deeply attached to their work and their companies. 
The winners tend to emphasize the health and well-being 
of their employees and to offer strong commitments to 
make the world a better place. Google, which has been 
on the list for ten years and in the number one slot for 
seven years, offers employees a famous set of perks at their 
Silicon Valley headquarters, including on-site haircutting, 
massage services, game facilities, and 25 cafés compa-
nywide, all free. As one happy Googler writes, “The com-
pany culture truly makes workers feel they’re valued and 
respected as a human being, not as a cog in a machine.” 
Despite—or perhaps in part because of the pricey perks—
everything at Google is up: revenue, profits, share price, 
paid search clicks, and hiring. Googlers nearly uniformly 
praise the competence of their leadership, the support 
they receive as professionals, and the pride they take in 

the challenging work they accomplish together. “Simply  
by being here, I feel very naturally motivated to be (and 
also very proud to be) my best possible self,” explains one 
employee. The work-hard, play-hard culture at biotech gi-
ant Genentech is especially inspiring for employees who 
believe in helping others. Several have commented that 
they personally know people who are alive today due to 
Genentech drugs that they helped bring to market. Riot 
Games, maker of League of Legends, welcomes new em-
ployees with an intensive immersion that starts with a ses-
sion of gaming. If new hires decide that the company is not 
a fit before the end of their first 60 days, they are offered up 
to 10% of their annual salary (up to $25,000) as an incentive 
to quit. As part of its open paid-time-off policy, Riot places 
no limit on vacation or sick days spent outside of the office. 

Many firms on the 2016 list give their employees gen-
erous sabbaticals. Senior managers at Kimpton are eligible 
for month-long sabbaticals after seven years—but only if 
they promise to unplug from their work emails and phone 
calls. Adobe gives four weeks of paid time off after five 
years of service, five weeks after ten years, and six weeks af-
ter fifteen years. Genentech gives a six-week paid sabbati-
cal after six years of service. Upscale home builder David 
Weekly Homes offers employees a four-week paid sab-
batical after ten years of service, and throws in a grant of 
$2,000 for such things as travel and education expenses.7

A growing number of businesses have expanded their 
benefits to include a range of nontraditional programs that 
employees love. At software developer Workday, every new 
hire receives a backpack with a laptop, a branded license plate 
cover, a Workday baseball jersey with his or her employee 
number, and a pair of red socks to be worn on the last day 
of the quarter (as per company tradition). “Have fun” is a core 
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Many “Googlers” especially appreciate 
the top-quality free food that’s always 
available for employees.
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value at number two firm Acuity, whose annual family picnic 
includes human foosball (a life-sized version of the popular 
table game). Boston Consulting Group’s PTO (Predictability, 
Teaming, and Open Communication) program combines 
conventional work-life balance benefits with newer efforts to 
make the work itself more meaningful. According to the firm, 
PTO has led to a 74% increase in reported intentions to stay 
at BCG for the long term. At Wegmans Food markets, em-
ployees are able to take unanticipated time off as needed—
simply by talking with their managers.8

Detroit-based Quicken Loans nurtures such an open 
culture that CEO Bill Emerson has given his personal cell 
phone number to each of the firm’s 8,500 employees, and 
has not received any prank calls, only a handful of “pocket 
calls.” When Facebook went public, Mark Zuckerberg de-
scribed the firm’s “hack culture” as one of its assets, more  
specifically, an approach to building that involves continuous 
improvement and iteration. He added that “hackers believe 
that something can always be better, and that nothing is ever 
complete. They just have to go fix it—often in the face of 
people who say it’s impossible or are content with the status 
quo.” With the “Hacker Way,” the best idea and implementa-
tion should always win—not the person who is best at lobby-
ing for an idea or the person who manages the most people.9

 14-3 PLANNING: fIGURING OUT whERE 
TO GO AND hOw TO GET ThERE

The planning function—figuring out where to go and 
how to get there—is the core of effective management. 
A survey in the Wall Street Journal found that 80% of  
executives identify planning as their most valuable 

management tool. But even though planning is critical, 
it’s also highly risky in light of cutthroat competition, rapid 
change, and economic uncertainty. The best plans keep 
the organization on track without sacrificing flexibility 
and responsiveness; they incorporate ways to respond to 
change both inside and outside the organization.10

Although all managers engage in planning, the 
scope of the process changes according to the manag-
er’s position, as shown in 
Exhibit 14.3. Top-level man-
agers focus on strategic 
planning. They establish 
a vision for the company, 
define long-term objec-
tives and priorities, deter-
mine broad action steps,  

 ExhiBit 14.3  MANAGERIAL PLANNING

Type of  
Planning

Management  
Level

Scope of  
Planning

Examples of Planning Questions  
and Concerns

Strategic 
 Planning

Senior  
management

Typically five-year time frame Should we acquire a new company? 

Should we begin manufacturing in China?

Should we expand to overseas markets?

Should we take our company public?

Tactical   
Planning

Middle  
management

Typically one-year time frame Should we spend more time servicing each customer? 

Should we hire a public relations agency to handle PR?

Should we spend fewer ad dollars on TV and more on the Web?

Operational 
Planning

First-line  
management

Daily, weekly, and monthly 
time frame

How should we schedule employees this week? 

When should we schedule delivery for each batch of product?

How should customer service people answer the phones?

Effective planning can be complex and  
time-consuming.
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strategic planning  
High-level, long-term planning 
that establishes a vision for 
the company, defines long-
term objectives and priorities, 
determines broad action steps, 
and allocates resources.
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and allocate resources. Middle managers focus on  
tactical planning, or applying the strategic plan to their 
specific areas of responsibility. And first-line managers fo-
cus on operational planning, or applying the tactical 
plans to daily, weekly, and monthly operations. Successful 
firms often encourage a flow of feedback up and down 
the organization to ensure that all key plans are sound and 
that all key players “buy in.” Some typical planning deci-
sions and time frames are shown in Exhibit 14.3.

A fourth category of planning has gained new promi-
nence in the past decade: contingency planning, or 
planning for unexpected events. Senior management usu-
ally spearheads contingency planning but with input from 
the other levels of management. Contingency plans con-
sider what might go wrong—both inside the business and 
with the outside environment—and develop responses. 
Potential issues include:

 ■ How should we respond if our competitors knock off 
our best-selling product?

 ■ What should we do if the government regulates our 
industry?

 ■ How should we respond if our data management/
computer system fails?

 ■ How can we restart our business if a natural disaster 
destroys our plant or supply channels?

14-3a  Strategic Planning: 
Setting the Agenda

Strategic planning is the most fundamental part of the 
planning process, since all other plans—and most major 
management decisions—stem from the strategic plan. The 
strategic planning process typically includes these steps:

1. Define the mission of the organization.

2. Evaluate the organization’s competitive position.

3. Set goals for the organization.

4. Create strategies for competitive differentiation.

5. Implement strategies.

6. Evaluate results, and incorporate lessons learned.

Defining Your Mission The mission of an orga-
nization articulates its essential reason for being. The 
mission defines the organization’s purpose, values, and 
core goals, providing the framework for all other plans (see 
Exhibit 14.5). Most large companies present their mission 
as a simple, vivid, compelling statement that everyone in-
volved with the company—from the janitor to the CEO, 
from customers to investors—can easily understand. Mis-
sion statements tend to vary in their length, their language, 
and even their names, but they share a common goal: to 
provide a clear, long-term focus for the organization.

Evaluating Your Compe titive Position Strat-
egy means nothing in a vacuum—every firm must plan 
in the context of the marketplace. Many companies use a 
SWOT analysis (strengths, weaknesses, opportunities, 

Exhibit 14.4 
Contingency Planning Paradigm

Businesses tend to focus their contingency plans on issues that are 
most probable and most potentially harmful.

Focus Area for
Contingency Plans

Most Probable
Issues

Most Harmful
Issues

tactical planning More 
specific, shorter-term planning 
that applies strategic plans to 
specific functional areas.

operational planning  
Very specific, short-term planning 
that applies tactical plans to daily, 
weekly, and monthly operations.

contingency planning  
Planning for unexpected events, 
usually involving a range of 
scenarios and assumptions that 
differ from the assumptions 
behind the core plans.

mission The definition of an 
organization’s purpose, values, 
and core goals, which provides the 
framework for all other plans.

SWOT analysis A strategic 
planning tool that helps 
management evaluate an 
organization in terms of internal 
strengths and weakness, and 
external opportunities and threats.

 ■ How will we evacu-
ate employees if 
terrorists strike our 
headquarters?

Clearly, anticipating 
every potential problem 
is impossible (and im-
practical). Instead, effec-
tive contingency plans 
tend to focus only on the 
issues that are most prob-
able, most potentially 
harmful, or both (see 
Exhibit 14.4). For exam-
ple, a Southern California 
amusement park (e.g., 
Disneyland) might con-
centrate its contingency 
plans on earthquake re-
sponse, while an online 
retailing firm might focus 
its plans on responding 
to a computer hacker  
attack.
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and threats) to evaluate where they stand relative to the 
competition. Strengths and weaknesses are internal to the 
organization, and they include factors that would either 
build up or drag down the firm’s performance. Opportunities 
and threats are external, and they include factors that would 
affect the company’s performance but are typically out of 
the company’s control. Exhibit 14.6 offers some  examples.

Initial information about internal strengths and weak-
nesses usually comes from careful analysis of internal re-
ports on topics such as budget and profitability. But to 
better understand strengths and weaknesses, executives 
should actively seek firsthand information—on a personal 
basis—from key people throughout the company, from 
front-line workers to the board of directors.

Gathering information about external opportuni-
ties and threats can be more complex, since these areas 
include both current and potential issues (which can be 
tough to predict). Information about external factors can 
come from many different sources, including the news, 
government reports, customers, and competitors.

Setting Your Goals Strategic goals represent con-
crete benchmarks that managers can use to measure per-
formance in each key area of the organization. They must 
fit the firm’s mission and tie directly to its competitive posi-
tion. The three most effective goals are:

1. Specific and Measurable: Whenever possible, man-
agers should define goals in clear numerical terms that 
everyone understands.

2. Tied to a Time Frame: To create meaning and 
 urgency, goals should be linked to a specific deadline.

3. Realistic but Challenging: Goals that make people 
stretch can motivate exceptional performance.

Exhibit 14.7 offers examples of how weak goals can 
transform into powerful goals.

Creating Your Strategies Strategies are action 
plans that help the organization achieve its goals by forg-
ing the best fit between the firm and the environment. 
The underlying aim, of course, is to create a significant 
advantage versus the competition. Sources of competi-
tive advantage vary, ranging from better product quality, 
to better technology, to more motivated employees. The 
most successful companies build their advantage across 
several fronts. Southwest Airlines, for example, has a more 
motivated workforce and a lower cost structure. H&M has 
lower prices and more fashionable clothing choices. And 
Procter & Gamble has more innovative new products and 
strong core brands.

The specifics of strategy differ by industry and by 
company, but all strategies represent a roadmap. The 
SWOT analysis determines the starting point, and the 
objectives signify the im-
mediate destination. Since 
speed matters, you must 
begin mapping the next 
leg of the journey even be-
fore you arrive. For added 
complexity, you never 
know—given the turbu-
lent environment—when 
you might hit roadblocks. 

 ExhiBit 14.5   EXAMPLES Of MISSION  
STATEMENTS

Company Mission Statement

Levi  
Strauss & Co.

We will market the most  appealing and 
widely worn casual clothing in the world. 
We will clothe the world.

IKEA To create a better everyday life for the many 
people. Our business idea supports this 
vision by offering a wide range of well-
designed, functional home furnishing  
products at prices so low that as many people 
as possible will be able to afford them. 

Google To organize the world’s  information and 
make it  universally accessible and useful.

Harley- 
Davidson, Inc.

We fulfill dreams through the experience of 
motorcycling.

 ExhiBit 14.6  SwOT ANALYSIS

Potential Internal  
Strengths

Potential External  
Opportunities

Premium brand name Higher consumer  demand

Proven management team Complacent  competitors

Lower costs/higher margins Growth in foreign markets

Diverse workforce New social trends

Potential Internal  
Weaknesses

Potential External  
Threats

Low employee  satisfaction A powerful new  competitor

Inadequate financial resources A deep recession

Poor location New government  regulations

Bad safety record Significant new taxes

strategic goals Concrete 
benchmarks that managers can 
use to measure performance in 
each key area of the organization.

strategies Action plans that 
help the organization achieve 
its goals by forging the best 
fit between the firm and the 
environment.
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This means that strategies must be dynamic and flexible. 
Top managers have responded to this challenge by en-
couraging front-line managers to participate in the pro-
cess more than ever before.

Implementing Your Strategies Implementation 
should happen largely through tactical planning. Middle 
managers in each key area of the company must devel-
op plans to carry out core strategies in their area. If the 
strategic plan, for example, calls for more new products, 

marketing would need to generate ideas, finance would 
need to find funding, and sales would need to prepare 
key accounts. And all of these steps would require tactical 
planning.

Evaluating Your Results and Incorporating 
Lessons Learned Evaluation of results should be a 
continual process, handled by managers at every level as 
part of their controlling function, covered further in this 
chapter. But for evaluation to be meaningful, the lessons 
learned must be analyzed objectively and factored back 
into the next planning cycle.

 14-4 ORGANIZING: fITTING 
TOGEThER ThE PUZZLE PIEcES

The organizing function of management means creating 
a logical structure for people, their jobs, and their patterns 
of interaction. And clearly, the pieces can fit together in a 
number of different ways. In choosing the right structure 
for a specific company, management typically considers 
many factors, including the goals and strategies of the firm, 

Managing Millennials 
The millennial generation—roughly defined as people born in 
the 1980s and 1990s—is currently the largest generation in the 
workforce.11 Many businesses around the world are experi-
encing a great deal of stress over how to effectively manage 
millennials and keep them positive and productive. In fact, 
according to The Wall Street Journal, the concern has grown so 
intense that it has spawned a cottage industry of self-anointed 
experts who “decode” millennials for as much as $20,000 an 
hour. Yes, you read that right—$20,000 an HOUR! 

However, research shows that millennials around the world are 
doing just fine at work, even without manipulation from pricey 
consultants. A recent study of 19,000 millennials in 25 countries 
showed that millennials clock a massive number of hours at 
work, with Indian millennials leading the way: 

Average Hours Spent at Work per Week

India

China

Mexico

Japan

United States

0 10 20 30 40 50 60

The study also found that the millennial generation is “surpris-
ingly upbeat” about careers, despite coming of age during a 
colossal recession. Sixty-two percent said that if they lost their 
jobs, they would be able to find equally good or better work 
within three months.12M
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 ExhiBit 14.7   GOAL SETTING: GETTING  
IT RIGhT

Weak Goal Powerful Goal

Become More 
innovative.

Introduce one new product each quarter for 
the next three years.

Reduce 
 Delinquent 
Accounts.

Reduce delinquent  accounts to no more 
than 1% of the total by the next quarter.

Increase  
Market Share.

Become the #1 or #2 brand in each market 
where we compete by the end of 2015.
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its products, its use of technol-
ogy, its size, and the structure 
of its competitors. Given the 
potential for rapid change in 
each of these factors, smart 
companies continually re-
examine their structure and 
make changes whenever nec-
essary. Microsoft, for instance, 
restructures its organization 
every couple of years as new 
challenges emerge.

But to be effective, 
reorganizations—and their 
purpose—must be clear to 
employees throughout the 
company. Xerox CEO Anne 
Mulcahy learned the hard way. 
Her comments: “During the 
1990s, we had lots of consul-
tants on organizational effec-
tiveness. We sliced and diced the business into industries, 
product lines, and geographies . . . you name it. It looked 
good on paper, but fell apart in implementation. I found 
myself in a job where I couldn’t look anybody in the eye 
and feel clear accountability for anything . . . I’ll trade off 
organizational design for clarity and accountability any day 
of the week!”13

To help employees understand how they and their 
jobs fit within the broader organization, most firms issue 
an organization chart, or a visual representation of the 
company’s formal structure, as shown in Exhibit 14.8.

Looking at the company represented by Exhibit 14.8, 
you would probably assume that the vice president of 
production has more power than a regular employee in 
the marketing department. And in terms of formal power, 
you’d be absolutely right. But if the marketing employee 
babysits on the weekend for the president’s granddaugh-
ter, the balance of power may actually be a bit different 
than it seems. Make no mistake: The formal structure mat-
ters. But knowing how power flows on an informal basis 
could dramatically increase your effectiveness as well, by 
helping you target your ideas to the right managers and 
marshal the support of the most influential employees.

14-4a Key Organizing Considerations
In developing the organizational structure, management 
must make decisions about the degree of centralization, 
the span of management control, and the type of depart-
mentalization that makes the most sense at any given time.

Centralization The degree of centralization 
 relates directly to the source of power and control. In cen-
tralized companies, a small number of people at the top 
of the organization have the power to make decisions. 
This approach is simple and efficient, and the result tends 
to be a strong corporate image and a uniform customer 
approach across the front lines. But the downside is that 
centralized companies typically respond more slowly to 
customer needs and have lower employee morale. The 
tradeoff may be worthwhile in steady, stable markets, but 
those are rare.

Faced with today’s turbulent environment, most firms 
are moving toward greater decentralization, pushing 
power to the lower levels of the organization. Employees 
with the power to make decisions can respond to cus-
tomer needs more quickly and effectively. They can also 
capitalize on opportunities that would likely vaporize in 
the time it would take to get permission to act. But for de-
centralization to work, every employee must fully under-
stand the firm’s mission, goals, and strategy; otherwise, the 
company could develop 
a fragmented image, 
which would undermine 
its long-term strength. 
Also, active communica-
tion across departments 
is essential so that all 
employees can benefit 
from innovations in other 
parts of the organization.

Exhibit 14.8 
Sample Organization Chart

President

Employee

EmployeeEmployee

Vice President,
Marketing

Employee

EmployeeEmployee

Vice President,
Production

organization chart  
A visual representation of the 
company’s formal structure.

degree of centralization  
The extent to which decision-
making power is held by a small 
number of people at the top of 
the organization.
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Span of Control The span of control, or span of 
management, refers to the number of people a manager 
supervises. There is no ideal number for every manager. 
The “right” span of control varies, based on the abilities 
of both the manager and the subordinates, the nature 
of the work being done, the location of the employees, 
and the need for planning and coordination. Across indus-
tries, the general trend has moved toward wider spans of 
control as a growing number of companies have pruned 
layers of middle management to the bare minimum.

Departmentalization Departmentalization 
means breaking workers into logical groups. A num-
ber of different options make sense, depending on the 
organization.

 ■ Functional: Dividing employees into groups based 
on area of expertise, such as marketing, finance, and 
engineering, tends to be efficient and easy to coor-
dinate. For those reasons, it works especially well for 
small- to medium-sized firms.

 ■ Product: Dividing employees into groups based on 
the products that a company offers helps workers 

that a company serves helps companies focus  
on the needs of specific customer groups. Many 
companies have separate departments for  
meeting the needs of business and consumer 
users. This approach is related to product 
departmentalization.

 ■ Geographical: Dividing employees into groups 
based on where customers are located can help 
different departments better serve specific regions 
within one country. Similarly, many international 
firms create a separate department for each different 
country they serve.

 ■ Process: Dividing into groups based on what  
type of work employees do is common in 
manufacturing, where management may divide 
departments by processes such as cutting, dyeing, 
and sewing.

As companies get larger, they usually adopt several 
different types of depart mentalization at different levels of 
the organization. This approach, shown in Exhibit 14.9, is 
called “hybrid departmentalization.”

14-4b  Organization Models
Company structures tend to follow one of three different 
patterns: line organizations, line-and-staff organizations, 
and matrix organizations. But these organizational mod-
els are not mutually exclusive. In fact, many management 
teams build their structure using elements of each model 
at different levels of the organization.

Wanna Be More Productive? Relax!!
Ironically, a growing body of research suggests rather strongly 
that the best way to get more done may be to spend more 
time doing less, which may include daytime workouts, 
short afternoon naps, longer sleep hours at night, and 
longer, more frequent vacations. Despite misguided efforts 
to make it otherwise, time is definitely finite; energy, on 
the other hand, can be renewed, which is why a 
study by Harvard University estimated that sleep 
deprivation (less than six hours per night) costs 
American businesses $63.2 billion in lost productivity. 
Studies of vacation show that taking more vacation days has a 
dramatic positive impact on worker performance. Unfortunately, 
whether it’s obsession, dedication, or fear of unreasonable 
bosses, a recent study showed that the average American leaves 
four full days of paid vacation on the table each year. That’s still 

better that South Korea, where workers throw an average 
11 of their 15 available days of paid vacation away. 
Europeans, on the other hand, tend to use all of their 

30 days of paid vacation—leading to a much healthier 
work-life balance. CEO Tony Schwartz attempts to run his 

business on the principle that the energy people bring 
to their jobs is more important than the number of hours 

they work. He and his management team have 
policies in place that reflect the idea that, “When 

we’re renewing, we’re truly renewing, so when 
we’re working, we can really work.” In part because of this ethos, 
in the decade that his firm has been in business, no one has 
chosen to leave the company. Several firms, such as Virgin Group 
and Netflix, are offering employees unlimited or unmonitored 
vacation days to encourage time off and rejuvenation.14

Warren Goldswain/Shutterstock.com

span of control Span of 
management; refers to the number 
of people a manager supervises.

departmentalization  
The division of workers into logical 
groups.

develop expertise  
about products 
that often results 
in especially strong 
customer relations.

 ■ Customer: Dividing 
employees into groups 
based on the customers 
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Line Organizations A line organization typically 
has a clear, simple chain of command from top to bottom. 
Each person is directly accountable to the person immedi-
ately above, which means quick decision making and no 
fuzziness about who is responsible for what. The downside 
is a lack of specialists to provide advice or support for line 
managers. This approach tends to work well for small busi-
nesses, but for medium-sized and large companies, the 
result can be inflexibility, too much paperwork, and even 
incompetence, since experts aren’t available to give their 
input on key decisions.

Line-and-Staff Organizations A line-and-staff 
organization incorporates the benefits of a line orga-
nization without all the drawbacks. Line 
managers supervise the functions that 
contribute directly to profitability: produc-
tion and marketin g. Staff managers, on 
the other hand, supervise the functions 
that provide advice and assistance to the 
line departments. Examples include legal, 
accounting, and human resources. In a 
line-and-staff organization, the line man-
agers form the primary chain of authority 
in the company. Staff departments work 

alongside line departments, but there is no direct reporting 
relationship (except at the top of the company). Since staff 
people don’t report to line people, their authority comes 
from their know-how. This approach, which overlays fast 
decision making with additional expertise, tends to work 
well for medium-sized 
and large companies. But 
in some firms, the staff de-
partments gain so much 
power that they become 
dictatorial, imposing un-
reasonable limitations on 
the rest of the company.

Exhibit 14.9 
An Example of Hybrid Departmentalization

Business
Sales

Consumer 
Sales

Business
Sales

Consumer 
Sales

Business
Sales

Consumer 
Sales

President

Functional
Departmentalization

Geographic
Departmentalization

Customer
Departmentalization

Vice President,
Production

Vice President,
Human Resources

Vice President,
Sales

Southwest
Office

Midwest
Office

Northeast
Office

line organizations  
Organizations with a clear, simple 
chain of command from top to 
bottom.

line-and-staff 
organizations  
Organizations with line managers 
forming the primary chain of 
authority in the company, and 
staff departments working 
alongside line departments.

line managers Managers 
who supervise the functions that 
contribute directly to profitability: 
production and marketing.

staff managers Managers 
who supervise the functions that 
provide advice and assistance to 
the line departments.

“ Management is 
doing things right; 
leadership is doing 
the right things.”

— P E T E R  D R U c k E R , 
M A N A G E M E N T  R E S E A R c h E R , 

w R I T E R ,  A N D  S P E A k E R
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Matrix Organizations Matrix organizations 
build on the line-and-staff approach by adding a lot more 
flexibility. A matrix structure brings together specialists 
from different areas of the company to work on individual 
projects on a temporary basis. A new-product-develop-
ment team, for instance, might include representatives 
from sales, engineering, finance, purchasing, and advertis-
ing. For the course of the project, each specialist reports to 
the project manager and to the head of his or her own de-
partment (e.g., the vice president of marketing). The matrix 
approach has been particularly popular in the high-tech 
and aerospace industries.

The matrix structure offers several key advantages. 
It encourages teamwork and communication across the 
organization. It offers flexibility in deploying key people. It 
lends itself to innovative solutions. And not surprisingly—
when managed well—the matrix structure creates a 
higher level of motivation and satisfaction for employees. 
But these advantages have a clear flip side. The need for 
constant communication can bog down a company in 
too many meetings. The steady state of flux can be over-
whelming for both managers and employees. And having 
two bosses can cause conflict and stress for everyone.

 14-5 LEADERShIP: DIREcTING 
AND INSPIRING

While most people easily 
recognize a great leader, 
defining the qualities 
of leaders can be more 
complex since successful 
leaders have a stagger-
ing range of personali-
ties, characteristics, and 
backgrounds. Most re-
searchers agree that true 
leaders are trustworthy, 
visionary, and inspiring. 
After all, we don’t fol-
low people who don’t 
know where they’re go-
ing, and we definitely 
don’t follow people we 
don’t trust. Other key 
leadership traits include 
empathy, courage, cre-
ativity, intelligence, and 
fairness.

14-5a  Leadership Style
How a leader uses power defines his or her leadership 
style. While the range of specific styles is huge, most seem 
to cluster into three broad categories: autocratic, demo-
cratic, and free-rein. The categories fall along a continuum 
of power, with the manager at one end and the employees 
at the other, as shown in Exhibit 14.10.

Autocratic leaders hoard decision-making power 
for themselves, and they typically issue orders without 
consulting their followers. Democratic leaders share 
power with their followers. Even though they still make 
final decisions, they typically solicit and incorporate input 
from their followers. Free-rein leaders set objectives for 
their followers but give them freedom to choose how they 
accomplish those goals.

Interestingly, the most effective leaders don’t use just 
one approach. They tend to shift their leadership style, 
depending on the followers and the situation. When 
a quick decision is paramount, autocratic leadership 
may make the most sense. An army officer, for example, 
probably shouldn’t take a vote on whether to storm a 
hill in the middle of a firefight. But when creativity is the 
top priority—during new-product brainstorming, for 
instance—free-rein management would probably work 
best. Likewise, a brand-new worker might benefit from 
autocratic (but friendly) management, while a talented, 
experienced employee would probably work best under 
free-rein leadership.

matrix organizations  
Organizations with a flexible 
structure that brings together 
specialists from different areas of 
the company to work on individual 
projects on a temporary basis.

autocratic leaders Leaders 
who hoard decision-making 
power for themselves and typically 
issue orders without consulting 
their followers.

democratic leaders  
Leaders who share power with 
their followers. While they still 
make final decisions, they typically 
solicit and incorporate input from 
their followers.

free-rein leaders Leaders 
who set objectives for their 
followers but give them 
freedom to choose how they will 
accomplish those goals.

Exhibit 14.10
The Continuum of Leadership  
and Power

Free-Rein
Leadership

Democratic
Leadership

Autocratic
Leadership

Employee
Power

Management
Power
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Another vital consideration is the customer. When 
the customer seeks consistency in the delivery of the 
product—in fast food, for instance—the autocratic 
leadership style may be appropriate. But when the cus-
tomer needs flexibility and problem-solving assistance—
a consulting client, for example—the free-rein leadership 
style may be most effective. The democratic leadership 
style typically provides customers with a balance of con-
sistency and flexibility, which works across a wide range 
of industries.

The most effective leaders are typically 
comfortable using a range of different 
leadership styles.
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Doing a Job or Making a Difference? Or Both?
As technology tethers more and more workers to their jobs 
on what seems like a 24/7 basis, and as traditional sources of 
meaning (such as religion) have receded in many parts of the 
country, a growing number of firms have sought to redefine 
their work in terms of a higher purpose. These companies believe 
that reframing their ultimate purpose can boost employee 
engagement, retention, and recruitment. A couple of examples:

 ■ “We can see ourselves as bricklayers or cathedral builders.”—
John Velmeyer, Global Chair, KPMG

 ■ “If we all traveled, there would be significantly more peace 
on earth.”—Chris Loughlin, CEO, Travelzoo

Some of these efforts are striking a false note with employees 
since only about one-third of individuals see their work as a 
calling. For most people, a job is just a job. Selling sweaters or 
doing taxes simply provides a paycheck, and any attempt to 
imbue that work with a higher purpose can actually create an 
unintended consequence: It can make employees think that in 

order to create genuine good in the world, they would have to 
leave their jobs.15
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“Never accept or be too 
comfortable with the status quo, 
because the companies that get 
into trouble are historically the ones 
that aren’t able to adapt to change 
and respond quickly enough.”

— T O N Y  h S I E h ,  c E O ,  Z A P P O S . c O M

 14-6 cONTROLLING: MAkING  
SURE IT ALL wORkS

Controlling may be the least glamorous of the manage-
ment functions, but don’t be fooled: It’s critically important. 
 Controlling means monitoring performance of the firm—
or individuals within the firm—and making improvements 
when necessary. As the environment changes, plans 
change. And as plans change, the control process must 
change as well, to ensure that the company achieves its 
goals. The control process includes three key steps:

1. Establish clear performance standards.

2. Measure actual performance against standards.

3. Take corrective action if necessary.
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Establishing clear standards—or performance goals— 
begins with planning. At every level of planning, ob-
jectives should emerge that are consistent with the 
company’s mission and strategic plan. The objectives must 
be (1) specific and measurable, (2) realistic but challenging, 

and (3) tied to a time frame. Individual managers may need 
to break these goals into smaller parts for specific employ-
ees, but the subgoals should retain the same three quali-
ties as the original objective.

Measuring performance against standards should 
happen well before the end of the time frame attached 
to the goal. A strong information-tracking system is prob-
ably management’s best tool in this phase of the control 
process.

If the company or individual is not on track to meet 
the goals, management’s first response should be commu-
nication. Employees with full information are far more likely 
to improve their performance than employees who never 
learn that they’re falling behind. But sometimes workers 
need more than information—they may need  additional 
resources or coaching to meet their goals. Apple’s Steve 
Jobs was often accused of being a  tyrannical boss—
especially in the employee-evaluation process—but he 
defended himself by saying, “My job is not to be easy on 
people. My job is to make them better.” If they still don’t 
succeed, perhaps the goals themselves need reexami-
nation as part of a dynamic planning process. Given the 
expense in both human and financial terms,  disciplining 
employees for poor performance should come only after 
exploring the reasons for not meeting goals and making 
changes if necessary.

The control process includes three 
key steps: establish clear performance 
standards, measure actual performance 
against standards, and take corrective 
action if necessary.

In the past decade, management has become more complex 
and demanding than ever before. Managers in every area of 
the business must carry out their roles—planning, organizing, 
leading, and controlling—in a relentlessly fast-paced world, 
seething with constant change. While management isn’t 
for everyone, it’s often a fit for people with vision, courage, 
integrity, energy, and a passionate commitment to their 
companies.

Looking forward, the role of management will continue to 
evolve in response to the environment. Regardless of how the 
changes unfold, several key factors will be absolutely vital for 
successful managers in the twenty-first century: a constant 
focus on the customer, a commitment to globalization,  
excellent judgment, and the right mix of talented, motivated 
employees.

The Big Picture
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Manager

Define strategic and tactical objectives for the organization 
or business unit. Develop plans to meet those objectives. 
Coach, counsel, motivate, and develop employees. Maintain 
and allocate resources as necessary to attain goals. Monitor 
achievement of objectives and make changes as necessary. 
Create and oversee a business unit budget. Ensure product 
and service quality by setting and enforcing standards.  

Foster a business culture that aligns with the broader 
organizational culture. Communicate and collaborate as 
appropriate throughout the organization. Maintain current 
professional and 
technical knowledge. 
For more information on 
careers in management, 
check out Career 
Transitions.

Careers in Management
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STUDY TOOLS

LEARNING ObjEcTIvES
After studying this chapter, you will be able to:

 15-1 Explain the importance of human resources to business success

 15-2 Discuss key human resource issues in today’s economy

 15-3 Outline challenges and opportunities that the human resources function faces

 15-4 Discuss human resource planning and core human resources responsibilities

 15-5 Explain the key federal legislation that affects human resources

Human Resource 
Management:
Building a Top-Quality Workforce

 15-1 HUmAN RESOURcE mANAGEmENT: bRINGING bUSINESS TO LIfE

As competition accelerates across the globe, leading firms in every business 
category have recognized that a quality workforce can vault them over 
the competition. Southwest Airlines was early to recognize the untapped 
potential of its people. Executive Chair Herb Kelleher declared, “We value 
our employees first. They’re the most important, and if you treat them right, 
then they treat the customers right, and if you treat the customers right, 
then they keep coming back and shareholders are happy.” His attitude has 
more than paid off. Southwest Airlines has posted profits for 43 consecutive 
years, even as other airlines have spiraled into decline.

As the Great Recession constricted the economy in 
2009, managing human resources remained a top prior-
ity for Southwest CEO Gary Kelly. “We’ve never had a lay-
off. We’ve never had a pay cut. And we’re going to strive 
mightily, especially this year, to avoid them once again.”  
Instead, he says, “We’re being more creative about encour-
aging employees to move about the company. We are not 

threatening people with their jobs.” He points out, “We’re 
known for being the greatest company to work for and at 
the top of the  customer service rankings.” He maintains, 
“There is a devotion to the people and a commitment 
to our people, once we hire them, that we have lived up 
to. We have proven many times that we’re going to be 
there for our employees in the bad times.” Even the union 
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“ If something goes wrong, it’s 
my problem; if something goes 
right, it’s their success.”

— P A m E L A  f I E L D S ,  c E O ,  S T E T S O N

supports management, describing the naturally confron-
tational relationship as one of “the loyal opposition as  
opposed to death to the infidel. It’s adversarial to get to a 
goal, not adversarial to hurt.”1

Companies that get the most from their people of-
ten consider their human resources their biggest invest-
ment. They view the core goal of human resource (HR) 
 management in a similar light: to nurture their human in-
vestment so that it yields the highest possible return. HR can 
achieve that goal by recruiting world-class talent, promoting 
career development, and boosting organizational effective-
ness. But clearly, this can happen only in partnership with 
key managers throughout the company, especially senior 
executives. (In smaller companies, the owners usually handle 
HR management in addition to their other responsibilities.)

 15-2 HUmAN RESOURcE mANAGEmENT 
cHALLENGES: mAjOR HURDLES

Building a top-quality workforce can be tougher than 
it may initially seem. Human resource managers—and 
their counterparts throughout the company—face 
huge challenges. The best strategies still aren’t clear, 

but forward-thinking firms tend to experiment with 
new approaches.

15-2a Layoffs and Outsourcing
As high-tech, high-end jobs follow low-tech, low-end jobs 
out of the country—or even just to local contractors— 
human resources find themselves in turmoil. Many jobs have 
disappeared altogether as 
com panies have contracted 
in response to the Great Re-
cession. In 2011 and 2012, 
many economists were con-
cerned about a “jobless recov-
ery,” as labor markets faltered, 
and unemployment rates 
began to rise again. How can 
businesses boost the mo-
rale and the motivation level  

human resource (HR) 
management The 
management function focused 
on maximizing the effectiveness 
of the workforce by recruiting 
world-class talent, promoting 
career development, and 
determining workforce strategies 
to boost organizational 
effectiveness.

265CHAPTER 15: Human Resource Management: Building a Top-Quality Workforce

16695_ch15_ptg01.indd   265 14/12/16   5:02 pm

Copyright 2018 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part.  WCN 02-200-203



of the employees who are left behind? Does less job security 
translate to less worker loyalty? How can human resources 
continue to add value as the ground shifts beneath them—
and as they wonder how long their own jobs will last?3

15-2b Wage Gap
Comparing CEO pay to worker pay 
demonstrates a startling wage gap, 
bigger in the United States than in 
any other developed country. In 
2014, the average American CEO 
earned 303 times what the aver-
age employee earned. This repre-
sents an increase of 54.3% since 
the economic recovery began in 
2009 and an increase of 3.9% since 
2013 alone. Meanwhile, most other 
workers have faced stagnant wages.4 As a point of com-
parison, 30 years ago, chief executives averaged only 30 to 
40 times the average American worker’s paycheck. In 2009, 
median CEO salaries at 200 large, publicly held U.S. firms fell 
by 0.9%, while net income decreased by 5%. Most observ-
ers don’t object to the CEO-worker pay gap when top CEO 
pay is tied to top performance. But as the value of formerly 

high-flying corporations began to evaporate in 2008 and 
2009, public rage over senior management salaries and 
bonuses hit new highs. But the tide turned in 2011, when 
data revealed CEO pay during 2011 was correlated to how 
well companies fared in the stock market, a change from 
2010. The pay for performance trend continued through 

2014, as investors gained more 
control over executive compensa-
tion. Maintaining the link between 
pay and performance clearly rep-
resents a strategic challenge for HR 
management.5

15-2c Older Workers
As the oversized baby boomer 
generation begins turning 60, their 
employers—which include virtu-

ally every major American company—face a potential 
crisis: the loss of key talent and experience through mas-
sive retirements. Beginning January 1, 2011, every day more 
than 10,000 baby boomers reached the age of 65, and that 
will continue to happen every day until 2030.6 Enlight-
ened companies have responded with programs to retain 
their best employees through flexible schedules, training 

Women in Corporate Boardrooms?  
They’re Increasing…but Not Very Quickly.
As women continue to make rapid strides forward in politics, 
the workplace, and the military, a recent survey suggests that 
their progress into significant business leadership positions may 
be hindered by significant societal barriers. A majority of those 
polled said there was no difference between men and women 
when it came to their abilities as business leaders, but women 
were much more likely than men to say double standards 
prevented them from winning top corporate jobs. When asked 
why there aren’t more women in executive positions, for 
instance, 52% of women polled—versus 33% of men—said 
they were held to higher standards than men. On a similar note, 
65% of women but only 48% of men said women face a lot or 
some discrimination in society today. This may be why women 
account for just 4.6% of the chief executives and 19.6% of the 
board members of companies in the Standard & Poor’s 500 
index. 

These findings are especially disheartening, given that separate 
research shows that Fortune 500 firms with three or more 
women on their board of directors significantly outperform 

those with the lowest representation of women on their boards 
in terms of return on equity, return on sales, and return on 
invested capital.2 

If forced to choose, 
45% of millennial 
workers would choose 
workplace flexibility 
over increased pay. 

— m I L L E N N I A L  b R A N D I N G

A
JR

_p
ho

to
/S

hu
tt

er
st

oc
k.

co
m

266 PART FIVE: Managing a Business

16695_ch15_ptg01.indd   266 14/12/16   5:02 pm

Copyright 2018 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part.  WCN 02-200-203



opportunities, and creative pay schedules. But as companies 
aggressively trimmed their payrolls in 2008 and 2009, the 
priority of these kinds of programs plummeted, which may 
leave some firms with a critical dearth of highly experienced 
workers when the economy revs back up.

15-2d Younger Workers
As twenty-somethings enter the workforce, they often bring 
optimism, open minds, technological know-how, a team ori-
entation, a proven ability to multitask, and a multicultural per-
spective. But a number of them also bring an unprecedented 
sense of entitlement. This can translate into startlingly high 
expectations for their pay, their responsibilities, and their job 
flexibility, but little willingness to “pay dues.” Many have no ex-
pectation that their employers will be loyal to them, and they 
don’t feel that they owe their companies strong loyalty. Man-
aging this group can sometimes be a challenge, but compa-
nies that do it well stand to deliver results for years to come.7

15-2e Women Workers
Over the past few decades, women have made enormous 
strides in terms of workplace equality. But several large-scale 
studies confirm that women continue to face daunting dis-
crimination in terms of both pay and promotions. While un-
fair treatment has been an issue for many years, recent legal 
changes have made it easier for women to sue, costing com-
panies millions of dollars in the past decade alone. And the 
flood of lawsuits shows no signs of slowing. Many women 
have responded to the unfriendly business environment 
by leaving the workforce; droves of highly qualified, profes-
sional women step out of the workforce early—usually to 
raise children, start their own companies, or pursue other 
interests. As a result, we are experiencing a harmful, ongo-
ing brain drain. Human resource managers can help miti-
gate this issue by implementing specific retention plans for 
valued women workers and by taking proactive steps to re-
integrate returning women back into the workforce.8

15-2f Work–Life Balance
Over the past decade, workers across all ages and both 
 genders have actively pursued more flexibility and work–life 
balance in their jobs. But as the recession deepened in 2009, 
companies began to cut back on these initiatives, describing 

them as “nice to have” programs in a time when “need to have” 
goals—such as meeting payroll each month—are tough to 
attain. Middle-level managers are also apt to demonstrate 
bias against worker flexibility, even when top management 
actively supports work–life balance programs. In spite of 
these issues, insightful HR managers try hard to offer enough 
flexibility to keep their best workers without jeopardizing 
their company’s business goals.9

15-2g Lawsuits
The United States has become a wildly litigious society, with 
employees, customers, and shareholders levying lawsuit  
after lawsuit against firms of all sizes. Even though many of 
the lawsuits are legitimate—some profoundly important—
a good number are just plain silly. But even if a lawsuit is 
frivolous, and even if it’s thrown out of court, it can still cost 
a company millions of dollars. Even more importantly, a 
frivolous lawsuit can cost a business its reputation. Avoid-
ing employee lawsuits by knowing the law and encourag-
ing legal practices is a growing human resources challenge.

 15-3 HUmAN RESOURcES 
mANAGERS: cORPORATE 
bLAck SHEEP?

15-3a The Problem
The human resource management function is clearly criti-
cal, but human resources departments—and the people 
who work in them—face major challenges. Leading-edge 
firms expect every department to offer “big picture,” strate-
gic contributions that boost company value. But a report in 
Fast Company suggests that most HR professionals lack suf-
ficient strategic skills. Among other data, the report quotes 
a respected executive at a top U.S. company:  “Business 
acumen is the single biggest factor that HR  professionals 
in the U.S. lack today.”10

But even highly qualified, strategically focused HR 
managers face daunting perception problems. A manage-
ment professor at a leading school comments that “The 
best and the brightest just don’t go into HR.” Once in the 
workforce, many employees see the human resources de-
partment as irrelevant—or even worse, as the enemy. This 
perception clearly undermines their effectiveness.

15-3b The Solution
To gain respect from both senior management and their 
peers, human resources executives must earn a seat at 

Frivolous lawsuits cost American 
businesses over $865 billion per year.

—PAcIfIc RESEARcH INSTITUTE
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the table. The first step is to know the company. What are 
the strategic goals? Who is the core customer? Who is the 
competition? Respected HR departments typically figure 
out ways to quantify their impact on the company in dol-
lars and cents. They determine how to raise the value of 
the firm’s human capital, which in turn increases the value 
of the firm itself. Effective HR people also remain open to 
exceptions even as they enforce broad company policies.

But clearly, these solutions will work only if senior 
management recognizes the potential value of effective 
human resource management. One simple test of senior 
management commitment is the reporting relationship. If 
the HR department reports to the CFO, it may be on the 
fast track to outsourcing. But if the HR department reports 
to the CEO, the strategic possibilities are unlimited.

 15-4 HUmAN RESOURcE PLANNING: 
DRAwING THE mAP

Great human resource management begins with great 
planning: Where should you go? And how should you get 
there? Your objectives should flow from the company’s 
master plan, and your strategies must reflect company  
priorities.

One of the first steps in the HR planning process 
should be to figure out where the company stands in terms 

of human resources. What 
skills does the workforce 
already have? What skills 
does it need? A company- 
wide job  analysis often 
goes hand in hand with 
evaluating the current 
workforce. Job analysis ex-
amines what exactly needs 
to be done in each position 
to maximize the effective-
ness of the organization—
independent of who might 

be holding each job at any specific time. Smaller compa-
nies often handle job analysis on an informal basis, but 
larger companies typically specify a formal job descrip-
tion and job specifications (or “specs”).

A job description defines the jobholder’s responsibili-
ties, and job specs define the qualifications for doing the 
job. Consider the job of band manager. The job descrip-
tion might include finding engagements for the band and 
settling disputes among band members. The job specs 
might include the type of education and experience re-
quired. Taken together, the two might look something like 
Exhibit 15.1.

The next step is to forecast future human resource 
requirements. The forecasting function requires a deep 
understanding of the company’s goals and strategies. HR 
managers must also assess the future supply of workers. 
Assessing supply can be a real challenge, since the size and 
quality of the workforce shift continually. But key consider-
ations should include retirement rates, graduation rates in 
relevant fields, and the pros and cons of the international 
labor market.

A complete HR plan—which falls under the compa-
ny’s strategic planning umbrella—must cover each core 
area of human resource management (see Exhibit 15.2):

 ■ Recruitment

 ■ Selection

 ■ Training

 ■ Evaluation

 ■ Compensation

 ■ Benefits

 ■ Separation

15-4a Recruitment: Finding the Right People
Finding people to hire is easy—especially when the un-
employment rate is high—but finding qualified employ-
ees is almost always a daunting challenge. The U.S. Census 
Bureau points out that a college degree typically doubles 
earning power, and the U.S. Bureau of Labor Statistics 

 ExHiBiT 15.1    jOb DEScRIPTION AND jOb SPEcIfIcATIONS: bAND mANAGER

Job Description Job Specifications

Work with the music group to help make major decisions  regarding  
the creative and business direction of the band

A bachelor’s degree in music management

Negotiate recording contracts and engagement fees A minimum of three years’ experience managing a high-profile band

Help band members understand their rights and  responsibilities Excellent communication and networking skills

job analysis The examination 
of specific tasks that are assigned 
to each position, independent of 
who might be holding the job at 
any specific time.

job description An 
explanation of the responsibilities 
for a specific position.

job specifications The 
specific qualifications necessary to 
hold a particular position.
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attests that most of the fastest-growing fields in the next 
five years will require college graduates. But only one-third 
of adults in America ages 25–29 have a college degree. 
And as highly trained, highly educated baby boomers hit 
retirement, HR recruiters may face a hiring crunch. In addi-
tion to finding qualified hires, recruiters also must find new 
employees who fit with the company culture in terms of 
both personality and style.11

New employees come from two basic sources: in-
ternal and external. Internal recruitment involves  
transferring or promoting employees from other positions 
within the company. This approach offers several advantages:

 ■ Boosts employee morale by reinforcing the value of 
experience within the firm

 ■ Reduces risk for the firm, since current employees 
have a proven track record

 ■ Lowers costs of both recruitment and training

But companies often find that they don’t have the right 
person within their organization. The firm may be too small, 
or perhaps no one has the right set of skills to fill the immedi-
ate needs. Or maybe the firm needs the fresh thinking and 
energy that can come only from outside. When this is the 
case, companies turn to external recruitment.

External recruitment, or looking for employees outside 
the firm, usually means tapping into a range of different re-
sources. The possibilities include employment websites, 
newspaper ads, trade associations, college and university 
employment centers, and employment agencies. But the 
most promising source of new hires may be referrals from 
current employees. A growing number of organizations of-
fer their current employees a cash bonus—typically $1,000 
to $2,000—for each person they refer to the company who 

makes it past a probationary period. As an added benefit, em-
ployees who come through referrals have an excellent chance 
at success, since the person who recommended them has a 
stake in their progress. Employee-referral programs also rep-
resent a real bargain for employers, compared to the average 
cost per new hire of more than $4,000. Not surprisingly, a 
higher level of employee referrals correlates to a higher level 
of shareholder returns, although lack of diversity may become 
a long-term problem with relying on employee referrals.12

15-4b Selection: Making the Right Choice
Once you have a pool of qualified candidates, your next 
step is to choose the best person for the job. This, too, 
is more easily said than 
done, yet making the right 
selection is crucial. The costs 
of a bad hire—both the  
direct costs such as placing 
ads, and the intangibles 
such as lost productivity and 
morale—can drain com-
pany resources. A typical 

Exhibit 15.2 
Human Resource Management

internal recruitment The 
process of seeking employees 
who are currently within the firm 
to fill open positions.

external recruitment The 
process of seeking new employees 
from outside the firm.

Selecting the best candidate for each job is 
much tougher than it may initially seem.
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selection process includes accepting applications, inter-
viewing, testing, checking references and background, 
and making the job offer. Keep in mind that small busi-
nesses often follow a more streamlined process.

Applications Many companies use written applications 
simply as an initial screening mechanism. Questions about 
education and experience will determine whether a candi-
date gets any further consideration. In other words, the ap-
plication is primarily a tool to reject unqualified candidates, 
rather than to actually choose qualified candidates.

Interviews Virtually every company uses interviews as 
a central part of the selection process. In larger companies, 
the HR department does initial interviews and then sends 
qualified candidates to the hiring manager for the actual 
selection. The hiring manager usually recruits coworkers to 
participate in the process.

Although employers frequently give interviews heavy 
weight in hiring decisions, interviews often say surprisingly 
little about whether a candidate will perform on the job. Too 
many managers use the interview as a get-to-know-you ses-
sion rather than focusing on the needs of the position. To help 
ensure that interviews better predict performance, experts 
recommend a structured interview process: developing 
a list of questions beforehand and asking the same questions 
to each candidate. The most effective questions are typically 
behavioral: they ask the candidate to describe a situation that 
he or she faced at a previous job—or a hypothetical situation 
at the new job—and to explain the resolution. Interviewers 
should gear the specific questions toward behaviors and ex-
periences that are key for the new position. Consider the fol-
lowing examples of how these questions could be worded:

 ■ Describe a time when you had to think “outside the 
box” to find a solution to a pressing problem.

 ■ Describe a situation that required you to do a num-
ber of things at the same time. How did you handle 
it? What was the outcome?

 ■ If you realized that a coworker was cheating on his 
expense report, how would you handle the situation?

 ■  What would you do if your boss asked you to complete 
a key project within an unreasonable time frame?

Cultural differences also affect interview performance. 
As the U.S. labor pool becomes more diverse, even domes-
tic companies must be aware of cultural differences. And it 
isn’t simply a matter of legality or ethics. Firms that hire the 
best people regardless of cultural background will gain a 
critical edge in our increasingly competitive world.

Most colleges and universities offer comprehensive 
career services. Especially in today’s competitive labor 
market, you would be wise to visit your career center early 
in your college career and use those services to prepare 
yourself for a smooth transition into the workforce. 

Testing Either before or after the interview process 
(and sometimes at both points), a growing number of 
companies have instituted employment testing of vari-
ous sorts. The main categories include skills testing, per-
sonality testing, drug testing, and physical exams. Skills 
testing and personality testing carry a fair amount of 
legal risk, since these tests must measure skills and apti-
tudes that relate directly to the job itself. Virtually 100% 
of Fortune 500 companies conduct pre-employment 
drug testing, as do most other companies. Physical ex-
ams are also standard but are highly regulated by state 
and federal law to ensure that firms don’t use them just 
to screen out certain individuals.

References and Background Checks Even if you 
feel absolutely certain that a candidate is right for the job, 
don’t skip the reference check before you make an offer. 
Research from the Society for Human Resource Managers 
suggests that more than 50% of job candidates lie on their 
résumé in some way. Although it may be tough to verify 
contributions and accomplishments at former jobs, it’s 
pretty easy to uncover lies about education, job titles, and 
compensation. And it’s quite worthwhile, given that the 

costs of bringing an unethical em-
ployee on board can be staggering. 
Furthermore, if you happen to hire a 
truly dangerous employee, you can 
open the door to negligent-hiring 
lawsuits for not taking “rea sonable 
care.” But surprisingly—despite  
the high risk—employment expert 
James Challenger estimates that 

“ More than 70% of HR managers say 
that employee referral job candidates 
get high priority in job searches.”

— Lo s  A n g e Le s  Ti m e s

structured interviews  
An interviewing approach that 
involves developing a list of 
questions beforehand and asking 
the same questions in the same 
order to each candidate.

“ External hires get paid 
18–20% more than staff 
promoted from within.” 

— m A T T H E w  b I D w E L L , 
w H A R T O N  b U S I N E S S  S c H O O L
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only about 25% of candidates are thoroughly vetted by 
the companies that consider them.14

Job Offers After you find the right person, the next hur-
dle is to design the right job offer and get your candidate 
to accept it. To hook an especially hot contender, you may 
need to get creative. A phone call from top management, 
the royal treatment, and special perks go a long way, but 
most superb candidates also want to know in very specific 
terms how their contributions would affect the business. 
And no matter how excited you are about your candi-
date, be certain to establish a probationary period up 
front. This means a specific time frame (typically three to 
six months) during which a new hire can prove his or her 
worth on the job. If everything works out, the employee 
will move from conditional to permanent status; if not, the 
company can fire the employee fairly easily.

Contingent Workers Companies that experience 
a fluctuating need for workers sometimes opt to hire 
contingent workers—or employees who don’t ex-
pect regular, full-time jobs—rather than permanent, full-
time workers. Specifically, contingent employees include 
temporary full-time workers, independent contractors, 
on-call workers, and temporary agency or contract agency 
workers. As a group, these contingent workers account for 
more than 30% of U.S. employment.15

Employers appreciate contingent workers be-
cause they offer flexibility, which can lead to much 
lower costs. But the hidden downside can be work-
ers who are less committed and less experienced. Too 
much reliance on contingent workers could unwit-
tingly sabotage company productivity and the cus-
tomer experience.

15-4c  Training and Development: 
Honing the Competitive Edge

For successful companies in virtually every field, train-
ing and development have become an ongoing process 
rather than a one-time ac-
tivity. Even in a recession, 
training and development 
must gather speed for com-
panies and individuals to 
maintain their competitive 
edge. Experts offer five key 
reasons that relate directly 
to a healthy bottom line:

1. Increased innovation in 
strategies and products

2. Increased ability to 
adopt new technologies

Interview Gaffes: The Top Ten Things 
NOT to Do
As you get ready to interview for your dream job, you’ll almost 
certainly find yourself awash in a torrent of advice from family 
and friends, and flooded with tips found on the Web and 
elsewhere. “Don’t be late, don’t be early . . . Don’t ask too many 
questions, don’t ask too few . . . Don’t look too casual, don’t 
look too stuffy . . . . And whatever you do, never let anyone 
see that you’re nervous!” But however you actually feel—and 
whatever you actually say—take heart from knowing that 
you probably won’t top these “real-life” interview-question 
blunders:

1. Question: “What five or six adjectives best describe you?”
Answer: “Really, really, really, really, really cool!”

2.  Question: “Were you late because you got lost?”
 Answer: “No. It was such a nice day that I didn’t mind 
driving slowly.”

3. Question: “Why should I hire you?”

 Answer: “Because they say you should always hire people 
better than yourself.”

4. Question: “What do you find interesting about this job?”
 Answer: “The money. I don’t really care what your company does.”

5. Question: “Is it important to you to get benefits right away?”
 Answer: “I don’t believe in healthcare. If I broke my leg, I’d 
just live with it.”

6. Question: “What is your greatest strength?”
 Answer: “I’m a quick learner if I’m in the mood to pay 
attention.”

7. Question: “What can you tell me about your creative ability?”
 Answer: “My answers to most of your questions are pretty 
good indicators.”

8. Question: “Would you be willing to take a drug test?”
Answer: “Sure. What kind of drugs do I get to test?”

9. Question: “What would your boss say about you?”
Answer: “That I’m insubordinate.”

10. Question: “How would you define a ‘problem person’?”
Answer: “Anyone who disagrees with me.”13

What Were They Thinking?

probationary period A 
specific time frame (typically 
three to six months) during which 
a new hire can prove his or her 
worth on the job before he or she 
becomes permanent.

contingent workers  
Employees who do not expect 
regular, full-time jobs, including 
temporary full-time workers, 
independent contractors, and 
temporary agency or contract 
agency workers.
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3. Increased efficiency and productivity

4. Increased employee motivation and lower 
employee turnover

5. Decreased liability (e.g., sexual harassment lawsuits)

Training programs take a number of different forms, 
from orientation to skills training, to management devel-
opment, depending on the specific employee and the 
needs of the organization.

Orientation Once you hire new employees, orien-
tation should be the first step in the training and devel-
opment process. Effective orientation programs typically 
focus on introducing employees to the company culture 
(but without sacrificing need-to-know administrative 
information). Research consistently shows that strong 
orientation programs significantly reduce employee turn-
over, which lowers costs.

The Boeing aerospace company has mastered the 
art of employee orientation. Boeing Military Aircraft 
and Missile Systems revamped its orientation process 
to include mentoring, meetings with senior execu-
tives, and an after-work social program. One highlight 
of the orientation—meant to crystallize the “wow” fac-
tor of working at Boeing—is the chance to take the 
controls of an F/A-18 fighter plane flight simulator. 
Management rightfully sees the program as a chance 
to develop “future leaders … the ones who will make 
sure that Boeing continues to be a great place to 
work.”16

On-the-Job Training On-the-job training is 
popular because it’s very low-cost. Employees simply be-

gin their jobs—sometimes 
under the guidance of 
more experienced employ-
ees—and learn as they go. 
For simple jobs, this can 
make sense, but simple 
jobs are disappearing from 
the U.S. market due to the 
combined impact of off-
shoring and technology. 
On-the-job training can 
also compromise the cus-
tomer experience. Have 
you ever waited much 
too long in a short line at 
the grocery store because 
the clerk couldn’t figure 
out how to use the cash 
register? Multiplied across 

hundreds of customers, this kind of experience under-
mines the value of a company’s brand.

Formal apprenticeship programs tend to be a more ef-
fective way of handling on-the-job training. Apprentice-
ship programs mandate that each beginner serve as an 
assistant to a fully trained worker for a specified period of 
time before gaining full credentials to work in the field. In 
the United States, apprenticeships are fairly common in 
trades such as plumbing and bricklaying. But in Europe, 
apprenticeships are much more common across a wide 
range of professionals, from bankers to opticians.

Off-the-Job Training Classroom training happens 
away from the job setting but typically during work hours. 
Employers use classroom training—either on-site or 
off-site—to teach a wide variety of topics from new com-
puter programming languages, to negotiation skills, to stress 
management, and more. Going one step further than class-
room training, some employers train workers off-site on “real” 
equipment (e.g., robots) similar to what they would actually 
use on the job. This approach is called “vestibule training.” 
Police academies often use vestibule training for firearms. 
Job simulation goes even further than vestibule training, 
by attempting to duplicate the exact conditions that the 
trainee will face on the job. This approach makes sense for 
complex, high-risk positions such as astronaut or airline pilot.

orientation The first step in 
the training and development 
process, designed to introduce 
employees to the company culture 
and provide key administrative 
information.

on-the-job training A 
training approach that requires 
employees to simply begin their 
jobs—sometimes guided by more 
experienced employees—and to 
learn as they go.

apprenticeships Structured 
training programs that mandate 
that each beginner serve as an 
assistant to a fully trained worker 
before gaining full credentials to 
work in the field.

On-the-job training often works best for 
relatively simple jobs.
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Computer-Based Training Computer-
based training—mostly delivered via the 
Web—now plays a crucial role in off-the-
job training. Broadband technology has 
turbocharged audio and visual capabilities, 
which support engaging and interactive 
online training programs. Online train-
ing also standardizes the presentation  
of the material, since it doesn’t depend on 
the quality of the individual instructor. And 
the Web helps employers train employ-
ees wherever they may be in the world, 
at their own pace and convenience. 
But there is a key drawback: it takes a 
lot of discipline to complete an online 
program, and some people simply learn better through 
direct human interaction.

Management Development As the bulk of top-
level U.S. executives move toward retirement (or lose their 
jobs in the recession), developing new leaders has be-
come a priority in many organizations. Management 
development programs help current and potential ex-
ecutives develop the skills they need to move into lead-
ership positions. These programs typically cover specific 
issues that the business faces but also less-tangible—yet 
equally important—topics, such as communication, plan-
ning, business-analysis, change-management, coaching, 
and team-building skills.

15-4d  Evaluation: Assessing Employee 
Performance

Straightforward, frequent feedback is a powerful tool 
to improve employee performance. The best managers 
provide informal feedback on a constant basis so that 
employees always know where they stand. But most 
companies also require that managers give formal feed-
back through periodic performance appraisals, 
usually every six months or once a year. Typically, man-
agers conduct the appraisals by sitting down with each 
employee on a one-to-one basis and comparing actual 
results to expected results. The performance appraisal 
affects decisions regarding compensation, promotions, 
training, transfers, and terminations.

The HR role in performance appraisals begins with 
the strategic process of creating evaluation tools that 
tie directly into the company’s big-picture objectives. 
Then, on a day-to-day basis, HR coordinates the actual 
appraisal process, which typically involves volumes of pa-
perwork. HR must also ensure that managers are trained 

in providing relevant, honest, objective feed-
back, and that workers at every level know 
how to respond if they believe their ap-
praisal is not fair.

Both giving and receiving evaluations 
tend to be awkward for everyone involved, 

and unfortunately, uncomfortable people 
tend to make mistakes. As you read the 
following list, you’ll probably find that 
you’ve been on the receiving end of at 

least a couple of the most common ap-
praisal goofs.

1.  Gotcha! Too many managers use 
the performance appraisal as a

chance to catch employees doing something wrong, 
rather than doing something right.

2.  The Once-a-Year Wonder Many companies man-
date annual reviews, but some managers use that as 
an excuse to give feedback only once a year.

3.  Straight from the Gut Although “gut feel” can 
have real value, it’s no substitute for honest, rel-
evant documentation of both expectations and 
accomplishments.

4.  What Have You Done for Me Lately? Many man-
agers give far too much weight to recent accom-
plishments, discounting the early part of the review 
period.

5.  The “Me Filter” While appraisals are a bit subjective 
by their very nature, some managers filter every com-
ment through their personal biases. Here are some 
examples:

 ■  Positive Leniency: “I’m a nice guy, so I give 
everyone great scores.”

 ■  Negative Leniency: “I have high expectations, so 
I give everyone low scores.”

 ■ Halo Effect: “I like 
this employee so I’ll 
give her top scores 
across the board.”

For a performance ap-
praisal to be effective, the 
manager must focus on fair-
ness, relevance, objectivity, 
and balance. Equally impor-
tant, the manager should 
give feedback on a continual 
basis to eliminate surprises 
and maximize performance.

management development  
Programs to help current and 
potential executives develop 
the skills they need to move into 
leadership positions.

performance appraisal A 
formal feedback process that 
requires managers to give their 
subordinates feedback on a 
one-to-one basis, typically by 
comparing actual results to 
expected results.
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15-4e Compensation: Show Me the Money
The term compensation covers both pay and ben-
efits, but when most people think about compensation, 
they think about cash. Yet your paycheck is only part of 
the picture. Many companies also offer noncash ben-
efits such as healthcare, which can be worth up to 30% 
of each employee’s pay. Researching, designing, and 
managing effective compensation systems are core HR 
functions.

From a company perspective, compensation—both 
cash and noncash—represents a big chunk of product 
costs, especially in labor-intensive businesses such as 
banks, restaurants, and airlines. Although many firms opt 
to cut labor costs as far as possible, others boost compen-
sation above the norm to find and keep the best workers. 
In fact, research suggests that companies offering higher-
than-average compensation generally outperform their 
competitors in terms of total return to shareholders—both 
stock price and dividend payouts.17

Regarding specific individuals and positions, compa-
nies typically base compensation on a balance of the fol-
lowing factors:

 ■ Competition: How much do competing firms offer 
for similar positions?

 ■ Contribution: How much does a specific person 
contribute to the bottom line?

 ■ Ability to Pay: How much can the company afford?

 ■ Cost of Living: What would be reasonable in light of 
the broader local economy?

 ■ Legislation: What does the government mandate?

The most common 
compensation systems in 
the United States are wages 
and salaries. Wages refer 
to pay in exchange for the 
number of hours or days 
that an employee works. 
Variations can be huge, 
starting at the federal mini-
mum wage of $7.25 per 
hour (as of July 2016) and 
ranging up to more than 
$50 per hour. Jobs that 
require less education—
such as flipping burgers—
typically pay hourly wages. 
Federal law requires com-
panies to pay nonexempt 

wage earners overtime, 50% more than their standard 
wage, for every hour worked over 40 hours per week.

Salaries, on the other hand, cover a fixed period, 
most often weekly or monthly. Most professional, adminis-
trative, and managerial jobs pay salaries. While salaries are 
usually higher than wages, salaried workers do not qualify 
for overtime, which means that sometimes a low-level 
manager’s overall pay may be less than the pay of wage-
based employees who work for that manager.

Pay for Performance In addition to wages and sala-
ries, many organizations link some amount of worker pay 
directly to performance. The idea is to motivate employees 
to excel. Exhibit 15.3 lists some common approaches.

As you look over the range of variable pay options, 
which would you find most motivating? Why? What type 
of business might use each form of variable pay? Why?

15-4f  Benefits: From Birthday Cakes  
to Death Benefits

Benefits represent a significant chunk of money for 
employers, but for many years, workers took benefits for 
granted. No longer. As the unemployment rate skyrocketed  
in 2009, employees began to appreciate their benefits 
more than ever, recognizing that healthcare, dental care, 
paid sick days, retirement plans, and other perks add 
enormous value to their paychecks—and can be yanked 
at the discretion of their employer.18

compensation The 
combination of pay and benefits 
that employees receive in 
exchange for their work.

wages The pay that employees 
receive in exchange for the 
number of hours or days that they 
work.

salaries The pay that 
employees receive over a fixed 
period, most often weekly or 
monthly.

benefits Noncash 
compensation, including 
programs such as health 
insurance, vacation, and childcare.

 ExHiBiT 15.3    PERfORmANcE PAY OPTIONS

Variable Pay 
System Description

Commission Commission involves payment as a percent-
age of sales.  Usually, larger commissions go 
with smaller base pay.

Bonuses Bonuses are lump-sum  payments, typi-
cally to reward strong performance from 
 individual employees.

Profit Sharing Profit-sharing plans reward  employees with a 
share of  company profits above and  beyond 
predetermined goals.

Stock Options Stock options are the right to buy shares 
of company stock at some future date for 
the price of the shares on the day that the 
company awarded the options.

Pay for  
Knowledge

This approach involves awarding bonuses 
and pay increases in exchange for increases 
in  knowledge such as earning an MBA.
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In fact, a number of budget-minded employers al-
ready stick to the legally mandated basics: Social Security 
and Medicare contributions, payments to state unem-
ployment and workers’ compensation programs, and job 
protection per the Federal Family and Medical Leave Act. 
However, socially responsible employers—and companies 
that seek a competitive advantage through a top-notch 
workforce—tend to offer far more. Optional benefits usu-
ally include some or all of the following:

 ■ Paid vacation days and holidays

 ■ Paid sick days

 ■ Health insurance

 ■ Retirement programs

 ■ Product discounts

A smaller number of companies also offer less tra-
ditional benefits such as backup childcare options, free 
massage, pet health insurance, tuition reimbursement, 
and paid time off for volunteering. Since the recession of 
2009, companies that offered “extras” have focused extra 
attention on perks that would boost morale without an 
outrageous price tag.20

In the past decade, a growing number of compa-
nies have begun to offer cafeteria-style benefits. 

This approach involves giving their employees a set dol-
lar amount per person that they must spend on company 
benefits. The key to these plans is choice, which allows 
employees to tailor their benefits to their individual needs.

Over the past couple of decades, employees across 
the U.S. economy have demanded more flexibility from 
their employers, and companies have responded. Flex-
ible scheduling options include flextime, telecommuting, 
and job-sharing plans, discussed in detail below. But un-
fortunately, as massive, widespread layoffs swept across 
the economy in 2009, workers began to give up flexible 
schedules—or to stop even 
asking about them in the 
first place—out of fear that 
they would appear less 
committed to their jobs.21

Flextime A flextime plan  
gives workers some de-
gree of freedom in terms of 
when they start and finish 
their workday, as long as 
they complete the required 
number of hours. Typically, 
companies with flextime 

Wacky Benefits
While most benefits are optional, you would not be unrea-
sonable to expect your firm to offer standard perks, such as paid 
vacation days or sick time, but a handful of creative companies 
have developed a package of perks to create unique, compelling 
corporate cultures that seem especially appealing to millennial 
workers. Some examples:

 ▪ Activision: On the annual release of the Call of Duty video 
game franchise, workers from all levels don costumes and 
participate in a company-wide squirt gun battle. One employee 
described the event as “the best day of my life every year.”

 ▪ CHG Healthcare: This medical staffing firm believes 
in putting people first, and every year, staffers nominate 
peers who exemplify the company’s personnel-friendly 
philosophy. In 2016, Four winners and their guests received 
an all-expenses-paid trip to Kenya to participate in a service 
project and go on a safari.

 ▪ Hyland: The CEO of this business software firm holds 
round-table lunches with groups of workers throughout the 
year, and sometimes spontaneously invites employees to 
fun workday breaks such as cornhole tournaments, paper 
airplane contests, and games of dodgeball. 

 ▪ Kimpton Hotels and Restaurants:  This upscale chain 
is so pet friendly that it provides workers with pet insurance 
and even gives them time off to grieve if a pet dies.19

cafeteria-style 
benefits An approach to 
employee benefits that gives all 
employees a set dollar amount 
that they must spend on company 
benefits, allocated however they 
wish within broad limitations.

flextime A scheduling option 
that allows workers to choose 
when they start and finish 
their workdays, as long as they 
complete the required number 
of hours.
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scheduling oblige their employees to start work between 
mandated hours in the morning—say, anytime between 
7 a.m. and 10 a.m.—to take lunch between certain hours in 
the middle of the day, and to complete work at the end 
of eight hours. This approach ensures that everyone is 
present during core hours for communication and coor-
dination, but it provides choice outside those parameters. 
Flextime tends to increase employee morale and reten-
tion, but it makes less sense in jobs that entail extensive 
teamwork and customer interaction. It also requires careful 
management to avoid abuse.

The compressed workweek, another version of 
flextime scheduling, allows employees to work a full-time 
number of hours in less than the standard workweek. The 
most popular option is to work four ten-hour days rather 
than five eight-hour days. Major companies, such as Intel, 
have developed successful compressed workweek pro-
grams at a number of their facilities.

Telecommuting Despite clear benefits for employ-
ees, the environment, and many employers, telecom-
muting has not fully permeated the American workplace. 
Booming technological advances make it possible for 

many employees to “com-
mute” to the office via 
phones, fax machines, and 
broadband networks. More 
than 60% of companies 
allow telecommuting, 
and 20–30% of Americans 
telecommute at least oc-
casionally. The bottom-line 
benefits for companies 
that embrace the approach 

can be significant. Over two-thirds of employers report in-
creased productivity among their telecommuters. Telecom-
muting employees are 35–40% more productive than their 
office-bound colleagues. And direct savings from decreased 
costs add up fast, as well. By establishing telecommuting 
programs, employers can realize annual cost savings of 
$20,000–$37,000 per employee, which adds up to hun-
dreds of millions of dollars each year for big players, such 
as IBM, Sun Microsystems, and AT&T. In fact, if every worker 
who could telecommute actually did telecommute, national 
productivity would increase by $334 billion to $467 billion a 
year through telecommuting.22

While telecommuting sounds great at first glance, it 
offers benefits and drawbacks for organizations and em-
ployees alike, as you’ll see in Exhibit 15.4.

Job Sharing Job sharing allows two or more employ-
ees to share a single full-time job. Typically, job-share 
participants split the salary equally, but they often need 
to allocate full benefits to just one of the partners. On a 
nationwide basis, fewer than 20% of employers (e.g., 
American Express and PricewaterhouseCoopers) offer job-
sharing programs and reap the benefits such as higher 
morale and better retention.23

15-4g  Separation: Breaking Up Is Hard to Do
Employees leave jobs for a number of different reasons.  
Experiencing success, they may be promoted or lured to 
another firm. Experiencing failure, they may be fired. Or in 
response to changing business needs, their employer 
might transfer them or lay them off. And employees also 
leave jobs for completely personal reasons such as family 
needs, retirement, or a change in career aspirations.

 ExHiBiT 15.4     AN ANALYSIS Of TELEcOmmUTING

Benefits Drawbacks

Organization  ■ Lower costs for office space, equipment, and upkeep

 ■ Higher employee productivity due to better morale, fewer sick 
days, and more focused performance

 ■ Access to a broader talent pool (not everyone needs to  
be local)

 ■ Greater challenges maintaining a  cohesive company 
culture

 ■ Greater challenges fostering teamwork

 ■ Greater challenges monitoring and  managing far-flung 
employees

Employee  ■ Much more flexibility

 ■ Zero commute time (less gas money)

 ■ Better work–family balance

 ■ Every day is casual Friday (or even pajama day!)

 ■ Fewer office politics and other distractions

 ■ Less fast-track career potential

 ■ Less influence within the organization

 ■ Weaker connection to the company culture

 ■ Isolation from the social structure at work

Source: Flexible Hours and Telecommuting—Not the Ticket to the Top of Corporate America, Five Questions for Susan DePhillips, Workforce Management, September 2005, http://www.workforce.com/section/02 
/article/24/14/66.html.

compressed workweek A 
version of flextime scheduling that 
allows employees to work a full-
time number of hours in less than 
the standard workweek.

telecommuting Working 
remotely—most often from 
home—and connecting to the 
office via phone lines and/or 
broadband networks.
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When companies terminate employees, they must pro-
ceed very carefully to avoid wrongful-termination lawsuits. 
The best protection is honesty and documentation. Em-
ployers should always document sound business reasons 
for termination and share those reasons with the employee.

But employees can still lose their jobs for reasons that 
have little or nothing to do with their individual perfor-
mance. In response to the recession, employers eliminated 
5.1 million jobs between December 2007 and March 2009. 
And while the economy regained its footing by 2015, many 
experts anticipate that it will not fully rebound for many 
years. As companies have become leaner, the remaining 
workers have experienced enormous stress. Managers can 
mitigate the trauma most effectively by showing empathy 
and concern for their employees, and by treating any laid-
off employees with visible compassion.25

 15-5 LEGAL ISSUES: HR AND THE 
LONG ARm Of THE LAw

Even when the company is right—even when the com-
pany wins—employment lawsuits can cost millions of 
dollars and deeply damage the reputation of an organiza-
tion, as we briefly discussed earlier in this chapter. To avoid 
employment lawsuits, most firms rely on HR to digest the 
complex, evolving web of employment legislation and 
court decisions, and to ensure that management under-
stands the key issues.

The bottom-line goal of most employment legislation 
is to protect employees from unfair treatment by employ-
ers. Some would argue that the legislation goes so far that 
it hinders the ability of companies to grow. But regardless of 
your personal perspective, the obligation of an ethical em-
ployer is to understand and abide by the law as it stands—
even if you’re working within the system to change it.

The most influential piece of employment law may 
be the Civil Rights Act of 1964. Title VII of this 
act—which applies only 
to employers with 15 or 
more workers—outlaws 
discrimination in hiring, fir-
ing, compensation, appren-
ticeships, training, terms, 
conditions, or privileges 
of employment based on 
race, color,  religion, sex, or 
national origin. Over time, 
Congress has supplemented  
Title VII with legislation that 
prohibits discrimination 
based on pregnancy, age 
(40+), and  disability.

Title VII also created 
the Equal Employment  
Opportunity Commis-
sion (EEOC) to enforce its  
provisions. And in 1972, 
Congress beefed up the 

What Your Boss REALLY Thinks of Your Tattoo
It doesn’t really matter what your boss thinks of your tattoo—as 
long as your boss can’t see your tattoo. But as climate change 
brings warmer temperatures, keeping your tattoo covered up 
may not always be an option, even if you are so inclined. Even 
in an age of relaxed attitudes about tattoos, this may pose a 
problem in the mainstream workplace. About 45 million people 
in the United States—about 14% of the population—sport at 
least one tattoo. However, 37% of HR managers cite tattoos as 
the third most likely physical attribute to limit career potential 
(behind bad breath and non-traditional piercings). There 
are currently no laws protecting people with tattoos from 
discrimination in the hiring process, but it’s not all bad news 
if you’re forced (or you choose) to show your ink. A number of 
top companies are known for being tattoo friendly, including 
Whole Foods, Google, Trader Joe’s, Target, Home Depot, and 

Barnes & Noble. Ninety-four percent of people with tattoos 
would hire someone with tattoos, so as 
ink becomes more common in the 
workplace, tattoo-based discrimi-
nation may soon be a thing of the 
past.24

Civil Rights Act of 
1964 Federal legislation 
that prohibits discrimination 
in hiring, firing, compensation, 
apprenticeships, training, terms, 
conditions, or privileges of 
employment based on race, color, 
religion, sex, or national origin.

Title VII A portion of the Civil 
Rights Act of 1964 that prohibits 
discrimination in hiring, firing, 
compensation, apprenticeships, 
training, terms, conditions, or 
privileges of employment based 
on race, color, religion, sex, or 
national origin for employers 
with 15 or more workers.

Equal Employment 
Opportunity Commission  
(EEOC) A federal agency 
designed to regulate and enforce 
the provisions of Title VII.
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EEOC with additional powers to regulate and to enforce 
its mandates, making the EEOC a powerful force in the hu-
man resources realm.

Here are some additional key pieces of employment 
legislation:

 ■ Fair Labor Standards Act of 1938: Established 
a minimum wage and overtime pay for employees 
 working more than 40 hours a week.

 ■ Equal Pay Act of 1963: Mandated that men and 
women doing equal jobs receive equal pay.

 ■ Occupational Safety and Health Act of 1970:   
Required safety equipment for employees and 
established maximum exposure limits for hazardous 
substances.

 ■ Immigration Reform and Control Act of 1986:  
Required employers to verify employment eligibility 
for all new hires.

 ■ Americans with Disabilities Act of 1990:  
Prohibited discrimination in hiring, promotion, and 
compensation against people with disabilities and 
required employers to make “reasonable” accommo-
dations for them.

 ■  Family and Medical Leave Act of 1993: Required 
firms with 50 or more employees to provide up to 
12 weeks of job-secure, unpaid leave on the birth or 
adoption of a child or the serious illness of a spouse, 
child, or parent.

15-5a  Affirmative Action: The Active 
Pursuit of Equal Opportunity

The term affirmative 
action refers to policies 
meant to increase employ-
ment and educational op-
portunities for minority 
groups—especially groups 
defined by race, ethnic-
ity, or gender. Emerging 
during the American civil 
rights movement in the 

1960s, affirmative action seeks to make up for the system-
atic discrimination of the past by creating more opportuni-
ties in the present.

Over the past couple of dec ades, affirmative action 
has become increasingly controversial. Opponents have 
raised concerns that giving preferential treatment to some 
groups amounts to “reverse discrimination” against groups 
who do not get the same benefits. They claim that affir-
mative action violates the principle that all individuals are 
equal under the law. But supporters counter that everyone 
who benefits from affirmative action must—by law—have 
relevant and valid qualifications. They argue that proac-
tive measures are the only workable way to right past 
wrongs and to ensure truly equal opportunity.

Recent U.S. Supreme Court decisions have supported 
affirmative action, pointing out that government has a “com-
pelling interest” in ensuring racial diversity. But the Court 
has rejected “mechanistic” affirmative action programs that 
amount to quota systems based on race, ethnicity, or gender.

The long-term fate of affirmative action remains 
unclear, but achieving the underlying goal—a diverse 
workplace with equal opportunity for all—stands to ben-
efit both business and society as a whole.

15-5b  Sexual Harassment: Eliminating Hostility
Sexual harassment—which violates Title VII of the Civil 
Rights Act of 1964—involves discrimination against a per-
son based on his or her gender. According to the EEOC, 
sexual harassment can range from requests for sexual fa-
vors to the presence of a hostile work environment. The 
EEOC also points out that a sexual harasser may be either a 
woman or a man, and the harasser doesn’t need to be the 
victim’s supervisor. The victim could be anyone affected—
either directly or indirectly—by the offensive conduct. And 
clearly, to qualify as sexual harassment, the conduct must 
be unwelcome. The total number of sexual harassment 
charges filed with the EEOC in the past decade dropped 
27% from 2001 to 2011, but the number of charges filed 
by men rose from 13.7% to 17.1% in 2015.26

Not just the perpetrator is liable for sexual harassment; 
employers may share accountability if they did not take 
“reasonable care” to prevent and correct sexually harass-
ing behavior, or if they did not provide a workable system 
for employee complaints. Simply adopting a written policy 
against sexual harassment is not enough. Taking “reason-
able care” also means taking proactive steps—such as 
comprehensive training—to ensure that everyone in the 
organization understands (1) that the firm does not toler-
ate sexual harassment and (2) that the firm has a system 
in place for complaints and will not tolerate retaliation 
against those who complain.27

About 12 workers are killed on the 
job in the United States every day.

— O c c U P A T I O N A L  S A f E T Y  A N D  H E A L T H 
A D m I N I S T R A T I O N

affirmative action Policies 
meant to increase employment 
and educational opportunities 
for minority groups—especially 
groups defined by race, ethnicity, 
or gender.

sexual harassment  
Workplace discrimination against a 
person based on his or her gender.
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Effective human resource management can create an 
unbeatable competitive edge—a fair, productive, empowering 
workplace pays off in bottom-line results. In good times, one 
core HRM goal is to find, hire, and develop the best talent. 
While that function remains crucial in tough economic times, 
the focus changes to managing HR costs while maintaining 

morale. Looking forward, a growing number of firms will most 
likely outsource traditional HR tasks such as payroll and benefits 
administration to companies that specialize in these areas. HR 
departments could then focus on their core mission: working 
with senior management to achieve business goals by culti-
vating the firm’s investment in human resources.

The Big Picture

Human Resources Manager

Plan, organize, lead, and coordinate the personnel, or labor 
relations activities of an organization. Identify staff vacancies 
and recruit, interview, and select applicants, ensuring a strong 
match between personnel and positions. Establish, maintain, 
and implement a competitive pay and benefit structure, and 
insure that policies remain in compliance with federal, state, 
and local laws. Establish and conduct employee orientation and 
training programs. Provide current and prospective employees 

with information about company policies, pay, benefits, and 
promotional opportunities. Counsel and coach management as 
necessary on human resources issues. Maintain accurate human 
resources records. Keep current regarding professional and 
technical knowledge. 
For more information 
on this career and other 
possible careers in 
human resources, check 
out Career Transitions.

Careers in Human Resources
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Remember to visit  

PAGE 297  
for additional 

STUDY TOOLS

LEARNING OBJECTIVES
After studying this chapter, you will be able to:

 16-1  Explain the basic elements of computer technology—including hardware, software, 
and networks—and describe key trends in each area

 16-2  Discuss the reasons for the increasing popularity of cloud computing

 16-3  Describe how data become information and how decision support systems can provide 
high-quality information that helps managers make better decisions

 16-4  Explain how Internet-based technologies have changed business-to-consumer and 
business-to-business commerce

 16-5  Describe the problems posed by the rapid changes in Internet-based technologies,  
and explain ways to address these problems

Managing Information  
and Technology:  
Finding New Ways to Learn and Link

 16-1 INfORmATION TEChNOLOGY: ExPLOSIVE ChANGE 

Over the past few decades, computer and communications hardware 
and software have changed dramatically. The capabilities of hardware 
have increased by orders of magnitude. In the late 1950s, for example, 
you would have needed fifty 24-inch disks—costing tens of thousands of 
dollars—to store 5 megabytes of data. Today you can buy a flash memory 
device, about the same size as a postage stamp, that stores 128 gigabytes of 
data—over 24,000 times more than that whole 1950s disk array—for under 
$30. And in terms of processing power and performance, Apple’s iPad Pro, 
which performs nearly 5 billion mathematical operations per second, is 
not only faster than multimillion dollar super computers from the 1990s, 
it runs 10 hours on its battery, and can be controlled via dictation, easy-to-
learn touch screen commands, or the Apple Pencil, which can be used for 
handwritten notes and creating incredibly detailed drawings.1 While more 
difficult to quantify with specific statistics, it’s also clear that software has 
become more powerful, more flexible, and easier to use. 
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Perhaps an even more important development than the in-
creased power of hardware and sophistication of  software 
is the degree to which today’s technology is linked by net-
works. These networks allow businesses to coordinate their 
internal functions, reach their customers, and collaborate 
with their suppliers and partners in ways that could not 
have been envisioned a quarter of a century ago. Networks 
have not only improved the efficiency and effectiveness of 
existing businesses, they’ve also opened up entirely new 
business opportunities. Of course, these new linkages pose 
challenges and threats as well as benefits and opportunities; 
a quarter of a century ago, people hadn’t heard of computer 
viruses, spyware, phishing, or spam (except for the Hormel 
meat product variety). Over the course of this chapter, we’ll 
take a look at both sides of this rapidly changing story.

16-1a Hardware and Software
Hardware refers to the physical components used to 
collect, input, store, and process data, and to display and 
distribute information. This hardware includes the  various 
components of a computer system as well as communica-
tions and network equipment. Examples include barcode 
scanners, hard drives, printers, routers, and smartphones.

Software refers to the programs that provide  
instructions to a computer so that it can perform a desired 
task. There are two broad categories of software: system 
 software and application software. Both types of software 
have used the tremendous increase in hardware capabilities 
to become more powerful and easier to use.

System software  
performs the critical 
functions necessary to 
operate a computer at 
the most basic level. The 
fundamental form of 
system software is the 
operating system, which 
controls the overall op-
eration of the computer. 
It implements vital tasks, 
such as managing the 

“The Internet? Is that thing still 
around?” 

— h O m E R  S I m P S O N

hardware The physical tools and 
equipment used to collect, input, store, 
organize, and process data and to 
distribute information.

software Programs that provide 
instructions to a computer so that it 
can perform a desired task.

system software Software 
that performs the critical functions 
necessary to operate the computer  
at the most basic level.
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file system, reading programs and data into main memory, 
and allocating system memory among various tasks to 
avoid conflicts.

Operating system software also provides the inter-
face that enables users to interact with their computers. 
Early operating systems required users to type complex 
commands with very precise syntax to carry out tasks 
such as running programs or opening, saving, or deleting 
files. If you made an error while typing a command, your 
computer would just sit there until you typed the correct 
command. Today’s operating systems are much 
simpler and more intuitive. The graphi-
cal user interface (or GUI—
pronounced “gooey”) allows 
users to enter commands 
by clicking on icons on 
the computer screen or by 
tapping or swiping them 
on devices with a touch 
screen.

Utility programs supple-
ment operating system software in ways that 
increase the security or abilities of the com-
puter system. Examples include firewalls, antivi-
rus software, and antispyware programs. Over the 
years, operating systems have incorporated many features 
that were originally provided by such utility programs.

Applications software is software that helps users 
perform a desired task. Horizontal applications software, such 
as word processing, spreadsheet, and personal information 
management software, is used by many different businesses 
and occupations. Vertical applications software is designed 
for a specific industry or profession. For example, broker-
age firms have special software that allows them to transact 
business on the stock exchanges, and product designers 
have computer-aided design (CAD) software that enables 
them to produce technical drawings in three dimensions.

16-1b Networks
Today, most firms (and 
households) use net-
works that allow us-
ers to communicate 
with each other and 
share both files and 
hardware resources. 
A network links com-
puter resources using 
either a wired or wire-
less connection. Firms 

usually want to prevent outsiders from obtaining access 
to their networks for privacy and security reasons, but 
they sometimes allow customers or suppliers partial ac-
cess to their private networks to strengthen their rela-
tionships with these important stakeholders.

The Internet and the World Wide Web The 
development and growth of the Internet is one of 
the great networking stories of the past two decades.  
The Internet is often referred to as the world’s largest 

computer network. It’s actually a network of 
networks, consisting of hundreds 

of thousands of smaller 
networks operating 
under a common set 
of protocols (rules) so 
that they can commu-
nicate with each other.

One common way 
to experience the Inter-

net is through the World Wide 
Web. But while the Internet  supports the Web 

and provides access to it, only about 7% of the traffic on 
the Internet involves the Web. Other traffic includes, but 

isn’t limited to, real-time entertainment (65%) like Netflix, 
YouTube, and Amazon Prime streaming, to video and au-
dio communication (5.4%) like Skype, to social networking 
(5%) like Facebook, to marketplaces (6.4%) like eBay and 
iTunes.2 Still, the Web is an incredibly rich environment; it 
consists of more than 45 billion pages of documents—the 
number grows every second—written and linked together 
using Hypertext Markup Language (HTML).3

The increased availability of broadband Internet con-
nections has fueled the popularity of Internet applications. 
A broadband Internet connection has the capacity 
to transmit large amounts of data very quickly, allowing 
users to quickly download large files such as music, games, 
and movies. A survey by the Pew Internet and American 
Life Project, summarized in Exhibit 16.1, found that access 
to broadband Internet connections grew rapidly for much 
of the past decade. As Exhibit 16.1 shows, only 1% of Amer-
ican adults had access to high-speed Internet at home in 
2000, but by 2015 that figure had climbed to 67%. (Note 
that this figure doesn’t include the 13% of Americans who 
have smartphones with fast wireless Internet but no home 
broadband.)4 From a business perspective, the growth in 
broadband penetration allows companies to offer richer, 
more interactive experiences to customers who visit their 
websites or use their apps. 

But even today’s broadband connections are too 
slow and inefficient for many business and scientific 

applications software  
Software that helps a user perform a 
desired task.

Internet The world’s largest 
computer network; essentially a network 
of computer networks all operating 
under a common set of rules that allow 
them to communicate with each other.

broadband Internet 
connection An Internet 
connection that is capable of 
transmitting large amounts of 
information very quickly.

Angela Waye/Shutterstock.com
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applications. Such projects often require high-definition 
video and audio files to be shared among multiple sites 
at the same time. Beginning in 1996, several leading 
research universities, corporations, and other organiza-
tions formed a coalition to create a new generation of 
Internet technology in the United States based on fiber-
optic cable. The resulting network became known as 
Internet2 (or “I2”).

Access to I2 was initially limited to dues-paying mem-
bers of the Internet2 consortium, which today consists 
of over 280 major universities as well as 86 leading high-
tech corporations, 66 government agencies, and about 
65 international organizations.5 But under an initiative be-
gun in 2001, members of the I2 consortium can sponsor 
access to the network for other research and educational 
organizations that otherwise would be unable to qualify 
for membership. This initiative has given many elementary 
schools, high schools, community colleges, libraries, and 
museums access to I2 resources.6 

Internet2 isn’t simply a faster way to surf the Web 
or send email. In fact, such routine uses of the current 
 Internet aren’t even allowed. Instead, it is a noncommer-
cial network that uses high-speed connectivity to improve 
education, research, and collaboration. Member organi-
zations see Internet2 as a way to bring together their re-
searchers, scientists, and engineers at various locations in 
a way that allows real-time collaboration on complex and 
important topics. It also allows corporations to collabo-
rate with other companies, universities, and organizations 

located thousands of miles apart. One of the missions of 
the Internet2 consortium is to “facilitate the development, 
deployment and use of revolutionary Internet technolo-
gies.”7 So, the benefits of Internet2 will eventually become 
commonplace on the Internet that the rest of us use.

Intranets and Extranets An intranet is a private 
network that has the same look and feel as the Web and 
uses the same web browser software to display documents, 
but limits access to the employ-
ees of a single firm (or members 
of a single organization). When 
properly implemented, intranets 
enhance communication and 
collaboration among employ-
ees and provide an effective 
way to distribute information 
and applications throughout 
the organization. Employees 
can usually log onto their com-
pany’s intranet from remote 
locations using password-
protected Internet access, 
allowing them to use company 
resources when working on the 
road or from home.

Firms sometimes also cre-
ate extranets by giving key 
stakeholders, such as suppliers 
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Exhibit 16.1
Growth in Broadband Internet Access

J. Horrigan & M. Duggan, “Home Broadband 2015,” Pew Research Center, December 21, 2015, http://www.pewinternet.org/2015/12/21 
/home-broadband-2015/, accessed April 1, 2016.

Internet2 (I2) A new 
high-tech Internet with access 
limited to a consortium of 
member organizations (and 
other organizations these 
members sponsor). I2 utilizes 
technologies that give it 
a speed and capacity far 
exceeding the current Internet.

intranet A private network 
that has the look and feel of 
the Internet and is navigated 
using a web browser, but 
which limits access to a single 
firm’s employees (or a single 
organization’s members).

extranet An intranet that 
allows limited access to a 
selected group of stakeholders, 
such as suppliers or customers.
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or customers, limited access to certain areas of their in-
tranet. Extranets enable firms to provide additional ser-
vices and information to their external stakeholders. For 
example, the firm might allow customers to check on 
the status of their order, or suppliers to check on the 
state of the firm’s inventory to plan shipments of parts 
and materials.

16-1c  The Role of the IT Department
Many business organizations have an information technol-
ogy (IT) department to manage their information resources. 
But the role of this department varies significantly from 
one company to another. In some firms, the IT department 
plays a strategic role, making and implementing key deci-
sions about the technologies the firm will use. In other or-
ganizations, the role of IT is largely operational; managers in 
functional departments make the key decisions about the 

computer and informa-
tion resources their areas 
need, and the IT de- 
 partment simply main-
tains these resources 
and provides technical 
support to employees.

16-2  CLOUD COmPUTING: ThE SkY’S 
ThE LImIT!

In most companies, employees use applications and ac-
cess data stored on their own computers or their com-
panies’ servers. But “cloud computing” is challenging that 
approach. Cloud computing means using Internet-
based storage capacity, applications, and processing 
power to supplement or replace internally owned com-
puter resources.

You’re already familiar with consumer-focused cloud 
computing services if you share photos on Shutterfly, 
store your music on Apple’s iCloud storage services, or 
use a service like Dropbox or Google Docs to access and 
share documents and files. These services clearly offer 
significant benefits, such as the ability to store large files 

cloud computing The use 
of Internet-based storage capacity, 
processing power, and computer 
applications to supplement or 
replace internally owned information 
technology resources.

Forget the Clouds—The Computing Forecast  
Calls for Fog
With 93% of organizations running cloud services and 25 billion 
connected devices worldwide (50 billion by 2020!), we’re gener-
ating so much data that 3G and 4G cellular networks can’t keep up. 
Today, those connected devices generate more than 2 exabytes 
(2 million terabytes) of data worldwide per day! One machine in a 
factory can generate 13 billion data points per day. One jet engine 
can produce 10 terabytes of data in a half hour. (There are 25,000 
flights on average per day, and jets have two to four engines.) 
Once the Internet of Things is widespread, data volumes will 
explode, and cloud computing, by itself, won’t be enough.

One answer is to offload data and processing power from the 
cloud to the “fog,” meaning closer to the devices (smartphones, 
appliances, cars, street lights, thermostats, etc.) and people that 
use them. Cisco, IBM, EMC, and others are developing products 
to create fog systems that connect user devices at the edges 
of the network where the data processing, networking, and 
storage are actually needed and used without having to send 
data to the cloud. Indeed, smartphone apps already do this as 
the device itself handles some of the data processing. Not only 
do apps create a better user experience, but using a company’s 

app is often faster than connecting to the company’s website 
through a browser.

Cloud computing is today’s solution, but the future seems to 
belong to the fog.8
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“ There are only two industries that 
refer to their customers as ‘users.’”

— E D wA R D  T U f T E ,  S T A T I S T I C I A N

284 PART FIVE: Managing a Business

16695_ch16_ptg01.indd   284 14/12/16   5:05 pm

Copyright 2018 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part.  WCN 02-200-203



without taking up valuable space on your computer’s 
hard drive and the convenience of being able to access 
your documents, music, or photos from anywhere via 
computer (and many mobile devices) with an Internet 
connection. 

Until recently, most businesses were reluctant to em-
brace cloud computing, citing concerns about security 
and reliability. But the rapid increase in the number of firms 
using cloud-based services suggests that businesses are 
becoming convinced that the advantages of cloud com-
puting outweigh its risks. John Engates, chief technology 
officer at Raskspace, a leading cloud data host, says, “We’re 
definitely having more conversations about security with 
small- and medium-sized customers, and we’re also sell-
ing more security services to those customers than ever 
before. It’s on the rise.”9

And for some organizations, moving to the cloud 
may actually increase data security. Jim Reavis, of Cloud 
Security  Alliance, an industry group, says, “Small and me-
dium businesses are insane not to leverage the advan-
tages of cloud computing. It ends up being almost in all 
cases a security upgrade because they can’t otherwise 
afford the practices.” Eric Cooper, executive director of 
the San  Antonio Food Bank, works with 150 employees, 
5,000 volunteers, and a small technology budget. He 
said that basic data security practices were “well above 
our [in-house] technological and intellectual capacity.” 

So they put their critical data and supplier network in 
the cloud. He says, “It was a no-brainer. I can’t be worried 
about whether there’s someone hacking our system.”10 
Now his cloud provider does that for him. More specifi-
cally, the cloud offers to its users the ability to:

 ■ Access a vast array of computing resources without 
the need to invest heavily in expensive new  
hardware, software, and IT personnel.

 ■ Allow lower costs and excess capacity by only pay-
ing for the computer resources they need or use. 
When Conde Nast, the travel publisher, moved all 
of its data online, data costs dropped by 40%. In 
general, firms that spend a million a month on data 
needs will cut costs significantly by switching to 
cloud computing.11

 ■ Encourage collaboration among employees and 
 business partners. Cloud resources aren’t confined to 
a specific platform or operating system, so it is easy 
for people using different computer systems to share 
files and programs. In addition, many cloud-based 
applications include tools specifically designed to 
facilitate collaboration.

 ■ Take advantage of incredible gains in processing 
speed via massively parallel computing that simulta-
neously combines the processing power of hundreds 
(or even thousands) of computers. By combining 
computing power, data processing projects can 
be completed in 70–80% less time. For example, 
DNA2.0, using cloud computing and specialized 
software, can analyze and count the number of cells 
in 50,000 microscope images in just two years, a task 
that would have taken a team of scientists ten years 
to complete.12

16-3  INfORmATION TEChNOLOGY  
AND DECISION mAkING:  
A CRUCIAL AID

One of the vital functions of information technology—at 
least in relationship to business—is to transform data into 
useful information for decision makers. In order to make 
decisions, managers must have information about the cur-
rent state of their business, their competitive environment, 
and the trends and market conditions that offer new op-
portunities. Where does this information come from? How 
can it be made more useful? How can managers process 
the information to make better decisions?

If you share photos on Facebook, store 
your music on Apple’s iCloud storage 
services, or use Dropbox to access and 
share documents and files, you’re already 
using cloud computing.
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16-3a Data and Information
Let’s start by distinguishing between data and informa-
tion. Data are the facts and figures a firm collects. Data in 
their raw form have limited usefulness because they lack 
the context needed to give them meaning. Data become 
information when they are processed, organized, and 
presented in a way that makes them useful to a decision 
maker. Sometimes firms can obtain useful information from 
external sources, but sometimes they must create informa-
tion by processing their own data. Given today’s competitive 
environment, the speed with which managers obtain good-
quality information can be a crucial competitive advantage.

Internally, every department of an organization gen-
erates facts and figures that the firm must store and track. 
Every time a financial transaction is completed, for exam-
ple, the firm’s accounting system must record the specific 
accounts affected. Similarly, a firm’s human resources de-
partment must enter new data every time an employee is 
hired, fired, promoted, changes jobs, or retires. Firms must 
also keep track of the names, addresses, and credit infor-
mation of each customer. This is hardly a complete list, 
but you get the picture; firms must store mountains of 
data and convert them into useful information.

Typically, today’s businesses store their data in 
databases, which are files of related data organized ac-
cording to a logical system and stored on hard drives or 
some other computer-accessible storage media. It isn’t 
unusual for a company to have many different databases, 

each maintained by a 
different department or 
functional area to meet 
its specific needs. For 
example, the human 
resources department 
might have a database 
of employee pay rates, 
and the marketing de-
partment may have 
another database of 
customer history.

Once all these data 
are stored, the firm must 
convert them into infor-
mation. One common 
method is to query a 
database. A query is a 
request for the database 
management software 
to search the database 
for data that match cri-
teria specified by the 

user. Suppose, for instance, that a marketing manager plans 
to introduce a product upgrade. She can enter a query that 
asks for the email addresses of all customers who have pur-
chased the product in the past year. She can use this infor-
mation to send a targeted email message, promoting the 
upgrade to the customers who are most likely to buy it.

16-3b Characteristics of Good Information
We’ve seen that businesses have many sources of informa-
tion. But not all information is of good quality. High-quality 
information is: 

 ■ Accurate: It should be free of  errors and biases.

 ■ Relevant: It should focus on issues that are important 
to decision makers.

 ■ Timely: It should be available in time to make a 
difference.

 ■ Understandable: It must help the user grasp its meaning.

 ■ Secure: Confidential information must be secure from 
 hackers and competitors.

16-3c  Using Information Technology  
to Improve Decision Making

A company’s information technology (IT) department  
frequently works closely with managers throughout the 
organization to support decision making. In fact, many 
companies develop decision support systems (DSS) 
that give managers access to large amounts of data and 
the processing power to convert the data into high-quality 
information quickly and efficiently.

Over the past two decades, a new class of decision 
support system has evolved to take advantage of the dra-
matic increase in data storage and processing capabilities. 
Called business intelligence systems, these systems 
help businesses discover subtle and complex relationships 
hidden in their data. Such systems can be a source of com-
petitive advantage for the businesses that develop them.

One of the most common approaches to imple-
menting a business intelligence system is to create a data 
warehouse and use data mining to discover unknown re-
lationships. A data warehouse is a very large, organiza-
tion-wide database that provides a centralized location for 

data Raw, unprocessed facts and 
figures.

information Data that have been 
processed in a way that make them 
meaningful to their user.

database A file consisting of related 
data organized according to a logical 
system and stored on a hard drive or 
some other computer-accessible media.

decision support system 
(DSS) A system that gives managers 
access to large amounts of data and 
the processing power to convert these 
data into high-quality information, thus 
improving the decision-making process.

business intelligence system  
A sophisticated form of decision 
support system that helps decision 
makers discover information that was 
previously hidden.

data warehouse A large, 
organization-wide database that stores 
data in a centralized location.

“ To err is human_and to blame it  
on a computer is even more so.”

— R O B E R T  O R B E N ,  C O m E D Y  w R I T E R  
A N D  S P E E C h w R I T E R
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storing data from both the organization’s own databases 
and external sources. 

Data mining uses powerful statistical and math-
ematical techniques to analyze vast amounts of data to 
identify useful information that had been hidden. In recent 
years, data mining has had considerable success in areas 
as diverse as fraud and crime detection and quality control 
and scientific research. New York City’s Human Resources 
Administration used data mining to identify $46.5 million 
in fraudulent welfare claims, up 60% from before. Commis-
sioner Steven Banks says data mining “allows us to zero in 
on likely fraud so we don’t divert resources to finding what 
otherwise might be a needle in a haystack.”13

16-3d Expert Systems
Managers who use decision support systems usually already 
know quite a bit about the problem and how they want to 
solve it. They just need access to the right data and a sys-
tem to “crunch the numbers” in a way that provides relevant, 
accurate, and timely information to help them make their 
decisions. But what happens when the problem is beyond 
the expertise of the manager? One way to deal with this 
problem is to set up an expert system (ES) to guide the 
manager through the decision-making process.

To develop expert systems, programmers ask experts 
in the relevant area to explain how they solve problems. 
They then devise a program to mimic the expert’s ap-
proach, incorporating various rules or guidelines that the 
human expert uses. The finished program will ask a user a 
series of questions, basing each question on the response 

to the previous question. The program continues to ask 
questions until it has enough information to reach a deci-
sion and make a recommendation.

Expert systems routinely solve problems in areas as di-
verse as medical diagnoses, fraud detection, and consumer 
credit evaluation. The troubleshooting systems that many 
companies have on the customer-support pages of their 
websites are another type of expert system. If your product 
doesn’t work, the troubleshooter will ask a series of questions 
designed to diagnose the problem and suggest solutions. 
Based on your responses to each question, the system se-
lects the next question as it starts narrowing down the pos-
sible reasons for the problem until it identifies the cause and 
offers a solution. Often you can solve your problem without 
waiting on hold to talk to a human expert over the phone.14

Despite impressive results in many fields, expert sys-
tems have their limitations. Programming thousands of 
decision rules into the system can be time-consuming, 
complicated, and expensive. In fact, it’s sometimes im-
possible because the experts themselves can’t clearly 
explain how they make their decisions—they just “know” 
the answer based on their years of experience. If the ex-
perts can’t clearly explain how they reach their conclu-
sions, then programmers can’t include the appropriate 
decision rules in the system. Finally, an expert system has 
little flexibility and no common sense. It probably won’t 
be able to find a solution to a problem that deviates in 
any significant way from the specific type of problem it 
was programmed to solve.15

16-4  INfORmATION TEChNOLOGY  
AND ThE wORLD Of E-COmmERCE

Over the past 20 years, advances in information tech-
nology have had a dramatic and widespread effect on 
how companies con-
duct their business. But 
in this chapter, we’ll just 
concentrate on one 
key area: the growth 
and development of  
e-commerce.

E-commerce refers  
to marketing, buying, 
selling, and servicing  
of products over a 
network (usually the 
Internet). You’re prob-
ably most familiar with 

An expert system helps managers make 
better decisions by asking a series of 
questions until enough information is 
gathered to reach a decision.
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data mining The use of 
sophisticated statistical and 
mathematical techniques to analyze 
vast amounts of data to discover 
hidden patterns and relationships, thus 
creating valuable information.

expert system (ES) A decision 
support system that helps managers 
make better decisions in an area where 
they lack expertise.

e-commerce The marketing, 
buying, selling, and servicing of products 
over a network (usually the Internet).
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business-to-consumer (B2C) e-commerce. You 
participate in this form of e-commerce when you pur-
chase songs from iTunes, use Expedia to make travel 
arrangements, or buy stocks through an online bro-
ker such as Charles Schwab. However, business-to-
business (B2B) e-commerce, which consists of 
markets where businesses sell supplies, components, 
machinery, equipment, or services to other busi-
nesses, actually accounts for a much larger volume of 
e-commerce.

While both B2C and B2B involve exchanging goods 
over the Internet, they differ in some important ways, 
as shown in Exhibit 16.2. Given these structural differ-
ences, it isn’t surprising that the two markets operate 
so differently.

While B2B and B2C are 
the most obvious forms of  
e-commerce, they aren’t 
the only forms. For exam-
ple, in C2C (consumer-to-
consumer) e-commerce, 
consumers buy from 
and sell to other con-
sumers—think eBay and 
Craigslist. And in B2G 
(business-to-government),  
e-commerce businesses 
sell information, goods, 
and  services to govern-
ment agencies.

16-4a  Using Information Technology  
in the B2C Market

Firms in the B2C market use information technology in a 
variety of ways. In this section, we’ll describe how firms use 
technology in general (and the Internet in particular) to  
attract new customers and strengthen the loyalty of exist-
ing customers.

Web 2.0 One major goal for most firms today is to 
develop stronger relationships with their customers. The 
Internet has proven to be an excellent tool for foster-
ing such relationships—though it took a while for busi-
nesses to discover the best way to do so. In the early 
days of e-commerce, most companies tried to maintain 
tight control over the content presented on their web-
sites. These websites presented information about prod-
ucts and allowed customers to place orders for goods 
and services, but offered little opportunity for user  
participation or involvement. However, by the early years 
of the twenty-first century, innovative businesses were 
developing ways to make e-commerce more interac-
tive and collaborative. In doing so, they not only forged 
stronger relationships with the customers who posted 
this content, they also created a richer, more interesting, 
and more useful experience for others who visited the 
site. This new approach became known as Web 2.0.

Many Web 2.0 sites rely on users (or members) to 
provide most of their content. For instance, the online 
encyclopedia Wikipedia uses wiki software to allow users 
to comment on and contribute to its articles. And social 

 ExhIbIT 16.2    kEY DIffERENCES BETwEEN B2C AND B2B E-COmmERCE

B2C B2B

Type of Customers Individual final consumers Other businesses

Number of Customers 
in Target Market

Very large Often limited to a few major business customers

Size of Typical 
 Individual Transaction

Relatively small (usually a few dollars to a few hundred 
dollars)

Potentially very large (often several  thousand dollars,  
sometimes several  million dollars)

Customer Behavior May do some research, but many  purchases may be based 
on impulse.

Usually does careful multiple  research and compares  
vendors. May take bids.

Complexity of 
 Negotiations

Purchase typically involves little or no  negotiation. Customer 
usually buys a standard product and pays the listed price.

Often involves extensive negotiation over specifications, 
delivery,   installation,  support, and other issues.

Nature of Relationship 
with Customers

Firm wants to develop customer loyalty and repeat business 
but seldom  develops a close working  relationship with 
 individual customers.

Buyers and sellers often  eventually develop close and  
long-lasting relationships that allow them to coordinate  
their activities.

business-to-consumer  
(B2C) e-commerce  
E-commerce in which businesses 
and final consumers interact.

business-to-business  
(B2B) e-commerce  
E-commerce in markets where 
businesses buy from and sell to 
other businesses.

Web 2.0 Websites that 
incorporate interactive and 
collaborative features to create a 
richer, more interesting, and more 
useful experience for their users.
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Want to Go Green? There 
Are Apps for That!
Looking for ways to be more environmentally 
responsible? If you own a smartphone or tablet, 
a good strategy is to check out the “green” 
apps available for your device. Some help 
you find places to recycle, others help you 
identify “green” businesses, and yet others 
provide tips to improve your fuel economy 
while driving. These apps not only allow 
you to be “green,” they also allow you 
to save some “green” (as in money). Most 
green apps are priced under $5, and several 
of them are free. Even the ones that cost a few 
bucks often quickly pay for themselves by helping 
you save on gasoline consumption or utility bills.

Numerous green apps are available for the iPhone and 
Android phones, as well as for other types of smartphones 
and for tablets. Here’s an “apps sampler” to illustrate some 
of the possibilities: 

Go Green: Provides a new tip on “going green” every 
time you open the app. You collect more tips the more 
you use the app, boosting your “green” ranking.

Seafood Watch: Recommends sustainable choices 
for seafood and sushi by type of fish and by restaurant 
or store.

EcoDriver: Turns driving into a game of skill where 
faster is not necessarily better. Players can practice 
driving in an environmentally friendly way while 
maneuvering difficult terrain and traffic patterns.

Ethical Barcode: Shows the environmental impact of 
a product when a user scans its barcode. Each product 
listing includes the product’s owner and manufacturer, 
its social and ethical implications, any relevant ratings or 
certifications, and other noteworthy environmental facts.

#climate: Lists organizations, current events, and 
activist profiles for you to join in the action and track 
your personal impact on the climate change movement.

Think Dirty: Identifies the ingredients in personal 
care items (such as soap, shampoo, and toothpaste) and 
assigns a score on the “Dirty Meter” for how toxic they 
are to the human body. The app recognizes bar codes for 
more than 60,000 products made by 1,600 companies.

Gas Manager: Monitors gas usage, cost per mile, and gas 
prices. The app also helps drivers track their fuel economy 
and carbon footprint. Geolocation features help drivers 
locate mechanics and nearby gas stations as well.

Keep in mind that this is far from a complete list. There 
are hundreds of additional apps that can help you in 
your quest to be green—and more are being developed 
all the time. So be sure to check for new green apps on a 
regular basis.16

networking sites such as Facebook and Twitter wouldn’t 
exist without user-created material. The more users who 
participate on these sites, the more useful (and entertain-
ing) they become—and the easier it is for them to attract 
even more visitors and contributors. 

Interestingly, many companies have found that tech-
niques used to encourage collaboration among their cus-
tomers can be used to accomplish the same result with 
their employees. Major corporations such as HP, Wells  
Fargo, and Procter & Gamble now use Web 2.0 techniques 
to help their own employees work more effectively to-
gether. The use of Web 2.0 technologies within organiza-
tions is called Enterprise 2.0.17

Advertising on the Internet Many B2C companies 
have large target markets, so advertising is an important part 
of their marketing strategy. Internet advertising revenue grew 
rapidly in the early twenty-first century, increasing almost 
fourfold from 2002 to 2008. It dropped slightly in early 2009 
(as did most types of advertising expenditures during the on-
set of the recession) but began rising again later that year. 

By the end of 2009, it surpassed magazine advertising 
revenue for the first time, and in 2015 it increased to over 
$59 billion. Annual Internet advertising revenues now ex-
ceed those from broadcast and cable TV, newspapers, radio, 
and magazines. Banner ads generated 13% of all Internet ad-
vertising revenues; ads placed on pages containing search 
results (such as those you see on Google or Bing) accounted 
for 34% of revenues; and for the first time ever, ads target-
ing mobile devices such as tablets and smartphones led the 
pack, generating 35% of Internet ad revenues.18

Firms in B2C markets also use opt-in email as an adver-
tising medium. Opt-in emails are messages that the receiver 
has explicitly chosen to receive. Customers often opt in 
when they register their products online and click to indicate 
that they would like to receive product information from 
the company. Since the customer has agreed to receive 

The average American spends 
40 minutes on Facebook every day.

— N B C  N E w S
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the message, opt-in emails tend to reach interested con-
sumers. And, because email requires no envelopes, paper, 
or postage, it’s much less expensive than direct mail.

Viral Marketing The Internet has also proven to be an 
effective medium for viral marketing, which attempts to 
get customers to communicate a firm’s message to friends, 
family, and colleagues. Despite its name, legitimate viral 
marketing doesn’t use computer viruses. Effective viral mar-
keting campaigns can generate a substantial increase in 
consumer awareness of a product. As a strategy, viral mar-
keting isn’t unique to the Internet; even before the World 
Wide Web, marketers were adept at buzz marketing, the use 
of unconventional (and usually low-cost) tactics to stimu-
late word-of-mouth product promotion. But the Internet 
has made it possible to implement such strategies in clever 
ways and reach large numbers of people very quickly. Many 
viral marketing campaigns in recent years have used social 
media such as Facebook, Twitter, and YouTube.

Handling Payments Electronically B2C e-
commerce normally requires customers to pay at the time 
the purchase is made. Clearly, the use of cash and paper 
checks isn’t practical. In the United States, most payments 
in the B2C market are made by credit cards. To ensure that 
such transactions are secure, most sites transmit payment 
information using a secure socket layer (SSL) protocol. You 
can tell if a site on which you’re doing business is using 
SSL in two fairly subtle ways. First, the URL will begin with 
https:// instead of simply http://. (Note the “s” after http 
in the address.) Also, a small closed lock icon will appear 
near the bottom of your web browser (the exact location 

depends on the specific 
browser you are using). 

Another common 
method of payment is to 
use a cybermediary—
an Internet-based com-
pany that specializes in the 
secure electronic transfer 
of funds. By far the best-
known cybermediary is 
PayPal. According to fig-
ures on its website, in 2015, 
PayPal had 179 million ac-
tive accounts that handled 
$282 billion in annual pay-
ments in 203 countries and 
100 currencies.19

There are two kinds 
of electronic bill 
pre sentment and 

payment, which is another form of electronic payments. 
With biller-direct, consumers receive email reminders and 
then pay their bills at the company website. But with bank-
aggregator billing, you use the “bill-pay” service at your 
bank to automatically pay your monthly bills.

16-4b  Using Information Technology  
in the B2B Market

B2B e-commerce generally requires a very different ap-
proach than B2C e-commerce. Not only do B2B transac-
tions often involve much larger sums of money and require 
much more negotiation than B2C transactions, they also 
often result in long-term supply chain relationships that 
require close collaboration between buyer and seller. A 
supply chain is the network of organizations and activities 
needed to obtain materials and other resources, produce 
final products, and get those products to their final users. 
Forging tight and efficient supply chain relationships can 
be a key competitive advantage for firms. 

An effective supply chain requires close coordination 
between a company and its suppliers. Information technol-
ogy can provide the tools needed to foster this coordination. 
For example, the extranets we mentioned earlier can allow 
suppliers to keep tabs on their customers’ inventories, thus 
anticipating when to make shipments of parts or materials.

Many firms involved in B2B business also make use of 
specialized Internet sites, called e-marketplaces, which 
provide a platform for businesses in specific B2B markets 
to interact. These platforms generally allow buyers in the 

viral marketing An Internet 
marketing strategy that tries to 
involve customers and others not 
employed by the seller in activities 
that help promote the product.

cybermediary An Internet-
based firm that specializes in the 
secure electronic transfer of funds.

electronic bill presentment 
and payment A method of bill 
payment that makes it easy for the 
customer to make a payment, often 
by simply clicking on a payment 
option contained in an email.

e-marketplace A specialized 
Internet site where buyers and 
sellers engaged in business-
to-business e-commerce can 
communicate and conduct business. 

A 2016 Smith & Forge ad featured an elite 
athlete who disguised himself as an old 
man, then showed up muscle-bound 
bodybuilders at Santa Monica’s Muscle 
Beach. The ad quickly went viral, gaining 
more than 27 million views in 24 hours 
and 54 million views in less than a week.
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market to solicit bids by posting requests for proposals 
(RFPs) on the site. Suppliers can then respond by bidding 
on RFPs that interest them.

E-marketplaces provide a number of advantages to 
their participants:

 ■ Compared to older methods, they reduce the time, 
effort, and cost of doing business for both buyers and 
sellers.

 ■ Because they are Internet-based, they don’t require 
expensive dedicated connections between firms, so 
even smaller firms can afford to participate.

 ■ They enable sellers and buyers to contact and  
negotiate with a large number of market participants 
on the other side of the market, thus maximizing the 
chances of finding good matches.

 ■ They often provide additional services—beyond 
simple trade—that allow firms to exchange infor-
mation and collaborate, thus forging tighter supply 
chain relationships.

In recent years, many firms have begun using another 
information technology known as radio frequency 
 identification (RFID) to improve the efficiency of 
their supply chains. This technology stores information 
on a microchip and transmits it to a reader when it’s 
within range—up to several thousand feet. The chips 
can be extremely small—some are difficult to see with 
the naked eye—and can be embedded in most types 
of tangible products. The chips are usually powered by 
the energy in the radio signal sent by the reader, so they 
don’t need batteries.

RFID chips can store and transmit all sorts of informa-
tion, but most commonly they transmit a serial number 
that uniquely identifies a product, vehicle, or piece of 
equipment. This type of information can be used to help 
track goods and other resources as they move through a 
supply chain. Deliveries can be recorded automatically and 
electronically without the need to make manual records. 

“ Getting information off the 
Internet is like taking a drink  
from a fire hydrant.”

— m I T C h E L L  k A P O R ,  E N T R E P R E N E U R ,  f O U N D E R 
O f  L O T U S  D E V E L O P m E N T  C O R P O R A T I O N

The chips also can make taking inventory much quicker 
and simpler, since the items in stock identify themselves to 
readers. And the chips can be used to reduce the chances 
of theft. The results of these advantages are lower costs 
and a more efficient supply chain.

Disney World uses RFID chips in MagicBands, bracelets 
that serve as park visitors’ admission tickets, hotel keys, and 
credit cards at shops and restaurants. Because they contain 
RFID chips, Disney can track where the park is busy and 
then add more staff at those rides and restaurants. And 
with the ability to shift staff precisely where they are most 
needed, Disney World can now easily admit 3,000 more 
people to the park each day. One example is faster food 
service. For instance, after park guests Jason and Melissa 
McInerney entered their lunch orders into a touch screen 
kiosk, the screen directed them to sit wherever they liked. 
Just after they sat down at their table, their food server 
brought them their sandwiches and drinks. Thanks to the 
MagicBands, the kitchen and their server knew what they 
ordered and where they were sitting.20

16-5  ChALLENGES AND CONCERNS 
ARISING fROm NEw TEChNOLOGIES

So far, we’ve concentrated on the benefits of advances 
in information technology—and it’s clear that these 
benefits are enormous. But rapid technological ad-
vances also pose challenges and create opportuni-
ties for abuse. These problems affect businesses, their 
customers, and their employees, as well as the general 
public. In this section, we’ll look at annoyances, security 
concerns, and legal and ethical issues.

16-5a Malware
The Internet—for all its 
advantages—creates 
the possibility that un-
wanted files and pro-
grams may land on your 
computer. In many cases, 

radio frequency 
identification (RFID)  
A technology that stores information 
on small microchips that can transmit 
the information when they are within 
range of a special reader.
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Ransomware: Holding Your Data Hostage
Ransomware is a type of malware that works similarly to a tradi-
tional kidnapping—complete with a ransom demand.  But instead 
of kidnapping a person, ransomware takes the data on your 
computer, your servers, and your systems hostage by encrypting it. 
Encrypted files look like scrambled code to the computer, so while 
the data are still there, they are virtually 
useless. Only after paying up do you receive 
a unique decryption key to unlock your files 
so that they’re usable again. 

Writing in the New York Times, Alina Simone 
described how CryptoWall ransomware 
locked down her mother’s computer: 
“Your files are encrypted. To get the key 
to decrypt files you have to pay 500 USD.” 
If she didn’t pay within the week, the ransom would double to 
$1,000.  The same thing happened at Houston-based Advantage 
Benefit Solutions, where ransomware spread from one  computer 
to the company’s file server and backup systems, encrypting the 
firm’s financial and customer information. This time the ransom 
note said, “Pay $400 within 72 hours to unlock the data.”

Much like other malware, ransomware can be activated by 
clicking on mail attachments from unknown senders. These 

attackers often try to make their emails look as normal as 
possible, even disguising their names and their attachments. 
California-based real estate agent Kevin Simpson was waiting 
for a client to email him some documents when he clicked 
on an email attachment that looked as if it had been sent by 

Federal Express (it had not). This activated 
ransomware that encrypted the data on his 
PC and his company’s servers.  On Apple 
computers, hackers embedded ransomware 
into the Transmission app, which ironi-
cally is used to encrypt sensitive files to 
protect them when sending them from one 
place to another. Anyone using the hacked 
Transmission app found their files encrypted 

and inaccessible, as well as a demand to pay $400 to regain 
access to the data. 

Should you pay the ransom? If your backup data are current 
and easily retrieved, then probably not.  But many people and 
firms are deciding it’s just easier to pay. Advantage Benefits 
Solutions’ Mark Stefanick says, “They set the ransom so low that, 
as violated as I felt and as much as I wanted to fight, at the end 
of the day I realized I can pay and get back to work.”21

this happens without your knowledge, much less your per-
mission. Some of these files and programs are relatively be-
nign (even useful), but others can create major problems. 
Software that is created and distributed with malicious 
intent is called malware (short for “malicious software”). 
Spyware, computer viruses, and worms are all examples 

of malware.
Spyware is soft-

ware that installs it-
self on your computer 
without permission and 
then tracks your com-
puter behavior in some 
way. It might track 
which Internet sites you 
visit to learn more about 
your interests and hab-
its in order to send you 
targeted ads. Or, more 
alarmingly, it might log 
every keystroke (thus 
capturing passwords, 
account numbers, and 
user names to accounts 

as you enter them), allowing someone to steal your iden-
tity. Some spyware even goes beyond passive watching 
and takes control of your computer, perhaps sending you 
to websites you didn’t want to visit.

Computer viruses are programs that install them-
selves on computers without the users’ knowledge or 
permission and spread—sometimes very rapidly—by 
attaching themselves to other files that are transferred 
from computer to computer. Viruses are often attached 
to emails, instant messages, or files downloaded from the 
Internet. Some viruses are little more than pranks, but oth-
ers can cause great harm. They can erase or modify data 
on your hard drive, prevent your computer from booting 
up, or find and send personal information you’ve stored on 
your computer to people who want to use it for identity 
theft. Worms are similar to viruses, except that they are 
independent programs that can spread across computer 
networks without being attached to other files.

How can you protect yourself from spyware, viruses, 
and worms? Take these common-sense steps:

 ■ Perform regular backups. This can come in handy 
should a virus tamper with (or erase) the data on your 
hard drive. Store the backed-up data in a separate place.

malware A general term for 
malicious software, such as spyware, 
computer viruses, and worms.

spyware Software that is installed 
on a computer without the user’s 
knowledge or permission to track the 
user’s behavior.

computer virus Computer 
software that can be spread from 
one computer to another without 
the knowledge or permission of the 
computer users by attaching itself to 
emails or other files.

worm Malicious computer software 
that, unlike viruses, can spread on its 
own without being attached to  
other files.
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 ■ Install high-quality antivirus 
and antispyware software, 
and keep it updated. 
(Today’s Internet security 
software usually has the 
ability to download and 
install updates automati-
cally, but they may need to 
be configured to do so.)

 ■ Update your operating 
system regularly so that any 
security holes it contains are 
patched as soon as possible.

 ■ Don’t open email messages or attachments if you 
don’t know and trust the sender. 

 ■ Don’t download files from websites unless you are 
sure they are legitimate. And be sure to read the 
licensing agreement of any programs you install—
especially those of freeware you download from the 
Internet. The wording of these agreements will often 
indicate if other programs (such as spyware) will be 
installed along with your free program.

16-5b Spam, Phishing, and Pharming
Spam refers to unsolicited commercial emails, usually sent 
to huge numbers of people with little regard for whether 
they are interested in the product or not. It’s hard to get 
exact measures of the amount of spam that is sent each 
year, but experts agree that it now comprises the vast ma-
jority of all email in the United States. It clogs email inboxes 
and makes it tough for people to find legitimate messages 
among all the junk. Spam filters exist that help detect and 
eliminate spam, but spammers are very good at eventually 
finding ways to fool these filters.22

The U.S. Congress enacted the Controlling the Assault of 
Non-Solicited Pornography and Marketing Act (usually called 
the CAN-SPAM Act) in 2003. This act requires senders of unso-
licited commercial email to label their messages as ads and to 
tell the recipient how to decline further messages. It also pro-
hibits the use of false or deceptive subject lines in email mes-
sages. But the rapid increase in the amount of spam in recent 
years suggests this law hasn’t been an effective deterrent.

Phishing is another common use of spam. Phish-
ers send email messages that appear to come from a 
legitimate business, such as a bank, credit card company, 
or retailer. The email attempts to get recipients to disclose 
personal information, such as their social security or credit 
card numbers, by claiming that there is a problem with 
their account—or sometimes simply that the account 

information needs to be verified or 
updated. The messages appear au-
thentic; in addition to official-sound-
ing language, they often include 
official-looking corporate logos. The 
email also usually provides a link to 
a website where the recipient is sup-
posed to log in and enter the desired 
information. When the victims of the 
scam click on this link, they go to a 
website that can look amazingly like 
the site for the real company—but it’s 

not. It’s a clever spoof of the site where the phishers collect 
personal information and use it to steal identities.

One of the best ways to avoid such scams is to be 
 skeptical of email requests for personal information; rep-
utable businesses almost never ask you to divulge such  
information via email. Also, never click on a link in an email 
message to go to a website where you have financial  
accounts—if the message is from a phisher, that link is 
used to direct you to the fake site where the phishers hope 
that you’ll mistakenly enter your username and password. 
Instead, use a link to the site that you’ve bookmarked, or 
type in the link to the real site yourself. 

Not content with phishing expeditions, some scam art-
ists have now taken to pharming. Like phishing, pharming 
uses fake websites to trick people into divulging personal in-
formation. But pharming is more sophisticated and difficult to 
detect than phishing because it doesn’t require the intended 
victim to click on a bogus email link. Instead, it uses tech-
niques to redirect Internet traffic to the fake sites. Thus, even if 
you type in the correct URL for a website you want to visit, you 
still might find yourself on a very realistic-looking pharming 
site. One way to check the validity of the site is to look for the 
indications that the site is secure, such as the https:// in the 
URL and the small closed lock icon mentioned earlier.23

Computers aren’t the only devices plagued by these 
threats and annoyances. 
Cell phone users are fac-
ing increasing problems 
with spam delivered via 
text messaging. Even 
more alarming, some 
scammers have found 
ways to take their phish-
ing expeditions to cell 
phones—a practice 
known as “SMiShing,” or 
SMS phishing. One typi-
cal SMiShing ploy is to 
use text messaging to 

“ Good passwords are 
bad for people, and 
bad passwords are 
good for criminals.”

— m I C h A E L  J O N E S ,  C h I E f 
T E C h N O L O G Y  A D V O C A T E , 

G O O G L E

spam Unsolicited email 
advertisements usually sent to very 
large numbers of recipients, many of 
whom may have no interest in the 
message.

phishing A scam in which official-
looking emails are sent to individuals 
in an attempt to get them to divulge 
private information such as passwords, 
usernames, and account numbers.

pharming A scam that seeks to 
steal identities by routing Internet 
traffic to fake websites.
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entice cell phone users to visit the scammer’s fake website 
asking you to provide personal or financial information.25

16-5c Hackers: Break-Ins in Cyberspace
Hackers are skilled computer users who have the ex-
pertise to gain unauthorized access to other people’s 
computers. Not all hackers intend to do harm, but some—
called “black hat hackers” (or “crackers”)— definitely have 
 malicious intent. They may attempt to break into a com-
puter system to steal identities or to disrupt a business.

Protecting against hackers requires individuals and busi-
nesses to be security conscious. Some of the precautions 
used against hackers, such as making frequent backups, are 
similar to those used to protect against viruses. Another key 
to protecting against hackers is to make sure that all data 
transmitted over a network are encrypted, or sent in encoded 
form that can only be read by those who have access to a 
key. Security experts also suggest that organizations restrict 
access to computer resources by requiring users to have 
strong passwords. According to Microsoft, strong passwords 

are at least 14 characters 
in length; include a mix 
of letters, numbers, and 
special characters; and 
don’t contain any com-
mon words or personal 
information.26

Unfortunately, users 
struggle to remember 

Smartphones and Selfies: The End of the Password?
The top five most popular passwords are: 123456, password, 
12345678, qwerty, and 12345 (for those who found 
12345678 too complex!). With easily guessed passwords like 
these, often employed by users across all of their accounts, 
no wonder many online accounts now require longer 
passwords containing numbers, capital letters, and special 
characters, along with new passwords every six months. 
Ironically, those security measures, which strengthen 
passwords and make them more difficult to guess or  
hack, also make it more likely that users will forget their 
passwords (unless they use password management  
software, see p. 297).

Because weak passwords are the equivalent of leaving the 
keys in an unlocked car, companies are now taking the keys 
away by doing away with passwords all together.  For instance, 
Yahoo! Mail has replaced passwords with the “Yahoo! Account 

Key.”  When accessing Yahoo! Mail, a notification is sent to the 
account owner’s smartphone asking, “Are you trying to sign in?” 
Because it is assumed the account owner has his or her smart-
phone, access is granted when a “yes” response is received. If 
the smartphone is lost or damaged, users can authenticate 
their identity on pre-specified backup devices, such as their 
tablet or laptop.  

MasterCard, however, is replacing passwords (forgotten by more 
than half of its users each week) with 
selfie photos. When MasterCard’s 
Identity Check system authen-
ticates that the picture it just 
received from your phone 
matches the digital photo it has 
of you in its system, it okays 
your MasterCard purchase.24
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strong passwords, so they reuse one or two passwords. 
 “Having the same password for everything is like having 
the same key for your house, your car, your gym locker, 
your office,” says PayPal’s Michael Barrett. With password 
 management software, such as 1Password, users memo-
rize just one master password. 1Password works with any 
browser on any computer, tablet, or smartphone. It gen-
erates unique, strong passwords, synchronizes encrypted 
data across devices, and autofills forms so you don’t have to 
manually enter personal information or passwords.27

Firewalls are another important tool to guard 
against hackers and other security threats. A firewall uses 
hardware or software (or sometimes both) to create a bar-
rier that prevents unwanted messages or instructions from 
entering a computer system. As threats from spyware, 
hackers, and other sources have developed, the use of fire-
walls has become commonplace.

16-5d Ethical and Legal Issues
Information technology raises a number of legal and ethi-
cal challenges, such as the need to deal with privacy issues 
and to protect intellectual property rights. These issues  
are controversial and don’t have simple solutions.

Personal Privacy Firms now have the ability to track 
customer behavior in ways that were never before pos-
sible. This has advantages for you because it allows firms 
to offer better, more personalized service. But all this extra 
information comes at the expense of your privacy. Does 

hacker A skilled computer user 
who uses his or her expertise to gain 
unauthorized access to the computer 
(or computer system) of others, 
sometimes with malicious intent.

firewall Software and/or hardware 
designed to prevent unwanted access 
to a computer or computer system.

294 PART FIVE: Managing a Business

16695_ch16_ptg01.indd   294 14/12/16   5:06 pm

Copyright 2018 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part.  WCN 02-200-203



the fact that firms know so much about your preferences 
and behavior make you a bit nervous?

Does it bother you that your email messages lack con-
fidentiality? When you send an email, it could be stored on 
several computers: your personal computer, the server of 
your email provider, the server of your recipient’s provider, 
and your recipient’s own computer. If you send the email 
from your company’s system, it’s also likely to be stored when 
the company backs up its information. If you thought that 
deleting an email message from your own computer erased 
it permanently and completely, you need to think again.

The list of other ways in which information technology 
can erode your personal privacy is long and getting longer. 
For example, RFID chips are now embedded in U.S. passports 
and in many states’ driver’s licenses. Some privacy experts 
are concerned that such chips will make it easy for govern-
ment organizations to track individuals. One reason govern-
ment officials gave for embedding RFID chips in passports 
and driver’s licenses was to make it harder for criminals and 
terrorists to forge IDs. But in 2009, a hacker publicly dem-
onstrated the ability to read the information in these chips 
from a distance of several yards, leading to fears that iden-
tity thieves could use similar techniques to obtain personal 
information and perhaps even create convincing copies 
of these important identification documents. Encryption 

and protective sleeves, however, can prevent unauthorized 
scanning. Thieves are more likely to be successful by steal-
ing your actual ID or passport the old-fashioned way.29

The bottom line is that there’s no simple way to solve 
privacy concerns. Privacy is an elusive concept, and there is 
no strong consensus about how much privacy is enough.

Protecting Intellectual Property Rights  
Intellectual property refers to products that result 
from creative and intellectual efforts. There are many types  
of intellectual property, but we’ll focus on forms of intellec-
tual property that are protected by copyright law, such as 
books, musical works, computer programs, video games, 
and movies. Copyright law gives the creators of this prop-
erty the exclusive right to produce, record, perform, and 
sell their work for a specified time period. 

Piracy of intellectual pro perty occurs when someone 
reproduces and distributes copyrighted work with-
out obtaining permission 
from—or providing com-
pensation to—the owner 
of the copyrighted material. 
When piracy becomes wide-
spread, creators of intellec-
tual property receive much 

On rainy days, the number of negatively worded Facebook 
posts increases 1.16%, while the number of positive posts drops 
1.19%. In a process called social contagion, those positive and 
negative posts, in turn, affect what Facebook friends post where 
it isn’t raining. A positive post generated 1.75 positive posts by 
friends, while a negative post generated 1.29 negative posts by 
friends. The study’s lead researcher explained that, “We wanted 
to see if emotional changes in one person caused emotional 
changes in another person and that’s exactly what we found.” 

In another study, Facebook then manipulated the news feeds  
of nearly 700,000 users to again study emotional contagion. In  
this one-week study, Facebook removed a small percentage of  
positive story feeds from half of the users, and small percentage 
of negative story feeds from the other half. As with the “rainy 
day” study, people were more likely to post happy (or sad) 
content upon seeing more positive (or negative) news feeds, 
suggesting again that emotions grow through social contagion. 

Critics complained that it’s one thing to study naturally  
occurring social contagion (i.e., rainy days), but it’s another 
to manipulate what people see in their Facebook news feeds 
without first obtaining consent from the study participants. 

University of Maryland Professor James Grimmelmann said, “If 
you are exposing people to something that causes changes in 
psychological status, that’s experimentation. This is the kind of 
thing that would require informed consent.” 

Facebook explained that the research was consistent with the Data 
Use Policy its users agree to when establishing their Facebook ac-
counts, namely, that it “may use the information we receive about 
you … For internal operations, including troubleshooting, data 
analysis, testing, research and service improvement.”28

What do YOU think?
 ▪  How influential is a company’s data usage policy in your 

decision to use their services? Is it troublesome that 
Facebook monitors almost everything you do online? Or, are 
you willing to let Facebook do that so it accurately tailors 
what you see when using your Facebook account?

 ▪  What sort of information—if any—do you believe should be 
totally exempt from data mining? What kind of data privacy 
are you unwilling to sacrifice to use Facebook?

 ▪  How would you feel if you learned Facebook had altered 
your news feed for its research? Would you be upset? Would 
you consider quitting the service? 

Just Because They Can, Doesn’t Mean They Should

intellectual property  
Property that is the result of creative 
or intellectual effort, such as books, 
musical works, inventions, and 
computer software.
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less income for their efforts. This can substantially reduce 
their incentive to continue developing creative material.

The Business Software Alliance estimates that, glob-
ally, 42% of all business software installed on personal com-
puters in 2013 was pirated, resulting in the loss of over $63 
billion in revenue to software companies. In several smaller 
countries, including Georgia, Armenia, and Zimbabwe, the 
rate of piracy was over 90%. Among larger nations, the pi-
racy rate in China exceeded 74%, while in India it was 60%. 
The good news is that the piracy rate was much lower in 
the United States at 18%. But given the huge size of the 
U.S. software market, even this relatively low rate of piracy 
still resulted in losses of over $9.7 billion in revenue for soft-
ware companies. Faced with such a widespread problem, 
many software publishers have become very aggressive 
at prosecuting firms and individuals engaged in software 
piracy.30

Music studios, video game developers, and motion 
picture producers also face significant problems with 
piracy.31 Furthermore, software piracy costs companies 
1.2 billion hours and $25 billion per year to identify, repair, 
and recover pirated software that is usually infected with 
malware designed to steal your personal and financial  
information.32

Given how lucrative piracy can be, it’s unlikely that 
this problem will go away anytime soon. You can ex-
pect the companies hurt by these practices to continue 
 aggressively prosecuting pirates and to work on new 
technologies that make pirating digital media more 
 difficult.

In 2016, fashion designer Alexander 
Wang (left, with comedian Amy Schumer) 
won a $90 million intellectual property 
case against 45 counterfeiters selling 
unlicensed goods carrying his company’s 
branding.

Information technology plays a vital role in virtually every aspect 
of business operations. For instance, marketing managers use 
information technology to learn more about customers, reach 
them in novel ways, and forge stronger relationships with 
them—as we showed in our discussion of Web 2.0. Operations 
managers use RFID technologies to coordinate the movement of 
goods within supply chains and to keep more accurate inventory 
records. And financial managers use IT to track financial condi-
tions and identify investment opportunities. Managers in all 
areas of a business can use decision support systems to improve 
their decision making. They also can apply techniques such as 
data mining to obtain interesting new insights hidden in the vast 
streams of data that flow into their companies.

Cloud computing represents the newest and one of the most  
exciting new approaches to how companies acquire and 

utilize IT resources. The use of cloud-based resources has the 
potential to not only lower costs and increase flexibility but also 
significantly magnify computation power. If cloud computing 
can overcome concerns about security and stability, it is 
likely to continue growing in popularity, which could result in 
significant changes to the role IT departments play within their 
organizations.

The rapid changes in IT in recent years—especially those related 
to the rise of the Internet as a business venue—have opened up 
exciting new commercial opportunities. But these changes have 
also created a host of legal and ethical challenges and security 
questions. One thing is certain: business organizations that find 
ways to leverage the advantages of new IT developments while 
minimizing the accompanying risks are most likely to enjoy 
competitive success.

The Big Picture

O
vi

di
u 

Hr
ub

ar
u/

Sh
ut

te
rs

to
ck

.c
om

296 PART FIVE: Managing a Business

16695_ch16_ptg01.indd   296 14/12/16   5:06 pm

Copyright 2018 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part.  WCN 02-200-203



Information Technology  
Support Specialist

Responsible for installing and configuring software, 
responding to employee and customer issues within the ticket 
management system, interacting with sales, engineering, 
and product managers to address complex customer issues, 
escalating relevant problems to appropriate functional 
and management teams, contributing potential technical 
workarounds, and acting as a technical expert for IT solutions 
within a global IT team. The ideal candidate has a bachelor’s 

degree in computer science or information technology, at least 
one year of experience with Windows and Unix/Linux admin-
istrative services, web services, configuration and release 
management, possesses strong analytical, problem solving, 
and customer communication skills, and is self-motivated and 
works effectively with little instruction. For more information 
on this career and other 
possible careers in 
information technology, 
check out Career 
Transitions.

Careers in Information Technology
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LEARNING ObjEctIvEs
After studying this chapter, you will be able to:

 17-1  Define operations management and describe how the role of operations management has 
changed over the last five decades

 17-2  Discuss the key responsibilities of operations managers

 17-3  Describe how operations managers face the special challenges posed by the provision of services

 17-4  Explain how changes in technology have revolutionized operations management

 17-5  Describe the strategies operations managers have used to improve the quality of goods and services

 17-6  Explain how lean and green practices can help both the organization and the environment

Operations Management:
Putting It All Together

Remember to visit  

PAGE 316  
for additional 

stUDY tOOLs

technologies, shifts in the structure of the economy, chal-
lenges posed by global competition, and concerns about 
the impact of production on the environment have fueled 
this revolution. Let’s begin by identifying the key changes 
that have characterized the practice of operations man-
agement over the last five decades.

From a Focus on Efficiency to a Focus on Effec-
tiveness To operations managers, efficiency means 

17-1a  Responding 
to a Changing 
Environment

The practice of opera-
tions management has 
changed dramatically over 
the past half century. New 

 17-1 OPERAtIONs MANAGEMENt: PRODUcING vALUE IN A chANGING ENvIRONMENt

Operations management is concerned with managing all of the 
activities involved in creating value by producing goods and services 
and distributing them to customers. When operations managers do 
their job well, their firms produce the right goods and services in the 
right quantities and distribute them to the right customers at the right 
time—all the while keeping quality high and costs low. Obviously, the 
decisions of operations managers can have a major impact on a firm’s 
revenues and its costs, and thus on its overall profitability.

operations management  
Managing all of the activities 
involved in creating value by 
producing goods and services and 
distributing them to customers.

efficiency Producing output or 
achieving a goal at the lowest cost.
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“Success is simple. Do what’s 
right, the right way, at the 
right time.”

— A R N O L D  h .  G L A s G O w,  
A M E R I c A N  P s Y c h O L O G I s t

quality may provide more value—and attract more cus-
tomers—than a product with a lower price. Thus, today’s 
operations managers have broadened their focus to look 
at benefits as well as costs.

From Goods to Services Goods are tangible prod-
ucts that you can see and touch. Durable goods are expected 
to last three years or lon-
ger; examples include fur-
niture, cars, and appliances. 
Nondurable goods, such 
as toothpaste, apples, and 
paper towels, are used up 
more quickly and are often 
perishable. Services are 
activities that yield benefits 
but don’t directly result in 

producing a product at the lowest cost. Effectiveness 
means producing products that create value by providing 
customers with goods and services that offer a better re-
lationship between price and perceived benefits. In other 
words, effectiveness means finding ways to give custom-
ers more for their money—while still making a profit.

In the 1960s, the focus of operations management 
was mainly on efficiency. The goal was to keep costs low 
so the firm could make a profit while keeping prices com-
petitive. In today’s highly competitive global markets, 
efficiency remains important. But operations managers 
now realize that keeping costs (and prices) low are only 
part of the equation. Customers usually buy goods that 
offer the best value—and these aren’t always the same 
as the goods that sell for the lowest price. A product that 
offers better features, more attractive styling, and higher effectiveness Using 

resources to create value by 
providing customers with goods 
and services that offer a better 
relationship between price and 
perceived benefits.

goods Tangible products.

services Intangible products.

“ Nothing is less productive than to 
make more efficient what should 
not be done at all.”

— P E t E R  F.  D R U c k E R
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a physical product. Examples include legal advice, enter-
tainment, and medical care. Goods are consumed, while 
services are experienced.

In the 1960s, the U.S. economy was a manufacturing 
powerhouse, with more than a third of its labor force em-
ployed in the goods-producing sector. But over the last 
five decades, the American economy has experienced a 
fundamental shift away from the production of goods and 
toward the provision of services. By the beginning of 2015, 
less than 14% of the nonfarm labor force worked in the 
goods-producing sector. By contrast, employment in the 
service sector had risen to 86% of the labor force.1 

From Mass Production to Mass Customization  
Fifty years ago, one common production strategy was to 
keep costs low by producing large quantities of standard-
ized products. The goal of this mass production strategy 
was to achieve reductions in average cost by taking ad-
vantage of specialization and the efficient use of capital. 
But today’s technologies allow many firms to pursue mass 
customization—the production of small quantities of cus-
tomized goods and services that more precisely meet 
the needs of specific customers—with very little increase 
in costs. 

From Local Competition to Global Competition  
For the first 25 years after World War II, American firms dom-
inated key markets. This strength was based partly on the 
fact that the United States possessed a rich base of natural 
resources, a growing and increasingly well-educated labor 
force, an excellent infrastructure, and the strong incentive 
system inherent in a market economy. But it also reflected 
the fact that the production facilities and infrastructure in 
many European and Asian nations had been severely dam-
aged during the war.

By the early 1970s, the economies of Japan, Germany, 
and other war-ravaged nations had been rebuilt, with 
many of their major companies boasting efficient new 
production facilities with state-of-the-art technology. In 
addition, many Japanese firms had adopted new tech-
niques that greatly improved the quality of their products. 
With lower labor costs, impressive technology, and world-
class quality, these foreign producers quickly began to take 
market share from American firms. In more recent years, 
firms in Korea, India, and China have also become formi-
dable competitors.

From Simple Supply Chains to Complex Value 
Chains Over the last five decades, the increasingly com-
petitive and global nature of markets has brought about 
major changes in how firms produce and distribute their 
goods and services. Many supply chains today span mul-
tiple organizations located in many different countries. The 

shift from a cost perspective to a value perspective has led 
operations managers to extend their view beyond the 
traditional supply chain to encompass a broader range of 
processes and organizations known as a value chain. 

If the Sock Fits, Make It 
in the USA
When Walmart announced in 2013 that it would 
increase its purchase of U.S.-made merchandise 
by $5 billion a year, Michael Penner saw an 
opportunity. Only a decade before, Mr. Penner 
had shut down three hosiery plants in Canada 
and started outsourcing to China. Almost 
overnight, his company, Richelieu Group, 
went from being a manufacturer of socks to 
being designer and marketer of socks. 

Mr. Penner was not alone. The North 
Carolina textile industry was also particularly 
hard hit by offshoring. For nearly a decade, 
the U.S. Bureau of Labor Statistics has listed textile 
occupations as some of the fastest declining occupations in 
the country as well as one of the industry sectors with the 
fastest declining output in the United States.

The Walmart announcement, however, prompted Mr. Penner 
to reconsider manufacturing socks in North America. By late 
2014, his company, renamed Peds Legwear, was producing 
socks out of a factory he had purchased in Hildebran, North 
Carolina. Ninety Italian machines knit yarn into tubes and also 
added a toe seam. Previously, knitting the tube and closing 
the sock’s toe seam were two separate operations requiring 
two work stations. By combining the operations, Peds only 
needs half the production workers and is better able to 
compete on price.

Peds Legwear is not alone. Freaker USA, Hanesbrands, 
and Gildan are also contributing to the revival of the 
sock industry in North Carolina. Penance Hall, a dress 
sock company, was started by three friends who wanted 
to manufacture luxury goods in the United States. Their 
seven-step manufacturing process starts with wool from 
South Carolina, which is sent for dyeing and knitting to a 
factory in North Carolina. The boxes the socks are packaged 
in are printed in Pennsylvania. From the wool to the boxes, 
Penance Hall’s entire supply chain is U.S. based. 

There are limits, however, to the capabilities of the North 
Carolinian production facilities, particularly for Peds. The 
U.S. factories are only set up to produce socks with simple 
designs that use few colors. More complex patterns, like 
hearts or animal shapes, are still made in Asia.2 
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From Exploiting the Environment to Protect-
ing the Environment In the 1960s, many operations 
managers viewed the natural environment as something 
to exploit. The emphasis on keeping costs low made it 
tempting to dispose of wastes as cheaply as possible— 
often by dumping them into rivers, lakes, or the atmosphere. 
But the serious consequences of environmental pollution 
became increasingly apparent. Operations managers at 
socially responsible companies responded by adopting a 
variety of green practices to produce goods and services in 
more environmentally responsible ways.

Exhibit 17.1 summarizes the discussion of the key 
ways in which operations management has changed over 
the last five decades. We’ll look at these changes in greater 
detail as we move through this chapter. But first let’s take 
a look at the some of the key tasks operations managers 
perform.

 17-2 whAt DO OPERAtIONs 
MANAGERs DO?

Understanding the marketing definition of product plays a 
pivotal role in understanding what operations managers 
do. A product consists of all of the tangible and intangible 
features (sometimes called the customer benefit package) 
that create value for consumers by satisfying their needs 
and wants. For example, when you purchase a car made by 
General Motors, you not only get the physical automobile, 

you also get (among other things) a warranty and (for 
many models) up to three years of OnStar services.3

Marketing research typically determines which fea-
tures a product should include to appeal to its target cus-
tomers. Although operations managers don’t normally 
have the primary responsibility for designing these goods 
and services, they provide essential information and ad-
vice during the product-design process, especially regard-
ing the challenges and constraints involved in creating 
actual products on time and within budget.

Once the actual goods and services are designed, 
operations managers must determine the processes 
needed to produce them and get them to the customer. A 
process is a set of related activities that transform inputs 
into outputs, thus adding value. Once these processes are 
designed, operations managers also play a key role in de-
termining where they will be performed, what organiza-
tions will perform them, and how the processes will be 
organized and coordinated.

The most obvious processes are those directly in-
volved in the production of goods and services. But there 
are many other processes that play necessary “supporting 
roles.” For example, purchasing and inventory manage-
ment processes ensure that the firm has an adequate 
supply of high-quality ma-
terials, parts, and compo-
nents needed to produce 
the goods without delays 
or disruptions. 

Exhibit 17.1
Operations Management: Five Decades of Change 

process A set of related 
activities that transform inputs 
into outputs, thus adding value.
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Let’s take a closer look at some of the functions that 
operations managers perform to move goods and services 
from the drawing board to the final user.

17-2a  Process Selection and Facility Layout
Once a product is designed, operations managers must de-
termine the best way to produce it. This involves determin-
ing the most efficient processes, deciding the best sequence 
in which to arrange those processes, and designing the ap-
propriate layout of production and distribution facilities. Well- 
designed processes and facility layouts enable a firm to 
produce high-quality products effectively and efficiently, giv-
ing it a competitive advantage. Poorly designed processes can 
result in production delays, quality problems, and high costs. 

There are several ways to orga-
nize processes. The best approach 
depends on considerations such as 
the volume of production and the 
degree of standardization of the 
product.

 ■ Firms often use a product layout 
when they produce goods that 
are relatively standardized and 
produced in large volumes. 
This type of layout organizes 
machinery, equipment, and 
other resources according to 
the specific sequence of opera-
tions that must be performed. 
The machinery used in this 

type of layout is often highly specialized, designed to 
perform one specific task very efficiently. One classic 
example of a product layout is an assembly line, where 
the product being produced moves from one station 
to another in a fixed sequence, with the machinery 
and workers at each station performing specialized 
tasks. Services that provide a high volume of relatively 
standardized products also use flow-shop processes. 
For example, fast-food restaurants often use a simple 
product layout to prepare sand wiches, pizzas, or tacos 
in a standard sequence of steps.

 ■ A process layout is used by many firms that need to 
produce small batches of goods that require a degree 
of customization. This approach arranges equipment 
according to the type of task performed. For example, 
in a machine shop, all of the drills may be located 
in one area, all of the lathes in another area, and all 
of the grinders in yet another. Unlike ass embly lines 
and other product layouts, a process layout doesn’t 
require work to be performed in a specific sequence; 
instead, the product can be moved from one type of 
machinery to another in whatever sequence is neces-
sary. Thus, process layouts can be used to produce a 
variety of products without the need for expensive 
retooling. But this flexibility sometimes comes at the 
cost of longer processing times and more complex 
planning and control systems. Also, because the 
machinery and equipment used in a process layout 
is usually more general-purpose in nature and may 
be used to produce a greater variety of goods, the 
process layout requires workers to be more versatile 
than those employed in a product layout. 

 ■ A cellular layout falls between the product layout 
and the process layout. It groups different types of 

machinery and equipment into 
self-contained cells. A produc-
tion facility might have several 
cells, each designed to efficiently 
produce a family of parts (or 
entire products) that have similar 
processing requirements. Like an 
assembly line, the product moves 
from one station in the cell to 
the next in a specific sequence. 
However, unlike most assembly 
lines, cells are relatively small and 
are designed to be operated by a 
few workers who perform a wider 
array of tasks than assembly-line 
workers.

Operations managers oversee the 
processes needed to produce products 
and get them to customers, including 
inventory control, project scheduling, and 
managing value chains.
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“ The other part of 
outsourcing is this: 
It simply says where 
the work can be done 
outside better than it 
can be done inside, 
we should do it.”

— A L P h O N s O  R O Y  j A c k s O N , 
F O R M E R  U . s .  s E c R E t A R Y 
O F  h O U s I N G  A N D   U R b A N 

D E v E L O P M E N t
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 ■ A fixed position layout is used for goods that must be 
produced at a specific site (such as a building or a 
dam) or that are so large and bulky that it isn’t fea-
sible to move them from station to station (such as 
a ship or commercial airplane). Even some services, 
such as concerts or sporting events that are per-
formed at a specific location, use this approach. In a 
fixed position layout, the good or service stays in one 
place, and the employees, machinery, and equip-
ment are brought to the fixed site when needed 
during various stages of the production process.

17-2b Facility Location
There is an old saying in real estate that the three most 
important factors determining the value of a property are 
“location, location, and location.” Location also matters 
to operations managers because the location of facilities 
strongly affects the efficiency and effectiveness of an orga-
nization’s processes.

For some types of facilities, the location decision is 
dominated by one key consideration. A coal mine, for in-
stance, must be located where there’s coal. But for many 
other types of facilities, the decision is more complex. 
Exhibit 17.2 identifies some key factors that operations 
managers evaluate when they decide where to locate a fa-
cility, but the importance of each factor varies depending 
on the specific industry. For instance, many service firms 
place primary interest on locating close to their custom-
ers while manufacturing firms are often more concerned 
about the cost and availability of land and labor and access 
to highways, railways, and port facilities.

17-2c  Inventory Control: Knowing When 
to Hold ’Em

Inventories are stocks of goods or other items held by 
an organization. Manufacturing firms usually hold invento-
ries of raw materials, components and parts, work in pro-
cess, and finished goods. Retail firms don’t normally hold 
work in process or raw materials, but they do hold invento-
ries of the finished goods they sell as well as basic supplies 
that they need. 

Deciding how much inventory to hold can be a real 
challenge for operations managers because increasing (or 
decreasing) the amount of inventory involves both ben-
efits and costs. For example, the benefits of holding larger 
inventories include:

 ■ Smoother Production Schedules: A candy 
maker might produce more candy than it needs 
in August and September and hold the excess in 
inventory so that it can meet the surge in demand 
for Halloween treats without investing in more 
production capacity.

 ■ Protection against Stock-Outs and Lost Sales:  
Holding larger inventories reduces the chance of 
stock-outs and lost sales due to supply disruptions or 
unexpected surges in demand.

 ■ Reduced Ordering 
Costs: Every time a 
company orders sup-
plies, it incurs paper-
work and handling 

General Location Factors Examples of Specific Considerations

Adequacy of Utilities Is the supply of electricity reliable?

Is clean water available?

Land Is adequate land available for a facility?

How much does the land cost?

Labor Market Conditions Are workers with the right skills available?

How expensive is labor?

Transportation Factors Is the location near customers and suppliers?

Is appropriate transportation nearby?

Quality-of-Life Factors What is the climate like?

Are adequate healthcare facilities available?

Legal and Political Environment Does the local government support new businesses?

What are the local taxes, fees, and regulations?

ExhIbIT 17.2 FActORs thAt AFFEct LOcAtION DEcIsIONs

inventory Stocks of 
goods or other items held by 
organizations.

303CHAPTER 17: Operations Management: Putting It All Together

16695_ch17_ptg01.indd   303 14/12/16   5:12 pm

Copyright 2018 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part.  WCN 02-200-203



costs. Holding a larger average inventory reduces 
the number of orders the firm must make and thus 
reduces ordering costs.

But holding larger inventories involves costs as well as 
benefits:

 ■ Tied-Up Funds: Items in inventory don’t generate 
revenue until they’re sold, so holding large inven-
tories can tie up funds that could be better used 
elsewhere within the organization.

 ■ Additional Holding Costs: Bigger inventories require 
more storage space, which can mean extra costs for

  heating, cooling, taxes, 
insurance, and more.

■  Increased Risk: Hold-
ing large inventories 
exposes the firm to the 
risk of losses due to 
spoilage, depreciation, 
and obsolescence.

Operations managers 
determine the optimal 
amount of inventory by 
comparing the costs and 
benefits associated with 

different levels of inventory. In our discussion of lean 
manufacturing, we’ll see that one recent trend has been 
toward finding ways to reduce inventory levels at every 
stage of the supply chain.

17-2d Project Scheduling
Projects such as constructing a new production facility, de-
veloping a new commercial airliner, or filming a movie are 
complex and expensive endeavors. It’s vital to monitor them 
carefully to avoid major delays or cost overruns. The critical 
path method (CPM) is one of the most important tools 
that operations managers use to manage such projects. We 
can illustrate the basic idea behind this tool by looking at a 
simple example in which a theater company wants to stage 
a play. Exhibit 17.3 presents the steps involved in this project.

Notice that Exhibit 17.3 identifies immediate 
predecessors for all of the activities except activity A. Im-
mediate predecessors are activities that must be completed 
before another activity can begin. For example, it is clear 
that the cast for the play cannot be determined until the 
play has been selected, so activity A (selecting the play) is 
an immediate predecessor to activity B (selecting the cast). 
Similarly, since sets can’t be built without lumber, paint, and 
other materials, activity E (buying materials for the sets) is 
an immediate predecessor for activity G (building the sets). 

Activity Description Immediate Predecessor(s)
Estimated Completion 

Time (Weeks)

A Select Play None 2

B Select Cast A (must know play to know what roles are available) 4

C Design Sets A (must know play before sets can be designed) 4

D Design Costumes A (must know play to determine what costumes are needed) 5

E Buy Materials for Sets C (set must be designed to determine types and quantities 
of materials needed to build it) 

2

F Buy Materials for Costumes D (costumes must be designed before materials 
for costumes are determined)

2

G Build Sets E (must have materials in order to build the sets) 4

H Make Costumes B, F (must have materials in order to make the costumes, 
and must know actors’ sizes to ensure that costumes fit)

6

I Initial Rehearsals B (actors must be selected for each role before they can rehearse 
their parts)

2

J Final (Dress) Rehearsal G, H, I (costumes and sets must be completed, and initial 
rehearsals performed, before the final rehearsal can occur)

1

K Perform Play (end of project) J N/A

ExhIbIT 17.3 ActIvItIEs INvOLvED IN PREsENtING A PLAY

critical path method  
(CPM) A project-management 
tool that illustrates the 
relationships among all the 
activities involved in completing 
a project and identifies the 
sequence of activities likely to 
take the longest to complete.

immediate predecessors  
Activities in a project that must 
be completed before some other 
specified activity can begin.
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Using the Critical Path Method to Focus Efforts  
Now look at Exhibit 17.4, which is a CPM network for the 
theater project. This network shows how all of the activi-
ties in the theater project are related to each other. The 
direction of the arrows shows the immediate predecessors 
for each activity. Notice that arrows go from activities B 
(selecting the cast) and F (purchasing material for the cos-
tumes) to activity H (making the costumes). This indicates 
that both of these activities are immediate predecessors 
for activity H—the costumes can’t be made without mate-
rial, and they must be made in the correct sizes to fit the 
actors. But also notice that no arrow links activities B and C. 
This shows that these are independent activities; in other 
words, the theater company doesn’t have to select the cast 
before it designs the sets (or vice versa).

We can use Exhibit 17.4 to illustrate some basic con-
cepts used in CPM analysis. A path is a sequence of activities 
that must be completed in the order specified by the arrows 
for the overall project to be completed. You can trace sev-
eral paths in our example by following a series of arrows 
from start to finish. For example, one path is A → B →  
I → J → K, and another path is A → C → E → G → J → K.

The critical path consists of the sequence of ac-
tivities that takes the longest to complete. A delay in any 
activity on a critical path is likely to delay the completion of 
the entire project. Thus, operations managers watch activi-
ties on the critical path very carefully and take actions to 
help ensure that they remain on schedule. We’ve shown 

the critical path for the theater project (A → D → F → H → 
J → K) with red arrows on our diagram.

Distinguishing between the critical path and other paths 
can help operations managers allocate resources more ef-
ficiently. Activities that aren’t on the critical path can be de-
layed without causing a delay in the overall completion of the 
project—as long as the delay isn’t too great. In CPM terminol-
ogy, these activities have slack. When operations managers see 
delays in critical path activities, they may be able to keep the 
project on track by diverting manpower and other resources 
from activities with slack to activities on the critical path.

17-2e Designing and Managing Value Chains
Perhaps the most important function of operations manage-
ment is the design and management of value chains. A value 
chain is the network of 
relationships that channels 
the flow of inputs, informa-
tion, and financial resources 
through all of the processes 
directly or indirectly involved 
in producing goods and ser-
vices and distributing them 
to customers. 

An organization’s value 
chain clearly includes its 
supply chain, which con-
sists of the organizations, 

Exhibit 17.4
A CPM Network for Staging a Play

Perform
Play 

Dress
Rehearsal 

Make
Costumes

Initial
Rehearsals

Build
Sets

Buy Costume
Materials 

Design
Costumes

Buy Set
Materials

Select
Cast

Design
Set

Select
Play

A

B

C

D

E

F

G

H

I

J K

critical path The sequence 
of activities in a project that is 
expected to take the longest to 
complete.

value chain The network 
of relationships that channels 
the flow of inputs, information, 
and financial resources through 
all of the processes directly or 
indirectly involved in producing 
goods and services and 
distributing them to customers.
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activities, and processes involved in the physical flow of 
goods, from the raw materials stage to the final consumer. 
In fact, some organizations use the terms value chain and 
supply chain interchangeably. But a value chain is a broader 
concept; in addition to the supply chain, it includes activi-
ties and processes involved in acquiring customers—such 
as contract negotiations and customer financing—as well 
as activities and processes involved in keeping customers by 
providing services after the sale, such as performing war-
ranty repairs, offering call center assistance, and helping 
customers recycle used goods. In a value chain, the main 
focus is on the customer; in contrast, the supply chain is 
more oriented toward traditional production relationships.4

One of the most important issues that operations 
managers examine when they design value chains is the 
tradeoff between vertical integration and outsourcing. 
Vertical integration occurs when a firm attempts to 
gain more control over its value chain by either develop-
ing the ability to perform processes previously performed 
by other organizations in the chain or by acquiring those 
organizations. Outsourcing is essentially the opposite 
of vertical integration; it involves arranging for other or-
ganizations to perform value chain functions that were 
previously performed internally.

In recent years, the trend in value chain design has 
been to rely more on outsourcing and less on vertical 
integration. Outsourcing allows a firm to shed functions 
it doesn’t perform well in order to focus on its areas of 
strength. It also frees people, money, and other resources 
that had been tied up in the outsourced activities, allowing 
these resources to be employed in more profitable ways.

Even when a firm decides to perform processes 
itself, it still faces a choice: Should it perform these func-
tions domestically, or should it offshore these activi-
ties? Offshoring means moving processes previously 
performed domestically to a foreign location. It is important 
to realize that offshoring is not the same thing as outsourcing 

processes to other organi-
zations. Offshoring doesn’t 
require outsourcing; a firm 
often offshores processes 
by directly investing in its 
own foreign facilities. Simi-
larly, outsourcing doesn’t 
require a firm to go offshore; 
activities can be outsourced 
to other domestic firms. 
Despite this distinction, 
many firms have combined 
these approaches by hir-
ing organizations in other 

countries to perform some of the processes that they previ-
ously performed at their own domestic facilities.

It is also worth noting that offshoring can go in both 
directions. Just as American firms offshore processes to 
other countries, some foreign companies offshore some of 
their processes to the United States. For example, several 
Japanese, European, and Korean automakers now have ex-
tensive design and production facilities in the United States.

One common reason for offshoring by U.S. firms is to 
take advantage of less expensive labor. But other factors 
can also play a role. Land and other resources also may be 
less expensive in developing nations than in the United 
States. And some foreign governments, eager to attract 
American investments, may offer financial incentives or 
other inducements. In addition, many foreign markets are 
growing much more rapidly than the relatively mature U.S. 
market. Firms often find it advantageous to locate produc-
tion facilities close to these rapidly growing markets. 

While foreign outsourcing can often reduce costs, it 
also can complicate value chains and create coordination 
problems. And it can expose the firm to certain types of 
risks. When a firm outsources important functions, it may 
have to entrust others in its value chain with confidential 
information and intellectual property, such as copyrighted 
material or patented designs. These strategic assets have 
less legal protection in some countries than in the United 
States, so providing access to foreign firms may increase 
the risk that the firm’s intellectual property will be pirated 
or counterfeited. This issue has been of greatest concern 
when firms have outsourced some of their supply chain 
functions to organizations in China.5

Given the trend toward offshoring and outsourcing, 
value chains (and the supply chains at their core) have be-
come increasingly complex, often involving many different 

Offshoring involves moving activities 
previously performed domestically to a 
foreign location.
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vertical integration  
Performance of processes 
internally that were previously 
performed by other organizations 
in a supply chain.

outsourcing Arranging for 
other organizations to perform 
supply chain functions that were 
previously performed internally.

offshoring Moving 
production or support processes 
to foreign countries.
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organizations and processes located in many different 
countries. Modern operations managers rely on sophisti-
cated supply chain management software to streamline the 
communications among supply chain participants and to 
help them plan and coordinate their efforts. 

The newest versions of enterprise resource 
planning (ERP) software take supply chain management 
to its highest level. ERP initially focused on integrating the 
flow of information among all aspects of a single organiza-
tion’s operations—accounting, finance, sales and marketing, 
production, and human resources. But the newest versions 
go beyond a single organization to help manage activities 
along an entire supply chain or value chain. The common in-
formation system makes it easier for organizations through-
out the chain to communicate and coordinate their activities. 

ERP systems do have some drawbacks. They are com-
plex, expensive, and difficult to implement, and they require 
users to learn new ways to enter and access data. Productiv-
ity can actually fall until users become accustomed to these 
new methods. But despite these challenges, ERP systems 
have become very popular. And they continue to evolve 
and take advantage of new technologies. One of the new-
est developments is the arrival of Web-based ERP systems 
that can be “rented” from online providers—a strategy that 
reduces the need to invest in new hardware and software. 
The use of Web-based ERP services is an example of cloud 
computing discussed in Chapter 16.6

 17-3 IMPLIcAtIONs OF A sERvIcE-
bAsED EcONOMY: REsPONDING 
tO DIFFERENt chALLENGEs

Exhibit 17.5 illustrates how services differ from tangible 
goods. These differences present a number of challenges 
to service providers. One key challenge arises because 
customers often participate in the provision of services, 
which means that service providers have less control over 
how the process is carried out, how long it takes to complete, 
and whether the result is satisfactory. For instance, the 
accuracy of a doctor’s diagnosis depends on how honestly 
and completely the patient answers the doctor’s questions. 
And the amount of time the doctor spends with each 
patient will depend on the seriousness of the problem and 
the complexity of the diagnosis and treatment.

17-3a Designing the Servicescape
Because of the interaction between customers and 
service providers, the design of service facilities often must 
take the experiences of the participants into account. A 

servicescape is the environment in which the customer 
and service provider interact. A well-designed servicescape 
can have a positive influence on the attitudes and perceptions 
of both the customer and those who provide the service. 
A poor servicescape can have the opposite effect.7

The design of servicescapes centers on three types of 
factors: ambience; functionality; and signs, symbols, and 
artifacts. 

 ■ Ambience refers to factors such as decor, background 
music, lighting, noise levels, and even scents. For 
example, massage therapists often use low light, 
soothing background music, and pleasant scents to 
create a relaxing atmosphere for a massage. 

 ■ Functionality involves how easy it is for the customers 
to move through the facility and find what they are 
looking for. 

 ■ Signs, symbols, and artifacts convey information to 
customers and create impressions. Obviously, signs 
like “Place Your Order Here” and “Pick Up Your Order 
Here” provide useful information that helps consum-
ers maneuver through 
the service encounter. 
But other signs and 
symbols can be used 
to create favorable 
impressions. For 
instance, lawyers and 
accountants often 
prominently display 
their diplomas, profes-
sional certifications, 

 ExhIbIT 17.5   DIFFERENcEs bEtwEEN GOODs AND 
sERvIcEs

Goods Services

Are tangible: They have a 
physical form and can be seen, 
touched, handled, etc.

Are intangible: They can be “experi-
enced,” but they don’t have a physical 
form.

Can be stored in an inventory. Must be consumed when they are 
produced.

Can be shipped. Must be consumed where they 
are provided.

Are produced independently 
of the consumer.

Often require the customer to be 
actively involved in their production.

Can have at least some aspects 
of their quality determined ob-
jectively by measuring defects or 
deviations from desired values.

Intangible nature means quality 
is based mainly on customer 
perceptions.

enterprise resource 
planning (ERP) Software-
based approach to integrate 
an organization’s (and in the 
sophisticated versions, a value 
chain’s) information flows.

servicescape The 
environment in which a 
customer and service provider 
interact.
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and awards in their offices to communicate their 
qualifications and accomplishments to their clients.

17-3b How Big Is Big Enough?
Because services are intangible and often must be ex-
perienced at the time they are created, service providers 
can’t produce the service in advance and store it to meet 
temporary surges in demand. This can create challenges 
for operations managers because the demand for many 
types of services varies significantly, depending on the 
season, the day of the week, or the time of day. During 
peak lunch and dinner hours, popular restaurants tend to 
be very busy—often with crowds waiting to get a table. 
The same restaurants may be nearly empty during the 
mid-afternoon or late at night. Given such fluctuations in 
demand, the selection of capacity—the number of cus-
tomers the service facility can accommodate per time 
period—becomes a crucial consideration. 

If the capacity of a service facility is too small, customers 
facing long waits during periods of peak demand may well 
take their business elsewhere. But a facility large enough 
to handle peak capacity is more expensive to build; costs 
more to heat, cool, and insure; and may have substantial 
excess capacity during off-peak periods. Operations man-
agers must weigh these drawbacks against the ability to 
handle a larger number of customers during peak hours. 

Many service firms try to minimize this tradeoff by find-
ing ways to spread out demand so that big surges don’t oc-
cur. One way to do this is to give customers an incentive to 
use the service at off-peak times. Many bars and restaurants 
have “happy hours” or “early-bird specials.” Similarly, movie 
theaters have lower prices for matinée showings, and resort 
hotels offer reduced rates during their off seasons. 

 17-4 thE tEchNOLOGY 
OF OPERAtIONs

Now let’s take a close 
look at how technology 
has revolutionized opera-
tions management. Some 
of the new technologies 
involve the increasing so-
phistication of machinery 
and equipment. Others in-
volve advances in software 
and information technol-
ogy. The impact of these 

technological advances is greatest when the automated 
machinery is directly linked to the new software running 
on powerful new computers.

17-4a Automation: The Rise of the Machine
For the past half century, one of the biggest trends in op-
erations management has been increased automation 
of many processes. Automation means replacing human 
operation and control of machinery and equipment with 
some form of programmed control. The use of automated 
systems has become increasingly common—and increas-
ingly sophisticated.

Automation began in the early 1950s with primitive 
programmed machines. But in recent decades, robots 
have taken automation to a whole new level. Robots are 
reprogrammable machines that can manipulate materials, 
tools, parts, and specialized devices in order to perform a 
variety of tasks. Some robots have special sensors that allow  
them to “see,”  “hear,” or “feel” their environment. Many robots 
are mobile and can even be guided over rugged terrain.

Robots offer many advantages to firms:

 ■ They often perform jobs that most human work-
ers find tedious, dirty, dangerous, or physically 
demanding.

 ■ They don’t get tired, so they can work very long 
hours while maintaining a consistently high level of 
performance.

 ■ They are flexible; unlike old dogs, 
robots can be taught new 
tricks because they are 
reprogrammable.
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automation Replacing 
human operation and control 
of machinery and equipment 
with some form of programmed 
control.

robot A reprogrammable 
machine that is capable of 
manipulating materials, tools, 
parts, and specialized devices in 
order to perform a variety of tasks.
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Robots are most commonly used for tasks such as welding, 
spray painting, and assembling products, but they can do 
many other things ranging from packaging frozen pizza to 
disposing of hazardous waste.

17-4b Software Technologies
Several types of software have become common in op-
erations management, and as the processing power of 
computers has improved, the capabilities of these applica-
tions have become increasingly sophisticated. Some of the 
most common examples include:

 ■ Computer-aided design (CAD) software 
provides powerful drawing and drafting tools that 
enable users to create and edit blueprints and design 
drawings quickly and easily. Current CAD programs 
allow users to create 3-D drawings.

 ■ Computer-aided engineering (CAE) software 
enables users to test, analyze, and optimize their 
designs through computer simulations. CAE software 
can help engineers find and correct design flaws 
before production.

 ■ Computer-aided manufacturing (CAM) soft-
ware takes the electronic design for a product and 
creates the programmed instructions that robots and 
other automated equipment must follow to produce 
that product as efficiently as possible.

Today, computer-aided design and computer-  
aided manufacturing software are often combined 
into a single system, called CAD/CAM. This enables 
CAD designs to flow directly to CAM programs, which 
then send instructions directly to the automated equip-
ment on the factory floor to guide the production 
process.

When a CAD/CAM software system is integrated 
with robots and other high-tech equipment, the result 
is computer-integrated manufacturing (CIM), 
in which the whole design and production process is 
highly automated. The speed of computers, the ability to 
reprogram computers rapidly, and the integration of all 
these functions make it possible to switch from the de-
sign and production of one good to another quickly and 
efficiently. CIM allows firms to produce custom-designed 
products for individual customers quickly and at costs 
almost as low as those associated with mass-production 
techniques, thus allowing firms to pursue the strategy of 
mass customization mentioned at the beginning of this 
chapter.

 17-5 FOcUs ON QUALItY
Almost everyone agrees that quality is important. But the 
concept of quality is tough to define—even expert opin-
ions differ. For our purposes, we’ll adopt the view that qual-
ity is defined in terms of how well a good or service satisfies 
customer preferences.

Why is quality so 
important? First, better 
quality clearly improves ef-
fectiveness (creates value) 
since consumers perceive 
high-quality goods as hav-
ing greater value than low-
quality goods. But finding 
ways to increase quality 
can also lead to greater 
efficiency because the 
cost of poor quality can 
be very high. When a firm 
detects defective prod-
ucts, it must scrap, rework, 
or repair them. And the 
costs of poor quality can 
be even higher when a 
firm doesn’t catch defects 
before shipping products 
to consumers. These costs 
include handling customer 
complaints, warranty repair 
work, loss of goodwill, and 
the possibility of bad pub-
licity or lawsuits. In the long 
run, firms often find that 
improving quality reduces 
these costs by more than 
enough to make up for 
their investment. 

These ideas aren’t es-
pecially new. W. Edwards 

computer-aided design 
(CAD) Drawing and drafting 
software that enables users to 
create and edit blueprints and 
design drawings quickly and 
easily.

computer-aided 
engineering (CAE)  
Software that enables users to 
test, analyze, and optimize their 
designs.

computer-aided 
manufacturing (CAM)  
Software that takes the 
electronic design for a product 
and creates the programmed 
instructions that robots must 
follow to produce that product 
as efficiently as possible.

computer-aided design/
computer-aided 
manufacturing (CAD/
CAM) A combination of 
software that can be used 
to design output and send 
instructions to automated 
equipment to perform the steps 
needed to produce this output.

computer-integrated 
manufacturing (CIM)  
A combination of CAD/
CAM software with flexible 
manufacturing systems to 
automate almost all steps 
involved in designing, testing, 
and producing a product.

“ Customers don’t expect you to be 
perfect. They do expect you to fix 
things when they go wrong.”

— D O N A L D  P O R t E R ,  v I c E  P R E s I D E N t ,  
b R I t I s h  A I R wAY s
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Deming, viewed by many as the father of the quality 
movement, first proposed the relationship between qual-
ity and business success in the early 1950s. His ideas, which 
came to be known as the Deming Chain Reaction, are sum-
marized in Exhibit 17.6. 

17-5a Waking Up to the Need for Quality
In the years immediately after World War II, most Japanese 
goods had a reputation for being cheap and shoddy. But 
during the 1950s, many Japanese firms sought advice 
from Deming and other U.S. quality gurus. They learned 
to view quality improvement as a continuous process 
that was the responsibility of all employees in the orga-

nization. During the 1950s 
and 1960s, the quality of 
Japanese goods slowly but 
steadily improved. 

By the early 1970s, 
many Japanese firms had 
achieved a remarkable 
turnaround, with quality 
levels that exceeded those 
of companies in most 

other countries (including the United States) by a wide 
margin. This improved quality was a major reason why 
Japanese firms rapidly gained global market share, often 
at the expense of American firms that had faced little 
competition in years immediately following World War II. 

17-5b  How American Firms Responded 
to the Quality Challenge

When operations managers at American firms realized 
how far they trailed the Japanese in quality, they made a 
real effort to change their ways. Like the Japanese a few 
decades earlier, American business leaders began to view 
improving the quality of their goods and services as a key 
to regaining international competitiveness.

Total Quality Management The first result of this 
newfound emphasis on quality was the development 
of an approach called total quality management, 
better known as TQM. There are several variations, but all 
versions of TQM share the following characteristics:

 ■  Customer Focus: TQM recognizes that quality 
should be defined by the preferences and percep-
tions of customers.

Amazon Prime Air: Drones!
Amazon.com first revolutionized online shipping costs by 
offering free shipping on orders of $25 or more. Then, with 
the introduction of Amazon Prime, which cost $99 annually, 
Amazon began offering two-day shipping—at no extra 
charge—on millions of products. Today, Amazon continues 
to upgrade shipping options by expanding the number 
of distribution centers it has so it can roll out same-day 
shipping, including Sunday delivery (in partnership with the 
U.S. Postal Service). 

According to Amazon CEO Jeff Bezos, the next step in 
revolutionizing Amazon delivery will come from Prime Air, 
which will deliver packages of five pounds or less (86% of 
all Amazon purchases) using automated delivery via small, 
GPS-enabled drones. At the warehouse, an item will be boxed, 
picked up by a small flying robot, and delivered right to the 
customer’s front door, all in about 30 minutes. Bezos says, 
“I know this looks like science fiction. It’s not. It could be a 
ten-mile radius from a fulfillment center. So, in urban areas, 
you could actually cover very significant portions of the 
population.”

While critics call Prime Air a PR stunt, mining companies 
already use drones with high-definition cameras to calculate 
how much material has been removed from work sites. 
Likewise, drones are now being used for surveying work to 
map terrain, or in films, to provide flyover action shots in 
James Bond and Harry Potter movies. In Japan, farmers have 
been using drones for two decades to spray fertilizer and 
pesticides on rice fields. 

Amazon will conduct research to roll out Prime Air, and activate 
it after the FAA enacts airspace regulations.8
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total quality management  
(TQM) An approach to quality 
improvement that calls for 
everyone within an organization 
to take responsibility for 
improving quality and 
emphasizes the need for a long-
term commitment to continuous 
improvement.
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 ■ Emphasis on Building Quality throughout the 
Organization: TQM views quality as the concern of 
every department and every employee.

 ■ Empowerment of Employees: Most TQM pro-
grams give teams of workers the responsibility and 
authority to make and implement decisions to 
improve quality.

 ■ Focus on Prevention Rather Than Correction: The  
TQM philosophy agrees with the old adage that 
an “ounce of prevention is worth a pound of cure.” 
Thus, TQM pursues a strategy of preventing mistakes 
that create defects.

 ■ Long-Run Commitment to Continuous Im-
provement: TQM requires firms to adopt a focus 
on making improvements in quality a way of life.

In many cases, American firms using TQM attempt 
to reduce defects by using poka-yokes—the Japa-
nese term for “mistake proofing.” Poka-yokes are simple 

procedures built into the production process that either 
prevent workers from making mistakes or help workers 
quickly catch and correct mistakes if they do occur. One 
simple example of a poka-yoke would be providing as-
sembly workers with “kits” that contain exactly enough 
parts to complete one unit of work at a time. If the worker 
completes an assembly and sees a part left over, it’s clear 
that a mistake has been made, and he or she can correct 
it on the spot.9

The Move to Six Sigma During the 1990s, an-
other approach to quality improvement, known as Six 
Sigma, became increasingly popular. Six Sigma shares 
some characteristics with TQM, such as an organization-
wide focus on quality, emphasis on finding and eliminat-
ing causes of errors or defects (prevention rather than 
correction), and a long-term focus on continuous quality 
improvement. Also like TQM, it relies on teams of work-
ers to carry out specific projects to improve quality. At 
any given time, a firm may have several Six Sigma proj-
ects under way, and the goal of each is to achieve the Six 
Sigma level of quality.

But Six Sigma differs from TQM in other respects. 
Unlike TQM, it has a single unifying measure: to reduce 
defects of any operation or process to a level of no more 
than 3.4 per million opportunities. Attaining this level of 
quality represents a rigorous and challenging goal. Six 
Sigma also differs from TQM in its reliance on extensive 
(and expensive) employee training and reliance on ex-
pert guidance. The techniques used in the Six Sigma ap-

proach are quite advanced, and their application requires 
a high level of expertise.

17-5c  Quality Standards and Initiatives
Another way firms try to improve quality is to launch 
programs designed to achieve certification or recogni-
tion from outside authorities. Two common approaches 
are participation in the 
Baldrige National Quality 
Program and seeking cer-
tification under the Inter-
national Organization for 
Standardization’s ISO 9000 
standards.

The Baldrige Nation-
al Quality Program  
Congress passed the Mal-
colm Baldrige National Qual-
ity Improvement Act of 1987  
in an effort to encourage  

Exhibit 17.6
The Deming Chain Reaction: 
Improved Quality Helps the 
Business’s Bottom Line

Improve quality

Productivity improves

Stay in business

Provide jobs and more jobs

Costs decrease because of less
rework, fewer mistakes, fewer

delays and snags, and better use
of time and materials

Capture the market with better
quality and lower price

poka-yokes Simple 
methods incorporated into a 
production process designed 
to eliminate or greatly 
reduce errors.

Six Sigma An approach 
to quality improvement 
characterized by very ambitious 
quality goals, extensive training 
of employees, and a long-term 
commitment to working on 
quality-related issues.
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American firms to become more competitive in the global 
economy by vigorously pursuing improvements in quality 
and productivity. Winners of the Baldrige Award must dem-
onstrate excellence in seven areas: leadership; strategy; cus-
tomers; measurement, analysis and knowledge manage-
ment; workforce; operations; and results.

Firms that participate in the Baldrige National 
Quality Program receive benefits even if they don’t 
win the award. Every participating firm receives a detailed 
report prepared by expert evaluators identifying areas of 

strength and areas where 
improvement is needed. 
Considering the normal 
fees that high-powered 
consulting firms charge for 
similar reports, the informa-
tion and advice a firm gets 

for the fee charged to participate in the Baldrige program 
(which for manufacturing, service, and small businesses is 
$9,600 to $18,000 in 2016) are a tremendous bargain!11

ISO 9000 Certification Founded in 1947, ISO is a 
network of national standards institutes from more than 
162 nations that have worked together to deve lop over 
19,000 international standards for a wide array of industries.  

At UPS, Orion Refines the Delivery 
Process for Efficiency
Throughout its history, UPS has studied and dissected the 
process of package delivery down to the smallest detail. Drivers 
have long been trained to walk briskly (not run) and avoid left 
turns (they’re less efficient than right turns).

From the receipt of a package to its delivery, having a refined 
process is critical for UPS. It is the world’s largest package 
delivery company, operating in 200 countries and territories. Its 
drivers cover 55,000 routes per day in the United States alone. 

As the number of routes is increasing, the type of delivery on 
each route is changing. Previously, UPS focused on commercial 
deliveries. Drivers would deliver and pick up multiple packages 
at a single business location. By 2018, however, UPS estimates 
that half of all deliveries will be residential (one package, one 
house) thanks to the explosion in e-commerce. 

To add further complexity, UPS’s “My Choice” service allows 
customers to choose the time and location of their deliveries. 
When any of the 12.9 million subscribers to My Choice makes a 
change in delivery preferences, it affects the route planned by 
the driver delivering the package. Each driver makes an average 
of 120 stops each day, so reshuffling deliveries throughout the 
day for each change wreaks havoc on the driver’s schedule and 
efficiency.

At the same time, the company knows that it can save $50 million  
per year by reducing each of its routes by an average of just a 
single mile per day. 

Enter ORION (On-Road Integrated Optimization and Navigation).  
A team of 50 UPS engineers wrote the 1,000-page algorithm 
that searches for the best possible way for drivers to organize 
their routes and calculates the most efficient path between 
a variety of points. Every time a change to a driver’s route 
is needed, ORION considers up to 200,000 options before 
indicating the best scheduling alternative. ORION then reorga-
nizes the entire route to accommodate the change and maintain 
efficiency and consistency.

Currently 40% of domestic UPS routes use ORION technology to 
schedule deliveries. By 2017, UPS expects all 55,000 routes to be 
using ORION, saving the company $300 million to $400 million 
annually—even with a few left turns.10
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“ Quality is more important than 
quantity. One home run is much 
better than two doubles.”

— s t E v E  j O b s ,  c O - F O U N D E R  
O F  A P P L E

Baldrige National 
Quality Program  
A national program to 
encourage American firms to 
focus on quality improvement.

312 PART Five: Managing a Business

16695_ch17_ptg01.indd   312 14/12/16   5:12 pm

Copyright 2018 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part.  WCN 02-200-203



ISO standards ensure that goods produced in one coun-
try will meet the requirements of buyers in another 
country. This benefits buyers by giving them the ability to 
purchase from foreign sellers with confidence, thus giv-
ing them a wider array of choices. It also benefits sellers 
by allowing them to compete more successfully in global 
markets.13

Most of the standards established by the ISO are 
industry-specific. But in 1987, the ISO developed and 
published the ISO 9000 family of standards. The goal 
of this effort was to articulate an international consensus 
on good quality-management practices that could be ap-
plied to virtually any company. Similar to the other quality 
initiatives we’ve discussed, ISO 9000 standards define qual-
ity in terms of the ability to satisfy customer preferences 
and require the firm to implement procedures for continu-
ous quality improvement.

There are several standards in the ISO 9000 family, 
but the most basic—and the only one for which organi-
zations can be certified—is ISO 9001, which specifies the 
requirements for a quality-management system. (Other 
ISO 9000 standards are concerned with the documenta-
tion, training, and the economic and financial aspects of 
quality management.) As of 2015, over 1.1 million organiza-
tions worldwide had earned ISO 9001 certificates, but the 

number of U.S. firms with ISO 9001 certification lags that of 
several other nations. Only about 33,000 U.S. organizations 
had been certified in 2014, compared to over 342,000 in 
China and 168,000 in Italy.14

 17-6 thE MOvE tO bE LEAN 
AND GREEN: cUttING cOst 
AND cUttING wAstE

Lean production refers to a set of strategies and prac-
tices to eliminate waste, which is defined as any function 
or activity that uses re-
sources but doesn’t create 
value. Eliminating waste 
can lead to dramatic im-
provements in efficiency. 
For example, Louis Vuitton 
produces some of the most 
expensive handmade bags 
and purses in the world. 
To increase productivity, it 
switched to teams of 6 to 
12 workers who learned to  

Drones to the Rescue
Maintaining oil rigs is dangerous. Workers in harnesses attached 
to safety wires dangle from rigs as high as 40 stories tall as they 
look for cracks, rusting or broken parts, and nonfunctioning 
machinery that needs fixing or replacing. According to British 
Petroleum (BP) technology director Curt Smith, the old way to do 
maintenance inspections “was to shut everything down, put up 
scaffolding, have people climb around and see what is going on.”  

Now, however, the energy industry is saving time, money, and 
lives by replacing oil rig inspectors with flying drones equipped 

with high-definition thermal cameras. Industry analyst Michael 
Blades says, “Drones can do just about anything the energy 
companies don't want to send people to do.”

During a standard drone inspection, an engineer and a drone 
operator fly a small drone around the oil rig, mapping the 
structure in 3D. Chris Blackford, COO of drone inspection 
company Sky Futures, says, “What we can capture in five days 
using a drone could take eight weeks with human inspectors.” 
Moreover, inspections can occur without shutting down 
operation, saving as much as $4 million in otherwise lost 
production. 

While drone operators are needed for more complex 
operations, automated drones can be used to continuously 
monitor sites and facilities. So-called boomerang self-piloted 
drones lift off, fly their routes, capture their data, and then 
return to their docking stations upload their information 
and automatically replace used batteries with charged 
batteries.12th
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ISO 9000 A family of 
generic standards for quality 
management systems 
established by the International 
Organization for Standardization.

lean production  
An approach to production that 
emphasizes the elimination 
of waste in all aspects of 
production processes.
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complete multiple production steps. So instead of having 
three workers separately gluing, stitching, and finishing the 
edges of a flap over and over, one worker would do all three 
steps. Because of that, says CEO Ives Carcelle, “We were 
able to hire 300 new people without adding a factory.”15

17-6a  Reducing Investment in Inventory: 
Just-in-Time to the Rescue

One of the hallmarks of lean systems is a tight control on 
inventories. In part, this reflects recognition of the costs 
of holding large inventories that we discussed earlier. But 
the lean approach also offers another reason for minimiz-
ing inventories. Large inventories serve as a buffer that 
enables a firm to continue operations when problems 
arise due to poor quality, faulty equipment, or unreliable 
suppliers—making it easier for firms to live with these 
problems rather than correct them. Advocates of lean 
production argue that, in the long run, it is more efficient 
to improve quality, keep equipment in good working or-
der, and develop reliable supply relationships than to con-
tinue compensating for these problems by holding large 
inventories.

Lean manufacturing avoids overproduction and hold-
ing large inventories of finished goods by using just-in-
time (JIT) production methods. JIT produces only 
enough goods to satisfy current demand. This approach is 
called a pull system because actual orders “pull” the goods 
through the production process. The workers at the end 
of the production process produce just enough of the fi-
nal product to satisfy actual orders and use just enough 
parts and materials from preceding stages of production 
to satisfy their needs. Workers at each earlier stage are ex-
pected to produce just enough output at their worksta-
tions to replace the amount used by the processes further 
along in the process—and in so doing they withdraw just 
the needed amount of parts and other supplies from even 
earlier processes.

JIT techniques obviously result in very small inven-
tories of finished goods and work in process. But lean 

firms also hold only small 
inventories of materials 
and parts, counting on 
suppliers to provide them 
with these items as they 
need them to meet cur-
rent demand. In a lean 
system, all organizations 
in the supply chain use 
the JIT approach, so that 
inventories are minimized 

at each stage. Clearly, this type of system requires incred-
ible coordination among all parts of the supply chain; in 
fact, the movement toward JIT is a key reason why sup-
ply chain management has become so crucial.

JIT does have some potential drawbacks. The most 
serious problem is that it can leave producers vulnerable 
to supply disruptions. If a key supplier is unable to make 
deliveries due to a natural disaster, labor strike, or other 
problem, the firms further along the supply chain may 
quickly run out of parts or materials and have to shut down 
production. 

17-6b Lean Thinking in the Service Sector
Employing lean principles in the service sector can be 
quite a challenge because customers often participate 
in providing the service. This means a service firm usu-
ally has less control over how processes are conducted. 
But many service firms have benefited from creatively 
applying lean techniques. Kroger supermarkets used 
lean thinking to reduce checkout waiting times. Kroger 
uses Vision, a network of infrared sensors, to count the 
customers in a store and then determine how many 
checkout aisles should be opened now and in the next 
30 minutes. The system dramatically slashed average 
checkout times from four minutes a few years ago to 
just 26 seconds today. As a result, customer satisfaction 
with checkout speed is up 42%, while sales are up nearly 
10%. Kroger Vice President Marnette Perry said, “There 
are 7 million shoppers at Kroger stores today—we’ll save 
them 25 million minutes today.”16

just-in-time (JIT) 
production  
A production system that 
emphasizes the production of 
goods to meet actual current 
demand, thus minimizing the 
need to hold inventories of 
finished goods and work in 
process at each stage of the 
supply chain.

Green practices aim to achieve 
sustainability by finding ways to meet 
the organization’s current objectives 
while protecting and preserving the 
environment.

El
xe

ne
iz

e/
Sh

ut
te

rs
to

ck
.c

om

314 PART Five: Managing a Business

16695_ch17_ptg01.indd   314 14/12/16   5:12 pm

Copyright 2018 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part.  WCN 02-200-203



17-6c  Green Practices: Helping the Firm 
by Helping the Environment

Many of today’s leading firms have also tried to become 
“greener” by finding environmentally friendly ways to 
carry out the processes needed to produce and distribute 
their goods and services. Green practices include design-
ing facilities to be more energy efficient; using renewable 
energy sources such as wind, solar, or geothermal power 
when possible; making use of recyclable materials; switch-
ing to paints, lubricants, cleaning fluids, and solvents that 
are less harmful to the environment; and even providing 
labeling to help consumers find out which products are 
the most environmentally friendly. 

The long-term goal of many green practices is to 
achieve sustainability, which means finding ways to meet 
the organization’s current objectives while protecting 
and preserving the environment for future generations. 
One impediment to even greater acceptance of sustain-
ability initiatives is that some sustainability efforts—such 
as switching to renewable sources of energy—add to 
costs.17 But many firms have found that other sustain-
ability efforts can actually benefit the bottom line. A re-
cent study by Aberdeen Group, a well-known technology 
research firm, found that firms employing best-in-class 
sustainability practices not only saw an 8% drop in 

sustainability-related costs but also experienced a 16% 
increase in customer retention.18

In the late 1990s, the International Organization for 
Standardization developed a set of standards called ISO 
14000. This new set of standards focuses on environ-
mental management. As with ISO 9000, the term “ISO 
14000” actually refers to a family of standards. The broadest 
of these is ISO 14001. To receive ISO 14001 certification, a  
firm must:

 ■ demonstrate the ability to identify and control the 
environmental impact of their activities;

 ■ make a commitment to continually improve their 
environmental performance;

 ■ implement a systematic approach to setting environ-
mental targets and to achieving those targets.

It is important to note that ISO 14000 standards do 
not establish specific goals for environmental performance; 
doing so would be very dif-
ficult, since ISO is intended 
to be a generic set of stan-
dards that apply to all in-
dustries, and each specific 
industry faces different en-
vironmental challenges.19

ISO 14000 A family of generic 
standards for environmental 
management established by the 
International Organization for 
Standardization.

Operations managers are responsible for “putting it all 
together” by developing and implementing the processes 
needed to produce goods and services and distribute them to 
the target market. Their decisions affect both revenues and 
costs, going a long way toward determining whether a firm 
makes a profit or suffers a loss.

The responsibilities of operations managers require them to work 
closely with other managers throughout their organizations. 
For example, they must work with marketers and designers to 
ensure that the desired goods and services move from the draw-
ing board to the final customer on time and within budget. They 
must work closely with financial managers to ensure that the 
company invests in the capital goods needed to produce goods 

and services in the most efficient manner. And they must work 
effectively with human resource managers to attract and develop 
workers who possess the knowledge and skills needed to become 
world-class competitors. Operations managers must even go 
beyond their own organization and work effectively with the sup-
pliers and distributors who comprise the firm’s value chain.

Operations managers must continuously adapt to changes in 
technology and in competitive conditions. Key challenges in 
recent years have centered on the need to continuously improve 
product quality while finding ways to reduce costs and protect 
the environment. You can expect the goals of becoming ever 
leaner—and ever greener—to remain a major focus of opera-
tions managers in years to come.

The Big Picture
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Plant Supervisor

Responsible for supervising production and warehouse crews, 
monitoring and maintaining a safe working environment, timely 
completion of paperwork and records, keeping lines of commu-
nication open between the plant, management, scheduling, and 
sales, coordinating overtime and reviewing production schedules to 
make sure each piece of equipment has the appropriate manpower, 
and cross-training employees for multiple tasks and jobs. The 
ideal candidate has a bachelor’s degree, two to four years of 

manufacturing experience, strong interpersonal, communication, 
and team-building skills, good analytical and problem-solving skills, 
ability to analyze cost performance data to improve operations 
and reduce costs, and be willing to work evenings, night shifts, 
weekends, and holidays. 
For more information 
on this career and other 
possible careers in opera-
tions management, check 
out Career Transitions.

Careers in Operations Management

Located at back of the textbook

◻	 Rip Out Chapter Review Card

Located at www.cengage.com/Login

◻	 Review key term flashcards and create your own using 
StudyBits

◻	 Create and complete practice quizzes based off of your 
notes and StudyBits

◻	 Complete Online activities such as Matching, Fill-in-the-
Blank, and Drag and Drop exercises

◻	 View chapter highlight box content, including CEO Profiles, 
What Would You Do Cases, and chapter videos

◻	 Track your knowledge and understanding of key concepts 
in business using 4LTR Online
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PAGE 329  
for additional  

STUDY TOOLS

LEARNING ObjEcTIvES
After studying this appendix, you will be able to:

 A-1 Apply the principles of budgeting to your personal finances

 A-2 Identify strategies to help build a sufficient savings

 A-3 Explain the importance of using credit wisely

 A-4 Discuss key wealth-building principles and the financial instruments that may be  
part of a wealth-building strategy

Personal Finance  
Appendix

Personal financial management issues affect all of us, 
young and old alike. How successfully we manage our fi-
nancial resources affects where we live, how well we can 
provide for our families, and when (or perhaps even if ) 
we’ll be able to retire comfortably. The financial decisions 
you make and the habits you develop now will affect your 
personal and financial future.

New laws and regulations have changed the way 
many financial markets operate in recent years. The Dodd-
Frank Wall Street Reform and Consumer Protection Act of 
2010, passed in the wake of the financial crisis of 2008 and 
2009, includes several provisions intended to protect the 
financial rights of consumers. But many of the law’s require-
ments did not go into effect until mid-2011, so it is too soon 
to evaluate its long-term impact on consumer rights. 

One key provision of the Dodd-Frank Act was the 
establishment of the Consumer Financial Protection 

Bureau (CFPB). One early 
goal of the CFPB was to 
eliminate confusing and 
potentially deceptive bank-
ing practices related to 
mortgages, credit cards, and 
other loan agreements.1

 A-1 YOUR bUDGET
One of the first steps in getting control over your finan-
cial situation is to develop a budget, which is a detailed 
forecast of your expected cash inflows (income) and cash 
outflows (expenditures). You can use your budget to de-
velop your financial plan and to monitor your progress 
toward achieving your financial goals.

A-1a How Do I Get Started?
You can get a good handle on what should be included 
in your budget by carefully tracking and analyzing all of 
your financial transactions for several weeks. This takes 
discipline and careful record keeping, but once you know 
where your money comes from and where it goes, you’ll 
have what you need to prepare your budget.

There are many approaches to setting up your bud-
get. If you don’t want to build your budget from scratch, 
you can check out several free online personal finance  
sites that can help you get started. Two of the most popu-
lar are Mint.com (http://www.mint.com) and Yodlee.com  
(http://www.yodlee.com). If you want more bells and  
whistles—and more support—than the free sites provide, 

budget (personal)  
A detailed forecast of financial 
inflows (income) and outflows 
(expenses) to determine your 
net inflow or outflow for a given 
period of time.
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“The safe way to double your 
money is to fold it once over and 
put it in your pocket.”

— F r a n k  “ k i n ”  H u b b a r d ,  c a r t o o n i s t , 
H u m o r i s t ,  a n d   j o u r n a l i s t

you can purchase a commercial program such as Quicken, 
 Moneydance, or AceMoney. Basic versions of these  
programs typically cost less than $50 and provide a wide 
range of features, such as online banking services, finan-
cial calculators, and stock quotes. Most also give you  
the ability to export data into tax preparation software, 
making tax filing much simpler.

If you are comfortable with Excel (or other spreadsheet 
software), another option is to build your own budget. 
Excel includes budget templates to help you get started, 
and even more are available online. These templates are 
generic, so you may want to tweak them to suit your own 
circumstances. You won’t get all of the features provided by 
the commercial packages, but that isn’t necessarily a bad 
thing. Some people actually find all of the bells and whistles 
in the commercial applications overwhelming and prefer 
the straightforward simplicity of a spreadsheet template. 
Also, the process of “building” the budget yourself may give 
you a sense of personal satisfaction and a greater appre-
ciation for the budget relationships than you’d get using 
online sites or commercial software packages.

Assessing Revenues: Where Does My Money 
Come From? A budget starts with a forecast of your 
income—the money you bring in. This can come from 

many different sources. For many people, the paycheck 
from their job is their primary source of income. But the 
major source of income for entrepreneurs may be the 
profits they earn from their businesses. Some people 
also derive a substantial amount of income from finan-
cial investments, such as stocks and bonds, while others 
earn rental income. Retirees often depend on pensions, 
Social Security, and private investments for much of their 
income. 

Assessing Expenses: Where Does It All Go?  
Once you have identified the amount of income you expect 
to receive from various sources, you can turn your focus to 
the spending side of your budget. To set up your budget, 
you’ll need to be very specific about where your money 
goes. As we’ve already mentioned, carefully tracking your 
expenditures over a period of several weeks can help you 
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identify your spending patterns. Many people who do this 
are surprised by the habits they uncover. You may find that 
you’re spending a lot more than you thought on video 
games, music downloads, or clothes. Once you discover your 
spending patterns, you’ll be in a better position to determine 
the categories of spending to include in your budget and to 
estimate the amount you’ll spend in each category.

Understanding Your Spending Habits Your ex-
penditures can be classified into discretionary and non-
discretionary categories. The payments you have the most 
control over are called your discretionary payments. 
Perhaps you like dining out, nightclubbing, or shopping. 
Perhaps you just have expensive taste in coffee. David Bach, 
author of The Automatic Millionaire, challenges us to look at 
our “latté factors,” meaning the little vices we each find hard 
to resist. You’ll find that something as seemingly minor as a 
$4 cup of coffee each workday costs you $1,040 each year 
($4 3 5 days per week 3 52 weeks). Once you realize the 
true cost of these “latté factors,” you’ll have a greater incen-
tive to bring them under control.2 Your budget can 
be helpful in imposing the discipline you need 
to accomplish this goal.

Nondiscretionary payments are 
those you have little control over, such as 
your monthly rent or car payment, which are 
set by contract. Your lifestyle may also lock you 
into other costs that are at least partly non-
discretionary. Given your need to get to school 
and work, you may have to spend a signifi-
cant amount of money on gas and 
car maintenance every month. 
But with a little flexibility and 
creativity, you may find that 
such costs aren’t  completely 
nondiscretionary. For in-
stance, you might be 

able to significantly reduce your expenses for gas and car 
maintenance by carpooling or using public transportation.

You may also want to consider your attitude toward 
spending. Are you most likely to spend too much money 
when you are depressed or stressed out? Look at this aspect 
carefully, and try to be as honest as possible with yourself. 
The final thing you should consider is who you are with when 
you spend money. You may find that you tend to spend 
much more money while hanging out with certain friends.

After you have prepared your budget, you’ll need to 
keep track of your actual expenses and compare them to 
your budget. And you’ll need to adjust your budget pe-
riodically to reflect significant changes in your lifestyle, 
employment status, and financial goals.

 A-2 YOUR SAvINGS: bUILDING 
A SAFETY NET

A savings account is an interest-earning account that 
is intended to satisfy obligations that your checking 

account cannot handle. Think of your savings ac-
count as a “safety net” for unexpected financial 
challenges, such as a major plumbing repair, 

the need to replace your car’s transmission, or 
even the loss of your job. Many financial experts 
suggest that you have enough money in your 

savings to cover six months of your expenses. The 
good news is that if you’re lucky enough 

to avoid major problems, your sav-
ings account will earn you a bit of 
interest income.

One technique for estab-
lishing a sizable savings  balance 
is to “pay yourself first.” This con-
cept, popularized by David 
Bach, suggests that you have 
a predetermined amount 

from each paycheck auto-
matically deposited into 
your savings account. 
Once you’ve accumulated 
enough in your savings 
account to provide an ad-
equate safety net, you can 

use the “pay yourself first” ap-
proach to achieve other financial 

goals.3

Interest rates on savings accounts 
vary from bank to bank, so you should 
shop around to find the best rate. In 

discretionary payments  
Expenditures for which the 
spender has significant control in 
terms of the amount and timing.

nondiscretionary 
payments  
Expenditures that the spender 
has little or no control over.

savings account An 
interest-bearing account holding 
funds not needed to meet 
regular expenditures.

PathDoc/Shutterstock.com
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recent years, online savings banks 
have often provided higher interest 
rates than traditional banks. Just be 
sure to look for reputable banks that 
are insured by the Federal Deposit 
Insurance Corporation (FDIC). 
The FDIC is an independent agency 
created by Congress to maintain sta-
bility and public confidence in the nation’s financial system, 
primarily by insuring bank deposits. The FDIC insures individual 
deposits up to $250,000 per account in FDIC-insured banks.4

 A-3 YOUR cREDIT: HANDLE 
wITH cARE!

Credit refers to your ability to obtain goods or resources 
without having to make immediate payment. One of the 
most important determinants of the amount of credit 
you can obtain is your credit score, which is a numeri-
cal indicator of your creditworthiness. Currently, the most 
commonly used credit scoring system is the Fair, Isaac and 
Company (FICO) scale. The FICO scale runs from 300 to 850.

Your individual FICO score is based on several factors, 
including your payment history, the amount you owe, the 
type of credit used, and the length of time you’ve held vari-
ous credit accounts.5 As Exhibit A.1 shows, about 72% of 
all Americans have scores between 600 and 800; only 2% 
have scores below 500, and 13% have scores above 800. A 
high score makes it easier to get credit on favorable terms.6 
On a $250,000, 30-year fixed mortgage, a borrower with a 
below-average credit score of 620 will pay $87,422 more 
interest because of higher interest rates than a borrower 
with a fair to good credit score of 780.7

A-3a  Credit Cards: Boon or Bane?
Now let’s look at a specific source of credit that is near and 
dear to many college students’ hearts: the credit card. A 
credit card allows its holder to make a purchase now and 
pay the credit card issuer later.

There are several benefits to 
having and using credit cards. The 
most obvious is that credit cards 
are more convenient and safer than 
carrying a lot of cash. Credit cards 
also make it easy to track your ex-
penditures, since you have access 
to a monthly summary of charges. 

And many cards offer perks, such as discounts on certain 
products, extended warranties on purchases, or frequent-
flier miles. Another benefit of the responsible use of credit 
cards is that it can improve your credit score by allowing 
you to establish a history of prompt payments. This can 
make it easier for you to borrow money when you really 
need it—such as when you want to buy a car or your first 
home. 

One downside of having a credit card is that the “buy 
now, pay later” aspect of credit card use makes it hard for some 
people to maintain financial discipline. Another problem is 
that interest rates on unpaid 
card balances tend to be 
very high. Many card issu-
ers also impose a variety of 
fees that can make a notice-
able dent in your wallet. And 
making late payments or 
failing to pay what you owe 
can damage your credit his-
tory, hurting your chances 
of getting additional credit 
when you need it.

A-3b  The Devil in 
the Details—
Understanding 
Your Credit Card 
Agreement!

Before you accept a credit 
card, make sure you read 

“ Rather go to bed 
without dinner than 
to rise in debt.”

— b E N j A m I N  F R A N k L I N

Federal Deposit 
Insurance Corporation 
(FDIC) An independent 
agency created by Congress to 
maintain stability and public 
confidence in the nation’s 
financial system, primarily by 
insuring bank deposits.

credit Allows a borrower to 
buy a good or acquire an asset 
without making immediate 
payment, and to repay the 
balance at a later time.

credit score A numerical 
measure of a consumer’s 
creditworthiness.

credit card A card issued by 
a bank or finance company that 
allows the cardholder to make a 
purchase now and pay the credit 
card issuer later.

Score Creditworthiness Percentage of Consumers

Below 500 Very poor 2%

500–599 Poor to below  average 13%

600–699 Below average to fair 27%

700–799 Fair to good 45%

800 or Better Excellent 13%

Exhibit A.1 wHAT FIcO cREDIT ScORES mEAN
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the credit card agreement and understand the main con-
ditions for using that card. Some things to look for include:

 ■ Grace period: The period of time that you have to 
pay your balance before interest or fees are assessed. 
Some credit card companies expect to receive their pay-
ment within 21 days of the credit card statement date. 
So, it becomes very important to get these bills paid as 
soon as possible to avoid the interest and other fees.

 ■ APR (annual percentage rate): The percent-
age financing cost charged on unpaid balances. 
The higher the APR, the greater your interest expense 
on unpaid balances. Your credit card company 
may charge  different APRs for different types of 
transactions.

 ■ Late fees: May also be  assessed if a payment is not 
received within the grace  period. Federal law now 
caps late fees at $25 for a first  offense and $35 for 
additional late payments.8

 ■ Other fees: Include annual fees (a charge just for the 
privilege of having a card, whether you use it or not), 
over-the-credit-limit fees if your charges exceed your 
credit limit, and balance-transfer fees if you transfer a 
balance from one card to another. This isn’t a complete 
list, but it does reflect many of the most common types 
of fees you might incur. Not all cards are subject to all of 
these charges; the specific types and amounts of fees 
can vary considerably from one issuer to another— 
which is why reading the fine print is important! 

A-3c  Protection for Consumers:  
New Laws and Regulations

Two recent laws have 
had a significant impact 
on credit card practices. 
The Credit Card Account-
ability, Responsibility and 
Disclosure Act of 2009 (of-
ten called the CARD Act) 
requires issuers to give a 
45-day notice before mak-
ing significant changes 
to credit agreements and 
prohibits them from raising 
interest rates on existing 
balances unless the bor-
rower is more than 60 days 
late in making required 
payments. It also requires 
anyone under the age of 

21 who applies for a credit card to either verify proof of 
income or have an older adult cosign the application. And 
it places caps on certain types of fees that credit card issu-
ers can charge.

As mentioned at the beginning of this appendix, the 
Dodd-Frank Act created the Consumer Financial Protec-
tion Bureau. One focus of the CFPB’s early efforts has been 
to make it easier for consumers to compare the features 
and costs of various credit cards so that they can select the 
ones that best meet their needs. The Dodd-Frank Act also 
requires lenders, insurance companies, and others who re-
ject your application to provide you with a free copy of 
your credit score.9

A-3d  Using Credit Cards Wisely:  
The Need for Discipline

Although many young adults manage their credit cards 
without major problems, others are stunned when the credit 
card bill arrives. Many never read their credit card agree-
ments, so they are taken by surprise by higher-than-expected 
interest charges and fees. Others simply lack discipline. 
They succumb to the temptations of a “buy now, pay later” 
mentality and run up big bills that they can’t afford to pay.

The first rule when you have credit card difficulties is 
to “PUT THE CARD DOWN!” When you find yourself in trou-
ble, stop using the card so you don’t compound your diffi-
culties. Make sure you don’t use the card again until you’ve 
gotten your spending habits under control.

Once you’ve eliminated the temptation to dig a 
deeper hole, the next step is to make sure you consis-
tently pay a substantial amount each month toward retir-
ing the debt on that card. Given how high APRs are on 
the unpaid balances for most credit cards, it is usually 
a good idea to place a very high priority on eliminating 
these balances as quickly as possible.

If you just can’t seem to shake the habit of overspend-
ing, consider using cash or a debit card instead of a 
credit card. While a debit card looks like a credit card, there 
is a big difference. When you use a debit card, money is 
immediately withdrawn from your bank account, so you 
“feel the pain” just as if you’d paid in cash. Many people 

If you owe $5,000 on a credit card 
but only make minimum payments, 
you’ll be repaying for 273 months, 
and pay $6,923 in interest! 

— b A N k R A T E . c O m

grace period The period 
of time that the credit card 
holder has to pay outstanding 
balances before interest or fees 
are assessed.

annual percentage 
rate (APR) The interest 
expense charged on a credit 
card, expressed as an annual 
percentage.

debit card A card issued 
by the bank that allows the 
customer to make purchases 
as if the transaction involved 
cash. In a debit card purchase, 
the customer’s bank account is 
immediately reduced when the 
purchase is made.
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spend less when they use cash or debit cards than when 
they use credit cards.

 A-4 YOUR INvESTmENTS: bUILDING 
FOR THE FUTURE

Investing involves reducing consumption today in or-
der to acquire assets that build future wealth. In a very real 
way, investing is like the concept 
of sowing and reaping. A farmer 
plants a seed (makes an invest-
ment) in anticipation of a harvest 
(return) that will be much larger 
than the seed that was planted. 
When it comes to investing, early 
is better than late—but late is bet-
ter than never. 

A-4a  Building Wealth: The Key  
Is Consistency—and an Early Start!

Don’t talk yourself out of investing just because you don’t 
have much to invest. Even if you start with a small amount, 
your wealth will eventually grow to a significant amount as 
long as you stick with it. And the earlier you start the better 
off you’ll be. To see this, take a look at Exhibit A.2, which 
compares how big your retirement nest egg will be at age 
65 for different monthly investment amounts beginning at 
different ages (and assuming you earn an annual return of 
8%). A 30-year-old who invests $60 per month will end up 
with $137,633 at age 65. Compare this to someone who 
begins investing $60 per month at age 20, and the results 
are startling. The investor who starts at age 20 only directly 
invests $7,200 more ($60 per month for 120 more months) 
than the investor who starts at age 30. But the earlier inves-
tor ends up with a nest egg of $316,472—almost $179,000 
more than that of the investor who started at age 30. 

The reason for this result is that, over time, you earn 
interest not only on the money you directly invest but 
also on the interest you’ve earned in previous years—a 
process known as compounding. The earlier you begin 
investing, the more powerful the compounding effect 
becomes. By the time an investor reaches age 65, any 
dollars invested at age 20 have been compounded for 
a very long time, resulting in a big increase in the nest 
egg. The message of Exhibit A.2 is clear: an early start to 

investing can lead to dramatically 
more money when it comes time 
to retire.

Financial Securities: What 
Are My Investment Options?  
Now that we’ve demonstrated the 
importance of investing, let’s look 
at some specific types of financial 
instruments you might want to in-
clude in your investment portfolio. 

Our brief discussion can’t hope to cover all of the possi-
bilities, so we’ll focus only on some of the most common 
choices. Keep in mind that, in addition to the financial in-
struments we describe in this section, many people also 
hold much of their wealth in other assets. The largest sin-
gle asset for many households is the equity they have in 
their home.

Let’s begin by looking at common stock, which rep-
resents ownership in a corporation. Common stock of-
fers the possibility of two types of financial returns. The 
first, called a dividend, is a distribution of  profits paid 
out to the stockholders. Dividends are paid only if the 
corporation’s board of directors declares them—and 
there is no legal require-
ment for them to do so. 
If a corporation is in poor 
financial shape, its board 
of directors may decide 
that it is unable to pay a 

“ The best time to 
plant a tree was 
20 years ago. The next 
best time is now.”

— c H I N E S E  P R O v E R b

Starting Age
Monthly Savings 20 30 40 50

 $30 $158,236 $68,816 $28,531 $10,381

 $60 $316,472 $137,633 $57,062 $20,762

 $90 $474,709 $206,449 $85,592 $31,143

$120 $632,945 $275,266 $114,123 $41,525

$150 $791,181 $344,082 $142,654 $51,906

Note: Figures in the table show the amount accumulated at age 65. Results are based on an assumed annual rate of return of 8% compounded monthly.

Exhibit A.2  GROwING YOUR INvESTmENT: STARTING EARLY mAkES A DIFFERENcE

investing Reducing 
consumption in the current time 
period in order to build future 
wealth.
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dividend. But even if a company is highly profitable, its 
board may decide to reinvest (retain) its profits rather 
than pay dividends to stockholders.

Investors can earn a second type of return, called a 
capital gain, if the market price of their stock rises relative 
to the price they paid for it. But stock prices can go down 
as well as up—as many investors have painfully discovered 
in recent years! Thus, it is possible for investors to experi-
ence capital losses as well as capital gains. Clearly, investing 
in common stock entails a significant degree of risk. But 
historically the average rate of return on stocks has been 
better than the return on many other types of investments.

In addition to common stock, some corporations also 
offer another type of stock, called preferred stock. The two 
types of stock have some important differences. From the 
perspective of many investors, the most  important dis-
tinction is that owners of preferred stock are more likely 
to receive a dividend than owners of common stock. Pre-
ferred stock is normally issued with a stated dividend, and 
common stockholders can’t be paid any dividend until 
the preferred dividend is paid in full. Still, even preferred 
stockholders have no guaranteed legal right to receive a 
dividend. 

A corporate bond is another type of corporate security, 
but it is quite different from stock. A bond is a formal IOU 
issued by a corporation. While stockholders are the owners 
of a corporation, bondholders are its creditors. Most bonds 
are long-term debts that mature (come due) 10 to 30 years 
after they are issued, though bonds with shorter and lon-
ger maturities are sometimes issued. 

As creditors, bondholders are legally entitled to re-
ceive interest payments from the issuing corporation ev-
ery year until the bond matures, and to receive an amount 
known as the principal (or “face value”) when the bond 
matures. But bondholders don’t have to hold their bonds 
until they mature. Like stocks, bonds can be bought and 
sold on securities markets, and their price can rise and fall. 
So, like stockholders, bondholders can experience capital 
gains or losses. 

Because the issuing corporation is legally required to 
pay interest and principal on a fixed schedule, the returns 
on bonds are more predictable than returns on stocks. 
However, even bonds pose some risk. During the recent 
economic downturn, many firms defaulted on (failed to 
make) their legally required bond payments.

Government securities are IOUs issued by government 
entities when they borrow money. As with corporate 
bonds, government securities normally pay their holders 
a stated rate of interest until they mature. State and local 
governments often issue bonds. In fact, many investors 
like to invest in municipal bonds because interest income 

earned on these bonds is usually exempt from federal in-
come taxes. But the biggest single issuer of government 
securities is the federal government. The U.S. Treasury 
markets a variety of securities, from long-term bonds that 
mature in 30 years, to short-term treasury bills (popularly 
called “T-bills”) that can mature in as little as four weeks. 
Historically, securities issued by the federal government 
have been viewed as very safe investments. But in recent 
years, the rapid growth in federal debt has led some securi-
ties rating services to question this view.10

Certificates of deposit are offered by banks and other 
depository institutions like credit unions. They are similar 
to savings accounts but are issued for a fixed term—which 
could be as short as three months or as long as five years. 
The rate of interest paid on CDs is often higher than the 
rate on a regular savings account but usually lower than 
the interest rate on corporate bonds and most govern-
ment securities. CDs with longer maturities typically earn a 
higher interest rate than CDs that have shorter terms. You 
can cash in a CD before it matures, but you’ll incur a sub-
stantial penalty if you do. 

One advantage of CDs is that they are insured by the 
FDIC. Because of this insurance and their predictable rate 
of return, CDs are considered to be among the safest in-
vestment options. The tradeoff is that they offer lower 
returns than most other types of investments.

Mutual funds sell shares to investors and pool the re-
sulting funds to invest in financial instruments such as cor-
porate stocks, corporate bonds, government securities, or 
other assets. Some mutual funds invest mainly in bonds, 

Acorns is an investment app that 
automatically rounds purchases up to the 
nearest dollar and invests the difference 
in a Vanguard mutual bond. With an 
intuitive interface and several ways to 
personalize the experience, Acorns is an 
easy and low-risk way to start investing 
for the mobile generation.
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others invest mainly in stocks, and others in 
government securities. Some invest in specific 
sectors of the economy, such as technology, 
energy, or healthcare, while others invest in 
broader portfolios. 

Many mutual funds are professionally 
managed, with the fund’s manager select-
ing the specific securities that the fund will 
hold. This professional management appeals 
to many investors who don’t have the time 
or expertise to evaluate investment alterna-
tives. But it is also expensive—mutual funds 
charge fees to cover the cost of managing the 
fund and to meet other expenses. Investors 
must pay these fees even if the funds perform 
poorly.

Exchange Traded Funds (ETFs) are simi-
lar to mutual funds in that they represent 
ownership in a broad portfolio of securities. 
However, unlike most mutual funds, they are 
bought and sold just like shares of corporate 
stock. ETFs are a relatively new investment vehicle (first 
marketed in 1993), but they have become quite popular 
in recent years.

A-4b  Acquiring Financial Assets: 
The Role of a Broker

Investors normally acquire many of their financial assets, 
including shares of common and preferred stocks, cor-
porate bonds, and certain other financial assets (such as 
ETFs), by purchasing them in securities markets. However, 
individual investors can’t directly participate in these mar-
kets. Instead, they normally rely on the services of a broker-
age firm to buy and sell securities. 

When choosing a broker, it’s important to consider 
both the costs and the level of service. In addition to car-
rying out your trades, a full-service broker provides a wide 
range of services—such as research to identify good 
investment opportunities, financial planning, and tax 
advice. Most full-service brokerage firms charge commis-
sions based on the dollar value of the orders their clients 
place. They also charge fees for the services they provide. 
In contrast, discount brokers buy and sell securities for their 
clients but offer few additional services. The commissions 
and fees charged by discount brokers are usually signifi-
cantly lower than those of full-service brokers. Many dis-
count brokerage firms charge flat fees of a few dollars per 
trade for simple transactions. 

In recent years, competition among brokerage firms 
has blurred the distinction between full-service and 

discount brokers. Many full-service firms have lowered 
their commissions, while many discount brokers have be-
gun offering investment advice and other services. Most 
major brokerage firms now offer their clients both dis-
count and full-service options.

Before entrusting a brokerage firm with your finan-
cial transactions, you should check out its background. 
The Financial Industry Regulatory Authority’s (FINRA’s) 
BrokerCheck website (http://www.finra.org/Investors 
/ToolsCalculators/BrokerCheck/) is a good place to start. 
This site offers very detailed background information on 
more than 1.3 million current and former FINRA-registered 
brokers and more than 17,400 FINRA-registered broker-
age firms. 

A-4c  Building a Portfolio: A Few 
Words about Diversification, 
Risk, and Return

The financial securities we’ve described are not mutu-
ally exclusive. It is possible—and usually desirable—to 
invest in a diversified financial portfolio consisting of a 
variety of stocks, bonds, CDs, government securities, and 
other assets. 

The main advantage offered by diversification is that it 
reduces your risk. If you put a large part of your wealth into 
one specific investment, you could be wiped out if that 
investment goes sour. If you invest in several different as-
sets, then losses in some are likely to be offset by gains in 
others. But diversification also has a downside—it not only 

Full-service brokers provide financial planning, 
tax advice, and research to identify good investment 
opportunities.
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reduces risk but also reduces the possibility of earning ex-
ceptionally high returns. 

One widely accepted financial principle is that a trade-
off exists between risk and return; in other words, invest-
ments with the potential for generating high returns tend 
to be riskier than investments that offer lower returns. For 
example, stock prices sometimes decline sharply, so invest-
ing in stocks is considered quite risky. But historically, the 
long-run average return on stocks has been significantly 
higher than the average return on bonds, which offer safer, 
more predictable returns.

In general, younger investors are less concerned 
about risk than older investors. When you are young, 
you have more time to recover from adverse results, so 
you may be willing to take more risks and be more ag-
gressive in pursuit of higher returns. If you invest mostly 
in stocks when you are young, and the stock market 
crashes, you still have time to recoup your losses and 
take advantage of future increases in stock prices. But 
older investors who hold a lot of stock might find that 
the same crash wiped out much of the wealth just when 
they were counting on it to supplement their retire-
ment income. Older investors often become more con-
servative, adjusting their portfolio to include a greater 
percentage of relatively safe assets such as government 
securities, bonds of corporations with strong credit rat-
ings, and CDs.

A-4d  But What Is My Best Investment? 
(Hint: Look in the Mirror!)

So far, we have focused on investing in financial 
assets. But in many ways, the most important in-
vestment you can make is in yourself, by devoting 
your time, effort, and money to your education, 
training, health, and fitness. The Bureau of Labor 
Statistics reports that the median weekly earn-
ings of high-school graduates in the fourth quar-
ter of 2016 was $690, while for workers 
with bachelor’s degrees, the figure was 
$1,143—a difference of $453.11 Over 
a typical worker’s 40-year career, this 
amounts to a difference in earn-
ings of over $942,000! And higher 
education not only increases your 

income, it also gives you more job security. In 2016, the 
unemployment rate for workers with a high-school educa-
tion was 5.4% while the unemployment rate for workers 
with at least a bachelor’s degree was 2.6%.12

Strategies to Become More Marketable  One 
way to increase your marketability and your starting sal-
ary is to secure an internship during your college years. 
Such internships usually offer little or no monetary com-
pensation, but they pay off in other ways. They give 
students a chance to gain first-hand experience that 
supplements what they learn in the classroom and helps 
them determine whether a specific career is right for 
them. And the internship experience looks great on a ré-
sumé. But in 2010, the U.S. Department of Labor issued a 
ruling that makes it more difficult for profit-seeking firms 
to offer unpaid or low-wage internships. Many educa-
tors, business leaders, and politicians have called on the 
Department of Labor to modify its stance to make in-
ternships easier to establish. But unless and until such 
modifications are adopted, internships may remain dif-
ficult to find.13

Other Work Opportunities Don’t despair if you 
are unable to secure an internship. There are other ways 
to gain experience in your field of interest. Consider tak-
ing a (gulp) pay cut from your temporary job to get ex-
perience in your career field. Or perhaps consider doing 
volunteer work in that field—not only will you be doing 
a good deed, you’ll also be learning the ropes in your 
chosen field. Taking a temporary pay cut to gain relevant 
work experience often pays for itself many times over 
when you leave college and pursue a full-time position.

A-4e  Investing for the Long Term: 
Planning for Your Retirement

One of the most important reasons people invest 
is to build up a nest egg for retirement. While 

your retirement might seem like it is a long 
way off, investing for your golden years 
now can really pay off, since it allows you 
to take advantage of the compounding 

effects we talked about earlier. 
One of the most popular ways 

to build wealth for retirement is 
to set up an individual retirement 

account, or IRA. There are several 
types of IRAs; the two most popular 

are the traditional IRA and the Roth 
IRA. Both types of IRAs are individual 
investments—you make the decisions 

IRA An individual retirement 
account that provides tax 
benefits to individuals who are 
investing for their retirement.
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about how much to invest (subject to maximum allowable 
contributions) and what specific investments to make. 
You can put your IRA money into stocks, government 
securities, CDs, mutual funds, or other types of financial 
securities.

Both traditional and Roth IRAs offer tax advantages 
intended to provide an incentive for people to invest 
for their retirement. But the nature and timing of the 
tax advantages are different. With a traditional IRA, the 
contributions you make reduce your taxable income in 
the same tax year, and the earnings on your contributions 
are tax deferred, allowing them to grow more rapidly.15 
But you must pay taxes on the money received from a 
traditional IRA when you begin making withdrawals. On 
the other hand, the contributions you make to a Roth IRA 
are not tax deductible at the time you make them, but 
earnings on these contributions are tax-free, and you pay 
no taxes on the distributions you receive from a Roth IRA 
after you retire. 

One drawback to both traditional and Roth IRAs is 
that the amount that individuals can contribute each year 

is relatively small. In 2016, the maximum contribution for 
both types of plans was $5,500. (Individuals over the age 
of 50 could contribute up to $6,500.)

The 401(k), 403(b), and 457 plans are employee- 
contribution retirement plans that are named for the sections of 
the IRS tax code where they are described. These plans are simi-
lar in many respects; the main differences are in who qualifies for 
each type of plan. The 401(k) plans are offered to employees of 
private-sector businesses, while 403(b) plans are for employees 
of certain types of nonprofit organizations such as schools, reli-
gious organizations, and charities. The 457 plans are primarily for 
state and local government employees and nonprofit organiza-
tions. Some employees in the nonprofit sector qualify for both 
403(b) and 457 plans.

Unlike IRAs, all of these plans are implemented through 
a payroll-deduction pro-
cess. Also, these plans have 
much higher contribution 
limits than traditional and 
Roth IRAs. In 2016, for ex-
ample, employees could 

Robo Advisors: Automated Retirement Saving 
and Investing
Saving for retirement is hard. Just ask Richard Thaler, University 
of Chicago professor and behavioral economist. In an interview 
with The Wall Street Journal, Thaler laid out four steps to saving 
effectively for retirement. First, says Thaler, “The lesson 
from behavioral economics is that people only save if 
it's automatic.  If people just put away what's left at 
the end of the month, that's a recipe for failure. 
Second, we need automatic escalation, or 'save 
more tomorrow,' to help employees increase their 
savings rates over time. Third, we need good 
default investment vehicles. And, finally, 
we need to stop encouraging employees 
to load up on company stock." Indeed, 
diversified portfolios are much less risky 
and often provide better returns. Thaler 
concludes, “My mantra is, if you want 
to help people accomplish some goal, 
make it easy.”

The financial planning industry agrees 
and has begun using robo advisors 
to help people automatically set, 
track, stick to (that's the hard part), 
and eventually achieve their financial 

goals. Wealthfront and Betterment, two of the largest robo 
advisors, use computer algorithms to automatically invest 
clients' wealth to maximize returns and minimize taxes. Based 

on criteria set by the user, these services automatically 
deposit bank funds into retirement accounts each 

month; retrieve and then invest extra cash that 
would otherwise not earn a return; and rebalance 

stock portfolios by selling fast-moving stocks 
(capturing the gains) and investing in under-

weighted (and perhaps cheaper) stocks. 
They simultaneously lower users' taxes 
through tax-loss harvesting—selling off 
losing investments and then using the 

captured losses to reduce gains, and 
subsequently, taxes.

Not only do robo advisors do all this 
automatically and based on individu-

alized financial goals, they also do so 
with lower annual fees. Robo advisors 

typically charge 0.25% to 0.50% of assets, compared to 
1% to 2% for human advisors. Are robo advisors the 

future of retirement savings? With all their benefits, 
they may very well be!14

401(k), 403(b), and 457 
plans Employee payroll-
deduction retirement plans that 
offer tax benefits.
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contribute up to $18,000 in a 401(k) plan, with individuals 
over 50 allowed to contribute up to an additional $6,000 
if their employer’s plan contained a “catch-up” provision. 
Other potential advantages of these plans include:

 ■ Tax advantages: Any income employees invest in 
traditional 401(k), 403(b), and 457 plans is tax deduct-

ible, and the earnings on 
these investments are 
tax deferred. This reduces 
current taxes and allows 
the funds to grow more 
rapidly. However, retirees 
must pay taxes on funds 
distributed from their 
fund when they make 
withdrawals. As with IRAs, 
there are Roth versions of 
these plans. Employees 
who choose the Roth 
version pay taxes on the 
income they contribute, 

A key to a comfortable retirement is to start saving early.
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but earnings on these contributions and distributions 
after retirement are tax exempt.

 ■ Company matching: Some employers match em-
ployee contribution either dollar for dollar or with a per-
centage of each dollar you contribute up to a limit. This 
can be a big advantage of these plans over IRAs. If your 
company matches your 401(k) or 403(b) or 457 contribu-
tions, you should consider contributing as much as you 
can up to the maximum your company will match—it’s 
like getting free money for your  retirement. 

There are also some important restrictions on these 
plans. First, not all employers offer these plans. Second, 
if your employer does offer a plan that offers matching 
contributions, you won’t be entitled to all of the match-
ing funds unless you’ve remained employed with the 
company for a stated period of time called the vesting 
period. The length of time for full vesting varies depend-
ing on the employer, but it is usually several years. Finally, 
keep in mind that these are retirement plans. There are re-
strictions on withdrawing the money in these plans prior to 
retirement, and you may pay significant penalties if you do.

company matching  
An amount contributed by the 
employer to an employee’s 
retirement account, matching 
the employee’s retirement 
contributions either dollar-for-
dollar or based on a percentage 
of each dollar contributed by  
the employee.

vesting period A specified 
period of time for which an 
employee must work for an 
employer in order to receive the 
full advantage of certain 
retirement benefits.
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Making sound personal financial decisions requires careful 
thought and discipline. You should start by establishing a 
budget; doing so will help you understand your current financial 
situation, plan for the future, and monitor your progress toward 
achieving your goals. One of your first goals should be to set 
aside enough savings to provide adequate protection against 
unforeseen financial challenges. One good strategy to build 
your savings is to “pay yourself first.” Another key to financial 

success is to make careful decisions with respect to your use 
of credit cards and other forms of credit. Next, you should turn 
your attention to investing to build your wealth over time. 
You’ll discover many different investment opportunities, each 
with their own pros and cons. No single investment strategy is 
foolproof, but two principles that have stood the test of time are 
(1) start investing early to take full advantage of compounding, 
and (2) diversify your investments to protect against risk.

The Big Picture
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Glossary

401(k), 403(b), and 457 plans
Employee payroll-deduction retirement 
plans that offer tax benefits.

absolute advantage
The benefit a country has in a given industry 
when it can produce more of a product than 
other nations using the same amount of 
resources.

accounting
A system for recognizing, organizing, analyz-
ing, and reporting information about the finan-
cial transactions that affect an organization.

accounting equation
Assets 5 Liabilities 1 Owners’ Equity 

accredited investor
An organization or individual investor who 
meets certain criteria established by the SEC 
and so qualifies to invest in unregistered 
securities.

accrual-basis accounting
The method of accounting that recognizes 
revenue when it is earned and matches ex-
penses to the revenues they helped produce.

acquisition
A corporate restructuring in which one firm 
buys another.  

active listening
Attentive listening that occurs when the 
listener focuses his or her complete attention 
on the speaker.

active voice
Sentence construction in which the subject 
performs the action expressed by the verb 
(e.g., The accountant did the taxes.). The 
active voice works better for the vast majority 
of business communication.

activity-based costing (ABC)
A technique to assign product costs based on 
links between activities that drive costs and 
the production of specific products.

administrative law
Laws that arise from regulations established 
by government agencies.

advergaming
Video games created as a marketing tool, 
usually with brand awareness as the core 
goal.

advertising
Paid, nonpersonal communication, designed 
to influence a target audience with regard to 
a product, service, organization, or idea.

affirmative action
Policies meant to increase employment 
and educational opportunities for minority 
groups—especially groups defined by race, 
ethnicity, or gender.

agent
A party who agrees to represent another 
party, called the principal.

agents/brokers
Independent distributors who do not take 
title of the goods they distribute (even 
though they may take physical possession on 
a temporary basis before distribution).

angel investors
Individuals who invest in start-up companies 
with high growth potential in exchange for a 
share of ownership.

annual percentage rate (APR)
The interest expense charged on a credit 
card, expressed as an annual percentage.

applications software
Software that helps a user perform a desired 
task.

apprenticeships
Structured training programs that mandate 
that each beginner serve as an assistant to 
a fully trained worker before gaining full 
credentials to work in the field.

arbitration
A process in which a neutral third party has 
the authority to resolve a dispute by render-
ing a binding decision.

articles of incorporation
The document filed with a state govern-
ment to establish the existence of a new 
corporation.

asset management ratios
Financial ratios that measure how effectively 
a firm is using its assets to generate revenues 
or cash.

assets
Resources owned by a firm.

autocratic leaders
Leaders who hoard decision-making power 
for themselves and typically issue orders 
without consulting their followers.

automation
Replacing human operation and control of 
machinery and equipment with some form of 
programmed control.

balance of payments
A measure of the total flow of money into or 
out of a country.

balance of payments deficit
Shortfall that occurs when more money flows 
out of a nation than into that nation.

balance of payments surplus
Overage that occurs when more money flows 
into a nation than out of that nation.

balance of trade
A basic measure of the difference in value 
between a nation’s exports and imports, 
including both goods and services.

balance sheet
A financial statement that reports the 
financial position of a firm by identifying 
and reporting the value of the firm’s assets, 
liabilities, and owners’ equity.

Baldrige National Quality Program
A national program to encourage American 
firms to focus on quality improvement. 

Banking Act of 1933
The law that established the Federal Deposit 
Insurance Corporation (FDIC) to insure 
bank deposits. It also prohibited commercial 
banks from selling insurance or acting as 
investment banks.

behavioral segmentation
Dividing the market based on how people 
behave toward various products. This catego-
ry includes both the benefits that consumers 
seek from products and how consumers use 
the products.

benefits
Noncash compensation, including programs 
such as health insurance, vacation, and 
childcare.

bias
A preconception about members of a par-
ticular group. Common forms of bias include 
gender bias; age bias; and race, ethnicity, or 
nationality bias.

board of directors
The individuals who are elected by stockhold-
ers of a corporation to represent their interests.

bond
A formal debt instrument issued by a corpo-
ration or government entity.

boycott
A tactic in which a union and its supporters 
and sympathizers refuse to do business with 
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an employer with which they have a labor 
dispute.

brand
A product’s identity—including product 
name, symbol, design, reputation, and im-
age—that sets it apart from other players in 
the same category.

brand equity
The overall value of a brand to an organization.

brand extension
A new product, in a new category, introduced 
under an existing brand name.

breach of contract
The failure of one party to a contract to per-
form his or her contractual obligations.

breakeven analysis
The process of determining the number of 
units a firm must sell to cover all costs.

broadband Internet connection
An Internet connection that is capable of 
transmitting large amounts of information 
very quickly.

budget (personal)
A detailed forecast of financial inflows 
(income) and outflows (expenses) to deter-
mine your net inflow or outflow for a given 
period of time.

budget deficit
Shortfall that occurs when expenses are higher 
than revenue over a given period of time.

budget surplus
Overage that occurs when revenue is higher 
than expenses over a given period of time.

budgeted balance sheet
A projected financial statement that forecasts 
the types and amounts of assets a firm will 
need to implement its future plans and how 
the firm will finance those assets. (Also called 
a pro forma balance sheet.)

budgeted income statement
A projection showing how a firm’s budgeted 
sales and costs will affect expected net 
income. (Also called a pro forma income 
statement.)

budgeting
A management tool that explicitly shows how 
a firm will acquire and use the resources 
needed to achieve its goals over a specific 
time period.

business
Any organization or activity that provides 
goods and services in an effort to earn a 
profit.

business buyer behavior
Describes how people act when they are 
buying products to use either directly or 
indirectly to produce other products.

business cycle
The periodic contraction and expansion that 
occur over time in virtually every economy.

business environment
The setting in which business operates. The 
five key components are: economic environ-
ment, competitive environment, technologi-
cal environment, social environment, and 
global environment.

business ethics
The application of right and wrong, good and 
bad, in a business setting.

business format franchise
A broad franchise agreement in which the 
franchisee pays for the right to use the name, 
trademark, and business and production 
methods of the franchisor.

business intelligence system
A sophisticated form of decision support 
system that helps decision makers discover 
information that was previously hidden.

business law
The application of laws and legal principles 
to business relationships and transactions.

business marketers (also known as 
business-to-business or B2B)
Marketers who direct their efforts toward 
people who are buying products to use either 
directly or indirectly to produce other products.

business plan
A formal document that describes a business 
concept, outlines core business objectives, 
and details strategies and timelines for 
achieving those objectives.

business products
Products purchased to use either directly 
or indirectly in the production of other 
products.

business technology
Any tools—especially computers, telecom-
munications, and other digital products—that 
businesses can use to become more efficient 
and effective.

business-to-business (B2B) e-commerce
E-commerce in markets where businesses 
buy from and sell to other businesses.

business-to-consumer (B2C) e-commerce
E-commerce in which businesses and final 
consumers interact.

buzz marketing
The active stimulation of word-of-mouth via 
unconventional, and often relatively low-cost, 
tactics. Other terms for buzz marketing are 
“guerrilla marketing” and “viral marketing.”

C corporation
The most common type of corporation, 
which is a legal business entity that offers 

limited liability to all of its owners, who are 
called stockholders.

cafeteria-style benefits
An approach to employee benefits that  
gives all employees a set dollar amount 
that they must spend on company benefits, 
allocated however they wish within broad 
limitations.

cannibalization
When a producer offers a new product that 
takes sales away from its existing products.

capital budgeting
The process a firm uses to evaluate long-term 
investment proposals.

capital gain
The return on an asset that results when its 
market price rises above the price the inves-
tor paid for it.

capital structure
The mix of equity and debt financing a firm 
uses to meet its permanent financing needs.

capitalism
An economic system—also known as the 
private enterprise or free market system—
based on private ownership, economic 
freedom, and fair competition.

carbon footprint
Refers to the amount of harmful greenhouse 
gases that a firm emits throughout its opera-
tions, both directly and indirectly.

case law (also called common law)
Laws that result from rulings, called prec-
edents, made by judges who initially hear a 
particular type of case.

cash budget
A detailed forecast of future cash flows that 
helps financial managers identify when their 
firm is likely to experience temporary shortages 
or surpluses of cash.

cash equivalents
Safe and highly liquid assets that many firms 
list with their cash holdings on their balance 
sheet.

cause-related marketing
Marketing partnerships between businesses 
and nonprofit organizations, designed to 
spike sales for the company and raise money 
for the nonprofit.

certificate of deposit (CD)
An interest-earning deposit that requires the 
funds to remain deposited for a fixed term. 
Withdrawal of the funds before the term 
expires results in a financial penalty.

channel intermediaries
Distribution organizations that facilitate the 
movement of products from the producer to 
the consumer.
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channel of distribution
The network of organizations and processes 
that links producers to consumers.

Chapter 7 bankruptcy
A form of bankruptcy that discharges a 
debtor’s debts by liquidating assets and using 
the proceeds to pay off creditors.

Chapter 11 bankruptcy
A form of bankruptcy used by corporations 
and individuals that allows the debtor 
to reorganize operations under a court-
approved plan.

Chapter 13 bankruptcy
A form of bankruptcy that allows individual 
debtors to set up a repayment plan to adjust 
their debts.

Civil Rights Act of 1964
Federal legislation that prohibits dis-
crimination in hiring, firing, compensation, 
apprenticeships, training, terms, conditions, 
or privileges of employment based on race, 
color, religion, sex, or national origin. 

closed shop
An employment arrangement in which the 
employer agrees to hire only workers who 
already belong to the union.

cloud computing
The use of Internet-based storage capacity, 
processing power, and computer applications 
to supplement or replace internally owned 
information technology resources.

cobranding
When established brands from different 
companies join forces to market the same 
product.

code of ethics
A formal, written document that defines the 
ethical standards of an organization and gives 
employees the information they need to make 
ethical decisions across a range of situations.

cognitive dissonance
Consumer discomfort with a purchase deci-
sion, typically for a higher-priced item.

collective bargaining
The process by which representatives of 
union members and employers attempt 
to negotiate a mutually acceptable labor 
agreement.

commercial banks
Privately owned financial institutions that 
accept demand deposits and make loans and 
provide other services for the public.

commercial paper
Short-term (and usually unsecured) promis-
sory notes issued by large corporations.

common market
A group of countries that have eliminated 
tariffs and harmonized trading rules to 

facilitate the free flow of goods among the 
member nations.

common stock
The basic form of ownership in a corporation. 

communication
The transmission of information between a 
sender and a recipient.

communication barriers
Obstacles to effective communication, typi-
cally defined in terms of physical, language, 
body language, cultural, perceptual, and 
organizational barriers.

communication channels
The various ways in which a message can 
be sent, ranging from one-on-one in-person 
meetings to Internet message boards.

communism
An economic and political system that calls 
for public ownership of virtually all enter-
prises, under the direction of a strong central 
government.

company matching
An amount contributed by the employer to 
an employee’s retirement account, match-
ing the employee’s retirement contribu-
tions either dollar-for-dollar or based on a 
percentage of each dollar contributed by the 
employee.

comparative advantage
The benefit a country has in a given industry 
if it can make products at a lower opportunity 
cost than other countries.

compensation
The combination of pay and benefits that em-
ployees receive in exchange for their work.

compensatory damages
Monetary payments that a party who breach-
es a contract is ordered to pay in order to 
compensate the injured party for the actual 
harm suffered by the breach of contract.

compressed workweek
A version of flextime scheduling that allows 
employees to work a full-time number of 
hours in less than the standard workweek.

computer virus
Computer software that can be spread from 
one computer to another without the knowl-
edge or permission of the computer users by 
attaching itself to emails or other files.

computer-aided design (CAD)
Drawing and drafting software that enables 
users to create and edit blueprints and design 
drawings quickly and easily.

computer-aided design/computer-
aided manufacturing (CAD/CAM)
A combination of software that can be used 
to design output and send instructions to 

automated equipment to perform the steps 
needed to produce this output.

computer-aided engineering (CAE)
Software that enables users to test, analyze, 
and optimize their designs.

computer-aided manufacturing (CAM)
Software that takes the electronic design for 
a product and creates the programmed in-
structions that robots must follow to produce 
that product as efficiently as possible.

computer-integrated manufacturing 
(CIM)
A combination of CAD/CAM software with 
flexible manufacturing systems to automate 
almost all steps involved in designing, testing, 
and producing a product.

conceptual skills
The ability to grasp a big-picture view of the 
overall organization, the relationships among 
its various parts, and its fit in the broader 
competitive environment.

conglomerate merger
A combination of two firms that are in unre-
lated industries.

consideration
Something of value that one party gives an-
other as part of a contractual agreement.

constitution
A code that establishes the fundamental 
rules and principles that govern a particular 
organization or entity.

consumer behavior
Description of how people act when they 
are buying, using, and discarding goods and 
services for their own personal consumption. 
Consumer behavior also explores the reasons 
behind people’s actions.

consumer marketers (also known as 
business-to-consumer or B2C)
Marketers who direct their efforts toward 
people who are buying products for personal 
consumption.

consumer price index (CPI)
A measure of inflation that evaluates the 
change in the weighted-average price of 
goods and services that the average consumer 
buys each month.

consumer products
Products purchased for personal use or 
consumption.

consumer promotion
Marketing activities designed to generate 
immediate consumer sales, using tools such 
as premiums, promotional products, samples, 
coupons, rebates, and displays.

consumerism
A social movement that focuses on four key 
consumer rights: (1) the right to be safe, 
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(2) the right to be informed, (3) the right to 
choose, and (4) the right to be heard.

contingency planning
Planning for unexpected events, usually 
involving a range of scenarios and assump-
tions that differ from the assumptions behind 
the core plans.

contingent workers
Employees who do not expect regular, 
full-time jobs, including temporary full-
time workers, independent contractors, 
and temporary agency or contract agency 
workers.

contract
An agreement that is legally enforceable.

contraction
A period of economic downturn, marked by 
rising unemployment and falling business 
production.

controlling
Monitoring performance and making adjust-
ments as needed.

convertible security
A bond or share of preferred stock that gives 
its holder the right to exchange it for a stated 
number of shares of common stock.

copyright
The exclusive legal right of an author, artist, 
or other creative individual to use, copy, 
display, perform, and sell their own creations 
and to license others to do so.

corporate bylaws
The basic rules governing how a corpora-
tion is organized and how it conducts its 
business.

corporate philanthropy
All business donations to nonprofit groups, 
including money, products, and employee 
time.

corporate responsibility
Business contributions to the community 
through the actions of the business itself 
rather than donations of money and time.

corporation
A form of business ownership in which the 
business is considered a legal entity that is 
separate and distinct from its owners.

cost
The value of what is given up in exchange for 
something.

countertrade
International trade that involves the barter 
of products for products rather than for 
currency.

coupon rate
The interest paid on a bond, expressed as a 
percentage of the bond’s par value.

covenant
A restriction lenders impose on borrowers 
as a condition of providing long-term debt 
financing.

craft union
A union comprising workers who share the 
same skill or work in the same profession.

credit
Allows a borrower to buy a good or acquire 
an asset without making immediate payment, 
and to repay the balance at a later time.

credit card
A card issued by a bank or finance com-
pany that allows the cardholder to make a 
purchase now and pay the credit card issuer 
later.

credit score
A numerical measure of a consumer’s 
creditworthiness.

credit union
A depository institution that is organized as a 
cooperative, meaning that it is owned by its 
depositors.

crime
A wrongful act against society, defined by law 
and prosecuted by the state.

critical path method (CPM)
A project-management tool that illustrates 
the relationships among all the activities in-
volved in completing a project and identifies 
the sequence of activities likely to take the 
longest to complete.

critical path
The sequence of activities in a project that is 
expected to take the longest to complete.

current yield
The amount of interest earned on a bond, 
expressed as a percentage of the bond’s cur-
rent market price.

customer benefit
The advantage that a customer gains from 
specific product features.

customer loyalty
When customers buy a product from the 
same supplier again and again—sometimes 
paying even more for it than they would for a 
competitive product.

customer relationship management 
(CRM)
The ongoing process of acquiring, main-
taining, and growing profitable customer 
relationships by delivering unmatched  
value.

customer satisfaction
When customers perceive that a good or 
service delivers value above and beyond their 
expectations.

cybermediary
An Internet-based firm that specializes in the 
secure electronic transfer of funds.

data
Raw, unprocessed facts and figures.

data mining
The use of sophisticated statistical and 
mathematical techniques to analyze vast 
amounts of data to discover hidden patterns 
and relationships, thus creating valuable 
information.

data warehouse
A large, organization-wide database that 
stores data in a centralized location.

database
A file consisting of related data organized 
according to a logical system and stored 
on a hard drive or some other computer-
accessible media. 

debit card
A card issued by the bank that allows the 
customer to make purchases as if the transac-
tion involved cash. In a debit card purchase, 
the customer’s bank account is immediately 
reduced when the purchase is made.

debt financing
Funds provided by lenders (creditors).

decision support system (DSS)
A system that gives managers access to large 
amounts of data and the processing power to 
convert these data into high-quality informa-
tion, thus improving the decision-making 
process.

deflation
A period of falling average prices across the 
economy.

degree of centralization
The extent to which decision-making power 
is held by a small number of people at the 
top of the organization. 

demand
The quantity of products that consumers are 
willing to buy at different market prices.

demand curve
The graphed relationship between price and 
quantity from a customer demand stand-
point.

democratic leaders
Leaders who share power with their follow-
ers. While they still make final decisions, they 
typically solicit and incorporate input from 
their followers.

demographic segmentation
Dividing the market into smaller groups 
based on measurable characteristics about 
people, such as age, income, ethnicity, and 
gender.
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demographics
The measurable characteristics of a popula-
tion. Demographic factors include popula-
tion size and density, as well as specific traits 
such as age, gender, and race.

departmentalization
The division of workers into logical groups.

depository institution
A financial intermediary that obtains funds by 
accepting checking and savings deposits and 
then lending those funds to borrowers.

depression
An especially deep and long-lasting recession.

direct channel
A distribution process that links the producer 
and the customer with no intermediaries.

direct cost
Costs that are incurred directly as the result 
of some specific cost object.

direct investment
(or foreign direct investment) When firms 
either acquire foreign firms or develop new 
facilities from the ground up in foreign 
countries.

discount rate
The rate of interest that the Federal Reserve 
charges when it loans funds to banks.

discretionary payments
Expenditures for which the spender has 
significant control in terms of the amount 
and timing.

disinflation
A period of slowing average price increases 
across the economy.

distribution strategy
A plan for delivering the right product to the 
right person at the right place at the right 
time.

distributive bargaining
The traditional adversarial approach to col-
lective bargaining.

distributorship
A type of franchising arrangement in which 
the franchisor makes a product and licenses 
the franchisee to sell it.

divestiture
The transfer of total or partial ownership of 
some of a firm’s operations to investors or to 
another company.

Dodd-Frank Act
A law enacted in the aftermath of the finan-
cial crisis of 2008–2009 that strengthened 
government oversight of financial markets 
and placed limitations on risky financial 
strategies such as heavy reliance on  
leverage.

Dow Jones Industrial Average (DJIA)
An index that tracks stock prices of 30 large, 
well-known U.S. corporations. 

dynamic delivery
Vibrant, compelling presentation delivery 
style that grabs and holds the attention of the 
audience.

e-commerce
The marketing, buying, selling, and servicing of 
products over a network (usually the Internet).

economic system
A structure for allocating limited resources.

economics
The study of the choices that people, com-
panies, and governments make in allocating 
society’s resources.

economy
A financial and social system of how resourc-
es flow through society, from production, to 
distribution, to consumption.

effectiveness
Using resources to create value by provid-
ing customers with goods and services that 
offer a better relationship between price and 
perceived benefits.

efficiency
Producing output or achieving a goal at the 
lowest cost.

electronic bill presentment and payment
A method of bill payment that makes it easy 
for the customer to make a payment, often 
by simply clicking on a payment option con-
tained in an email.

electronic communications network 
(ECN)
An automated, computerized securities trading 
system that automatically matches buyers and 
sellers, executing trades quickly and allowing 
trading when securities exchanges are closed.

e-marketplace
A specialized Internet site where buyers 
and sellers engaged in business-to-business 
e-commerce can communicate and conduct 
business.

embargo
A complete ban on international trade of a 
certain item, or a total halt in trade with a 
particular nation.

employment at will
A legal doctrine that views employment as an 
entirely voluntary relationship that both the 
employee and employer are free to terminate 
at any time and for any reason.

enterprise resource planning (ERP)
Software-based approach to integrate an 
organization’s (and in the sophisticated ver-
sions, a value chain’s) information flows.

entrepreneurs
People who risk their time, money, and  
other resources to start and manage a 
business.

environmental scanning
The process of continually collecting 
information from the external marketing 
environment.

Equal Employment Opportunity 
Commission (EEOC)
A federal agency designed to regulate and 
enforce the provisions of Title VII.

equilibrium price
The price associated with the point at which 
the quantity demanded of a product equals 
the quantity supplied.

equity financing
Funds provided by the owners of a company.

equity theory
A motivation theory that proposes that 
perceptions of fairness directly affect worker 
motivation.

ethical dilemma
A decision that involves a conflict of values; 
every potential course of action has some 
significant negative consequences.

ethics
A set of beliefs about right and wrong, good 
and bad.

European Union (EU)
The world’s largest common market, com-
posed of 28 European nations.

everyday-low pricing (EDLP)
Long-term discount pricing, designed to 
achieve profitability through high sales 
volume.

exchange rate
A measurement of the value of one nation’s 
currency relative to the currency of other 
nations.

exchange traded fund (ETF)
Shares traded on securities markets that 
represent the legal right of ownership over 
part of a basket of individual stock certificates 
or other securities.

expansion
A period of robust economic growth and high 
employment.

expectancy theory
A motivation theory that concerns the rela-
tionship among individual effort, individual 
performance, and individual reward.

expenses
Resources that are used up as the result of 
business operations. 
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expert system (ES)
A decision support system that helps manag-
ers make better decisions in an area where 
they lack expertise.

exporting
Selling products in foreign nations that have 
been produced or grown domestically.

external locus of control
A deep-seated sense that forces other than 
the individual are responsible for what hap-
pens in his or her life.

external recruitment
The process of seeking new employees from 
outside the firm.

extranet
An intranet that allows limited access to a se-
lected group of stakeholders, such as suppliers 
or customers.

factor
A company that provides short-term financ-
ing to firms by purchasing their accounts 
receivables at a discount.

factors of production
Four fundamental elements—natural 
resources, capital, human resources, and 
entrepreneurship—that businesses need to 
achieve their objectives.

federal debt
The sum of all the money that the federal 
government has borrowed over the years and 
not yet repaid.

Federal Deposit Insurance Corporation 
(FDIC)
An independent agency created by Congress to 
maintain stability and public confidence in the 
nation’s financial system, primarily by insuring 
bank deposits.

Federal Reserve Act of 1913
The law that established the Federal Reserve 
System as the central bank of the United States. 

finance
The functional area of business that is con-
cerned with finding the best sources and uses 
of financial capital.

Financial Accounting Standards Board 
(FASB)
The private board that establishes the gener-
ally accepted accounting principles used in 
the practice of financial accounting.

financial accounting
The branch of accounting that prepares finan-
cial statements for use by owners, creditors, 
suppliers, and other external stakeholders.

financial budgets
Budgets that focus on the firm’s financial 
goals and identify the resources needed to 
achieve these goals.

financial capital
The funds a firm uses to acquire its assets 
and finance its operations.

financial diversification
A strategy of investing in a wide variety of 
securities in order to reduce risk.

financial leverage
The use of debt in a firm’s capital structure.

financial markets
Markets that transfer funds from savers to 
borrowers.

financial ratio analysis
Computing ratios that compare values of 
key accounts listed on a firm’s financial 
statements.

Financial Services Modernization Act 
of 1999
An act that overturned the section of the 
Banking Act of 1933 that prohibited com-
mercial banks from selling insurance or 
performing the functions of investment 
banks.

firewall
Software and/or hardware designed to 
prevent unwanted access to a computer or 
computer system.

first-line (supervisory) management
Managers who directly supervise nonman-
agement employees.

fiscal policy
Government efforts to influence the econo-
my through taxation and spending.

fixed costs
Costs that remain the same when the level 
of production changes within some relevant 
range.

flextime
A scheduling option that allows workers to 
choose when they start and finish their work-
days, as long as they complete the required 
number of hours.

foreign franchising
A specialized type of foreign licensing in 
which a firm expands by offering businesses 
in other countries the right to produce and 
market its products according to specific 
operating requirements.

foreign licensing
Authority granted by a domestic firm to a 
foreign firm for the rights to produce and 
market its product or to use its trademark/
patent rights in a defined geographical area.

foreign outsourcing
(also contract manufacturing) Contracting 
with foreign suppliers to produce products, 
usually at a fraction of the cost of domestic 
production.

franchise
A licensing arrangement under which a 
franchisor allows franchisees to use its name, 
trademark, products, business methods, and 
other property in exchange for monetary pay-
ments and other considerations.

franchise agreement
The contractual arrangement between  
a franchisor and franchisee that spells  
out the duties and responsibilities of both 
parties.

Franchise Disclosure Document (FDD)
A detailed description of all aspects of a fran-
chise that the franchisor must provide to the 
franchisee at least 14 calendar days before 
the franchise agreement is signed.

franchisee
The party in a franchise relationship that 
pays for the right to use resources supplied 
by the franchisor.

franchisor
The business entity in a franchise 
relationship that allows others to operate 
its business using resources it supplies 
in exchange for money and other 
considerations.

free trade
The unrestricted movement of goods and 
services across international borders.

free-rein leaders
Leaders who set objectives for their followers 
but give them freedom to choose how they 
will accomplish those goals.

General Agreement on Tariffs and 
Trade (GATT)
An international trade treaty designed 
to encourage worldwide trade among its 
members.

general partnership
A partnership in which all partners can take 
an active role in managing the business and 
have unlimited liability for any claims against 
the firm.

generally accepted accounting 
principles (GAAP)
A set of accounting standards that is used in 
the preparation of financial statements.

geographic segmentation
Dividing the market into smaller groups 
based on where consumers live. This process 
can incorporate countries, cities, or popula-
tion density as key factors.

goods
Tangible products. 

grace period
The period of time that the credit card 
holder has to pay outstanding balances 
before interest or fees are assessed.
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green marketing
Developing and promoting environmen-
tally sound products and practices to gain a 
competitive edge.

grievance
A complaint by a worker that the employer 
has violated the terms of the collective bar-
gaining agreement.

gross domestic product
(GDP) The total value of all final goods and 
services produced within a nation’s physical 
boundaries over a given period of time.

hacker
A skilled computer user who uses his or her 
expertise to gain unauthorized access to the 
computer (or computer system) of others, 
sometimes with malicious intent.

hardware
The physical tools and equipment used to 
collect, input, store, organize, and process 
data and to distribute information.

high/low pricing
A pricing strategy designed to drive traffic 
to retail stores by special sales on a limited 
number of products, and higher everyday 
prices on others.

horizontal analysis
Analysis of financial statements that com-
pares account values reported on these 
statements over two or more years to identify 
changes and trends.

horizontal merger
A combination of two firms that are in the 
same industry.

human resource (HR) management
The management function focused on maxi-
mizing the effectiveness of the workforce 
by recruiting world-class talent, promot-
ing career development, and determining 
workforce strategies to boost organizational 
effectiveness.

human skills
The ability to work effectively with and 
through other people in a range of different 
relationships.

hyperinflation
An average monthly inflation rate of more 
than 50%.

immediate predecessors
Activities in a project that must be completed 
before some other specified activity can begin.

implicit cost
The opportunity cost that arises when a firm 
uses owner-supplied resources.

importing
Buying products domestically that have been 
produced or grown in foreign nations.

income statement
The financial statement that reports the 
revenues, expenses, and net income that 
resulted from a firm’s operations over an ac-
counting period.

independent wholesaling businesses
Independent distributors that buy products 
from a range of different businesses and 
sell those products to a range of different 
customers.

indirect costs
Costs that are the result of a firm’s general 
operations and are not directly tied to any 
specific cost object.

industrial union
A union comprising workers employed in the 
same industry.

inflation
A period of rising average prices across the 
economy.

information
Data that have been processed in a way that 
make them meaningful to their user.

infrastructure
A country’s physical facilities that support 
economic activity.

initial public offering (IPO)
The first time a company issues stock that 
may be bought by the general public.

institutional investor
An organization that pools contributions 
from investors, clients, or depositors and 
uses these funds to buy stocks and other 
securities.

integrated marketing communication
The coordination of marketing messages 
through every promotional vehicle to commu-
nicate a unified impression about a product.

intellectual property
Property that is the result of creative or intel-
lectual effort, such as books, musical works, 
inventions, and computer software.

intercultural communication
Communication among people with differing 
cultural backgrounds.

interest-based bargaining
A form of collective bargaining that empha-
sizes cooperation and problem solving in an 
attempt to find a “win–win” outcome.

internal locus of control
A deep-seated sense that the individual is 
personally responsible for what happens in 
his or her life.

internal recruitment
The process of seeking employees who are 
currently within the firm to fill open positions.

International Monetary Fund (IMF)
An international organization of 188 member 
nations that promotes international economic 
cooperation and stable growth.

Internet
The world’s largest computer network; es-
sentially a network of computer networks all 
operating under a common set of rules that 
allow them to communicate with each other.

Internet2 (I2)
A new high-tech Internet with access limited 
to a consortium of member organizations 
(and other organizations these members 
sponsor). I2 utilizes technologies that give it 
a speed and capacity far exceeding the cur-
rent Internet.

intranet
A private network that has the look and feel 
of the Internet and is navigated using a web 
browser, but which limits access to a single 
firm’s employees (or a single organization’s 
members).

inventory
Stocks of goods or other items held by organi-
zations.

investing
Reducing consumption in the current time 
period in order to build future wealth.

investment bank
A financial intermediary that specializes in 
helping firms raise financial capital by issuing 
securities in primary markets. 

IRA
An individual retirement account that 
provides tax benefits to individuals who are 
investing for their retirement.

ISO 14000
A family of generic standards for environ-
mental management established by the In-
ternational Organization for Standardization.

ISO 9000
A family of generic standards for quality 
management systems established by the In-
ternational Organization for Standardization.

job analysis
The examination of specific tasks that are as-
signed to each position, independent of who 
might be holding the job at any specific time.

job description
An explanation of the responsibilities for a 
specific position.

job enrichment
The creation of jobs with more meaningful 
content, under the assumption that challeng-
ing, creative work will motivate employees.

job specifications
The specific qualifications necessary to hold a 
particular position.
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joint ventures
When two or more companies join forces—
sharing resources, risks, and profits, but not 
actually merging companies—to pursue 
specific opportunities.

just-in-time (JIT) production
A production system that emphasizes  
the production of goods to meet actual 
current demand, thus minimizing the need  
to hold inventories of finished goods and 
work in process at each stage of the supply 
chain.

labor union
A group of workers who have organized to 
work together to achieve common job-
related goals, such as higher wages, better 
working conditions, and greater job security.

Labor–Management Relations Act 
(Taft–Hartley Act)
Law passed in 1947 that placed limits on 
union activities, outlawed the closed shop, 
and allowed states to pass right-to-work laws 
that made union shops illegal.

laws
Rules that govern the conduct and actions of 
people within a society that are enforced by 
the government.

leading
Directing and motivating people to achieve 
organizational goals.

lean production
An approach to production that emphasizes 
the elimination of waste in all aspects of 
production processes.

leverage ratios
Ratios that measure the extent to which a 
firm relies on debt financing in its capital 
structure.

liabilities
Claims that outsiders have against a firm’s 
assets.

licensing
Purchasing the right to use another com-
pany’s brand name or symbol.

limit order
An order to a broker to buy a specific stock 
only if its price is below a certain level, or to 
sell a specific stock only if its price is above a 
certain level.

limited liability
When owners are not personally liable 
for claims against their firm. Owners with 
limited liability may lose their investment in 
the company, but their other personal assets 
are protected.

limited liability company (LLC)
A form of business ownership that offers 
both limited liability to its owners and flex-
ible tax treatment.

limited liability partnership (LLP)
A form of partnership in which all partners 
have the right to participate in management 
and have limited liability for company debts.

limited partnership
A partnership that includes at least one 
general partner who actively manages the 
company and accepts unlimited liability and 
one limited partner who gives up the right to 
actively manage the company in exchange for 
limited liability.

line-and-staff organizations
Organizations with line managers form-
ing the primary chain of authority in the 
company, and staff departments working 
alongside line departments.

line extensions
Similar products offered under the same 
brand name.

line managers
Managers who supervise the functions that 
contribute directly to profitability: produc-
tion and marketing.

line of credit
A financial arrangement between a firm  
and a bank in which the bank pre-approves 
credit up to a specified limit, provided that 
the firm maintains an acceptable credit 
rating.

line organizations
Organizations with a clear, simple chain of 
command from top to bottom.

liquid asset
An asset that can quickly be converted into 
cash with little risk of loss.

liquidity ratios
Financial ratios that measure the ability 
of a firm to obtain the cash it needs to 
pay its short-term debt obligations as they 
come due.

lockout
An employer-initiated work stoppage.

logistics
A subset of supply chain management that 
focuses largely on the tactics involved in 
moving products along the supply chain.

loss
When a business incurs expenses that are 
greater than its revenue.

loss-leader pricing
Closely related to high/low pricing, loss-
leader pricing means pricing a handful of 
items—or loss leaders—temporarily below 
cost to drive traffic.

M1 money supply
Includes all currency plus checking accounts 
and traveler’s checks.

M2 money supply
Includes all of M1 money supply plus most 
savings accounts, money market accounts, 
and certificates of deposit.

macroeconomics
The study of a country’s overall economic 
dynamics, such as the employment rate, the 
gross domestic product, and taxation policies.

malware
A general term for malicious software, such 
as spyware, computer viruses, and worms.

management
Achieving the goals of an organization 
through planning, organizing, leading, and 
controlling organizational resources including 
people, money, and time.

management development
Programs to help current and potential ex-
ecutives develop the skills they need to move 
into leadership positions.

managerial (or management) accounting
The branch of accounting that provides re-
ports and analysis to managers to help them 
make informed business decisions.

market makers
Securities dealers that make a commitment 
to continuously offer to buy and sell the stock 
of a specific corporation listed on the NAS-
DAQ exchange or traded in the OTC market.

market niche
A small segment of a market with fewer 
competitors than the market as a whole. 
Market niches tend to be quite attractive to 
small firms.

market order
An order telling a broker to buy or sell a 
specific security at the best currently avail-
able price. 

market segmentation
Dividing potential customers into groups of 
similar people, or segments.

market share
The percentage of a market controlled by a 
given marketer.

marketing
An organizational function and a set of pro-
cesses for creating, communicating, and de-
livering value to customers and for managing 
customer relationships in ways that benefit 
the organization and its stakeholders.

marketing concept
A business philosophy that makes customer 
satisfaction—now and in the future—the 
central focus of the entire organization.

marketing mix
The blend of marketing strategies for prod-
uct, price, distribution, and promotion.
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marketing plan
A formal document that defines marketing 
objectives and the specific strategies for 
achieving those objectives.

marketing research
The process of gathering, interpreting, and 
applying information to uncover marketing 
opportunities and challenges, and to make 
better marketing decisions.

Maslow’s hierarchy of needs theory
A motivation theory that suggests that human 
needs fall into a hierarchy and that as each 
need is met, people become motivated to 
meet the next-highest need in the pyramid.

mass customization
The creation of products tailored for indi-
vidual consumers on a mass basis.

master budget
A presentation of an organization’s opera-
tional and financial budgets that represents 
the firm’s overall plan of action for a specified 
time period.

matrix organizations
Organizations with a flexible structure that 
brings together specialists from different 
areas of the company to work on individual 
projects on a temporary basis.

maturity date
The date when a bond will come due.

mediation
A method of dealing with an impasse be-
tween labor and management by bringing in a 
neutral third party to help the two sides reach 
agreement by reducing tensions and making 
suggestions for possible compromises.

merchant wholesalers
Independent distributors who take legal pos-
session, or title, of the goods they distribute.

merger
A corporate restructuring that occurs when 
two formerly independent business entities 
combine to form a new organization.

microeconomics
The study of smaller economic units such 
as individual consumers, families, and indi-
vidual businesses.

middle management
Managers who supervise lower-level manag-
ers and report to a higher-level manager.

mission
The definition of an organization’s purpose, 
values, and core goals, which provides the 
framework for all other plans.

mixed economies
Economies that embody elements of both 
planned and market-based economic 
systems.

modes of transportation
The various transportation options—such 
as planes, trains, and railroads—for moving 
products through the supply chain.

monetary policy
Federal Reserve decisions that shape the 
economy by influencing interest rates and 
the supply of money.

money
Anything generally accepted as a medium 
of exchange, a measure of value, or a 
means of payment.

money market mutual funds
A mutual fund that pools funds from many 
investors and uses these funds to purchase 
very safe, highly liquid securities.

money supply
The total amount of money within the overall 
economy.

monopolistic competition
A market structure with many competitors 
selling differentiated products. Barriers to 
entry are low.

monopoly
A market structure with one producer com-
pletely dominating the industry, leaving no 
room for any significant competitors. Barriers 
to entry tend to be virtually insurmountable.

multichannel retailing
Providing multiple distribution channels for 
consumers to buy a product.

multilevel marketing (MLM)
Involves hiring independent contractors to 
sell products to their personal network of 
friends and colleagues and to recruit new 
salespeople in return for a percentage of 
their commissions.

mutual fund
An institutional investor that raises funds 
by selling shares to investors and uses the 
accumulated funds to buy a portfolio of many 
different securities.

national brands
Brands that the producer owns and markets. 

National Labor Relations Act (Wagner 
Act)
Landmark pro-labor law enacted in 1935. 
This law made it illegal for firms to discrimi-
nate against union members and required 
employers to recognize certified unions and 
bargain with them in good faith.

natural monopoly
A market structure with one company as the 
supplier of a product because the nature of 
that product makes a single supplier more 
efficient than multiple, competing ones. 
Most natural monopolies are government 
sanctioned and regulated.

negligence
An unintentional tort that arises due to care-
lessness or irresponsible behavior.

net asset value per share
The value of a mutual fund’s securities and 
cash holdings minus any liabilities, divided by 
the number of shares of the fund outstanding.

net income
The difference between the revenue a firm 
earns and the expenses it incurs in a given 
time period.

net present value (NPV)
The sum of the present values of expected 
future cash flows from an investment, minus 
the cost of that investment.

noise
Any interference that causes the message you 
send to be different from the message your 
audience understands.

nondiscretionary payments
Expenditures that the spender has little or no 
control over.

nonprofit corporation
A corporation that does not seek to earn a 
profit and differs in several fundamental 
respects from C corporations.

nonprofits
Business-like establishments that employ 
people and produce goods and services with 
the fundamental goal of contributing to the 
community rather than generating financial 
gain.

nonverbal communication
Communication that does not use words. 
Common forms of nonverbal communication 
include gestures, posture, facial expressions, 
tone of voice, and eye contact.

North American Free Trade Agree-
ment (NAFTA)
The treaty among the United States, Mexico, 
and Canada that eliminated trade barriers and 
investment restrictions over a 15-year period 
starting in 1994.

observation research
Marketing research that does not require 
the researcher to interact with the research 
subject.

odd pricing
The practice of ending prices in numbers 
below even dollars and cents in order to cre-
ate a perception of greater value.

offshoring
Moving production or support processes to 
foreign countries.

oligopoly
A market structure with only a handful of 
competitors selling products that can be 
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similar or different. Barriers to entry are 
typically high.

on-the-job training
A training approach that requires employ-
ees to simply begin their jobs—sometimes 
guided by more experienced employees—
and to learn as they go.

open market operations
The Federal Reserve function of buying and 
selling government securities, which include 
treasury bonds, notes, and bills.

open shop
An employment arrangement in which work-
ers are not required to join a union or pay 
union dues.

operating budgets
Budgets that communicate an organization’s 
sales and production goals and the resources 
needed to achieve these goals.

operational planning
Very specific, short-term planning that 
applies tactical plans to daily, weekly, and 
monthly operations.

operations management
Managing all of the activities involved  
in creating value by producing goods  
and services and distributing them to 
customers.

opportunity cost
The opportunity of giving up the second-best 
choice when making a decision.

organization chart
A visual representation of the company’s 
formal structure.

organizing
Determining a structure for both individual 
jobs and the overall organization.

orientation
The first step in the training and development 
process, designed to introduce employees to 
the company culture and provide key adminis-
trative information.

out-of-pocket cost
A cost that involves the payment of money or 
other resources.

outsourcing
Arranging for other organizations to perform 
supply chain functions that were previously 
performed internally. 

over-the-counter (OTC) market
The market where securities that are not 
listed on exchanges are traded.

owners’ equity
The claims a firm’s owners have against their 
company’s assets (often called “stockholders’ 
equity” on balance sheets of corporations).

par value (of a bond)
The value of a bond at its maturity; what the 
issuer promises to pay the bondholder when 
the bond matures.

partnership
A voluntary agreement under which two or 
more people act as co-owners of a business 
for profit.

passive voice
Sentence construction in which the subject 
does not do the action expressed by the verb; 
rather, the subject is acted upon (e.g., The 
taxes were done by our accountant.). The 
passive voice tends to be less effective for 
business communication.

patent
A legal monopoly that gives an inventor the 
exclusive right over an invention for a limited 
time period. 

penetration pricing
A new product pricing strategy that aims to 
capture as much of the market as possible 
through rock-bottom prices.

performance appraisal
A formal feedback process that requires 
managers to give their subordinates feedback 
on a one-to-one basis, typically by comparing 
actual results to expected results.

personal selling
The person-to-person presentation of prod-
ucts to potential buyers.

pharming
A scam that seeks to steal identities by rout-
ing Internet traffic to fake websites.

phishing
A scam in which of official-looking emails are 
sent to individuals in an attempt to get them 
to divulge private information such as pass-
words, usernames, and account numbers.

physical distribution
The actual, physical movement of products 
along the distribution pathway.

picketing
A union tactic during labor disputes in which 
union members walk near the entrance of 
the employer’s place of business, carrying 
signs to publicize their position and concerns.

planned obsolescence
The strategy of deliberately designing 
products to fail in order to shorten the time 
between purchases.

planning
Determining organizational goals and action 
plans for how to achieve those goals.

poka-yokes
Simple methods incorporated into a produc-
tion process designed to eliminate or greatly 
reduce errors.

positioning statement
A brief statement that articulates how the 
marketer would like the target market to en-
vision a product relative to the competition.

preferred stock
A type of stock that gives its holder prefer-
ence over common stockholders in terms of 
dividends and claims on assets.

present value
The amount of money that, if invested 
today at a given rate of interest (called the 
discount rate), would grow to become some 
future amount in a specified number of time 
periods.

primary data
New data that marketers compile for a spe-
cific research project.

primary securities market
The market where newly issued securities 
are traded. The primary market is where the 
firms that issue securities raise additional 
financial capital.

principal
A party who agrees to have someone else 
(called an agent) act on his or her behalf.

principal–agent relationship
A relationship in which one party, called the 
principal, gives another party,  called the 
agent, the authority to act in place of, and 
bind, the principal when dealing with third 
parties.

private placement
A primary market issue that is negotiated 
between the issuing corporation and a small 
group of accredited investors.

privatization
The process of converting government-
owned businesses to private ownership.

probationary period
A specific time frame (typically three to six 
months) during which a new hire can prove 
his or her worth on the job before he or she 
becomes permanent.

process
A set of related activities that transform 
inputs into outputs, thus adding value.

producer price index (PPI)
A measure of inflation that evaluates the 
change over time in the weighted-average 
wholesale prices.

product
Anything that an organization offers to satisfy 
consumer needs and wants, including both 
goods and services.

product consistency
How reliably a product delivers its promised 
level of quality.
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product differentiation
The attributes that make a good or service 
different from other products that compete 
to meet the same or similar customer needs.

product features
The specific characteristics of a product.

product life cycle
A pattern of sales and profits that typically 
changes over time.

product line
A group of products that are closely related 
to each other, either in terms of how they 
work, or the customers they serve.

product mix
The total number of product lines and indi-
vidual items sold by a single firm.

product placement
The paid integration of branded products 
into movies, television, and other media.

productivity
The basic relationship between the produc-
tion of goods and services (output) and the 
resources needed to produce them (input) 
calculated via the following equation: output/
input 5 productivity.

profit
The money that a business earns in sales (or 
revenue), minus expenses, such as the cost 
of goods, and the cost of salaries. Revenue 2 
Expenses 5 Profit (or Loss).

profit margin
The gap between the cost and the price of an 
item on a per-product basis.

profitability ratios
Ratios that measure the rate of return a firm 
is earning on various measures of investment.

promotion
Marketing communication designed to influ-
ence consumer purchase decisions through 
information, persuasion, and reminders.

promotional channels
Specific marketing communication vehicles, 
including traditional tools, such as advertising, 
sales promotion, direct marketing, and personal 
selling, and newer tools such as product place-
ment, advergaming, and Internet minimovies.

property
The legal right of an owner to exclude non-
owners from having control over a particular 
resource.

protectionism
National policies designed to restrict interna-
tional trade, usually with the goal of protect-
ing domestic businesses.

psychographic segmentation
Dividing the market into smaller groups 
based on consumer attitudes, interests, 
values, and lifestyles.

public offering
A primary market issue in which new securi-
ties are offered to any investors who are 
willing and able to purchase them.

public relations (PR)
The ongoing effort to create positive relation-
ships with all of a firm’s different “publics,” 
including customers, employees, suppliers, 
the community, the general public, and the 
government. 

publicity
Unpaid stories in the media that influence 
perceptions about a company or its products.

pull strategy
A marketing approach that involves creating 
demand from the ultimate consumers so that 
they “pull” your products through the distri-
bution channels by actively seeking them.

pure competition
A market structure with many competitors 
selling virtually identical products. Barriers 
to entry are quite low.

pure goods
Products that do not include any services.

pure services
Products that do not include any goods.

push strategy
A marketing approach that involves motivat-
ing distributors to heavily promote—or 
“push”—a product to the final consumers, 
usually through heavy trade promotion and 
personal selling.

quality level
How well a product performs its core functions.

quality of life
The overall sense of well-being experienced 
by either an individual or a group.

quotas
Limitations on the amount of specific 
products that may be imported from certain 
countries during a given time period.

radio frequency identification (RFID)
A technology that stores information on small 
microchips that can transmit the informa-
tion when they are within range of a special 
reader.

recession
An economic downturn marked by a 
decrease in the GDP for two consecutive 
quarters.

recovery
A period of rising economic growth and 
employment.

registration statement
A long, complex document that firms must 
file with the SEC when they sell securities 
through a public offering.

reserve requirement
A rule set by the Fed, which specifies the 
minimum amount of reserves (or funds) a 
bank must hold, expressed as a percentage of 
the bank’s deposits.

retailers
Distributors that sell products directly to the 
ultimate users, typically in small quantities, 
that are stored and merchandized on the 
premises.

retained earnings
The part of a firm’s net income it reinvests. 

revenue
Increases in a firm’s assets that result from 
the sale of goods, provision of services, or 
other activities intended to earn income.

revolving credit agreement
A guaranteed line of credit in which a bank 
makes a binding commitment to provide a 
business with funds up to a specified credit 
limit at any time during the term of the 
agreement.

right-to-work law
A state law that makes union shops illegal 
within that state’s borders.

risk
The degree of uncertainty regarding the 
outcome of a decision.

risk-return tradeoff
The observation that financial opportunities 
that offer high rates of return are generally 
riskier than opportunities that offer lower 
rates of return.

robot
A reprogrammable machine that is capable 
of manipulating materials, tools, parts, and 
specialized devices in order to perform a 
variety of tasks.

S corporation
A form of corporation that avoids double 
taxation by having its income taxed as if it 
were a partnership. 

salaries
The pay that employees receive over a fixed 
period, most often weekly or monthly.

sale
A transaction in which the title (legal owner-
ship) to a good passes from one party to 
another in exchange for a price.

sales promotion
Marketing activities designed to stimulate 
immediate sales activity through specific 
short-term programs aimed at either con-
sumers or distributors.

Sarbanes-Oxley Act
Federal legislation passed in 2002 that sets 
higher ethical standards for public corpora-
tions and accounting firms. Key provisions 
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limit conflict-of-interest issues and require 
financial officers and CEOs to certify the 
validity of their financial statements.

savings account
An interest-bearing account holding funds 
not needed to meet regular expenditures.

savings and loan association
A depository institution that has traditionally 
obtained most of its funds by accepting sav-
ings deposits, which have been used primar-
ily to make mortgage loans.

scope of authority (for an agent)
The extent to which an agent has the author-
ity to act for and represent the principal.

SCORE (Service Corps of Retired 
Executives)
An organization—affiliated with the Small 
Business Administration—that provides free, 
comprehensive business counseling for small 
business owners from qualified volunteers.

secondary data
Existing data that marketers gather or pur-
chase for a research project.

secondary securities market
The market where previously issued securi-
ties are traded.

Securities Act of  1933
The first major federal law regulating the 
securities industry. It requires firms issuing 
new stock in a public offering to file a regis-
tration statement with the SEC.

Securities and Exchange Act of 1934
A federal law dealing with securities regula-
tion that established the Securities and Ex-
change Commission to regulate and oversee 
the securities industry.

Securities and Exchange Commission
The federal agency with primary responsibil-
ity for regulating the securities industry.

securities broker
A financial intermediary that acts as an agent 
for investors who want to buy and sell finan-
cial securities. Brokers earn commissions and 
fees for the services they provide.

securities dealer
A financial intermediary that participates 
directly in securities markets, buying and 
selling stocks and other securities for its own 
account.

services
Intangible products.

servicescape
The environment in which a customer and 
service provider interact.

sexual harassment
Workplace discrimination against a person 
based on his or her gender.

Six Sigma
An approach to quality improvement char-
acterized by very ambitious quality goals, 
extensive training of employees, and a long-
term commitment to working on quality-
related issues.

skimming pricing
A new product pricing strategy that aims to 
maximize profitability by offering new prod-
ucts at a premium price.

Small Business Administration (SBA)
An agency of the federal government 
designed to maintain and strengthen the 
nation’s economy by aiding, counseling, as-
sisting, and protecting the interests of small 
businesses.

Small Business Development Centers 
(SBDCs)
Local offices—affiliated with the Small Busi-
ness Administration—that provide compre-
hensive management assistance to current 
and prospective small business owners.

social audit
A systematic evaluation of how well a firm 
is meeting its ethics and social responsibility 
goals.

social responsibility
The obligation of a business to contribute to 
society.

socialism
An economic system based on the principle 
that the government should own and operate 
key enterprises that directly affect public 
welfare.

sociocultural differences
Differences among cultures in language, 
attitudes, and values.

software
Programs that provide instructions to a com-
puter so that it can perform a desired task.

sole proprietorship
A form of business ownership with a single 
owner who usually actively manages the 
company.

spam
Unsolicited email advertisements usually sent 
to very large numbers of recipients, many of 
whom may have no interest in the message.

span of control
Span of management; refers to the number 
of people a manager supervises.

specific performance
A remedy for breach of contract in which the 
court orders the party committing the breach 
to do exactly what the contract specifies.

speed-to-market
The rate at which a new product moves from 
conception to commercialization.

sponsorship
A deep association between a marketer and a 
partner (usually a cultural or sporting event), 
which involves promotion of the sponsor in 
exchange for either payment or the provision 
of goods.

spontaneous financing
Financing that arises during the natural 
course of business without the need for 
special arrangements.

spyware
Software that is installed on a computer 
without the user’s knowledge or permission 
to track the user’s behavior.

staff managers
Managers who supervise the functions that 
provide advice and assistance to the line 
departments.

stakeholders
Any groups that have a stake—or a personal 
interest—in the performance and actions of an 
organization.

Standard & Poor’s 500
A stock index based on prices of 500 major 
U.S. corporations in a variety of industries and 
market sectors.

standard of living
The quality and quantity of goods and ser-
vices available to a population.

statement of cash flows
The financial statement that identifies a firm’s 
sources and uses of cash in a given accounting 
period.

statute of frauds
A requirement that certain types of contracts 
must be in writing in order to be enforceable.

statute of limitations
The time period within which a legal action 
must be initiated.

statutory close (or closed) corporation
A corporation with a limited number of own-
ers that operates under simpler, less formal 
rules than a C corporation.

statutory law
Law that is the result of legislative action.

stock (or securities) exchange
An organized venue for trading stocks and 
other securities that meet its listing require-
ments.

stock index
A statistic that tracks how the prices of a 
specific set of stocks have changed.

stockholder
An owner of a corporation.

store brands
Brands that the retailer both produces and 
distributes (also called private-label brands).
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strategic alliance
An agreement between two or more firms to 
jointly pursue a specific opportunity without 
actually merging their businesses. Strategic 
alliances typically involve less formal, less 
encompassing agreements than partnerships.

strategic goals
Concrete benchmarks that managers can use to 
measure performance in each key area of the 
organization.

strategic planning
High-level, long-term planning that estab-
lishes a vision for the company, defines long-
term objectives and priorities, determines 
broad action steps, and allocates resources.

strategies
Action plans that help the organization 
achieve its goals by forging the best fit be-
tween the firm and the environment.

strike
A work stoppage initiated by a union.

structured interviews
An interviewing approach that involves 
developing a list of questions beforehand and 
asking the same questions in the same order 
to each candidate.

supply
The quantity of products that producers are 
willing to offer for sale at different market 
prices.

supply chain
All organizations, processes, and activities 
involved in the flow of goods from the raw 
materials to the final consumer.

supply chain management (SCM)
Planning and coordinating the movement of 
products along the supply chain, from the 
raw materials to the final consumers.

supply curve
The graphed relationship between price and 
quantity from a supplier standpoint.

survey research
Marketing research that requires the 
researcher to interact with the research 
subject.

sustainable development
Doing business to meet the needs of the cur-
rent generation, without harming the ability 
of future generations to meet their needs.

SWOT analysis
A strategic planning tool that helps manage-
ment evaluate an organization in terms of 
internal strengths and weakness, and external 
opportunities and threats.

system software
Software that performs the critical functions 
necessary to operate the computer at the 
most basic level. 

tactical planning
More specific, shorter-term planning that 
applies strategic plans to specific functional 
areas.

target market
The group of people who are most likely to 
buy a particular product.

tariffs
Taxes levied against imports.

technical skills
Expertise in a specific functional area or 
department.

telecommuting
Working remotely—most often from home—
and connecting to the office via phone lines 
and/or broadband networks.

Theory X and Theory Y
A motivation theory that suggests that man-
agement attitudes toward workers fall into 
two opposing categories based on manage-
ment assumptions about worker capabilities 
and values. 

time value of money
The principle that a dollar received today 
is worth more than a dollar received in the 
future.

title
Legal ownership.

Title VII
A portion of the Civil Rights Act of 1964 that 
prohibits discrimination in hiring, firing, com-
pensation, apprenticeships, training, terms, 
conditions, or privileges of employment based 
on race, color, religion, sex, or national origin 
for employers with 15 or more workers.

top management
Managers who set the overall direction of 
the firm, articulating a vision, establishing 
priorities, and allocating time, money, and 
other resources.

tort
A private wrong that results in physical or 
mental harm to an individual, or damage to that 
person’s property.

total quality management (TQM)
An approach to quality improvement that 
calls for everyone within an organization to 
take responsibility for improving quality and 
emphasizes the need for a long-term com-
mitment to continuous improvement.

trade credit
Spontaneous financing granted by sellers 
when they deliver goods and services to cus-
tomers without requiring immediate payment.

trade deficit
Shortfall that occurs when the total value of a 
nation’s imports is higher than the total value 
of its exports.

trade promotion
Marketing activities designed to stimulate 
wholesalers and retailers to push specific 
products more aggressively over the short 
term.

trade surplus
Overage that occurs when the total value of a 
nation’s exports is higher than the total value 
of its imports. 

trademark
A mark, symbol, word, phrase, or motto used 
to identify a company’s goods.

trading bloc
A group of countries that have reduced or 
even eliminated tariffs, allowing for the free 
flow of goods among the member nations.

U.S. Treasury bills (T-bills)
Short-term marketable IOUs issued by the 
U.S. federal government.

underwriting
An arrangement under which an investment 
banker agrees to purchase all shares of a 
public offering at an agreed-upon price.

unemployment rate
The percentage of people in the labor force 
over age 16 who do not have jobs and are 
actively seeking employment.

Uniform Commercial Code (UCC)
A uniform act governing the sale of goods, 
leases, warranties, transfer of funds, and a 
variety of other business-related activities.

union shop
An employment arrangement in which a firm 
can hire nonunion workers, but these work-
ers must join the union within a specified 
time period to keep their jobs.

universal ethical standards
Ethical norms that apply to all people across 
a broad spectrum of situations.

utility
The ability of goods and services to satisfy 
consumer “wants.”

value
The relationship between the price of a 
good or a service and the benefits that it 
offers its customers.

value chain
The network of relationships that channels 
the flow of inputs, information, and financial 
resources through all of the processes 
directly or indirectly involved in producing 
goods and services and distributing them to 
customers.

variable costs
Costs that vary directly with the level of 
production.
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venture capital firms
Companies that invest in start-up businesses 
with high growth potential in exchange for a 
share of ownership.

vertical integration
Performance of processes internally that 
were previously performed by other organi-
zations in a supply chain.

vertical merger
A combination of firms at different stages in 
the production of a good or service.

vesting period
A specified period of time for which an 
employee must work for an employer in 
order to receive the full advantage of certain 
retirement benefits.

viral marketing
An Internet marketing strategy that tries to 
involve customers and others not employed 
by the seller in activities that help promote 
the product.

voluntary export restraints (VERs)
Limitations on the amount of specific prod-
ucts that one nation will export to another 
nation.

wages
The pay that employees receive in exchange 
for the number of hours or days that they 
work.

Web 2.0
Websites that incorporate interactive and 
collaborative features to create a richer, more 
interesting, and more useful experience for 
their users.

wheel of retailing
A classic distribution theory that suggests 
that retail firms and retail categories become 
more upscale as they go through their life 
cycles.

whistle-blowers
Employees who report their employer’s 
illegal or unethical behavior to either the 
authorities or the media.

wholesalers
Distributors that buy products from produc-
ers and sell them to other businesses or 
nonfinal users such as hospitals, nonprofits, 
and the government.

World Bank
An international cooperative of 188 member 
countries, working together to reduce pov-
erty in the developing world.

World Trade Organization (WTO)
A permanent global institution to promote 
international trade and to settle international 
trade disputes.

World Wide Web
The service that allows computer users to 
easily access and share information on the 
Internet in the form of text, graphics, video, 
apps, and animation.

worm
Malicious computer software that, unlike 
viruses, can spread on its own without being 
attached to other files.
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barriers to communication, 75
body scan tailoring, 196
Boeing Military Aircraft and Missile Systems, 

272
Bogusky, Alex, 219
bonds, 173

corporate, 156
Bono (musician and humanitarian), 39
Boston Consulting Group, 253

365Index

16695_index_ptg01.indd   365 08/12/16   9:51 am

Copyright 2018 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part.  WCN 02-200-203



“bottom line” of a financial statement, 134
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business. See also small businesses

basics of, 4–5
careers in, 15, 16
defined, 4
environment of, 8–15
factors of production, 7–8
history of, 5–6
nonprofit, 6–7
speed of, 2–5

business buyer behavior, 198
business communication, 74–88

active listening, 77–78
barriers to, 75–76
channels of, 78, 79
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distributorship, 104
diversification, financial, 174, 175
DiversityFran, 105
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fiscal policy, 22
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emerging economies, 40
Emerson, Bill, 253
Emerson, Ralph Waldo, 81
emissions, tracking, 68
emotional big ideas, 217
employees

accounting uses by, 126–127
compensation of, 274
older, 266–267
performance of, 273
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steps to success, 115
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entrepreneurship, 8
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and the individual, 60
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and the law, 58
marketing to the poor, 70
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and the organization, 60
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British exit from, 54
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Excite, 249
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face-to-face meetings, 79
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fashion developments, future, 196, 202
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field of membership for credit unions, 168
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capital budgeting, 162–164
decisions, motivators of, 146–149
defined, 147
funding options, 153–156
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financial statements

versus managerial accounting, 142
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financial budgets, 140
financial capital, 146
financial diversification, 174, 175
financial intermediaries, 167
financial leverage, 150, 156–160
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fiduciary duty of, 147
and risk, 148–149
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financial markets, 166–183
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investments, tracking, 182–183
personal investing, 178–182
regulating, 169–171
role of, 166–169
securities markets, 176–178
securities of, 171–176
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planning using, 151

Financial Services Modernization Act of 
1999, 170, 171

Financial Stability Oversight Council, 160, 
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Financial Standards Accounting Board 
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and smartphones, 137
financial statements, 128

balance sheet, 130–132
comparative statements, 139
footnotes, 138–139
income statement, 132–134
information in, 129, 130–136
interpretation of, 136–137
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statement of cash flows, 134–136
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from stockholders, 155–156
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first line management, 248, 249
fiscal cliff, 22–23
fiscal policy, 22
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fixed costs, 143
fixed margin pricing, 242–243
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flexible budgets, 141
flextime, 275–276
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footnotes to financial statements, 138–139
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entrepreneurship of, 112, 113, 115
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Foreign Corrupt Practices Act, 69–70
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foreign markets. See world marketplace
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Formosa Café, 205
forms of business ownership, 90–108
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sole proprietorship, 90–91, 92–94
total number of, 92
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costs of, 106
disadvantages of, 106–107
foreign, 45–46, 48, 104–105
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franchising agreements, 107–108
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free trade, 51–54
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Fripp, Patricia, 86
Fry, Art, 122
FSAB (Financial Standards Accounting 

Board), 128, 132
and smartphones, 137

FTSE 100, 182
full-service brokers, 178, 179
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short-term financing, 153–155
for small businesses, 115–118, 153

G
GAAT (generally accepted accounting 

principles), 128, 129, 132
Galbraith, John Kenneth, 19
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Define business and discuss the role of business in the 
economy. A business is any organization or activity that provides 
goods and services in an effort to earn a profit. Profit is the money 
that a business earns in sales, minus expenses, such as the cost of 

goods and the cost of salaries. Profit potential provides a powerful 
incentive for people to start their own businesses, or to become 
entrepreneurs. Successful businesses create wealth, which increases 
the standard of living for virtually all members of a society.

value The relationship between the price 
of a good or a service and the benefits that 
it offers its customers. (p. 2)

business Any organization or activity that 
provides goods and services in an effort to 
earn a profit. (p. 4)

profit The money that a business earns in 
sales (or revenue), minus expenses, such as 

the cost of goods, and the cost of salaries. 
Revenue 2 Expenses 5 Profit (or Loss). (p. 4)

loss When a business incurs expenses that 
are greater than its revenue. (p. 4)

entrepreneurs People who risk their 
time, money, and other resources to start 
and manage a business. (p. 4)

standard of living The quality and 
quantity of goods and services available to 
a population. (p. 5)

quality of life The overall sense of well-
being experienced by either an individual 
or a group. (p. 5)

nonprofits Business-like establishments 
that employ people and produce goods 
and services with the fundamental goal of 
contributing to the community rather than 
generating financial gain. (p. 6)
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Explain the evolution of modern business. Business 
historians typically divide the history of American business into five 
distinct eras, which overlap during the periods of transition.

 ■ Industrial Revolution: From the mid-1700s to the mid-1800s, 
technology fueled a period of rapid industrialization. 
Factories sprang up in cities, leading to mass production and 
specialization of labor.

 ■ Entrepreneurship Era: During the second half of the 1800s, large-
scale entrepreneurs emerged, building business empires that 
created enormous wealth, but often at the expense of workers 
and consumers.

 ■ Production Era: In the early 1900s, major businesses focused 
on further refining the production process, creating huge 
efficiencies. The assembly line, introduced in 1913, boosted 
productivity and lowered costs.

 ■ Marketing Era: After World War II, consumers began to gain 
power. As goods and services flooded the market, the 
marketing concept emerged: a consumer-first orientation as a 
guide to business decision making.

 ■ Relationship Era: With the technology boom in the 1990s, 
businesses began to look beyond the immediate transaction, 
aiming to build a competitive edge through long-term 
customer relationships.

Discuss the role of nonprofit organizations in the 
economy. Nonprofit organizations often work hand in hand with 
business to improve the quality of life in our society. Nonprofits are 
business-like establishments that contribute to economic stability 
and growth. Similar to businesses, nonprofits generate revenue and 
incur expenses. Their goal is to use any revenue above and beyond 
expenses to advance the goals of the organization, rather than to 
make money for its owners. Some nonprofits—such as museums, 
schools, and theaters—can act as economic magnets for commu-
nities, attracting additional investment.

The Relationship Between Nonprofits 
and Businesses

Advance Goals 
of Organization

Generate Revenue
Incur Expenses

Provide Employment

Create Profit 
for Owners

Outline the core factors of production and how they 
affect the economy. The four factors of production are the 
fundamental resources that both businesses and nonprofits use to 
achieve their objectives.
1. Natural resources: All inputs that offer value in their natural 

state, such as land, fresh water, wind, and mineral deposits. The 
value of natural resources tends to rise with high demand, low 
supply, or both.

2. Capital: The manmade resources that an organization needs 
to produce goods or services. The elements of capital include 
machines, tools, buildings, and technology.

3. Human resources: The physical, intellectual, and creative 
contributions of everyone who works within an economy. 
Education and motivation have become increasingly important 
as technology replaces manual labor jobs.

4. Entrepreneurship: Entrepreneurs take the risk of launching and 
operating their own businesses. Entrepreneurial enterprises 
can create a tidal wave of opportunity by harnessing the other 
factors of production.
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tal elements—natural resources, capital, 
human resources, and entrepreneurship—
that businesses need to achieve their 
objectives. (p. 7)

business environment The setting 
in which business operates. The five key 
components are economic environment, 
competitive environment, technological 
environment, social environment, and 
global environment. (p. 8)

speed-to-market The rate at which a 
new product moves from conception to 
commercialization. (p. 10)

business technology Any tools—
especially computers, telecommunications, 
and other digital products—that busi-
nesses can use to become more efficient 
and effective. (p. 11)

World Wide Web The service that allows 
computer users to easily access and share 
information on the Internet in the form of 
text, graphics, video, apps, and animation. 
(p. 11)

e-commerce Business transactions 
conducted online, typically via the Internet. 
(p. 12)

demographics The measurable char-
acteristics of a population. Demographic 
factors include population size and density, 
as well as specific traits such as age, gender,  
and race. (p. 12)

free trade An international economic 
and political movement designed to help 
goods and services flow more freely across 
international boundaries. (p. 15)

General Agreement on Tariffs and 
Trade (GATT) An international trade 
agreement that has taken bold steps to 
lower tariffs and promote free trade world-
wide. (p. 15)

Describe today’s business environment and discuss 
each key dimension. Accelerating change marks every dimen-
sion of today’s business environment.

 ■ Economic environment: In late 2008, the U.S. economy plunged 
into a deep financial crisis. The value of the stock market 
plummeted, companies collapsed, and the unemployment 
rate soared. The president, Congress, and the Federal Reserve 
took unprecedented steps—including a massive economic 
stimulus package—to encourage a turnaround.

 ■ Competitive environment: As global competition intensifies, 
leading-edge companies have focused on long-term 
customer satisfaction as never before.

 ■ Technological environment: The recent digital technology boom 
has transformed business, establishing new industries and 
burying others.

 ■ Social environment: The U.S. population continues to diversify. 
Consumers are gaining power, and society has higher 
standards for business behavior. Sustainability has become a 
core marketplace issue.

 ■ Global environment: The U.S. economy works within the 
context of the global environment. The worldwide recession 
has dampened short-term opportunities, but China and India 
continue their rapid economic development.

1-5
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The Business Environment

Explain how current business trends might affect your 
career choices. With automation picking up speed, many 
traditional career choices have become dead ends. But some 

things—including empathy, creativity, change management, and 
great communication—can’t be digitized. Having these skills can 
provide you with personal and financial opportunity.

1-6
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Define economics and discuss the evolving global 
economic crisis. Economics—the study of how people, com-
panies, and governments allocate resources—offers vital insights 
regarding the forces that affect every business on a daily basis. 
Understanding economics helps businesspeople make better deci-
sions, which can lead to greater profitability, both short-term and 
long-term. Macroeconomics is the study of broad economic trends. 
Microeconomics focuses on the choices made by smaller economic 
units, such as individual consumers, families, and businesses.

In September 2008, the U.S. economy plunged into a deep eco-
nomic crisis. The banking system hovered on the edge of collapse, 

property values plummeted, and home foreclosure rates soared. 
Massive layoffs put more than a million Americans out of work. By 
the end of the year, the stock market had lost more than a third of 
its value. To prevent total financial disaster, the federal government 
and the Federal Reserve intervened in the economy at an unprec-
edented level by bailing out huge firms that faced total collapse. In 
early 2009, Congress passed a colossal economic stimulus package, 
designed to turn around the economy and position the United 
States for long-term economic growth. In mid-2010, the economy 
began a painfully slow turnaround. By 2014, the economic recovery 
had clearly taken hold. 

fiscal policy Government efforts to influ-
ence the economy through taxation and 
spending. (p. 22)

budget surplus Overage that occurs 
when revenue is higher than expenses over 
a given period of time. (p. 22)

budget deficit Shortfall that occurs 
when expenses are higher than revenue 
over a given period of time. (p. 22)

federal debt The sum of all the money 
that the federal government has borrowed 
over the years and not yet repaid. (p. 22)

monetary policy Federal Reserve deci-
sions that shape the economy by influenc-
ing interest rates and the supply of money. 
(p. 23)

commercial banks Privately owned 
financial institutions that accept demand 
deposits and make loans and provide other 
services for the public. (p. 23)

money supply The total amount of 
money within the overall economy. (p. 24)

money Anything generally accepted as a 
medium of exchange, a measure of value, 
or a means of payment. (p. 24)

M1 money supply Includes all currency 
plus checking accounts and traveler’s 
checks. (p. 24)

M2 money supply Includes all of M1 
money supply plus most savings accounts, 
money market accounts, and certificates of 
deposit. (p. 24)

open market operations The Federal 
Reserve function of buying and selling gov-
ernment securities, which include treasury 
bonds, notes, and bills. (p. 24)

Federal Deposit Insurance 
Corporation (FDIC) A federal agency 
that insures deposits in banks and thrift 
institutions for up to $250,000 per cus-
tomer, per bank. (p. 25)

discount rate The rate of interest that 
the Federal Reserve charges when it loans 
funds to banks. (p. 25)

reserve requirement A rule set by 
the Fed, which specifies the minimum 
amount of reserves (or funds) a bank must 
hold, expressed as a percentage of the 
bank’s deposits. (p. 26)
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Analyze the impact of fiscal and monetary policy 
on the economy. Fiscal policy and monetary policy refer to 
efforts to shape the health of the economy. Fiscal policy involves 
federal government taxation and spending decisions designed to 
encourage growth and boost employment. Monetary policy refers 
to decisions by the Federal Reserve that influence the size of the 

money supply and the level of interest rates. Both the federal gov-
ernment and the Federal Reserve attempted to play a pivotal role in 
mitigating the impact of the recent financial crisis and establishing 
a framework for recovery via fiscal and monetary policy. These tools 
can also help sustain economic expansions.

economy A financial and social system of 
how resources flow through society, from pro-
duction, to distribution, to consumption. (p. 18)

economics The study of the choices that 
people, companies, and governments make 
in allocating society’s resources. (p. 18)

macroeconomics The study of a coun-
try’s overall economic dynamics, such as 
the employment rate, the gross domestic 
product, and taxation policies. (p. 18)

microeconomics The study of smaller 
economic units such as individual consum-
ers, families, and individual businesses. 
(p. 19)

Explain and evaluate the free market system and sup-
ply and demand. Capitalism, also known as the free market 
system, is based on private ownership, economic freedom, and fair 
competition. In a capitalist economy, individuals, businesses, or 
nonprofit organizations privately own the vast majority of enter-
prises. As businesses compete against each other, quality goes up, 
prices remain reasonable, and choices abound, raising the overall 
standard of living.

The interplay between the forces of supply and demand deter-
mines the selection of products and prices available in a free market 
economy. Supply refers to the quantity of products that producers 
are willing to offer for sale at different market prices at a specific 
time. Demand refers to the quantity of products that consumers are 
willing to buy at different market prices at a specific time. According 
to economic theory, markets will naturally move toward the point 
at which supply and demand are equal: the equilibrium point.

2-3

economic system A structure for allo-
cating limited resources. (p. 26)

capitalism An economic system—also 
known as the private enterprise or free market 
system—based on private ownership, eco-
nomic freedom, and fair competition. (p. 26)

pure competition A market structure 
with many competitors selling virtually 
identical products. Barriers to entry are 
quite low. (p. 27)

monopolistic competition A market 
structure with many competitors selling 

differentiated products. Barriers to entry are 
low. (p. 28)

oligopoly A market structure with only 
a handful of competitors selling products 
that can be similar or different. Barriers to 
entry are typically high. (p. 28)
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socialism An economic system based on 
the principle that the government should 
own and operate key enterprises that 
directly affect public welfare. (p. 31)

communism An economic and political 
system that calls for public ownership of 
virtually all enterprises, under the direction 
of a strong central government. (p. 31)

mixed economies Economies that 
embody elements of both planned and 
market-based economic systems. (p. 32)

privatization The process of converting 
government-owned businesses to private 
ownership. (p. 32)

Explain and evaluate planned market systems. In 
planned economies, the government—rather than individual 
choice—plays a pivotal role in controlling the economy. The two 
main types of planned economies are socialism and communism. 

While planned economies are designed to create more equity 
among citizens, they tend to be more prone to corruption and less 
effective at generating wealth than market-based economies.

2-4

Describe the trend toward mixed market systems. Most 
of today’s nations have mixed economies, falling somewhere along 
a spectrum that ranges from pure planned at one extreme to pure 
market at the other. Over the past 30 years, most major economies 

around the world have moved toward the market end of the 
spectrum, although recently—in the wake of the global financial 
crisis—the United States has added more planned elements to the 
economy.

2-5

Discuss key terms and tools to evaluate economic 
performance. Since economic systems are so complex, no sin-
gle measure captures all the dimensions of economic performance. 
But each measure yields insight on overall economic health.

 ■ Gross domestic product (GDP): The total value of all goods and 
services produced within a nation’s physical boundaries over a 
given period of time.

 ■ Unemployment rate: The percentage of the labor force reflecting 
those who don’t have jobs and are actively seeking employment.

 ■ Business cycle: The periodic expansion and contraction that 
occur over time in virtually every economy.

 ■ Inflation rate: The rate at which prices are rising across the 
economy. The government tracks the consumer price index 
and the producer price index.

 ■ Productivity: The relationship between the goods and services 
that an economy produces and the inputs needed to produce 
them.

2-6

monopoly A market structure with one 
producer completely dominating the 
industry, leaving no room for any significant 
competitors. Barriers to entry tend to be 
virtually insurmountable. (p. 28)

natural monopoly A market structure 
with one company as the supplier of a 
product because the nature of that product 
makes a single supplier more efficient than 
multiple, competing ones. Most natural 

monopolies are government sanctioned 
and regulated. (p. 28)

supply The quantity of products that 
producers are willing to offer for sale at 
different market prices. (p. 29)

supply curve The graphed relationship 
between price and quantity from a supplier 
standpoint. (p. 29)

demand The quantity of products that 
consumers are willing to buy at different 
market prices. (p. 30)

demand curve The graphed relation-
ship between price and quantity from a 
customer demand standpoint. (p. 30)

equilibrium price The price associated with 
the point at which the quantity demanded of a 
product equals the quantity supplied. (p. 31)

gross domestic product (GDP) The 
total value of all final goods and services 
produced within a nation’s physical bound-
aries over a given period of time. (p. 33)

unemployment rate The percentage of 
people in the labor force over age 16 who 
do not have jobs and are actively seeking 
employment. (p. 33)

business cycle The periodic contraction 
and expansion that occur over time in virtu-
ally every economy. (p. 34)

contraction A period of economic down-
turn, marked by rising unemployment and 
falling business production. (p. 34)

recession An economic downturn 
marked by a decrease in the GDP for two 
consecutive quarters. (p. 34)

depression An especially deep and long-
lasting recession. (p. 34)

recovery A period of rising economic 
growth and employment. (p. 34)

expansion A period of robust economic 
growth and high employment. (p. 35)

inflation A period of rising average prices 
across the economy. (p. 35)

hyperinflation An average monthly 
inflation rate of more than 50%. (p. 35)

disinflation A period of slowing average 
price increases across the economy. (p. 35)

deflation A period of falling average 
prices across the economy. (p. 35)

consumer price index (CPI) A measure 
of inflation that evaluates the change in 
the weighted-average price of goods and 
services that the average consumer buys 
each month. (p. 36)

producer price index (PPI) A measure  
of inflation that evaluates the change over 
time in the weighted-average wholesale 
prices. (p. 36)

productivity The basic relationship 
between the production of goods and 
services (output) and the resources needed 
to produce them (input) calculated via 
the following equation: output/input 5 
productivity. (p. 36)

www.cengagebrain.com

16695_RC_ptg01.indd   4 06/12/16   4:59 pm

Copyright 2018 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part.  WCN 02-200-203



The World Marketplace: Business without Borders 3
C

H
A

P
T

E
R

 3
 L

E
A

R
n

in
g

 o
b

jE
C

T
iv

E
s

 /
 K

E
y

 T
E

R
m

s

www.cengagebrain.com

Discuss business opportunities in the world economy.  
Advancing technology and falling trade barriers have created 
unprecedented international business opportunities. Despite 
the global economic crisis that began in 2008, high-population 

developing countries—such as China, India, Indonesia, and 
Brazil—continue to offer the most potential due to both their size 
and their relatively strong economic growth rates.

opportunity cost The opportunity of 
giving up the second-best choice when 
making a decision. (p. 42)

absolute advantage The benefit a 
country has in a given industry when 
it can produce more of a product than 
other nations using the same amount of 
resources. (p. 42)

comparative advantage The benefit 
a country has in a given industry if it can 
make products at a lower opportunity cost 
than other countries. (p. 42)

balance of trade A basic measure of 
the difference in value between a nation’s 
exports and imports, including both goods 
and services. (p. 42)

trade surplus Overage that occurs when 
the total value of a nation’s exports is higher 
than the total value of its imports. (p. 42)

trade deficit Shortfall that occurs when 
the total value of a nation’s imports is higher 
than the total value of its exports. (p. 42)

balance of payments A measure of the 
total flow of money into or out of a country. 
(p. 43)

balance of payments surplus 
Overage that occurs when more money 
flows into a nation than out of that nation. 
(p. 43)

balance of payments deficit Shortfall 
that occurs when more money flows out of 
a nation than into that nation. (p. 43)

exchange rates A measurement of the 
value of one nation’s currency relative to 
the currency of other nations. (p. 43)

countertrade International trade that 
involves the barter of products for products 
rather than for currency. (p. 43)

foreign outsourcing (also contract 
manufacturing) Contracting with foreign 
suppliers to produce products, usually at a 
fraction of the cost of domestic production. 
(p. 44)

importing Buying products domesti-
cally that have been produced or grown in 
foreign nations. (p. 45)

exporting Selling products in foreign 
nations that have been produced or grown 
domestically. (p. 45)

foreign licensing Authority granted by a 
domestic firm to a foreign firm for the rights 
to produce and market its product or to 
use its trademark/patent rights in a defined 
geographical area. (p. 45)

foreign franchising A specialized 
type of foreign licensing in which a firm 
expands by offering businesses in other 
countries the right to produce and market 
its products according to specific operating 
requirements. (p. 45)
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Explain the key reasons for international trade. The 
benefits of international trade for individual firms include access 
to factors of production, reduced risk, and an inflow of new ideas 
from foreign markets. Overall, industries tend to succeed on a 
global basis in countries that enjoy a competitive advantage. A 
country has an absolute advantage in a given industry when it 

can produce more of a good than other nations, using the same 
amount of resources, and a country has a comparative advantage 
when it can make products at a lower opportunity cost than other 
nations. Unless they face major trade barriers, the industries in any 
country tend to produce products for which they have a compara-
tive advantage.

Describe the tools for measuring international trade.  
Measuring the impact of international trade on individual nations 
requires a clear understanding of balance of trade, balance of pay-
ments, and exchange rates.

 ■ Balance of trade: A basic measure of the difference between a 
nation’s exports and imports.

 ■ Balance of payments: A measure of the total flow of money into 
or out of a country, including the balance of trade, plus other 

financial flows, such as foreign loans, foreign aid, and foreign 
investments.

 ■ Exchange rates: A measure of the value of one nation’s currency 
relative to the currency of other nations. The exchange rate 
has a powerful influence on the way global trade affects both 
individual nations and their trading partners.

Analyze strategies for reaching global markets. Firms 
can enter global markets by developing foreign suppliers, foreign 
customers, or both. Two strategies for acquiring foreign suppliers 
are outsourcing and importing. Key strategies for developing 
foreign markets include exporting, licensing, franchising, and 
direct investment. Exporting is relatively low cost and low risk, 
but it offers little control over the way the business unfolds. 
Direct investment, at the other end of the spectrum, tends to 
be high cost and high risk, but it offers more control and higher 
potential profits.

Market Development Options
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investment) When firms either acquire 
foreign firms or develop new facilities from 
the ground up in foreign countries. (p. 46)

joint ventures When two or more 
companies join forces—sharing resources, 
risks, and profits, but not actually 

merging companies—to pursue specific 
opportunities. (p. 46)

partnership A voluntary agreement 
under which two or more people act as  
co-owners of a business for profit. (p. 46)

strategic alliance An agreement 
between two or more firms to jointly 

pursue a specific opportunity without 
actually merging their businesses. Strategic 
alliances typically involve less formal, less 
encompassing agreements than partner-
ships. (p. 46)

sociocultural differences Differences 
among cultures in language, attitudes, and 
values. (p. 47)

infrastructure A country’s physical facili-
ties that support economic activity. (p. 47)

protectionism National policies 
designed to restrict international trade, 

usually with the goal of protecting domes-
tic businesses. (p. 50)

tariffs Taxes levied against imports. (p. 50)

quotas Limitations on the amount of 
specific products that may be imported 
from certain countries during a given time 
period. (p. 50)

voluntary export restraints (VERs)  
Limitations on the amount of specific prod-
ucts that one nation will export to another 
nation. (p. 50)

embargo A complete ban on interna-
tional trade of a certain item, or a total halt 
in trade with a particular nation. (p. 50)

free trade The unrestricted movement 
of goods and services across international 
borders. (p. 51)

General Agreement on Tariffs and 
Trade (GATT) An international trade 
treaty designed to encourage worldwide 
trade among its members. (p. 51)

World Trade Organization (WTO) A 
permanent global institution to promote 
international trade and to settle interna-
tional trade disputes. (p. 51)

World Bank An international cooperative 
of 188 member countries, working together 
to reduce poverty in the developing world. 
(p. 51)

International Monetary Fund (IMF) 
An international organization of 188 mem-
ber nations that promotes international 
economic cooperation and stable growth. 
(p. 51)

trading bloc A group of countries that 
have reduced or even eliminated tariffs, 
allowing for the free flow of goods among 
the member nations. (p. 52)

common market A group of countries 
that have eliminated tariffs and harmonized 
trading rules to facilitate the free flow of 
goods among the member nations. (p. 52)

North American Free Trade 
Agreement (NAFTA) The treaty among 
the United States, Mexico, and Canada that 
eliminated trade barriers and investment 
restrictions over a 15-year period starting in 
1994. (p. 52)

European Union (EU) The world’s 
largest common market, composed of 28 
European nations. (p. 53)

Discuss barriers to international trade and strategies to 
surmount them. Most barriers to trade fall into the following 
categories: sociocultural differences, economic differences, and 
legal/political differences. Each country has a different mix of 
barriers. Often countries with the highest barriers have the least 

competition, which can be a real opportunity for the first inter-
national firms to break through. The best way to surmount trade 
barriers is to cultivate a deep understanding of a country before 
beginning business. And since conditions change rapidly in many 
nations, learning and responding are continual processes.

Describe the free-trade movement and discuss key 
benefits and criticisms. Over the past two decades, the 
emergence of regional trading blocs, common markets, and inter-
national trade agreements has moved the world economy much 
closer to complete free trade. Key players include:

 ■ GATT and the WTO
 ■ The World Bank
 ■ The International Monetary Fund (IMF)
 ■ The North American Free Trade Agreement (NAFTA)
 ■ The European Union (EU)

The free trade movement has raised the global standard of living, 
lowered prices, and expanded choices for millions of people, but 
critics are troubled by the growing economic gap between the 
haves and the have-nots, worker abuse, large-scale pollution, and 
cultural homogenization.

3-5

3-6
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Define ethics and explain the concept of universal 
ethical standards. Ethics is a set of beliefs about right and 
wrong, good and bad. Who you are as a human being, your family, 
and your culture all play a role in shaping your ethical standards. 
The laws of each country usually set minimum ethical standards, 
but truly ethical standards typically reach beyond minimum legal 

requirements. Despite some significant cultural and legal differ-
ences, people around the globe tend to agree on core values, 
which can serve as a starting point for universal ethical standards 
across a wide range of situations: trustworthiness, respect, respon-
sibility, fairness, caring, and citizenship.

ethics A set of beliefs about right and 
wrong, good and bad. (p. 56)

universal ethical standards Ethical 
norms that apply to all people across a 
broad spectrum of situations. (p. 58)

business ethics The application of right 
and wrong, good and bad, in a business 
setting. (p. 58)

ethical dilemma A decision that involves 
a conflict of values; every potential course 
of action has some significant negative 
consequences. (p. 59)

code of ethics A formal, written docu-
ment that defines the ethical standards of 
an organization and gives employees the 
information they need to make ethical deci-
sions across a range of situations. (p. 62)

whistle-blowers Employees who 
report their employer’s illegal or unethical 
behavior to either the authorities or the 
media. (p. 62)
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Describe business ethics and ethical dilemmas. Business 
ethics is the application of right and wrong, good and bad, in a busi-
ness setting. Ethical dilemmas arise when you face business decisions 

that throw your values into conflict. These are decisions that force 
you to choose among less-than-ideal options because whatever 
choice you make will have some significant negative consequences.

Discuss how ethics relates to both the individual and 
the organization. Ethical choices begin with ethical individu-
als. To help people make good choices, experts have developed 
frameworks for reaching ethical decisions. While the specifics vary, 
the core principles of most decision guides are similar:

 ■ Do you fully understand each dimension of the problem?
 ■ Who would benefit? Who would suffer?
 ■ Are the alternative solutions legal? Are they fair?
 ■ Does your decision make you comfortable at a “gut feel” level?
 ■ Could you defend your decision on the nightly TV news?
 ■ Have you considered and reconsidered your responses to each 

question?

While each person is responsible for his or her own actions, the 
organization can also have a dramatic influence on the conduct of 

individual employees. An ethical 
culture—which includes ethical 
leadership from top executives, 
and accountability at every level of 
the organization—has an outsized 
impact on individual conduct. 
But formal ethics programs also 
play a crucial role. A written code 
of ethics—a document that lays 
out the values and priorities of the 
organization—is the cornerstone 
of a formal ethics program. Other 
key elements include ethics train-
ing and a clear enforcement policy 
for ethical violations.

Define social responsibility and examine the impact on 
stakeholder groups. Social responsibility is the obligation of 
a business to contribute to society. Enlightened companies care-
fully consider the priorities of all stakeholders—groups who have 
an interest in their actions and performance—as they make key 
decisions. Core stakeholder groups for most businesses are listed 
below, along with key obligations.

 ■ Employees: Treat employees with dignity, respect, and fairness. 
Ensure that hard work and talent pay off. Help workers balance 
emerging work–life priorities.

 ■ Customers: Provide quality products at a fair price. Ensure that 
customers are safe and informed. Support consumer choice 
and consumer dialogue.

 ■ Investors: Create an ongoing stream of profits. Manage investor 
dollars according to the highest legal and ethical standards. 
Support full disclosure.

 ■ Community: Support nonprofit groups that improve the 
community and fit with your company. Minimize the negative 
environmental impact of your business.

Ethical Dilemma

L E S S
Responsible

M O R E
Responsible

Some businesses do not 
recognize an obligation to 
society and do only what’s 
legally required.

Some businesses choose to 
respond on a case-by-case 
basis to market requests for 
contributions.

Some businesses choose to 
integrate social responsibility 
into their strategic plans, 
contributing as part of their 
business goals.

No 
Contribution

Responsive 
Contributions

Proactive
Contributions

The Spectrum of Social Responsibility
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social audit A systematic evaluation of 
how well a firm is meeting its ethics and 
social responsibility goals. (p. 71)

Explain the role of social responsibility in the global 
arena. Social responsibility becomes more complex in the global 
arena, largely due to differences in the legal and cultural environ-
ments. Bribery and corruption are key issues, along with concern 
for human rights and environmental standards.

Describe how companies evaluate their efforts to be 
socially responsible. Many companies—even some entire 
industries—monitor themselves. The process typically involves 
establishing objectives for ethics and social responsibility and 
then measuring achievement of those objectives on a systematic, 
periodic basis. Other groups play watchdog roles as well. Key play-
ers include activist customers, investors, unions, environmentalists, 
and community groups.

4-5

4-6

Brib
er

y

Cultural

Differences

Legal
Differences

Enviro
nm

en
ta

l

Sta
ndard

s

Hum
an Rights

Corruption

Social Responsibility Issues in the Global Arena

social responsibility The obligation of 
a business to contribute to society. (p. 62)

stakeholders Any groups that have 
a stake—or a personal interest—in the 
performance and actions of an organiza-
tion. (p. 63)

consumerism A social movement that 
focuses on four key consumer rights: (1) the 
right to be safe, (2) the right to be informed, 
(3) the right to choose, and (4) the right to 
be heard. (p. 63)

planned obsolescence The strategy 
of deliberately designing products to fail 
in order to shorten the time between 
purchases. (p. 65)

Sarbanes-Oxley Act Federal legisla-
tion passed in 2002 that sets higher ethical 
standards for public corporations and 
accounting firms. Key provisions limit 
conflict-of-interest issues and require finan-
cial officers and CEOs to certify the validity 
of their financial statements. (p. 66)

corporate philanthropy All business 
donations to nonprofit groups, including 
money, products, and employee time. 
(p. 66)

cause-related marketing Marketing 
partnerships between businesses and 
nonprofit organizations, designed to spike 
sales for the company and raise money for 
the nonprofit. (p. 66)

corporate responsibility Business 
contributions to the community through 
the actions of the business itself rather than 
donations of money and time. (p. 67)

sustainable development Doing busi-
ness to meet the needs of the current gen-
eration, without harming the ability of future 
generations to meet their needs. (p. 67)

carbon footprint Refers to the amount 
of harmful greenhouse gases that a firm 
emits throughout its operations, both 
directly and indirectly. (p. 68)

green marketing Developing and pro-
moting environmentally sound products and 
practices to gain a competitive edge. (p. 68)
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Explain the importance of excellent business communi-
cation. Effective communication happens when relevant meaning 
is transmitted from the sender to the receiver. Skillful communica-
tors save time and money, and develop deeper, more trusting rela-
tionships with their colleagues. Anything that interferes with the 
correct transmission of your message is a barrier to communication. 
Barriers can be physical, verbal, nonverbal, cultural, perceptual, or 
organizational. To communicate effectively, you should be able to 
identify and surmount any barriers that stand between you and 
your audience. The result? Greater chance of long-term success in 
every aspect of business.

communication The transmission 
of information between a sender and a 
recipient. (p. 74)

noise Any interference that causes the 
message you send to be different from the 
message your audience understands. (p. 75)

communication barriers Obstacles 
to effective communication, typically 
defined in terms of physical, language, 
body language, cultural, perceptual, and 
organizational barriers. (p. 75)

intercultural communication  
Communication among people with 
differing cultural backgrounds. (p. 76)

nonverbal communication 
Communication that does not use words. 
Common forms of nonverbal communica-
tion include gestures, posture, facial expres-
sions, tone of voice, and eye contact. (p. 76)

active listening Attentive listening that 
occurs when the listener focuses his or her 
complete attention on the speaker. (p. 77)

communication channels The various 
ways in which a message can be sent, rang-
ing from one-on-one in-person meetings 
to Internet message boards. (p. 78)
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Describe the key elements of nonverbal communica-
tion. The key elements of nonverbal communication include eye 
contact, tone of voice, facial expressions, gestures, and posture. 
Studies suggest that, on average, only 7% of meaning during 
face-to-face communication comes from the verbal content of 
the message, which magnifies the importance of every element of 
nonverbal communication. Active listening also plays an influential 
role. The starting point is empathy: a genuine attempt to under-
stand and appreciate the speaker. You should signal your focus 
to the speaker through verbal cues, such as “I understand your 
point,” and nonverbal cues, such as nods, eye contact, and leaning 
forward. The result will be better relationships and better informa-
tion for you.

Compare, contrast, and choose effective communica-
tion channels. Communication channels differ significantly in 
terms of richness: the amount of information that they offer the 
audience. The spectrum ranges from written communication at the 
low end to face-to-face meetings at the high end. The best choice 
depends on your objective, your message, and your audience. 
To ensure that your communication achieves your goals, always 
consider the needs and expectations of your audience. If you tailor 
each message with the audience in mind, you’ll give yourself a 
competitive edge in terms of the time, attention, and response of 
your audience.

Barriers to Communication Can Be Daunting

93% of meaning
comes from 
nonverbal 

communication

Eye contact
Tone of voice

Facial expressions
Gestures
Posture

Communication Channels Have Different Levels 
of Richness

Very High

High

Moderate

Low

Very Low

Face-to-Face
Meeting

In-Person
Presentation

Tele-
phone

Voice 
Mail

Email Memos/
Reports

Texting

16695_RC_ptg01.indd   9 06/12/16   5:00 pm

Copyright 2018 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part.  WCN 02-200-203



  C
H

A
PT

ER
 r

eV
ie

w
Business Communication: Creating and Delivering Messages that Matter5

www.cengagebrain.com

C
H

A
P

T
E

R
 5

 L
E

A
R

n
in

g
 o

b
jE

C
T

iv
E

s
 /

 K
E

y
 T

E
R

m
s

dynamic delivery Vibrant, compelling 
presentation delivery style that grabs  
and holds the attention of the audience. 
(p. 88)

bias A preconception about members of 
a particular group. Common forms of bias 
include gender bias; age bias; and race, 
ethnicity, or nationality bias. (p. 80)

active voice Sentence construction in 
which the subject performs the action 
expressed by the verb (e.g., The accountant 
did the taxes.). The active voice works 
better for the vast majority of business 
communication. (p. 81)

passive voice Sentence construction in 
which the subject does not do the action 
expressed by the verb; rather, the subject 
is acted upon (e.g., The taxes were done  
by our accountant.). The passive voice 
tends to be less effective for business 
communication. (p. 81)

Choose the right words for effective communication.  
The right words can make the difference between a message your 
audience absorbs and a message your audience ignores. Keep 

these considerations in mind: analyze your audience, be concise, 
avoid slang, avoid bias, and use the active voice.

Write more effective business memos, letters, and 
emails. Here, too, you should begin with the needs of your 
audience; their anticipated response should drive the structure  
of your writing. Determine the “bottom line” of your 

communication, and be sure to deliver it up front. Your  
message itself should have a natural tone and must be  
completely free of grammatical errors.

5-4

5-5

5-6 Create and deliver successful verbal presentations. A 
great presentation begins with a hook that draws your audience in 
and engages their attention. The body of the presentation typically 
focuses on three key points, supported by credible information and 

persuasive arguments. The close summarizes the key points and 
often refers back to the opening hook. Dynamic delivery is simply a 
matter of practice, with a focus on knowing your material. 

Sample Emails: Same Message, Different Approach

If the recipient will feel negative...

TO: Online Poker Team
FROM: Yumi Tanaka, VP Product Development
RE: Game Development Teams

Thank you for arranging to present the new version of  
online poker to the sales force next week. I am confident 
that this game your team developed will be a huge hit with 
our key customers.

Looking forward, we hope to develop at least three more 
innovative games this year. To best use the expertise that 
your team has developed in this area, I plan to reassign 
each member to a new team that needs to brainstorm 
more effectively. Please let me know sometime in the next 
two days if you have a preference regarding your new 
assignment. I’d be glad to answer any questions.

Positive close

reinforces goodwill

Opening 
establishes 

goodwill

The reasons 
for the restructuring 

precede the 
announcement

Neutral subject line–informative but not alarming

If the recipient will feel neutral...

TO: Online Poker Team
FROM: Yumi Tanaka, VP Product Development
RE: Game Development Team Restructuring

To help meet our goal of developing three more innovative 
games this year, I plan to reassign each member of the 
online poker team to a new team that needs to brainstorm 
more effectively. Please let me know sometime in the next 
two days if you have a preference regarding your new 
assignment.

Thank you for arranging to present the new version of your 
online poker game to the sales force last week. I am 
confident that this game your team developed will be a 
huge hit with our key customers.

Subject line specifiesthe key issue

Positive close

reinforces goodwill

Main point
in the first 
sentence
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Describe the characteristics of the four basic forms of 
business ownership. A sole proprietorship is a business that 
is owned, and usually managed, by a single person. A partnership 
is a voluntary arrangement under which two or more people act 
as co-owners of a business for profit. A corporation is a legal entity 
created by filing a document (known in most states as the “articles 
of incorporation”) with a state agency. A corporation is considered 

to be separate and distinct from its owners, who have limited 
liability for the debts of their company. A limited liability company 
(LLC) is a relatively new form of business ownership that, like a cor-
poration, offers limited liability to all of its owners. However, LLCs 
offer more flexibility in tax treatment and have simpler operating 
requirements.

sole proprietorship A form of business 
ownership with a single owner who usually 
actively manages the company. (p. 90)

partnership A voluntary agreement 
under which two or more people act as  
co-owners of a business for profit. (p. 91)

general partnership A partnership in 
which all partners can take an active role in 
managing the business and have unlimited 
liability for any claims against the firm. (p. 91)

corporation A form of business owner-
ship in which the business is considered 
a legal entity that is separate and distinct 
from its owners. (p. 91)

articles of incorporation The 
document filed with a state government to 
establish the existence of a new corpora-
tion. (p. 91)

limited liability When owners are not 
personally liable for claims against their 

firm. Owners with limited liability may  
lose their investment in the company, but 
their other personal assets are protected. 
(p. 92)

limited liability company (LLC) A 
form of business ownership that offers both 
limited liability to its owners and flexible tax 
treatment. (p. 92)

limited partnership A partnership 
that includes at least one general partner 
who actively manages the company and 
accepts unlimited liability and one limited 
partner who gives up the right to actively 

manage the company in exchange for 
limited liability. (p. 95)

limited liability partnership (LLP) 
A form of partnership in which all partners 

have the right to participate in manage-
ment and have limited liability for company 
debts. (p. 96)

C corporation The most common type 
of corporation, which is a legal business 
entity that offers limited liability to all of  
its owners, who are called stockholders. 
(p. 96)

corporate bylaws The basic rules gov-
erning how a corporation is organized and 
how it conducts its business. (p. 97)

stockholder An owner of a corporation. 
(p. 97)

institutional investor An organization 
that pools contributions from investors, 
clients, or depositors and uses these funds 
to buy stocks and other securities. (p. 97)
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Discuss the advantages and disadvantages of a sole 
proprietorship. A sole proprietorship is the simplest and least 
expensive form of ownership to establish. It offers the single owner 
the flexibility of running the business without having to seek the 
approval of other owners. If the business is successful, the sole 
proprietor retains all of the profits. Finally, the earnings of a sole 
proprietorship are taxed only as income of the owner, with no 

separate tax levied on the business itself. One key disadvantage of 
a sole proprietorship is that the single owner has unlimited liability 
for the debts of the business. Sole proprietors also often work 
long hours and assume heavy responsibilities, and they may have 
difficulty raising funds for expansion. Another drawback of sole 
proprietorships is their limited life.

Evaluate the pros and cons of the partnership as a form 
of business ownership. The most basic type of partnership is a 
general partnership, in which each co-owner may take an active role 
in management. Compared to the sole proprietorships, a general 
partnership offers the advantages of pooled financial resources 
and the benefits of a shared workload that can take advantage 
of complementary skills. The earnings of general partnerships are 
taxed only as income to the partners; there is no separate income 
tax on the business itself. One major disadvantage of a general 
partnership is that each owner has unlimited liability for the debts 
of the company. Moreover, disagreements among partners can 

complicate decision making. Finally, the death or withdrawal of a 
partner can create instability and uncertainty in the management 
and financing of the company.

There are two other common types of partnerships. A limited 
partnership must have at least one general partner and at least one 
limited partner. General partners actively manage the company 
and have unlimited liability for the company’s debts. Limited part-
ners have limited liability but may not actively manage the partner-
ship. In a limited liability partnership, all partners may manage their 
company and are protected by some degree of limited liability for 
the debts of their firm. 

Explain why corporations have become the dominant 
form of business ownership. The most common form of 
corporation is the C corporation. All stockholders (the owners of a C 
corporation) have limited liability for company debts. C corpora-
tions can raise financial capital by issuing bonds or shares of stock, 
giving them an advantage when it comes to financing growth. 
Other advantages include unlimited life, easy transfer of ownership, 

and the ability to take advantage of professional management. But 
forming a corporation can be more complex and expensive than 
forming a partnership. Another drawback is that any profits distrib-
uted to stockholders are taxed twice—once as income to the cor-
poration, then again as income to the stockholders. Corporations 
are also subject to extensive government regulation. 
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are elected by stockholders of a corpora-
tion to represent their interests. (p. 98)

S corporation A form of corporation 
that avoids double taxation by having its 
income taxed as if it were a partnership. 
(p. 100)

statutory close (or closed) corpora-
tion A corporation with a limited number 
of owners that operates under simpler, less 
formal rules than a C corporation. (p. 100)

nonprofit corporation A corporation 
that does not seek to earn a profit and dif-
fers in several fundamental respects from C 
corporations. (p. 100)

horizontal merger A combination of 
two firms that are in the same industry. 
(p. 101)

vertical merger A combination of firms 
at different stages in the production of a 
good or service. (p. 101)

conglomerate merger A combination 
of two firms that are in unrelated industries. 
(p. 101)

acquisition A corporate restructuring in 
which one firm buys another. (p. 101)

merger A corporate restructuring that 
occurs when two formerly independent 
business entities combine to form a new 
organization. (p. 101)

divestiture The transfer of total or partial 
ownership of some of a firm’s operations to 
investors or to another company. (p. 101)

6-5

6-6

Explain why limited liability companies are becoming 
an increasingly popular form of business ownership.  
Limited liability companies (LLCs) are attractive because they avoid 
the problem of double taxation endemic to C corporations, while 
giving all owners the protection of limited liability. In this sense, 

LLCs are similar to S corporations, but without the restrictions on 
ownership. LLCs also face fewer regulations than corporations 
and give the owners the flexibility to either manage the company 
themselves or hire professional managers.

Evaluate the advantages and disadvantages of fran-
chising. A franchise is a licensing arrangement under which one 
party (the franchisor) allows another party (the franchisee) to use its 
name, trademark, patents, copyrights, business methods, and other 
property in exchange for monetary payments and other consid-
erations. The franchisor gains revenue without the need to invest 
its own money. The franchisee gains the right to use a well-known 

brand name and proven business methods and often receives 
training and support from the franchisor. On the downside, franchi-
sors often find that dealing with a large number of franchisees can 
be complex and challenging. For franchisees, the main drawbacks 
are the monetary payments (fees and royalties) they must pay to 
the franchisor and the loss of control over management of their 
business. 

franchise A licensing arrangement under 
which a franchisor allows franchisees to use 
its name, trademark, products, business 
methods, and other property in exchange 
for monetary payments and other 
considerations. (p. 104)

franchisor The business entity in a 
franchise relationship that allows others 
to operate its business using resources it 
supplies in exchange for money and other 
considerations. (p. 104)

franchisee The party in a franchise 
relationship that pays for the right to use 
resources supplied by the franchisor. (p. 104)

distributorship A type of franchising 
arrangement in which the franchisor makes 
a product and licenses the franchisee to sell 
it. (p. 104)

business format franchise A broad 
franchise agreement in which the fran-
chisee pays for the right to use the name, 
trademark, and business and production 
methods of the franchisor. (p. 104)

franchise agreement The contractual 
arrangement between a franchisor and 
franchisee that spells out the duties and 
responsibilities of both parties. (p. 107)

Franchise Disclosure Document 
(FDD) A detailed description of all aspects 
of a franchise that the franchisor must pro-
vide to the franchisee at least 14 calendar 
days before the franchise agreement is 
signed. (p. 108)

Types of Mergers and acquisiTions

Type of 
Merger Definition Common Objective Example

Horizontal 
Merger

A combination of firms in the 
same industry.

Increase size and market power 
within the industry. 

Improve efficiency by eliminating 
duplication of facilities and personnel.

Walgreens Boots Alliance, a retail pharmacy 
chain in the United States and U.K., acquired 
fellow retail pharmacy chain Rite Aid for 
$9.4 billion.

Vertical 
Merger

A combination of firms that are at 
different stages in the production 
of a good or service, creating a 
“buyer-seller” relationship.

Provide tighter integration of produc-
tion and increased control over the 
supply of crucial inputs.

Netherlands-based oil and gas company 
Royal Dutch Shell acquired British-based BG 
Group, the largest supplier of liquefied natu-
ral gas to the United States, for $70 billion.

Conglomer-
ate Merger

A combination of firms in 
unrelated industries.

Reduce risk by making the firm less 
vulnerable to adverse conditions in any 
single market.

Anbang Insurance, a Chinese company, 
buys the famed New York City Waldorf 
Astoria Hotel from Hilton Worldwide 
Holdings for $1.95 billion.
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Explain the key reasons to launch a small business.  
Launching a business is tough, but the advantages of business 
ownership can far outweigh the risk and hard work. Most people 
who take the plunge are seeking some combination of greater 
financial success, independence, flexibility, and challenge. But some 
are seeking survival and simply have no other options.

entrepreneurs People who risk their 
time, money, and other resources to start 
and manage a business. (p. 111)

internal locus of control A deep-
seated sense that the individual is person-
ally responsible for what happens in his or 
her life. (p. 114)

external locus of control A deep-
seated sense that forces other than the 
individual are responsible for what happens 
in his or her life. (p. 114)

angel investors Individuals who invest 
in start-up companies with high growth 
potential in exchange for a share of owner-
ship. (p. 117)

venture capital firms Companies that 
invest in start-up businesses with high 
growth potential in exchange for a share of 
ownership. (p. 117)
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Describe the typical entrepreneurial mindset and 
characteristics. Not all small business owners are entrepreneurs. 
The difference is attitude: from day one, true entrepreneurs aim to 
dominate their industry. The entrepreneurial personality typically 
includes some combination of the following characteristics: vision, 
self-reliance, energy, confidence, tolerance of uncertainty, and toler-
ance of failure. While these qualities are very helpful, they aren’t 
essential: it’s clearly possible to succeed with a number of different 
personality types.

Discuss funding options for small business. For many 
entrepreneurs, finding the money to fund their business is the top 
challenge of their start-up year. The vast majority of new firms 
are funded by the personal resources of the founder, including 

personal accounts (e.g., credit cards), family, and friends. Other key 
funding sources include bank loans, angel investors, and venture 
capital firms.

Analyze the opportunities and threats that small busi-
nesses face. Small businesses enjoy some key advantages but 
also face daunting obstacles as they fight for a foothold in the 
turbulent marketplace.
Opportunities:

 ■ Market niches: Many small firms are uniquely positioned to 
exploit small, but profitable, market niches.

 ■ Personal customer service: With a smaller customer base, small 
firms can develop much more personal relationships with 
individual customers.

 ■ Lower overhead costs: Many small firms can hold down overhead 
costs by hiring fewer managers and fewer specialized employees.

 ■ Technology: The Web has played a powerful role in opening 
new opportunities for small business in both local and global 
markets.

Threats:
 ■ High risk of failure: Starting a new business involves a lot of risk, 

but the odds improve significantly after the five-year mark.
 ■ Lack of knowledge and experience: Entrepreneurs often have 

expertise in a particular area but lack the background to run a 
successful business.

 ■ Too little money: Lack of start-up money is a major issue for 
most new firms, since ongoing profits don’t usually begin for 
months, or even years.

Risk
Hard Work

Financial Success
Independence

Flexibility
Challenge

For Entrepreneurs, the Potential Rewards 
Outweigh the Issues
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Vision

Energy

Tolerance of

Uncertainty

Self-Reliance

Confidence

Tolerance of
Failure

Entrepreneurial Characteristics
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 ■ Bigger regulatory burden: Small firms spend 45% more per 
employee than big firms, simply complying with federal 
regulations.

 ■ Higher health insurance costs: Small-scale health plans are 
much more expensive, making it harder to offer employees 
competitive coverage.

Discuss ways to become a new business owner and 
tools to facilitate success. Many people who are interested 
in owning their own business prefer to start from scratch and build 
their company from the ground up. But buying an established 
business, or even a franchise, can be an excellent choice as well. 
Each choice involves a range of pros and cons, but broadly speak-
ing, it’s less risky to buy an established business or franchise, but 
more satisfying (at least for some people) to start a new venture 
from scratch. Whichever path you choose—whether you’re an 
ambitious entrepreneur or simply a small business owner—several 
strategies can help you succeed over the long term: gain experi-
ence in your field, learn from others, educate yourself, access SBA 
resources, and develop a business plan.

Small Business Administration 
(SBA) An agency of the federal govern-
ment designed to maintain and strengthen 
the nation’s economy by aiding, counseling, 
assisting, and protecting the interests of 
small businesses. (p. 120)

Small Business Development 
Centers (SBDCs) Local offices—
affiliated with the Small Business 

Administration—that provide comprehen-
sive management assistance to current and 
prospective small business owners. (p. 121)

SCORE (Service Corps of Retired 
Executives) An organization—affiliated 
with the Small Business Administration—
that provides free, comprehensive business 
counseling for small business owners from 
qualified volunteers. (p. 121)

business plan A formal document that 
describes a business concept, outlines 
core business objectives, and details 
strategies and timelines for achieving 
those objectives. (p. 121)

market niches A small segment of a 
market with fewer competitors than the 
market as a whole. Market niches tend to 
be quite attractive to small firms. (p. 118)

New BusiNess survival rates
Year in  
Business

Survival 
Rate

Change vs. Prior Year  
(percentage points)

Year 1 100.0% —

Year 2 78% 222

Year 3 66% 212

Year 4 56% 210

Year 5 50% 26

Year 6 45% 25

Year 7 42% 23

Year 8 40% 22

Year 9 37% 23

Year 10 35% 22
Source: Entrepreneurship and the U.S. Economy, Bureau of Labor Statistics, http://www.bls.gov 
/bdm/entrepreneurship/bdm_chart3.htm, accessed May 18, 2016.

7-6 Explain the size, scope, and economic contributions 
of small business. Small businesses play a vital role in the 
American economy, generating about half of the U.S. gross domes-
tic product and accounting for more than two-thirds of all new 
jobs over the past two decades. In addition to fueling employment 
growth, small businesses contribute innovations to the economy 
at a much higher rate than their big business counterparts. They 
also form the backbone of many inner-city economies, finding 

opportunities—and offering products and services—in places 
where most large firms opt not to operate. The entrepreneurship 
rate around the world varies dramatically from country to country, 
ranging from a high of 41% in Zambia to a low of 4% in Italy, Russia, 
and Japan. The differences among countries seem to depend 
largely on the national per capita income, the opportunity costs for 
entrepreneurs, and the national culture and political environment.
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Define accounting and describe how accounting infor-
mation is used by a variety of stakeholders. Accounting is 
a system for recognizing, organizing, analyzing, and reporting infor-
mation about the financial transactions that affect an organization. 
This information is important to many different stakeholder groups. 
Owners want to know whether their firm made a profit or suffered 

a loss. Creditors want to make sure that the firm has the capacity 
to repay any loans they make. Employees want to know whether 
their company is performing well enough to provide job security 
and a good pay raise. The IRS wants to know the amount of taxable 
income the firm earns during each period.

accounting A system for recognizing, 
organizing, analyzing, and reporting infor-
mation about the financial transactions that 
affect an organization. (p. 126)

financial accounting The branch 
of accounting that prepares financial 
statements for use by owners, creditors, 
suppliers, and other external stakeholders. 
(p. 128)

generally accepted accounting 
principles (GAAP) A set of accounting 
standards that is used in the preparation of 
financial statements. (p. 128)

Financial Accounting Standards 
Board (FASB) The private board that 
establishes the generally accepted account-
ing principles used in the practice of 
financial accounting. (p. 129)

balance sheet A financial statement that 
reports the financial position of a firm by 
identifying and reporting the value of the 
firm’s assets, liabilities, and owners’ equity. 
(p. 130)

accounting equation Assets 5 
Liabilities 1 Owners’ Equity (p. 130)

assets Resources owned by a firm. (p. 130)

liabilities Claims that outsiders have 
against a firm’s assets. (p. 130)

owners’ equity The claims a firm’s 
owners have against their company’s assets 

(often called “stockholders’ equity” on 
balance sheets of corporations). (p. 131)

income statement The financial state-
ment that reports the revenues, expenses, 
and net income that resulted from a firm’s 
operations over an accounting period. 
(p. 132)

revenue Increases in a firm’s assets that 
result from the sale of goods, provision of 
services, or other activities intended to earn 
income. (p. 132)

accrual-basis accounting The method 
of accounting that recognizes revenue 

when it is earned and matches expenses to 
the revenues they helped produce. (p. 133)

expenses Resources that are used up as 
the result of business operations. (p. 133)

net income The difference between the 
revenue a firm earns and the expenses it 
incurs in a given time period. (p. 134)

statement of cash flows The financial 
statement that identifies a firm’s sources 
and uses of cash in a given accounting 
period. (p. 134)

horizontal analysis Analysis of financial 
statements that compares account values 
reported on these statements over two or 
more years to identify changes and trends. 
(p. 139)
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Identify the purposes and goals of generally accepted 
accounting principles. Generally accepted accounting 
principles (GAAP) are rules that govern the practice of financial 

accounting. The goal of GAAP is to ensure that the information 
generated by financial accounting is relevant, reliable, consistent, 
and comparable. 

Describe the key elements of the major financial state-
ments. The balance sheet shows the firm’s financial position 
at a specific point in time by reporting the value of its assets, 
liabilities, and owners’ equity. The income statement shows the net 
income (profit or loss) the firm earns over a stated time period by 

deducting expenses from revenues. The statement of cash flows 
shows the inflows and outflows of cash that result from a firm’s 
operations, financing activities, and investing activities in a given 
time period and the net change in the amount of cash the firm has 
over that time period.

Describe several methods stakeholders can use to 
obtain useful insights from a company’s financial 
statements. In addition to looking at the numbers in financial 
statements, it’s also important to check out the independent 
auditor’s report, read the management discussion, and examine 
the endnotes that accompany these statements. The auditor’s 
report indicates whether the financial statements were prepared in 

accordance with GAAP and fairly present the financial condition of 
the company. The management discussion provides insights by top 
management to put the numbers in context. Endnotes often dis-
close key information that isn’t directly available in the statements 
themselves. It’s also a good idea to compare the figures reported in 
current statements to those from earlier statements to see how key 
account values have changed. 
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managerial (or management) 
accounting The branch of accounting 
that provides reports and analysis to man-
agers to help them make informed business 
decisions. (p. 141)

cost The value of what is given up in 
exchange for something. (p. 142)

out-of-pocket cost A cost that involves 
the payment of money or other resources. 
(p. 142)

implicit cost The opportunity cost that 
arises when a firm uses owner-supplied 
resources. (p. 142)

fixed costs Costs that remain the same 
when the level of production changes 
within some relevant range. (p. 143)

variable costs Costs that vary directly 
with the level of production. (p. 143)

direct cost Costs that are incurred 
directly as the result of some specific cost 
object. (p. 143)

indirect costs Costs that are the result 
of a firm’s general operations and are not 
directly tied to any specific cost object. 
(p. 143)

activity-based costing (ABC) A 
technique to assign product costs based  
on links between activities that drive costs 
and the production of specific products. 
(p. 143)

budgeting A management tool that 
explicitly shows how a firm will acquire and 
use the resources needed to achieve its 
goals over a specific time period. (p. 139)

operating budgets Budgets that 
communicate an organization’s sales and 

production goals and the resources needed 
to achieve these goals. (p. 140)

financial budgets Budgets that focus 
on the firm’s financial goals and identify the 
resources needed to achieve these goals. 
(p. 140)

master budget A presentation of an 
organization’s operational and financial 
budgets that represents the firm’s overall 
plan of action for a specified time period. 
(p. 140)

Explain how the budget process can help managers 
plan, motivate, and evaluate their organization’s 
performance. Budgeting facilitates planning by translating 
goals into measurable quantities and requiring managers to iden-
tify the specific resources needed to achieve them. The budgeting 
process can help with both motivation and evaluation. Employees 

tend to be more highly motivated when they understand the goals 
they are expected to accomplish and believe they are ambitious 
but achievable. Managers can compare actual performance to 
budgeted figures to determine whether various departments and 
functional areas are making adequate progress toward achieving 
their organization’s goals. 

8-5

8-6 Explain the role of managerial accounting and describe 
the various cost concepts identified by managerial 
accountants. Managerial accounting provides information to 
an organization’s managers and other internal stakeholders so 
that they can make better decisions. One key type of information 
provided by managerial accounting involves the classification and 
measurement of costs. Explicit (or out-of-pocket) costs involve 
monetary payments. Implicit costs arise when a company gives up 
an opportunity to use an asset in an alternative way. Fixed costs 
don’t change when a firm changes its rate of output. Variable costs 
rise when production increases and fall when it decreases. Direct 
costs are tied to the production of a specific good, while indirect 
costs are incurred as the result of a firm’s overall operations and are 
not tied directly to a specific good.

Sales Budget

Selling and
Administrative

Expense Budget
Production Budget

Direct Labor
Budget

Direct
Materials
Budget

Overhead
Costs Budget

Budgeted
Income

Statement

Cash Budget Capital Budget
Budgeted

Balance Sheet

Operating Budgets:

Financial Budgets:

Development of the Master Budget

coMparison of financial and Managerial accounTing
Financial Accounting Managerial Accounting
Primarily intended to provide information to external stakeholders, 
such as stockholders, creditors, and government regulators. Information 
provided by financial accounting is available to the general public.

Primarily intended to provide information to internal stakeholders, such 
as the managers of specific divisions or departments. This information is 
proprietary—meaning that it isn’t available to the general public.

Focuses almost exclusively on financial information. Provides both financial and nonfinancial information.

Prepares a standard set of financial statements. Prepares customized reports to deal with specific problems or issues.

Presents financial statements on a predetermined schedule (usually 
quarterly and annually).

Creates reports upon request by management rather than according to 
a predetermined schedule.

Governed by a set of generally accepted accounting principles (GAAP). Uses procedures developed internally that are not required to follow GAAP.

Summarizes past performance and its impact on the firm’s present 
condition.

Provides reports dealing with past performance but also involves mak-
ing projections about the future when dealing with planning issues.
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Identify the goal of financial management and explain 
the issues financial managers confront as they seek to 
achieve this goal. Historically, the goal of financial manage-
ment has been to maximize the value of the firm to its owners. But 
many of today’s businesses have adopted a broader perspective, 
believing that they have responsibilities not just to stockholders 
but also to customers, employees, and other stakeholders. Treating 
these other stakeholders well often builds value, which benefits 

stockholders, but other stakeholder groups also sometimes have 
goals that conflict with those of stockholders. When this happens, 
financial managers generally adopt the policies they believe are 
most consistent with the interests of ownership. Another challenge 
that financial managers face is the need to find the appropriate bal-
ance between risk and return. The risk-return tradeoff suggests that 
sources and uses of funds that offer the potential for high rates of 
return tend to be riskier than those that offer lower returns.

financial capital The funds a firm uses 
to acquire its assets and finance its opera-
tions. (p. 146)

finance The functional area of business 
that is concerned with finding the best 

sources and uses of financial capital.  
(p. 147)

risk The degree of uncertainty regarding 
the outcome of a decision. (p. 148)

risk-return tradeoff The observation 
that financial opportunities that offer high 
rates of return are generally riskier than 
opportunities that offer lower rates of 
return. (p. 148)

financial ratio analysis Computing 
ratios that compare values of key accounts 
listed on a firm’s financial statements. (p. 149)

liquid asset An asset that can quickly be 
converted into cash with little risk of loss. 
(p. 149)

liquidity ratios Financial ratios that mea-
sure the ability of a firm to obtain the cash it 
needs to pay its short-term debt obligations 
as they come due. (p. 149)

asset management ratios Financial 
ratios that measure how effectively a firm 
is using its assets to generate revenues or 
cash. (p. 149)

financial leverage The use of debt in a 
firm’s capital structure. (p. 150)

leverage ratios Ratios that measure the 
extent to which a firm relies on debt financ-
ing in its capital structure. (p. 150)

profitability ratios Ratios that measure 
the rate of return a firm is earning on vari-
ous measures of investment. (p. 150)

budgeted income statement A 
projection showing how a firm’s budgeted 
sales and costs will affect expected net 
income. (Also called a pro forma income 
statement.) (p. 151)

budgeted balance sheet A projected 
financial statement that forecasts the types 
and amounts of assets a firm will need to 
implement its future plans and how the firm 
will finance those assets. (Also called a pro 
forma balance sheet.) (p. 151)

cash budget A detailed forecast of future 
cash flows that helps financial managers 
identify when their firm is likely to experi-
ence temporary shortages or surpluses of 
cash. (p. 152)
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Describe the tools financial managers use to evalu-
ate their company’s current financial condition and 
develop financial plans. One way financial managers evaluate 
the firm’s current financial condition is by computing ratios based 
on key accounts listed on their firm’s financial statements. Financial 
managers look at four basic types of ratios. Liquidity ratios indicate 
whether the firm will have enough cash to pay its short-term 
liabilities as they come due. Asset management ratios tell financial 
managers how effectively a firm is using various assets to gener-
ate revenues for their firm. Leverage ratios measure the extent to 
which a firm relies on debt in its capital structure. Profitability ratios 

measure the firm’s overall success at using resources to create a 
profit for its owners.

The budgeted income statement, the budgeted balance sheet, 
and the cash budget are the key tools that financial managers use 
to develop and present their financial plans. The budgeted income 
statement develops a forecast of net income for the planning period. 
The budgeted balance sheet forecasts the types and amounts of 
assets the firm will need to implement its plans, and the amount 
of additional financing necessary to obtain those assets. The cash 
budget identifies the timing of cash inflows and outflows to help 
the firm identify when it will have shortages and surpluses of cash.

Evaluate the major sources of funds available to meet a 
firm’s short-term and long-term financial needs.  
Established firms have several sources of short-term funds, includ-
ing bank loans, trade credit, factoring, and commercial paper. Trade 
credit arises when suppliers ship materials, parts, or goods to a firm 
without requiring immediate payment. Banks extend short-term 
loans to firms with good credit ratings. Factors provide immediate 

cash to firms by purchasing their accounts receivable at a discount. 
Major corporations sometimes raise funds by selling commercial 
paper, which are short-term IOUs.

Firms that want to build up their permanent financial base have 
two basic options. First, they can rely on equity financing, which 
consists of funds provided by owners. The second option is long-
term debt financing. 
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granted by sellers when they deliver goods 
and services to customers without requir-
ing immediate payment. (p. 153)

spontaneous financing Financing that 
arises during the natural course of business 
without the need for special arrangements. 
(p. 154)

factor A company that provides short-
term financing to firms by purchasing their 
accounts receivables at a discount. (p. 154)

line of credit A financial arrangement 
between a firm and a bank in which the bank 
pre-approves credit up to a specified limit, 
provided that the firm maintains an accept-
able credit rating. (p. 154)

revolving credit agreement A 
guaranteed line of credit in which a bank 
makes a binding commitment to provide a 
business with funds up to a specified credit 
limit at any time during the term of the 
agreement. (p. 155)

commercial paper Short-term (and 
usually unsecured) promissory notes issued 
by large corporations. (p. 155)

retained earnings The part of a firm’s 
net income it reinvests. (p. 155)

covenant A restriction lenders impose on 
borrowers as a condition of providing long-
term debt financing. (p. 156)

equity financing Funds provided by the 
owners of a company. (p. 156)

debt financing Funds provided by lend-
ers (creditors). (p. 156)

capital structure The mix of equity 
and debt financing a firm uses to meet its 
permanent financing needs. (p. 156)

Dodd-Frank Act A law enacted in 
the aftermath of the financial crisis of 

2008–2009 that strengthened government 
oversight of financial markets and placed 
limitations on risky financial strategies such 
as heavy reliance on leverage. (p. 160)

9-4

9-5

Identify the key issues involved in determining a 
firm’s capital structure. Capital structure refers to the mix of 
equity and debt financing a firm uses to meet its financing needs. 
Debt financing enables the firm to finance activities without requir-
ing the owners to put up more money. When the firm earns more 
on borrowed funds than it pays in interest, the excess goes to the 
owners, thus magnifying the return on their investment. And the 

interest payments on debt are tax deductible. However, the inter-
est payments and the requirement to repay the amount borrowed 
can put a strain on companies when business conditions are poor. 
Equity financing is safer and more flexible than debt financing. But 
dividend payments are not tax deductible. And issuing new stock 
can dilute the ownership share of existing stockholders. 

Describe how financial managers acquire and manage 
current assets. Firms must have cash, but cash earns little or no 
interest. Firms with a surplus of cash often hold cash equivalents 
such as T-bills, commercial paper, and money market mutual funds 
to earn interest. Accounts receivable are what customers who buy 
on credit owe to a firm. Firms must establish credit policies that 
balance the higher sales generated by accounts receivable against 

these risks that credit customers might not make their payments. 
Inventories are the stocks of materials, work in process, and finished 
goods a firm holds. For many firms, the costs of storing, handling, 
and insuring inventory items are significant. In recent years, many 
firms have become very aggressive about keeping inventories as low 
as possible.

cash equivalents Safe and highly liquid 
assets that many firms list with their cash 
holdings on their balance sheet. (p. 160)

U.S. Treasury bills (T-bills) Short-term 
marketable IOUs issued by the U.S. federal 
government. (p. 160)

money market mutual funds A 
mutual fund that pools funds from many 
investors and uses these funds to purchase 
very safe, highly liquid securities. (p. 161)

capital budgeting The process a firm 
uses to evaluate long-term investment 
proposals. (p. 162)

time value of money The principle that 
a dollar received today is worth more than 
a dollar received in the future. (p. 163)

certificate of deposit (CD) An 
interest-earning deposit that requires the 
funds to remain deposited for a fixed term. 
Withdrawal of the funds before the term 
expires results in a financial penalty. (p. 163)

present value The amount of money 
that, if invested today at a given rate of 

interest (called the discount rate), would 
grow to become some future amount in a 
specified number of time periods. (p. 163)

net present value (NPV) The sum of 
the present values of expected future cash 
flows from an investment, minus the cost of 
that investment. (p. 164)

9-6 Explain how financial managers evaluate capital 
budgeting proposals to identify the best long-term 
investment options for their company. Capital budgeting 
is the process financial managers use to evaluate major long-term 
investment opportunities. Capital budgeting investments are 
expected to generate cash flows for many years, so financial man-
agers must take the time value of money into account. The time 
value of money recognizes that the sooner a cash flow is received, 
the sooner it can be reinvested to earn more money. Financial 

managers take the time value of money into account by comput-
ing the present values of all cash flows the proposal will generate. 
The present value of a sum of money received in the future is the 
amount of money today that will become that future amount if it is 
invested at a specified rate of interest. The net present value (NPV) 
of the project is the sum of the present values of all the estimated 
future cash flows, minus the initial cost of the investment. If the 
NPV of a project is positive, it will increase the value of the firm. If 
the NPV is negative, it will decrease the value of the firm.
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Explain the role of financial markets in the U.S. 
economy and identify the key players in these 
markets. Financial markets transfer funds from savers (individu-
als and organizations willing to defer the use of some of their 
income in order to earn a financial return and build their wealth) 
to borrowers (individuals and organizations that need additional 
funds to achieve their financial goals in the current time period). 
Key players in these markets included depository institutions and 

nondepository institutions. Depository institutions, such as banks, 
credit unions, and savings and loan associations, accept check-
ing or savings deposits (or both) from individuals, businesses, 
and other institutions and then lend these funds to borrowers. 
Nondepository institutions include institutional investors, such as 
mutual funds, pension funds, and insurance companies, that don’t 
accept deposits but amass financial capital from other sources and 
use these funds to acquire a portfolio of many different assets. 

financial markets Markets that transfer 
funds from savers to borrowers. (p. 166)

depository institution A financial 
intermediary that obtains funds by accept-
ing checking and savings deposits and then 
lending those funds to borrowers. (p. 167)

credit union A depository institution 
that is organized as a cooperative, meaning 
that it is owned by its depositors. (p. 167)

savings and loan association A 
depository institution that has traditionally 
obtained most of its funds by accepting 
savings deposits, which have been used 
primarily to make mortgage loans. (p. 168)

securities broker A financial intermedi-
ary that acts as an agent for investors who 
want to buy and sell financial securities. 
Brokers earn commissions and fees for the 
services they provide. (p. 169)

securities dealer A financial intermedi-
ary that participates directly in securities 
markets, buying and selling stocks and 
other securities for its own account.  
(p. 169)

investment bank A financial intermedi-
ary that specializes in helping firms raise 
financial capital by issuing securities in 
primary markets. (p. 169)

Federal Reserve Act of 1913 The 
law that established the Federal Reserve 
System as the central bank of the United 
States. (p. 169)

Banking Act of 1933 The law that 
established the Federal Deposit Insurance 
Corporation (FDIC) to insure bank deposits. 
It also prohibited commercial banks from 
selling insurance or acting as investment 
banks. (p. 169)

Securities Act of 1933 The first major 
federal law regulating the securities 
industry. It requires firms issuing new stock 
in a public offering to file a registration 
statement with the SEC. (p. 170)

Securities and Exchange Act of 
1934 A federal law dealing with securities 
regulation that established the Securities 
and Exchange Commission to regulate and 
oversee the securities industry. (p. 170)

Securities and Exchange 
Commission The federal agency with 
primary responsibility for regulating the 
securities industry. (p. 170)

Financial Services Modernization 
Act of 1999 An act that overturned the 
section of the Banking Act of 1933 that 
prohibited commercial banks from selling 
insurance or performing the functions of 
investment banks. (p. 171)

common stock The basic form of own-
ership in a corporation. (p. 171)

capital gain The return on an asset that 
results when its market price rises above 
the price the investor paid for it. (p. 172)

preferred stock A type of stock that 
gives its holder preference over common 
stockholders in terms of dividends and 
claims on assets. (p. 172)

bond A formal debt instrument issued by a 
corporation or government entity. (p. 173)

maturity date The date when a bond 
will come due. (p. 173)

par value (of a bond) The value of a 
bond at its maturity; what the issuer prom-
ises to pay the bondholder when the bond 
matures. (p. 173)

coupon rate The interest paid on a bond, 
expressed as a percentage of the bond’s 
par value. (p. 173)

current yield The amount of interest 
earned on a bond, expressed as a percent-
age of the bond’s current market price. 
(p. 173)

10-1

10-2

10-3

  C
H

A
PTER r

eV
iew

Identify the key laws that govern the way financial 
markets operate and explain the impact of each 
law. The Federal Reserve Act of 1913 created the Federal Reserve 
System (called the Fed) and gave it the primary responsibility for 
regulating our nation’s banking system. The Banking Act of 1933 
(also called the Glass-Steagall Act) established the Federal Deposit 
Insurance Corporation, which insures deposits in banks and other 
depository institutions. It also prohibited banks from dealing in 
securities or selling insurance. The Securities Act of 1933 regu-
lated the way corporate securities were issued, and the Securities 

Exchange Act of 1934 established the Securities and Exchange 
Commission and gave it the authority to oversee securities mar-
kets. The Financial Services Modernization Act of 1999 reversed 
the Glass-Steagall Act’s prohibition of banks selling insurance or 
securities. The Dodd-Frank Act of 2010 gave the Fed the authority 
to regulate nondepository financial institutions. It also established 
the Financial Stability Oversight Council to identify emerging risks 
in the financial sector so that action could be taken to rein in risky 
practices before they lead to a crisis.

Describe and compare the major types of securities that 
are traded in securities markets. Common stock represents 
basic ownership in a corporation. Common stockholders have voting 
rights and the right to receive a dividend if the corporation’s board 
declares one. Some corporations also issue preferred stock. Preferred 
stockholders don’t normally have voting rights but are entitled to 

receive their stated dividend before any dividend can be paid to 
common stockholders and have a preferred claim on assets over 
common stockholders should the company go bankrupt. Bonds are 
formal IOUs issued by corporations or government entities. Firms 
must pay interest on the bonds they issue and must pay the face 
value of the bond to the bondholder when the bond matures. 
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s convertible security A bond or share 
of preferred stock that gives its holder the 
right to exchange it for a stated number of 
shares of common stock. (p. 173)

financial diversification A strategy of 
investing in a wide variety of securities in 
order to reduce risk. (p. 174)

mutual fund An institutional investor that 
raises funds by selling shares to investors and 
uses the accumulated funds to buy a portfo-
lio of many different securities. (p. 174)

net asset value per share The value  
of a mutual fund’s securities and cash 
holdings minus any liabilities, divided by the 

number of shares of the fund outstanding. 
(p. 175)

exchange traded fund (ETF) Shares 
traded on securities markets that represent 
the legal right of ownership over part of 
a basket of individual stock certificates or 
other securities. (p. 175)

primary securities market The 
market where newly issued securities are 
traded. The primary market is where the 
firms that issue securities raise additional 
financial capital. (p. 176)

secondary securities market The 
market where previously issued securities 
are traded. (p. 176)

public offering A primary market issue 
in which new securities are offered to 
any investors who are willing and able to 
purchase them. (p. 176)

private placement A primary market 
issue that is negotiated between the 
issuing corporation and a small group of 
accredited investors. (p. 176)

initial public offering (IPO) The first 
time a company issues stock that may be 
bought by the general public. (p. 176)

underwriting An arrangement under 
which an investment banker agrees to 
purchase all shares of a public offering at 
an agreed-upon price. (p. 176)

registration statement A long, com-
plex document that firms must file with 
the SEC when they sell securities through a 
public offering. (p. 176)

accredited investor An organization or 
individual investor who meets certain crite-
ria established by the SEC and so qualifies 
to invest in unregistered securities. (p. 177)

stock (or securities) exchange 
An organized venue for trading stocks 

and other securities that meet its listing 
requirements. (p. 177)

market makers Securities dealers that 
make a commitment to continuously 
offer to buy and sell the stock of a specific 
corporation listed on the NASDAQ 
exchange or traded in the OTC market. 
(p. 177)

over-the-counter (OTC) market The 
market where securities that are not listed 
on exchanges are traded. (p. 178)

electronic communications network 
(ECN) An automated, computerized 
securities trading system that automatically 
matches buyers and sellers, executing trades 
quickly and allowing trading when securities 
exchanges are closed. (p. 178)

Explain how securities are issued in the primary mar-
ket and traded on secondary markets. Primary securities 
markets are where corporations sell newly issued securities to 
raise financial capital. In public offerings, the securities are sold to 
the general public. In private placements, the securities are sold to 
a select group of accredited investors. Previously issued securities 

are traded in secondary securities markets. There are two types of 
secondary markets: securities exchanges and the over-the-counter 
market. Securities exchanges list and trade the stocks of corpora-
tions that satisfy their listing requirements and pay listing fees. 
Stocks of corporations not listed on an exchange are traded in the 
over-the-counter market through a network of securities dealers.

Compare several strategies that investors use to invest 
in securities. Income investors choose securities, such as 
bonds and preferred stocks, that generate relatively steady and 
predictable flows of income. Market timers try to time their pur-
chases of specific stocks to buy low and sell high on a short-term 

basis. Value investors try to find undervalued stocks. Growth 
investors often look for stocks in small companies with innovative 
products and the potential for exceptional growth. Investors using 
a buy-and-hold approach invest in a broad portfolio of securities 
with the intention of holding them for a long period of time.

Interpret the information provided in the stock quotes 
available on financial websites. Investors can track broad 
movements in stock prices by following stock indices such as the 
Dow Jones Industrial or the Standard & Poor’s 500. Many websites 

provide in-depth information about individual stocks, including 
each stock’s current price, volume (number of shares traded), 
market capitalization (total market value of all outstanding shares), 
earnings per share, and other key statistics. 

10-4

10-5

10-6

market order An order telling a broker 
to buy or sell a specific security at the best 
currently available price. (p. 179)

limit order An order to a broker to buy 
a specific stock only if its price is below a 
certain level, or to sell a specific stock  

only if its price is above a certain level. 
(p. 179)

stock index A statistic that tracks how 
the prices of a specific set of stocks have 
changed. (p. 182)

Dow Jones Industrial Average 
(DJIA) An index that tracks stock prices 
of 30 large, well-known U.S. corporations. 
(p. 182)

Standard & Poor’s 500 A stock index 
based on prices of 500 major U.S. corpora-
tions in a variety of industries and market 
sectors. (p. 182)
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Discuss the objectives, the process, and the scope 
of marketing. Marketing means delivering value to your 
customers with the goal of satisfying their needs and achieving 
long-term profitability for your organization. Goods and services 
meet customer needs by providing “utility” (or satisfaction) on an 
ongoing basis. Marketing has moved well beyond the scope of tra-
ditional goods and services, to include people, places, events, and 
ideas. Much nontraditional marketing involves both public and 
private not-for-profit organizations, which measure their success in 
nonmonetary terms. Over the past century, marketing has evolved 
through a number of phases. The marketing era gave birth to the 
marketing concept, which is still in force today: a philosophy that 
customer satisfaction—now and in the future—should be the 
central focus of the entire organization.

customer relationship manage-
ment (CRM) The ongoing process of 
acquiring, maintaining, and growing profit-
able customer relationships by delivering 
unmatched value. (p. 190)

value A customer perception that a 
product has a better relationship than its 

competitors between the cost and the 
benefits. (p. 190)

customer satisfaction When customers 
perceive that a good or service delivers 
value above and beyond their expecta-
tions. (p. 190)

customer loyalty When customers buy 
a product from the same supplier again 
and again—sometimes paying even more 
for it than they would for a competitive 
product. (p. 191)

marketing plan A formal document 
that defines marketing objectives and 
the specific strategies for achieving those 
objectives. (p. 191)

market segmentation Dividing poten-
tial customers into groups of similar people, 
or segments. (p. 191)

target market The group of people who 
are most likely to buy a particular product. 
(p. 191)

consumer marketers (also known 
as business-to-consumer or B2C) 
Marketers who direct their efforts toward 
people who are buying products for per-
sonal consumption. (p. 192)

business marketers (also known 
as business-to-business or B2B) 
Marketers who direct their efforts toward 
people who are buying products to use 
either directly or indirectly to produce 
other products. (p. 192)

demographic segmentation Dividing 
the market into smaller groups based on 
measurable characteristics about people, 
such as age, income, ethnicity, and gender. 
(p. 192)

geographic segmentation Dividing 
the market into smaller groups based on 
where consumers live. This process can 
incorporate countries, cities, or population 
density as key factors. (p. 192)
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Identify the role of the customer in marketing.  
Successful marketers always place the customer front and center, 
with a focus on customer relationship management: acquiring, 
maintaining, and growing profitable customer relationships by 

consistently delivering unmatched value. Effective data manage-
ment and one-on-one personalization are key customer relation-
ship tools. The result of an effective customer-first strategy is loyal 
customers, who may even be willing to pay more for your product.

Explain each element of marketing strategy. Marketing 
strategy essentially involves determining who your target audience 
is and how you will reach it. Choosing the right target begins 
with market segmentation: dividing your market into segments, or 
groups, of people with similar characteristics. Then you need to 
determine the best marketing mix—the most effective combina-
tion of product, pricing, distribution, and promotion strategies to 
reach your target market. Finally, you must continually monitor 
each element of the marketing environment to ensure that you 
respond quickly and effectively to change.

While individual firms differ in their approach to marketing, the prevailing view at
leading-edge firms has changed over time as shown here.

Production Focus

Selling Focus

Marketing Focus

Relationship Focus

1920 1930 1940 1950
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1960 1970

The focus of marketing has evolved over time.

1980 1990 2000 2010

The Evolution of Marketing

marketing An organizational function 
and a set of processes for creating, commu-
nicating, and delivering value to customers 
and for managing customer relationships in 

ways that benefit the organization and its 
stakeholders. (p. 186)

utility The ability of goods and services to 
satisfy consumer “wants.” (p. 186)

marketing concept A business philoso-
phy that makes customer satisfaction—
now and in the future—the central focus 
of the entire organization. (p. 189)
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s psychographic segmentation 
Dividing the market into smaller groups 
based on consumer attitudes, interests, 
values, and lifestyles. (p. 192)

behavioral segmentation Dividing 
the market based on how people behave 
toward various products. This category 

includes both the benefits that consumers 
seek from products and how consumers 
use the products. (p. 193)

marketing mix The blend of marketing 
strategies for product, price, distribution, 
and promotion. (p. 193)

environmental scanning The process 
of continually collecting information from 
the external marketing environment. 
(p. 196)

market share The percentage of a mar-
ket controlled by a given marketer. (p. 196)

Describe the consumer and business decision-making 
process. Understanding how customers make decisions will 
help you meet their needs. When people buy for their own per-
sonal consumption, a number of forces influence them, including 
cultural, social, personal, and psychological factors. For high-risk 

decisions, they generally follow a decision process, but for low-risk 
decisions, they often just follow rules of thumb. When people 
buy for business, they typically are more methodical, driven by 
product specifications. 

Discuss the key elements of marketing research.  
Marketing research involves gathering, interpreting, and applying 
information to uncover opportunities and challenges. Primary and 
secondary data offer complementary strengths and weaknesses. 

Observation research tools involve gathering data without 
interacting with the research subjects, while survey tools involve 
asking research subjects direct questions. 

11-4

11-5

consumer behavior Description of 
how people act when they are buying, 
using, and discarding goods and services 
for their own personal consumption. 
Consumer behavior also explores the 
reasons behind people’s actions. (p. 197)

cognitive dissonance Consumer dis-
comfort with a purchase decision, typically 
for a higher-priced item. (p. 198)

business buyer behavior Describes 
how people act when they are buying 

products to use either directly or indirectly 
to produce other products. (p. 198)

Explain the roles of social responsibility and technol-
ogy in marketing. The surging social responsibility movement 
and dramatic advances in technology have had a significant influ-
ence on marketing. In addition to seeking long-term profitability, 
socially responsible marketers actively contribute to meeting the 
needs of the broader community. Key areas of concern include fair 
labor practices (especially in foreign markets), environmentalism, 

and involvement in local communities. The digital boom of the 
past decade has revolutionized marketing, shifting the balance of 
power from producers to consumers. The Internet has also created 
marketing opportunities, helping businesses realize new efficien-
cies, facilitating more customized service, and generating new 
promotional opportunities.

11-6

marketing research The process of 
gathering, interpreting, and applying 
information to uncover marketing oppor-
tunities and challenges, and to make better 
marketing decisions. (p. 198)

secondary data Existing data that 
marketers gather or purchase for a research 
project. (p. 199)

primary data New data that marketers 
compile for a specific research project. 
(p. 199)

observation research Marketing 
research that does not require the 
researcher to interact with the research 
subject. (p. 200)

survey research Marketing research 
that requires the researcher to interact with 
the research subject. (p. 200)

green marketing Developing and pro-
moting environmentally sound products 
and practices to gain a competitive edge. 
(p. 202)

mass customization The creation of 
products tailored for individual consumers 
on a mass basis. (p. 202)
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Explain “product” and identify product classifications.  
A product can be anything that a company offers to satisfy con-
sumer needs and wants; the possibilities include not only physical  
goods but also services and ideas. A product also includes all 
the attributes that consumers associate with it, such as name, 
image, and guarantees. Goods and services fall along a spectrum 
from pure goods to pure services. Most products fall somewhere 

between the two ends, incorporating elements of both goods 
and services. Products typically encompass three layers: the core 
benefit, the actual physical good or delivered service, and the aug-
mented product. Customers buy consumer products for personal 
consumption, and they buy business products to contribute to the 
production of other products.

product Anything that an organization 
offers to satisfy consumer needs and wants, 
including both goods and services. (p. 204)

pure goods Products that do not include 
any services. (p. 206)

pure services Products that do not 
include any goods. (p. 206)

consumer products Products pur-
chased for personal use or consumption. 
(p. 206)

business products Products purchased 
to use either directly or indirectly in the 
production of other products. (p. 206)

product life cycle A pattern of sales and 
profits that typically changes over time. 
(p. 214)

product differentiation The attributes 
that make a good or service different 
from other products that compete to 
meet the same or similar customer needs. 
(p. 208)

quality level How well a product 
performs its core functions. (p. 208)

product consistency How reliably 
a product delivers its promised level of 
quality. (p. 209)

product features The specific charac-
teristics of a product. (p. 209)

customer benefit The advantage that 
a customer gains from specific product 
features. (p. 209)

product line A group of products that 
are closely related to each other, either in 
terms of how they work, or the customers 
they serve. (p. 209)

product mix The total number of 
product lines and individual items sold by a 
single firm. (p. 209)

cannibalization When a producer offers 
a new product that takes sales away from 
its existing products. (p. 210)

brand A product’s identity—including 
product name, symbol, design, reputation, 
and image—that sets it apart from other 
players in the same category. (p. 210)

brand equity The overall value of a 
brand to an organization. (p. 210)

line extensions Similar products offered 
under the same brand name. (p. 210)

brand extension A new product, in a 
new category, introduced under an exist-
ing brand name. (p. 210)

licensing Purchasing the right to use 
another company’s brand name or symbol. 
(p. 211)

cobranding When established brands 
from different companies join forces to 
market the same product. (p. 211)

national brands Brands that the 
producer owns and markets. (p. 211)

store brands Brands that the retailer 
both produces and distributes (also called 
private-label brands). (p. 211)
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of product planning. Product differentiation means making 
your product different from—and better than—the competition. 
Product planning offers the opportunity to achieve differentiation 

through elements such as better quality, better features and 
benefits, and a stronger brand. These elements are the foundation 
of an effective product strategy.

Discuss innovation and the product life cycle.  
Innovation can range from small modifications of existing products 
to brand-new products that change how people live. Either way, 
for a business to thrive over the long term, effective new product 
development is vital. The new product development process is 
meant to streamline product development. The six steps include 
idea generation, idea screening, analysis, development, testing, and 
commercialization. After introduction, successful new products 

move through a life cycle. During the introduction phase, a product 
first hits the market. Marketing generates awareness and trial. 
During the growth phase, sales rise rapidly and profits usually peak. 
Competitors enter the category. Marketing focuses on gaining new 
customers. During the maturity phase, sales usually peak, while 
profits fall. Competition intensifies as growth stops. Marketing aims 
to capture customers from competitors. During the decline phase, 
sales and profits drop. Marketers consider discontinuing products.

Analyze and explain promotion and integrated 
marketing communications. Promotion is marketing com-
munication that influences consumers by informing, persuading, 
and reminding them about products. The most effective promo-
tion builds strong, ongoing relationships between customers and 
companies. The current promotional environment is changing 
rapidly. Thanks to technology, consumers have more control over 

how, when, and even if they receive promotional messages. Media 
have splintered across entertainment options, and consumer 
viewing patterns have changed. In response, marketers are seeking 
increasingly creative means to reach their target customers. Their 
goal is to zero in on the right customers, at the right time, with the 
right message. The goal of integrated marketing communica-
tions (IMC) is to ensure that consumers receive a unified, focused 
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message regardless of the message source. To make this happen, 
marketers must break through the clutter, coordinating their 
messages through various promotional vehicles. Everyone who 
manages the marketing messages must have information about 

the customer, the product, the competition, the market, and the 
strategy of the organization. And clearly, solid teamwork is crucial. 
The result of effective IMC is a relevant, coherent image in the 
minds of target customers.

Discuss development of the promotional message.  
The promotional message should be a big idea—a meaningful, 
believable, and distinctive concept that cuts through the clutter. 
Finding the big idea begins with the positioning statement—a 
brief statement that articulates how you want your target market to 

envision your product relative to the competition. A creative develop-
ment team—often spearheaded by advertising agency profession-
als—uses the positioning statement as a springboard for finding a 
big idea. The ideas themselves are typically based on either a rational 
or an emotional premise, with humor as a recurrent favorite.

Discuss the promotional mix and the various 
promotional tools. The promotional mix is the combination 
of promotional tools that a marketer chooses to best com-
municate the big idea to the target audience. In today’s rapidly 
changing promotional environment, new promotional tools have 
emerged, and secondary promotional tools have burst into the 
mainstream. Examples include Internet advertising (especially 
paid search advertising, search engine optimization), social 
media, product placement, advergaming, buzz marketing, and 
sponsorships. Yet traditional promotional tools retain enormous 

clout in terms of both spending and impact on the market. 
Mainstream advertising has split among a growing array of media 
options. Sales promotion, designed to stimulate immediate sales, 
represents a quickly growing area. Public relations, designed to 
generate positive, unpaid media stories about a company or its 
products, also aims to boost brand awareness and credibility. 
Personal selling, designed to close sales and build relationships, 
continues to play a dominant role in the promotional mix. 
Selecting the right mix of promotional tools poses an ongoing 
challenge for many marketers.

12-5

12-6

promotion Marketing communication 
designed to influence consumer purchase 
decisions through information, persuasion,  
and reminders. (p. 215)

integrated marketing communication  
The coordination of marketing messages 
through every promotional vehicle to 

communicate a unified impression about a 
product. (p. 216)

positioning statement A brief state-
ment that articulates how the marketer 
would like the target market to envision 

a product relative to the competition. 
(p. 217)

promotional channels Specific mar-
keting communication vehicles, including 
traditional tools, such as advertising, sales 
promotion, direct marketing, and personal 
selling, and newer tools such as product 
placement, advergaming, and Internet 
minimovies. (p. 218)

product placement The paid integra-
tion of branded products into movies, 
television, and other media. (p. 219)

advergaming Video games created as a 
marketing tool, usually with brand aware-
ness as the core goal. (p. 221)

buzz marketing The active stimulation 
of word-of-mouth via unconventional,  
and often relatively low-cost, tactics.  
Other terms for buzz marketing are 
“guerrilla marketing” and “viral marketing.”  
(p. 222)

sponsorship A deep association between 
a marketer and a partner (usually a cultural or 
sporting event), which involves promotion of 

the sponsor in exchange for either payment 
or the provision of goods. (p. 222)

advertising Paid, nonpersonal com-
munication, designed to influence a target 
audience with regard to a product, service, 
organization, or idea. (p. 223)

sales promotion Marketing activi-
ties designed to stimulate immediate 
sales activity through specific short-term 
programs aimed at either consumers or 
distributors. (p. 225)

consumer promotion Marketing 
activities designed to generate immedi-
ate consumer sales, using tools such as 
premiums, promotional products, samples, 
coupons, rebates, and displays. (p. 225)

trade promotion Marketing activities 
designed to stimulate wholesalers and 
retailers to push specific products more 
aggressively over the short term. (p. 225)

public relations (PR) The ongoing 
effort to create positive relationships with 

all of a firm’s different “publics,” includ-
ing customers, employees, suppliers, the 
community, the general public, and the 
government. (p. 226)

publicity Unpaid stories in the media 
that influence perceptions about a com-
pany or its products. (p. 226)

personal selling The person-to-person 
presentation of products to potential 
buyers. (p. 227)

push strategy A marketing approach 
that involves motivating distributors to 
heavily promote—or “push”—a product to 
the final consumers, usually through heavy 
trade promotion and personal selling. 
(p. 228)

pull strategy A marketing approach 
that involves creating demand from the 
ultimate consumers so that they “pull”  
your products through the distribution 
channels by actively seeking them.  
(p. 228)
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Define distribution and differentiate between 
channels of distribution and physical distribution.  
Distribution is the element of the marketing mix that involves get-
ting the right product to the right customers in the right place at 
the right time. A channel of distribution is the path that a product 
takes from the producer to the consumer, while physical distribution 
is the actual movement of products along that path. Distributors 
add value by reducing the number of transactions—and the associ-
ated costs—required for goods to flow from producers to consum-
ers. Distributors can also add a range of different utilities:

 ■ Form utility: Provides customer satisfaction by converting 
inputs into finished products.

 ■ Time utility: Adds value by making products available at a 
convenient time for consumers.

 ■ Place utility: Satisfies customer needs by providing the right 
products in the right place.

 ■ Ownership utility: Adds value by making it easier for  
customers to actually possess the goods and services that 
they purchase.

 ■ Information utility: Boosts customer satisfaction by providing 
helpful information.

 ■ Service utility: Adds value by providing fast, friendly, 
personalized service.

independent wholesaling busi-
nesses Independent distributors that buy 
products from a range of different busi-
nesses and sell those products to a range 
of different customers. (p. 233)

merchant wholesalers Independent 
distributors who take legal possession,  
or title, of the goods they distribute. 
(p. 233)

agents/brokers Independent distribu-
tors who do not take title of the goods 
they distribute (even though they may take 
physical possession on a temporary basis 
before distribution). (p. 233)

multichannel retailing Providing mul-
tiple distribution channels for consumers to 
buy a product. (p. 234)

wheel of retailing A classic distribution 
theory that suggests that retail firms and 

retail categories become more upscale as 
they go through their life cycles. (p. 235)

multilevel marketing (MLM) Involves 
hiring independent contractors to sell 
products to their personal network of 

friends and colleagues and to recruit new 
salespeople in return for a percentage of 
their commissions. (p. 237)
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Describe the various types of wholesale distributors.  
Wholesalers buy products from the producer and sell them to 
other businesses and organizations. The two key categories of 
wholesalers are:

 ■ Merchant wholesalers, who take legal title to the goods 
they distribute. Full-service merchant wholesalers provide 

a wide array of services, whereas limited-service merchant 
wholesalers offer more focused services.

 ■ Agents and brokers, who connect buyers and sellers in 
exchange for commissions but without taking legal ownership 
of the goods they distribute.

Discuss strategies and trends in store and nonstore 
retailing. Retailers are the final stop before the consumer on 
the distribution path. The two main retail categories are store and 
nonstore, but the line between the two has blurred as more and 
more retailers are pursuing a multichannel approach, with online and 

offline outlets supporting each other. Key nonstore retail approaches 
include online retailing, direct-response retailing, direct selling, and 
vending. As competition intensifies, a growing segment of retailers 
(both store and nonstore) have distinguished themselves by offering 
their customers an entertainment-like experience.

Explain the key factors in physical distribution. As 
marketers manage the movement of products through the supply 
chain, they must make decisions regarding each of the following 
factors:

 ■ Warehousing: How many warehouses do we need? Where 
should we locate our warehouses?

 ■ Materials handling: How should we move products within 
our facilities? How can we best balance efficiency with 
effectiveness?

 ■ Inventory control: How much inventory should we keep on 
hand? How should we store and distribute it? What about 
taxes and insurance?

distribution strategy A plan for deliv-
ering the right product to the right person 
at the right place at the right time. (p. 230)

channel of distribution The network 
of organizations and processes that links 
producers to consumers. (p. 230)

physical distribution The actual, 
physical movement of products along the 
distribution pathway. (p. 230)

direct channel A distribution process 
that links the producer and the customer 
with no intermediaries. (p. 230)

channel intermediaries Distribution 
organizations that facilitate the movement 
of products from the producer to the 
consumer. (p. 231)

retailers Distributors that sell products 
directly to the ultimate users, typically in 

small quantities, that are stored and mer-
chandized on the premises. (p. 233)

wholesalers Distributors that buy 
products from producers and sell them to 
other businesses or nonfinal users such as 
hospitals, nonprofits, and the government. 
(p. 233)
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Outline core pricing objectives and strategies. Many 
marketers continually evaluate and refine their pricing strategies 
to ensure that they meet their goals. Even the goals themselves 
may shift in response to the changing market. Key objectives and 
strategies include:

 ■ Building profitability
 ■ Driving volume
 ■ Meeting the competition
 ■ Creating prestige

 ■ Order processing: How should we manage incoming and 
outgoing orders? What would be most efficient for our 
customers and suppliers?

 ■ Customer service: How can we serve our customers most 
effectively? How can we reduce waiting times and facilitate 
interactions?

 ■ Transportation: How can we move products most efficiently 
through the supply chain? What are the key tradeoffs?

13-5

supply chain All organizations, pro-
cesses, and activities involved in the flow 
of goods from the raw materials to the final 
consumer. (p. 237)

supply chain management (SCM) 
Planning and coordinating the movement 

of products along the supply chain, from the 
raw materials to the final consumers. (p. 237)

logistics A subset of supply chain man-
agement that focuses largely on the tactics 
involved in moving products along the 
supply chain. (p. 237)

modes of transportation The various 
transportation options—such as planes, 
trains, and railroads—for moving products 
through the supply chain. (p. 238)

penetration pricing A new product 
pricing strategy that aims to capture as 
much of the market as possible through 
rock-bottom prices. (p. 239)

everyday-low pricing (EDLP) Long-
term discount pricing, designed to achieve 
profitability through high sales volume. 
(p. 239)

high/low pricing A pricing strategy 
designed to drive traffic to retail stores 
by special sales on a limited number of 
products, and higher everyday prices on 
others. (p. 240)

loss-leader pricing Closely related 
to high/low pricing, loss-leader pricing 
means pricing a handful of items—or loss 

leaders—temporarily below cost to drive 
traffic. (p. 240)

skimming pricing A new product 
pricing strategy that aims to maximize 
profitability by offering new products at a 
premium price. (p. 241)

Raw Materials

Warehouse/Storage

Warehouse/Storage

Logistics (transportation, coordination, etc.)

Production

Logistics (transportation, coordination, etc.)

Distributors—Marketing and Sales

Elements of the Supply Chain

Discuss pricing in practice, including the role of con-
sumer perceptions. While most marketers are familiar with 
economics, they often don’t have the information they need to 
apply the theories to their specific pricing strategies. Because 
of those limitations, most companies consider market-based 
factors—especially customer expectations and competitive 
prices—but they rely on cost-based pricing: What should we 
charge to cover our costs and make a profit? Common approaches 

include breakeven analysis and fixed margin pricing. Many  
marketers also account for consumer perceptions, especially the 
link between price and perceived quality, and odd pricing. If no 
other information is available, consumers will often assume that 
higher-priced products are higher quality. Odd pricing means 
ending prices in dollars and cents rather than round numbers  
(e.g., $999.99 versus $1,000) in order to create a perception of 
greater value. 

13-6

breakeven analysis The process of 
determining the number of units a firm 
must sell to cover all costs. (p. 241)

profit margin The gap between the 
cost and the price of an item on a per-
product basis. (p. 242)

odd pricing The practice of ending 
prices in numbers below even dollars and 
cents in order to create a perception of 
greater value. (p. 243)

16695_RC11-17_ptg01.indd   26 06/12/16   5:01 pm

Copyright 2018 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part.  WCN 02-200-203



Management, Motivation, and Leadership: Bringing Business to Life14
C

H
A

P
T

E
R

 1
4

 L
E

A
R

n
in

g
 o

b
jE

C
T

iv
E

s
 /

 K
E

y
 T

E
R

m
s

www.cengagebrain.com

Discuss the role of management and its importance to 
organizational success. The formal definition of manage-
ment is to achieve the goals of an organization through planning, 
organizing, leading, and controlling organizational resources. 
Managers provide vision for their company and inspire others to 
follow their lead. Most medium-size and large companies have 
three basic management levels: top management, middle man-
agement, and first-line (or supervisory) management. Managers 
must draw on a wide range of skills, but most of their abilities 
cluster into three key categories: technical skills, human skills, and 
conceptual skills. All three skill sets are essential for management 
success, but in different proportions at each managerial level.
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Explain key theories and current practices of motiva-
tion. Research suggests that people’s thoughts and feelings 
play a vital role in motivation. Key theories that incorporate this 
perspective include Maslow’s hierarchy of needs, Theory X and 
Theory Y, job enrichment, expectancy theory, and equity theory. 
In today’s business environment, leading-edge firms nourish 

distinctive, positive cultures that tend to create productive 
employees who are deeply attached to both their work and their 
companies. Many also focus on training and education, which are 
especially motivating for the growing cadre of employees who 
identify themselves based on their field of expertise rather than 
their organization.

Outline the categories of business planning and 
explain strategic planning. The four main categories of busi-
ness planning are strategic planning, tactical planning, operational 
planning, and contingency planning. Strategic planning, handled 
by top managers, sets the broad direction of the organization, 

typically over a five-year horizon. Strategic planning guides the 
entire planning process, since all other plans—and most major 
management decisions—stem from the strategic plan. Given 
fierce competition and often-unpredictable change, most large 
firms revise their strategic plans on a yearly basis.

management Achieving the goals of an 
organization through planning, organiz-
ing, leading, and controlling organizational 
resources including people, money, and 
time. (p. 246)

planning Determining organizational 
goals and action plans for how to achieve 
those goals. (p. 246)

organizing Determining a structure for 
both individual jobs and the overall organi-
zation. (p. 246)

leading Directing and motivating people 
to achieve organizational goals. (p. 246)

controlling Monitoring performance and 
making adjustments as needed. (p. 246)

top management Managers who 
set the overall direction of the firm, 
articulating a vision, establishing priorities, 
and allocating time, money, and other 
resources. (p. 247)

middle management Managers who 
supervise lower-level managers and report 
to a higher-level manager. (p. 247)

first-line (supervisory) manage-
ment Managers who directly supervise 
nonmanagement employees. (p. 247)

technical skills Expertise in a specific 
functional area or department. (p. 248)

human skills The ability to work effec-
tively with and through other people in a 
range of different relationships. (p. 248)

conceptual skills The ability to grasp 
a big-picture view of the overall organiza-
tion, the relationships among its various 
parts, and its fit in the broader competitive 
environment. (p. 248)

Maslow’s hierarchy of needs 
theory A motivation theory that suggests 
that human needs fall into a hierarchy and 
that as each need is met, people become 
motivated to meet the next-highest need 
in the pyramid. (p. 250)

Theory X and Theory Y A motivation 
theory that suggests that management 

attitudes toward workers fall into two 
opposing categories based on manage-
ment assumptions about worker capabili-
ties and values. (p. 250)

job enrichment The creation of jobs 
with more meaningful content, under the 
assumption that challenging, creative work 
will motivate employees. (p. 250)

expectancy theory A motivation theory 
that concerns the relationship among 
individual effort, individual performance, and 
individual reward. (p. 251)

equity theory A motivation theory 
that proposes that perceptions of fairness 
directly affect worker motivation. (p. 251)

strategic planning High-level, long-
term planning that establishes a vision for 
the company, defines long-term objectives 
and priorities, determines broad action 
steps, and allocates resources. (p. 253)

tactical planning More specific,  
shorter-term planning that applies  
strategic plans to specific functional areas. 
(p. 254)

operational planning Very specific, 
short-term planning that applies tactical 
plans to daily, weekly, and monthly opera-
tions. (p. 254)
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Movement up the Management Hierarchy

Human Skills

Technical Skills

Conceptual Skills

Time Management

Critical Thinking
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Discuss the organizing function of management. The 
organizing function of management means creating a logical struc-
ture for people, their jobs, and their patterns of interaction. In choos-
ing the right structure for a specific company, management must 
consider many different factors, including the goals and strategies 

of the firm, its products, and its size. Management must also make 
decisions about the degree of centralization, the span of manage-
ment control, and the type of departmentalization. Company 
structures tend to follow one of three different patterns: line organi-
zations, line-and-staff organizations, and matrix organizations.

14-4

14-5

14-6

contingency planning Planning for 
unexpected events, usually involving a 
range of scenarios and assumptions that 
differ from the assumptions behind the 
core plans. (p. 254)

mission The definition of an organiza-
tion’s purpose, values, and core goals, 

which provides the framework for all other 
plans. (p. 254)

SWOT analysis A strategic planning 
tool that helps management evaluate an 
organization in terms of internal strengths 
and weakness, and external opportunities 
and threats. (p. 254)

strategic goals Concrete benchmarks 
that managers can use to measure perfor-
mance in each key area of the organization. 
(p. 255)

strategies Action plans that help the 
organization achieve its goals by forging 
the best fit between the firm and the 
environment. (p. 255)

organization chart A visual representa-
tion of the company’s formal structure.  
(p. 257)

degree of centralization The extent 
to which decision-making power is held by 
a small number of people at the top of the 
organization. (p. 257)

span of control Span of management; 
refers to the number of people a manager 
supervises. (p. 258)

departmentalization The division of 
workers into logical groups. (p. 258)

line organizations Organizations with 
a clear, simple chain of command from top 
to bottom. (p. 259)

line-and-staff organizations  
Organizations with line managers form-
ing the primary chain of authority in the 
company, and staff departments working 
alongside line departments. (p. 259)

line managers Managers who supervise 
the functions that contribute directly to 
profitability: production and marketing. 
(p. 259)

staff managers Managers who super-
vise the functions that provide advice and 
assistance to the line departments.  
(p. 259)

matrix organizations Organizations 
with a flexible structure that brings 
together specialists from different areas 
of the company to work on individual 
projects on a temporary basis. (p. 260)

autocratic leaders Leaders who hoard 
decision-making power for themselves 
and typically issue orders without consult-
ing their followers. (p. 260)

democratic leaders Leaders who share 
power with their followers. While they still 
make final decisions, they typically solicit 
and incorporate input from their followers. 
(p. 260)

free-rein leaders Leaders who set 
objectives for their followers but give them 
freedom to choose how they will accom-
plish those goals. (p. 260)

Explain the role of managerial leadership and the key 
leadership styles. Effective business leaders motivate others 
to achieve the goals of their organization. Most experts agree that 
true leaders are trustworthy, visionary, and inspiring. Other key 
leadership traits include empathy, courage, creativity, intelligence, 

fairness, and energy. While leaders have a range of different 
styles, three main approaches include autocratic, democratic, 
and free-rein. The best leaders tend to use all three approaches, 
shifting style in response to the needs of the followers and the 
situation.

Describe the management control process. Controlling 
means monitoring performance of the firm—or individuals within 
the firm—and making improvements when necessary. As the 
environment changes, plans change. And as plans change, the 
control process must change to ensure that the company achieves 
its goals. The control process has three main steps:

1. Establish clear performance standards.
2. Measure actual performance against standards.
3. Take corrective action if necessary. 

16695_RC11-17_ptg01.indd   28 06/12/16   5:01 pm

Copyright 2018 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part.  WCN 02-200-203



Human Resource Management: Building a Top-Quality Workforce15
C

H
A

P
T

E
R

 1
5

 L
E

A
R

n
in

g
 o

b
jE

C
T

iv
E

s
 /

 K
E

y
 T

E
R

m
s

www.cengagebrain.com

Explain the importance of human resources to busi-
ness success. A world-class workforce can lead straight to 
world-class performance. Human resource managers can directly 
contribute to that goal by recruiting top talent, promoting career 
development, and boosting organizational effectiveness. Yet 
human resource departments typically face numerous challenges 
in making this happen.
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Discuss key human resource issues in today’s economy.  
As the economy and society continue to change rapidly, a number 
of issues have emerged that directly affect human resources. As 
the recession tightened its grip in 2009, massive layoffs thrust 
human resources into turmoil. The growing wage gap between 
senior managers and the average employee has created tension 

for a number of stakeholders. Older workers have begun to retire, 
while younger workers often bring an unprecedented sense of 
entitlement. Many women are leaving traditional jobs. Workers are 
actively seeking more flexibility and a better work–life balance. 
And the number of costly employee lawsuits has skyrocketed in 
the past couple of decades.

human resource (HR) management 
The management function focused on 
maximizing the effectiveness of the 
workforce by recruiting world-class talent, 

promoting career development, and 
determining workforce strategies to boost 
organizational effectiveness. (p. 265)
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Outline challenges and opportunities that the human 
resources function faces. While HR workers tend to have 
strong people skills, many lack the business acumen to contribute 
directly to broad company objectives, and other departments 
often view HR as either irrelevant or adversarial. HR can respond to 

these issues by demonstrating that they understand the strategic 
goals of the company, the core customers, and the competition. 
The best HR departments use this knowledge to raise the value of 
the firm’s human capital, which in turn increases the value of the 
firm itself.

Discuss human resource planning and core human 
resources responsibilities. Human resource planning 
objectives must flow from the company’s master plan, and the 
HR strategies must reflect company priorities. The first step 
should be to determine where the firm currently stands in 
terms of human resources and to forecast future needs. Other 
key areas of focus follow:

 ■ Recruitment: The key to recruitment is finding qualified 
candidates who fit well with the organization. The right 
people can come from either internal or external labor pools.

 ■ Selection: Choosing the right person from a pool of 
candidates typically involves applications, interviews, 
tests, and references. The terms of the job offer itself play 
a role as well.

 ■ Training: The training process begins with orientation but 
should continue throughout each employee’s tenure. 
Options include on-the-job training, off-the-job training, 
and management development.

 ■ Evaluation: Performance feedback should happen 
constantly. But most firms also use formal, periodic 
performance appraisals to make decisions about 
compensation, promotions, training, transfers, and 
terminations.

 ■ Compensation: Compensation includes both pay and 
benefits. Interestingly, companies that offer higher 
compensation generally outperform their competitors in 
terms of total return to shareholders.

 ■ Separation: Employees leave their jobs for both positive 
and negative reasons. When the separation is not 
voluntary—e.g., layoffs or termination—fairness and 
documentation are critical.

N

EW HIRES

EMPLOYEE
SELECTION

EMPLOYEE
EVALUATION

ManagerEmployee 

Feedback should be continual

Considerations for 
Compensation
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Variable Pay System
 ■ Commission
 ■ Bonuses

 ■ Profit sharing
 ■ Stock options
 ■ Pay for knowledge

15-5

job analysis The examination of specific 
tasks that are assigned to each position, 
independent of who might be holding the 
job at any specific time. (p. 268)

job description An explanation of the 
responsibilities for a specific position. (p. 268)

job specifications The specific 
qualifications necessary to hold a particular 
position. (p. 268)

internal recruitment The process of 
seeking employees who are currently within 
the firm to fill open positions. (p. 269)

external recruitment The process of 
seeking new employees from outside the 
firm. (p. 269)

structured interviews An interviewing 
approach that involves developing a list 
of questions beforehand and asking the 
same questions in the same order to each 
candidate. (p. 270)

probationary period A specific time 
frame (typically three to six months) 
during which a new hire can prove his 
or her worth on the job before he or she 
becomes permanent. (p. 271)

contingent workers Employees who 
do not expect regular, full-time jobs, 
including temporary full-time workers, 

independent contractors, and temporary 
agency or contract agency workers. (p. 271)

orientation The first step in the training 
and development process, designed to 
introduce employees to the company 
culture and provide key administrative 
information. (p. 272)

on-the-job training A training 
approach that requires employees to sim-
ply begin their jobs—sometimes guided 
by more experienced employees—and to 
learn as they go. (p. 272)

apprenticeships Structured training 
programs that mandate that each begin-
ner serve as an assistant to a fully trained 
worker before gaining full credentials to 
work in the field. (p. 272)

management development  
Programs to help current and potential 
executives develop the skills they need to 
move into leadership positions. (p. 273)

performance appraisal A formal 
feedback process that requires managers 
to give their subordinates feedback on a 
one-to-one basis, typically by comparing 
actual results to expected results. (p. 273)

compensation The combination of pay 
and benefits that employees receive in 
exchange for their work. (p. 274)

wages The pay that employees receive in 
exchange for the number of hours or days 
that they work. (p. 274)

salaries The pay that employees receive 
over a fixed period, most often weekly or 
monthly. (p. 274)

benefits Noncash compensation, includ-
ing programs such as health insurance, 
vacation, and childcare. (p. 274)

cafeteria-style benefits An approach 
to employee benefits that gives all 
employees a set dollar amount that 
they must spend on company benefits, 
allocated however they wish within broad 
limitations. (p. 275)

flextime A scheduling option that 
allows workers to choose when they start 
and finish their workdays, as long as they 
complete the required number of hours. 
(p. 275)

compressed workweek A version of 
flextime scheduling that allows employees 
to work a full-time number of hours in less 
than the standard workweek. (p. 276)

telecommuting Working remotely—
most often from home—and connect-
ing to the office via phone lines and/or 
broadband networks. (p. 276)

Explain the key federal legislation that affects human 
resources. Perhaps the most influential piece of employment 
legislation is the Civil Rights Act of 1964. Title VII of this act prohib-
its discrimination in hiring, firing, compensation, apprenticeships, 
training, terms, conditions, or privileges of employment based on 
race, color, religion, sex, or national origin. Additional legislation 

prohibits discrimination based on pregnancy, age, and disability. 
The Equal Employment Opportunity Commission (EEOC) enforces 
the provisions of Title VII. Affirmative action programs—while 
controversial—have received support from the U.S. Supreme 
Court. And human resource managers must guard against sexual 
harassment in the organization, since it violates Title VII.

Civil Rights Act of 1964 Federal legis-
lation that prohibits discrimination in hir-
ing, firing, compensation, apprenticeships, 
training, terms, conditions, or privileges of 
employment based on race, color, religion, 
sex, or national origin. (p. 277)

Title VII A portion of the Civil Rights Act 
of 1964 that prohibits discrimination in hir-
ing, firing, compensation, apprenticeships, 

training, terms, conditions, or privileges of 
employment based on race, color, religion, 
sex, or national origin for employers 
with 15 or more workers. (p. 277)

Equal Employment Opportunity 
Commission (EEOC) A federal agency 
designed to regulate and enforce the 
provisions of Title VII. (p. 277)

affirmative action Policies meant to 
increase employment and educational 
opportunities for minority groups—
especially groups defined by race, 
ethnicity, or gender. (p. 278)

sexual harassment Workplace dis-
crimination against a person based on his 
or her gender. (p. 278)
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Explain the basic elements of computer technology—
including hardware, software, and networks—and 
describe key trends in each area. Hardware is the physical 
equipment used to collect, store, organize, and process data and 
to distribute information. Software consists of computer programs 
that provide instructions to a computer. System software performs 
the critical functions necessary to operate the computer at the most 
basic level. Applications software helps users perform a desired task. 
Most firms (and many households) now use networks to enable 

users to communicate with each other quickly and efficiently and 
share both files and hardware resources. The Internet is a vast net-
work of computer networks. The part of the Internet used most by 
the general public is the World Wide Web, which consists of billions 
of documents written and linked together using Hypertext Markup 
Language (HTML). Many organizations have developed intranets that 
have the same look and feel as the Internet but are limited to servers 
within an organization. Extranets are intranets that provide limited 
access to specific stakeholders, such as customers or suppliers.

hardware The physical tools and equip-
ment used to collect, input, store, organize, 
and process data and to distribute informa-
tion. (p. 281)

software Programs that provide instruc-
tions to a computer so that it can perform a 
desired task. (p. 281)

system software Software that 
performs the critical functions necessary 
to operate the computer at the most basic 
level. (p. 281)

applications software Software that 
helps a user perform a desired task. (p. 282)

Internet The world’s largest computer 
network; essentially a network of computer 
networks all operating under a common 
set of rules that allow them to communi-
cate with each other. (p. 282)

broadband Internet connection 
An Internet connection that is capable of 
transmitting large amounts of information 
very quickly. (p. 282)

Internet2 (I2) A new high-tech Internet 
with access limited to a consortium of 
member organizations (and other organiza-
tions these members sponsor). I2 utilizes 

technologies that give it a speed and 
capacity far exceeding the current Internet. 
(p. 283)

intranet A private network that has 
the look and feel of the Internet and is 
navigated using a web browser, but which 
limits access to a single firm’s employees 
(or a single organization’s members). 
(p. 283)

extranet An intranet that allows limited 
access to a selected group of stakeholders, 
such as suppliers or customers. (p. 283)

cloud computing The use of Internet-
based storage capacity, processing power, 
and computer applications to supplement 

or replace internally owned information 
technology resources. (p. 284)

data Raw, unprocessed facts and figures. 
(p. 286)

information Data that have been 
processed in a way that make them 
meaningful to their user. (p. 286)

database A file consisting of related data 
organized according to a logical system 

and stored on a hard drive or some other 
computer-accessible media. (p. 286)

decision support system (DSS) A 
system that gives managers access to large 
amounts of data and the processing power 
to convert these data into high-quality 
information, thus improving the decision-
making process. (p. 286)

business intelligence system A sophis-
ticated form of decision support system that 
helps decision makers discover information 
that was previously hidden. (p. 286)

data warehouse A large, organization-
wide database that stores data in a central-
ized location. (p. 286)
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Discuss the reasons for the increasing popularity of 
cloud computing. Cloud computing means going beyond 
a company’s firewall to store data and run applications using 
Internet-based resources. Cloud computing allows firms to obtain 
storage space, processing power, and software without investing 
heavily in internally owned IT resources. Cloud computing also 

makes it easier for people in different organizations to collabo-
rate, since resources in the cloud are not tied to a specific type of 
hardware or operating system. But several high-profile security 
breaches of cloud services in recent years have caused serious 
concerns. Unless such security lapses are brought under control, 
they may slow acceptance of cloud computing. 

Describe how data become information and how deci-
sion support systems can provide high-quality informa-
tion that helps managers make better decisions. Data 
are raw facts and figures. Data become information when they are 
processed, organized, and presented in a way that is meaningful to a 
decision maker. Many companies develop decision support systems 
(DSS) that give managers access to large amounts of data and the pro-
cessing power to convert the data into high-quality information. Some 
firms also develop expert systems to help decision makers when they 
must deal with problems beyond their expertise. To develop an expert 
system, programmers ask experts in the relevant area to provide 
step-by-step instructions describing how they solve a problem. The 
programmers then write software that mimics the expert’s approach 
and guides the decision maker toward a good solution. 

High-Quality Information Is
1. Accurate Free from errors and omissions

2. Relevant Concerns issues that are important to the 
decision maker

3. Timely Available in time to make a difference to the 
decision maker

4. Understandable Presented in a way that allows decision 
makers to grasp its meaning and significance

5. Secure Stored and presented in a way that prevents 
hackers and other unauthorized parties from 
obtaining access to it
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Explain how Internet-based technologies have 
changed business-to-consumer and business-to-
business commerce. Information technology, and especially 
the Internet, has revolutionized the way firms interact with their 
customers in both the business-to-consumer (B2C) and business-
to-business (B2B) markets. In the B2C market, the Internet has 
enabled firms to reach broader markets, advertise in new ways, 

and take customer relationship marketing to a new level. One 
strategy has been to create more interactive websites that 
encourage customers to collaborate and provide content—an 
approach referred to as Web 2.0. In the B2B market, e-market-
places enable firms to negotiate with suppliers or customers 
more effectively and share information that leads to better 
coordination and collaboration. 

Describe the problems posed by the rapid changes 
in Internet-based technologies, and explain ways 
to address these problems. The rapid development of 
Internet-based technologies has created several challenges and 
raised some controversial issues. The Internet has made it easier 
for malware such as computer viruses and spyware to land in your 
computer, undermining the security of your information and the 
stability of your system. Performing regular backups and keep-
ing antivirus and antispyware software and operating systems 
updated can reduce these threats. Spam is unsolicited commercial 

email, usually sent to vast numbers of people with little regard 
for whether they have any interest in the message. Spam filters 
are available, but spammers are good at finding ways to fool the 
filters. Phishing and pharming are scams that use fake websites to 
trick people into divulging private information. One of the most 
controversial impacts of information technology has been the loss 
of personal privacy. Another issue involves intellectual property. 
The Internet makes it possible to share videos, music, and com-
puter programs with large numbers of people, leading to a surge 
in the illegal sharing of copyrighted material. 

16-4

16-5

e-commerce The marketing, buying, 
selling, and servicing of products over a 
network (usually the Internet). (p. 287)

business-to-consumer (B2C) 
e-commerce E-commerce in which busi-
nesses and final consumers interact. (p. 288)

business-to-business (B2B) 
e-commerce E-commerce in markets 
where businesses buy from and sell to 
other businesses. (p. 288)

Web 2.0 Websites that incorporate inter-
active and collaborative features to create 

a richer, more interesting, and more useful 
experience for their users. (p. 288)

viral marketing An Internet marketing 
strategy that tries to involve customers and 
others not employed by the seller in activi-
ties that help promote the product. (p. 290)

cybermediary An Internet-based firm 
that specializes in the secure electronic 
transfer of funds. (p. 290)

electronic bill presentment and 
payment A method of bill payment that 
makes it easy for the customer to make 

a payment, often by simply clicking on a 
payment option contained in an email. 
(p. 290)

e-marketplace A specialized Internet 
site where buyers and sellers engaged in 
business-to-business e-commerce can 
communicate and conduct business. 
(p. 290)

radio frequency identification 
(RFID) A technology that stores informa-
tion on small microchips that can transmit 
the information when they are within 
range of a special reader. (p. 291)

malware A general term for malicious 
software, such as spyware, computer 
viruses, and worms. (p. 292)

spyware Software that is installed on a 
computer without the user’s knowledge or 
permission to track the user’s behavior. (p. 292)

computer virus Computer software 
that can be spread from one computer to 
another without the knowledge or permis-
sion of the computer users by attaching 
itself to emails or other files. (p. 292)

worm Malicious computer software that, 
unlike viruses, can spread on its own without 
being attached to other files. (p. 292)

spam Unsolicited email advertisements 
usually sent to very large numbers of 
recipients, many of whom may have no 
interest in the message. (p. 293)

phishing A scam in which official-
looking emails are sent to individuals in 
an attempt to get them to divulge private 
information such as passwords, usernames, 
and account numbers. (p. 293)

pharming A scam that seeks to steal 
identities by routing Internet traffic to fake 
websites. (p. 293)

hacker A skilled computer user who uses 
his or her expertise to gain unauthorized 

access to the computer (or computer sys-
tem) of others, sometimes with malicious 
intent. (p. 294)

firewall Software and/or hardware 
designed to prevent unwanted access to a 
computer or computer system. (p. 294)

intellectual property Property that is 
the result of creative or intellectual effort, 
such as books, musical works, inventions, 
and computer software. (p. 295)

data mining The use of sophisticated 
statistical and mathematical techniques to 
analyze vast amounts of data to discover 
hidden patterns and relationships, thus 
creating valuable information. (p. 287)

expert system (ES) A decision support 
system that helps managers make better 
decisions in an area where they lack 
expertise. (p. 287)
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Define operations management and describe how 
the role of operations management has changed over 
the last five decades. Operations management oversees all 
the activities involved in producing and distributing goods and 
services. When operations managers do their job well, their firms 
produce the right goods and services in the right quantities and 
distribute them to the right customers at the right time—all while 
keeping quality high and costs low.

Operations management has undergone profound changes over 
the past half century. One change has been a switch in focus from effi-
ciency to effectiveness. Efficiency means achieving a goal at the lowest 
cost. Effectiveness means creating value by satisfying wants. Other key 
changes include more emphasis on the provision of services, a switch 
from mass production to customized production, a focus on global 
markets (and global competition), reliance on complex value chains, 
and recognition of the need to protect the environment. 
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operations management Managing 
all of the activities involved in creating 
value by producing goods and services  
and distributing them to customers.  
(p. 298)

efficiency Producing output or achieving 
a goal at the lowest cost. (p. 298)

effectiveness Using resources to create 
value by providing customers with goods 
and services that offer a better relationship 

between price and perceived benefits. 
(p. 299)

goods Tangible products. (p. 299)

services Intangible products. (p. 299)

process A set of related activities that 
transform inputs into outputs, thus adding 
value. (p. 301)

inventory Stocks of goods or other items 
held by organizations. (p. 303)

critical path method (CPM) A project-
management tool that illustrates the rela-
tionships among all the activities involved 
in completing a project and identifies the 
sequence of activities likely to take the 
longest to complete. (p. 304)

immediate predecessors Activities in 
a project that must be completed before 

some other specified activity can begin. 
(p. 304)

critical path The sequence of activities 
in a project that is expected to take the 
longest to complete. (p. 305)

value chain The network of relationships 
that channels the flow of inputs, informa-
tion, and financial resources through all of 
the processes directly or indirectly involved 
in producing goods and services and 
distributing them to customers. (p. 305)

vertical integration Performance of 
processes internally that were previously 

performed by other organizations in a 
supply chain. (p. 306)

outsourcing Arranging for other organi-
zations to perform supply chain functions 
that were previously performed internally. 
(p. 306)

offshoring Moving production or support 
processes to foreign countries. (p. 306)

enterprise resource planning (ERP)  
Software-based approach to integrate an 
organization’s (and in the sophisticated 
versions, a value chain’s) information flows. 
(p. 307)

Discuss the key responsibilities of operations 
managers. Operations managers often play a role in the design 
of products by helping designers understand the challenges and 
constraints involved in producing high-quality products on time 
and within budget. Once the design is finalized, operations man-
agers must determine the best production processes to convert 
inputs into outputs; design a facility layout that creates an efficient 

flow of materials, parts, and work in process through the produc-
tion process; select the best locations for facilities; make decisions 
about how much inventory to hold; determine how to allocate 
resources needed to complete complex projects; and manage 
value chains to coordinate the functions of all of the organizations 
and processes directly or indirectly involved in producing goods 
and services and distributing them to customers. 

Describe how operations managers face the special chal-
lenges posed by the provision of services . Customers often 
participate in the provision of services, so service providers have only 
limited control over ways in which their processes are carried out, 
how long they take to complete, and whether the result is satisfac-
tory. A servicescape is the environment in which the customer and 
service provider interact. A well-designed servicescape can create a 
better service experience for both the customer and the provider.

Another challenge facing service providers involves determining 
the proper capacity of service facilities. If the capacity of a service 
facility is too small, customers facing long waits during peak periods 
may take their business elsewhere. But a facility large enough to 
handle peak capacity is more expensive to build and operate and 
may have substantial excess capacity during off-peak periods. Many 
service firms try to spread out demand so that big surges don’t occur 
by offering price discounts to customers during off-peak times.

Explain how changes in technology have revolution-
ized operations management. Rapid changes in both 
machinery and equipment and in software and information 
technologies have revolutionized operations management. 
The biggest change in machinery and equipment has been the 
increasing use of automation, which means replacing human 
operation and control of machinery and equipment with pro-
grammed control. The development of software applications to 

allow computer-aided design (CAD), computer-aided engineering 
(CAE), and computer-aided manufacturing (CAM) has given firms 
the flexibility to design, test, and produce goods more quickly 
and efficiently than ever before. When these powerful software 
applications are integrated with robots and other automated 
equipment, the result is called computer-integrated manufacturing. 
This tight integration allows firms to produce customized goods 
quickly and at low cost, a process called mass customization.

servicescape The environment in which 
a customer and service provider interact. 
(p. 307)
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Describe the strategies operations managers have 
used to improve the quality of goods and services. In 
recent years, U.S. firms have adopted programs such as total 
quality management (TQM) and Six Sigma to improve qual-
ity. TQM and Six Sigma both view quality improvement as a 
continuous process that is the responsibility of everyone within 
the organization. Both approaches also empower workers and 
make use of teams to solve quality-related problems. But Six 

Sigma incorporates more specific quality goals and relies on more 
sophisticated techniques that require a higher degree of expertise. 

Another way firms have tried to improve efficiency has 
been to launch programs designed to achieve certification or 
recognition from outside authorities. Two common approaches 
are to participate in the Baldrige National Quality Program and 
to seek certification under the International Organization for 
Standardization’s ISO 9000 standards.

17-5

automation Replacing human operation 
and control of machinery and equipment 
with some form of programmed control. 
(p. 308)

robot A reprogrammable machine that is 
capable of manipulating materials, tools, 
parts, and specialized devices in order to 
perform a variety of tasks. (p. 308)

computer-aided design (CAD) 
Drawing and drafting software that 
enables users to create and edit blueprints 

and design drawings quickly and easily. 
(p. 309)

computer-aided engineering (CAE)  
Software that enables users to test, ana-
lyze, and optimize their designs. (p. 309)

computer-aided manufacturing 
(CAM) Software that takes the electronic 
design for a product and creates the 
programmed instructions that robots 
must follow to produce that product as 
efficiently as possible. (p. 309)

computer-aided design/computer-
aided manufacturing (CAD/CAM) A 
combination of software that can be used 
to design output and send instructions to 
automated equipment to perform the steps 
needed to produce this output. (p. 309)

computer-integrated manufactur-
ing (CIM) A combination of CAD/CAM 
software with flexible manufacturing sys-
tems to automate almost all steps involved 
in designing, testing, and producing 
a product. (p. 309)

total quality management (TQM) 
An approach to quality improvement that 
calls for everyone within an organization 
to take responsibility for improving quality 
and emphasizes the need for a long-term 
commitment to continuous improvement. 
(p. 310)

poka-yokes Simple methods incorpo-
rated into a production process designed to 
eliminate or greatly reduce errors. (p. 311)

Six Sigma An approach to quality 
improvement characterized by very ambi-
tious quality goals, extensive training of 
employees, and a long-term commitment 
to working on quality-related issues. (p. 311)

Baldrige National Quality Program 
A national program to encourage 
American firms to focus on quality 
improvement. (p. 312)

ISO 9000 A family of generic standards 
for quality management systems estab-
lished by the International Organization for 
Standardization. (p. 313)

lean production An approach to 
production that emphasizes the elimina-
tion of waste in all aspects of production 
processes. (p. 313)

just-in-time (JIT) production A 
production system that emphasizes the 

production of goods to meet actual cur-
rent demand, thus minimizing the need 
to hold inventories of finished goods and 
work in process at each stage of the supply 
chain. (p. 314)

ISO 14000 A family of generic standards 
for environmental management estab-
lished by the International Organization for 
Standardization. (p. 315)

Explain how lean and green practices can help both 
the organization and the environment. Lean production 
refers to a set of strategies and practices that eliminate waste 
to make organizations more efficient, responsive, and flexible. 
Inventory control is one of the key areas where waste often occurs. 
Many lean firms use just-in-time production methods to minimize 
the amount of parts, work in process, and finished products they 
hold in inventory.

Many firms have also become “greener” by finding environ-
mentally friendly ways to produce and distribute their goods 
and services. Green practices include designing facilities to be 
more energy efficient; using renewable energy; making use of 
recyclable materials; switching to paints, lubricants, cleaning 
fluids, and solvents that are less harmful to the environment; and 
providing labeling to help consumers find out which products are 
the most environmentally friendly.
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Apply the principles of budgeting to your personal 
finances. A budget is a detailed schedule that documents 
your expected financial inflows (revenues earned and received) 
and outflows (expenses incurred and paid) in order to determine 
your net inflow or outflow for a given period of time. You can use 
your budget to develop your financial plan and to monitor your 
progress toward achieving your financial goals. One key part of the 

budgeting process is accurate estimation of revenues. The other 
key to setting up a budget is to assess your expenses. Consideration 
should also be given to understanding factors that affect your 
spending habits. Certain types of expenditures, called “discretion-
ary costs,” can be adjusted fairly easily. Other expenditures, called 
“nondiscretionary costs,” are more difficult to cut—at least in the 
short run.

Identify strategies to help build a sufficient savings.  
A savings account is an interest-bearing account that is intended to 
satisfy obligations that cannot be handled by a checking account. 
Many financial experts suggest that your savings account should 

be able to cover six months of your expenses. One technique for 
establishing a sizable savings balance is to “pay yourself first.” This 
technique is accomplished by automatically depositing a predeter-
mined amount into your savings account with each paycheck.

Explain the importance of using credit wisely. Credit 
refers to your ability to obtain goods or resources without having to 
make immediate payment. One of the most important determi-
nants of the amount of credit you can obtain is your credit score, 
which is a numerical indicator of your creditworthiness. Currently, 
the most commonly used credit scoring system is the Fair, Isaac and 
Company (FICO) scale. The FICO scale runs from 300 to 850.

 A credit card allows its holder to make a purchase now and 
pay the credit card issuer later. Credit cards are more convenient 
and safer than carrying a lot of cash. They also make it easy to track 
your expenditures, since you have access to a monthly summary of 
charges. And many cards offer perks, such as discounts on certain 
products, extended warranties on purchases, or frequent-flier 
miles. Another benefit of the responsible use of credit cards is that 
it can improve your credit score by allowing you to establish a his-
tory of prompt payments. 

 One downside of having a credit card is that the “buy now, pay 
later” aspect of credit card use makes it hard for some people to 
maintain financial discipline. Another problem is that interest rates 
on unpaid card balances tend to be very high. Many card issuers 

also impose a variety of fees that can make a noticeable dent in 
your wallet. And making late payments or failing to pay what you 
owe can damage your credit history, hurting your chances of get-
ting additional credit when you need it. 

 Before you accept a credit card, you should read and under-
stand all of the main conditions for using that card. Among 
the major areas to consider are (1) the grace period, the period 
of time that you have to pay your balance before interest or 
fees are assessed, (2) the APR (annual interest rate on unpaid 
balances) as well as any other fees that may be assessed if a 
payment is not received within a grace period or if credit limits 
are exceeded when using the credit card, and (3) other fees, 
such as annual fees, over-the-credit-limit fees, and balance-
transfer fees.

 The first rule when you have credit card difficulties is to j-ust 
stop using the card. Then commit to setting up (and sticking to) a 
budget and putting a consistent amount of money toward retiring 
the debt on that card. Another useful tip is to use cash or a debit 
card instead. Many people tend to spend more when they pay with 
a credit card than if they pay with cash. 

budget (personal) A detailed forecast 
of financial inflows (income) and outflows 
(expenses) to determine your net inflow or 
outflow for a given period of time. (p. 318)

discretionary payments Expenditures 
for which the spender has significant control 
in terms of the amount and timing. (p. 320)

nondiscretionary payments  
Expenditures that the spender has little or 
no control over. (p. 320)

savings account An interest-bearing 
account holding funds not needed to meet 
regular expenditures. (p. 320)

Federal Deposit Insurance 
Corporation (FDIC) An independent 
agency created by Congress to maintain 

stability and public confidence in the 
nation’s financial system, primarily by insur-
ing bank deposits. (p. 321)

credit Allows a borrower to buy a good or 
acquire an asset without making immediate 
payment, and to repay the balance at a later 
time. (p. 321)

credit score A numerical measure of a 
consumer’s creditworthiness. (p. 321)

credit card A card issued by a bank or 
finance company that allows the cardholder 

to make a purchase now and pay the credit 
card issuer later. (p. 321)

grace period The period of time that 
the credit card holder has to pay outstand-
ing balances before interest or fees are 
assessed. (p. 322)

annual percentage rate (APR) The 
interest expense charged on a credit card, 
expressed as an annual percentage. (p. 322)

debit card A card issued by the bank that 
allows the customer to make purchases as 
if the transaction involved cash. In a debit 
card purchase, the customer’s bank account 
is immediately reduced when the purchase 
is made. (p. 322)
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Discuss key wealth-building principles and the finan-
cial instruments that may be part of a wealth-building 
strategy. Investing involves reducing consumption today in 
order to build future wealth. One key to investing is consistency—
make it a habit to invest something every month. Another key is 
to begin as soon as possible, even if you can only invest a little. 
The time value of money says that a dollar invested today is worth 
more than a dollar invested later, because the earlier a dollar is 
invested, the longer it can earn a return. 

 There are several different types of financial assets you might 
want to consider. Each has its own advantages and disadvantages. 
One tradeoff involves risk and return. Investments that offer the 
potential for high returns tend to be riskier than investments that 
offer lower returns. 

 Corporate stock represents shares of ownership in a corpora-
tion. Investing in stock offers the possibility of receiving dividends, 
which are a distribution of a company’s profits to its stockholders. 
It also offers the potential for capital gains, which are increases in 
the market value of stocks. However, neither dividends nor capital 
gains are guaranteed. Corporate bonds are formal IOUs issued by 
corporations. Bonds typically pay a stated rate of interest until they 
mature (come due). Once a bond matures, the issuer is obligated 
to pay the bondholder an amount known as the “principal” (or face 
value) of the bond. 

 Certificates of deposit are offered by banks and other deposi-
tory institutions. They are similar to savings accounts but are issued 
for a fixed term—ranging from a few months to as long as five 
years. One advantage of CDs is that they are insured by the Federal 
Deposit Insurance Corporation (FDIC). Because of this insurance 
and their predictable rate of return, CDs are considered to be 
among the safest investment options. But they generally pay less 
interest than bonds and most other investments.

 Government securities are IOUs issued by a government entity. 
States and municipalities often issue bonds. The federal govern-
ment issues several types of government securities, ranging from 
short-term T-bills to long-term bonds. T-bills usually offer relatively 
low interest rates but have usually been considered very safe 
investments. The big increase in federal debt in recent years has led 
some investors to rethink this view.

 Mutual funds offer investors shares that represent owner-
ship in a variety of financial securities, such as stocks, corporate 
bonds, and government securities. These funds are professionally 
managed. The managers select the specific securities that the fund 
holds. Exchange-traded funds are “market baskets” of securities 
that are traded much like individual shares of stock.

 Investors have several options when it comes to building 
up wealth for their retirement. One approach is to open an 
individual retirement account (IRA). There are several types of 
IRAs, the most popular being the traditional IRA and the Roth 
IRA. Contributions to a traditional IRA are tax deductible, but 
withdrawals are taxed. Contributions to a Roth IRA aren’t tax 
deductible, but the distributions paid to retirees are tax exempt. 
One drawback of IRAs is that the amount investors can contribute 
each year is relatively small. In 2015, the maximum contribution 
for both types of plans was 5,500. (Individuals over the age of 50 
could contribute up to 6,500.) 401(k), 403(b), and 457 employee 
contribution retirement plans are named for the sections of the 
tax code where they are defined. These retirement accounts are 
funded by payroll deductions. Like IRAs, these plans have both 
traditional and Roth versions. But compared to IRAs, they have 
much higher contribution limits. Another possible advantage is 
that many companies match (contribute) the employee contribu-
tion either dollar for dollar or a percentage of each dollar you 
contribute, up to a limit.

investing Reducing consumption in the 
current time period in order to build future 
wealth. (p. 323)

IRA An individual retirement account that 
provides tax benefits to individuals who are 
investing for their retirement. (p. 326)

401(k), 403(b), and 457 plans  
Employee payroll-deduction retirement 
plans that offer tax benefits. (p. 327)

company matching An amount 
contributed by the employer to an 
employee’s retirement account, matching 
the employee’s retirement contributions 

either dollar-for-dollar or based on a per-
centage of each dollar contributed by the 
employee. (p. 328)

vesting period A specified period of time 
for which an employee must work for an 
employer in order to receive the full advan-
tage of certain retirement benefits. (p. 328)

A-4

WHAT FICO CREDIT SCORES MEAN

Score Creditworthiness Percentage of Consumers

Below 500 Very poor 2%

500–599 Poor to below  average 13%

600–699 Below average to fair 27%

700–799 Fair to good 45%

800 or Better Excellent 13%

A
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Describe how unions in the United States are orga-
nized. A labor union is a group of workers who have organized in 
order to pursue common job-related objectives, such as securing 
better wages and benefits, safer working conditions, and greater job 
security. Unions can be organized either as craft unions, which consist 
of members who share the same skill or profession, or as industrial 
unions, which consist of workers in the same industry. The most basic 

unit of a union is the local union. This is the level at which most mem-
bers have an opportunity to get directly involved in union activities. 
Most locals belong to a national (or international) union. The national 
union provides training, legal support, and bargaining advice to 
locals; organizes new locals; and sometimes takes an active role in the 
collective bargaining process. Many national unions belong to the 
AFL-CIO, which serves as the national voice for the labor movement.

Discuss the key provisions of the laws that govern 
labor–management relations. Until the 1930s, no federal 
laws dealt specifically with the rights of workers to organize unions 
or the way unions could carry out their functions. During the Great 
Depression of the 1930s, several pro-labor laws were enacted. The 
most important of these was the National Labor Relations Act, 
often called the “Wagner Act.” This law prevented employers from 
discriminating against union members and required employers 
to recognize and bargain with certified unions. It also established 
the National Labor Relations Board to investigate charges of 

unfair labor practices. After World War II, Congress enacted the 
Labor–Management Relations Act, more commonly called the 
“Taft–Hartley Act.” This law sought to limit the power of unions. 
It identified several unfair labor practices by unions and declared 
them illegal and allowed workers to vote to decertify a union that 
represented them. It also made closed shops (in which employers 
could only hire workers who already belonged to a union) illegal. 
Finally, it allowed states to pass right-to-work laws that made 
union shops (in which all workers had to join the union within a 
specified time in order to keep their jobs) illegal.

Explain how labor contracts are negotiated and 
administered. The process by which representatives of labor 
and management attempt to negotiate a mutually acceptable 
labor agreement is called “collective bargaining.” There are two 
broad, basic approaches to collective bargaining. In distributive 
bargaining, the process tends to be adversarial. The sides begin 
with predetermined positions and an initial set of demands. They 
then use persuasion, logic, and even threats to gain as much as 
they can. The other approach is called “interest-based bargaining.” 
In this approach, the two sides do not present initial demands. 
Instead, they raise issues and concerns and try to work together to 
develop mutually beneficial solutions. 

Negotiations sometimes break down. An impasse occurs when 
it becomes obvious that a settlement is not possible under current 

conditions. When an impasse is reached, the union may call a 
strike, or the employer may call a lockout. However, both sides 
may agree to either mediation or arbitration to try to settle their 
differences and reach agreement without resorting to such work 
stoppages. Mediators can only make suggestions and encourage 
the two sides to settle. If one or both sides reject the mediator’s 
efforts, then the process is likely to fail. In contrast, an arbitrator 
has the authority to render a binding decision. Arbitration is com-
mon in the public sector but rare in the private sector.

 When workers believe they have been unfairly treated under 
terms of the contract, they may file a grievance. Most labor 
agreements contain a formal grievance procedure that identifies 
a specific series of steps involved in settling a complaint. The final 
step usually involves binding arbitration.

labor union A group of workers who 
have organized to work together to achieve 
common job-related goals, such as higher 
wages, better working conditions, and 
greater job security. (p. A1-2)

craft union A union comprising workers 
who share the same skill or work in the 
same profession. (p. A1-2)

industrial union A union comprising 
workers employed in the same industry. 
(p. A1-2)

collective bargaining The process by 
which representatives of union members 
and employers attempt to negotiate a 
mutually acceptable labor agreement.  
(p. A1-6)

distributive bargaining The tradi-
tional adversarial approach to collective 
bargaining. (p. A1-6)

interest-based bargaining A form 
of collective bargaining that emphasizes 

cooperation and problem solving in an 
attempt to find a “win–win” outcome.  
(p. A1-7)

strike A work stoppage initiated by a 
union. (p. A1-7)

employment at will A legal doctrine 
that views employment as an entirely vol-
untary relationship that both the employee 
and employer are free to terminate at any 
time and for any reason. (p. A1-4)

National Labor Relations Act 
(Wagner Act) Landmark pro-labor law 
enacted in 1935. This law made it illegal for 
firms to discriminate against union mem-
bers and required employers to recognize 
certified unions and bargain with them in 
good faith. (p. A1-5)

Labor–Management Relations Act 
(Taft–Hartley Act) Law passed in 1947 
that placed limits on union activities, out-
lawed the closed shop, and allowed states 
to pass right-to-work laws that made union 
shops illegal. (p. A1-5)

closed shop An employment arrange-
ment in which the employer agrees to hire 
only workers who already belong to the 
union. (p. A1-5)

union shop An employment arrange-
ment in which a firm can hire nonunion 
workers, but these workers must join the 
union within a specified time period to 
keep their jobs. (p. A1-5)

right-to-work law A state law that 
makes union shops illegal within that 
state’s borders. (p. A1-5)

open shop An employment arrange-
ment in which workers are not required to 
join a union or pay union dues. (p. A1-5)
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s lockout An employer-initiated work stop-
page. (p. A1-7)

picketing A union tactic during labor 
disputes in which union members walk 
near the entrance of the employer’s place 
of business, carrying signs to publicize 
their position and concerns. (p. A1-7)

boycott A tactic in which a union and 
its supporters and sympathizers refuse to 
do business with an employer with which 
they have a labor dispute. (p. A1-7)

mediation A method of dealing with 
an impasse between labor and manage-
ment by bringing in a neutral third party 
to help the two sides reach agreement by 

reducing tensions and making suggestions 
for possible compromises. (p. A1-8)

arbitration A process in which a neutral 
third party has the authority to resolve a dis-
pute by rendering a binding decision. (p. A1-8)

grievance A complaint by a worker that 
the employer has violated the terms of the 
collective bargaining agreement. (p. A1-8)

Evaluate the impact that 
unions have had on their 
members’ welfare and the 
economy, and explain the 
challenges that today’s 
unions face. Most studies find 
that union workers earn higher 
wages and receive more benefits 
than nonunion workers with similar 
skills, performing the same type of 
job. Union contracts and the griev-
ance procedure also provide union 
members with more protection 
from arbitrary discipline (including 
firings) than nonunion workers enjoy. 
However, unionized industries in 
the private sector haven’t provided 
much job security. Total employ-
ment in many highly unionized 
industries has fallen dramatically in 
recent years.

Many critics argue that unions 
undermine worker productivity 
by imposing rules and restrictions 
that reduce the ability of firms to 
innovate and require employers 
to use more labor than necessary 
to produce goods and provide 
services. But union supporters 
suggest that unions reduce worker 
turnover and encourage worker 
training, thus increasing produc-
tivity. Research on this topic has 
not yielded clear-cut evidence in 
support of either position.

One of the major problems 
facing unions is the continuing 
decline in union membership 
in the private sector. There are 
several reasons for this decline. 
In part, it represents a change in 
the structure of the U.S. economy. 
But another reason has been 
the increasing willingness of 
employers to use antiunion tactics 
to discourage union membership. 
The AFL-CIO and national unions 
have placed greater emphasis on organizing activities in recent 
years in an attempt to reverse this trend. Until recently, these 
efforts met with little success. However, between 2006 and 2007 
there was a slight increase in private-sector union membership 
for the first time in 25 years. This was followed by an even 
larger increase in membership between 2007 and 2008. These 

developments raised hopes among union leaders that they had 
turned the corner. However, union membership fell substantially 
from 2009 to 2014, when only 6.6% of workers in private industry 
belonged to unions. The steep decline in private-sector unions is 
the main reason overall union membership dropped from 20.1% 
of all wage and salary workers in 1983 to 11.1% in 2014.

A1

  Major Labor LegisLation in the United states
Date Law Major Provisions

1932 Norris–LaGuardia Act  ■ Stated that workers had a legal right to organize

 ■  Made it more difficult to get injunctions against peaceful union 
activities 

1935 National Labor  
Relations Act (or 
Wagner Act)

 ■  Made it illegal for employers to discriminate based on union 
membership

 ■  Established the National Labor Relations Board to investigate 
unfair labor practices

 ■  Established a voting procedure for workers to certify a union as 
their bargaining agent

 ■  Required employers to recognize certified unions and bargain 
with them in good faith

1938 Fair Labor  Standards 
Act

 ■ Banned many types of child labor

 ■  Established the first federal minimum wage (25 cents per hour)

 ■  Established a standard 40-hour workweek

 ■  Required that hourly workers receive overtime pay when they 
work in excess of 40 hours per week

1947 Labor–Management 
Relations Act

 ■  Identified unfair labor practices by unions and declared them 
illegal

 ■  Allowed employers to speak against unions during organizing 
campaigns

 ■  Allowed union members to decertify their union, removing its 
right to represent them

 ■  Established provisions for dealing with emergency strikes that 
threatened the nation’s health or security

1959 Labor–Management  
Reporting and Disclo-
sure Act (or  
Landrum–Griffin Act)

 ■  Guaranteed rank-and-file union members the right to partici-
pate in union meetings

 ■  Required regularly scheduled secret ballot elections of union 
officers

 ■ Required unions to file annual financial reports

 ■  Prohibited convicted felons and Communist Party members 
from holding union office

A1-4
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Explain the purposes of laws and identify the major 
sources of law in the United States. Laws are those 
rules—enforced by a government—that set parameters for 
the conduct and actions of people within a society. These rules 
promote order and stability, protect individuals from physical or 
mental harm, protect property from damage or theft, promote 
behavior that society deems desirable, and deter behavior that 
society deems undesirable. Laws come from several sources. 
Constitutional law is based on a constitution, such as the U.S. 
Constitution or a state constitution. Statutory law is enacted 
by a legislative body, such as Congress or a state legislature. 

Administrative laws are established and enforced by government 
agencies. Case law (also called common law) is law based on 
court decisions known as precedents.

There are two branches of law in the United States. Civil law 
deals with disputes between private parties. These disputes are 
settled in the courts when one of the parties (called the plain-
tiff ) initiates a lawsuit against the other (called the defendant). 
Criminal law involves cases in which the state investigates and 
prosecutes alleged wrongdoers accused of a violation of their 
public duty. The most serious crimes are called felonies. Less seri-
ous crimes are called misdemeanors.

Describe the characteristics 
of a contract and explain 
how the terms of contracts 
are enforced. A contract is an 
agreement that is enforceable in 
a court of law. A valid contract is 
characterized by (1) mutual assent; 
(2) consideration; (3) legal capacity; 
and (4) legal purpose. In addition, 
according to the statute of frauds, 
certain types of contracts, such as 
those that will take more than a 
year to complete, or those involv-
ing the sale of goods worth more 
than $500, must be in writing.

A breach of contract occurs 
if one of the parties does not live 
up to the terms of the agree-
ment. When one party breaches a 
contract, the other party can sue 
in a civil court. If the court agrees 
that a party breached the contract, 
it orders some type of remedy. 
The most common remedy is 
compensatory damages, which 
means the party who breached 
the contract must pay money to 
the injured party to compensate 
for the actual harm suffered. In 
cases where the contract calls for 
the sale of a unique good, the 
courts may apply a remedy known 
as “specific performance,” which 
requires the party who breached the contract to do exactly what 
the contract says. Finally, the courts may issue injunctions (court 
orders) that prevent the party who breached the contract from 
taking some action.

laws Rules that govern the conduct and 
actions of people within a society that are 
enforced by the government. (p. A2-2)

constitution A code that establishes the 
fundamental rules and principles that govern 
a particular organization or entity. (p. A2-2)

statutory law Law that is the result of 
legislative action. (p. A2-3)

Uniform Commercial Code (UCC) A 
uniform act governing the sale of goods, 

leases, warranties, transfer of funds, and a 
variety of other business-related activities. 
(p. A2-3)

administrative law Laws that arise 
from regulations established by govern-
ment agencies. (p. A2-3)

case law (also called common 
law) Laws that result from rulings, called 
precedents, made by judges who initially 
hear a particular type of case. (p. A2-4)

tort A private wrong that results in 
physical or mental harm to an individual, or 
damage to that person’s property. (p. A2-5)

negligence An unintentional tort that 
arises due to carelessness or irresponsible 
behavior. (p. A2-5)

crime A wrongful act against society, 
defined by law and prosecuted by the state. 
(p. A2-5)
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Differences Between civil anD criminal law cases

Civil Law Criminal Law

Nature of Action 
and  Parties In-
volved

Lawsuits to settle disputes between 
private parties

Federal or state government 
 prosecution of parties charged with 
wrongdoings against society

Examples of 
Cases

Intentional torts such as slander, 
libel, invasion of privacy, wrongful 
death; unintentional torts arising 
from  negligence; breach of contract

Felonies such as robbery, theft, 
 murder, arson, identity theft, extor-
tion,  embezzlement, as well as less 
serious crimes called misdemeanors

Possible  
Outcomes

Liable or not liable Guilty or not guilty

Standard 
of Proof 
(What is Needed 
for the State or 
Plaintiff to Win 
the Case)

Preponderance of evidence (a much 
less stringent requirement than 
beyond reasonable doubt)

Proof beyond a reasonable doubt

Goal of Remedy Compensate injured party for harm 
suffered

Punish wrongdoer and deter similar 
behavior

Common  
Remedies

Monetary damages (payments of 
money to compensate the injured 
party), injunctions against certain 
types of behavior, or requirements 
for specific performance

Fines and/or imprisonment; in 
the most serious felonies, such 
as premeditated murder, capital 
punishment (the death penalty) 
may be imposed

A2
A2-1

A2-2
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and legal principles to business relation-
ships and transactions. (p. A2-6)

contract An agreement that is legally 
enforceable. (p. A2-6)

consideration Something of value 
that one party gives another as part of a 
contractual agreement. (p. A2-6)

statute of frauds A requirement that 
certain types of contracts must be in writ-
ing in order to be enforceable. (p. A2-6)

breach of contract The failure of one 
party to a contract to perform his or her 
contractual obligations. (p. A2-7)

statute of limitations The time period 
within which a legal action must be initiated. 
(p. A2-7)

compensatory damages Monetary 
payments that a party who breaches a con-
tract is ordered to pay in order to compen-
sate the injured party for the actual harm 
suffered by the breach of contract. (p. A2-7)

specific performance A remedy for 
breach of contract in which the court orders 
the party committing the breach to do 
exactly what the contract specifies. (p. A2-7)

sale A transaction in which the title (legal 
ownership) to a good passes from one 

party to another in exchange for a price. 
(p. A2-7)

title Legal ownership. (p. A2-7)

principal–agent relationship A 
relationship in which one party, called the 
principal, gives another party, called the 
agent, the authority to act in place of, and 
bind, the principal when dealing with third 
parties. (p. A2-8)

principal A party who agrees to have 
someone else (called an agent) act on his 
or her behalf. (p. A2-8)

agent A party who agrees to represent 
another party, called the principal. (p. A2-8)

scope of authority (for an 
agent) The extent to which an agent has 
the authority to act for and represent the 
principal. (p. A2-8)

Chapter 7 bankruptcy A form of bank-
ruptcy that discharges a debtor’s debts by 
liquidating assets and using the proceeds 
to pay off creditors. (p. A2-9)

Chapter 11 bankruptcy A form of bank-
ruptcy used by corporations and individuals 
that allows the debtor to reorganize opera-
tions under a court-approved plan. (p. A2-10)

Chapter 13 bankruptcy A form of 
bankruptcy that allows individual debtors 
to set up a repayment plan to adjust their 
debts. (p. A2-10)

property The legal right of an owner to 
exclude nonowners from having control 
over a particular resource. (p. A2-11)

intellectual property Property that results 
from intellectual or creative efforts. (p. A2-11)

patent A legal monopoly that gives an 
inventor the exclusive right over an inven-
tion for a limited time period. (p. A2-11)

trademark A mark, symbol, word, phrase, 
or motto used to identify a company’s goods. 
(p. A2-11)

copyright The exclusive legal right of an 
author, artist, or other creative individual 
to use, copy, display, perform, and sell their 
own creations and to license others to do so. 
(p. A2-12)

Describe how both title and risk pass from the seller to 
the buyer when a sale occurs. A sale occurs when title to a 
good or a piece of real property passes from one party to another 
in exchange for a price. Sales of goods are covered by Article 2 of 
the Uniform Commercial Code, which has been adopted by every 
state in the United States except Louisiana. Sales of services are 
based on precedents established by common law. A sales contract 
must contain the same basic elements as other contracts. However, 
the UCC has relaxed the requirements for some of these elements. 
For example, under the UCC, courts may recognize a sales contract 
even if certain key facts of the agreement (such as the price of the 

good) aren’t explicitly spelled out. In such cases, the UCC provides 
guidelines for supplying the missing details. One key sales contract 
issue involves when title actually passes from one party to another. 
If the contract is silent about this, the UCC generally holds that 
title passes when the seller has completed all duties related to the 
delivery of the good. Another key issue involves which party bears 
the risk if the goods are lost, damaged, or destroyed during the 
transfer from seller to buyer. If the contract doesn’t specify which 
party assumes the risk, the UCC normally places the risk on the 
party that is most likely to have insurance against a loss, or on the 
party that is in the better position to prevent a loss.

Provide an overview of the legal principles govern-
ing agency, intellectual property, and bankruptcy. A 
principal–agent relationship exists when one party (the principal) 
gives another party (the agent) the authority to act and enter into 
binding agreements on the principal’s behalf. As long as agents 
act within their scope of authority, principals are legally liable for 
any contracts their agents enter into while representing them. 
Not all employees have the authority to act as agents, but many 
do. A loan officer at a bank and a salesperson at a store are both 
employees of, and agents for, their companies.

Intellectual property refers to the rights of inventors, innova-
tors, authors, and artists to own their creations and prevent others 
from copying, distributing, displaying, performing, or selling these 
creations without their permission. Patents protect the intellectual 
property rights of inventors. Most patents give the inventor exclu-
sive rights to their invention for 20 years. Copyrights protect the 
intellectual property rights of authors, artists, and other creative 
individuals. Copyrights normally extend for 70 years beyond the 

author’s or artist’s life. Trademarks, which are marks, symbols, 
words, phrases, or mottos that identify a company’s goods, are 
another form of intellectual property. Registered trademarks are 
protected for 10 years, and the protection can be extended for an 
unlimited number of additional 10-year periods.

Bankruptcy provides a way for debtors who are unable to 
meet their obligations to discharge their debts and get a fresh 
start. There are several different types of bankruptcy procedures. 
In a Chapter 7 bankruptcy, the debtor’s assets are liquidated, and 
the proceeds are used to pay the creditors. Once this is done, 
the debtor’s obligations are considered fully discharged, even if 
(as is almost certainly the case) the proceeds are insufficient to 
make full payment. Chapter 11 bankruptcy occurs when a debtor 
reorganizes under a court-approved plan. This approach is usu-
ally used by corporations, though it is also possible for individuals 
to file under Chapter 11. Finally, Chapter 13 bankruptcy allows 
individuals to adjust their debt payments under a court-approved 
schedule.
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Remember to visit  

PAGE A1-11  
for additional 

STUDY TOOLS

LEARNING ObjEcTIvES
After studying this appendix, you will be able to:

 A1-1  Describe how unions in the United States are organized

 A1-2  Discuss the key provisions of the laws that govern labor–management relations

 A1-3  Explain how labor contracts are negotiated and administered

 A1-4  Evaluate the impact that unions have had on their members’ welfare and the economy, 
and explain the challenges that today’s unions face

A labor union is a group of workers who have organized 
to pursue common work-related goals, such as better 
wages and benefits, safer working conditions, and greater 
job security. Few topics in the world of business generate 
more controversy than labor unions—they have many pas-
sionate supporters, but they also have equally strong de-
tractors. To their supporters, unions protect workers from 
exploitation by powerful employers, give them a voice in 
the labor market, and help them achieve a better standard 
of living. But critics say that unions have undermined the 

competitiveness of Ameri-
can firms in the intensely 
competitive global market-
place and that they are out 
of touch with economic 
reality and the needs of to-
day’s workers.

As with many contro-
versial topics, evidence 
can be found to support 
the positions of both crit-
ics and defenders. The 
purpose of this appendix 
is to help you understand 

the role unions play in today’s economy and the chal-
lenges and opportunities unions face in the United 
States in the second decade of the twenty-first century.

 A1-1  ThE bASIc STRUcTURE 
Of UNIONS

Unions can be organized in two basic ways. Craft unions 
represent workers who have the same skill or work in the 
same profession. The United Brotherhood of Carpenters 
and Joiners of America and the Major League Baseball Play-
ers Association are both craft unions. Industrial unions 
represent workers who are employed in the same industry 
regardless of their specific skills or profession. Although in-
dustrial unions may have highly skilled workers among their 
members, they also often represent semiskilled and unskilled 
workers. The Transport Workers Union and the United Steel-
workers of America are both examples of industrial unions.

The basic building blocks of a union are its local unions 
(or just “locals”). Some locals represent workers of a specific 
union at a single plant, while others represent all workers 
in a specific union in a specific geographic region, even 
if they work at different plants or for different employers. 

labor union A group of 
workers who have organized to 
work together to achieve common 
job-related goals, such as higher 
wages, better working conditions, 
and greater job security.

craft union A union 
comprising workers who share 
the same skill or work in the 
same profession.

industrial union A union 
comprising workers employed in 
the same industry.
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“ It is one of the characteristics 
of a free and democratic 
nation that it have free and 
independent labor unions.”

— P R E S I D E N T  f R A N k L I N  D E L A N O 
R O O S E v E L T

Most unionized workers interact with their union through 
their local. It provides them with the opportunity to par-
ticipate directly in union affairs by attending meetings and 
voting on union-related issues. The initial stages of a 
grievance procedure (which we’ll describe later in this 
appendix) are carried out at the local level, and it’s 
usually the locals that organize workers to carry out 
strike activities when labor disputes arise.

Most local unions are aligned with a national 
(or international) union. National unions provide 
services to their locals, such as legal advice and 
leadership training. They also take an active 
role in organizing new locals. Finally, national 
unions help their locals during negotiations 
with employers. In many industrial unions, 
the national union negotiates a master con-
tract, after which each local union negoti-
ates a local contract to address issues and 
problems unique to its own situation.

Many national unions belong to 
the American Federation of Labor and 
Congress of Industrial Organizations, better 
known as the AFL-CIO. This federation provides a 
high-profile national voice for the labor movement. 

It represents American union workers 
at international labor conferences, 

lobbies Congress in support of 
pro-labor legislation, encourages 
political activism among union 

members, and provides resources 
and strategic support for efforts to 

increase union membership.
In 2005, seven of the AFL-CIO’s 

largest national unions withdrew 
from the federation and formed 

a new coalition, called Change 
to Win. The leaders of the unions 

that formed Change to Win said 
that they did so because they were 
frustrated by the AFL-CIO’s inability to Fl
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stem the decline in union membership. Some of the original 
unions in Change to Win have since abandoned the coalition, 
so it currently consists of only four unions. But those four are 
some of the largest, best-known unions in the United States, 
including the Teamsters and United Farm Workers. The lead-
ers of Change to Win have been very active in promoting the 
growth of unions.1

 A1-2  LAbOR LAwS IN ThE 
UNITED STATES

exhibit A1.1 lists the major federal laws dealing with labor 
unions and provides a brief description of their key provi-
sions. Notice that the first of these laws was not enacted 

until 1932. For a century 
and a half after our nation’s 
founding, there were no 
federal laws that specifically 
concern the rights of work-
ers to organize unions or 
the ways unions could carry 
out their functions. This lack 

of legal recognition (and protection) helps explain why the 
labor movement struggled in our nation’s early history.

Prior to the 1930s, the prevailing legal view concern-
ing employment relationships was based on a strict appli-
cation of the concept of employment at will, which 
defined employment as a completely voluntary relation-
ship that both the employee and the employer were free 
to terminate at any time and for any reason. Many employ-
ers took advantage of this doctrine to fire workers they sus-
pected of being union supporters. Another problem that 
early unions faced was that—because of their lack of legal 
recognition—courts usually sided with employers in labor 
disputes. For instance, employers usually found it easy to 
obtain injunctions (court orders) preventing workers from 
picketing their place of employment when disputes arose.

The Great depression of the 1930s proved a turning 
point in labor history. As company after company an-
nounced massive layoffs, the public began to view unions 
as necessary protectors of workers. This change in public 
attitudes brought about political changes as well. Notice 
that the first three laws listed in exhibit A1.1 were passed 
during the depression years. It shouldn’t be surprising that 
the provisions of all three were largely favorable to unions.

employment at will A 
legal doctrine that views 
employment as an entirely 
voluntary relationship that both 
the employee and employer are 
free to terminate at any time and 
for any reason.

Date Law Major Provisions

1932 Norris–LaGuardia Act  ■ Stated that workers had a legal right to organize

 ■ Made it more difficult to get injunctions against peaceful union activities

1935 National Labor  Relations Act  
(or Wagner Act)

 ■ Made it illegal for employers to discriminate based on union membership

 ■ Established the National Labor Relations Board to investigate unfair labor practices

 ■ Established a voting procedure for workers to certify a union as their bargaining agent

 ■ Required employers to recognize certified unions and bargain with them in good faith

1938 Fair Labor  
Standards Act

 ■ Banned many types of child labor

 ■ Established the first federal minimum wage (25 cents per hour)

 ■ Established a standard 40-hour workweek

 ■ Required that hourly workers receive overtime pay when they work in excess of 40 hours per week

1947 Labor–Management  
Relations Act

 ■ Identified unfair labor practices by unions and declared them illegal

 ■ Allowed employers to speak against unions during organizing campaigns

 ■ Allowed union members to decertify their union, removing its right to represent them

 ■ Established provisions for dealing with emergency strikes that threatened the nation’s health or security

 ■ Declared closed shops illegal and allowed states to ban union shops by passing right-to-work laws

1959 Labor–Management  
Reporting and Disclosure Act  
(or Landrum–Griffin Act)

 ■ Guaranteed rank-and-file union members the right to participate in union meetings

 ■ Required regularly scheduled secret ballot elections of union officers

 ■ Required unions to file annual financial reports

 ■ Prohibited convicted felons and Communist Party members from holding union office

ExhiBit A1.1 MAjOR LAbOR LEGISLATION IN ThE UNITED STATES
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The most important labor law enacted during the 
1930s was the National Labor Relations Act of 
1935 (NLRA), also known as the Wagner Act. The NLRA 
prevented employers from discriminating against union 
workers in hiring or employment practices and required 
employers to bargain in good faith with unions. It also es-
tablished the National Labor Relations Board to investigate 
claims of unfair labor practices. The passage of the NLRA 
gave a tremendous boost to the labor movement. Between 
its passage and the beginning of World War II, union mem-
bership almost tripled, rising from 3.6 million workers in 
1935 to 10.2 million in 1941.2

Immediately after World War II, unions began to flex 
their newfound strength. In the year immediately fol-
lowing the end of World War II, almost 5 million union 
workers went out on strike, including 750,000 steel-
workers, in what remains the largest single strike in U.S. 
history. This series of strikes created serious disruptions 
to the U.S. economy and caused many people to fear 
that big unions had become too powerful.3

In response to these concerns, Congress passed the 
Labor–Management Relations Act of 1947 (usually 
called the Taft–Hartley Act). As shown in exhibit A1.1, 
the Taft–Hartley Act placed limits on unions, much as the 

Wagner Act had placed limits on employers. In addition to 
these restrictions, the Taft–Hartley Act also weakened the 
ability of unions to require the workers they represented 
to become union members. Prior to Taft–Hartley, many 
unions were able to negotiate closed shop and union 
shop clauses for their contracts. Under a closed shop, 
workers must belong to the union before the employer 
can hire them. In a union shop, employers can hire work-
ers who don’t belong to the union, but nonunion workers 
represented by the union must become union members 
within a specified period in order to keep their jobs. The 
Taft–Hartley Act made closed shops illegal. It didn’t declare 
the union shop illegal, but it did allow each state to enact a 
right-to-work law that made union shops illegal within 
its borders. In right-to-work states, unions can still exist and 
bargain for workers, but the workers can’t be required to 
join the union. In this situation, known as an open shop, 
nonunion workers receive the same wages and benefits as 
their union counterparts.

exhibit A1.2 shows the 
26 states with right-to-work 
laws as of April 2016. Indi-
ana became the twenty-
third right-to-work state in 

Exhibit A1.2 
Right-to-Work Laws
As of April 2016, 26 states had adopted right-to-work laws declaring union 
shops illegal.

Texas

Louisiana Florida

Georgia

South Carolina

North Carolina

Virginia

Ala.Miss.

Ark.

Mo.

Iowa

Minn.

Wisc.

Ill. Ind.
Ohio

W.V.

Ky.

Tenn.

Penn.

Michigan

N.Y.

Vt.
N.H.

Maine

Mass.

R.I.
Conn.

N.J.
Delaware

Maryland

New
Mexico

Colorado

Wyoming

Montana

Idaho

Utah

Arizona

Nevada

Washington

Oregon

California

Alaska

Hawaii

Okla.

Kansas

Nebraska

S. Dakota

N. Dakota

Union shops illegal

Union shops legal

National Labor Relations 
Act (Wagner Act) Landmark 
pro-labor law enacted in 1935. 
This law made it illegal for firms 
to discriminate against union 
members and required employers 
to recognize certified unions and 
bargain with them in good faith.

Labor–Management 
Relations Act (Taft–
Hartley Act) Law passed in 
1947 that placed limits on union 
activities, outlawed the closed 
shop, and allowed states to pass 
right-to-work laws that made 
union shops illegal.

closed shop An employment 
arrangement in which the 
employer agrees to hire only 
workers who already belong to 
the union.

union shop An employment 
arrangement in which a firm can 
hire nonunion workers, but these 
workers must join the union 
within a specified time period to 
keep their jobs.

right-to-work law A state 
law that makes union shops 
illegal within that state’s borders.

open shop An employment 
arrangement in which workers 
are not required to join a union 
or pay union dues.
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February 2012, followed by Michigan in december 2012, 
Wisconsin in March 2015, and West Virginia in February 
2016.4 Governors or legislatures in Maine, Mexico, and Mis-
souri have also expressed interest in passing right-to-work 
legislation. New Hampshire’s legislature approved right-to-
work in 2011, but the governor vetoed the bill.5 employers 
generally see right-to-work laws as contributing to a positive 
business environment. According to the Bureau of econom-
ic Analysis, between 1990 and 2011, right-to-work states saw 
employment grow by 42.6% and incomes grow by 209.3%, 
whereas in non-right-to-work states employment grew by 
only 18.8% and incomes grew by only 148.5%.6 

Supporters of right-to-work laws argue that workers 
shouldn’t be forced to join a union to keep their jobs— 
especially since the union might use strategies or adopt 
positions that are inconsistent with their personal values. 
But critics of these laws point out that they allow workers 
to receive the benefits of union representation without 
paying union dues, creating what union supporters call 
the free rider problem. Getting union benefits without 
paying dues might seem like a good deal to individual 
workers; however, if most workers become free riders, 
the union will lack the financial resources and unity it 
needs to represent these workers effectively. It is not 
surprising that all states with union membership rates 
of less than 5% in 2015 (Georgia, North Carolina, South 
Carolina, Texas, and Utah) were right-to-work states.7

 A1-3  cOLLEcTIvE bARGAINING: 
REAchING AN AGREEMENT

Collective bargaining is the process by which repre-
sentatives of labor and management attempt to negoti-
ate a mutually acceptable labor agreement. Federal law 
requires that both sides in this process bargain in good 
faith, meaning that they must take the process seriously 
and make a sincere effort to reach an agreement that is 
acceptable to both sides.

A1-3a  Subjects of 
Bargaining: 
What it’s All 
About

There is no set list of topics 
that are always discussed 
during collective bargain-
ing, but under federal la-
bor law, certain subjects 
are mandatory subjects of 

bargaining. Mandatory topics are those that deal with 
wages, benefits, hours of work, and other terms directly 
related to working conditions. If one side makes a pro-
posal covering one of these topics, the other side can-
not legally refuse to discuss it. For instance, if the union 
proposes a pay raise or a more flexible work schedule, 
a refusal by management to engage in good faith dis-
cussions concerning these proposals would be an unfair 
labor practice.

Unions and management sometimes want to dis-
cuss topics beyond the mandatory subjects. In general, 
as long as a topic doesn’t involve a violation of the law, 
these other topics are considered permissible subjects 
of bargaining. That is, the two sides are free to bargain 
over them, but neither side can be required to do so. 
Proposals to engage in illegal activities—such as a pro-
posal that would involve discrimination against older 
workers—aren’t permissible.

A1-3b  Approaches to Collective Bargaining
There are two basic approaches to collective bargaining: 
distributive bargaining and  interest-based bargaining.

Distributive bargaining is the traditional ap-
proach to collective bargaining. The two sides negotiate, 
but they don’t explicitly cooperate. each side usually as-
sumes that a gain for one party is a loss for the other, result-
ing in an adversarial bargaining environment.

In distributive bargaining, the two parties typically 
enter negotiations with predetermined positions and 
specific proposals. In fact, union negotiators often pre-
sent a long “laundry list” of demands at the beginning 
of negotiations. Many of the demands may be inflated 
to give the negotiators some room to bargain. For ex-
ample, the union may initially demand a 10% raise, even 
though it knows that the employer would never agree to 
that large an increase in pay. Sometimes management 
negotiators offer their own demands at the beginning of 
the negotiation; in other cases, they simply receive the 
union proposals and promise to respond at a future bar-
gaining session.

After the two sides have presented their initial po-
sitions, they work through the specific demands, with 
each side accepting, rejecting, or making counterpro-
posals in response to positions taken by the other side. 
This is often a very time-consuming process. The par-
ties use every persuasive technique at their disposal—
including logic, flattery, and threats—to convince the 
other side to accept (or at least move closer to) their 
positions. The possibility of a strike or lockout often 
becomes a major concern if the two sides struggle to 
reach agreements.

collective bargaining  
The process by which 
representatives of union members 
and employers attempt to 
negotiate a mutually acceptable 
labor agreement.

distributive bargaining  
The traditional adversarial 
approach to collective 
bargaining.
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Interest-based bargaining takes a different 
app roach. Rather than beginning with predetermined 
positions and a long list of inflated demands, each side 
identifies concerns it wants to discuss. during the nego-
tiations, the two sides explore the issues in depth and 
work together to find mutually acceptable solutions. They 
often form teams consisting of members from both sides 
to work on specific issues. The goal is to find a “win–win” 
outcome that benefits both sides.

The success of interest-based bargaining hinges on 
the ability of the two sides to establish and maintain a 
high level of trust. Both sides must be willing to share 
information and explore options with open minds. Such 
a level of trust isn’t always present in the collective bar-
gaining arena, but when it is, interest-based bargaining 
can be very successful. The Federal Mediation and Con-
ciliation Service reports that interest-based bargaining 
often “makes it possible to generate and consider op-
tions to satisfy particular interests that may never have 
been considered before.”8

Once the two sides reach a tentative agreement, 
it must be ratified by the employees it covers. The ex-
act ratification procedure varies among unions, but it 
usually requires a majority of union members to vote in 
favor of the agreement.

A1-3c dealing with impasse
Collective bargaining efforts don’t always proceed 
smoothly toward a settlement. Sometimes after months 
of effort, the two sides find that they remain so far apart 
on one or more issues that they see no way to reach an 
agreement—a situation known as impasse. In such cases, 
one of the two sides may try to put pressure on the other 
to change their position by calling for a work stoppage. A 
strike occurs when the workers initiate the stoppage by 
refusing to report to work. A lockout occurs when the 
employer refuses to allow workers access to their work site. 
Lockouts, although still rare, have become more common 
in recent years. The highest-profile lockouts in recent years 
have been in professional sports. The National Hockey 
League owners locked out players in 2004–2005, ultimately 
resulting in the cancellation of the entire hockey season, 
and again in 2012, which led to cancellation of 34 of its 
82 regular season games.9 Likewise, in 2011, the National 
Basketball Association owners locked out players, result-
ing in the cancellation of 16 games, and while the National 
Football League owners locked out players from March to 
July, no regular season games were lost.10 

during a work stoppage, unions often use picketing 
and boycotts to apply additional pressure to the employer. 

Picketing occurs when workers walk outside the em-
ployer’s place of business carrying signs to inform the pub-
lic about their position. Workers belonging to other unions 
often support the striking workers by refusing to cross the 
picket line. Picketing is legal as long as it’s peaceful and pick-
eters don’t prevent people who don’t support the union’s 
position from entering the 
business. A boycott oc-
curs when striking workers 
and their supporters refuse 
to do business with the 
employer during a labor 
dispute. Boycotts are legal 
as long as they are lim-
ited to the products and 
services of the firm with 
which the union has a di-
rect dispute.

Strikes and lockouts 
are costly to both sides. The 
workers lose wages, and 
the employer loses revenue 
(and perhaps profits). In 
many states, workers who 
are locked out by employ-
ers qualify for unemploy-
ment benefits, but strik-
ing workers usually aren’t 
eligible for such benefits. 

More than 40,000 Verizon employees 
went on strike in April 2016 to protest 
the company’s plans to cap pensions, cut 
benefits, and outsource work to Mexico, 
the Philippines, and the Dominican 
Republic.
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interest-based 
bargaining A form of 
collective bargaining that 
emphasizes cooperation and 
problem solving in an attempt to 
find a “win–win” outcome.

strike A work stoppage 
initiated by a union.

lockout An employer-
initiated work stoppage.

picketing A union tactic 
during labor disputes in which 
union members walk near the 
entrance of the employer’s 
place of business, carrying signs 
to publicize their position and 
concerns.

boycott A tactic in which 
a union and its supporters 
and sympathizers refuse to do 
business with an employer with 
which they have a labor dispute.
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Unions sometimes pay strike benefits to workers, 
and striking workers may be able to find temporary 
jobs. But these sources of income often fall far short 
of what the strikers would have earned on their reg-
ular jobs.

Businesses often try to continue operating dur-
ing a strike by using managers and other nonunion 
personnel, or by hiring replacement workers—a 
practice that’s become more common in recent 
years. But it’s costly to recruit, select, hire, and train 
large numbers of new employees. And when the 
striking workers are highly skilled, it may be impos-
sible to find enough skilled replacement workers to 
maintain operations.

Because of the costs and uncertainties associated 
with strikes and lockouts—and the bitterness and 
resentment that often linger even after they end—
both unions and employers have good reasons to try 
to avoid such work stoppages. As exhibit A1.3 shows, 
the trend in the number of work stoppages clearly 
has been downward over the past 40 years.

Rather than resort to strikes and lockouts when 
an impasse looms, the two sides sometimes agree 
to bring in a neutral third party to move the process 
toward settlement. Two different approaches are 
possible:

 ■ Mediation involves bringing in an outsider 
who attempts to help the two sides reach 
agreement. Mediators are skilled facilita-
tors who are good at reducing tensions and 
providing useful suggestions for compromise. But 
they have no authority to impose a settlement. If one 
or both sides reject the mediator’s suggestions, the 
mediation effort will fail.

■  Arbitration involves 
bringing in an outsider 
with the authority to 
impose a binding 
settlement on both 
parties. An arbitrator 
will listen to both sides, 
study the issues, and 
 announce a settle-
ment. Arbitration is 
rare in the case of 
private-sector collec-
tive bargaining, but the 
public (government) 
sector frequently uses 
this approach to reach 
agreements.

A1-3d  Administering a Collective 
Bargaining Agreement

Labor contracts tend to be long, complex  documents. dis-
agreements about the interpretation of various clauses are 
not unusual. When workers believe their employer has treated 
them unfairly under the terms of the contract, they can file 
a complaint, called a grievance. Labor contracts generally 
spell out a specific procedure for dealing with grievances.

Grievance procedures usually include a number of 
steps. The first step normally involves informal discussions 
between the complaining worker and a supervisor. In many 
cases, an officer of the local union (usually called a union 
steward) becomes involved at this early stage. If the two par-
ties can’t settle the grievance informally, the next stage often 
involves putting the grievance in writing and discussing it 
with a manager above the supervisor’s level. each successive 
step involves higher levels of management and union repre-
sentation. The process continues until the issue is settled or 
the union drops the complaint. The last step in the grievance 
procedure normally involves binding arbitration, with both 
parties agreeing to accept the arbitrator’s decision as final.

 ExhiBit A1.3     TRENDS IN wORk STOPPAGES:  
1970–2015

Year

Number of 
Work Stoppages 

 Involving 1,000 or 
More Workers

Total Number 
of Workers 

Affected 
(1,000s)

Worker-Days 
Lost Due to 
Stoppages 

(1,000s)

1970 381 2,468 52,761

1975 235 965 17,563

1980 187 795 20,844

1985 54 324 7,099

1990 44 185 5,926

1995 31 192 5,771

2000 39 394 20,419

2005 22 100 1,736

2010 11 45 302

2011 19 113 1,002

2012 19 148 1,131

2013 15 155 290

2014 11 34 200

2015 12 47 740

Source: “Table 1. Work stoppages involving 1,000 or more workers, 1947–2015,” Economic News Release, February 10, 
2016, Bureau of Labor Statistics website: http://www.bls.gov/news.release/pdf/wkstp.pdf, accessed April 3, 2016.

mediation A method 
of dealing with an impasse 
between labor and management 
by bringing in a neutral third 
party to help the two sides reach 
agreement by reducing tensions 
and making suggestions for 
possible compromises.

arbitration A process in 
which a neutral third party 
has the authority to resolve a 
dispute by rendering a binding 
decision.

grievance A complaint by 
a worker that the employer 
has violated the terms of the 
collective bargaining agreement.
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 A1-4  ThE STATE Of ThE UNIONS: 
AchIEvEMENTS, PRObLEMS, 
AND chALLENGES

Let’s conclude our discussion by looking at the impact that 
unions have on the compensation of employees, job secu-
rity, and worker productivity, and at the challenges unions 
face as they move further into the twenty-first century.

A1-4a Unions and Compensation
evidence from a variety of studies suggests that union 
workers do earn higher wages than nonunion workers 
with similar skills performing similar jobs. Although differ-
ent studies report somewhat different results, most stud-
ies find that, on average, union workers earn about 10% 
to 20% more than nonunion workers performing similar 
work—and in some occupations, the differences are even 
larger. exhibit A1.4 compares median wages in 2015 for 
union and nonunion workers in several industries. Keep 
in mind, however, that some of the disparities between 
union and nonunion wages may be due to other factors, 
such as differences in specific industries, the size of the em-
ployer, and geographic location.11

In addition to higher wages, union workers also often 
receive better benefits. For example, in 2015 about 79% 
of union workers had access to health insurance through 
their employer, compared with about 49% of nonunion 
employees. And on average, the company paid about 87% 
of the health insurance premiums for union workers but 
only about 77% of the premiums for nonunion workers.12 
Similarly, 86% of union members had access to employer-
provided life insurance, compared to 56% of nonunion 

workers. Finally, 83% of union members had paid sick 
leave, while only 62% of nonunion members had this ben-
efit. Interestingly, union and nonunion workers have equal 
access to paid vacations (74% to 74%).13

A1-4b Unions and Job Security
The terms of labor contracts and the presence of griev-
ance procedures provide due process to workers who 
are fired or punished for arbitrary reasons. Union workers 
who believe their employer has unfairly dismissed them 
can seek reinstatement through the grievance procedure. 
If their grievance succeeds, their firm may be required to 
reinstate them and award back pay. Although nonunion 
workers have gained some defenses against arbitrary dis-
missal over the years, their protection isn’t as extensive or 
well defined as it is for union members.

But union workers face a different type of problem with 
their job security. It isn’t unusual for workers in heavily union-
ized sectors of the economy to experience layoffs during eco-
nomic downturns. And employees in many heavily unionized 
industries in the United States have lost jobs due to factors 
such as automation and steadily increasing foreign compe-
tition over the past three decades. Faced with these threats, 
several unions have agreed to wage cuts and other conces-
sions in an attempt to preserve jobs. even with these conces-
sions, both temporary layoffs and permanent job losses have 
remained more common in heavily unionized segments of 
the economy than most other sectors of the economy.

A1-4c Unions and productivity
Critics of labor unions commonly argue that unions nego-
tiate work rules that hurt productivity—which ultimately 
undermines competitiveness in the global economy. They 

contend that work rules too often require employers 
to use more labor than necessary for various tasks and 
make it difficult for firms to innovate and introduce more 
efficient methods. Indeed, critics argue that these inef-
ficient union-imposed work rules are a major reason why 
American firms are less competitive in global markets.

But defenders of unions argue that unions often 
increase productivity by reducing worker turnover—
experienced workers tend to be more productive than 
newly hired workers—and by improving worker mo-
rale. Some also point out that craft unions often require 
their workers to undergo extensive training, such as ap-
prenticeship programs, that greatly improves their skills.

Real-world evidence has failed to resolve the issue. 
Some studies have shown that unions decrease pro-
ductivity, whereas others have found evidence of in-
creases. These mixed results suggest that productivity 

 ExhiBit A1.4     UNION vS. NONUNION MEDIAN 
wEEkLY EARNINGS IN SELEcTED 
INDUSTRIES (2015)

Industry
Union 

Workers
Nonunion 
Workers

Percent  
Difference

Utilities $1,194 $1,116 7.0%

Construction $1,099 $743 47.9%

Transportation $980 $754 30.0%

Manufacturing $876 $833 5.2%

Accommodation and 
Food Services

$579 $489 18.4%

Source: Economic News Release, “Table 4. Median weekly earnings of full-time wage and salary workers by union 
affiliation, occupation, and industry, 2014–2015 annual averages,” Bureau of Labor Statistics, January 28, 2016, 
http://www.bls.gov/news.release/union2.t04.htm, accessed April 3, 2016.

A1-9ONLINe APPeNdIx 1: Labor Unions and Collective Bargaining

16695_online_app01_ptg01.indd   9 15/12/16   4:41 pm

Copyright 2018 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part.  WCN 02-200-203



doesn’t depend as much on whether a plant is unionized 
as it does on how well management and the union coop-
erate to find solutions to the challenges they face. That’s 
one of the reasons many labor experts believe that the use 
of interest-based bargaining holds such promise.15

A1-4d  The Challenge of declining 
Union Membership

Until very recently, union membership in the public (gov-
ernment) sector was on an upward trend. In fact, unions 
representing teachers, firefighters, police officers, and state 
and municipal workers grew rapidly during most of the 
past 30 years. But from 2009 through 2012, declining state 
budgets led to layoffs of public employees. This, coupled 
with the election of governors and many legislators who 
were less than sympathetic to unions, took a toll on union 
ranks. In 2015, 35.2% of public-sector employees were 
union members, a decline from 37.4% in 2009.16

The union movement in the private sector experi-
enced a sustained and dramatic drop in membership from 
the early 1980s through the first several years of the new 
 century. Several unions in the private sector—including 
those in iconic industries such as autos, steel, and textiles—
saw their memberships drop by hundreds of thousands 
of workers over this time period. In 2015, only 6.7% of the 
workers in private industry belonged to a union. The steep 
decline in private-sector unions is the main reason overall 
union membership dropped from 20.1% of all wage and 

Appreciation and Concern for UAW’s Generous 
Labor Contract
Every three years, the United Automobile Workers (UAW) union 
negotiates with a leading car manufacturer (rotating between 
Ford, General Motors, and Fiat Chrysler).  The contract struck with 
that company is broadly adopted by the other two, resulting in 
approximately the same wages and benefits for all UAW workers. 

Just before the 2007 negotiations were set to take place, the 
Great Recession hit, devastating the auto industry and forcing the 
negotiators to scramble to save as many jobs as possible. The UAW 
agreed to a two-tier wage plan paying new workers $14 an hour—
half as much as experienced workers earned. While the cost savings 
proved crucial in keeping struggling automakers in business 
(GM emerged from bankruptcy a much smaller company), new 
workers hired onto the lower-tier plan resented that experienced 
co-workers earned $28 an hour for the same work. 

By 2015, annual vehicle sales had risen to 17 million—up from 
just 10.4 million in 2009. Given the relatively stable state of the 

industry, the UAW was able to get lead company Fiat Chrysler, 
followed by GM and Ford, to adopt a contract giving all workers the 
chance to earn the new top wage of $29 per hour. With lower-tier 
pay in effect for 45% of Fiat Chrysler workers, 25% of Ford workers, 
and 20% of GM workers, hourly labor costs were estimated to rise 
19% at Fiat Chrysler and 9 to 10% at both Ford and GM.  

While workers are thankful for the higher wages, they also 
worry that rising labor costs could again hurt their long-term 
job prospects. Indeed, three months after signing the new 
UAW labor contract, Ford announced that it would shut down 
production of its Focus and C-Max models in the United States. 
Ford moved production of these smaller (and less profitable) cars 
to Mexico, where it built a new assembly plant and expanded an 
existing one. With its new Mexican factories operating at lower 
costs than possible in the United States, Ford announced plans to 
assemble an additional 500,000 cars per year by 2018.14

salary workers in 1983 to 11.1% in 2015.17 As mentioned ear-
lier, frustration with this trend led some of the largest unions 
to withdraw from the AFL-CIO and form Change to Win.

Two key factors have contributed to the steep decline in 
private-sector unions. The first is the dramatic change in the 
structure of the U.S. economy. The traditional manufacturing 
base of the U.S. economy (which has been a union stronghold) 
has declined in importance as U.S. goods producers have lost 
market share to foreign competitors. To remain competitive, 
many U.S. firms moved production to right-to-work states, 
where unions are weaker and labor costs are lower. Many oth-
ers have offshored their production to foreign countries.

A second major factor has been an increase in the use 
of aggressive anti-union strategies by many firms. A study 
by Professor Kate Bronfenbrenner, director of Labor educa-
tion Research at Cornell University’s School of Industrial and 
Labor Relations, examined employer responses to union-
organizing efforts in the United States from 1999 to 2003. 
Her study found that when unions tried to organize work-
ers, 96% of employers mounted an active campaign against 
union certification. Tactics were many and varied; 70% of 
employers sent out anti-union letters, 64% had supervisors 
question workers about their union support, 57% threatened 
to close down some or all of their plants if workers voted in 
favor of the unions, 47% threatened to cut wages or benefits, 
and 28% tried to infiltrate the union-organizing committee.18

For their part, employers point out that the anti-union 
information they provide to workers reflects real concerns 
about the impact unions would have on their ability to 
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compete in a global economy. Union critics also point out 
that workers are often pressured by union organizers and 
pro-union peers into voting in favor of union representation.

Another increasingly common strategy is to make 
much greater use of temporary workers and independent 
contractors who often aren’t eligible for union member-
ship. And as we mentioned earlier, employers have be-
come more willing to use replacement workers during 
strikes. In fact, the United States is one of the few industri-
alized nations where hiring permanent replacements for 
workers engaged in an economic strike is legal.19

For two decades, the AFL-CIO and national unions tried 
to counter the downward trend in membership by organizing 

new locals without success. Then in 2007, union membership 
in the private sector increased slightly, both in terms of total 
membership and the percentage of the labor force—the first 
such increase in 25 years. Membership increased yet again in 
2008—this time by a more significant margin. These gains 
buoyed the hopes of union supporters for a while. But mem-
bership dropped again from 2009 to 2012, more than wiping 
out the gains of the previous three years.20 Much of the decline 
was probably due to the severity of the recession and slow-
ness of recovery in those years, but many analysts doubt that 
union membership will recover and resume its upward trend 
(it held steady in 2013, dropped slightly in 2014, and then held 
steady again in 2015) even when the economy fully recovers.

For much of the twentieth century, the labor union 
movement in the United States was a force to be reckoned 
with, helping union labor achieve major improvements in 
wages, hours, working conditions, and job security. Part of 
their impact was reflected in pro-labor laws, regulations, and 
policies they supported. But much of their impact resulted 
from successes in collective bargaining. Even today, union 
workers typically have higher wages and better benefits 
than nonunion workers in the same industry performing 
similar jobs.

Labor unions have faced major challenges in recent years. They 
have been criticized for harming American competitiveness and 
have faced increasing opposition from companies and from 
anti-union political leaders. The decline of the manufacturing 
sector (long a bastion of union power) and the loss of union jobs 
to low-wage foreign sources have also hurt. Union membership 
has seen a marked decline in recent years, and those falling 
numbers have translated into reduction in political and 
economic influence. Although union leaders and sympathizers 
have mounted vigorous campaigns to reverse the decline, so far 
they have met with little success.
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LEARNING ObjEcTIvES
After studying this appendix, you will be able to:

 A2-1  Explain the purposes of laws and identify the major sources of law in the United States

 A2-2  Describe the characteristics of a contract and explain how the terms of contracts are enforced

 A2-3  Describe how both title and risk pass from the seller to the buyer when a sale occurs

 A2-4  Provide an overview of the legal principles governing agency, intellectual property, 
and bankruptcy

Business Law
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■  Promote stability and 
order

■  Protect individuals from 
 physical or mental harm

■  Protect property from 
damage or theft

■  Promote objectives 
and  standards of 
behavior that society 
deems desirable

 ■ Discourage objectives and standards of behavior that 
society deems undesirable

A2-1a Sources of Law
Just as laws have many purposes, they also arise from 
many sources.

Constitutional Law A constitution is a code that 
establishes the fundamental rules and principles that gov-
ern a particular organization or entity. A constitution pro-
vides the basis for all other laws within that entity. In the 

 A2-1 ThE PURPOSE AND ORIGIN Of LAwS

Laws are those rules governing the conduct and actions of people within 
a society that are enforceable by the govern ment. Business—in fact, 
civilization as a whole—simply couldn’t function without the rule 
of law. Can you imagine buying a car, borrowing money, investing in 
securities, or starting a business if there were no enforceable rules 
govern ing these activities? We need laws to:

laws Rules that govern the 
conduct and actions of people 
within a society that are enforced 
by the government.

constitution A code that 
establishes the fundamental 
rules and principles that govern 
a particular organization 
or entity.
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“The law is reason free from 
passion.”

— A R I S T O T L E

United States, the U.S. Constitution is considered to be the 
supreme law of the land. A law that the courts find is in 
conflict with the Constitution is said to be unconstitutional 
and will not be enforced.

The U.S. Constitution reserves certain rights and 
responsibilities for the individual states. each state has its 
own constitution that serves as the supreme law within its 
boundaries for those issues the U.S. Constitution reserves 
for state governments.

Statutory Law legislative bodies enact many more 
specific laws called statutory laws. Acts or federal stat-
utes are laws passed by the U.S. Congress. State statutes are 
laws passed by state legislatures, and ordinances are laws 
passed by city and county governments.

Doing business across state boundaries can be 
complex and frustrating because each state has its own 
set of laws. The national Conference of Commission-
ers on Uniform State laws (also known as the Uniform 
law Commission, or UlC) was established to find ways 
to make state laws more consistent. It develops model 
laws, called  uniform acts, which it sponsors before state 
legislatures. For businesses, the most important uniform 
act is the Uniform Commercial Code (UCC). First 

developed in 1952, the UCC has been adopted by every 
state, Washington, D.C., and the Virgin Islands. (louisi-
ana has adopted all of the UCC articles except Articles 
2 and 2A.) exhibit A2.1 identifies the major types of 
business transactions covered by the UCC. The UlC has 
modified the UCC several 
times over the years to  
account for changes in 
society, technology, and 
business practices.1

Administrative Law  
The best-known sources of 
administrative laws, 
which are laws established 
by government agencies, 
are the federal commis-
sions, administrations, and 
agencies Congress has 

statutory law Law that is 
the result of legislative action.

Uniform Commercial 
Code (UCC) A uniform act 
governing the sale of goods, 
leases, warranties, transfer of 
funds, and a variety of other 
business-related activities.

administrative law Laws 
that arise from regulations 
established by government 
agencies.

A2-3OnlIne APPenDIx 2: Business law
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created and given the authority to regulate a specific in-
dustry or type of activity. For example, the Food and Drug 
Administration (FDA) develops and enforces regulations 
to ensure the safety of our nation’s food supply and medi-
cines, and the environmental Protection Agency (ePA) es-
tablishes and enforces regulations to protect the natural 
environment.

State and local governments have also created agen-
cies with the authority to establish and enforce regulations 
within their borders. Many state agencies are modeled  
after similar federal regulatory agencies.

Case Law The body of law that arises from court decisions 
is known as case law (or common law). Case law governs 
areas that are not covered by statutory or administrative law. 

For example, Article 2 of the 
Uniform Commercial Code 
governs sales of goods but 
has nothing to say about 
the sale of services. Thus, le-
gal disputes that arise dur-
ing the sale of services are 

settled on the basis of case law. Case law is also used when 
courts decide on the correct interpretation of statutes or 
administrative regulations that are in dispute.

When a court that first hears a case dealing with a spe-
cific issue renders a decision, it sets a precedent. This means 
that some other courts are expected to use this ruling as 
a guide when they hear cases of a similar nature. Relying 
on precedents makes the legal process more efficient—
courts dealing with the same types of cases don’t have to 
“reinvent the wheel.” Precedents also make legal rulings 
more predictable so that the parties involved in a dispute 
know how and why the court is likely to rule. Courts very 
rarely contradict a precedent. In fact, when they do, it  
often makes headlines.

A2-1b Civil versus Criminal Law
There are two major branches of law in the United States: 
civil law and criminal law.

Civil law deals with disputes between private parties. 
These disputes are settled in the courts when one of the 
parties (called the plaintiff) initiates a lawsuit against the 

 ExhiBit A2.1    ARTIcLES Of ThE UNIfORm cOmmERcIAL cODE

Article What It Covers

1. General Provisions The scope and purpose of the UCC and definition of basic terms and concepts.

2.  Sales Transactions involving the sale of goods; this article does not cover sales of  services, which are governed by 
common law.

2A. Leases Any type of transaction that creates a lease.

3.  Negotiable Instruments Documents guaranteeing payment of a certain amount of money either on demand or on a specified date, 
such as checks and promissory notes.

4.  Bank Deposits The liability of banks and other depository institutions for the presentment,  payment, and collection of 
funds in checking accounts, NOW accounts, and other demand deposits.

4A. Fund Transfers The creation and collection of wire (electronic) transfers of funds from one  account to another.

5.  Letters of Credit Standardized commercial documents, usually issued by banks, which  guarantee a specific payment to a 
seller. Letters of credit are most commonly used in international transactions.

6.  Bulk Sales Bulk sales, auctions, and liquidations of assets. (In 1989, the ULC concluded that this article was outdated 
and recommended that states repeal it. The vast majority of states have followed the ULC’s advice.)

7.  Documents of Title Warehouse receipts, bills of lading, and similar documents.

8.  Investment Securities Securities and financial assets representing ownership in investment companies.

9.  Secured Transactions Transactions for which security (collateral) is pledged.

Source: Uniform Commercial Code, copyright by The American Law Institute and the National Conference of Commissioners on Uniform State Laws. Reproduced with the permission of the Permanent Editorial Board for 
the Uniform Commercial Code. All rights reserved.

case law (also called 
common law) Laws that 
result from rulings, called 
precedents, made by judges who 
initially hear a particular type 
of case.
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other (called the defendant). The most common types of 
cases brought before civil courts involve breach of con-
tract and torts. A tort is a private wrong that results in 
physical or mental harm to an individual, or damage to 
that person’s property. Intentional torts arise from willful 
acts. Unintentional torts arise because of careless or irre-
sponsible behavior, known as negligence.

Criminal law involves cases in which the state inves-
tigates and prosecutes alleged wrongdoers accused of a 
violation of their public duty. The most serious crimes, 
which are considered inherently evil, are called felonies. 
less serious crimes are called misdemeanors. exhibit A2.2 
summarizes some key differences between civil and crimi-
nal law cases.

The same wrongful act may involve both a tort and a 
crime, thus resulting in both civil and criminal trials. For ex-
ample, an individual who kills someone can be tried for the 
crime of murder. At the same time, the family of the mur-
der victim may bring action in civil court, suing for wrong-
ful death or for other torts such as battery (intentional and 
harmful or offensive physical contact). Because the standard 
of proof is lower in civil actions, the accused may be found 
not guilty in the criminal case while still being held liable 
in the civil court. The O. J. 
Simpson case is a famous 
example. Simpson was tried 
for the murder of his ex-wife, 
nicole Brown Simpson, and 
her friend Ronald Goldman, 
and was found not guilty. 
But a civil court found him li-
able for the two deaths and 
ordered him to pay dam-
ages of $33.5 million to the 
families of the victims.2

 ExhiBit A2.2    DIffERENcES bETwEEN cIvIL AND cRImINAL LAw cASES

Civil Law Criminal Law

Nature of Action 
and  Parties Involved

Lawsuits to settle disputes between private parties Federal or state government  prosecution of parties 
charged with wrongdoings against society

Examples of Cases Intentional torts such as slander, libel, invasion of 
privacy, wrongful death; unintentional torts arising 
from  negligence; breach of contract

Felonies such as robbery, theft,  murder, arson, identity 
theft, extortion,  embezzlement, as well as less serious 
crimes called misdemeanors

Possible Outcomes Liable or not liable Guilty or not guilty

Standard of Proof 
(What Is Needed for the 
State or Plaintiff to Win 
the Case)

Preponderance of evidence (a much less stringent 
requirement than beyond reasonable doubt)

Proof beyond a reasonable doubt

Goal of Remedy Compensate injured party for harm suffered Punish wrongdoer and deter similar behavior

Common Remedies Monetary damages (payments of money to 
compensate the injured party), injunctions against 
certain types of behavior, or requirements for spe-
cific performance

Fines and/or imprisonment; in the most serious felonies, 
such as premeditated murder, capital punishment (the 
death penalty) may be imposed

Civil law deals with disputes between 
private parties, plaintiffs and defendants, 
while in criminal law the state 
investigates and prosecutes alleged 
wrongdoers accused of crimes, such as 
misdemeanors and felonies.
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tort A private wrong that 
results in physical or mental 
harm to an individual, or damage 
to that person’s property.

negligence An unintentional 
tort that arises due to carelessness 
or irresponsible behavior.

crime A wrongful act against 
society, defined by law and 
prosecuted by the state.
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 A2-2 cONTRAcTS: ThE TIES 
ThAT bIND

Business law refers to the application of laws and legal 
principles to business relationships and transactions. A 
contract is one of the most important concepts in busi-
ness law. In basic terms, a contract is an agreement that 
is enforceable in a court of law. Some people think that 
contracts must be formal written documents that include 
complex legal language. But many types of contracts don’t 
have to be in writing. In fact, courts sometimes decide that 
a contract exists simply because two parties behave in 
a way that indicates that they have a contractual agree-
ment. A contract that is explicitly spelled out in writing or 
in words is called an express contract. A contract based on 
the behavior of the parties is called an implied contract. 
Although harder to prove, an implied contract can be just 
as valid as an express contract.

A2-2a  What Makes a Contract  
enforceable?

All valid contracts must satisfy four conditions. In addition, 
some types of contracts must satisfy a fifth requirement. 
let’s take a look at each requirement.

1. There must be mutual assent. This means that there 
must be an offer freely given by one party and freely 
accepted by the other. The offer must be serious and 
reasonably certain so that both parties (and possibly 
the court) can determine the intent of the agreement. 
The other party’s acceptance must be voluntary, 
unconditional, and clearly communicated to the party 
making the offer.

2.  Both parties must of-
fer consideration, 
meaning that they each 
must offer something 
of value to the other. 
Consideration might 
be money, property, 
or other  assets, or it 
might be a promise to 
perform a specific act 
or provide a specific ser-
vice. It could even be a 
promise to refrain from 
performing a certain 
act that the party could 
otherwise legally carry 

  out. A promise by one party to provide a gift to the 
other party is not an enforceable contract, since the 
party receiving the gift does not provide consideration.

 3. The parties must have the legal capacity to enter 
into a contract. Most individuals are free to enter 
into contracts and are expected to live up to the 
terms of these agreements. But common law rec-
ognizes that certain individuals are not competent 
to enter into a binding agreement. For instance, 
minors (in most states, anyone under the age of 18) 
are assumed to lack the maturity and experience to 
understand the nature of a contractual agreement. 
Thus, the law provides minors with the right to 
disaffirm (cancel) most types of contracts they enter 
into with adults. Courts may also rule that people 
who are mentally impaired lack the legal capacity to 
enter into contracts. 

 4. The contract must be for a legal purpose. Remem-
ber,  contracts are legally enforceable agreements. 
It wouldn’t make sense for a court to  enforce an 
agreement  requiring one or both of the parties to 
break the law!

 5. Most contracts do not have to be in writing to be 
valid. But there are some notable exceptions to this 
generalization. According to the statute of frauds, 
certain types of complex or important contracts 
must be in writing to be enforceable. examples 
include contracts for the sale of land, contracts that 
cannot be completed within a year of their forma-
tion, and contracts involving the sale of goods valued 
at $500 or more.

According to the statute of frauds, certain 
types of contracts must be in writing to 
be enforceable.
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business law The 
application of laws and 
legal principles to business 
relationships and transactions.

contract An agreement that 
is legally enforceable.

consideration Something 
of value that one party gives 
another as part of a contractual 
agreement.

statute of frauds A 
requirement that certain types 
of contracts must be in writing in 
order to be enforceable.
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A2-2b  What Happens When a party Fails  
to Satisfy the Terms of a Contract?

A breach of contract occurs when one of the parties 
fails to satisfy the terms of the agreement. In such cases, 
the injured party can seek a remedy by suing in a civil 
court. But the injured party must seek a remedy within 
a reasonable time. The time period in which a lawsuit 
must be initiated is called the statute of limitations. 
After this time period has expired, the courts will not 
hear a lawsuit. The length of the statute of limitations 
varies significantly among the states. In some states, it 
also varies depending on whether the contract is oral or 
in writing. For example, in California, the statute of limita-
tions for written contracts is four years, whereas for oral 
contracts it’s only two years. In contrast, in Illinois the 
period is ten years for written contracts and five years for 
oral contracts.3

The most common remedy enforced by courts for 
the breach of a contract is compensatory damages. 
These are monetary payments that the party who 
breached the contract must pay to compensate the 
injured party for the actual losses that result from the 
breach. Sometimes, if a contract has been breached—
but without causing any real harm—the court will 
award the “injured” party a small monetary payment 
(such as $1) called nominal damages. You also some-
times hear of courts awarding punitive (or exemplary) 
damages. These are monetary payments that exceed 
(often far exceed) the amount needed to compensate 
the plaintiff for actual losses. Their purpose is to punish 
the party at fault and to deter similar behavior in the 
future. But punitive damages are not applied in cases 
concerned with breach of contract alone; instead, they 
are awarded in cases dealing with torts where the party 
being sued engaged in excessively reckless or mali-
cious behavior.

even though monetary damages are the most com-
mon remedy for a breach of contract, the courts some-
times employ other types of remedies. For instance, when 
a contract involves the sale of some unique item—such as 
real estate or an item with sentimental value to the buyer— 
that the injured party could not obtain from anyone but 
the other party to the contract, the courts may impose the  
remedy of specific performance. This requires the 
party who breached the contract to do exactly what the 
terms of the contract state—namely, sell the unique item 
as originally agreed. The courts do not require specific per-
formance in cases that require personal services, in part 
because requiring someone to work personally for anoth-
er individual could be interpreted as involuntary servitude, 

which is prohibited by the Thirteenth Amendment to the 
U.S. Constitution. 

Finally, courts also sometimes issue injunctions 
against the party that breaches a contract. An injunction 
is a court order that requires one party to do, or to refrain 
from doing, a specific act. For example, suppose a star 
baseball pitcher signs a contract with a team and then 
decides he doesn’t want to play for that team. A court 
wouldn’t force the pitcher to play for that team, because 
that would represent involuntary servitude. But it might 
issue an injunction preventing the player from pitching 
for any other team (even in a rival league) for the term of 
the contract.

 A2-3 SALES: TRANSfERRING 
OwNERShIP

A sale occurs when the title (legal ownership) to a good 
passes from one party to another in exchange for a price. 
Article 2 of the Uniform Commercial Code governs sales of 
goods, while precedents established by case law govern 
the sales of services.

Sales contracts must have all the elements of con-
tracts that we mentioned in the previous section— 
mutual assent, consider-
ation, legal capacity, and 
legal purpose. But the UCC 
interprets some of these 
elements more leniently 
for sales than for most 
other types of contracts. 
For example, courts can 
enforce sales contracts 
even if important ele-
ments, such as the price of 
the goods being sold or 
the means of delivery, are 
not specified in the agree-
ment. In fact, the UCC 
includes rules for “filling 
in” the missing blanks in a 
sales contract. What is im-
portant under the UCC is 
the clear intent of the two 
parties to enter into a sales 
contract. let’s see how the 
UCC deals with two other 
important issues involving 
sales contracts.

breach of contract The 
failure of one party to a contract 
to perform his or her contractual 
obligations.

statute of limitations  
The time period within which a 
legal action must be initiated.

compensatory damages  
Monetary payments that a 
party who breaches a contract 
is ordered to pay in order to 
compensate the injured party for 
the actual harm suffered by the 
breach of contract.

specific performance  
A remedy for breach of contract 
in which the court orders the 
party committing the breach 
to do exactly what the contract 
specifies.

sale A transaction in which the 
title (legal ownership) to a good 
passes from one party to another 
in exchange for a price.

title Legal ownership.
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A2-3a  How and When does Title pass  
from Seller to Buyer?

If the sales contract includes conditions that determine 
when the title to the goods passes from seller to buyer, the 
UCC states that these conditions are binding. However, if 
the sales contract does not specify when the title passes, 
the UCC provides specific guidelines that the parties can 
apply. In general, these rules are based on the principle that 
the title passes when the seller’s performance of duties re-
lated to the delivery of the good has been completed.

A2-3b  Which party Assumes Risk of Loss 
during the process of Transferring 
Them from Seller to Buyer?

According to the UCC, if the contract specifies who bears the 
risk, then the courts must apply those terms. If the contract 
is silent on this issue, the UCC provides guidelines for the 
courts to use when assigning risk. Interestingly, these rules 
don’t always assign the risk to the party who actually has the 
title to the good. One important principle is that if one party 
breaches the contract, risk of loss usually falls on that party. 
Otherwise, the UCC rules generally place the risk of loss on 
the party that is more likely to have insurance against a loss 
or on the party that is in the better position to prevent a loss.

 A2-4 OThER LEGAL PRINcIPLES: 
whAT ThE LAw SAYS AbOUT 
AGENcY, INTELLEcTUAL 
PROPERTY, AND bANkRUPTcY

We’ll close by taking a brief 
look at three other impor-
tant topics: principal–agent 
relationships, protection of 
intellectual property, and 
bankruptcy.

A2-4a  principal–
Agent 
Relationships

A principal–agent rela-
tionship exists when one 
party, called the principal, 
gives another party, called 
the agent, the authority to 
act and enter into binding 
contracts on the principal’s 

behalf. An agent’s scope of authority is the extent to 
which the agent has the authority to represent the prin-
cipal. This authority can arise in several ways. Express au-
thority is authority that is explicitly spelled out, either orally 
or in writing. Implied authority is not explicitly spelled out 
but is based on the court’s recognition that agents must 
have the authority to act in certain ways in order to per-
form their duties. Apparent authority arises when the prin-
cipal behaves in a way that leads third parties to reasonably 
believe that the principal–agent relationship exists, even 
when no such agency actually exists. When a principal is 
responsible for creating the perception of an agency re-
lationship, the courts will hold the principal liable for any 
contracts the apparent agent enters into that are within 
the scope of the apparent authority.

Agents and principals each have certain duties to the 
other. For example, the obligations of an agent to a prin-
cipal include:

 ■ Loyalty: Agents must act solely in the interests of 
the principal. In other words, an agent is supposed to 
do what is best for the principal rather than what is 
best for the agent or a third party.

 ■ Performance: Agents must use any special skills or 
knowledge they possess and make a sincere effort to 
carry out their assigned duties.

 ■ Notification: Agents must keep the principal in-
formed on all matters relevant to their relationship.

principal–agent 
relationship A relationship 
in which one party, called the 
principal, gives another party, 
called the agent, the authority 
to act in place of, and bind, the 
principal when dealing with 
third parties.

principal A party who agrees 
to have someone else (called an 
agent) act on his or her behalf.

agent A party who agrees to 
represent another party, called 
the principal.

scope of authority (for 
an agent) The extent to which 
an agent has the authority to act 
for and represent the principal.

You may have encountered titles when 
shopping for a new or used car. If you 
take out a loan, the loan-holder usually 
keeps the title until the car is paid off. If 
you buy the car outright, you take the title 
when the sale occurs.
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 ■ Obedience: Agents must obey all lawful instruc-
tions issued by the principal in the course of carrying 
out their duties.

 ■ Accounting: Agents must keep accurate records 
of any expenses or resources used in the course of 
fulfilling their responsibilities and make these records 
available to the principal.

The obligations of the principal to the agent include:

 ■ Compensation: The principal must provide 
 reasonable compensation for services performed. 
The compensation must be made in a timely 
manner.

 ■ Reimbursement: The principal must reimburse 
the agent for any reasonable and necessary ex-
penses that the agent incurs while acting for the 
principal.

 ■ Indemnification: Principals must protect agents 
from personal losses they might suffer when carrying 
out their principal’s lawful instructions.

 ■ Safe Working Conditions: The principal must  
provide safe equipment, working premises, and 
conditions for agents.

 ■ Cooperation: Principals must cooperate with  
and assist their agents in the performance of  
their duties.

In general, as long as agents act within the scope 
of their authority, principals are liable for contracts their 
agents enter into when acting on their behalf. In cases 
where the principal is undisclosed—so that the third 
party is not aware of the fact that the agent is act-
ing on behalf of someone else—the agent also 
may be held liable if the contract is breached.

Agents are personally responsible for any 
torts they commit. But the principal may also 
be liable for an agent’s torts if the agent is 
representing the principal and is acting 
within the scope of authority granted by 
the principal. This reflects a common law 
principle called respondeat superior, which 
means “let the master be held account-
able.”  However, principals are not re-
sponsible for crimes committed by 
their agents unless they authorize or 
participate in the criminal act.

A2-4b Bankruptcy
Bankruptcy refers to procedures governed 
by federal law that provide the means for 

debtors who are unable to meet their obligations to 
discharge their debts and get a fresh start. Bankruptcy 
proceedings can be either voluntary or involuntary. The 
difference between the two is in who initiates the bank-
ruptcy; debtors initiate voluntary bankruptcies, while 
creditors initiate involuntary bankruptcies. either way, the 
goal of bankruptcy law is to provide fair treatment to 
both debtors and creditors.

There are three common bankruptcy procedures, each 
named after the specific chapter of federal bankruptcy law 
where it is covered: Chapter 7, Chapter 11, and Chapter 13. 
We will confine our discussion to a description of the basic 
distinctions among these three common forms of bank-
ruptcy. But don’t be fooled by our simple overview of these 
differences; the actual processes involved in each form of 
bankruptcy are quite complex, involving a lot of planning, 
negotiation, and paperwork.

Chapter 7 bankruptcy involves selling off a 
debtor’s assets to raise cash—a process known as liquida-
tion. The proceeds of the liquidation are then used to pay 
creditors. The sale of assets and payment of creditors are 
handled by a court-appointed trustee. Once this process 
has been carried out, most debts are considered to be fully 
discharged. However, certain types of debts, such as back 
taxes, child support, and alimony, cannot be discharged 
through bankruptcy.

One of the goals of bankruptcy is to allow debtors 
a fair chance to get a fresh start, so Chapter 7 bankrupt-
cies don’t leave them destitute and penniless. Under 
Chapter 7, debtors are allowed to keep some equity in a 
home and automobile as well as funds invested in retire-
ment accounts and certain types of personal property—
the specific types and amounts of protected assets vary 
among the states. After exempting protected assets, 
many Chapter 7 debtors have few (or no) assets worth 

liquidating—meaning that creditors may receive 
only a small fraction of what they are owed (or 

perhaps nothing at all).
Critics of Chapter 7 bankruptcy long claimed 

that it often was abused by people who wanted 
to permanently escape responsibility for debts 

that they might eventually be able to repay. 
Partly in response to these criticisms, Congress 
enacted the Bankruptcy Abuse Prevention 
and Con-
sumer Pro-
tection Act 

in 2005. This 
law makes it more dif-
ficult for individuals to 
qualify for Chapter 7  

Chapter 7 bankruptcy  
A form of bankruptcy that 
discharges a debtor’s debts by 
liquidating assets and using the 
proceeds to pay off creditors.
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Why You Always Read the Fine Print
Satellite television provider Dish Network Corp. recently 
sued NBCUniversal over a tweet saying, “DISH SAYS YOU CAN 
WATCH EVERYTHING. EVERYTHING EXCEPT YOUR FAVORITE 
NETWORKS . . . DISH MAY DROP NBC, TELEMUNDO, USA, SyFy.” 
At the time of the tweet, Dish and NBCUniversal were negoti-
ating a contract renewal. But with negotiations not finalized, 
NBCUniversal used Twitter, television ads, and a website, 
MakeDishDeliver.com, to let Dish subscribers know that the 
deal might not happen. 

Unfortunately for NBCUniversal, those tweets were a breach of 
contract, which specified that public messages were prohibited 
until 72 hours before the contract expired. Dish responded 
immediately, stating, “NBC's public statements against DISH 
over the past 24 hours are a violation of the contract between 
the two companies. Today, Dish filed a breach of contract 
lawsuit against NBC to address those violations.” NBCUniversal's 
over-eager campaign put Dish in the uncomfortable position of 
handling phone calls from Dish subscribers concerned about the 
possible loss of their favorite NBCUniversal shows and channels. 
Of course, that's just what NBCUniversal wanted.

Dish’s federal lawsuit sought monetary damages of more than 
$75,000 to cover the cost of the lawsuit, as well as the costs 
associated with handling calls from a large number of irate 
subscribers. Dish requested third-party arbitration to settle 

the case, which required NBCUniversal to continue airing its 
programming on Dish until a deal was reached.  NBCUniversal 
stated that, “Should Dish proceed with arbitration we will of 
course participate in the process, and look forward to receiving 
the fair market value for our portfolio of networks.” With a pend-
ing lawsuit and arbitration (and not wanting to do any more 
damage than it already did), NBCUniversal changed MakeDish-
Deliver.com to say, “We at NBC, Telemundo, USA, Bravo, Syfy, 
MSNBC, CNBC and NBC UNIVERSO appreciate your support. This 
dispute is in the process of being resolved. Thank you.”4

bankruptcy protection. For instance, it requires debtors to 
take a “means test” to determine whether they have suf-
ficient income to repay their debts; debtors with suf-
ficient income under this test are not allowed to file for 
Chapter 7 protection—though they may still qualify for 
other types of bankruptcy protection. The law also re-
quires debtors to meet with a credit counselor in the six 

months prior to filing for 
bankruptcy.5

Chapter 11 bank-
ruptcy allows a debtor 
to reorganize its opera-
tions. Under this version 
of bankruptcy, the debtor 
submits a plan to the 
bankruptcy courts, which 
then must approve or dis-
approve its provisions. The 
plan typically calls for only 

a partial repayment of debts. It may also  propose chang-
es to (or the termination of )  burdensome contracts as 
well as other changes in its operations. Individuals can 
file for Chapter 11, but it is more commonly used by cor-
porations.

Chapter 13 bankruptcy is similar to Chapter 11, 
except that it is only available to individual debtors who 
have a regular source of income. Under Chapter 13, indi-
viduals work with a court-appointed trustee to establish 
a court-approved plan that adjusts their debt payments 
to a more manageable level. This often involves spread-
ing the payments over a longer time period; it also may 
involve repaying only a portion of the amount owed on 
unsecured debts. The debtor must agree to turn over 
enough income to the trustee to ensure that the plan 
will succeed. (This is often done through a payroll de-
duction plan.) Under Chapter 13, debtors are allowed 
to keep their home, car, and other personal assets—as 
long as they make all of the required payments. Once 

Chapter 11 bankruptcy  
A form of bankruptcy used by 
corporations and individuals that 
allows the debtor to reorganize 
operations under a court-
approved plan.

Chapter 13 bankruptcy  
A form of bankruptcy that allows 
individual debtors to set up a 
repayment plan to adjust their 
debts.
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the plan has been completed, the debts are considered 
fully  discharged.

A2-4c  intellectual property
The term property refers to the legal right of an owner 
to exclude nonowners from having access to a particular 
resource. While we generally think of property in terms of 
land, buildings, and physical goods, the law also recognizes 
intellectual property, which results from someone’s 
creative or intellectual effort. Thus, inventors, innovators, 
writers, and artists have the right to prevent others from 
copying or using their creations without permission. These 
rights are protected by the enforcement of patents, trade-
marks, and copyrights.

A patent gives an inventor a legal monopoly over 
that invention for a limited time period. During that period, 
others may not copy the invention without the inventor’s 
approval. It is important to note that a mere idea is not 
patentable. To obtain a patent, an inventor must create a 
new application that is:

 ■ Nonobvious: The application must represent some 
insight that was not readily apparent from existing 
knowledge in the field.

 ■ Novel: The application must represent a new and 
different use of this insight.

 ■ Useful: The application must be more than a mere 
curiosity; it must result in a useful outcome.

In the United States, patents are granted by the U.S. 
Patent and Trademark Office (USPTO). To receive a patent, 
the inventor must file an application and pay a filing fee. 

The application must clearly explain the purpose of the in-
vention, how it differs from current products in the same 
field, and how it would be produced and used. The USPTO 
will grant a patent only after a thorough investigation of 
the application to make sure it satisfies the criteria men-
tioned above—a process that takes, on average, about 
three years.

If approved, most patents offer protection for 20 
years from the time the patent application is filed with the 
USPTO.6 But there are exceptions; patents for new plants 
are for 17 years, and patents for designs are for 14 years. 
While the patent is in force, its holder can sue anyone who 
infringes on the patent by using or producing the inven-
tion without permission. If the holder’s suit is successful, 
the courts typically award the inventor damages for the 
unauthorized use and often apply additional court rem-
edies. For example, the courts might require the violator 
to destroy items that infringe on the patent and bar the 
violator from similar infringements in the future. However, 
once the patent expires, the invention becomes part of 
the public domain—meaning that others are free to use 
and market the invention without obtaining permission 
from the inventor.

A trademark is a distinctive mark, symbol, word, 
phrase, or motto used to uniquely identify the goods of 
a particular business. When you see the “swoosh,” you 
know it’s a nike product. When you hear the trademarked 
phrase, “There’s an App for That,” you probably think of 
Apple’s iPhone and iPad.7

Trademarks can be acquired in two ways. First, a com-
pany can acquire a trademark simply by being the first to 
use some distinctive mark in commerce. However, this type 
of trademark typically is confined to the specific geographic 
area in which the company sells its products. The second 
way to acquire a trademark 
is to be the first to  register 
the mark with the U.S. Pat-
ent and Trademark Office. A 
registered trademark gives 
the company nationwide 
 protection—even if it only 
sells its products in a limited 
area.

The registration of a 
trademark initially provides 
protection from unauthor-
ized use for a ten-year peri-
od, but this protection can 
be renewed for an unlim-
ited number of additional  

Nike’s swoosh insignia is one of the best-
known trademarks in the world.
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property The legal right of 
an owner to exclude nonowners 
from having control over a 
particular resource.

intellectual property  
Property that results from 
intellectual or creative efforts.

patent A legal monopoly that 
gives an inventor the exclusive 
right over an invention for a 
limited time period.

trademark A mark, symbol, 
word, phrase, or motto used to 
identify a company’s goods.
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ten-year periods. Firms often use the symbol ® to indicate 
that their trademark is registered.

Owners of a trademark can sue, in civil court, others  
who make unauthorized use of it. If the owner of the 
trademark is successful, the courts may award damages. 
The courts will also bar the infringer from further use of 
the trademark.8

The advantages of a trademark may be lost if the 
general public begins using the trademark to refer to a 
general type of good rather than to a good produced by a 
specific company. (When this happens, the mark is said to 
be “genericized.”) At one time, the names aspirin, zipper, 
and escalator (among many others) identified the prod-
ucts of a specific company. However, over time, people 
began using these terms to refer to a general class of 
goods. This is obviously undesirable from the standpoint 
of the original holder of the trademark, since it means 
the mark no longer uniquely identifies its own products. 
When trademarks become genericized, the courts may 
rule that they have are no longer entitled to trademark 

protection.9

A copyright gives 
an author, artist, or other 
creative individual the ex-
clusive right to own, pro-
duce, copy, and sell their 
own creative works and 

to license others to do so. Copyrights are granted only 
for original works that  display some degree of creative 
or intellectual content. Still, this covers a lot of territory; 
copyrights protect a variety of works from unauthorized 
use, including books, plays, paintings, musical composi-
tions, motion pictures, video games, and computer pro-
grams. Over the years, Congress has extended the length 
of copyright protection several times. Currently the period 
of protection is the creator’s remaining life plus an addi-
tional 70 years after the creator’s death.

As with holders of patents and trademarks, owners of 
copyrighted material can sue unauthorized users of their 
property in civil court. If the court rules favorably, it may 
award the plaintiff any profits earned by the infringer as 
well as damages for any other harm suffered. The court 
may also order the destruction of any infringing works and 
bar the infringer from future violations.

Copyrights don’t provide complete protection 
against all use of the covered material. Under the fair use 
doctrine, limited parts of a copyrighted work may be used 
without the creator’s explicit permission if certain condi-
tions are met. For example, a teacher can distribute copies 
of short passages from a copyrighted book to students in 
order to illustrate a key concept. Similarly, critics, review-
ers, and commentators are generally allowed to quote 
limited passages of copyrighted material without explicit 
permission.

Law refers to the rules governing the conduct and actions 
of people or any other type of entity and are enforceable 
by the government. Laws protect members of society from 
physical and mental harm, and their property from theft and 
damage. They also encourage socially desirable behavior and 
discourage socially undesirable behavior. The U.S. Constitution 
is the supreme law within the United States. Other laws arise 
from legislative action, administrative regulation, and court 
decisions. 

Business law refers to the application of laws and legal 
principles to business relationships and transactions. Business 
law is so broad that we could not hope to cover all of its applica-
tions in an appendix. But we did provide an overview of several 
key concepts:

 ■  A contract is an agreement that is enforceable in a court of law. 

 ■  A sale occurs when legal title passes from one party to 
another in exchange for a price.

 ■  A principal–agent relationship exists when one party, 
called the principal, gives another party, called the agent, 
the authority to act and enter into binding contracts on the 
principal’s behalf. 

 ■  Bankruptcy refers to procedures governed by federal law that 
provide the means for debtors who are unable to meet their 
obligations to discharge their debts and get a fresh start.

 ■  Intellectual property results from someone’s creative or 
intellectual efforts. The creator’s ownership rights in intel-
lectual property are protected by patents, copyrights, and 
trademarks.

The Big Picture

copyright The exclusive 
legal right of an author, artist, 
or other creative individual to 
use, copy, display, perform, and 
sell their own creations and to 
license others to do so.
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Corporate Lawyer
Responsible for reviewing and drafting contracts, policies, 
and procedures, coordinating transactions, advising 
management on various legal and compliance issues 
including litigation, and preparing or supervising the 
preparation of stock plans, equity agreements, proprietary 
matters agreements, benefit plans, and benefit plan prospec-
tuses. The ideal candidate has a doctoral degree, at least 
four years of experience, an active law license, substantive 
knowledge of corporate/commercial transactions, corporate 

governance and securities laws, and commercial contracts, 
plus strong written and verbal skills and the ability to listen 
and effectively explain complex legal issues to nonlawyers 
and concisely translate complicated issues into actionable 
recommendations and solutions, and high personal and 
professional integrity. 
For more information 
on this career and other 
possible careers in 
law, check out Career 
Transitions.

Careers in Law
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