


fer88367_fm_i-xxx.indd i 11/19/18  07:16 PM

Business 
Foundations

A Changing World
twelfth edition

O.C. Ferrell
Auburn University

Geoffrey A. Hirt
DePaul University

Linda Ferrell
Auburn University

Final PDF to printer



fer65807_fm_ise.indd ii 11/16/18  01:39 PM

BUSINESS FOUNDATIONS: A CHANGING WORLD

Published by McGraw-Hill Education, 2 Penn Plaza, New York, NY 10121. Copyright © 2020 by McGraw-Hill  
Education. All rights reserved. Printed in the United States of America. No part of this publication may be 
reproduced or distributed in any form or by any means, or stored in a database or retrieval system, without the 
prior written consent of McGraw-Hill Education, including, but not limited to, in any network or other electronic 
storage or transmission, or broadcast for distance learning.

Some ancillaries, including electronic and print components, may not be available to customers outside the 
United States.

This book is printed on acid-free paper.

1 2 3 4 5 6 7 8 9 LWI 21 20 19

ISBN 978-1-260-56580-5
MHID 1-260-56580-7

Cover Image: ©Steve Allen/Getty Images

All credits appearing on page or at the end of the book are considered to be an extension of the copyright page.

The Internet addresses listed in the text were accurate at the time of publication. The inclusion of a website does 
not indicate an endorsement by the authors or McGraw-Hill Education, and McGraw-Hill Education does not 
guarantee the accuracy of the information presented at these sites.

mheducation.com/highered

Final PDF to printer



fer88367_fm_i-xxx.indd iii 11/19/18  07:16 PM

Dedication
To James Ferrell

To Linda Hirt

To George Ferrell

Final PDF to printer



iv

fer88367_fm_i-xxx.indd iv 11/19/18  07:16 PM

Southeast Doctoral Consortium. He received the 
Harold Berkman Lifetime Service Award from the 
Academy of Marketing Science and, more recently, 
the Cutco Vector Distinguished Marketing 
Educator Award from the Academy of Marketing 
Science.

Dr. Ferrell has been involved in entrepreneurial 
engagements, co-founding Print Avenue in 1981, 
providing a solution-based printing company. He 
has been a consultant and served as an expert wit-
ness in legal cases related to marketing and busi-
ness ethics litigation. He has conducted training 
for a number of global firms, including General 
Motors. His involvement with direct selling com-
panies includes serving on the Academic Advisory 
Committee and as a fellow for the Direct Selling 
Education Foundation.

Dr. Ferrell is the co-author of 20 books and 
more than 100 published articles and papers. 
His articles have been published in the Journal 

of Marketing Research, Journal of Marketing, 
Journal of Business Ethics, Journal of Business 

Research, Journal of the Academy of Marketing 

Science, AMS Review, and the Journal of Public 

Policy & Marketing, as well as other journals.

GEOFFREY A. HIRT
Geoffrey A. Hirt of DePaul 
University previously taught 
at Texas Christian University 
and Illinois State University, 
where he was chairman of 
the Department of Finance 

and Law. At DePaul, he was chairman of the 
Finance Department from 1987 to 1997 and 

O.C. FERRELL
O.C. Ferrell is the James T. 
Pursell Sr. Eminent Scholar in 
Ethics and Director of the Center 
for Ethical Organizational 
Cultures in the Raymond J. 
Harbert College of Business, 

Auburn University. He was formerly Distinguished 
Professor of Leadership and Business Ethics at 
Belmont University and University Distinguished 
Professor at the University of New Mexico. He 
has also been on the faculties of the University of 
Wyoming, Colorado State University, University 
of Memphis, Texas A&M University, Illinois State 
University, and Southern Illinois University. He 
received his PhD in marketing from Louisiana State 
University.

Dr. Ferrell is president of the Academy of 
Marketing Science. He is past president of the 
Academic Council of the American Marketing 
Association and chaired the American Marketing 
Association Ethics Committee. Under his lead-
ership, the committee developed the AMA 
Code of Ethics and the AMA Code of Ethics for 
Marketing on the Internet. In addition, he is a 
former member of the Academy of Marketing 
Science Board of Governors and is a Society of 
Marketing Advances and Southwestern Marketing 
Association Fellow and an Academy of Marketing 
Science Distinguished Fellow. He has served 
for nine years as the vice president of publica-
tions for the Academy of Marketing Science. In 
2010, he received a Lifetime Achievement Award 
from the Macromarketing Society and a special 
award for service to doctoral students from the 

Authors

Final PDF to printer



fer88367_fm_i-xxx.indd v 11/19/18  07:16 PM

Authors v

held the title of Mesirow Financial Fellow. He 
developed the MBA program in Hong Kong and 
served as director of international initiatives for 
the College of Business, supervising overseas 
programs in Hong Kong, Prague, and Bahrain, 
and was awarded the Spirit of St. Vincent DePaul 
award for his contributions to the university. Dr. 
Hirt directed the Chartered Financial Analysts 
(CFA) study program for the Investment Analysts 
Society of Chicago from 1987 to 2003. He has 
been a visiting professor at the University of 
Urbino in Italy, where he still maintains a rela-
tionship with the economics department. He 
received his PhD in finance from the University 
of Illinois at Champaign-Urbana, his MBA at 
Miami University of Ohio, and his BA from Ohio 
Wesleyan University.

Dr. Hirt is currently on the Dean’s Advisory 
Board and Executive Committee of DePaul’s 
School of Music. The Tyree Foundation funds 
innovative education programs in Chicago, and 
Dr. Hirt also serves on the Grant Committee. Dr. 
Hirt is past president and a current member of 
the Midwest Finance Association, a former edi-
tor of the Journal of Financial Education, and 
also a member of the Financial Management 
Association. He belongs to the Pacific Pension 
Institute, an organization of public pension funds, 
private equity firms, and international organiza-
tions such as the Asian Development Bank, the 
IMF, and the European Bank for Reconstruction 
and Development.

Dr. Hirt is widely known for his textbook 
Foundations of Financial Management, published 
by McGraw-Hill/Irwin. This book, in its sixteenth 
edition, has been used in more than 31 countries and 
translated into more than 14 different languages. 
Additionally, Dr. Hirt is well known for his text-
book Fundamentals of Investment Management,

also published by McGraw-Hill/Irwin and now in 
its tenth edition. Dr. Hirt enjoys golf, swimming, 
music, and traveling with his wife, who is a pianist 
and opera coach.

LINDA FERRELL
Linda Ferrell is Professor 
and Chair of the Marketing 
Department in the Raymond J. 
Harbert College of Business, 
Auburn University. She was for-
merly Distinguished Professor 

of Leadership and Business Ethics at Belmont 
University. She completed her PhD in business 
administration, with a concentration in management, 
at the University of Memphis. She has taught at the 
University of Tampa, Colorado State University, 
University of Northern Colorado, University of 
Memphis, University of Wyoming, and the University 
of New Mexico. She has also team-taught classes at 
Thammasat University in Bangkok, Thailand.

Her work experience as an account executive 
for McDonald’s and Pizza Hut’s advertising agen-
cies supports her teaching of advertising, market-
ing management, marketing ethics, and marketing 
principles. She has published in the Journal of 

Public Policy & Marketing, Journal of Business 

Research, Journal of the Academy of Marketing 

Science, Journal of Business Ethics, AMS Review, 
Journal of Academic Ethics, Journal of Marketing 

Education, Marketing Education Review, 
Journal of Teaching Business Ethics, Marketing 

Management Journal, and Case Research Journal,

and she is co-author of Business Ethics: Ethical 

Decision Making and Cases (eleventh edition), 
Management (third edition), and Business and 

Society (sixth edition).
Dr. Ferrell is the immediate past president of the 

Academy of Marketing Science and a past president 
for the Marketing Management Association. She 
is a member of the NASBA Center for the Public 
Trust Board, on the Mannatech Board of Directors, 
and on the college advisory board for Cutco/Vector. 
She is also on the Board, Executive Committee, 
and Academic Advisory Committee of the Direct 
Selling Education Foundation. She has served as an 
expert witness in cases related to advertising, busi-
ness ethics, and consumer protection.

Final PDF to printer



vi

fer88367_fm_i-xxx.indd vi 11/19/18  07:16 PM

The twelfth edition represents a complete and comprehensive revision. This is 
because so many events and changes in the environment relate to the foundational 
concepts in business. This means that an introduction to business product has to pro-
vide adequate coverage of dynamic changes in the economy as they relate to busi-
ness decisions. We have listened to your feedback and incorporated needed changes 
in content, boxes, cases, exercises, support, online resources, and other features.

This is our fifth edition with a chapter on digital marketing and social network-
ing in business. Since launching this chapter in the eighth edition, this dynamic area 
continues to change the face of business. Entrepreneurs and small businesses have 
to be able to increase sales and reduce costs by using social networking to commu-
nicate and develop relationships with customers. The sharing, or “gig,” economy is 
transforming entrepreneurial opportunities for employees. For example, the number 
of independent contractors in our economy has increased to almost one-third of the 
workforce. The Internet is providing opportunities for peer-to-peer relationships for 
companies such as Uber, Lyft, TaskRabbit, as well as health care services like Dose. 
Digital marketing has helped many entrepreneurs launch successful businesses. 
The increase in independent contractors has contributed to a new trend called   
co- working. For example, WeWork, discussed in Chapter 10, is capitalizing on these 
co-working opportunities by offering flexible, agile workspaces to businesses rang-
ing from freelancers to Fortune 500 companies.

Throughout the product, we recognize the importance of sustainability and 
“green” business. By using the philosophy reduce, reuse, and recycle, we believe 
every business can be more profitable and contribute to a better world through green 
initiatives. There is a “Going Green” box in each chapter that covers these environ-
mental changes. Our “Entrepreneurship in Action” boxes also discuss many innova-
tions and opportunities to use sustainability for business success. Sustainability is 
not only a goal of many businesses, but it is also providing career opportunities for 
many of our students.

We have been careful to continue our coverage of global business, ethics and 
social responsibility, and information technology as they relate to the foundations 
important in an introduction to business course. Our co-author team has a diversity 
of expertise in these important areas. O.C. Ferrell and Linda Ferrell have been rec-
ognized as leaders in business ethics education, and their insights are reflected in 
every chapter and in the “Business Integrity” boxes. Geoff Hirt has a strong back-
ground in global business development, especially world financial markets and trade 
relationships.

The foundational areas of introduction to business, entrepreneurship, small busi-
ness management, marketing, accounting, and finance have been completely revised. 
Examples have been provided to which students can easily relate. An understanding 
of core functional areas of business is presented so students get a holistic view of the 
world of business. Box examples related to “Responding to Business Challenges,” 

Welcome
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“Entrepreneurship in Action,” “Going Green,” and “Business Integrity” help provide 
real-world examples in these areas.

Our goal is to make sure that the content and teaching package for this book are 
of the highest quality possible. We wish to seize this opportunity to gain your trust, 
and we appreciate any feedback to help us continually improve these materials. We 
hope that the real beneficiary of all of our work will be well-informed students 
who appreciate the role of business in society and take advantage of the opportu-
nity to play a significant role in improving our world. In this new edition, we have 
additional content to help our students understand how our free enterprise system 
operates and how we fit into the global competitive environment. This course is an 
opportunity for students to understand how they can create their own success and 
improve their quality of life.

O.C. Ferrell

Geoffrey A. Hirt

Linda Ferrell
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Business Foundations: A Changing World, twelfth edition, offers faculty and 
students a focused resource that is exciting, applicable, and happening! What 
sets this learning program apart from the competition? An unrivaled mixture of 
exciting content and resources blended with application focused text and activities, 
and fresh topics and examples that show students what is happening in the world of 
business today!

Our product contains all of the essentials that most students should learn in a 
semester. Business Foundations has, since its inception, delivered a focused 
presentation of the essential material needed to teach introduction to business. An 
unrivaled mixture of exciting content and resources, application-focused content and 
activities, and fresh topics and examples that show students what is happening in the 
world of business today set this text apart!

Focused, Exciting, Applicable, 
Happening

It’s easy for students taking their first steps into business 
to become overwhelmed. Longer products try to solve this 
problem by chopping out examples or topics to make ad 
hoc shorter editions. Business Foundations carefully builds 
just the right mix of coverage and applications to give your 
students a firm grounding in business principles. Where 
other products have you sprinting through the semester to get 
everything in, Ferrell/Hirt/Ferrell allows you the breathing 
space to explore topics and incorporate other activities that are 
important to you and your students. The exceptional resources 
and the Active Classroom Resource Manual support you in 
this effort every step of the way.

Focused!
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 Focused, Exciting, Applicable, Happening ix

It’s exciting to see students succeed! It’s exciting to see 
more As and Bs in a course without grade inflation. 
Ferrell/Hirt/Ferrell makes these results possible for 
your course with its integrated learning package that is 
proven effective, tailored to each individual student, and 
easy to use.

Exciting

Applicable When students see how content applies to them, their 
life, their career, and the world around them, they are 
more engaged in the course. Business Foundations 
helps students maximize their learning efforts by 
setting clear objectives; delivering interesting cases 
and examples; focusing on core issues; and providing 
engaging activities to apply concepts, build skills, and 
solve problems.

Happening! Because it isn’t tied to the revision cycle of a larger 
book, Business Foundations inherits no outdated or 
irrelevant examples or coverage. Everything in the 
twelfth edition reflects the very latest developments in 
the business world—from the recent recession, high 
unemployment rates, and the financial instability in 
Europe to the growth of digital marketing and social 
networking. In addition, ethics continues to be a key 
issue, and Ferrell/Hirt/Ferrell use “Business Integrity” 
boxes to instill in students the importance of ethical 
conduct in business. To ensure you always know what’s 
happening, join the author-led Facebook group page 
supporting this text.
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As always, when revising this material for the current edition, all examples, figures, and statistics have 
been updated to incorporate any recent developments that affect the world of business. Additionally, 
content was updated to ensure the most pertinent topical coverage is provided. We now provide bonus 
chapters in the text—Bonus Chapter A, The Legal and Regulatory Environment, and Bonus Chapter 
B, Personal and Financial Planning—to meet market demands. In addition, we have added a new 
online Appendix C, which provides the basics of risk management. Both insurable and noninsurable 
risk are covered in this appendix.

Here are the highlights for each chapter:

Chapter 1: The Dynamics of Business and Economics

 • New boxed features describing real-world business issues
 • Updated unemployment statistics
 • New chart on online retailing

Chapter 2: Business Ethics and Social Responsibility

 • New boxed features describing issues in business ethics and social responsibility
 • New data on global trust in different industries
 • New examples about ethical issues in the sharing economy
 • New content about aggressive financial or business objectives
 • New example of a bribery scandal

Chapter 3: Business in a Borderless World

 • New boxed features describing issues in international business
 • Updated list of top 10 countries with which the U.S. has trade deficits/surpluses
 • New content on U.S. aluminum and steel tariffs
 • Updated Euro Zone details
 • New details on the EU’s General Data Protection Regulation (GDPR)

Chapter 4: Options for Organizing Business

 • New boxed features describing real-world business issues
 • New chart of world’s biggest dividend payers
 • Updated table of America’s largest private companies

Chapter 5: Small Business, Entrepreneurship, and Franchising

 • New boxed features describing current business issues
 • Examples of innovative small businesses
 • New information on artificial intelligence
 • Updated table of the fastest growing franchises
 • Updated table of the most business-friendly states

Chapter 6: The Nature of Management

 • New boxed features describing current business issues
 • New content about business models

New to This Edition
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 • New table of compensation packages of CEOs
 • New content on gender equality
 • New See for Yourself Videocase—JCF Fitness

Chapter 7: Organization, Teamwork, and Communication

 • New boxed features describing current business issues
 • New examples of organizational culture
 • New content on artificial intelligence
 • New stats on email usage in the workplace
 • New See for Yourself Videocase—Freshii

Chapter 8: Managing Operations and Supply Chains

 • New boxed features describing current business operational issues
 • New content on marketing research and artificial intelligence
 • New section on blockchain technology
 • New content on drone technology
 • Extensive overhaul of Managing the Supply Chain section

Chapter 9: Motivating the Workforce

 • New boxed features describing current business issues
 • New examples of organizational culture

Chapter 10: Managing Human Resources

 • New boxed features describing current HR issues
 • Updated common job interview questions
 • New content on wage gap
 • New example of how soft benefits inspire loyalty

Chapter 11: Customer-Driven Marketing

 • New boxed features describing current marketing issues
 • New content on marketing orientation
 • New content on supply chain management
 • New content on marketing analytics dashboards

Chapter 12: Dimensions of Marketing Strategy

 • New boxed features describing current marketing issues
 • Logistics added as key term
 • New definition for physical distribution key term
 • New See for Yourself Videocase—Zappos

Chapter 13: Digital Marketing and Social Media

 • New boxed features describing current digital marketing issues
 • New stats on social media use by platform
 • New stats on mobile app activities

Chapter 14: Accounting and Financial Statements

 • New boxed features describing current accounting issues
 • Updated rankings of accounting firms in the U.S.
 • Updated financial information for Microsoft

 New to This Edition xi
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Chapter 15: Money and the Financial System

 • New boxed features describing current financial issues
 • Updated life expectancy of money
 • Updated cost to produce coins
 • New content on cryptocurrency
 • New See for Yourself Videocase—Kiva

Chapter 16: Financial Management and Securities Markets

 • New boxed features describing current financial issues
 • Updated short-term investment possibilities
 • Updated U.S. corporate bond quotes
 • New content on electronic markets

xii New to This Edition
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 Chapter 1  The Dynamics of Business and Economics
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 Chapter 3  Business in a Borderless World
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Introduction
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The People and Activities of Business
Why Study Business?
The Economic Foundations of Business
Economic Systems
The Free-Enterprise System
The Forces of Supply and Demand
The Nature of Competition
Economic Cycles and Productivity
The American Economy
The Importance of the American Economy
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The Role of the Entrepreneur
The Role of Government in the 
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The Role of Ethics and Social 
Responsibility in Business
Can You Learn Business in a Classroom?

1 The Dynamics 
of Business and 
Economics

Learning Objectives
After reading this chapter, you will be able to:

 LO 1-1 Define basic concepts such as business, product, profit, 
and economics.

 LO 1-2 Identify the main participants and activities of business. 

 LO 1-3 Explain why studying business is important.

 LO 1-4 Compare the four types of economic systems.

 LO 1-5 Describe the role of supply, demand, and competition 
in a free-enterprise system.

 LO 1-6 Specify why and how the health of the economy is 
measured.

 LO 1-7 Outline the evolution of the American economy.

 LO 1-8 Explain the role of the entrepreneur in the economy.

 LO 1-9 Evaluate a small-business owner’s situation and 
propose a course of action.
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Enter the World of Business

Warren Buffet: The Oracle of Omaha
Warren Buffett did not change his life plans when he was rejected by Harvard. 

An avid reader with a photographic memory, he persevered. He researched 

other universities and discovered that Benjamin Graham, the author of the The 

Intelligent Investor, was a professor at Columbia University. He immediately 

enrolled there, was accepted, and became the star pupil and eventual partner 

of the famous Graham. After graduating, Buffett started a lucrative career, taking 

ownership in companies that he believed would do well in business.

Buffett’s company, Berkshire Hathaway, has become a conglomerate with 

ownership in well-performing companies, including Geico, Heinz, Benjamin 

Moore, and See’s Candies. Because Berkshire Hathaway owns companies in so 

many different industries, it reduces the risk that the failure of any one industry 

will significantly affect the company. Most importantly, Buffett believes in these 

firms and their value, a strategy that has made him one of the 10 richest people 

in the world.

Leading such a variety of companies comes with challenges as well. 

Companies require leaders who know the business and have specialized 

 expertise—something nearly impossible for one person to do with so many dif-

ferent business areas. For this reason, Buffett depends on his managers to lead 

the various companies. He believes giving his managers autonomy allows them 

to achieve their highest performance. He wants his managers to “own” their job. 

By hiring knowledgeable managers and empowering them to run the compa-

nies as they believe best, Buffett is able to lead his vast business conglomerate 

successfully.

Buffett’s organizational leadership philosophy includes focusing on the busi-

ness. At his headquarters, 25 people run the organization. He encourages entre-

preneurs “to focus on the business and not growing a large staff.” Buffett has 

earned the moniker “Oracle of Omaha” because he has lived there most of his 

life and many investors follow his advice and decisions.1
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Introduction
We begin our study of business in this chapter by examining the fundamentals of 
business and economics. First, we introduce the nature of business, including its 
goals, activities, and participants. Next, we describe the basics of economics and 
apply them to the U.S. economy. Finally, we establish a framework for studying busi-
ness in this text.

The Nature of Business
A business tries to earn a profit by providing products that satisfy people’s needs. The 
outcomes of its efforts are products that have both tangible and intangible characteris-
tics that provide satisfaction and benefits. When you purchase a product, you are buying 
the benefits and satisfaction you think the product will provide. A Subway sandwich, 
for example, may be purchased to satisfy hunger, while a Honda Accord may be pur-
chased to satisfy the need for transportation and the desire to present a certain image.

Most people associate the word product with tangible goods—an automobile, 
smartphone, jeans, or some other tangible item. However, a product can also be a 
service, which occurs when people or machines provide or process something of 
value to customers. Dry cleaning, a checkup by a doctor, a movie or sports event—
these are examples of services. An Uber ride satisfies the need for transportation and 
is therefore a service. A product can also be an idea. Accountants and attorneys, for 
example, provide ideas for solving problems.

The Goal of Business
The primary goal of all businesses is to earn a profit, the difference between what it 
costs to make and sell a product and what a customer pays for it. In addition, a business 
has to pay for all expenses necessary to operate. If a company spends $8 to produce, 
finance, promote, and distribute a product that it sells for $10, the business earns a profit 
of $2 on each product sold. Businesses have the right to keep and use their profits as 
they choose—within legal limits—because profit is the reward for their efforts and for 
the risks they take in providing products. Earning profits contributes to society by creat-
ing resources that support our social institutions and government. Businesses that create 
profits, pay taxes, and create jobs are the foundation of our economy. In addition, profits 
must be earned in a responsible manner. Not all organizations are businesses, however. 
Nonprofit organizations—such as National Public Radio (NPR), Habitat for Humanity, 
and other charities and social causes—do not have the fundamental purpose of earn-
ing profits, although they may provide goods or services and engage in fund-raising. 
They also utilize skills related to management, marketing, and finance. Profits earned 
by businesses support nonprofit organizations through donations from employees.

To earn a profit, a person or organization needs management skills to plan, organ-
ize, and control the activities of the business and to find and develop employees so 
that it can make products consumers will buy. A business also needs marketing exper-
tise to learn what products consumers need and want and to develop, manufacture, 
price, promote, and distribute those products. Additionally, a business needs financial 
resources and skills to fund, maintain, and expand its operations. A business must 
cover the cost of labor, operate facilities, pay taxes, and provide management. Other 
challenges for businesspeople include abiding by laws and government regulations, 
and adapting to economic, technological, political, and social changes. Even non-
profit organizations engage in management, marketing, and finance activities to help 
reach their goals.

business
individuals or organizations 
who try to earn a profit 
by providing products that 
satisfy people’s needs.

product
a good or service with 
tangible and intangible 
characteristics that provide 
satisfaction and benefits.

profit
the difference between what 
it costs to make and sell a 
product and what a customer 
pays for it.

nonprofit organizations
organizations that may 
provide goods or services but 
do not have the fundamental 
purpose of earning profits.

Define basic concepts such as 
business, product, profit, and 
economics.
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Chapter 1   The Dynamics of Business and Economics

To achieve and maintain profitability, businesses have found that they must produce 
quality products, operate efficiently, and be socially responsible and ethical in deal-
ing with customers, employees, investors, government regulators, and the community. 
Because these groups have a stake in the success and outcomes of a business, they 
are sometimes called  stakeholders. Many businesses, for example, are concerned about 
how the production and distribution of their products affect the environment. New fuel 
requirements are forcing automakers to invest in smaller, lightweight cars. Electric vehi-
cles may be a solution, but only about 1 percent of new car sales are plug-in-electric.2 
Other businesses are concerned with promoting science, engineering, and mathematics 
careers among women. Traditionally, these careers have been male dominated. A global 
survey found that when the number of men and women were evenly matched, the team 
was 23 percent more likely to have an increase in profit over teams dominated by one 
gender.3 Nonprofit organizations, such as the American Red Cross, use business activi-
ties to support natural-disaster victims, relief efforts, and a national blood supply.

The People and Activities of Business
Figure 1.1 shows the people and activities involved in business. At the center of the 
figure are owners, employees, and customers; the outer circle includes the primary 
business activities—management, marketing, and finance. Owners have to put up 
resources—money or credit—to start a business. Employees are responsible for the 
work that goes on within a business. Owners can manage the business themselves 
or hire employees to accomplish this task. The president and chief executive officer 
(CEO) of Procter & Gamble, David S. Taylor, does not own P&G but is an employee 
who is responsible for managing all the other employees in a way that earns a profit 
for investors, who are the real owners. Finally, and most importantly, a business’s 
major role is to satisfy the customers who buy its goods or services. Note also that 
forces beyond an organization’s control—such as legal and regulatory forces, the 
economy, competition, technology, the political environment, and ethical and social 
concerns—all have an impact on the daily operations of businesses. You will learn 
more about these participants in business activities throughout this book. Next, we 
will examine the major activities of business.

stakeholders
groups that have a stake in 
the success and outcomes of 
a business.

Sustainability is a growing 
concern among both 
consumers and businesses. 
Microsoft recently completed 
the single largest corporate 
purchase of solar energy ever 
in the United States.

©franco lucato/Shutterstock

Identify the main participants 
and activities of business.
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Part 1   Business in a Changing World

Management. Notice that in Figure  1.1, management and employees are in 
the same segment of the circle. This is because management involves develop-
ing plans, coordinating employees’ actions to achieve the firm’s goals, organizing 
people to work efficiently, and motivating them to achieve the business’s goals. 
Management involves the functions of planning, organizing, leading, and control-
ling. Effective managers who are skilled in these functions display effective leader-
ship, decision making, and delegation of work tasks. Management is also concerned 
with acquiring, developing, and using resources (including people) effectively  
and efficiently.

Operations is another element of management. Managers must oversee the firm’s 
operations to ensure that resources are successfully transformed into goods and serv-
ices. Although most people associate operations with the development of goods, oper-
ations management applies just as strongly to services. Managers at the Ritz-Carlton, 
for instance, are concerned with transforming resources such as employee actions and 
hotel amenities into a quality customer service experience. In essence, managers plan, 
organize, staff, and control the tasks required to carry out the work of the company 
or nonprofit organization. We take a closer look at management activities in Parts 3 
and 4 of this text.

Marketing. Marketing and customers are in the same segment of Figure  1.1 
because the focus of all marketing activities is satisfying customers. Marketing 
includes all the activities designed to provide goods and services that satisfy con-
sumers’ needs and wants. Marketers gather information and conduct research to 
determine what customers want. Using information gathered from marketing 
research, marketers plan and develop products and make decisions about how much 
to charge for their products and when and where to make them available. They also 

FIGURE 1.1
Overview of the Business 
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Chapter 1   The Dynamics of Business and Economics

analyze the marketing environment to understand 
changes in competition and consumers. The retail 
environment is changing based on competition from 
online retailing such as Amazon. This has caused 
some retail stores and malls to close.4 Marketing 
focuses on the four P’s—product, price, place (or 
distribution), and promotion—also known as the 
marketing mix. Product management involves such 
key management decisions as product adoption, 
development, branding, and product positioning. 
Selecting the right price for the product is essen-
tial to the organization as it relates directly to prof-
itability. Distribution is an important management 
concern because it involves making sure products 
are available to consumers in the right place at 
the right time. Supply chain management involves 
purchasing and logistics as well as operations to 
coordinate suppliers, producers, and distributors to create value for customers. 
Marketers use promotion—advertising, personal selling, sales promotion (coupons, 
games, sweepstakes, movie tie-ins), and publicity—to communicate the benefits 
and advantages of their products to consumers and to increase sales. We will exam-
ine marketing activities in Part 5 of this text.

Finance. Owners and finance are in the same part of Figure 1.1 because, although 
management and marketing have to deal with financial considerations, it is the pri-
mary responsibility of the owners to provide financial resources for the operation of 
the business. Moreover, the owners have the most to lose if the business fails to make 
a profit. Finance refers to all activities concerned with obtaining money and using it 
effectively. People who work as accountants, stockbrokers, investment advisors, or 
bankers are all part of the financial world. Owners sometimes have to borrow money 
from banks to get started or attract additional investors who become partners or stock-
holders. Owners of small businesses in particular often rely on bank loans for fund-
ing. Part 6 of this text discusses financial management.

Why Study Business?
Studying business can help you develop skills and acquire knowledge to prepare for 
your future career, regardless of whether you plan to work for a multinational Fortune 
500 firm, start your own business, work for a government agency, or manage or vol-
unteer at a nonprofit organization. The field of business offers a variety of interesting 
and challenging career opportunities throughout the world, such as marketing, human 
resources management, information technology, finance, production, accounting, 
data analytics, and many more.

Studying business can also help you better understand the many business activities 
that are necessary to provide satisfying goods and services. Most businesses charge a 
reasonable price for their products to ensure that they cover their production costs, pay 
their employees, provide their owners with a return on their investment, and perhaps 
give something back to their local communities and societies. Habitat for Humanity is 
an international nonprofit organization building housing for those who cannot afford 
simple, decent housing. Habitat operates like a business relying on volunteer labor and 

M&Ms uses humor in its advertising to promote the chocolate candies.

©Kisler Creations/Alamy Stock Photo

Explain why studying business 
is important.
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Part 1   Business in a Changing World

offers no-interest mortgages for repayment. Habitat 
ReStore is a retail unit that sells new and used build-
ing materials that are donated. The Home Depot 
Foundation has provided grants to remodel and reno-
vate homes of U.S. military veterans.5 Thus, learning 
about business can help you become a well-informed 
consumer and member of society.

Business activities help generate the profits that 
are essential not only to individual businesses and 
local economies, but also to the health of the global 
economy. Without profits, businesses find it diffi-
cult, if not impossible, to buy more raw materials, 
hire more employees, attract more capital, and create 
additional products that, in turn, make more profits 
and fuel the world economy. Understanding how our 
free-enterprise economic system allocates resources 
and provides incentives for industry and the work-
place is important to everyone.

The Economic Foundations of Business
It is useful to explore the economic environment in which business is conducted. In 
this section, we examine economic systems, the free-enterprise system, the concepts 
of supply and demand, and the role of competition. These concepts play important 
roles in determining how businesses operate in a particular society.

Economics is the study of how resources are distributed for the production of 
goods and services within a social system. You are already familiar with the types of 
resources available. Land, forests, minerals, water, and other things that are not made 
by people are natural resources. Human resources, or labor, refer to the physical and 
mental abilities that people use to produce goods and services. Financial resources, 
or capital, are the funds used to acquire the natural and human resources needed to 
provide products. These resources are related to the factors of production, consisting 
of land, labor, capital, and enterprise used to produce goods and services. The firm 
can also have intangible resources such as a good reputation for quality products or 
being socially responsible. The goal is to turn the factors of production and intangible 
resources into a competitive advantage.

Economic Systems
An economic system describes how a particular society distributes its resources to 
produce goods and services. A central issue of economics is how to fulfill an unlim-
ited demand for goods and services in a world with a limited supply of resources. 
Different economic systems attempt to resolve this central issue in numerous ways, 
as we shall see.

Although economic systems handle the distribution of resources in different ways, 
all economic systems must address three important issues:

 1. What goods and services, and how much of each, will satisfy consumers’ needs?
 2. How will goods and services be produced, who will produce them, and with 

what resources will they be produced?
 3. How are the goods and services to be distributed to consumers?

economics
the study of how resources 
are distributed for the 
production of goods and 
services within a social 
system.

natural resources
land, forests, minerals, water, 
and other things that are not 
made by people.

human resources (labor)
the physical and mental 
abilities that people use to 
produce goods and services.

financial resources 
(capital)
the funds used to acquire the 
natural and human resources 
needed to provide products.

economic system
a description of how a 
particular society distributes 
its resources to produce 
goods and services.

Many companies engage in socially responsible behavior to give 
back to their communities. Bank of America partners with Habitat for 
Humanity to build homes for disadvantaged families.

©asiseeit/Getty Images

Compare the four types of 
 economic systems.
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Communism, socialism, and capitalism, the basic economic systems 
found in the world today (Table 1.1), have fundamental differences in 
the way they address these issues. The factors of production in com-
mand economies are controlled by government planning. In many cases, 
the government owns or controls the production of goods and serv-
ices. Communism and socialism are, therefore, considered command 
economies.

Communism. Karl Marx (1818–1883) first described communism 
as a society in which the people, without regard to class, own all the 
nation’s resources. In his ideal political-economic system, everyone 
contributes according to ability and receives benefits according to need. 
In a communist economy, the people (through the government) own 
and operate all businesses and factors of production. Central govern-
ment planning determines what goods and services satisfy citizens’ 
needs, how the goods and services are produced, and how they are dis-
tributed. However, no true communist economy exists today that satis-
fies Marx’s ideal.

On paper, communism appears to be efficient and equitable, produc-
ing less of a gap between rich and poor. In practice, however, commu-
nist economies have been marked by low standards of living, critical 
shortages of consumer goods, high prices, corruption, and little free-
dom. Russia, Poland, Hungary, and other eastern European nations have 

communism
first described by Karl Marx 
as a society in which the 
people, without regard to 
class, own all the nation’s 
resources.

Communism Socialism Capitalism

Business ownership Most businesses are 
owned and operated 
by the government.

The government owns 
and operates some basic 
industries; individuals 
own small businesses.

Individuals own and 
operate all businesses.

Competition Government controls 
competition and the 
economy.

Restricted in basic 
industries; encouraged 
in small business.

Encouraged by market 
forces and government 
regulations.

Profits Excess income goes to 
the government. The 
government supports 
social and economic 
institutions.

Profits earned by small 
businesses may be 
reinvested in the business; 
profits from government-
owned industries go to 
the government.

Individuals and 
businesses are free 
to keep profits after 
paying taxes.

Product availability 
and price

Consumers have a 
limited choice of goods 
and services; prices are 
usually high.

Consumers have some 
choice of goods and 
services; prices are 
determined by supply 
and demand.

Consumers have a 
wide choice of goods 
and services; prices 
are determined by 
supply and demand.

Employment options Little choice in 
choosing a career; 
most people work for 
government-owned 
industries or farms.

More choice of careers; 
many people work in 
government jobs.

Unlimited choice of 
careers.

TABLE 1.1
Comparison of 
Communism, Socialism, 
and Capitalism

Karl Marx, the founder of communism, 
described a society in which the people own 
all of the nation’s resources and contribute 
according to their ability.

©Everett Historical/Shutterstock
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turned away from communism and toward economic systems governed by supply and 
demand rather than by central planning. However, their experiments with alternative 
economic systems have been fraught with difficulty and hardship. Countries such as 
Venezuela have tried to incorporate communist economic principles without success. 
Even Cuba is experiencing changes to its predominately communist system. Massive 
 government layoffs required many Cubans to turn toward the private sector, opening 
up more opportunities for entrepreneurship. The U.S. government has reestablished 
diplomatic relations with Cuba. Americans have more opportunities to visit Cuba than 
they have had for the past 50 years. Similarly, China has become the first commu-
nist country to make strong economic gains by adopting capitalist approaches to busi-
ness. Economic prosperity has advanced in China with the government claiming to 
ensure market openness, equality, and fairness through state capitalism.6 As a result of 
 economic challenges, communism is declining and its future as an economic system 
is uncertain.

Socialism. Socialism is an economic system in which the government owns and 
operates basic industries—postal service, telephone, utilities, transportation, health 
care, banking, and some manufacturing—but individuals own most businesses. 
For example, in France the postal service industry La Poste is fully owned by the 
French government and makes a profit. Central planning determines what basic 
goods and services are produced, how they are produced, and how they are distrib-
uted. Individuals and small businesses provide other goods and services based on 
consumer demand and the availability of resources. Citizens are dependent on the 
government for many goods and services.

Most socialist nations, such as Norway, India, and Israel, are democratic and rec-
ognize basic individual freedoms. Citizens can vote for political offices, but cen-
tral government planners usually make many decisions about what is best for the 
nation. People are free to go into the occupation of their choice, but they often work in 
 government-operated organizations. Socialists believe their system permits a higher 
standard of living than other economic systems, but the difference often applies to 
the nation as a whole rather than to its individual citizens. Socialist economies pro-
fess egalitarianism—equal distribution of income and social services. They believe 

their economies are more stable than those of other 
nations. Although this may be true, taxes and unem-
ployment are generally higher in socialist countries. 
However, countries like Denmark have a high stand-
ard of living and they rate high in being happy.

Capitalism. Capitalism, or free enterprise, is an 
economic system in which individuals own and oper-
ate the majority of businesses that provide goods and 
services. Competition, supply, and demand deter-
mine which goods and services are produced, how 
they are produced, and how they are distributed. 
The United States, Canada, Japan, and Australia are 
examples of economic systems based on capitalism.

There are two forms of capitalism: pure capi-
talism and modified capitalism. In pure capital-
ism, also called a free-market system, all economic 
 decisions are made without government intervention.  

Need help  
understanding 
basic economic 
systems? Visit 
your Connect 
ebook video tab 
for a brief animated 
explanation.

socialism
an economic system in which 
the government owns and 
operates basic industries 
but individuals own most 
businesses.

capitalism (free enterprise)
an economic system in which 
individuals own and operate 
the majority of businesses 
that provide goods and 
services.

free-market system
pure capitalism, in which 
all economic decisions are 
made without government 
intervention.

Cuba and the United States restored diplomatic relations, and as a 
result, there are more opportunities to visit and do business with Cuba.

©Maurizio De Mattei/Shutterstock
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This economic system was first described by Adam Smith in The Wealth of Nations 
(1776). Smith, often called the father of capitalism, believed that the “invisible hand 
of competition” best regulates the economy. He argued that competition should deter-
mine what goods and services people need. Smith’s system is also called laissez-faire 
(“let it be”) capitalism because the government does not interfere in business.

Modified capitalism differs from pure capitalism in that the government intervenes 
and regulates business to some extent. One of the ways in which the United States and 
Canadian governments regulate business is through laws. Laws such as the Federal 
Trade Commission Act, which created the Federal Trade Commission to enforce 
antitrust laws, illustrate the importance of the government’s role in the economy. In 
the United States, states have leeway to regulate business. For example, the state of 
Washington requires employers to provide paid sick leave, and a number of states 
have legalized cannabis.7

Mixed Economies. No country practices a pure form of communism, socialism, 
or capitalism, although most tend to favor one system over the others. Most nations 
operate as mixed economies, which have elements from more than one economic sys-
tem. In socialist Sweden, most businesses are owned and operated by private indi-
viduals. In capitalist United States, an independent federal agency operates the postal 
service and another independent agency operates the Tennessee Valley Authority, 
an electric utility. In Great Britain and Mexico, the governments are attempting to 
sell many state-run businesses to private individuals and companies. In Germany, 
the Deutsche Post is privatized and trades on the stock market. In once-communist 
Russia, Hungary, Poland, and other eastern European nations, capitalist ideas have 
been implemented, including private ownership of businesses.

Countries such as China and Russia have used state capitalism to advance the econ-
omy. State capitalism tries to integrate the powers of the state with the advantages of 
capitalism. It is led by the government but uses capitalistic tools such as listing state-
owned companies on the stock market and embracing globalization.8 State capitalism 
includes some of the world’s largest companies such as Russia’s Gazprom, which has 
the largest reserves of natural gas. China’s ability to make huge investments to the point 
of creating entirely new industries puts many private industries at a disadvantage.9

The Free-Enterprise System
Many economies—including those of the United States, Canada, and Japan—are 
based on free enterprise, and many communist and socialist countries, such as China 
and Russia, are applying more principles of free enterprise to their own economic sys-
tems. Free enterprise provides an opportunity for a business to succeed or fail on the 
basis of market demand. In a free-enterprise system, companies that can efficiently 
manufacture and sell products that consumers desire will probably succeed. Inefficient 
businesses and those that sell products that do not offer needed benefits will likely fail 
as consumers take their business to firms that have more competitive products.

A number of basic individual and business rights must exist for free enterprise to 
work. These rights are the goals of many countries that have recently embraced free 
enterprise.

 1. Individuals must have the right to own property and to pass this property on to 
their heirs. This right motivates people to work hard and save to buy property.

 2. Individuals and businesses must have the right to earn profits and to use the profits 
as they wish, within the constraints of their society’s laws, principles, and values.

mixed economies
economies made up of 
elements from more than one 
economic system.
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 3. Individuals and businesses must have the 
right to make decisions that determine the 
way the business operates. Although there 
is government regulation, the philosophy 
in countries like the United States and 
Australia is to permit maximum freedom 
within a set of rules of fairness.

 4. Individuals must have the right to choose 
what career to pursue, where to live, what 
goods and services to purchase, and more. 
Businesses must have the right to choose 
where to locate, what goods and services to 
produce, what resources to use in the pro-
duction process, and so on.

Without these rights, businesses cannot func-
tion effectively because they are not motivated 
to succeed. Thus, these rights make possible the 
open exchange of goods and services. In the coun-
tries that favor free enterprise, such as the United 

Two entrepreneurs present an idea for a new product. Entrepreneurs are 
more productive in free-enterprise systems.

©Cultura Creative (RF)/Alamy Stock Photo

States, citizens have the freedom to make many decisions about the employment 
they choose and create their own productivity systems. Many entrepreneurs are more 
productive in free-enterprise societies because personal and financial incentives are 
available that can aid in entrepreneurial success. For many entrepreneurs, their work 
becomes a part of their system of goals, values, and lifestyle. Consider the panel-
ists (“sharks”) on the ABC program Shark Tank who give entrepreneurs a chance to 
receive funding to realize their dreams by deciding whether to invest in their projects. 
They include Barbara Corcoran, who built one of New York’s largest real estate com-
panies; Mark Cuban, founder of Broadcast.com and MicroSolutions; and Daymond 
John, founder of clothing company FUBU, as well as others.10

The Forces of Supply and Demand
In the United States and in other free-enterprise systems, the distribution of resources 
and products is determined by supply and demand. Demand is the number of goods 
and services that consumers are willing to buy at different prices at a specific time. 
From your own experience, you probably recognize that consumers are usually will-
ing to buy more of an item as its price falls because they want to save money. Consider 
handmade rugs, for example. Consumers may be willing to buy six rugs at $350 each, 
four at $500 each, but only two at $650 each. The relationship between the price and 
the number of rugs consumers are willing to buy can be shown graphically with a 
demand curve (see Figure 1.2).

Supply is the number of products that businesses are willing to sell at different prices 
at a specific time. In general, because the potential for profits is higher, businesses are 
willing to supply more of a good or service at higher prices. For example, a company 
that sells rugs may be willing to sell six at $650 each, four at $500 each, but just two at 
$350 each. The relationship between the price of rugs and the quantity the company is 
willing to supply can be shown graphically with a supply curve (see Figure 1.2).

In Figure 1.2, the supply and demand curves intersect at the point where supply 
and demand are equal. The price at which the number of products that businesses are 
willing to supply equals the amount of products that consumers are willing to buy at 

Need help  
understanding  
supply and 
demand? Visit 
your Connect 
ebook video tab 
for a brief animated 
explanation.

demand
the number of goods and 
services that consumers are 
willing to buy at different 
prices at a specific time.

supply
the number of products—
goods and services—that 
businesses are willing to 
sell at different prices at a 
specific time.

Describe the role of supply, 
demand, and competition in a 
free-enterprise system.

LO 1-5
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Chapter 1   The Dynamics of Business and Economics

a specific point in time is the equilibrium price. In our rug example, the company is 
willing to supply four rugs at $500 each, and consumers are willing to buy four rugs 
at $500 each. Therefore, $500 is the equilibrium price for a rug at that point in time, 
and most rug companies will price their rugs at $500. As you might imagine, a busi-
ness that charges more than $500 (or whatever the current equilibrium price is) for its 
rugs will not sell as many and might not earn a profit. On the other hand, a business 
that charges less than $500 accepts a lower profit per rug than could be made at the 
equilibrium price.

If the cost of making rugs goes up, businesses will not offer as many at the old price. 
Changing the price alters the supply curve, and a new equilibrium price results. This 
is an ongoing process, with supply and demand constantly changing in response to 
changes in economic conditions, availability of resources, and degree of competition. 
For example, the price of oil can change rapidly and has been between $30 and $113 
a barrel over the last eight years. Prices for goods and services vary according to these 
changes in supply and demand. Supply and demand is the force that drives the distribu-
tion of resources (goods and services, labor, and money) in a free-enterprise economy.

Critics of supply and demand say the system does not distribute resources equally. 
The forces of supply and demand prevent sellers who have to sell at higher prices 
(because their costs are high) and buyers who cannot afford to buy goods at the equi-
librium price from participating in the market. According to critics, the wealthy can 
afford to buy more than they need, but the poor may be unable to buy enough of what 
they need to survive.

The Nature of Competition
Competition, the rivalry among businesses for consumers’ dollars, is another vital 
element in free enterprise. According to Adam Smith, competition fosters efficiency 
and low prices by forcing producers to offer the best products at the most reasona-
ble price; those who fail to do so are not able to stay in business. Thus, competition 
should improve the quality of the goods and services available and reduce prices. 
Competition allows for open markets and provides opportunities for both individuals 
and businesses to successfully compete. Entrepreneurs can discover new technology, 

equilibrium price
the price at which the 
number of products that 
businesses are willing to 
supply equals the amount of 
products that consumers are 
willing to buy at a specific 
point in time.

competition
the rivalry among businesses 
for consumers’ dollars.

FIGURE 1.2
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ways to lower prices, as well as methods for providing better distribution or serv-
ices. Founder Jeff Bezos of Amazon is a prime example. Amazon was able to offer 
products online at competitive prices. Today, Amazon competes against such retail 
giants as Walmart in a number of industries, including cloud computing, entertain-
ment, food, and most consumer products found in retail stores. Bezos is now the rich-
est person in the world.

Within a free-enterprise system, there are four types of competitive environments: 
pure competition, monopolistic competition, oligopoly, and monopoly.

Pure competition exists when there are many small businesses selling one stan-
dardized product, such as agricultural commodities like wheat, corn, and cotton. 
No one business sells enough of the product to influence the product’s price. And, 
because there is no difference in the products, prices are determined solely by the 
forces of supply and demand.

Monopolistic competition exists when there are fewer businesses than in a pure-
competition environment and the differences among the goods they sell are small. 
Aspirin, soft drinks, and jeans are examples of such goods. These products differ 
slightly in packaging, warranty, name, and other characteristics, but all satisfy the 
same consumer need. Businesses have some power over the price they charge in 
monopolistic competition because they can make consumers aware of product dif-
ferences through advertising. Consumers value some features more than others and 
are often willing to pay higher prices for a product with the features they want. For 
example, many consumers are willing to pay a higher price for organic fruits and 
vegetables rather than receive a bargain on nonorganic foods. The same holds true for 
non-genetically modified foods.

An oligopoly exists when there are very few businesses selling a product. In an 
oligopoly, individual businesses have control over their products’ price because each 
business supplies a large portion of the products sold in the marketplace. Nonetheless, 
the prices charged by different firms stay fairly close because a price cut or increase 
by one company will trigger a similar response from another company. In the airline 
industry, for example, when one airline cuts fares to boost sales, other airlines quickly 
follow with rate decreases to remain competitive. On the other hand, airlines often 
raise prices at the same time. Oligopolies exist when it is expensive for new firms to 
enter the marketplace. Not just anyone can acquire enough financial capital to build 
an automobile production facility or purchase enough airplanes and related resources 
to build an airline.

When there is one business providing a product in a given market, a monopoly 
exists. Utility companies that supply electricity, natural gas, and water are monopo-
lies. The government permits such monopolies because the cost of creating the good 
or supplying the service is so great that new producers cannot compete for sales. 
Government-granted monopolies are subject to government-regulated prices. Some 
monopolies exist because of technological developments that are protected by pat-
ent laws. Patent laws grant the developer of new technology a period of time (17 or 
20 years) during which no other producer can use the same technology without the 
agreement of the original developer. The United States granted its first patent in 1790. 
Now its patent office receives hundreds of thousands of patent applications a year, 
although China has surpassed the United States in patent applications.11 This monop-
oly allows the developer to recover research, development, and production expenses 
and to earn a reasonable profit. A drug can receive a 17-year patent from the time it is 
discovered or the chemical is identified. For example, Tamiflu lost its patent, and now 
the generic version can be made by other firms.

pure competition
the market structure that 
exists when there are many 
small businesses selling one 
standardized product.

monopolistic competition
the market structure that 
exists when there are fewer 
businesses than in a pure-
competition environment and 
the differences among the 
goods they sell are small.

oligopoly
the market structure that 
exists when there are very 
few businesses selling a 
product.

monopoly
the market structure that 
exists when there is only one 
business providing a product 
in a given market.
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Economic Cycles and Productivity
Expansion and Contraction. Economies are not stagnant; they expand and con-
tract. Economic expansion occurs when an economy is growing and people are spend-
ing more money. Their purchases stimulate the production of goods and services, 
which in turn stimulates employment. The standard of living rises because more peo-
ple are employed and have money to spend. Rapid expansions of the economy, how-
ever, may result in inflation, a continuing rise in prices. Inflation can be harmful if 
individuals’ incomes do not increase at the same pace as rising prices, reducing their 
buying power. The worst case of hyperinflation occurred in Hungary in 1946. At one 
point, prices were doubling every 15.6 hours. One of the most recent cases of hyper-
inflation occurred in Zimbabwe.12 Zimbabwe suffered from hyperinflation so severe 
that its inflation percentage rate rose into the hundreds of millions. With the elimina-
tion of the Zimbabwean dollar and certain price controls, the inflation rate began to 
decrease, but not before the country’s economy was virtually decimated.13

Economic contraction occurs when spending declines. Businesses cut back on pro-
duction and lay off workers, and the economy as a whole slows down. Contractions 
of the economy lead to recession—a decline in production, employment, and income. 
Recessions are often characterized by rising levels of unemployment, which is mea-
sured as the percentage of the population that wants to work but is unable to find 
jobs. Figure 1.3 shows the overall unemployment rate in the civilian labor force over 
the past 75 years. Rising unemployment levels tend to stifle demand for goods and 
services, which can have the effect of forcing prices downward, a condition known 
as deflation. Deflation poses a serious economic problem because price decreases 
could result in consumers delaying purchases. If consumers wait for lower prices, the 
economy could fall into a recession.

The United States has experienced numerous recessions, the most recent ones 
occurring in 1990–1991, 2002–2003, and 2008–2011. The most recent recession (or 
economic slowdown) was caused by the collapse in housing prices and consumers’ 

economic expansion
the situation that occurs 
when an economy is growing 
and people are spending 
more money; their purchases 
stimulate the production of 
goods and services, which in 
turn stimulates employment.

inflation
a condition characterized by 
a continuing rise in prices

economic contraction
a slowdown of the economy 
characterized by a decline 
in spending and during 
which businesses cut back 
on production and lay off 
workers.

recession
a decline in production, 
employment, and income.

unemployment
the condition in which a 
percentage of the population 
wants to work but is unable 
to find jobs.

FIGURE 1.3
Annual Average Unemployment Rate, Civilian Labor Force, 16 Years and Over
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inability to stay current on their mortgage and credit card payments. This caused a crisis 
in the banking industry, with the government bailing out banks to keep them from fail-
ing. This in turn caused a slowdown in spending on consumer goods and a decrease in 
employment. Unemployment reached 10 percent of the labor force. Don’t forget that 
personal consumption makes up almost 70 percent of gross domestic product, so con-
sumer engagement is extremely important for economic activity. A severe recession 
may turn into a depression, in which unemployment is very high, consumer spending is 
low, and business output is sharply reduced, such as what occurred in the United States 
in the early 1930s. The most recent recession is often called the Great Recession because 
it was the longest and most severe economic decline since the Great Depression.

Economies expand and contract in response to changes in consumer, business, and 
government spending. War also can affect an economy, sometimes stimulating it (as 
in the United States during World Wars I and II) and sometimes stifling it (as dur-
ing the Vietnam, Persian Gulf, and Iraq wars). Although fluctuations in the econ-
omy are inevitable and to a certain extent predictable, their effects—inflation and 
 unemployment—disrupt lives and thus governments try to minimize them.

Measuring the Economy. Countries measure the state of their economies to 
determine whether they are expanding or contracting and whether corrective action 
is necessary to minimize the fluctuations. One commonly used measure is gross 
 domestic product (GDP)—the sum of all goods and services produced in a country 
during a year. GDP measures only those goods and services made within a  country 
and therefore does not include profits from companies’ overseas operations; it does 
include profits earned by foreign companies within the country being measured. 
However, it does not take into account the concept of GDP in relation to population 
(GDP per capita). Figure 1.4 shows the increase in U.S. GDP over several years, while 
Table 1.2 compares a number of economic statistics for a sampling of countries.

depression
a condition of the economy 
in which unemployment is 
very high, consumer spending 
is low, and business output is 
sharply reduced.

gross domestic product 
(GDP)
the sum of all goods and 
services produced in a 
country during a year.

Specify why and how the health 
of the economy is measured.

LO 1-6

FIGURE 1.4
Growth in U.S. Gross Domestic Product
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Another important indicator of a nation’s economic health is the relationship 
between its spending and income (from taxes). When a nation spends more than it 
takes in from taxes, it has a budget deficit. In the 1990s, the U.S. government elimi-
nated its long-standing budget deficit by balancing the money spent for social, 
defense, and other programs with the amount of money taken in from taxes.

In recent years, however, the budget deficit has reemerged and grown to record 
levels, partly due to defense spending in the aftermath of the terrorist attacks of 
September 11, 2001. Massive government stimulus spending during the most recent 
recession also increased the national debt. Because many Americans do not want their 
taxes increased and Congress has difficulty agreeing on appropriate tax rates, it is dif-
ficult to increase taxes and reduce the deficit. Like consumers and businesses, when 
the government needs money, it borrows from the public, banks, and even foreign 
investors. The national debt is more than $24 trillion.14 This figure is especially wor-
risome because to reduce the debt to a manageable level, the government either has 
to increase its revenues (raise taxes) or reduce spending on social, defense, and legal 
programs, neither of which is politically popular. The United States recently enacted 
tax cuts that are projected to increase the national debt every year over the next 10 
years.15 The national debt figure changes daily and can be seen at the Department of 
the Treasury, Bureau of the Public Debt, website. Table 1.3 describes some of the 
other ways we evaluate our nation’s economy.

budget deficit
the condition in which a 
nation spends more than it 
takes in from taxes.

Country
GDP (in billions  

of dollars) GDP per Capita
Unemployment Rate  

(%)
Inflation Rate  

(%)

Argentina 911  20,700  8.1  26.9

Australia 1,235  49,900  5.6  2.0

Brazil 3,219  15,500  13.1  3.7

Canada 1,764  48,100  6.5  1.6

China 23,120  16,600  4  1.8

France 2,826  43,600  9.5  1.2

Germany 4,150  50,200  3.8  1.6

India 9,447  7,200  8.8  3.8

Israel 315  36,200  4.3  0.2

Japan 5,405  42,700  2.9  0.4

Mexico 2,406  19,500  3.6  5.9

Russia 4,000  27,900  5.5  4.2

South Africa 757  13,400  27.6  5.4

United Kingdom 2,880  43,600  4.4  2.6

United States 19,360  59,500  4.4  2.1

Source: CIA, The World Fact Book, https://www.cia.gov/library/publications/the-world-factbook/rankorder/rankorderguide.html 
(accessed March 25, 2018).

TABLE 1.2
Economic Indicators of Different Countries
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The American Economy
As we said previously, the United States is a mixed economy with a foundation based 
on capitalism. The answers to the three basic economic issues are determined pri-
marily by competition and the forces of supply and demand, although the federal 
government does intervene in economic decisions to a certain extent. For instance, 
the federal government exerts oversight over the airline industry to make sure airlines 
remain economically viable as well as for safety and security purposes.

Standard of living refers to the level of wealth and material comfort that people have 
available to them. The United States, Germany, Australia, and Norway all have a high 
standard of living, meaning that most of their citizens are able to afford basic necessi-
ties and some degree of comfort. These nations are often characterized by a high GDP 
per capita. However, a higher GDP per capita does not automatically translate into a 
higher standard of living. Costs of goods and services are also factors. The European 
Union and Japan, for instance, tend to have higher costs of living than in the United 
States. Higher prices mean that it costs more to obtain a certain level of comfort than it 
does in other countries. Countries with low standards of living are usually characterized 
by poverty, higher unemployment, and lower education rates. To understand the cur-
rent state of the American economy and its effect on business practices, it is helpful to 
examine its history and the roles of the entrepreneur and the government.

The Importance of the American Economy
The American economy is an open economy, or an economy in which economic 
activities occur between the country and the international community. As an open 
economy, the United States is a major player in international trade. Open economies 
tend to grow faster than economies that do not engage in international trade. This 
is because international trade is positively related to efficiency and productivity. 
Companies in the United States have greater access to a wider range of resources 
and knowledge, including technology. In today’s global environment, the ability to 
harness technology is critical toward increased innovation.16 In contrast, research 

standard of living
refers to the level of wealth 
and material comfort that 
people have available to 
them.

open economy
an economy in which 
economic activities occur 
between the country and the 
international community.

Outline the evolution of the 
American economy.

LO 1-7

Unit of Measure Description

Trade balance The difference between our exports and our imports. If the balance is 
negative, as it has been since the mid-1980s, it is called a trade deficit 
and is generally viewed as unhealthy for our economy.

Consumer Price Index Measures changes in prices of goods and services purchased for 
consumption by typical urban households.

Per capita income Indicates the income level of “average” Americans. Useful in 
determining how much “average” consumers spend and how much 
money Americans are earning.

Unemployment rate Indicates how many working-age Americans are not working who 
otherwise want to work.

Inflation Monitors price increases in consumer goods and services over specified 
periods of time. Used to determine if costs of goods and services are 
exceeding worker compensation over time.

Worker productivity The amount of goods and services produced for each hour worked.

TABLE 1.3
How Do We Evaluate Our 
Nation’s Economy?
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indicates a negative relationship between regulatory actions and innovation in firms, 
suggesting that too much regulation hinders business activities and their contribution 
to the American economy.17

When looking at the American economy, growth in GDP and jobs are the two pri-
mary factors economists consider. A positive relationship exists between a country’s 
employment rate and economic growth. A nation’s output depends on the amount of 
labor used in the production process, so there is also a positive correlation between 
output and employment. In general, as the labor force and productivity increase, so 
does GDP. Profitable companies tend to hire more workers than those that are unprof-
itable. Therefore, companies that hire employees not only improve their profitability 
but also drive the economic well-being of the American economy.18

Government public policy also drives the economy through job creation. In order 
for any nation to ensure the social and economic health of the country, there must be 
a tax base to provide for the public interest. The vast majority of taxes come from 
individuals. It is estimated that the U.S. government obtains $2.3 trillion in individ-
ual income taxes annually.19 Figure 1.5 shows the distribution of returns and income 
taxes paid by individuals based on their gross income. Unmarried individuals who 
earn more than $500,000 pay 37 percent of individual income taxes.20

Businesses are also an important form of tax revenue. Those that are classified as 
sole proprietorships, partnerships, and S corporations (discussed further in the chap-
ter titled “Options for Organizing Business”) pay taxes according to the individual 
income tax code. Corporations are taxed differently. Approximately 10.6 percent of the 
government’s total revenues comes from corporate income taxes.21 In 2017, the larg-
est tax reform in the U.S. tax rate in over 30 years changed the corporate tax rate from 
35 percent to 21 percent.22 The average global corporate tax rate is 23 percent, while 
some countries such as Ireland have a corporate tax rate as low as 12.5  percent. The  
tax reform lowered the highest individual tax rate from 39.6 percent to 37 percent, 
but the reform capped the deduction of state and local taxes at $10,000. This could 
result in high-earners in states like New York and California with state and local 
taxes paying more federal taxes than before the tax reform.23 The tax reform was 
designed to stimulate the economy but will increase the national debt.

FIGURE 1.5
Individual Income Tax 
Statistics by Income 
Group
Source: Internal Revenue Service, 
Individual Income Tax Rates and Tax 
Shares, (accessed March 25, 2018).
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A Brief History of the American Economy

The Early Economy. Before the colonization of North America, Native 
Americans lived as hunter/gatherers and farmers, with some trade among tribes. 
The colonists who came later operated primarily as an agricultural economy. People 
were self-sufficient and produced everything they needed at home, including food, 
clothing, and furniture. Abundant natural resources and a moderate climate nour-
ished industries such as farming, fishing, shipping, and fur trading. A few manufac-
tured goods and money for the colonies’ burgeoning industries came from England 
and other countries.

As the nation expanded slowly toward the West, people found natural resources 
such as coal, copper, and iron ore and used them to produce goods such as horse-
shoes, farm implements, and kitchen utensils. Farm families who produced surplus 
goods sold or traded them for things they could not produce themselves, such as fine 
furniture and window glass. Some families also spent time turning raw materials into 
clothes and household goods. Because these goods were produced at home, this sys-
tem was called the domestic system.

The Industrial Revolution. The 19th century and the Industrial Revolution 
brought the development of new technology and factories. The factory brought 
together all the resources needed to make a product—materials, machines, and work-
ers. Work in factories became specialized as workers focused on one or two tasks. As 
work became more efficient, productivity increased, making more goods available at 
lower prices. Railroads brought major changes, allowing farmers to send their surplus 
crops and goods all over the nation for barter or for sale.

Responding to Business Challenges

The Trix of the Trade: General Mills’ 
Brand Strategy
In its 150-year history, General Mills has evolved from a flour 
mill to a packaged consumer goods company with revenues of  
$16  billion. More recently, General Mills has begun investing heav-
ily in organic and natural foods with its acquisition of organic 
food brands Cascade Farms and Annie’s. Sales of organic prod-
ucts are a $43.4 billion industry and growing. Demand for organic 
food is growing so rapidly that the supply has been unable to 
keep up. As a result, General Mills has begun underwriting the 
costs for farmers to convert their farms to organic crops.

The consumer goods market is characterized by monopolis-
tic competition, meaning that General Mills has many competi-
tors. This requires General Mills to adapt to changing consumer 
preferences. For example, consumers have been eating less 
cereal and looking for quick breakfast items like yogurt and 
breakfast bars. As a result, General Mills has expanded into 
more on-the-go products such as yogurt and granola. Perhaps 
as a way to meet the competition head on, General Mills has 
adopted a new brand strategy: “Consumers first.”

General Mills wants its customer-centric focus to differen-
tiate it from rival firms. In keeping with this customer empha-
sis, it has agreed to adopt genetically modified organism 
(GMO) labeling for some of its products. While General Mills 
believes GMO products are safe, it wants customers to know 
that it is listening to their concerns. In fact, General Mills 
became a first mover in this endeavor by reformulating its 
Cheerios to be GMO-free. However, as competitors also turn 
toward organic ingredients, it might not be long before other 
cereal manufacturers begin developing their own GMO-free 
cereals. General Mills must continue to innovate to maintain 
its competitive edge.24

Critical Thinking Questions
 1. Why does the consumer goods industry operate in an 

 environment of monopolistic competition? What must 
firms like General Mills do to succeed in this environment?

 2. How is General Mills addressing the supply-demand 
 problem that it is facing with organic food?

 3. What are some of the ways in which General Mills is 
 differentiating its products from the competition?
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Factories began to spring up along the railways to manufacture farm equipment 
and a variety of other goods to be shipped by rail. Samuel Slater set up the first 
American textile factory after he memorized the plans for an English factory and emi-
grated to the United States. Eli Whitney revolutionized the cotton industry with his 
cotton gin. Francis Cabot Lowell’s factory organized all the steps in manufacturing 
cotton cloth for maximum efficiency and productivity. John Deere’s farm equipment 
increased farm production and reduced the number of farmers required to feed the 
young nation. Farmers began to move to cities to find jobs in factories and a higher 
standard of living. Henry Ford developed the assembly-line system to produce auto-
mobiles. Workers focused on one part of an automobile and then pushed it to the next 
stage until it rolled off the assembly line as a finished automobile. Ford’s assembly 
line could manufacture many automobiles efficiently, and the price of his cars was 
$200, making them affordable to many Americans.

The Manufacturing and Marketing Economies. Industrialization brought 
increased prosperity, and the United States gradually became a manufacturing 
economy–one devoted to manufacturing goods and providing services rather than 
producing agricultural products. The assembly line was applied to more industries, 
increasing the variety of goods available to the consumer. Businesses became more 
concerned with the needs of the consumer and entered the marketing economy. 
Expensive goods such as cars and appliances could be purchased on a time-payment 
plan. Companies conducted research to find out what products consumers needed and 
wanted. Advertising made consumers aware of products and important information 
about features, prices, and other competitive advantages.

Because these developments occurred in a free-enterprise system, consumers 
determined what goods and services were produced. They did this by purchasing the 
products they liked at prices they were willing to pay. The United States prospered, 
and American citizens had one of the highest standards of living in the world.

The Service and New Digital Economy. After World War II, with the increased 
standard of living, Americans had more money and more time. They began to pay 
others to perform services that made their lives easier. Beginning in the 1960s, more 
and more women entered the workforce. The United States began experiencing major 
shifts in the population. The U.S. population grew about 10 percent in the past decade 
to 327 million. This is the slowest pace of growth since the Great Depression, with 
the South leading the population gains. The United States is undergoing a baby bust, 
with record lows in the country’s fertility rate.25 While the birth rate in the United 
States is declining, new immigrants help with population gains.26 The profile of the 
family is also changing: Today there are more single-parent families and individuals 
living alone, and in two-parent families, both parents often work.

One result of this trend is that time-pressed Americans are increasingly paying 
others to do tasks they used to do at home, like cooking, laundry, landscaping, and 
child care. These trends have gradually changed the 
United States to a service economy—one devoted to the 
production of services that make life easier for busy con-
sumers. Businesses increased their demand for services, 
especially in the areas of finance and information technology. Service industries such 
as restaurants, banking, health care, child care, auto repair, leisure-related industries, 
and even education are growing rapidly and may account for as much as 80 percent of 
the U.S. economy. These trends continue with advanced technology contributing to 

DID YOU KNOW? Approximately 57 percent of adult 
women are involved in the workforce.27
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new service products based on technology and digital media that provide smart-
phones, social networking, and virtual worlds. This has led to the growth of 
e- commerce, or transactions involving goods and services over the Internet. E-commerce 
has led to firms that would have been unheard of a few decades ago, such as eBay, 
Shopify, Etsy, and Amazon. Figure 1.6 shows the percentage of adults who engage in 
e-commerce. More about the digital world, business, and new online social media can 
be found in the chapter titled “Digital Marketing and Social Networking.”

The Role of the Entrepreneur
An entrepreneur is an individual who risks his or her wealth, time, and effort to 
develop for profit an innovative product or way of doing something. Heidi Ganahl is 
a true American entrepreneur. She took the unusual concept of a day care center for 
dogs and turned it into a successful $85 million franchise operation. Her business, 
Camp Bow Wow, which offers boarding, playtime, grooming, and other services for 
dogs, expanded to more than 140 locations and plans to grow to 1,000 over the next 
several years.28

The free-enterprise system provides the conditions necessary for entrepreneurs like 
Ganahl to succeed. In the past, entrepreneurs were often inventors who brought all 
the factors of production together to produce a new product. Thomas Edison, whose 
inventions include the record player and light bulb, was an early American entrepre-
neur. Henry Ford was one of the first persons to develop mass assembly methods in 
the automobile industry. Other entrepreneurs, so-called captains of industry, invested 
in the country’s growth. John D. Rockefeller built Standard Oil out of the fledgling 
oil industry, and Andrew Carnegie invested in railroads and founded the United States 
Steel Corporation. Andrew Mellon built the Aluminum Company of America and 
Gulf Oil. J. P. Morgan started financial institutions to fund the business activities 
of other entrepreneurs. Although these entrepreneurs were born in another century, 
their legacy to the American economy lives on in the companies they started, many 
of which still operate today. Consider the history of Eli Lilly. Colonel Eli Lilly in 
Indianapolis, Indiana, was continually frustrated with the quality of pharmaceutical 
products sold at the time. As a pharmaceutical chemist, he decided to start his own 

entrepreneur
an individual who risks his 
or her wealth, time, and 
effort to develop for profit an 
innovative product or way of 
doing something.

FIGURE 1.6
Online Retailing and 
E-Commerce
Source: Aaron Smith and Monica 
Anderson, “Online Shopping and 
E-Commerce,” Pew Research Center, 
December 19, 2016, http://www 
.pewinternet.org/2016/12/19/online-
shopping-and-e-commerce/  
(accessed March 25, 2018).

0

10

20

30

40%

NeverLess oftenA few times
a month

Weekly

% of U.S.
adults who

shop online...

Explain the role of the 
 entrepreneur in the economy.

LO 1-8

Final PDF to printer



23

fer88367_ch01_001-035.indd 23 11/15/18  01:04 PM

Chapter 1   The Dynamics of Business and Economics

firm that would offer the highest-quality medicines. His firm, Eli Lilly and Company, 
would go on to make landmark achievements, including being one of the first phar-
maceutical firms to mass-produce penicillin. Today, Eli Lilly is one of the largest 
pharmaceutical firms in the world.30

Entrepreneurs are constantly changing American business practices with new 
technology and innovative management techniques. Bill Gates, for example, built 
Microsoft, a software company whose products include Word and Windows, into 
a multibillion-dollar enterprise. Frederick Smith had an idea to deliver packages 
overnight, and now his FedEx Company plays an important role in getting docu-
ments and packages delivered all over the world for 
businesses and individuals. Steve Jobs co-founded 
Apple and turned the company into a successful 
consumer electronics firm that revolutionized many 
different industries, with products such as the iPod, 
iPhone, Mac computers, iPad, and Apple Watch. 
The company went from near bankruptcy in the 
1990s to become one of the most valuable brands 
in the entire world. Entrepreneurs have been associ-
ated with such uniquely American concepts as Dell 
Computers, Ben & Jerry’s, Levi’s, McDonald’s, Dr 
Pepper, SpaceX, Google, Facebook, and Walmart. 
Walmart, founded by entrepreneur Sam Walton, 
was the first retailer to reach $100 billion in sales in 
one year and now routinely passes that mark, with 
more than $453 billion in 2017.31 We will exam-
ine the importance of entrepreneurship further in 
the chapter “Small Business, Entrepreneurship, and 
Franchising.”

Entrepreneurship in Action

ATA: Engineering Good Teamwork
ATA Engineering

Founder: Mary Baker
Founded: 2000, in San Diego, CA
Success: This 100 percent employee-owned firm has won 

numerous awards, including a quality award from NASA and a 
spot among The Wall Street Journal’s Top Small Workplaces.

ATA Engineering is a unique firm because—although 
founder Mary Baker plays a role in the company as president 
and director—the company became entirely employee owned a 
mere four years after its founding. This gives the 120 employees 
at ATA Engineering greater motivation to make it profitable 
because they succeed when the company succeeds.

ATA Engineering Inc. is a provider of analysis and test-
driven design solutions for structural, mechanical, electrome-
chanical, and aerospace products. When it was founded, ATA 
Engineering was not the only engineering firm in the industry. 

Competition was high. However, it was spun off from Structural 
Dynamics Research Corporation, a firm that had worked on 
NASA projects. As a spinoff, ATA Engineering had the exper-
tise needed to continue this relationship. The company gained 
a competitive advantage with its role as a NASA contractor. 
More recently, the firm has helped to solve design issues on 
NASA’s Mars Science Lab, which earned it the George M. Low 
Award, NASA’s quality and performance award. Today, ATA 
Engineering operates in seven offices across the nation.29

Critical Thinking Questions
 1. How does creating an employee-owned business give 

employees greater motivation to make the business 
profitable?

 2. What are the disadvantages of an employee-owned 
business?

 3. In what other ways does ATA stand apart from its 
competitors?

Apple Pay is a mobile payment system that allows users to store credit 
card or debit card information on their phones. When checking out at 
stores, users can bring up their credit card with two taps and use the 
information to pay for their purchases.

©How Hwee Young/Epa/REX/Shutterstock
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The Role of Government in the American Economy
The American economic system is best described as modified capitalism because the 
government regulates business to preserve competition and protect consumers and 
employees. Federal, state, and local governments intervene in the economy with laws 
and regulations designed to promote competition and to protect consumers, employ-
ees, and the environment. Many of these laws are discussed in Bonus Chapter A.

Additionally, government agencies such as the U.S. Department of Commerce 
measure the health of the economy (GDP, productivity, etc.) and, when necessary, 
take steps to minimize the disruptive effects of economic fluctuations and reduce 
unemployment. When the economy is contracting and unemployment is rising, the 
federal government through the Federal Reserve Board (see chapter titled “Money 
and the Financial System”) tries to spur growth so that consumers will spend more 
money and businesses will hire more employees. To accomplish this, it may reduce 
interest rates or increase its own spending for goods and services. When the economy 
expands so fast that inflation results, the government may intervene to reduce infla-
tion by slowing down economic growth. This can be accomplished by raising interest 
rates to discourage spending by businesses and consumers. Techniques used to con-
trol the economy are discussed in “Money and the Financial System.”

The Role of Ethics and Social Responsibility in Business
In the past few years, you may have read about a number of scandals at well-known 
corporations, including Volkswagen, which cheated on emissions tests, and Wells 
Fargo. Wells Fargo employees opened more than 3.5 million accounts in customer 

Going Green

Rainforest Alliance Stands Out in a 
Forest of Nonprofits
When you think of the phrase “nonprofit organization,” you 
likely think of a bare-bones operation run by people who 
are so dedicated that they do not mind working for peanuts. 
However, the Rainforest Alliance, a highly recognized nonprofit 
aiming to conserve biodiversity and promote sustainability, 
defies this mold. With thousands of members and supporters, 
the Rainforest Alliance has been fighting globally for wildlife 
and wild lands since 1987.

As more consumers and businesses become interested in 
preserving the world’s resources, the Rainforest Alliance has 
gained widespread support. Interacting with key stakehold-
ers is critical to the Rainforest Alliance’s success. For instance, 
the Rainforest Alliance has many resources for businesses that 
partner with the organization. The Rainforest Alliance provides 
auditing and certification services for businesses—such as agri-
cultural, tourism, and forestry organizations—that wish to dis-
play the Rainforest Alliance certification seal. The Rainforest 
Alliance blog describes how sustainability can positively affect 
a business, and its seal is one way businesses can inform 

consumers that they have incorporated sustainability principles 
into their operations. The Rainforest Alliance even has its own 
business unit, called RA-Cert, involved with auditing, evalua-
tion, and certification decisions. Additionally, the Rainforest 
Alliance offers resources to businesses that want to educate 
their own employees about sustainability.

Stakeholders generally have a positive image of the 
Rainforest Alliance. One survey noted that coffee drinkers 
were likely to spend extra on coffee certified by Rainforest 
Alliance. For individuals looking to aid the environment and 
support small growers, the Rainforest Alliance is making a 
positive difference with its strong mission and interaction with 
stakeholders.32

Critical Thinking Questions
 1. Why might investing in sustainability and becoming certi-

fied by an organization like the Rainforest Alliance be a 
good business decision?

 2. Who do you feel are Rainforest Alliance’s primary custom-
ers: consumers or businesses?

 3. As a nonprofit, how does the Rainforest Alliance differ 
from other organizations?
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names without permission and disclosed that the company had overcharged some 
auto loan and mortgage customers. CEO Tim Sloan told Congress he’s “sorry for 
how the bank abused consumers.”33 In many cases, misconduct by individuals within 
these firms had an adverse effect on employees, investors, and others associated with 
these firms. These scandals undermined public confidence in corporate America and 
sparked a new debate about ethics in business. Business ethics generally refers to 
the standards and principles used by society to define appropriate and inappropriate 
conduct in the workplace. In many cases, these standards have been codified as laws 
prohibiting actions deemed unacceptable.

Society is increasingly demanding that businesspeople behave socially responsi-
bly toward their stakeholders, including customers, employees, investors, government 
regulators, communities, and the natural environment. Diversity in the workforce is 
not only socially responsible, but also highly beneficial to the financial performance 
of companies. According to a McKinsey consulting firm study, organizations that 
have diverse leadership are more likely to report higher financial returns. This study 
defined diversity as women and minorities. Diversity creates increased employee sat-
isfaction and improved decision making.34 When actions are heavily criticized, a bal-
ance is usually required to support and protect various stakeholders.

While one view is that ethics and social responsibility are a good supplement to 
business activities, there is an alternative viewpoint. Ethical behavior can not only 
enhance a company’s reputation, but can also drive profits.35 The ethical and socially 
responsible conduct of companies such as Whole Foods, Starbucks, and the hotel 
chain Marriott provides evidence that good ethics is good business. There is growing 
recognition that the long-term value of conducting business in an ethical and socially 
responsible manner that considers the interests of all stakeholders creates superior 
financial performance.36

To promote socially responsible and ethical behavior while achieving organiza-
tional goals, businesses can monitor changes and trends in society’s values. Businesses 
should determine what society wants and attempt to predict the long-term effects of 
their decisions. While it requires an effort to address the interests of all stakeholders, 
businesses can prioritize and attempt to balance conflicting demands. The goal is to 
develop a solid reputation of trust and avoid misconduct to develop effective work-
place ethics.

Can You Learn Business in a Classroom?
Obviously, the answer is yes, or there would be no purpose for this textbook or 
course! To be successful in business, you need knowledge, skills, experience, and 
good judgment. The topics covered in this chapter and throughout this book provide 
some of the knowledge you need to understand the world of business. In addition, 
the “Build Your Skills” exercise near the end of each chapter will help you develop 
skills that may be useful in your future career. However, good judgment is based on 
knowledge and experience plus personal insight and understanding. Therefore, you 
need more courses in business, along with some practical experience in the busi-
ness world, to help you develop the special insight necessary to put your personal 
stamp on knowledge as you apply it. The challenge in business is in the area of 
judgment, and judgment does not develop from memorizing an introductory busi-
ness textbook. If you are observant in your daily experiences as an employee, as a 
student, and as a consumer, you will improve your ability to make good business 
judgments.
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Whether you choose to work at an organization or become an entrepreneur, you 
will be required to know the basic concepts and principles in this book. You need 
to be prepared for changes in the way business will be conducted in the future. New 
business models or ways businesses create value will emerge based on the Internet, 
connected technologies, drones, driverless cars, and artificial intelligence. It should 
be exciting to think about your opportunities and the challenges of creating a success-
ful career. Our society needs a strong economic foundation to help people develop a 
desired standard of living. Our world economy is becoming more digital and compet-
itive, requiring new skills and job positions. Individuals like you can become leaders 
in business, nonprofits, and government to create a better life.

Figure 1.7 is an overview of how the chapters in this book are linked together and 
how the chapters relate to the participants, the activities, and the environmental fac-
tors found in the business world. The topics presented in the chapters that follow are 
those that will give you the best opportunity to begin the process of understanding the 
world of business.

FIGURE 1.7
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When most people think of a career in business, they see 
themselves entering the door to large companies and multi-
nationals that they read about in the news and that are dis-
cussed in class. In a national survey, students indicated they 
would like to work for Google, Disney, Apple, and Ernst & 
Young. In fact, most jobs are not with large corporations, but 
are in small companies, nonprofit organizations, government,  
and even as self-employed individuals. There are nearly  
27 million individuals in the United States who own their 
own businesses and have no employees. With more than 
75  percent of the economy based on services, there are many 
jobs available in industries such as health care, finance, edu-
cation, hospitality, and entertainment. E-commerce is cre-
ating the need for supply chain jobs related to purchasing, 
transportation, and operations. The world is changing quickly 
and large corporations replace the equivalent of their entire 
workforce every four years.

The fast pace of technology today means that you have to 
be prepared to take advantage of emerging job opportunities 
and markets. You must also become adaptive and recognize 
that business is becoming more global, with job opportuni-
ties around the world. If you want to obtain such a job, you 

shouldn’t miss a chance to spend some time overseas. To get 
you started on the path to thinking about job opportunities, 
consider all of the changes in business today that might affect 
your possible long-term track and that could bring you lots 
of success. Companies are looking for employees with skills 
that can be used to address the changing business environ-
ment. For example, the demand for graduates that are good 
at analyzing data and navigating cloud-based computing is 
on the rise.

You’re on the road to learning the key knowledge, skills, 
and trends that you can use to be a star in business. Business’s 
impact on our society, especially in the area of sustainability 
and improvement of the environment, is a growing challenge 
and opportunity. Green businesses and green jobs in the busi-
ness world are provided to give you a glimpse at the possi-
bilities. Along the way, we will introduce you to some specific 
careers and offer advice on developing your own job oppor-
tunities. Research indicates that you won’t be that happy with 
your job unless you enjoy your work and feel that it has a pur-
pose. Because you spend most of your waking hours every day 
at work, you need to seriously think about what is important 
to you in a job.37

So You Want a Job in the Business World

Review Your Understanding

Define basic concepts such as business, product, 
profit, and economics.

A business is an organization or individual that seeks a profit 
by providing products that satisfy people’s needs. A product is 
a good, service, or idea that has both tangible and intangible 
characteristics that provide satisfaction and benefits. Profit, 
the basic goal of business, is the difference between what it 
costs to make and sell a product and what a customer pays for 
it. Economics is the study of how resources are distributed for 
the production of goods and services within a social system.

Identify the main participants and activities of 
business.

The three main participants in business are owners, employees, 
and customers, but others—government regulators, suppliers, 
social groups, etc.—are also important. Management involves 
planning, organizing, and controlling the tasks required to 
carry out the work of the company. Marketing refers to those 
activities—research, product development, promotion, pricing, 
and distribution—designed to provide goods and services that 
satisfy customers. Finance refers to activities concerned with 
funding a business and using its funds effectively.

Explain why studying business is important.

Studying business can help you prepare for a career and 
become a better consumer.

Compare the four types of economic systems.

An economic system describes how a particular society dis-
tributes its resources. Communism is an economic system in 
which the people, without regard to class, own all the nation’s 
resources. In a socialist system, the government owns and 
operates basic industries, but individuals own most businesses. 
Under capitalism, individuals own and operate the majority of 
businesses that provide goods and services. Mixed economies 
have elements from more than one economic system; most 
countries have mixed economies.

Describe the role of supply, demand, and 
competition in a free-enterprise system.

In a free-enterprise system, individuals own and operate the 
majority of businesses, and the distribution of resources is 
determined by competition, supply, and demand. Demand is 
the number of goods and services that consumers are willing 
to buy at different prices at a specific time. Supply is the num-
ber of goods or services that businesses are willing to sell at 
different prices at a specific time. The price at which the sup-
ply of a product equals demand at a specific point in time is 
the equilibrium price. Competition is the rivalry among busi-
nesses to convince consumers to buy goods or services. Four 
types of competitive environments are pure competition, 
monopolistic competition, oligopoly, and monopoly. These eco-
nomic concepts determine how businesses may operate in a 
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Critical Thinking Questions

Enter the World of Business Questions

 1. Describe Buffett’s business strategy. Why do you think it 
was so successful?

 2. What are some of the benefits of owning companies in 
several different industries? The risks?

 3. Why is it important for Buffett to allow managers the 
ability to run the firms as they see fit?

particular society and, often, how much they can charge for 
their products.

Specify why and how the health of the economy 
is measured.

A country measures the state of its economy to determine 
whether it is expanding or contracting and whether the coun-
try needs to take steps to minimize fluctuations. One commonly 
used measure is gross domestic product (GDP), the sum of all 
goods and  services produced in a country during a year. A budget 
 deficit occurs when a nation spends more than it takes in from 
taxes.

Outline the evolution of the American economy.

The American economy is an open economy that engages in 
significant international trade. Government public policy helps 
drive the economy through job creation, requiring a tax base 
to provide for the public interest. Much of the government’s 
revenue comes from individual income taxes, but corporations 
pay a high corporate tax in the United States.

The American economy has evolved through several 
stages: the early economy, the Industrial Revolution, the man-
ufacturing economy, the marketing economy, and the service 
and Internet-based economy of today.

Explain the role of the entrepreneur in the 
economy.

Entrepreneurs play an important role because they risk their 
time, wealth, and efforts to develop new goods, services, and 
ideas that fuel the growth of the American economy.

Evaluate a small-business owner’s situation in 
order to propose a course of action.

“Solve the Dilemma” near the end of this chapter presents a 
problem for the owner of the firm. Should you, as the owner, 
raise prices, expand operations, or form a venture with a 
larger company to deal with demand? You should be able 
to apply your newfound understanding of the relationship 
between supply and demand to assess the situation and reach 
a decision about how to proceed.

Learn the Terms

budget deficit 17
business 4
capitalism (free enterprise) 10
communism 9
competition 13
demand 12
depression 16
economic contraction 15
economic expansion 15
economic system 8
economics 8
entrepreneur 22

equilibrium price 13
financial resources (capital) 8
free-market system 10
gross domestic product (GDP) 16
human resources (labor) 8
inflation 15
mixed economies 11
monopolistic competition 14
monopoly 14
natural resources 8
nonprofit organizations 4
oligopoly 14

open economy 18
product 4
profit 4
pure competition 14
recession 15
socialism 10
stakeholders 5
standard of living 18
supply 12
unemployment 15
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Check Your Progress

 1. What is the fundamental goal of business? Do all 
organizations share this goal?

 2. Name the forms a product may take and give some 
examples of each.

 3. Who are the main participants of business? What are 
the main activities? What other factors have an impact 
on the conduct of business in the United States?

 4. What are four types of economic systems? Can you 
provide an example of a country using each type?

 5. Explain the terms supply, demand, equilibrium price, 
and competition. How do these forces interact in the 
American economy?

 6. List the four types of competitive environments and 
provide an example of a product of each environment.

 7. List and define the various measures governments 
may use to gauge the state of their economies. If 
unemployment is high, will the growth of GDP be great  
or small?

 8. Why are fluctuations in the economy harmful?

 9. How did the Industrial Revolution influence the growth 
of the American economy? Why do we apply the term 
service economy to the United States today?

 10. Explain the federal government’s role in the American 
economy.

Get Involved

 1. Discuss the economic changes occurring in Russia and 
eastern European countries, which once operated as 
communist economic systems. Why are these changes 
occurring? What do you think the result will be?

 2. Why is it important for the government to measure the 
economy? What kinds of actions might it take to control 
the economy’s growth?

 3. Is the American economy currently expanding or 
contracting? Defend your answer with the latest statistics 
on GDP, inflation, unemployment, and so on. How is the 
federal government responding?

Build Your Skills

The Forces of Supply and Demand

Background
WagWumps are a new children’s toy with the 
potential to be a highly successful product. 
WagWumps are cute and furry, and their eyes 
glow in the dark. Each family set consists of a 

mother, a father, and two children. Wee-Toys’ manufacturing 
costs are about $6 per set, with $3 representing marketing 
and distribution costs. The wholesale price of a WagWump 
family for a retailer is $15.75, and the toy carries a suggested 
retail price of $26.99.

Task
Assume you are a decision maker at a retailer, such as Target 
or Walmart, that must determine the price the stores in your 
district should charge customers for the WagWump family 
set. From the information provided, you know that the SRP 

(suggested retail price) is $26.99 per set and that your com-
pany can purchase the toy set from your wholesaler for $15.75 
each. Based on the following assumptions, plot your compa-
ny’s supply curve on the graph provided in Figure 1.8 and label 
it “supply curve.”

Quantity Price

3,000 $16.99
5,000  21.99
7,000  26.99

Using the following assumptions, plot your customers’ 
demand curve on Figure 1.8 and label it “demand curve.”

Quantity Price

10,000 $16.99
 6,000  21.99
 2,000  26.99
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FIGURE 1.8
Equilibrium Price of 
WagWumps

For this specific time, determine the point at which the 
quantity of toys your company is willing to supply equals the 

quantity of toys the customers in your sales district are willing 
to buy and label that point “equilibrium price.”

Prices of WagWumps

1 2 3 4 5 6 7 8 9 10 11 12
Quantity of WagWumps

(in thousands)

$31.99

26.99

21.99

16.99

11.99

6.99

1.99

Solve the Dilemma

Mrs. Acres Homemade Pies

Shelly Acres, whose grandmother gave her a 
family recipe for making pies, loved to cook, 
and she decided to start a business she called 
Mrs. Acres Homemade Pies. The company 
produces specialty pies and sells them in 

local supermarkets and select family restaurants. In each of 
the first six months, Shelly and three part-time employees 
sold 2,000 pies for $4.50 each, netting $1.50 profit per pie. 
The pies were quite successful and Shelly could not keep up 
with demand. The company’s success results from a quality 
product and productive employees who are motivated by 
incentives and who enjoy being part of a successful new 
business.

To meet demand, Shelly expanded operations, borrow-
ing money and increasing staff to four full-time employees. 
Production and sales increased to 8,000 pies per month, and 

profits soared to $12,000 per 
month. However, demand for 
Mrs. Acres Homemade Pies 
continues to accelerate beyond 
what Shelly can supply. She has 
several options: (1) maintain current production levels and 
raise prices; (2) expand the facility and staff while maintain-
ing the current price; or (3) contract the production of the 
pies to a national restaurant chain, giving Shelly a percentage 
of profits with minimal involvement.

Critical Thinking Questions
 1. Explain and demonstrate the relationship between supply 

and demand for Mrs. Acres Homemade Pies.

 2. What challenges does Shelly face as she considers the 
three options?

 3. What would you do in Shelly’s position?

Evaluate a small-business 
owner’s situation in order to 
propose a course of action.

LO 1-9
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Build Your Business Plan

The Dynamics of Business and Economics

Have you ever thought about owning your 
business? If you have, how did your idea come 
about? Is it your experience with this particu-
lar field? Or might it be an idea that evolved 
from your desires for a particular good or ser-

vice not being offered in your community? For example, per-
haps you and your friends have yearned for a place to go have 
coffee, relax, and talk. Now is an opportunity to create the 
cafe bar you have been thinking of!

Whether you consider yourself a visionary or a practical 
thinker, think about your community. What needs are not 

being met? While it is tempting to suggest a new restaurant 
(maybe even one near campus), easier-to-implement busi-
ness plans can range from a lawn care business or a des-
ignated driver business to a placement service agency for 
teenagers.

Once you have an idea for a business plan, think about 
how profitable this idea might be. Is there sufficient 
demand for this business? How large is the market for this 
particular business? What about competitors? How many 
are there?

To learn about your industry, you should do a thorough 
search of your initial ideas of a product on the Internet.

See for Yourself Videocase

Redbox Succeeds by Identifying  
Market Need

Redbox’s tell-tale bright red kiosks in stores and 
fast-food restaurants across the country have 
become an image of what a good business 
model can accomplish. The company’s abil-
ity to offer customers a convenient and inex-

pensive DVD rental option has allowed it to succeed despite 
the widespread growth of streaming services such as Netflix 
and Amazon. However, the firm acknowledges the future of 
streaming, and Redbox has allegedly been discussing the 
launch of a new streaming service called “Redbox Variety.” As 
one of the top rental companies in the United States, Redbox 
is a true entrepreneurial success story.

Building Redbox into a successful firm was not easy, how-
ever. It was fraught with challenges. Like most successful 
companies, Redbox started out by identifying a need. It rec-
ognized that consumers could not often find the movies they 
wanted in convenient locations. Like all good ideas, Redbox 
required funding to get started. This proved to be a major 
difficulty. Realizing that customers did not want to pay much 
for renting movies, Redbox decided to charge only one dol-
lar. Yet the kiosks, which contain more than 800 components, 
required a large amount of capital. The combination of the 
capital-intensive nature of the business and the low prices was 
not an attractive recipe for venture capital funding.

However, Redbox was certain that demand for its product 
offerings would exceed the costs. The company finally found a 
partner in the more established Outerwall, formerly known as 

Coinstar, which already had partnerships with many different 
retailers. The alliance opened the way for Redbox to begin 
installing kiosks at the front of stores.

Redbox did not immediately expand across the  country. 
Instead, it took a cautious approach toward its business 
model. It began by focusing its efforts on making one kiosk 
profitable, then replicating this way of thinking regionally and 
nationally. In this way, Redbox was able to test its concept 
without taking the risk of widespread failure.

Even though it was expanding, it was some time before 
Redbox was able to earn a profit. Like all entrepreneurs, the 
founders of Redbox had to take many risks if they wanted 
the company to succeed. “The risks for starting Redbox were 
significant,” said Marc Achler, vice president of new busi-
ness, strategy, and innovation. “The first couple years we 
had some red ink. It took us a while before we turned profit-
able.” Yet with persistence and continual relationship build-
ing with retailers, Redbox has been able to secure more than 
50  percent of the physical DVD-rental market.

One way that Redbox has been able to secure such a 
large share of the market is by meeting the needs of a 
variety of stakeholders. Redbox views its customers as its 
first priority and has developed its kiosks and database to 
meet their needs. For instance, customers can reserve mov-
ies online and pick them up at their nearest kiosk. If a kiosk 
happens to be out of a particular movie, customers can 
search the Redbox database to locate the movie at a nearby 
kiosk. This combination of convenience and low prices has 
attracted customers who desire a simplified process to rent-
ing movies.
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Additionally, Redbox has created a process that also ben-
efits the needs of its retail partners. Redbox kiosks help attract 
consumers to the store, where they may purchase additional 
products. Customers must come back the next day to return 
their movie, where they may once again purchase more prod-
ucts from the retailer. In this way, Redbox creates a win-win 
situation for both itself and its partners.

This is not to say that everything is easy for Redbox. For 
instance, it must continually safeguard against allowing under-
age children to rent inappropriate (rated-R) movies. And while 
Redbox has approached this changing and dynamic market-
place proactively, it must continue to do so in order to main-
tain its competitive position. With an increasing interest in 
streaming, Redbox has seen sales decline in recent years. Its 
first attempt to develop a streaming service with Verizon was 

unable to compete with Netflix and was discontinued. However, 
Redbox refuses to give up. It continues to look for other oppor-
tunities to gain advantages against the competition.38

Critical Thinking Questions
 1. Why are consumers so willing to rent from Redbox?

 2. How was Redbox able to overcome some of its earliest 
challenges?

 3. What are some recommendations for ways that Redbox 
can maintain its high market share?

You can find the related video in the Video Library 
in Connect. Ask your instructor how you can access 
Connect.

Team Exercise

Major economic systems, including capitalism, socialism, and 
communism, as well as mixed economic systems were dis-
cussed in this chapter. Assuming that you want an economic 
system that is best for the majority, not just a few members 

of society, defend one of the economic systems as the best 
system. Form groups and try to reach an agreement on one 
economic system. Defend why you support the system that you 
advance.
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Learning Objectives
After reading this chapter, you will be able to:

 LO 2-1 Describe the importance of business ethics and social 
responsibility.

 LO 2-2 Detect some of the ethical issues that may arise in 
business.

 LO 2-3 Specify how businesses can promote ethical behavior.

 LO 2-4 Explain the four dimensions of social responsibility.

 LO 2-5 Evaluate an organization’s social responsibilities to 
owners, employees, consumers, the environment, and 
the community.

 LO 2-6 Evaluate the ethics of a business’s decision.
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Enter the World of Business

NFL Tackles Safety Expectations
Playing professional football is not one of the “safest” jobs in the world,  especially 

in the National Football League (NFL). Over the past few decades, retired NFL 

players have raised concerns about how repetitive head injuries/concussions 

sustained during games have affected them later in life. Many retired NFL play-

ers have faced neurological problems later in life, including permanent brain 

damage, dementia, and higher-than-average incidents of Alzheimer’s disease 

and clinical depression.

Various retired NFL players brought lawsuits against the NFL, arguing that 

the NFL knew or should have known the risks and did not do enough to  prevent 

these injuries. The NFL paid nearly $1 billion to retired NFL players who had 

suffered injuries in this regard and provided $10 million to fund brain injury 

research and education/safety programs. Researchers later discovered that 177 

out of 202 brains from former football players who had played football sometime 

during their lives showed evidence of brain degenerative disease. These risks 

have convinced some NFL players to retire early. Parents are faced with an ethi-

cal issue about whether they should allow their children to play football in school 

at the risk of long-term injury. One poll found parents are 44 percent less likely 

to allow their children to play football.

Some observers note that football players accept the inherent dangers of the 

game. Seattle Seahawks star cornerback Richard Sherman has pointed out that 

NFL players have chosen their profession, know the risks, and have decided to 

play anyway. However, quarterback Brett Favre states that he has experienced 

memory loss. He believes concussions have had a negative impact on his life 

and fears he might develop a brain disease experienced by many retired NFL 

players.1
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Introduction
Any organization, including nonprofits, has to manage the ethical behavior of 
employees and participants in the overall operations of the organization. Firms that 
are highly ethical tend to be more profitable with more satisfied employees and cus-
tomers.2 Therefore, there are no conflicts between profits and ethics—in fact, unethi-
cal conduct is more likely to lower profits than raise them. For instance, Volkswagen 
pleaded guilty to criminal charges for cheating on U.S. emissions tests, and the com-
pany could face $25 billion in the United States for fines, vehicle buybacks, and 
repairs.3 Wrongdoing by some businesses has focused public attention and govern-
ment involvement on encouraging more acceptable business conduct. Any organiza-
tional decision may be judged as right or wrong, ethical or unethical, legal or illegal.

In this chapter, we take a look at the role of ethics and social responsibility in busi-
ness decision making. First, we define business ethics and examine why it is important 
to understand ethics’ role in business. Next, we explore a number of business ethics 
issues to help you learn to recognize such issues when they arise. Finally, we con-
sider steps businesses can take to improve ethical behavior in their organizations. The 
second half of the chapter focuses on social responsibility and unemployment. We 
describe some important issues and detail how companies have responded to them.

Business Ethics and Social Responsibility
In this chapter, we define business ethics as the principles and standards that deter-
mine acceptable conduct in business organizations. Personal ethics, on the other hand, 
relates to an individual’s values, principles, and standards of conduct. The acceptabil-
ity of behavior in business is determined by not only the organization, but also stake-
holders such as customers, competitors, government regulators, interest groups, and 
the public, as well as each individual’s personal principles and values. The publicity 
and debate surrounding highly visible legal and ethical issues at a number of well-
known firms, including Wells Fargo and Volkswagen, highlight the need for busi-
nesses to integrate ethics and responsibility into all business decisions. For instance, 
Wells Fargo provided incentives to its sales department that resulted in opening 
3.5  million accounts without customer knowledge. This resulted in lowering cus-

tomers’ credit ratings and additional expenses for 
customers. Most unethical activities within orga-
nizations are supported by an organizational cul-
ture that encourages employees to bend the rules. 
On the other hand, trust in business is the glue that 
holds relationships together. In Figure 2.1, you can 
see that trust in financial services is lower than in 
other industries. While the majority of the popula-
tion trusts business, a significant portion does not.

Organizations that exhibit a high ethical cul-
ture encourage employees to act with integrity and 
adhere to business values. For example, Illycaffé, 
an Italian family business, has been recognized as 
an ethical leader in quality, sustainability, and sup-
ply chain practices. The company is a leader in the 
science and technology of coffee and the world’s 
most global coffee brand.4 Many experts agree that 
ethical leadership, ethical values, and compliance 

business ethics
principles and standards 
that determine acceptable 
conduct in business.

Wells Fargo opened 3.5 million fake accounts that hurt customers 
credit ratings.
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are important in creating good business ethics. To truly create an ethical culture, how-
ever, managers must show a strong commitment to ethics and compliance. This “tone 
at the top” requires top managers to acknowledge their own role in supporting ethics 
and compliance, clearly communicate company expectations for ethical behavior to 
all employees, educate all managers and supervisors in the business about the com-
pany’s ethics policies, and train managers and employees on what to do if an ethics 
crisis occurs.5

Businesses should not only make a profit, but also consider the social impli-
cations of their activities. For instance, Walmart to date has donated more than 
1.2  billion pounds of food and, combined with the Walmart Foundation, has donated 
more than $122 million in grants to the charitable meal system.6 However, profits 
permit businesses to contribute to society. The firms that are more well known for 
their strong social contributions tend to be those that are more profitable. We define 
social  responsibility as a business’s obligation to maximize its positive impact and 
minimize its negative impact on society. Although many people use the terms social 
responsibility and ethics interchangeably, they do not mean the same thing. Business 
ethics relates to an individual’s or a work group’s decisions that society evaluates as 
right or wrong, whereas social responsibility is a broader concept that concerns the 
impact of the entire business’s activities on society. From an ethical perspective, for 
example, we may be concerned about a health care organization overcharging the 
government for Medicare services. From a social responsibility perspective, we might 
be concerned about the impact that this overcharging will have on the ability of the 
health care system to provide adequate services for all citizens.7

The most basic ethical and social responsibility concerns have been codified by 
laws and regulations that encourage businesses to conform to society’s standards, val-
ues, and attitudes. Laws and regulations attempt to institutionalize ethical conduct 
and prevent harm to customers, the environment, and other stakeholders. Accounting, 
finance, and marketing professionals have to understand laws and regulations that 

social responsibility
a business’s obligation to 
maximize its positive impact 
and minimize its negative 
impact on society.

FIGURE 2.1
Global Trust in Different 
Industries
Source: Edelman, 2018 Edelman Trust 
Barometer Global Report, http://cms.
edelman.com/sites/default/files/2018-
01/2018_Edelman_Trust_Barometer_
Global_Report_Jan.PDF (accessed 
January 27, 2018).
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apply to their work. For example, the Dodd-Frank Act was passed to reform the finan-
cial industry and offer consumers protection against complex and/or deceptive finan-
cial products. At a minimum, managers are expected to obey all laws and regulations. 
Most legal issues arise as choices that society deems unethical, irresponsible, or oth-
erwise unacceptable. However, all actions deemed unethical by society are not neces-
sarily illegal, and both legal and ethical concerns change over time (see Table 2.1). 
More recently, identity theft has become the number-one consumer complaint with 
the Federal Trade Commission, and companies have an ethical responsibility to pro-
tect customer data. Business law refers to the laws and regulations that govern the 
conduct of business. Many problems and conflicts in business could be avoided if 
owners, managers, and employees knew more about business law and the legal sys-
tem. Business ethics, social responsibility, and laws together act as a compliance 
system, requiring that businesses and employees act responsibly in society. In this 
chapter, we explore ethics and social responsibility. Bonus Chapter A provides an 
overview of the legal and regulatory environment.

The Role of Ethics in Business
You have only to pick up The Wall Street Journal or USA Today to see examples 
of the growing concern about legal and ethical issues in business. For example, the 
federal government accused Bristol-Myers Squibb of bribing state-owned hospitals 
in China to gain prescription sales. The company paid $14 million to settle the allega-
tions.8 Regardless of what an individual believes about a particular action, if society 
judges it to be unethical or wrong, whether correctly or not, that judgment directly 
affects the organization’s ability to achieve its business goals.9

Many firms are recognized for their ethical conduct. 3M has been placed on the 
World’s Most Ethical Companies list five years in a row. Furthermore, 3M’s chief 
compliance officer states, “it is not enough to just win in business—it matters how 
you do it.” 3M sees ethics as a competitive advantage.10 The mass media frequently 
report about firms that engage in misconduct related to bribery, fraud, and unsafe 
products. However, the good ethical conduct of the vast majority of firms is not 
reported as often. Therefore, the public often gets the impression that misconduct is 
more widespread than it is in reality.

Often, misconduct starts as ethical conflicts but evolves into legal disputes when 
cooperative conflict resolution cannot be accomplished. This is because individuals 

1960s 1970s 1980s 1990s 2000s

• Social issues

• Consumer Bill of Rights

•  Disadvantaged 
consumer

• Environmental issues

• Product safety

• Business ethics

• Social responsibility

• Diversity

• Bribery

• Discrimination

•  Identifying ethical 
issues

•  Standards for ethical 
conduct

• Financial misconduct

• Self-regulation

• Codes of conduct

• Ethics training

•  Corporate ethics 
programs

•  Regulation to support 
business ethics

• Health issues

•  Safe working 
conditions

• Detecting misconduct

•  Transparency in 
financial markets

• Cyber security

• Intellectual property

•  Regulation of 
accounting and finance

• Executive compensation

• Identity theft

TABLE 2.1
Timeline of Ethical and Socially Responsible Activities
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may have different ethical beliefs and resort to legal activities to resolve issues. Also, 
there are many ethical gray areas, which occur when a new, undetermined or ambigu-
ous situation arises. There may be no values, codes, or laws that answer the question 
about appropriate action. The sharing economy with peer-to-peer relationships like 
Uber, Lyft, and Airbnb provide new business models where existing regulations were 
inadequate, ambiguous, or in some cases blocking progress. For example, Uber has 
been accused of price gouging, endangering riders’ safety, sexual harassment, steal-
ing secret information on self-driving cars from Google, and violating local regula-
tions on public transportation in some countries, states, and cities. To settle some of 
its legal fees, it has paid more than $500 million in the last two years.11

However, it is important to understand that business ethics goes beyond legal 
issues. Ethical conduct builds trust among individuals and in business relationships, 
which validates and promotes confidence in business relationships. Establishing trust 
and confidence is much more difficult in organizations that have reputations for act-
ing unethically. If you were to discover, for example, that a manager had misled you 
about company benefits when you were hired, your trust and confidence in that com-
pany would probably diminish. And if you learned that a colleague had lied to you 
about something, you probably would not trust or rely on that person in the future.

Ethical issues are not limited to for-profit organizations either. Ethical issues 
include all areas of organizational activities. In government, politicians and some 
high-ranking officials have faced disciplinary actions over ethical indiscretions. There 
has been ethical misconduct in sports, and even ethical lapses in well-known nonprof-
its, such as the American Red Cross. Whether made in science, politics, sports, or 
business, most decisions are judged as right or wrong, ethical or unethical. Negative 
judgments can affect an organization’s ability to build relationships with customers 
and suppliers, attract investors, and retain employees.12

Although we will not tell you in this chapter what you ought to do, others—your 
superiors, co-workers, and family—will make judgments about the ethics of your 
actions and decisions. Learning how to recognize and resolve ethical issues is a key 
step in evaluating ethical decisions in business.

Recognizing Ethical Issues in Business
Recognizing ethical issues is the most important step in understanding business eth-
ics. An ethical issue is an identifiable problem, situation, or opportunity that requires 
a person to choose from among several actions that may be evaluated as right or 
wrong, ethical or unethical. Learning how to choose from alternatives and make a 
decision requires not only good personal values, but also knowledge competence in 
the business area of concern. Employees also need to know when to rely on their 
organizations’ policies and codes of ethics or have discussions with co-workers or 
managers on appropriate conduct. Ethical decision making is not always easy because 
there are always gray areas that create dilemmas, no matter how decisions are made. 
For instance, should an employee report on a co-worker engaging in time theft? Or 
should you report a friend cheating on a test? Should a salesperson omit facts about a 
product’s poor safety record in his presentation to a customer? Such questions require 
the decision maker to evaluate the ethics of his or her choice and decide whether to 
ask for guidance.

One of the principal causes of unethical behavior in organizations is rewards for 
overly aggressive financial or business objectives. It is not possible to discuss every 
issue, of course. However, a discussion of a few issues can help you begin to recognize 

ethical issue
an identifiable problem, 
situation, or opportunity that 
requires a person to choose 
from among several actions 
that may be evaluated as 
right or wrong, ethical or 
unethical.

Detect some of the  ethical 
issues that may arise in 
business.

LO 2-2
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the ethical problems with which businesspersons must deal. Many ethical issues in 
business can be categorized in the context of their relation with abusive and intimi-
dating behavior, conflicts of interest, fairness and honesty, communications, misuse 
of company resources, and business associations. The Global Business Ethics Survey 
found that workers witness many instances of ethical misconduct in their organiza-
tions and sometimes feel pressured to compromise standards (see Table 2.2). Overall, 
47 percent of employees surveyed observed misconduct. Many observed multiple 
issues including abusive behavior (26 percent), lying (22 percent), and conflict of 
interest (15 percent).

To help you understand ethical issues that perplex businesspeople today, we will 
take a brief look at some of them in this section. Ethical issues can be more complex 
now than in the past. The vast number of news-format investigative programs has 
increased consumer and employee awareness of organizational misconduct. In addi-
tion, the multitude of cable channels and Internet resources has improved the aware-
ness of ethical problems among the general public.

Bribery. Many business issues seem straightforward and easy to resolve on the sur-
face, but are, in reality, very complex. A person often needs several years of expe-
rience in business to understand what is acceptable or ethical. For example, it is 
considered improper to give or accept bribes, which are payments, gifts, or special 
favors intended to influence the outcome of a decision. A bribe benefits an individual 
or a company at the expense of other stakeholders. Companies that do business over-
seas should be aware that bribes are a significant ethical issue and are, in fact, illegal 
in many countries. In the United States, the Foreign Corrupt Practices Act imposes 
heavy penalties on companies found guilty of bribing foreign government officials.

Ethics is also related to the culture in which a business operates. In the United 
States, for example, it would be inappropriate for a businessperson to bring an elabo-
rately wrapped gift to a prospective client on their first meeting—the gift could be 
viewed as a bribe. In Japan, however, it is considered impolite not to bring a gift. 
Experience with the culture in which a business operates is critical to understanding 
what is ethical or unethical. On the other hand, firms must also abide by the values 
and policies of global business.

bribes
payments, gifts, or special 
favors intended to influence 
the outcome of a decision.

Misconduct Facts Percentage

Observed misconduct 47

  Abusive behavior 26

  Lying to stakeholders 22

  Conflict of interest 15

  Internet abuse 16

  Health violations 15

Pressure to compromise standards 16

Report observed misconduct 69

Experience retaliation for reporting 44

TABLE 2.2
Organizational 
Misconduct in the United 
States

Source: Ethics and Compliance Initiative, 2018 Global Business Ethics Survey™: The State of Ethics and Compliance in the 
Workplace (Arlington, VA: Ethics and Compliance Initiative, 2018).
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South Korea’s president, Park Geun-hye was 
removed from office over a bribery scandal. The 
heir to the Samsung Group is standing trial in 
the investigation into bribery and embezzlement 
charges. There was a “donation” of $25 million to 
the National Pension Fund at the time of a Samsung 
merger. This case heightens the awareness of the 
political risks associated with bribery.13 Such 
political scandals demonstrate that political ethical 
behavior must be proactively practiced at all levels 
of public service.

Misuse of Company Time. Theft of time 
is a common area of misconduct observed in the 
workplace.14 One example of misusing time in the 
workplace is by engaging in activities that are not 
necessary for the job. For instance, many employ-
ees spend an average of one hour each day using 
social networking sites. Some companies have cho-
sen to block certain sites such as Facebook, YouTube, or Pandora from employees. 
In this case, the employee is misusing not only time, but also company resources by 
using the company’s computer and Internet access for personal use.15 Time theft costs 
can be difficult to measure but are estimated to cost companies hundreds of billions 
of dollars annually. It is widely believed that the average employee “steals” 4.5 hours 
a week with late arrivals, leaving early, long lunch breaks, inappropriate sick days, 
excessive socializing, and engaging in personal activities such as online shopping and 
watching sports while on the job. For example, on Cyber Monday, nearly 25 percent 
of employees say they shop online while at work.16 All of these activities add up to 
lost productivity and profits for the employer–and relate to ethical issues in the area 
of time theft.

Abusive and Intimidating Behavior. Abusive or intimidating behavior is the 
most common ethical problem for employees. These concepts can mean anything 
from physical threats, false accusations, profanity, 
insults, yelling, harshness, and unreasonableness to 
ignoring someone or simply being annoying; and 
the meaning of these words can differ by  person—
you probably have some ideas of your own. Abusive 
behavior can be placed on a continuum from a 
minor distraction to a disruption of the workplace. 
For example, what one person may define as yell-
ing might be another’s definition of normal speech. 
Civility in our society is a concern, and the work-
place is no exception. The productivity level of 
many organizations has been diminished by the 
time spent unraveling abusive relationships.

Abusive behavior is difficult to assess and man-
age because of diversity in culture and lifestyle. 
What does it mean to speak profanely? Is profanity 
only related to specific words or other such terms 
that are common in today’s business world? If you 

A former Siemens executive plead guilty in a $100 million Argentina 
bribery case. The engineering firm itself was involved in a decades 
long legal investigation.

©LUKAS BARTH/EPA-EFE/REX/Shutterstock

Misuse of company time through personal social media use and online 
shopping is very costly to businesses.

©Purestock/SuperStock
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are using words that are normal in your language but that others consider to be pro-
fanity, have you just insulted, abused, or disrespected them?

Within the concept of abusive behavior, intent should be a consideration. If the 
employee was trying to convey a compliment but the comment was considered abu-
sive, then it was probably a mistake. The way a word is said (voice inflection) can 
be important. Add to this the fact that we now live in a multicultural environment—
doing business and working with many different cultural groups—and the business-
person soon realizes the depth of the ethical and legal issues that may arise. There are 
problems of word meanings by age and within cultures. For example, an expression 
such as “Did you guys hook up last night?” can have various meanings, including 
some that could be considered offensive in a work environment.

Bullying is associated with a hostile workplace when a person or group is targeted 
and is threatened, harassed, belittled, verbally abused, or overly criticized. Bullying 
may create what some consider a hostile environment, a term generally associated 
with sexual harassment. Recently there has been an explosion of concern about sexual 
harassment. Ethical misconduct has been unveiled with exposure of sexual harass-
ment that has been part of the culture of the entertainment and hospitality industries, 
as well as other areas such as government and many corporations.17 Although sexual 
harassment has legal recourse, bullying has little legal recourse at this time. Bullying 
is a widespread problem in the United States and can cause psychological damage 
that can result in health-endangering consequences to the target. Surveys reveal that 
bullying in the workplace is on the rise.18 As Table 2.3 indicates, bullying can use a 
mix of verbal, nonverbal, and manipulative threatening expressions to damage work-
place productivity. One may wonder why workers tolerate such activities. The prob-
lem is that 72 percent of bullies outrank their victims.19

Misuse of Company Resources. Misuse of company resources has been identified 
by the Ethics Resource Center as a leading issue in observed misconduct in organiza-
tions. Issues might include spending an excessive amount of time on personal e-mails, 
submitting personal expenses on company expense reports, or using the company copier 
for personal use. Six Howard University employees were fired after they allegedly 
stole nearly $1 million via grants and tuition remission from the financial aid depart-
ment.20 While serious resource abuse can result in firing, some abuse can have legal 

 1. Spreading rumors to damage others

 2. Blocking others’ communication in the workplace

 3. Flaunting status or authority to take advantage of others

 4. Discrediting others’ ideas and opinions

 5. Using e-mail to demean others

 6. Failing to communicate or return communication

 7. Insults, yelling, and shouting

 8. Using terminology to discriminate by gender, race, or age

 9. Using eye or body language to hurt others or their reputation

 10. Taking credit for others’ work or ideas

TABLE 2.3
Actions Associated with 
Bullies
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repercussions. An Apple store employee was arrested 
for allegedly re-coding American Express and Visa 
gift cards and then using them to fraudulently pur-
chase nearly $1 million in Apple gift cards.21

Employee internal theft or the misuse of the 
employer’s assets is a major loss of resources for 
many firms, especially retailers. For example, 
employees may hide company items in a handbag, 
backpack, or briefcase. Customers may be over-
charged while the employees keep the extra money. 
Employees may ship personal items using a firm’s 
account number. Contract maintenance person-
nel may steal materials or office equipment. Food 
service employees may provide free drinks or food 
to friends or even customers hoping for an extra 
tip. Estheticians or hair stylists may pocket money 
when clients pay with cash. There are many oth-
ers way to steal from the company. Firms need a 
good monitoring system and employee training to 
prevent the theft of resources.

The most common way that employees abuse resources is by using company 
computers for personal use. Typical examples of using a computer for personal use 
include shopping on the Internet, downloading music, doing personal banking, surf-
ing the Internet for entertainment purposes, or visiting Facebook. Some companies 
choose to take a flexible approach to addressing this issue. For example, many have 
instituted policies that allow for some personal computer use as long as the use does 
not detract significantly from the workday.

No matter what approach a business chooses to take, it must have policies in place 
to prevent company resource abuse. Because misuse of company resources is such a 
widespread problem, many companies, like Coca-Cola, have implemented official 
policies delineating acceptable use of company resources. Coca-Cola’s policy states 
that company assets should not be used for personal benefit but does allow employees 
some freedom in this area. The policy specifies that it is acceptable for employees to 
make the occasional personal phone call or e-mail, but they should use common sense 
to know when these activities become excessive.22 This kind of policy is in line with 
that of many companies, particularly large ones that can easily lose millions of dollars 
and thousands of hours of productivity to these activities.

Conflict of Interest. A conflict of interest, one of the most common ethical issues 
identified by employees, exists when a person must choose whether to advance his or 
her own personal interests or those of others. For example, a manager in a corporation is 
supposed to ensure that the company is profitable so that its stockholder-owners receive 
a return on their investment. In other words, the manager has a responsibility to inves-
tors. If she instead makes decisions that give her more power or money but do not help 
the company, then she has a conflict of interest—she is acting to benefit herself at the 
expense of her company and is not fulfilling her responsibilities as an employee. To 
avoid conflicts of interest, employees must be able to separate their personal financial 
interests from their business dealings. Conflict of interest has long been a serious prob-
lem in the financial industry. Asset management firm BlackRock paid $12 million to 
the U.S. Securities and Exchange Commission for not disclosing that its fund manager 

Upset by alleged financial aid embezzlement by Howard University 
employees, students occupied the administration building to protest 
the misuse of university resources.

©Astrid Riecken For The Washington Post via Getty Images
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had a major interest in a firm in which he deposited 
clients’ money.23 Conflict of interest can be particu-
larly problematic in the finance industry because bad 
decisions can result in significant financial losses.

Insider trading is an example of a conflict of 
interest. Insider trading is the buying or selling 
of stocks by insiders who possess material that is 
still not public. Bribery can also be a conflict of 
interest. While bribery is an increasing issue in 
many countries, it is more prevalent in some coun-
tries than in others. Transparency International 
has developed a Corruption Perceptions Index 
(Table 2.4). Note that there are 17 countries per-
ceived as less corrupt than the United States. The 
five countries rated by Transparency International 
as most corrupt include Yemen, Syria, North 
Korea, South Sudan, and Somalia.24

The U.S. Securities and Exchange Commission is an independent 
government agency that protects investors and oversees securities 
transactions to prevent fraud.

©Kristi Blokhin/Shutterstock

TABLE 2.4
Least Corrupt Countries

Rank Country

1. New Zealand

2. Denmark

3. Finland

3. Norway

3. Switzerland

6. Singapore

6. Sweden

8. Canada

8. Luxembourg

8. Netherlands

8. United Kingdom

12. Germany

13. Australia

13. Hong Kong

13. Iceland

16. Austria

16. Belgium

16. United States

19. Ireland

20. Japan

Source: Corruption Perceptions Index 2017, Transparency https://www.transparency.org/news/feature/corruption_perceptions_
index_2017 (accessed March 26, 2018).
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Fairness and Honesty
Fairness and honesty are at the heart of business ethics and relate to the general val-
ues of decision makers. At a minimum, businesspersons are expected to follow all 
applicable laws and regulations. But beyond obeying the law, they are expected not 
to harm customers, employees, clients, or competitors knowingly through deception, 
misrepresentation, coercion, or discrimination. Honesty and fairness can relate to 
how the employees use the resources of the organization. In contrast, dishonesty is 
usually associated with a lack of integrity, lack of disclosure, and lying. One com-
mon example of dishonesty is theft of office supplies. Although the majority of office 
supply thefts involve small things such as pencils or Post-it Notes, some workers 
admit to stealing more expensive items or equipment such as computers or software. 
Employees should be aware of policies on stealing items and recognize how these 
decisions relate to ethical behavior.

One aspect of fairness relates to competition. For example, the former CEO of 
Uber was alleged to have conspired with a former Google engineer to steal trade 
secrets related to driverless cars.25 Although numerous laws have been passed to 
foster competition and make monopolistic practices illegal, companies sometimes 
gain control over markets by using questionable practices that harm competition. For 
instance, the European Commission started an antitrust investigation into Google’s 
practices to determine whether it was engaging in anticompetitive behavior. Several 
companies, including Microsoft, claimed that Google promoted its own search results 
over those of competitors in spite of their relevance. Because Google holds 90 percent 
of the search engine market in Europe, the controversy over how it is using its domi-
nant position to remain ahead of competitors is not likely to die down.26

Another aspect of fairness and honesty relates to disclosure of potential harm 
caused by product use. For instance, the FDA has become increasingly concerned 
about food safety rules after a contamination crisis involving Blue Bell ice cream 

Going Green

Chipotle Chips Away at Food 
Safety Advancements
Chipotle Mexican Grill has always done things differently 
from other restaurant chains. Steve Ells, founder and for-
mer co-CEO, established the first Chipotle restaurant as a 
high-end fast-casual restaurant chain. Fast-casual chains 
do not provide table service but offer higher-quality items 
than fast-food restaurants. Ells wanted to set Chipotle apart 
by creating a customer-service-oriented atmosphere where 
customers could see their food being prepared with fresh 
ingredients. Chipotle’s “food with integrity” offerings use 
fresh food with ingredients grown naturally and sustainably 
from local farmers whenever possible. About 40 percent of 
beans used in its food offerings are organic, and Chipotle 
purchases about 10 million pounds of vegetables from local 
farms every year.

Despite its desire to be socially responsible, Chipotle encoun-
tered challenges in food safety. An outbreak of E. coli was traced 
to a small number of Chipotle stores. Ells reacted quickly, closing 
43 restaurants in two states to completely rid the stores of any 
possible contaminated products, clean and sanitize their entire 
kitchens, and retrain staff on proper food handling procedures. 
The chain distributed free burrito coupons to win back custom-
ers. Ells overhauled Chipotle’s managerial focus from career 
development back to day-to-day activities. The company’s 
strong ethical reputation and quick response saved the firm.27

Critical Thinking Questions
 1. How does Chipotle attempt to be socially responsible?
 2. What actions did Chipotle take to assure stakeholders it 

was taking the E. coli outbreak seriously?
 3. Why do you think customers are willing to do business 

with Chipotle even after the E. coli outbreak?
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caused three deaths. The agency adopted new rules that now require food manufac-
turers to create and enforce detailed plans meant to prevent foodborne illness and 
contamination.28

Dishonesty has become a significant problem in the United States. In a survey 
of new students at Harvard, 23 percent admitted to cheating on schoolwork before 
attending Harvard, and 9 percent revealed that they had cheated on exams. Air Force 
officers at the Malmstrom Air Force Base in Montana were suspended after wide-
spread cheating on monthly proficiency tests on operating warheads. Similarly, the 
U.S. Navy was criticized when sailors cheated on qualification exams for becom-
ing nuclear reactor instructors. The Defense Secretary at the time believed the issue 
might be systematic, requiring an ethics overhaul in the military.29

Communications. Communications is another area in which ethical concerns 
may arise. False and misleading advertising, as well as deceptive personal-selling 
tactics, anger consumers and can lead to the failure of a business. Truthfulness about 
product safety and quality is also important to consumers. Takata pleaded guilty to 
fraud and providing false data and agreed to pay $1 billion in a settlement to victims 
and car manufacturers for exploding airbags.30

Another important aspect of communications that may raise ethical concerns 
relates to product labeling. This becomes an even greater concern with potentially 
harmful products like cigarettes. The FDA warned three cigarette manufacturers 
against using “additive-free” or “natural” on their labeling out of concern that con-
sumers would associate these terms as meaning that their products were healthier.31 
However, labeling of other products raises ethical questions when it threatens basic 
rights, such as freedom of speech and expression. This is the heart of the controversy 
surrounding the movement to require warning labels on movies and videogames, rat-
ing their content, language, and appropriate audience age. Although people in the 
entertainment industry claim that such labeling violates their First Amendment right 
to freedom of expression, other consumers—particularly parents—believe that label-
ing is needed to protect children from harmful influences. Internet regulation, partic-
ularly that designed to protect children and the elderly, is on the forefront in consumer 
protection legislation. Because of the debate surrounding the acceptability of these 
business activities, they remain major ethical issues.

Business Relationships. The behavior of businesspersons toward customers, 
suppliers, and others in their workplace may also generate ethical concerns. Ethical 
behavior within a business involves keeping company secrets, meeting obligations and 
responsibilities, and avoiding undue pressure that may force others to act unethically.

Managers in particular, because of the authority of their position, have the oppor-
tunity to influence employees’ actions. The National Business Ethics Survey found 
that employees who feel pressured to compromise ethical standards view top and 
middle managers as the greatest source of such pressure.32

It is the responsibility of managers to create a work environment that helps the orga-
nization achieve its objectives and fulfill its responsibilities. However, the methods 
that managers use to enforce these responsibilities should not compromise employee 
rights. Organizational pressures may encourage a person to engage in activities that 
he or she might otherwise view as unethical, such as invading others’ privacy or steal-
ing a competitor’s secrets. The firm may provide only vague or lax supervision on 
ethical issues, creating the opportunity for misconduct. Managers who offer no ethi-
cal direction to employees create many opportunities for manipulation, dishonesty, 
and conflicts of interest. This happened to Wells Fargo in creating 3.5 million fake 

Final PDF to printer



49

fer88367_ch02_036-071.indd 49 11/14/18  03:58 PM

Chapter 2   Business Ethics and Social Responsibility

accounts that hurt customers’ credit ratings as well as other misconduct that damaged 
customers. The Federal Reserve restricted the bank’s ability to grow until they could 
provide more oversight and reduce risks.33

Plagiarism—taking someone else’s work and presenting it as your own without 
mentioning the source—is another ethical issue. As a student, you may be familiar 
with plagiarism in school—for example, copying someone else’s term paper or quot-
ing from a published work or Internet source without acknowledging it. In business, 
an ethical issue arises when an employee copies reports or takes the work or ideas 
of others and presents it as his or her own. A manager attempting to take credit for a 
subordinate’s ideas is engaging in another type of plagiarism.

Making Decisions about Ethical Issues
It can be difficult to recognize specific ethical issues in practice. Managers, for exam-
ple, tend to be more concerned about issues that affect those close to them, as well 
as issues that have immediate rather than long-term consequences. Thus, the per-
ceived importance of an ethical issue substantially affects choices. However, only 
a few issues receive scrutiny, and most receive no attention at all.34 Managers make 
intuitive decisions sometimes without recognizing the embedded ethical issue.

Table 2.5 lists some questions you may want to ask yourself and others when try-
ing to determine whether an action is ethical. Open discussion of ethical issues does 
not eliminate ethical problems, but it does promote both trust and learning in an orga-
nization.35 When people feel that they cannot discuss what they are doing with their 
co-workers or superiors, there is a good chance that an ethical issue exists. Once a 

plagiarism
the act of taking someone 
else’s work and presenting 
it as your own without 
mentioning the source.

Turnitin is an Internet service that allows teachers to determine if their students have plagiarized content.

©Daniel Acker/Bloomberg via Getty Images
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person has recognized an ethical issue and can openly discuss it with others, he or she 
has begun the process of resolving that issue.

Improving Ethical Behavior in Business
Understanding how people make ethical choices and what prompts a person to act 
unethically may result in better ethical decisions. Ethical decisions in an organiza-
tion are influenced by three key factors: individual moral standards and values, the 
influence of managers and co-workers, and the opportunity to engage in misconduct 
(Figure 2.2). While you have great control over your personal ethics outside the work-
place, your co-workers and superiors exert significant control over your choices at 
work through authority and example. In fact, the activities and examples set by co-
workers, along with rules and policies established by the firm, are critical in gaining 
consistent ethical compliance in an organization. If the company fails to provide good 
examples and direction for appropriate conduct, confusion and conflict will develop 
and result in the opportunity for misconduct. If your boss or co-workers leave work 
early, you may be tempted to do so as well. If you see co-workers engaged in personal 
activities such as shopping online or if they ignore the misconduct of others, then you 
may be more likely to do so also. Having sound personal values is important because 
you will be responsible for your own conduct.

Because ethical issues often emerge from conflict, it is useful to examine the 
causes of ethical conflict. Business managers and employees often experience 
some tension between their own ethical beliefs and their obligations to the organi-
zations in which they work. Many employees utilize different ethical standards at 
work than they do at home. This conflict increases when employees feel that their 
company is encouraging unethical conduct or exerting pressure on them to engage 
in it.

It is difficult for employees to determine what conduct is acceptable within a com-
pany if the firm does not have established ethics policies and standards. And without 
such policies and standards, employees may base decisions on how their peers and 
superiors behave. Professional codes of ethics are formalized rules and standards that 

codes of ethics
formalized rules and 
standards that describe what 
a company expects of its 
employees.

Are there any potential legal restrictions or violations that could result from the action?

Does your company have a specific code of ethics or policy on the action?

Is this activity customary in your industry? Are there any industry trade groups that provide 
guidelines or codes of conduct that address this issue?

Would this activity be accepted by your co-workers? Will your decision or action withstand open 
discussion with co-workers and managers and survive untarnished?

How does this activity fit with your own beliefs and values?

TABLE 2.5
Questions to Consider in 
Determining Whether an 
Action Is Ethical

Specify how businesses can 
promote ethical behavior.

LO 2-3

FIGURE 2.2
Three Factors That 
Influence Business Ethics
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describe what the company expects of its employees. Codes of ethics do not have to 
be so detailed that they take into account every situation, but they should provide 
guidelines and principles that can help employees achieve organizational objectives 
and address risks in an acceptable and ethical way. The development of a code of eth-
ics should include not only a firm’s executives and board of directors, but also legal 
staff and employees from all areas of a firm.36 Table 2.6 lists why a code of ethics is 
important.

Codes of ethics, policies on ethics, and ethics training programs advance ethi-
cal behavior because they prescribe which activities are acceptable and which 
are not, and they limit the opportunity for misconduct by providing punishments 
for violations of the rules and standards. This creates compliance requirements 
to establish uniform behavior among all employees. Codes and policies on eth-
ics encourage the creation of an ethical culture in the company. According to the 
National Business Ethics Survey (NBES), employees in organizations that have 
written codes of conduct and ethics training, ethics offices or hotlines, and sys-
tems for reporting are more likely to report misconduct when they observe it. The 
survey found that a company’s ethical culture is the greatest determinant of future 
misconduct.37

The enforcement of ethical codes and policies through rewards and punish-
ments increases the acceptance of ethical standards by employees. One of the most 
important components of an ethics program is a means through which employees 
can report observed misconduct anonymously. Although the risk of retaliation is 
still a major factor in whether an employee will report illegal conduct, the Global 
Business Ethics Survey found that whistleblowing has increased in the past few 
years. Approximately 76 percent of respondents said they reported misconduct 
when they observed it.38 Whistleblowing occurs when an employee exposes an 
employer’s wrongdoing to outsiders, such as the media or government regula-
tory agencies. However, more companies are establishing programs to encourage 
employees to report illegal or unethical practices internally so that they can take 
steps to remedy problems before they result in legal action or generate negative pub-
licity. Unfortunately, whistleblowers are often treated negatively in organizations. 
The government, therefore, tries to encourage employees to report observed miscon-
duct. Congress has also taken steps to close a legislative loophole in whistleblowing 
legislation that has led to the dismissal of many whistleblowers. Congress passed 

whistleblowing
the act of an employee 
exposing an employer’s 
wrongdoing to outsiders, such 
as the media or government 
regulatory agencies.

• Alerts employees about important issues and risks to address.

•  Provides values such as integrity, transparency, honesty, and fairness that give the foundation for 
building an ethical culture.

•  Gives guidance to employees when facing gray or ambiguous situations or ethical issues that they 
have never faced before.

• Alerts employees to systems for reporting or places to go for advice when facing an ethical issue.

•  Helps establish uniform ethical conduct and values that provides a shared approach to dealing 
with ethical decisions.

•  Serves as an important document for communicating to the public, suppliers, and regulatory 
authorities about the company’s values and compliance.

• Provides the foundation for evaluation and improvement of ethical decision making.

TABLE 2.6
Why a Code of Ethics Is 
Important
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the Dodd-Frank Act, which includes a “whistle-
blower bounty program.” The Securities and 
Exchange Commission can now award whistle-
blowers between 10 and 30 percent of monetary 
sanctions over $1 million. The hope is that incen-
tives will encourage more people to come forward 
with information regarding corporate misconduct.

The current trend is to move away from legally 
based ethical initiatives in organizations to cultural- 
or integrity-based initiatives that make ethics a part 
of core organizational values. Organizations rec-
ognize that effective business ethics programs are 
good for business performance. Firms that develop 
higher levels of trust function more efficiently and 
effectively and avoid damaged company reputa-
tions and product images. Organizational ethics ini-
tiatives have been supportive of many positive and 

diverse organizational objectives, such as profitability, hiring, employee satisfaction, 
and customer loyalty.40 Conversely, lack of organizational ethics initiatives and the 
absence of workplace values such as honesty, trust, and integrity can have a negative 
impact on organizational objectives and employee retention. According to one study, 
three of the most common factors that executives give for why turnover increases are 
employee loss of trust in the company, a lack of transparency among company lead-
ers, and unfair employee treatment.41

Cynthia Cooper was a whistleblower who exposed accounting fraud at 
WorldCom.

©JOHN CHAPPLE/REX/Shutterstock

Consider Ethics and Social Responsibility

Eaton Maintains a Successful 
Ethics Program
Eaton Corporation is a power management company based in 
Cleveland that produces more than 900,000 different indus-
trial components. Eaton, the maker of Golf Pride golf club 
grips, believes that high performance is only achieved by 
“doing business right.” It is committed to social responsibility, 
which involves maximizing its positive impact on society while 
minimizing its negative impact.

At the heart of Eaton’s values-based culture is a detailed 
code of ethics. Eaton’s code of ethics contains standards meant 
to reduce the opportunity for misconduct. Every employee at 
Eaton has the responsibility to report any suspected violation of 
the code—also known as whistleblowing. All new employees go 
through ethics training immediately after they join so they can 
recognize ethical issues. The company also has tools to help 
employees monitor their own behavior before an ethical issue 
develops. For example, Eaton employees can record entertain-
ment and gifts online, which fosters transparency.

Eaton modified a vision statement to focus on sustain-
ability: “To improve the quality of life and the environment 
through the use of power management technologies and ser-
vices.” Eaton is undertaking three initiatives to increase its 
environmental impact: selling sustainable products, decreas-
ing its environmental footprint, and reporting its progress 
toward its environmental goals. Eaton also incorporates sus-
tainability into its community relations by supplying products 
that help customers reduce their energy consumption. Eaton 
Corporation has a companywide commitment to ethical busi-
ness. Its ethical culture is the key to its reputation and global 
success.39

Critical Thinking Questions
 1. What are some of the methods Eaton uses to encourage 

employees to be ethical?
 2. How does Eaton incorporate sustainability into its business?
 3. How does Eaton use sustainability to improve community 

relations?
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The Nature of Social Responsibility
For our purposes, we classify four stages of social responsibility: financial, legal compli-
ance, ethics, and philanthropy (Table 2.7). Another way of categorizing these four dimen-
sions of social responsibility include economic, legal, ethical, and voluntary (including 
philanthropic).42 Earning profits is the financial or economic foundation, and complying 
with the law is the next step. However, a business whose sole objective is to maximize 
profits is not likely to consider its social responsibility, although its activities will probably 
be legal. (We looked at ethical responsibilities in the first half of this chapter.) Voluntary 
responsibilities are additional activities that may not be required but which promote 
human welfare or goodwill. Legal and economic concerns have long been acknowledged 
in business, and voluntary and ethical issues are now being addressed by most firms.

Corporate citizenship is the extent to which businesses meet the legal, ethical, eco-
nomic, and voluntary responsibilities placed on them by their various stakeholders. It 
involves the activities and organizational processes adopted by businesses to meet their 
social responsibilities. A commitment to corporate citizenship by a firm indicates a 
strategic focus on fulfilling the social responsibilities expected of it by its stakeholders. 
For example, CVS demonstrated corporate citizenship by eliminating tobacco prod-
ucts from its pharmacies. Although this cost the firm $2 billion in sales, CVS believed 
it was contradictory to market itself as a health care services business while still selling 
a dangerous product.43 Corporate citizenship involves action and measurement of the 
extent to which a firm embraces the corporate citizenship philosophy and then follows 
through by implementing citizenship and social responsibility initiatives. One of the 
major corporate citizenship issues is the focus on preserving the environment. The 
majority of people agree that climate change is a global emergency, but there is no 
agreement on how to solve the problem.44 Another example of a corporate citizenship 
issue might be animal rights—an issue that is important to many stakeholders. As the 
organic and local foods movements grow and become more profitable, more and more 
stakeholders are calling for more humane practices in factory farms as well.45 Large 
factory farms are where most Americans get their meat, but some businesses are look-
ing at more animal-friendly options in response to public outcry.

Part of the answer to climate change issues is alternative energy such as solar, wind, 
biofuels, and hydro applications. The drive for alternative fuels such as ethanol from 
corn has added new issues such as food price increases and food shortages. A survey 

corporate citizenship
the extent to which 
businesses meet the legal, 
ethical, economic, and 
voluntary responsibilities 
placed on them by their 
stakeholders.

Stages Examples

Stage 1: Financial and economic 
viability

Starbucks offers investors a healthy return on investment, 
including paying dividends.

Stage 2: Compliance with legal 
and regulatory requirements

Starbucks specifies in its code of conduct that payments made 
to foreign government officials must be lawful according to 
the laws of the United States and the foreign country.

Stage 3: Ethics, principles, 
and values

Starbucks’ mission and values create ethical culture with 
ethical leaders.

Stage 4: Philanthropic activities Starbucks created the Starbucks College Achievement Plan 
that offers eligible employees full tuition to earn a bachelor’s 
degree in partnership with Arizona State University.

TABLE 2.7
Social Responsibility 
Requirements

Explain the four dimensions of 
social responsibility.

LO 2-4

Need help under-
standing social 
responsibility? 
Visit your Connect 
ebook video tab 
for a brief animated 
explanation.
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revealed that 73 percent of American consumers feel 
that it is important for the government to invest in 
renewable energy.46

To respond to these developments, most com-
panies are introducing eco-friendly products and 
marketing efforts. Lighting giant Philips is investi-
gating ways to uses its LED lights for horticultural 
purposes. It is investing in vertical city farming, in 
which vegetables are grown in stacked layers under 
LED lighting. The company hopes this breakthrough 
will increase the yields of locally produced, fresh 
produce.47 In one survey, 53 percent of respondents 
claimed they have boycotted or refused to purchase a 
company’s products because it behaved socially irre-
sponsibly.48 This is because many businesses are pro-
moting themselves as green-conscious and concerned 
about the environment without actually making the 
necessary commitments to environmental health.

The Ethisphere Institute selects an annual list of the world’s most ethical compa-
nies based on the following criteria: corporate citizenship and responsibility; cor-
porate governance; innovation that contributes to the public well-being; industry 
leadership; executive leadership and tone from the top; legal, regulatory, and reputa-
tion track record; and internal systems and ethics/compliance program.49 Table 2.8 
shows 26 from that list.

Although the concept of social responsibility is receiving more and more atten-
tion, it is still not universally accepted. Table 2.9 lists some of the arguments for and 
against social responsibility.

TIAA, a leading financial services provider led by Roger Ferguson, has 
been recognized for four consecutive years as one of the world’s most 
ethical companies by the Ethisphere Institute.

©Ramin Talaie/EPA/REX/Shutterstock

TABLE 2.8
A Selection of the World’s 
Most Ethical Companies

L’Oréal HASBRO Inc.

Starbucks Intel

Marriott International Xerox Corporation

3M Company GE

T-Mobile US Inc. Cummins Inc.

PepsiCo Knights of Columbus

ManpowerGroup LinkedIn

Colgate-Palmolive Company Prudential

International Paper Co. Texas Instruments

Visa Inc. Whirlpool

USAA Kellogg Company

Accenture Aflac Incorporated

Wyndham Worldwide Dell

Source: Ethisphere Institute, “The 2018 World’s Most Ethical Companies® Honoree List,” http://www.worldsmostethicalcompanies.
com/honorees/ (accessed March 28, 2018).
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For:

1.  Social responsibility rests on stakeholder engagement and results in benefits to society and 
improved firm performance.

2.  Businesses are responsible because they have the financial and technical resources to address 
sustainability, health, and education.

3.  As members of society, businesses and their employees should support society through taxes and 
contributions to social causes.

4. Socially responsible decision making by businesses can prevent increased government regulation.

5.  Social responsibility is necessary to ensure economic survival: If businesses want educated 
and healthy employees, customers with money to spend, and suppliers with quality goods and 
services in years to come, they must take steps to help solve the social and environmental 
problems that exist today.

Against:

1.  It sidetracks managers from the primary goal of business—earning profit. The responsibility of 
business to society is to earn profits and create jobs.

2.  Participation in social programs gives businesses greater power, perhaps at the expense of 
concerned stakeholders.

3.  Does business have the expertise needed to assess and make decisions about social and 
economic issues?

4.  Social problems are the responsibility of the government agencies and officials, who can be held 
accountable by voters.

5. Creation of nonprofits and contributions to them are the best ways to implement social responsibility.

TABLE 2.9
The Arguments For 
and Against Social 
Responsibility

Entrepreneurship in Action

A Step Ahead: Blake Mycoskie 
Provides Leadership for Social 
Entrepreneurship
Toms
Founder: Blake Mycoskie
Founded: 2006, in Santa Monica, California
Success: Toms’ successful One for One® model is encouraging 
other entrepreneurs to develop similar companies.

On a trip to Argentina, entrepreneur Blake Mycoskie saw 
that many families could not afford to purchase shoes for their 
children. The situation inspired him to create Toms, a for-profit 
business with a socially focused mission. For each pair of shoes 
sold, it delivered a free pair of shoes to children in need. This 
concept became known as the One for One® model and has 
inspired other firms—such as eyeglass retailer Warby Parker—to 
adopt similar models.

After distributing its one-millionth pair of shoes, Toms began 
to consider other products that could be used for its model. 
Today, it has expanded into selling eyewear and coffee. For 
every pair of eyewear sold, the company provides treatment or 
prescription glasses for those in need. Purchasing a bag of coffee 
provides an entire week’s supply of safe drinking water.

Mycoskie later sold half of the business to Bain Capital and used 
$100 million from the sale to start Toms Social Entrepreneurship 
Fund. This fund provides financial support to like-minded compa-
nies that want to use business as a way to improve society.50

Critical Thinking Questions
 1. How did concern for social responsibility lead Mycoskie to 

create Toms?
 2. How has Mycoskie expanding its One for One business 

model?
 3. How has Toms paved the way for other companies?
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Social Responsibility Issues
Managers consider and make social responsibility decisions on a daily basis. Among 
the many social issues that managers must consider are their firms’ relations with 
stakeholders, including owners and stockholders, employees, consumers, regulators, 
communities, and environmental advocates.

Social responsibility is a dynamic area with issues changing constantly in response 
to society’s demands. There is much evidence that social responsibility is associated 
with improved business performance. Consumers are refusing to buy from businesses 
that receive publicity about misconduct. A number of studies have found a direct 
relationship between social responsibility and profitability, as well as a link that exists 
between employee commitment and customer loyalty—two major concerns of any 
firm trying to increase profits.51 This section highlights a few of the many social 
responsibility issues that managers face; as managers become aware of and work 
toward the solution of current social problems, new ones will certainly emerge.

Relations with Owners and Stockholders. Businesses must first be respon-
sible to their owners, who are primarily concerned with earning a profit or a return on 
their investment in a company. In a small business, this responsibility is fairly easy to 
fulfill because the owner(s) personally manages the business or knows the managers 
well. In larger businesses, particularly corporations owned by thousands of stock-
holders, ensuring responsibility becomes a more difficult task.

A business’s obligations to its owners and investors, as well as to the financial 
community at large, include maintaining proper accounting procedures, providing all 
relevant information to investors about the current and projected performance of the 
firm, and protecting the owners’ rights and investments. In short, the business must 
maximize the owners’ investments in the firm.

Employee Relations. Another issue of importance to a business is its respon-
sibilities to employees. Without employees, a business cannot carry out its goals. 
Employees expect businesses to provide a safe workplace, pay them adequately for 
their work, and keep them informed of what is happening in their company. They want 
employers to listen to their grievances and treat them fairly. Many firms have begun 

implementing extended parental leave for families 
with new babies. Credit Suisse announced it was 
giving its U.S. employees up to 20 weeks off after 
having a child. Facebook also extended its parental 
leave for up to four months. These types of benefits 
are becoming increasingly important as firms strive 
to attract top-quality employees.52

Congress has passed several laws regulat-
ing safety in the workplace, many of which are 
enforced by the Occupational Safety and Health 
Administration (OSHA). Labor unions have also 
made significant contributions to achieving safety 
in the workplace and improving wages and benefits. 
Most organizations now recognize that the safety 
and satisfaction of their employees are critical 
ingredients in their success, and many strive to go 
beyond what is legally expected of them. Healthy, 
satisfied employees also supply more than just labor 

Evaluate an organization’s 
social responsibilities to own-
ers, employees, consumers, 
the environment, and the 
community.

LO 2-5

OSHA ordered its inspectors to crack down on employers who fail to 
file the necessary electronic paperwork to document injury reports.

©Herdik Herlambang/Shutterstock
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to their employers. Employers are beginning to realize the importance of obtaining 
input from even the lowest-level employees to help the company reach its objectives.

A major social responsibility for business is providing equal opportunities for all 
employees regardless of their sex, age, race, religion, or nationality. Diversity is also 
helpful to a firm financially. Corporations that raised the share of female executives 
to 30 percent saw a 15 percent increase in profitability.53 Also, it has been found 
that when men and women managers are evenly matched, there is a better chance of 
generating stronger profits. Thus, many firms are trying to become more inclusive, 
embracing diversity.54 Yet, despite these benefits, women and minorities have been 
slighted in the past in terms of education, employment, and advancement opportuni-
ties; additionally, many of their needs have not been addressed by business. Women 
make up to 57 percent of undergraduate college students, but women account for only 
19 percent of C-suites (top corporate offices). Women, who continue to bear most 
child-rearing responsibilities, often experience conflict between those responsibilities 
and their duties as employees. Consequently, day care has become a major employ-
ment issue for women, and more companies are providing day care facilities as part 
of their effort to recruit and advance women in the workforce. Many Americans today 
believe business has a social obligation to provide special opportunities for women 
and minorities to improve their standing in society.

Consumer Relations. A critical issue in business today is business’s responsibil-
ity to customers, who look to business to provide them with satisfying, safe products 
and to respect their rights as consumers. The activities that independent individuals, 
groups, and organizations undertake to protect their rights as consumers are known as 
consumerism. To achieve their objectives, consumers and their advocates write letters 
to companies, lobby government agencies, make public service announcements, and 
boycott companies whose activities they deem irresponsible.

Many of the desires of those involved in the consumer movement have a founda-
tion in John F. Kennedy’s 1962 consumer bill of rights, which highlighted four rights. 
The right to safety means that a business must not knowingly sell anything that could 
result in personal injury or harm to consumers. Defective or dangerous products erode 
public confidence in the ability of business to serve society. They also result in expen-
sive litigation that ultimately increases the cost of products for all consumers. The 
right to safety also means businesses must provide a safe place for consumers to shop.

The right to be informed gives consumers the freedom to review complete infor-
mation about a product before they buy it. This means that detailed information about 
risks and instructions for use are to be printed on labels and packages. The right to 
choose ensures that consumers have access to a variety of goods and services at com-
petitive prices. The assurance of both satisfactory quality and service at a fair price is 
also a part of the consumer’s right to choose. The right to be heard assures consumers 
that their interests will receive full and sympathetic consideration when the govern-
ment formulates policy. It also ensures the fair treatment of consumers who voice 
complaints about a purchased product.

The role of the Federal Trade Commission’s Bureau of Consumer Protection exists 
to protect consumers against unfair, deceptive, or fraudulent practices. The bureau, 
which enforces a variety of consumer protection laws, is divided into five divisions. 
The Division of Enforcement monitors legal compliance and investigates violations 
of laws, including unfulfilled holiday delivery promises by online shopping sites, 
employment opportunities fraud, scholarship scams, misleading advertising for health 
care products, and more.

consumerism
the activities that 
independent individuals, 
groups, and organizations 
undertake to protect their 
rights as consumers.
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Sustainability Issues. Most people probably associate the term environment with 
nature, including wildlife, trees, oceans, and mountains. Until the 20th century, peo-
ple generally thought of the environment solely in terms of how these resources could 
be harnessed to satisfy their needs for food, shelter, transportation, and recreation. As 
the earth’s population swelled throughout the 20th century, however, humans began 
to use more and more of these resources and, with technological advancements, to do 
so with ever-greater efficiency. Although these conditions have resulted in a much-
improved standard of living, they come with a cost. Plant and animal species, along 
with wildlife habitats, are disappearing at an accelerated rate. For example, the bum-
blebee population has suffered almost 90 percent decline in the past 20 years. Bees 
are important to pollinating most fruits and vegetables. The bumblebee was placed on 
the endangered species list and its habitats protected.55

Although the scope of the word sustainability is broad, in this book we discuss the 
term from a strategic business perspective. Thus, we define sustainability as conduct-
ing activities in such a way as to provide for the long-term well-being of the natural 
environment, including all biological entities. Sustainability involves the interaction 
among nature and individuals, organizations, and business strategies and includes the 
assessment and improvement of business strategies, economic sectors, work prac-
tices, technologies, and lifestyles so that they maintain the health of the natural envi-
ronment. In recent years, business has played a significant role in adapting, using, and 
maintaining the quality of sustainability.

Environmental protection emerged as a major issue in the 20th century in the 
face of increasing evidence that pollution, uncontrolled use of natural resources, and 
population growth were putting increasing pressure on the long-term sustainability 
of these resources. In recent years, companies have been increasingly incorporating 
these issues into their overall business strategies. Some nonprofit organizations have 
stepped forward to provide leadership in gaining the cooperation of diverse groups in 
responsible environmental activities.

In the following sections, we examine some of the most significant sustainability 
and environmental health issues facing business and society today, including pollu-
tion and alternative energy.

Pollution. A major issue in the area of environmental responsibility is pollution. 
Water pollution results from dumping toxic chemicals and raw sewage into rivers 
and oceans, oil spills, and the burial of industrial waste in the ground where it may 
filter into underground water supplies. Fertilizers and insecticides used in farming 
and grounds maintenance also run off into water supplies with each rainfall. Water 
pollution problems are especially notable in heavily industrialized areas. Society is 
demanding that water supplies be clean and healthful to reduce the potential danger 
from these substances.

Air pollution is usually the result of smoke and other pollutants emitted by manu-
facturing facilities, as well as carbon monoxide and hydrocarbons emitted by motor 
vehicles. In addition to the health risks posed by air pollution, when some chemi-
cal compounds emitted by manufacturing facilities react with air and rain, acid rain 
results. Acid rain has contributed to the deaths of many forests and lakes in North 
America as well as in Europe. Air pollution may also contribute to global warm-
ing; as carbon dioxide collects in the earth’s atmosphere, it traps the sun’s heat and 
prevents the earth’s surface from cooling. It is indisputable that the global surface 
temperature has been increasing over the past 35 years. Worldwide passenger vehicle 
ownership has been growing due to rapid industrialization and consumer purchasing 

sustainability
conducting activities in a way 
that allows for the long-term 
well-being of the natural 
environment, including 
all biological entities; 
involves the assessment and 
improvement of business 
strategies, economic sectors, 
work practices, technologies, 
and lifestyles so that they 
maintain the health of the 
natural environment.

Final PDF to printer



59

fer88367_ch02_036-071.indd 59 11/14/18  03:58 PM

Chapter 2   Business Ethics and Social Responsibility

power in China, India, and other developing countries with large populations. The 
most important way to contain climate change is to control carbon emissions. For 
example, some utilities charge more for electricity in peak demand periods, which 
encourages behavioral changes that reduce consumption.

More and more consumers are recognizing the need to protect the planet. Figure 2.3 
shows consumers’ likelihood to personally address social responsibility and environ-
mental issues. Although most consumers admit that sustainable products are impor-
tant and that they bear responsibility for properly using and disposing of the product, 
many admit that they fail to do this.

Land pollution is tied directly to water pollution because many of the chemicals 
and toxic wastes that are dumped on the land eventually work their way into the 
water supply. A study conducted by the Environmental Protection Agency found 
residues of prescription drugs, soaps, and other contaminants in virtually every 
waterway in the United States. Effects of these pollutants on humans and wildlife are 
uncertain, but there is some evidence to suggest that fish and other water-dwellers 
are starting to suffer serious effects. Land pollution results from the dumping of 
residential and industrial waste, strip mining, forest fires, and poor forest conserva-
tion. In Brazil and other South American countries, rain forests are being destroyed 
to make way for farms and ranches, at a cost of the extinction of the many animals 
and plants (some endangered species) that call the rain forest home. For example, 
in Brazil trees were cleared over an area spanning seven times the territory of New 
York City. Brazil has committed to zero percent illegal deforestation by 2030.56 
Large-scale deforestation also depletes the oxygen supply available to humans and 
other animals.

Related to the problem of land pollution is the larger issue of how to dispose 
of waste in an environmentally responsible manner. Americans use approximately 
100 billion plastic bags per year.57 Some states and many other countries are also in 
the process of phasing out lightweight plastic bags.

Alternative Energy. With ongoing plans to reduce global carbon emissions, coun-
tries and companies alike are looking toward alternative energy sources. Traditional 

FIGURE 2.3
Consumer Likelihood to Personally Address Social Responsibility Issues
Source: Cone Communications and Ebiquity, “2017 Cone Communications CSR Study,” http://www.conecomm.com/2017-cone-communications-csr-study-pdf (accessed March 28, 2018).
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fossil fuels are problematic because of their emissions, but also because stores have 
been greatly depleted. Foreign fossil fuels are often imported from politically and 
economically unstable regions, often making it unsafe to conduct business there. 
However, the United States is becoming an energy powerhouse with its ability to 
drill for natural gas in large shale reserves. This is allowing the United States to 
move forward on its goals to reach energy independence. On the other hand, con-
cerns over how these drilling methods are affecting the environment make this a 
controversial topic.

The U.S. government has begun to recognize the need to look toward alternative 
forms of energy as a source of fuel and electricity. There have been many different 
ideas as to which form of alternative energy would best suit the United States’ energy 
needs. These sources include wind power, solar power, nuclear power, biofuels, elec-
tric cars, and hydro- and geothermal power. As of yet, no “best” form of alternative 
fuel has been selected to replace gasoline. Additionally, there are numerous chal-
lenges with the economic viability of alternative energy sources. For instance, wind 
and solar power cost significantly more than traditional energy. Alternative energy 
will likely require government subsidies to make any significant strides. However, the 
news for solar power might be getting brighter. Electric cars are also gaining impor-
tance. Most automobile companies such as Tesla, BMW, General Motors, Nissan, and 
Toyota are introducing electric cars to help with sustainability.

Response to Environmental Issues. Many firms are trying to eliminate waste-
ful practices, the emission of pollutants, and/or the use of harmful chemicals from 
their manufacturing processes. Other companies are seeking ways to improve their 
products. Utility providers, for example, are increasingly supplementing their ser-
vices with alternative energy sources, including solar, wind, and geothermal power. 
Environmentalists are concerned that some companies are merely greenwashing, or 
“creating a positive association with environmental issues for an unsuitable product, 
service, or practice.”

Indeed, a growing number of businesses and 
consumers are choosing green power sources 
where available. New Belgium Brewing Company, 
the fourth-largest craft brewer in the United States, 
is the first all-wind-powered brewery in the coun-
try. Many businesses have turned to recycling, the 
reprocessing of materials—aluminum, paper, glass, 
and some plastic—for reuse. Such efforts to make 
products, packaging, and processes more environ-
mentally friendly have been labeled “green” busi-
ness or marketing by the public and media. For 
example, lumber products at The Home Depot may 
carry a seal from the Forest Stewardship Council to 
indicate that they were harvested from sustainable 
forests using environmentally friendly methods.58

It is important to recognize that, with current 
technology, environmental responsibility requires 
trade-offs. Society must weigh the huge costs of 
limiting or eliminating pollution against the health 
threat posed by the pollution. Environmental 
responsibility imposes costs on both business and 

With the increasing popularity of electric vehicles, companies like 
BMW, Volkswagen, and Tesla have introduced new electric car models.

©Darren Brode/Shutterstock

DID YOU KNOW? About 50 million tons of electronic 
waste is generated each year, including discarded laptops, 
mobile phones, and televisions.59
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the public. Managers must coordinate environmental goals with other social and eco-
nomic ones.

Community Relations. A final, yet very significant, issue for businesses con-
cerns their responsibilities to the general welfare of the communities and societies in 
which they operate. Many businesses simply want to make their communities better 
places for everyone to live and work. The most common way that businesses exercise 
their community responsibility is through donations to local and national charitable 
organizations. For example, companies and their employees hold fundraising efforts 
to raise money for the United Way.60 As a highly successful company, Adobe invests 
heavily in community development and sustainability. It invests 1 percent of its pretax 
profits in the Adobe Foundation, which partners with teams of employees to use the 
funds to improve local communities. The company donates software to more than 
15,000 nonprofits.61

Unemployment
After realizing that the current pool of prospective employees lacks many basic skills 
necessary to work, many companies have become concerned about the quality of edu-
cation in the United States. Unemployment reached 10 percent during the most recent 
recession but had fallen to 4.1 percent by 2018.

Although most would argue that unemployment is an economic issue, it also car-
ries ethical implications. Protests often occur in areas where unemployment is high, 
particularly when there seems to be a large gap between rich and poor.

Factory closures are another ethical issue because factories usually employ hun-
dreds of workers. Sometimes it is necessary to close a plant due to economic reasons. 
However, factory closures not only affect individual employees, but their communi-
ties as well. After years of withstanding closures, even as other factories around it 
closed, a factory in the small town of Hanover, Illinois, shuttered its doors and trans-
ferred to Mexico. Several of the factory workers felt betrayed, and about 100 lost their 
jobs. Factory closures also have repercussions on other businesses in the area because 
more unemployed people mean fewer sales.62

Another criticism levied against companies 
involves hiring standards. Some employers have 
been accused of having unreasonable hiring stan-
dards that most applicants cannot meet, often 
leaving these jobs unfilled. Critics have accused 
companies of not wanting to take the time to train 
employees.63 Employers, however, believe there is 
a significant lack of skills needed among job appli-
cants. A survey of employers conducted in Indiana 
revealed that 39 percent reported leaving positions 
unfilled because the applicants were not quali-
fied.64 With more companies requiring specialized 
knowledge and a strong educational background, 
jobs are becoming increasingly competitive among 
those looking for employment.

On the other hand, several businesses are work-
ing to reduce unemployment. After becoming frus-
trated with high unemployment rates, Starbucks 

When Toys R Us and Babies R Us shuttered 740 U.S. stores, tens of 
thousands of employees lost their jobs.

©NorthWindPub/Alamy Stock Photo
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founder and CEO Howard Schultz partnered with a national network of community 
lenders called Opportunity Network to develop Create Jobs for USA. The program 
provided funding for community businesses with the intent to reduce unemployment 
in their areas. Starbucks initially donated $5 million to the initiative. Other compa-
nies made significant contributions, including Banana Republic, Citi, Google Offers, 
and MasterCard. During the three years the initiative ran, it received donations of 
$15.2 million that it provided to community development financial institutions. These 
institutions were able to generate more funding from these donations, which helped to 
create or maintain more than 5,000 jobs.65

Additionally, businesses are beginning to take more responsibility for the hard-
core unemployed. These are people who have never had a job or who have been 
unemployed for a long period of time. Some are mentally or physically handicapped; 
some are homeless. Organizations such as the National Alliance of Businessmen fund 
programs to train the hard-core unemployed so that they can find jobs and support 
themselves. Such commitment enhances self-esteem and helps people become pro-
ductive members of society.

In the words of Kermit the Frog, “It’s not easy being green.” It 
may not be easy, but green business opportunities abound. A 
popular catch phrase, “Green is the new black,” indicates how 
fashionable green business is becoming. Consumers are more 
in tune with and concerned about green products, policies, 
and behaviors by companies than ever before. Companies are 
looking for new hires to help them see their business crea-
tively and bring insights to all aspects of business operations.

The International Renewable Energy Industry estimates 
that the number of jobs in the renewable energy job market 
could rise to 24 million by 2030. Green business strategies not 
only give a firm a commercial advantage in the marketplace, 
but also help lead the way toward a greener world. The fight 
to reduce our carbon footprint in an attempt against climate 
change has opened up opportunities for renewable energy, 
recycling, conservation, and increasing overall efficiency in 
the way resources are used. New businesses that focus on 
hydro, wind, and solar power are on the rise and will need 
talented businesspeople to lead them. Carbon emissions’ trad-
ing is gaining popularity as large corporations and individuals 
alike seek to lower their footprints. A job in this growing field 
could be similar to that of a stock trader, or you could lead 
the search for carbon-efficient companies in which to invest.

In the ethics arena, current trends in business governance 
strongly support the development of ethics and compliance 
departments to help guide organizational integrity. This alone 
is a billion-dollar business, and there are jobs in developing 
organizational ethics programs, developing company policies, 

and training employees and management. An entry-level pos-
ition might be as a communication specialist or trainer for 
programs in a business ethics department. Eventually there’s 
an opportunity to become an ethics officer that would have 
typical responsibilities of meeting with employees, the board 
of directors, and top management to discuss and provide 
advice about ethics issues in the industry, developing and 
distributing a code of ethics, creating and maintaining an 
anonymous, confidential service to answer questions about 
ethical issues, taking actions on possible ethics code viola-
tions, and reviewing and modifying the code of ethics of the 
organization.

There are also opportunities to help with initiatives to help 
companies relate social responsibility to stakeholder inter-
ests and needs. These jobs could involve coordinating and 
implementing philanthropic programs that give back to oth-
ers important to the organization or developing a community 
volunteering program for employees. In addition to the human 
relations function, most companies develop programs to assist 
employees and their families to improve their quality of life. 
Companies have found that the healthier and happier employ-
ees are, the more productive they will be in the workforce.

Social responsibility, ethics, and sustainable business prac-
tices are not a trend; they are good for business and the bot-
tom line. New industries are being created and old ones are 
adapting to the new market demands, opening up many var-
ied job opportunities that will lead not only to a paycheck, but 
also to the satisfaction of making the world a better place.66

So You Want a Job in Business Ethics and Social 
Responsibility
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Review Your Understanding

Describe the importance of business ethics and 
social responsibility.

Business ethics refers to principles and standards that define 
acceptable business conduct. Acceptable business behavior 
is defined by customers, competitors, government regulators, 
interest groups, the public, and each individual’s personal 
moral principles and values. Social responsibility is the obliga-
tion an organization assumes to maximize its positive impact 
and minimize its negative impact on society. Socially respon-
sible businesses win the trust and respect of their employees, 
customers, and society and, in the long run, increase profits. 
Ethics is important in business because it builds trust and con-
fidence in business relationships. Unethical actions may result 
in negative publicity, declining sales, and even legal action.

Detect some of the ethical issues that may arise 
in business.

An ethical issue is an identifiable problem, situation, or 
opportunity requiring a person or organization to choose 
from among several actions that must be evaluated as right 
or wrong. Ethical issues can be categorized in the context of 
their relation with conflicts of interest, fairness and honesty, 
communications, and business associations.

Specify how businesses can promote 
ethical behavior.

Businesses can promote ethical behavior by employees by lim-
iting their opportunity to engage in misconduct. Formal codes 
of ethics, ethical policies, and ethics training programs reduce 
the incidence of unethical behavior by informing employees 
what is expected of them and providing punishments for those 
who fail to comply.

Explain the four dimensions of social 
responsibility.

The four dimensions of social responsibility are economic or 
financial viability (being profitable), legal (obeying the law), 
ethical (doing what is right, just, and fair), and philanthropic 
or voluntary (being a good corporate citizen).

Evaluate an organization’s social responsibilities 
to owners, employees, consumers, the 
environment, and the community.

Businesses must maintain proper accounting procedures, 
provide all relevant information about the performance of 
the firm to investors, and protect the owners’ rights and 
investments. In relations with employees, businesses are 
expected to provide a safe workplace, pay employees ade-
quately for their work, and treat them fairly. Consumerism 
refers to the activities undertaken by independent indi-
viduals, groups, and organizations to protect their rights as 
consumers. Increasingly, society expects businesses to take 
greater responsibility for the environment, especially with 
regard to animal rights, as well as water, air, land, and noise 
pollution. Many businesses engage in activities to make the 
communities in which they operate better places for every-
one to live and work.

Evaluate the ethics of a business’s decision.

The “Solve the Dilemma” feature near the end of this chap-
ter presents an ethical dilemma at Checkers Pizza. Using 
the material presented in this chapter, you should be able 
to analyze the ethical issues present in the dilemma, evalu-
ate Barnard’s plan, and develop a course of action for the 
firm.

Critical Thinking Questions

Enter the World of Business Questions

 1. To what extent should there be something of a caveat 
emptor/buyer beware when someone chooses to 
professionally play football in the NFL?

 2. Can the NFL ever really make professional football totally 
safe?

 3. Is playing in the NFL different from being a NASCAR 
driver, a police officer, or an astronaut?

Learn the Terms

bribes 42
business ethics 38
codes of ethics 50
consumerism 57

corporate citizenship 53
ethical issue 41
plagiarism 49
social responsibility 39

sustainability 58
whistleblowing 51
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Check Your Progress

 1. Define business ethics. Who determines whether a business 
activity is ethical? Is unethical conduct always illegal?

 2. Distinguish between ethics and social responsibility.

 3. Why has ethics become so important in business?

 4. What is an ethical issue? What are some of the ethical 
issues named in your text? Why are they ethical issues?

 5. What is a code of ethics? How can one reduce unethical 
behavior in business?

 6. List and discuss the arguments for and against social 
responsibility by business (Table 2-9). Can you think of 
any additional arguments (for or against)?

 7. What responsibilities does a business have toward its 
employees?

 8. What responsibilities does business have with regard to 
the environment? What steps have been taken by some 
responsible businesses to minimize the negative impact 
of their activities on the environment?

 9. What are a business’s responsibilities toward the 
community in which it operates?

Get Involved

 1. Discuss some recent examples of businesses engaging 
in unethical practices. Classify these practices as 
issues of conflict of interest, fairness and honesty, 
communications, or business relationships. Why do you 
think the businesses chose to behave unethically? What 
actions might the businesses have taken?

 2. Discuss with your class some possible methods of 
improving ethical standards in business. Do you 

think that business should regulate its own activities 
or that the federal government should establish 
and enforce ethical standards? How do you think 
businesspeople feel?

 3. Find some examples of socially responsible businesses in 
newspapers or business journals. Explain why you believe 
their actions are socially responsible. Why do you think 
the companies chose to act as they did?

Build Your Skills

Making Decisions about Ethical Issues

Background
The merger of Lockheed and Martin Marietta 
created Lockheed Martin, the number-one 
company in the defense industry—an industry 
that includes such companies as Raytheon and 
Northrop Grumman.

You and the rest of the class are managers at Lockheed 
Martin Corporation, Orlando, Florida. You are getting ready to 
do the group exercise in an ethics training session. The train-
ing instructor announces you will be playing Gray Matters: 
The Ethics Game. You are told that Gray Matters, which was 
prepared for your company’s employees, is also played at 
41 universities, including Harvard University, and at 65 other 
companies. Although there are 55 scenarios in Gray Matters, 
you will have time during this session to complete only the 
four scenarios that your group draws from the stack of cards.67

Task
Form into groups of four to six managers and appoint a group 
leader who will lead a discussion of the case, obtain a consen-
sus answer to the case, and be the one to report the group’s 
answers to the instructor. You will have five minutes to reach 
each decision, after which time, the instructor will give the 
point values and rationale for each choice. Then you will have 
five minutes for the next case, etc., until all four cases have 
been completed. Keep track of your group’s score for each 
case; the winning team will be the group scoring the most 
points.

Since this game is designed to reflect life, you may believe 
that some cases lack clarity or that some of your choices are 
not as precise as you would have liked. Also, some cases have 
only one solution, while others have more than one solution. 
Each choice is assessed to reflect which answer is the most 
correct. Your group’s task is to select only one option in each 
case.
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36

Mini-Case
You work for a company that has implemented a policy of 
a smoke-free environment. You discover employees smok-
ing in the restrooms of the building. You also smoke and 
don’t like having to go outside to do it. What do you do?

Potential Answers

 A. You ignore the situation.

 B. You confront the employees and ask them to stop.

 C. You join them, but only occasionally.

 D. You contact your ethics or human resources 
representative and ask him or her to handle the situation.

40

Mini-Case
Your co-worker is copying company-purchased software 
and taking it home. You know a certain program costs 
$400, and you have been saving for a while to buy it. 
What do you do?

Potential Answers

 A. You figure you can copy it too because nothing has 
ever happened to your co-worker.

 B. You tell your co-worker he can’t legally do this.

 C. You report the matter to the ethics office.

 D. You mention this to your supervisor.

4

Mini-Case
For several months now, one of your colleagues has been 
slacking off, and you are getting stuck doing the work. You 
think it is unfair. What do you do?

Potential Answers

 A. Recognize this as an opportunity for you to 
demonstrate how capable you are.

 B. Go to your supervisor and complain about this unfair 
workload.

 C. Discuss the problem with your colleague in an attempt 
to solve the problem without involving others.

 D. Discuss the problem with the human resources 
department.

7

Mini-Case
You are aware that a fellow employee uses drugs on the 
job. Another friend encourages you to confront the person 
instead of informing the supervisor. What do you do?

Potential Answers

 A. You speak to the alleged user and encourage him to 
get help.

 B. You elect to tell your supervisor that you suspect an 
employee is using drugs on the job.

 C. You confront the alleged user and tell him either to 
quit using drugs or you will “turn him in.”

 D. Report the matter to employee assistance.

Solve the Dilemma

Customer Privacy

Checkers Pizza was one of the first to offer home 
delivery service, with overwhelming success. 
However, the major pizza chains soon followed 
suit, taking away Checkers’ competitive edge. 
Jon Barnard, Checkers’ founder and co-owner, 

needed a new gimmick to beat the competition. He decided to 
develop a computerized information database that would make 
Checkers the most efficient competitor and provide insight into 
consumer buying behavior at the same time. Under the system, 

telephone customers were asked their phone number; if they 
had ordered from Checkers before, their address and previous 
order information came up on the computer screen.

After successfully testing the new system, Barnard put the 
computerized order network in place in all Checkers outlets. 
After three months of success, 
he decided to give an award 
to the family that ate the most 
Checkers pizza. Through the 
tracking system, the company 

Evaluate the ethics of a 
 business’s decision.

LO 2-6
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Build Your Business Plan

Business Ethics and Social Responsibility

Think about which industry you are consider-
ing competing in with your good/service. Is 
there any kind of questionable practices in the 
way the product has been traditionally sold? 
Produced? Advertised? Have there been any 

recent accusations regarding safety within the industry? What 
about any environmental concerns?

For example, if you are thinking of opening a lawn care 
business, you need to be thinking about what possible effects 
the chemicals you are using will have on the client and the 
environment. You have a responsibility to keep your custom-
ers safe and healthy. You also have the social responsibility to 
let the community know of any damaging effect you may be 
directly or indirectly responsible for.

identified the biggest customer, who had ordered a pizza 
every weekday for the past three months (63 pizzas). The com-
pany put together a program to surprise the family with an 
award, free-food certificates, and a news story announcing 
the award. As Barnard began to plan for the event, however, 
he began to think that maybe the family might not want all 
the attention and publicity.

Critical Thinking Questions
 1. What are some of the ethical issues in giving customers 

an award for consumption behavior without notifying 
them first?

 2. Do you see this as a potential violation of privacy? Explain.

 3. How would you handle the situation if you were Barnard?

See for Yourself Videocase

Warby Parker: An Affordable World Vision

Eyewear firm Warby Parker is known for more 
than just its affordable glasses. It has adopted 
a business model that helps advance entrepre-
neurship opportunities and economic develop-
ment across the world. In 2008, co-founders Neil 

Blumenthal, David Gilboa, and three classmates embarked upon 
a plan to make glasses that would be affordable for the masses. 
The idea was developed for Wharton’s business plan competi-
tion. Not only did their idea not win the competition, it did not 
even make it to the final round. Their plans for a company that 
sold glasses at a more affordable price seemed like a flop.

Fast track nearly a decade later, and Warby Parker has 
sold well over 1 million pairs of glasses. The premise behind the 
startup was simple. Blumenthal and Gilboa realized that one 
company had a near-monopoly over the optical industry, giv-
ing it the power to set steep prices. Blumenthal believed that 
by designing and manufacturing glasses in-house and selling 
them on the Internet, the company would be able to save on 
costs that it could then pass on to consumers. Warby Parker’s 
unique business model enables the firm to sell designer-style 
eyeglasses for as little as $95 each.

From the get-go, the founders wanted to create a differ-
ent kind of company centered on integrity. Blumenthal had 
previously worked with the nonprofit Visionspring, a charity 
that provides quality eyeglasses to those in need in develop-
ing countries. They decided to adopt a unique business model 
in which the organization would partner with Visionspring 

to provide one pair of eyeglasses to someone in need for 
every pair of eyeglasses sold. Every month, Warby Parker 
tallies the number of eyeglasses sold and makes a donation 
to Visionspring. The donation covers the costs of sourcing 
glasses. At Warby Parker, this initiative is not simply philan-
thropy; rather, it has been incorporated into the firm’s busi-
ness model as a critical component of its operations.

On the surface, donating eyewear might not seem like it 
directly affects economic development. However, the founder 
of Visionspring, Jack Kassalow, describes just how important 
eyewear is for people who have vision impairment problems 
that could be solved with a pair of eyeglasses. “Vision is criti-
cal for work. If you can’t see, you can’t work. Vision is critical 
to learn. If you can’t see, you can’t learn. And [it’s] critical as 
well to human security. If you can’t see, it’s hard to be safe as 
you move about the world,” Kassawlow says.

However, Warby Parker and Visionspring are careful not 
to simply donate the glasses. While this might help individu-
als with their sight, it would miss out on the opportunity to 
encourage economic growth. Instead, Visionspring trains local 
women to be entrepreneurs and sell the glasses to trades-
people for $4 each. This model provides jobs for women and 
enables them to earn wages that they can then spend improv-
ing their communities. As for the tradespeople who purchase 
the glasses, it is estimated that their productivity increases by 
35 percent and their earning power by 20 percent.

Warby Parker is living proof that a company can be 
socially responsible and profitable. Although it started out as 
an online-only firm, Warby Parker has since opened nearly 100 
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retail locations and is valued at $1.75 billion. Throughout its 
growth, Warby Parker has maintained a strong focus on the 
customer. For instance, it allows customers to try out five pairs 
of glasses for five days at no cost. Kasselow comments on how 
Warby Parker has been able to develop a highly efficient busi-
ness model that is fair to both customers and those in devel-
oping nations. “The price is incredibly fair. But because they 
are able to be as efficient as they are in their supply chain, 
they’re also able to bring it to market in a way that they can 
become a profitable company and scale their idea to provide 
affordable glasses to hopefully hundreds of millions of people, 
not only in the U.S. but all around the world,” he says.68

Critical Thinking Questions
 1. Describe Warby Parker’s ethical vision in selling 

eyeglasses.

 2. How does Warby Parker integrate social responsibility 
into its business?

 3. Why does Warby Parker charge $4 to those in need of 
eyeglasses in developing countries?

You can find the related video in the Video Library 
in Connect. Ask your instructor how you can access 
Connect.

Team Exercise

Sam Walton, founder of Walmart, had an early strategy 
for growing his business related to pricing. The “Opening Price 
Point” strategy used by Walton involved offering the intro-
ductory product in a product line at the lowest point in the 
market. For example, a minimally equipped microwave oven 
would sell for less than anyone else in town could sell the same 
unit. The strategy was that if consumers saw a product, such 

as the microwave, and saw it as a good value, they would 
assume that all of the microwaves were good values. Walton 
also noted that most people don’t buy the entry-level product; 
they want more features and capabilities and often trade up.

Form teams and assign the role of defending this strat-
egy or casting this strategy as an unethical act. Present your 
thoughts on either side of the issue.
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Learning Objectives
After reading this chapter, you will be able to:

 LO 3-1 Explore some of the factors within 
the international trade environment 
that influence business.

 LO 3-2 Assess some of the economic, 
legal, political, social, cultural, and 
technological barriers to international 
business.

 LO 3-3 Specify some of the agreements, 
alliances, and organizations that 
may encourage trade across 
international boundaries.

 LO 3-4 Summarize the different levels 
of organizational involvement in 
international trade.

 LO 3-5 Contrast two basic strategies used in 
international business.

 LO 3-6 Assess the opportunities and 
problems facing a small business 
that is considering expanding into 
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Enter the World of Business

Alibaba: China’s National Treasure
Jack Ma founded Alibaba as an e-commerce business in 1999 after taking a 

trip to California’s Silicon Valley. While there, he saw firsthand how the Internet 

was transforming the business world. He realized the commercial potential of 

pioneering an online marketing channel in China so small businesses could con-

nect with local and international buyers.

Ma created an Internet marketplace he named “Alibaba” because of the asso-

ciation with opening doors and finding treasure. The initial business-to-business 

website did so well that Alibaba opened a second online marketplace for sell-

ing to consumers called Taobao, followed by an e-commerce mall for multina-

tional retailers targeting Chinese consumers. In 2005, Ma formed a strategic 

alliance with Yahoo! Inc. co-founder Jerry Yang when he recognized the need 

for a search engine partner. The deal resulted in Yahoo! purchasing a 40 percent 

stake in Alibaba for $1 billion.

Ma’s launch of a Chinese e-commerce business was not without risk. 

Obstacles existed in the economic and technological environments. Disposable 

incomes were still relatively low in China, and Internet connections were slow 

and expensive. However, as technology improved and disposable incomes 

increased, more Chinese consumers became interested in e-commerce.

Today, the company’s many marketplaces and supporting businesses serve 

more than 600 million customers in 240 nations. Alibaba has held tightly to its 

top spot in China. With a 47 percent market share in China’s online retail market, 

Alibaba has made it difficult for Amazon to compete on price, preventing the U.S. 

online retail giant from gaining traction. China, with approximately 890  million 

online shoppers, is overtaking the United States as the largest e- commerce 

market.1
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Introduction
Consumers around the world can drink Coca-Cola and Pepsi, eat at McDonald’s 
and Pizza Hut, buy an Apple phone made in China, and watch CNN and MTV on 
Samsung televisions. It may surprise you that German automaker BMW has manu-
facturing facilities in Mexico and South Africa that export many of their cars to the 
United States. In fact, one-third of all 3-series sold in the United States are built in 
South Africa.2 The products you consume today are just as likely to have been made 
in China, India, or Germany as in the United States.3 Likewise, consumers in other 
countries buy Western electrical equipment, clothing, rock music, cosmetics, and toi-
letries, as well as computers, robots, and household goods. Google’s YouTube has 
more than 1 billion hours of global viewing of videos a day.4

Many U.S. firms are finding that international markets provide tremendous oppor-
tunities for growth. Accessing these markets can promote innovation, while intensify-
ing global competition spurs companies to market better and less expensive products. 
Today, the more than 7 billion people who inhabit the earth comprise one tremendous 
marketplace.

In this chapter, we explore business in this exciting global marketplace. First, 
we look at the nature of international business, including barriers and promoters of 
trade across international boundaries. Next, we consider the levels of organizational 
involvement in international business. Finally, we briefly discuss strategies for trad-
ing across national borders.

The Role of International Business
International business refers to the buying, selling, and trading of goods and services 
across national boundaries. Falling political barriers and new technology are making 
it possible for more and more companies to sell their products overseas as well as at 
home. And, as differences among nations continue to narrow, the trend toward the 
globalization of business is becoming increasingly important. Starbucks serves mil-
lions of global customers at more than 24,000 locations in 75 markets.5 The Internet 
and the ease by which mobile applications can be developed provide many compa-
nies with easier entry to access global markets than opening brick-and-mortar stores.6 

Independent record labels are experiencing a surge 
in revenue from services like Spotify. Now through 
streaming, foreign markets are accessible and many 
are drawing almost half their listeners from outside 
the home country.7 Amazon, an online retailer, has 
distribution centers from Nevada to Germany that fill 
millions of orders a day and ship them to customers 
in every corner of the world. Outside of the United 
States, China has become Apple’s second largest 
market while Europe is the largest.8 Indeed, most 
of the world’s population and two-thirds of its total 
 purchasing power are outside the United States.

When McDonald’s sells a Big Mac in Moscow, 
Sony sells a television in Detroit, or a small Swiss 
medical supply company sells a shipment of ortho-
pedic devices to a hospital in Monterrey, Mexico, the 
sale affects the economies of the countries involved. 

international business
the buying, selling, and 
trading of goods and services 
across national boundaries.

Subway has more restaurants around the world than any other  fast-
food chain.

©McGraw-Hill Education/Andrew Resek, photographer

Explore some of the factors 
within the international trade 
environment that influence 
business.

LO 3-1
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The U.S. market, with 325 million consumers, makes 
up only 4.4 percent of the more than 7.6 billion peo-
ple in the world to whom global companies must con-
sider marketing. Global marketing requires balancing 
a firm’s global brand with the needs of local consum-
ers.9 To begin our study of international business, 
we must first consider some economic issues: why 
nations trade, exporting and importing, and the bal-
ance of trade.

Why Nations Trade
Nations and businesses engage in international trade 
to obtain raw materials and goods that are otherwise 
unavailable to them or are available elsewhere at a 
lower price than that at which they themselves can 
produce. A nation, or individuals and organizations 
from a nation, sell surplus materials and goods to 
acquire funds to buy the goods, services, and ideas 
its people need. Countries like Ethiopia, Cameroon, 
and Kenya trade with Western nations in order to 
acquire technology and techniques to advance their 
economy. Which goods and services a nation sells depends on what resources it has 
available.

Some nations have a monopoly on the production of a particular resource or prod-
uct. Such a monopoly, or absolute advantage, exists when a country is the only source 
of an item, the only producer of an item, or the most efficient producer of an item. An 
example would be an African mining company that possesses the only mine where 
a specialty diamond can be found. Russia has an absolute advantage in yuksporite, a 
rare and useful mineral that can be found only in Russia.

Most international trade is based on comparative advantage, which occurs when 
a country specializes in products that it can supply more efficiently or at a lower cost 
than it can produce other items. France has a comparative advantage in making wine 
because of its agricultural capabilities, reputation, and the experience of its vintners. 
The United States, having adopted new technological methods in hydraulic frac-
turing, has created a comparative advantage in the drilling and exporting of natural 
gas.11 Other countries, particularly India and Ireland, are also gaining a comparative 
advantage over the United States in the provision of some services, such as call-center 
operations, engineering, and software programming. As a result, U.S. companies are 
increasingly outsourcing, or transferring manufacturing and other tasks to countries 
where labor and supplies are less expensive. Outsourcing has become a controversial 
practice in the United States because many jobs have moved overseas where those tasks 
can be accomplished for lower costs. Ireland has become a destination of choice for 
U.S. companies because of a well-educated workforce and technological capabilities.

Trade between Countries
To obtain needed goods and services and the funds to pay for them, nations trade by export-
ing and importing. Exporting is the sale of goods and services to foreign markets. The 
United States exports more than $2.3 trillion in goods and services annually.12 U.S. busi-
nesses export many goods and services, particularly agricultural, entertainment (movies, 

absolute advantage
a monopoly that exists when 
a country is the only source 
of an item, the only producer 
of an item, or the most 
efficient producer of an item.

comparative advantage
the basis of most 
international trade, when 
a country specializes in 
products that it can supply 
more efficiently or at a lower 
cost than it can produce 
other items.

outsourcing
the transferring of 
manufacturing or other 
tasks—such as data 
processing—to countries 
where labor and supplies are 
less expensive.

exporting
the sale of goods and 
services to foreign markets.

DID YOU KNOW? Subway has surpassed McDonald’s 
as the largest global restaurant chain, with more than 43,000 
restaurants.10

Many companies choose to outsource manufacturing to factories in 
Asia due to lower costs of labor.

©Roberto Westbrook/Blend Images
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television shows, etc.), and technological products. Importing is the purchase of goods and 
services from foreign sources. Many of the goods you buy in the United States are likely 
to be imports or to have some imported components. Sometimes, you may not even realize 
they are imports. The United States imports more than $2.9 trillion each year.13

Balance of Trade
You have probably read or heard about the fact that the United States has a trade def-
icit, but what is a trade deficit? A nation’s balance of trade is the difference in value 
between its exports and imports. Because the United States (and some other nations 
as well) imports more products than it exports, it has a negative balance of trade, or 
trade deficit. U.S. exports to China rapidly increased, as Figure 3.1 indicates, but not 
fast enough to offset the imports from China. Table 3.1 shows the overall trade deficit 
for the United States, which is currently around $502 million.14 The trade deficit fluc-
tuates according to such factors as the health of the United States and other econo-
mies, productivity, perceived quality, and exchange rates. Trade deficits are harmful 
because they can mean the failure of businesses, the loss of jobs, and a lowered stand-
ard of living.

importing
the purchase of goods and 
services from foreign sources.

balance of trade
the difference in value 
between a nation’s exports 
and its imports.

FIGURE 3.1
U.S. Exports to China 
(millions of U.S. dollars)

$0
2000 2001 2003 2005 2007 2009 2011 2015 2016 20172013

$20,000

$40,000

$60,000

$80,000

$100,000

$140,000

$120,000

Source: U.S. Census Bureau, “Trade in Goods with China,” https://www.census.gov/foreign-trade/balance/c5700.html (accessed April 7, 
2018).

1990 2000 2010 2011 2012 2013 2014 2015 2016 2017

Exports 535.2 1,075.3 1,853.6 2,127.0 2,219.0 2,279.9 2,343.2 2,230.3 2,212.1 2,427

Imports 616.1 1,447.8 2,348.3 2,675.6 2,755.8 2,758.3 2,851.5 2,761.8 2,712.6 2,900

Trade surplus/
deficit

−80.9 −372.5 −494.7 −548.6 −536.8 −478.4 −508.3 −531.5 −500.6 −568

Source: U.S. Bureau of the Census, Foreign Trade Division, “U.S. Trade in Goods and Services—Balance of Payments (BOP) Basis,” March 7, 2018 www.census.gov/foreign-
trade/statistics/historical/gands.pdf (accessed April 1, 2018).

TABLE 3.1
U.S. Trade Deficit (in billions of dollars)

Need help under-
standing balance 
of trade? Visit your 
Connect ebook 
video tab for a 
brief animated 
explanation.
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Of course, when a nation exports more goods than it imports, it has a favorable 
balance of trade, or trade surplus. Until about 1970, the United States had a trade 
surplus due to an abundance of natural resources and the relative efficiency of its 
manufacturing systems. Table 3.2 shows the top 10 countries with which the United 
States has a trade deficit and a trade surplus.

The difference between the flow of money into and out of a country is called its 
balance of payments. A country’s balance of trade, foreign investments, foreign aid, 
loans, military expenditures, and money spent by tourists comprise its balance of 
payments. As you might expect, a country with a trade surplus generally has a favor-
able balance of payments because it is receiving more money from trade with foreign 
countries than it is paying out. When a country has a trade deficit, more money flows 
out of the country than into it. If more money flows out of the country than into it 
from tourism and other sources, the country may experience declining production and 
higher unemployment because there is less money available for spending.

International Trade Barriers
Completely free trade seldom exists. When a company decides to do business outside 
its own country, it will encounter a number of barriers to international trade. Any firm 
considering international business must research the other country’s economic, legal, 
political, social, cultural, and technological background. Such research will help the 
company choose an appropriate level of involvement and operating strategies, as we 
will see later in this chapter.

Economic Barriers
When looking at doing business in another country, managers must consider a num-
ber of basic economic factors, such as economic development, infrastructure, and 
exchange rates.

trade deficit
a nation’s negative balance 
of trade, which exists when 
that country imports more 
products than it exports.

balance of payments
the difference between the 
flow of money into and out of 
a country.

Trade Deficit Trade Surplus

 1. China Hong Kong

 2. Japan Netherlands

 3. Germany Australia 

 4. Mexico Belgium 

 5. Canada United Arab Emirates 

 6. Ireland Singapore

 7. Vietnam Argentina 

 8. Italy Panama

 9. India Dominican Republic

 10. South Korea Egypt

Sources: “Top Ten Countries with which the U.S. Has a Trade Deficit,” January 2018, https://www.census.gov/foreign-trade/
statistics/highlights/toppartners.html#def (accessed April 1, 2018).

TABLE 3.2
Top 10 Countries with which the United States Has Trade Deficits/Surpluses

Assess some of the  
 economic, legal, political,  
social, cultural, and 
 technological  barriers to 
 international business.

LO 3-2
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Economic Development. When considering doing business abroad, U.S. busi-
nesspeople need to recognize that they cannot take for granted that other countries 
offer the same things as are found in industrialized nations—economically advanced 
countries such as the United States, Japan, Great Britain, and Canada. Many countries 
in Africa, Asia, and South America, for example, are in general poorer and less eco-
nomically advanced than those in North America and Europe; they are often called 
less-developed countries (LDCs). LDCs are characterized by low per-capita income 
(income generated by the nation’s production of goods and services divided by the 
population), which means that consumers are less likely to purchase nonessential 
products. Nonetheless, LDCs represent a potentially huge and profitable market for 
many businesses because they may be buying technology to improve their infrastruc-
tures, and much of the population may desire consumer products. For example, auto-
mobile manufacturers are looking toward LDCs as a way to expand their customer 
base. The rising middle class has caused many consumers in India and China to desire 
their own vehicles. The automobile market in China is now larger than the market in 
the United States.

A country’s level of development is determined in part by its infrastructure, the 
physical facilities that support its economic activities, such as railroads, highways, 
ports, airfields, utilities and power plants, schools, hospitals, communication systems, 
and commercial distribution systems. When doing business in LDCs, for example, a 
business may need to compensate for rudimentary distribution and communication 
systems, or even a lack of technology.

Exchange Rates. The ratio at which one nation’s currency can be exchanged for 
another nation’s currency is the exchange rate. Exchange rates vary daily and can 
be  found in newspapers and through many sites on the Internet. Familiarity with 
exchange rates is important because they affect the cost of imports and exports. 
When the value of the U.S. dollar declines relative to other currencies, such as the 
euro, the price of imports becomes more economical for U.S. consumers. For exam-
ple, if the exchange rate for the dollar moves from $1.40 per euro to $1.25 per euro, 
then imports from Europe will be less expensive. On the other hand, U.S. exports 
become relatively expensive for international markets—in this example, the European 
Union (EU). The U.S. dollar is most frequently used in international trade, with 
81 percent of trade finance conducted in U.S. dollars.15

Occasionally, a government may intentionally alter the value of its currency 
through fiscal policy. Devaluation decreases the value of currency in relation to other 
currencies. If the U.S. government were to devalue the dollar, it would lower the cost 
of American goods abroad and make trips to the United States less expensive for 
foreign tourists. Thus, devaluation encourages the sale of domestic goods and tour-
ism. On the other hand, when Switzerland’s central bank let the value of the Swiss 
franc rise by 30 percent against the euro, it resulted in increasing the costs of exports. 
This made everything exported from Switzerland more expensive, including tourism. 
However, Swiss brands including expensive watches were offered at large discounts 
if bought using Swiss francs.16 Revaluation, as in the Swiss example, increases the 
value of a currency in relation to other currencies, but occurs rarely.

Ethical, Legal, and Political Barriers
A company that decides to enter the international marketplace must contend with 
potentially complex relationships among the different laws of its own nation, inter-
national laws, and the laws of the nation with which it will be trading; various trade 

infrastructure
the physical facilities 
that support a country’s 
economic activities, such as 
railroads, highways, ports, 
airfields, utilities and power 
plants, schools, hospitals, 
communication systems, 
and commercial distribution 
systems.

exchange rate
the ratio at which one 
nation’s currency can be 
exchanged for another 
nation’s currency.
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restrictions imposed on international trade; changing political climates; and different 
ethical values. Legal and ethical requirements for successful business are increasing 
globally.

Laws and Regulations. The United States has a number of laws and regulations 
that govern the activities of U.S. firms engaged in international trade and has a variety 
of friendship, commerce, and navigation treaties with other nations. These treaties 
allow business to be transacted between U.S. companies and citizens of the specified 
countries. We discuss some of these relationships in this chapter.

Once outside U.S. borders, businesspeople are likely to find that the laws of other 
nations differ from those of the United States. Many of the legal rights that Americans 
take for granted do not exist in other countries, and a firm doing business abroad must 
understand and obey the laws of the host country. Some countries have strict laws 
limiting the amount of local currency that can be taken out of the country and the 
amount of currency that can be brought in; others limit how foreign companies can 
operate within the country. While the United States has been slow to sell commercial 
drones globally due to regulations, Australia, Singapore, and Britain have regulations 
that have allowed drone deliveries to grow quickly.18

Some countries have copyright and patent laws that are less strict than those of 
the United States, and some countries fail to honor U.S. laws. Because copying is a 
tradition in China and Vietnam and laws protecting copyrights and intellectual prop-
erty are weak and minimally enforced, those countries are flooded with counterfeit 
videos, movies, computer software, furniture, and clothing. China pays $8 billion a 
year for U.S. intellectual property, only slightly more than South Korea, an economy 
one-tenth the size of China.19 Companies are angry because the counterfeits harm not 
only their sales, but also their reputations if the knock-offs are of poor quality. Such 
counterfeiting is not limited to China or Vietnam. It is estimated that nearly half of 
all software installed on personal computers worldwide is not properly licensed.20 

Entrepreneurship in Action

Kenya Counts on Mobile Banking
M-Pesa
Founders: Nick Hughes and Susie Lonie
Founded: 2007, launched in Kenya through Safaricom
Success: Originally launched in Kenya, today this mobile- 
transfer payment system has 30 million users in 10 countries.

In 2007, mobile-transfer payment system M-Pesa was 
launched by British multinational Vodafone’s Kenyan mobile 
operator Safaricom. Little did it know how revolutionary this 
innovation would be for the economy. M-Pesa used mobile ser-
vices to leapfrog existing technological barriers and open up 
new opportunities for millions of Kenyans.

In Kenya, a less-developed country, banks tended to avoid 
catering to lower-income populations, and the distance to 
financial institutions could be far. The mobile-transfer payment 
service allowed Kenyan residents to quickly and securely trans-
fer funds to merchants and family members. It also allowed 

for a significant rise in entrepreneurship. It is estimated that 
M-Pesa extended financial services to 20 million Kenyans, 
prompting many to start their own small businesses. Unlike the 
United States, credit cards are rare in Kenya, as many Kenyans 
now use M-Pesa to pay for meals and other transactions.

Over the years, M-Pesa has expanded to nine other coun-
tries, including Tanzania, Romania, India, the Democratic 
Republic of the Congo, and Albania. While competition is ris-
ing for M-Pesa, the possibilities of worldwide expansion remain 
high as mobile payments gain traction globally.17

Critical Thinking Questions
 1. What conditions in Kenya created the ideal conditions for 

a mobile banking service?
 2. In what ways has M-Pesa paved the way for entrepreneur-

ship in Kenya?
 3. How can businesses in different industries profit from 

opportunities in less-developed countries?

Final PDF to printer



80

fer88367_ch03_072-106.indd 80 11/13/18  03:43 PM

Part 1   Business in a Changing World

In countries where these activities occur, laws against them may not be sufficiently 
enforced if counterfeiting is deemed illegal. Thus, businesses engaging in foreign 
trade may have to take extra steps to protect their products because local laws may be 
insufficient to do so.

Tariffs and Trade Restrictions. Tariffs and other trade restrictions are part of a 
country’s legal structure but may be established or removed for political reasons. An 
import tariff is a tax levied by a nation on goods imported into the country. A fixed 
tariff is a specific amount of money levied on each unit of a product brought into the 
country, while an ad valorem tariff is based on the value of the item. Most countries 
allow citizens traveling abroad to bring home a certain amount of merchandise with-
out paying an import tariff. A U.S. citizen may bring $200, $800, or $1,600 worth of 
merchandise into the United States duty free depending on the country visited. After 
that, U.S. citizens must pay an ad valorem tariff based on the cost of the item and the 
country of origin. Thus, identical items purchased in different countries might have 
different tariffs.

Countries sometimes levy tariffs for political reasons, as when they impose 
sanctions against other countries to protest their actions. However, import tariffs 
are more commonly imposed to protect domestic products by raising the price of 
imported ones. Such protective tariffs have become controversial as Americans 
become increasingly concerned over the U.S. trade deficit. Protective tariffs allow 
more expensive domestic goods to compete with foreign ones. For example, the 
United States has imposed tariffs on steel imported into the United States because 
imports have caused many local steelworks to crash.21 Other markets can produce 
steel more cheaply than the United States. The United States placed tariffs on alu-
minum and steel imports from all countries but Canada and Mexico in 2018. Small 
manufacturers that fabricate metal into parts for cars, appliances, and other com-
ponents feared job loss and higher prices.22 The United States indicated it would 
drop the 25 percent tariffs on steel and aluminum if other countries would make 
concessions on other trade issues.23 In addition, tariffs were placed on some high-
tech products from China. In response, China placed tariffs, up to 25 percent, on 
128 U.S. products including fresh and dried fruit, soybeans, wine, pork, and some 

steel products. In 2017, the United States placed a  
21 percent tariff on Canadian softwood, claiming 
the industry was unfairly subsidized. This tariff 
resulted in driving lumber prices to record highs in 
2018 because Canadian producers passed the higher 
tariffs back to U.S. purchasers.24

The EU levies tariffs on many products, including 
some seafood imports and fruits. Critics of protec-
tive tariffs argue that their use inhibits free trade and 
competition. Supporters of protective tariffs say they 
insulate domestic industries, particularly new ones, 
against well-established foreign competitors. Once 
an industry matures, however, its advocates may be 
reluctant to let go of the tariff that protected it. Tariffs 
also help when, because of low labor costs and other 
advantages, foreign competitors can afford to sell 
their products at prices lower than those charged by 
domestic companies. Some Americans argue that 

import tariff
a tax levied by a nation on 
goods imported into the 
country.

After the United States imposed a 21 percent tariff on Canadian 
softwood, lumber prices reached record highs.

©Spaces Images/Blend Images

Final PDF to printer



81

fer88367_ch03_072-106.indd 81 11/13/18  03:43 PM

Chapter 3   Business in a Borderless World

tariffs should be used to keep domestic wages high and unemployment low. Recently, 
there are fears that a trade war could develop that damages the world economy.

Exchange controls restrict the amount of currency that can be bought or sold. Some 
countries control their foreign trade by forcing businesspeople to buy and sell foreign 
products through a central bank. If John Deere, for example, receives payments for its 
tractors in a foreign currency, it may be required to sell the currency to that nation’s 
central bank. When foreign currency is in short supply, as it is in many LDCs, the 
government uses foreign currency to purchase necessities and capital goods and pro-
duces other products locally, thus limiting its need for foreign imports.

A quota limits the number of units of a particular product that can be imported 
into a country. A quota may be established by voluntary agreement or by government 
decree. The United States imposes quotas on certain goods, such as garments pro-
duced in Vietnam and China. Quotas are designed to protect the industries and jobs 
of the country imposing the quota. Quotas help domestic suppliers but will lead to 
higher prices for consumers.

An embargo prohibits trade in a particular product. Embargoes are generally 
directed at specific goods or countries and may be established for political, economic, 
health, or religious reasons. The United States currently maintains a trade embargo 
with Cuba. While the Obama administration reestablished trade and diplomatic rela-
tions between Cuba and the United States, the Trump administration tightened the 
embargo by restricting access to hotels and stores tied to the Cuban military from 
Americans. It is much easier to travel to Cuba than in previous decades, and U.S. cit-
izens can bring back Cuban cigars and rum. The government has also approved the 
building of a U.S. factory in Cuba, the first time in more than 50 years.25 It may be 
surprising to know that U.S. farmers export hundreds of millions of dollars’ worth 
of commodities to Cuba each year, based on a 2000 law that provided permission for 
some trade to the embargoed country.26 Health embargoes prevent the importing of 
various pharmaceuticals, animals, plants, and agricultural products. Muslim nations 
forbid the importation of alcoholic beverages on religious grounds.

One common reason for setting quotas or tariffs is to prohibit dumping, which 
occurs when a country or business sells products at less than what it costs to produce 
them. For example, China accused the EU and Japan of dumping its stainless steel 
tubes, thus harming China’s domestic industry.27 A company may dump its products 
for several reasons. Dumping permits quick entry 
into a market. Sometimes, dumping occurs when 
the domestic market for a firm’s product is too small 
to support an efficient level of production. In other 
cases, technologically obsolete products that are no 
longer salable in the country of origin are dumped 
overseas. Dumping is relatively difficult to prove, 
but even the suspicion of dumping can lead to the 
imposition of quotas or tariffs. China instituted anti-
dumping duties on EU and Japanese imports.28 As 
with other trade restrictions, dumping quotas or tar-
iffs result in higher prices for consumers.

Political Barriers. Unlike legal issues, political 
considerations are seldom written down and often 
change rapidly. Nations that have been subject to eco-
nomic sanctions for political reasons in recent years 

exchange controls
regulations that restrict the 
amount of currency that can 
be bought or sold.

quota
a restriction on the number 
of units of a particular 
product that can be imported 
into a country.

embargo
a prohibition on trade in a 
particular product.

dumping
the act of a country or 
business selling products at 
less than what it costs to 
produce them.

Due to the U.S. embargo against Cuba, many Cubans drive older 
automobiles.

©Horizon Images/Motion/Alamy Stock Photo
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include Cuba, Iran, Syria, and North Korea. While these were dramatic events, polit-
ical considerations affect international business daily as governments enact tariffs, 
embargoes, or other types of trade restrictions in response to political events.

Businesses engaged in international trade must consider the relative instability of 
countries such as Iraq, Ukraine, and Venezuela. Political unrest in countries such as 
Pakistan, Somalia, and the Democratic Republic of the Congo may create a hostile 
or even dangerous environment for foreign businesses. Natural disasters can cripple a 

country’s government, making the region even more 
unstable. Finally, a sudden change in power can result 
in a regime that is hostile to foreign investment. Some 
businesses have been forced out of a country altogether, 
as when Hugo Chavez conducted a socialist revolution 
in Venezuela to force out or take over American oil 
companies. Whether they like it or not, companies are 
often involved directly or indirectly in international 
politics. Today, Venezuela has a sinking economy with 
shortages of products and political unrest.

Political concerns may lead a group of nations 
to form a cartel, a group of firms or nations that 
agrees to act as a monopoly and not compete with 
each other, to generate a competitive advantage in 
world markets. Probably the most famous cartel is 
OPEC, the Organization of Petroleum Exporting 
Countries, founded in the 1960s to increase the price 
of petroleum throughout the world and to maintain 

cartel
a group of firms or nations 
that agrees to act as a 
monopoly and not compete 
with each other, in order 
to generate a competitive 
advantage in world markets.

Political instability in many nations has led to an influx of refugees. 
The potential for political turmoil is a substantial risk businesses face 
when expanding overseas.

©Sk Hasan Ali/Shutterstock

Responding to Business Challenges

Uber Attempts to Make  
the Right Turn
Uber provides ride-sharing services by connecting drivers and 
riders through an app. It has expanded its operations to 674 
cities in 83 countries worldwide. As it expands, Uber is engag-
ing in strategic partnerships with local companies. These alli-
ances allow Uber to utilize the knowledge of domestic firms 
familiar with the country’s culture. Uber has partnered with 
Times Internet in India, Baidu in China, and America Movil in 
Latin America.

Despite its success, Uber had faced problems in expanding 
internationally. In Spain, a judge ruled that Uber drivers are not 
legally authorized to transport passengers and that it unfairly 
competes against licensed taxi drivers. France and Germany 
instituted similar bans against unlicensed Uber drivers. Uber 
returned to Spain with UberX, which uses licensed drivers.

India is Uber’s second-largest market after the United States. 
In New Delhi, the taxi industry banned app-based services 

without radio-taxi permits in the capital for safety reasons. Uber 
made changes to increase safety. Yet despite these changes, 
Uber continued to run afoul of Indian authorities. India asked 
Internet service providers to block Uber’s websites because it 
continued to operate in the city despite being banned.

Uber has taken a global approach to expansion by applying 
the same practices in other countries as it does in the United 
States. However, it is realizing that it must take a more cus-
tomized approach to achieve long-term international market 
success.29

Critical Thinking Questions
 1. What are some of the major advantages Uber is expe-

riencing by creating strategic partnerships with other 
companies?

 2. What are some challenges Uber is facing as it expands 
globally?

 3. What are some of the barriers that Uber is encountering 
in different countries?
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high prices. By working to ensure stable oil prices, 
OPEC hopes to enhance the economies of its member 
nations. In 2018, OPEC and some non-OPEC mem-
bers agreed to cut oil production to increase and sta-
bilize prices.

Social and Cultural Barriers
Most businesspeople engaged in international trade 
underestimate the importance of social and cul-
tural differences; but these differences can derail 
an important transaction. Tiffany & Co. learned 
that more attentive customer service was necessary 
in order to succeed in Japan, and bold marketing 
and advertising served as the recipe for success in 
China.30 And in Europe, Starbucks took the unprece-
dented step of allowing its locations to be franchised 
in order to reach smaller markets that are unfamiliar. 
This way, Starbucks reduced some of the cultural and social risks involved in enter-
ing such markets.31 For example, Starbucks opened its first store in Italy in 2018.32 
Starbucks waited to enter Italy because it needed to understand the coffee culture 
there. Unfortunately, cultural norms are rarely written down, and what is written 
down may well be inaccurate.

Cultural differences include differences in spoken and written language. Although 
it is certainly possible to translate words from one language to another, the true mean-
ing is sometimes misinterpreted or lost. Consider some translations that went awry in 
foreign markets:

 ∙  Scandinavian vacuum manufacturer Electrolux used the following in an 
American campaign: “Nothing sucks like an Electrolux.”

 ∙  The Coca-Cola name in China was first read as “Ke-kou-ke-la,” meaning “bite 
the wax tadpole.”

 ∙  In Italy, a campaign for Schweppes Tonic Water translated the name into 
Schweppes Toilet Water.33

Translators cannot just translate slogans, advertising campaigns, and website lan-
guage; they must know the cultural differences that could affect a company’s success.

Differences in body language and personal space also affect international trade. 
Body language is nonverbal, usually unconscious communication through gestures, 
posture, and facial expression. Personal space is the distance at which one person 
feels comfortable talking to another. Americans tend to stand a moderate distance 
away from the person with whom they are speaking. Arab businessmen tend to stand 
face-to-face with the object of their conversation. Additionally, gestures vary from 
culture to culture, and gestures considered acceptable in American society—pointing, 
for example—may be considered rude in others. Table 3.3 shows some of the behav-
iors considered rude or unacceptable in other countries. Such cultural differences may 
generate uncomfortable feelings or misunderstandings when businesspeople of differ-
ent countries negotiate with each other.

Family roles also influence marketing activities. Many countries do not allow 
children to be used in advertising, for example. Advertising that features people in 
nontraditional social roles may or may not be successful either. Companies should 

Sociocultural differences can create challenges for businesses that 
want to invest in other countries.

©LEE SNIDER PHOTO IMAGES/Shutterstock
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also guard against marketing that could be perceived as reinforcing negative stereo-
types. Coca-Cola was forced to pull an online advertisement and issue an apology 
after releasing a Christmas ad showing fair-skinned people arriving at an indige-
nous village in Mexico bearing gifts of sodas and a Christmas tree. Mexican activists 
claimed the advertisement reinforced negative stereotypes of indigenous people and 
called for the government’s antidiscrimination commission to issue sanctions against 
the company.34

The people of other nations quite often have a different perception of time as well. 
Americans value promptness; a business meeting scheduled for a specific time sel-
dom starts more than a few minutes late. In Mexico and Spain, however, it is not unu-
sual for a meeting to be delayed half an hour or more. Such a late start might produce 
resentment in an American negotiating in Spain for the first time.

Companies engaged in foreign trade must observe the national and religious 
 holidays and local customs of the host country. In many Islamic countries, for exam-
ple, workers expect to take a break at certain times of the day to observe religious 
rites. Companies also must monitor their advertising to guard against offending 
 customers. In Thailand and many other countries, public displays of affection between 

the sexes are unacceptable in advertising messages; 
in many Middle Eastern nations, it is unacceptable to 
show the soles of one’s feet.35 In Russia, smiling is 
considered appropriate only in private settings, not in 
business.

With the exception of the United States, most 
nations use the metric system. This lack of uniform-
ity creates problems for both buyers and sellers in 
the international marketplace. American sellers, for 
instance, must package goods destined for foreign 
markets in liters or meters, and Japanese sellers must 
convert to the English system if they plan to sell a 
product in the United States. Tools also must be cali-
brated in the correct system if they are to function 
correctly. Hyundai and Honda service technicians 
need metric tools to make repairs on those cars.

The literature dealing with international business 
is filled with accounts of sometimes humorous but 

Gestures Viewed as Rude or Unacceptable

Japan, Hong Kong, Middle East Summoning with the index finger

Middle and Far East Pointing with index finger

Thailand, Japan, France Sitting with soles of shoes showing

Brazil, Germany Forming a circle with fingers (the “O.K.” sign in the United States)

Japan Winking means “I love you”

Buddhist countries Patting someone on the head

Source: Adapted from Judie Haynes, “Communicating with Gestures,” EverythingESL (n.d.), www.everythingesl.net/inservices/
body_language.php (accessed April 7, 2017).

TABLE 3.3
Cultural Behavioral 
Differences

After just two years in the U.S. market, Primark scaled back three 
of its eight retail locations. U.S. shoppers have yet to warm to the 
retailer’s store-only shopping strategy.
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often costly mistakes that occurred because of a lack of understanding of the social 
and cultural differences between buyers and sellers. Such problems cannot always be 
avoided, but they can be minimized through research on the cultural and social differ-
ences of the host country.

Technological Barriers
Many countries lack the technological infrastructure found in the United States, and 
some marketers are viewing such barriers as opportunities. For instance, market-
ers are targeting many countries such as India and China and some African coun-
tries where there are few private phone lines. Citizens of these countries are turning 
instead to wireless communication through cell phones. Technological advances are 
creating additional global marketing opportunities. Along with opportunities, chang-
ing technologies also create new challenges and competition. The U.S. market share 
of the personal computer market is dropping as new competitors emerge that are chal-
lenging U.S. PC makers. In fact, out of the top five global PC companies—Lenovo, 
Hewlett-Packard, Dell, Asus, and Acer Group—three are from Asian countries. On 
the other hand, Apple Inc.’s iPad and other tablet computer makers have significantly 
eroded the market share of traditional personal computers, placing the industry in the 
maturity stage of the product life cycle.36

Trade Agreements, Alliances,  
and Organizations
Although these economic, political, legal, and sociocultural issues may seem like 
daunting barriers to international trade, there are also organizations and  agreements—
such as the General Agreement on Tariffs and Trade, the World Bank, and the 
International Monetary Fund—that foster international trade and can help companies 
get involved in and succeed in global markets. Various regional trade agreements, 
such as the North American Free Trade Agreement and the EU, also promote trade 
among member nations by eliminating tariffs and trade restrictions. In this section, 
we’ll look briefly at these agreements and organizations.

General Agreement on Tariffs and Trade
During the Great Depression of the 1930s, nations established so many protective 
tariffs covering so many products that international trade became virtually impossi-
ble. By the end of World War II, there was considerable international momentum to 
liberalize trade and minimize the effects of tariffs. The General Agreement on Tariffs 
and Trade (GATT), originally signed by 23 nations in 1947, provided a forum for tar-
iff negotiations and a place where international trade problems could be discussed 
and resolved. More than 100 nations abided by its rules. GATT sponsored rounds of 
negotiations aimed at reducing trade restrictions. The most recent round, the Uruguay 
Round (1988–1994), further reduced trade barriers for most products and provided 
new rules to prevent dumping.

The World Trade Organization (WTO), an international organization dealing with 
the rules of trade between nations, was created in 1995 by the Uruguay Round. Key to 
the World Trade Organization are the WTO agreements, which are the legal ground 
rules for international commerce. The agreements were negotiated and signed by most 
of the world’s trading nations and ratified by their parliaments. The goal is to help 
producers of goods and services and exporters and importers conduct their business. 

General Agreement on 
Tariffs and Trade (GATT)
a trade agreement, originally 
signed by 23 nations in 1947, 
that provided a forum for 
tariff negotiations and a 
place where international 
trade problems could be 
discussed and resolved.

World Trade Organization 
(WTO)
international organization 
dealing with the rules of 
trade between nations.

Specify some of the agree-
ments, alliances, and organiza-
tions that may encourage trade 
across international boundaries.
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In addition to administering the WTO trade agreements, the WTO presents a forum 
for trade negotiations, monitors national trade policies, provides technical assistance 
and training for developing countries, and cooperates with other international organi-
zations. Based in Geneva, Switzerland, the WTO has also adopted a leadership role in 
negotiating trade disputes among nations.37 For example, the WTO ruled that China’s 
antidumping measures taken against Japan and the EU violated trade rules because 
China had not adequately proven that the imports of the stainless steel tubes had 
harmed China’s domestic industry.38

The North American Free Trade Agreement
The North American Free Trade Agreement (NAFTA), which went into effect on 
January 1, 1994, effectively merged Canada, the United States, and Mexico into one 
market of nearly 450 million consumers. NAFTA virtually eliminated all  tariffs on 
goods produced and traded among Canada, Mexico, and the United States to cre-
ate a free trade area. The estimated annual output for this trade alliance is about  
$20.8 trillion.39 NAFTA makes it easier for U.S. businesses to invest in Mexico and 
Canada; provides protection for intellectual property (of special interest to high- 
technology and entertainment industries); expands trade by requiring equal treatment 
of U.S. firms in both countries; and simplifies country-of-origin rules, hindering 
Japan’s use of Mexico as a staging ground for further penetration into U.S. markets. 
The U.S., Canada, and Mexico reached an agreement that has been called NAFTA 
2.0, The United States-Mexico-Canada Agreement, or USMCA. When the agreement 
is ratified in all three countries it will result in major changes.

Canada’s nearly 37 million consumers are relatively affluent, with a per capita 
GDP of $48,100.40 Trade between the United States and Canada totals exceeding 
$580 billion.41 In fact, Canada is the single largest trading partner of the United States. 
NAFTA has also increased trade between Canada and Mexico. Mexico is Canada’s 
fifth largest export market and third largest import market.42

With a per capita GDP of $19,500, Mexico’s nearly 125 million consumers are 
less affluent than Canadian consumers.43 However, trade between the United States 
and Mexico has tripled since NAFTA was initiated. Mexico purchases more than  
$242  billion in U.S. products annually.44 Millions of Americans cite their heritage as 

Mexican, making them the most populous Hispanic 
group in the country. These individuals often have 
close ties to relatives in Mexico and assist in Mexican–
U.S. economic development and trade. Mexico is on 
a course of a market economy, rule of law, respect for 
human rights, and responsible public policies. There 
is also a commitment to the environment and sus-
tainable human development. Many U.S. companies 
have taken advantage of Mexico’s low labor costs and 
proximity to the United States to set up production 
facilities, sometimes called maquiladoras. Mexico is 
also attracting major technological  industries, includ-
ing electronics, software, and aerospace. Investors 
see many growth opportunities in Mexico, particu-
larly in light of recent reforms. For instance, Mexico 
passed legislation to open up its state-controlled oil 
reserves to foreign companies. Additionally, if the 

North American Free 
Trade Agreement 
(NAFTA)
agreement that eliminates 
most tariffs and trade 
restrictions on agricultural 
and manufactured products 
to encourage trade among 
Canada, the United States, 
and Mexico.

NAFTA, which went into effect on January 1, 1994, has increased trade 
among Mexico, the United States, and Canada.
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United States does well economically, Mexico—its biggest  customer—is also likely 
to do well.45

However, there is great disparity within Mexico. The country’s southern states 
cannot seem to catch up with the more affluent northern states on almost any socio-
economic indicator. The disparities are growing, as can be seen comparing the south 
to the northern industrial capital of Monterrey, which is beginning to seem like south 
Texas.46 Drug gang wars threaten the economic stability of Mexico, especially in the 
northern states close to the U.S. border. However, this situation is improving as the 
economy is growing and violence is decreasing.

Despite its benefits, NAFTA has been controversial. While many Americans 
feared the agreement would erase jobs in the United States, Mexicans have been 
disappointed that the agreement failed to create more jobs. Moreover, Mexico’s 
rising standard of living has increased the cost of doing business there; many hun-
dreds of maquiladoras have closed their doors and transferred work to China and 
other nations where labor costs are cheaper. Indeed, China has become the United 
States’ second-largest importer. USMCA, the renegotiated agreement, has the 
goal to have more car and truck parts made in North America. Cars or trucks with  
75 percent of its components made in Canada, Mexico, or the U.S. will qualify for 
zero tariffs. It makes improvements to environmental and labor regulations that 
will benefit Mexico in particular. Additionally, the agreement would also create 
changes for agricultural products, intellectual property, copyrights, and digital trade 
between the three countries.47

The European Union
The European Union (EU), also called the European Community or Common Market, 
was established in 1958 to promote trade among its members, which initially included 
Belgium, France, Italy, West Germany, Luxembourg, and the Netherlands.

East and West Germany united in 1991, and by 1995 the United Kingdom, Spain, 
Denmark, Greece, Portugal, Ireland, Austria, Finland, and Sweden had joined as 
well. The Czech Republic, Estonia, Hungary, Latvia, Lithuania, Poland, Slovakia, 
and Slovenia joined in 2004. In 2007, Bulgaria and Romania also became mem-
bers, Cyprus and Malta joined in 2008, and Croatia joined in 2013. Today, the Euro 
Zone (countries that have adopted the euro as their currency) consists of 19 sepa-
rate countries with varying political landscapes.48 In 1991, East and West Germany 
united, and by 2015, the EU included the United Kingdom, Spain, Denmark, Greece, 
Portugal, Ireland, Austria, Finland, Sweden, Cyprus, Poland, Hungary, the Czech 
Republic, Slovenia, Estonia, Latvia, Lithuania, Slovakia, Malta, Romania, Bulgaria, 
Belgium, France, Germany, Italy, Luxembourg, The Netherlands, and Croatia. The 
Former Yugoslav Republic of Macedonia, Montenegro, Serbia, and Turkey are candi-
date countries that hope to join the European Union in the near future.49 Until 1993, 
each nation functioned as a separate market, but at that time members officially 
 unified into one of the largest single world markets, which today has nearly half a 
 billion consumers with a GDP of more than $17.1 trillion.50

To facilitate free trade among members, the EU is working toward standardiza-
tion of business regulations and requirements, import duties, and value-added taxes; 
the elimination of customs checks; and the creation of a standardized currency for 
use by all members. Many European nations (Austria, Belgium, Finland, France, 
Germany, Greece, Ireland, Italy, Luxembourg, the Netherlands, Portugal, Spain, and 
Slovenia) link their exchange rates to a common currency, the euro; however, some 

European Union (EU)
a union of European nations 
established in 1958 to 
promote trade among its 
members; one of the largest 
single markets today.
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EU members have rejected use of the euro in their countries. Although the com-
mon currency requires many marketers to modify their pricing strategies and will 
subject them to increased competition, the use of a single currency frees companies 
that sell goods among European countries from the nuisance of dealing with com-
plex exchange rates.51 The long-term goals are to eliminate all trade barriers within 
the EU, improve the economic efficiency of the EU nations, and stimulate economic 
growth, thus making the union’s economy more competitive in global markets, partic-
ularly against Japan and other Pacific Rim nations, and in North America. However, 
several disputes and debates still divide the member-nations, and many barriers to 
completely free trade remain. Consequently, it may take many years before the EU is 
truly one deregulated market.

The EU has also enacted some of the world’s strictest laws concerning antitrust 
issues, which have had unexpected consequences for some non-European firms. The 
European Parliament is also encouraging the breakup of Google’s search engine busi-
ness from its other businesses.52 The EU passed General Data Protection Regulation 
(GDPR) privacy law after five years of debate. The very complex 2,000-page law 
attempts to make data privacy clear with one’s personal data a fundamental human 
right.53 Consent to collect and use personal data now has to be “unambiguous.” 
Individuals have the right to demand to view their data, have their data deleted, and 
have to give permission to have data transferred to another service.

In 2016, the United Kingdom voted to exit the European Union. This decision to 
exit, called “Brexit,” resulted in the value of the pound falling sharply. There remain 
many questions about the impact of the proposed exit on trade relationships with 
other countries.54 The government’s priority appears to be first reaching trade agree-
ments with EU members and then with America. Once outside the EU, the UK could 
abolish tariffs that mainly existed to protect other countries’ products, such as the 
tariff on oranges to protect Spanish growers.55

Asia-Pacific Economic Cooperation
The Asia-Pacific Economic Cooperation (APEC), established in 1989, promotes open 
trade and economic and technical cooperation among member economies, which 
initially included Australia, Brunei Darussalam, Canada, Indonesia, Japan, South 
Korea, Malaysia, New Zealand, the Philippines, Singapore, Thailand, and the United 
States. Since then, the alliance has grown to include Chile; China; Hong Kong, 
China; Mexico; Papua New Guinea; Peru; Russia; Chinese Taipei; and Vietnam. The 
21-member alliance represents approximately 40 percent of the world’s population, 
54 percent of the world’s GDP, and nearly 44 percent of global trade.56 APEC differs 
from other international trade alliances in its commitment to facilitating business and 
its practice of allowing the business/private sector to participate in a wide range of 
APEC activities.57

Companies of the APEC have become increasingly competitive and sophisticated 
in global business in the past three decades. The Japanese and South Koreans, in 
particular, have made tremendous inroads on world markets for automobiles, cam-
eras, and audio and video equipment. Products from Samsung, Sony, Canon, Toyota, 
Daewoo, Mitsubishi, Suzuki, and Lenovo are sold all over the world and have set 
standards of quality by which other products are often judged. The People’s Republic 
of China, a country of more than 1.3 billion people, has launched a program of eco-
nomic reform to stimulate its economy by privatizing many industries, restructur-
ing its banking system, and increasing public spending on infrastructure (including 
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railways and telecommunications). For many years, China was a manufacturing pow-
erhouse with 10 percent growth at its height. However, in recent years, growth has 
slowed to 6.8 percent.58 China’s export market has consistently outpaced its import 
growth in recent years and its GDP represents the world’s second-largest economy, 
behind the United States. In fact, China has overtaken the United States as the world’s 
largest trader.59 The global Internet retailer Alibaba is one of the world’s most valua-
ble companies. Half of all Internet retail sales were done in China in 2018.60

Increased industrialization has also caused China to become the world’s largest 
emitter of greenhouse gases. China has overtaken the United States to become the 
world’s largest oil importer.61 On the other hand, China has also begun a quest to 
become a world leader in green initiatives and renewable energy. This is an increas-
ingly important quest as the country becomes more polluted.

Another risk area for China is the fact that the government owns or has stakes in 
so many enterprises. On the one hand, China’s system of state-directed capitalism 
has benefited the country because reforms and decisions can be made more quickly. 
On the other hand, state-backed companies lack many of the competitors that private 
industries have. Remember that competition often spurs innovation and lowers costs. 
If China’s firms lack sufficient competition, their costs may very likely increase.62 
China’s growing debt liabilities have also caused concern among foreign investors.63

Less visible Pacific Rim regions, such as Thailand, Singapore, Taiwan, Vietnam, 
and Hong Kong, have also become major manufacturing and financial centers. 
Vietnam, with one of the world’s most open economies, has bypassed its commu-
nist government with private firms moving ahead despite bureaucracy, corruption, 
and poor infrastructure. In a country of 96 million, Vietnamese firms now compete 
internationally due to an agricultural miracle, making the country one of the world’s 
main providers of farm produce.64 As China’s labor costs continue to grow, more 
businesses are turning toward Vietnam to open factories.65 More recently, the United 
States has expressed concern about fair competition in the region.

Association of Southeast Asian Nations
The Association of Southeast Asian Nations (ASEAN), established in 1967, promotes 
trade and economic integration among member nations in Southeast Asia, includ-
ing Malaysia, the Philippines, Singapore, Thailand, Brunei Darussalam, Vietnam, 
Laos, Indonesia, Myanmar, and Cambodia.66 The 
10-member alliance represents 600 million people 
with a GDP of $2.4 trillion.67 ASEAN’s goals include 
the promotion of free trade, peace, and collaboration 
between its members.68

However, ASEAN is facing challenges in becom-
ing a unified trade bloc. Unlike members of the 
EU, the economic systems of ASEAN members 
are quite different, with political systems includ-
ing democracies (Philippines and Malaysia), consti-
tutional monarchies (Cambodia), and communism 
(Vietnam).69 Major conflicts have also occurred 
between  member-nations. In Thailand the military 
staged a coup and placed the country under martial 
law, a change that not only impacted Thailand but 
also ASEAN as a whole.70 Unlike the EU, ASEAN 

Association of Southeast 
Asian Nations (ASEAN)
a trade alliance that 
promotes trade and 
economic integration among 
member nations in Southeast 
Asia.

Clothing, timber, rice, and fish are among Cambodia’s major exports.

©Glowimages/Getty Images

Final PDF to printer



90

fer88367_ch03_072-106.indd 90 11/13/18  03:43 PM

Part 1   Business in a Changing World

will not have a common currency or fully free labor flows between member-nations. 
In this way, ASEAN plans to avoid some of the pitfalls that occurred among nations 
in the EU during the latest worldwide recession.71

World Bank
The World Bank, more formally known as the International Bank for Reconstruction 
and Development, was established by the industrialized nations, including the United 
States, in 1946 to loan money to underdeveloped and developing countries. It loans its 
own funds or borrows funds from member countries to finance projects ranging from 
road and factory construction to the building of medical and educational facilities. 
The World Bank and other multilateral development banks (banks with international 
support that provide loans to developing countries) are the largest source of advice 
and assistance for developing nations. The International Development Association 
and the International Finance Corporation are associated with the World Bank and 
provide loans to private businesses and member countries.

International Monetary Fund
The International Monetary Fund (IMF) was established in 1947 to promote trade 
among member-nations by eliminating trade barriers and fostering financial coop-
eration. It also makes short-term loans to member countries that have balance-of-
payment deficits and provides foreign currencies to member nations. The IMF tries 
to avoid financial crises and panics by alerting the international community about 
countries that will not be able to repay their debts. The IMF’s Internet site provides 
additional information about the organization, including news releases, frequently 
asked questions, and members.

The IMF is the closest thing the world has to an international central bank. If coun-
tries get into financial trouble, they can borrow from the World Bank. However, the 
global economic crisis created many challenges for the IMF as it was forced to sig-
nificantly increase its loans to both emerging economies and more developed nations. 
The usefulness of the IMF for developed countries is limited because these coun-
tries use private markets as a major source of capital.72 Yet the European debt crisis 
changed this somewhat. Portugal, Ireland, Greece, and Spain (often referred to with 
the acronym PIGS) required billions of dollars in bailouts from the IMF to keep their 
economies afloat.

Getting Involved in International Business
Businesses may get involved in international trade at many levels—from a small 
Kenyan firm that occasionally exports African crafts to a huge multinational corpora-
tion such as Shell Oil that sells products around the globe. The degree of commitment 
of resources and effort required increases according to the level at which a business 
involves itself in international trade. This section examines exporting and importing, 
trading companies, licensing and franchising, contract manufacturing, joint ventures, 
direct investment, and multinational corporations.

Exporting and Importing
Many companies first get involved in international trade when they import goods 
from other countries for resale in their own businesses. For example, a grocery store 
chain may import bananas from Honduras and coffee from Colombia. A business 
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may get involved in exporting when it is called upon to supply a foreign company 
with a particular product. For example, the U.S. will be a net exporter of energy 
by 2022.73 Such exporting enables enterprises of all sizes to participate in interna-
tional business. Exporting to other countries becomes a necessity for established 
countries that seek to grow continually. Products often have higher sales growth 
potential in foreign countries than they have in the parent country. For instance, 
General Motors and YUM! Brands sell more of their products in China than in the 
United States. Cadillac’s sales are growing rapidly in China where it has a long 
heritage and pedigree.74 Figure  3.2 shows some of the world’s largest exporting  
countries.

Exporting sometimes takes place through countertrade agreements, which involve 
bartering products for other products instead of for currency. Such arrangements are 
fairly common in international trade, especially between Western companies and 
eastern European nations. An estimated 40 percent or more of all international trade 
agreements contain countertrade provisions.

Although a company may export its wares overseas directly or import goods directly 
from their manufacturer, many choose to deal with an intermediary, commonly called 
an export agent. Export agents seldom produce goods themselves; instead, they usu-
ally handle international transactions for other firms. Export agents either purchase 
products outright or take them on consignment. If they purchase them outright, they 
generally mark up the price they have paid and attempt to sell the product in the inter-
national marketplace. They are also responsible for storage and transportation.

An advantage of trading through an agent instead of directly is that the company 
does not have to deal with foreign currencies or the red tape (paying tariffs and hand-
ling paperwork) of international business. A major disadvantage is that, because the 
export agent must make a profit, either the price of the product must be increased 
or the domestic company must provide a larger discount than it would in a domestic 
transaction.

countertrade agreements
foreign trade agreements 
that involve bartering 
products for other products 
instead of for currency.

FIGURE 3.2
Top Exporting Countries 
(in billions of $)
Source: Central Intelligence Agency, 
“Country Comparison: Exports,” 
https://www.cia.gov/library/
publications/the-world-factbook/
rankorder/2078rank.html (accessed 
April 2, 2017).
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Trading Companies
A trading company buys goods in one country and sells them to buyers in another 
country. Trading companies handle all activities required to move products from one 
country to another, including consulting, marketing research, advertising, insurance, 
product research and design, warehousing, and foreign exchange services to compa-
nies interested in selling their products in foreign markets. Trading companies are 
similar to export agents, but their role in international trade is larger. By linking sel-
lers and buyers of goods in different countries, trading companies promote interna-
tional trade. WTSC offers a 24-hour-per-day online world trade system that connects 
20 million companies in 245 countries, offering more than 60 million products.75

Licensing and Franchising
Licensing is a trade arrangement in which one company—the licensor—allows another 
company—the licensee—to use its company name, products, patents, brands, trade-
marks, raw materials, and/or production processes in exchange for a fee or royalty. The 
Coca-Cola Company and PepsiCo frequently use licensing as a means to market their 
soft drinks, apparel, and other merchandise in other countries. Licensing is an attractive 
alternative to direct investment when the political stability of a foreign country is in 
doubt or when resources are unavailable for direct investment. Licensing is especially 
advantageous for small manufacturers wanting to launch a well-known brand interna-
tionally. Yoplait is a French yogurt that is licensed for production in the United States.

Franchising is a form of licensing in which a company—the franchiser—agrees to 
provide a franchisee the name, logo, methods of operation, advertising, products, and 
other elements associated with the franchiser’s business, in return for a financial commit-
ment and the agreement to conduct business in accordance with the franchiser’s stand-
ard of operations. Wendy’s, McDonald’s, H&R Block, and Holiday Inn are well-known 
franchisers with international visibility. Table 3.4 lists the top 10 global franchises.

Licensing and franchising enable a company to enter the international marketplace 
without spending large sums of money abroad or hiring or transferring personnel to 

trading company
a firm that buys goods in one 
country and sells them to 
buyers in another country.

licensing
a trade agreement in which 
one company—the licensor—
allows another company—the 
licensee—to use its company 
name, products, patents, 
brands, trademarks, raw 
materials, and/or production 
processes in exchange for a 
fee or royalty.

franchising
a form of licensing in 
which a company—the 
franchiser—agrees to provide 
a franchisee a name, logo, 
methods of operation, 
advertising, products, and 
other elements associated 
with a franchiser’s business 
in return for a financial 
commitment and the 
agreement to conduct 
business in accordance with 
the franchiser’s standard of 
operations.

Ranking Franchise

 1 McDonald’s

 2 KFC

 3 Burger King

 4 Pizza Hut

 5 7 Eleven

 6 Marriott International

 7 RE/MAX

 8 Dunkin’ (Dunkin’ Donuts)

 9 InterContinental Hotels and Resorts

10 Subway

Source: “Top 100 Global Franchises – Rankings (2018),” Franchise Direct, https://www.franchisedirect.com/top100globalfranchises/
rankings/ (accessed April 1, 2018).

TABLE 3.4
Top 10 Global Franchises
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handle overseas affairs. They also minimize problems associated with shipping costs, 
tariffs, and trade restrictions, and they allow the firm to establish goodwill for its 
products in a foreign market, which will help the company if it decides to produce or 
market its products directly in the foreign country at some future date. However, if 
the licensee (or franchisee) does not maintain high standards of quality, the product’s 
image may be hurt; therefore, it is important for the licensor to monitor its products 
overseas and to enforce its quality standards.

Contract Manufacturing
Contract manufacturing occurs when a company hires a foreign company to produce 
a specified volume of the firm’s product to specification; the final product carries the 
domestic firm’s name. Foxconn Technology Group in Taiwan is the world’s largest 
contract manufacturer and makes products for other companies. Its clients include Sony 
Corp, Apple Inc., and Nintendo Co. In fact, Foxconn is the largest iPhone assembler.76

Outsourcing
Earlier, we defined outsourcing as transferring manufacturing or other tasks (such as 
information technology operations) to companies in countries where labor and supplies 
are less expensive. Many U.S. firms have outsourced tasks to India, Ireland, Mexico, 
and the Philippines, where there are many well-educated workers and significantly 
lower labor costs. Services, such as taxes or customer service, can also be outsourced.

Although outsourcing has become politically controversial in recent years amid 
concerns over jobs lost to overseas workers, foreign companies transfer tasks and jobs 
to U.S. companies—sometimes called insourcing—far more often than U.S. com-
panies outsource tasks and jobs abroad.77 However, some firms are bringing their 
outsourced jobs back after concerns that foreign workers were not adding enough 
value. Companies such as General Electric and Caterpillar are returning to the United 
States due to increasing labor costs in places such as China, the expense of shipping 
products across the ocean, and fears of fraud or intellectual property theft. Companies 
from other countries have also been moving some of their production to the United 
States; Caterpillar and Ford brought production of some of their excavators and 
medium-duty commercial trucks back to the United States.78

Offshoring
Offshoring is the relocation of a business process 
by a company, or a subsidiary, to another coun-
try. Offshoring is different than outsourcing: the 
company retains control of the process because 
it is not subcontracting to a different company. 
Companies may choose to offshore for a num-
ber of reasons, ranging from lower wages, 
skilled labor, or taking advantage of time zone 
differences in order to offer services around the 
clock. Some banks have chosen not to outsource 
because of concerns about data security in 
other countries. These institutions may, instead, 
engage in offshoring, which allows a company 
more control over international operations 

contract manufacturing
the hiring of a foreign 
company to produce a 
specified volume of the 
initiating company’s product 
to specification; the final 
product carries the domestic 
firm’s name.

offshoring
the relocation of business 
processes by a company or 
subsidiary to another country; 
offshoring is different than 
outsourcing.

IBM has more employees in India than in the United States.

©Ramesh Pathania/Mint via Getty Images
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because the offshore office is an extension of the company. Shell, for example, opened 
a delivery center in India and moved its global IT jobs to that area.80

Joint Ventures and Alliances
Many countries, particularly LDCs, do not permit direct investment by foreign com-
panies or individuals. A company may also lack sufficient resources or expertise to 
operate in another country. In such cases, a company that wants to do business in 
another country may set up a joint venture by finding a local partner (occasionally, the 
host nation itself) to share the costs and operation of the business. Qualcomm formed 
a joint venture with Chinese chip maker Semiconductor Manufacturing International 
Corporation to produce semiconductors. Qualcomm hopes this joint venture will help 
it to gain a foothold in selling chips in the Chinese market.81

In some industries, such as automobiles and computers, strategic alliances are 
becoming the predominant means of competing. A strategic alliance is a partnership 
formed to create competitive advantage on a worldwide basis. In such industries, inter-
national competition is so fierce and the costs of competing on a global basis are so 
high that few firms have the resources to go it alone, so they collaborate with other 
companies. An example of a strategic alliance is the partnership between LinkedIn and 
accounting firm Ernst & Young. The companies hope to use their combined expertise 
to assist other companies in using technology, social networking, and sales effectively.82

Direct Investment
Companies that want more control and are willing to invest considerable resources 
in international business may consider direct investment, the ownership of over-
seas facilities. Direct investment may involve the development and operation of new 

joint venture
a partnership established for 
a specific project or for a 
limited time.

strategic alliance
a partnership formed 
to create competitive 
advantage on a worldwide 
basis.

direct investment
the ownership of overseas 
facilities.

Going Green

Algae: A Biofuel Breakthrough
If Euglena has its way, algae will become the fuel of the future. 
The name of this Tokyo-based company comes from the product 
it sells: the algae Euglena gracilis. Euglena’s business is focused 
on five key areas: food, fiber, feed, fertilizer, and fuel. The firm 
is also investigating the use of algae for pharmaceuticals. The 
company has been successful in developing food and cosmetics 
using algae and is now making its mark in the biofuel industry.

As carbon emissions become an increasing problem— 
particularly for countries like the United States, China, and 
India—governments are looking toward biofuels as an alterna-
tive fuel source. Research has shown that the algae in which 
Euglena specializes has strong potential for biofuel production. 
Euglena oversees all aspects of the process, including cultiva-
tion of the algae and the refining and marketing of the fuel. A 
strategic alliance with Isuzu Motors has allowed Euglena to suc-
cessfully mix its algae biofuel with light oil to power city buses. 
However, Euglena is determined to create its own algae biofuel 
that will not require oil so it can completely eliminate carbon 

emissions. The company is working with ANA Holdings to 
develop algae-based jet fuel. These partnerships have allowed 
Euglena to build the nation’s first algae biofuel refinery, which 
it estimates will produce 33,000 gallons of jet fuel yearly.

Euglena has certainly attracted the attention of investors, 
but any promising breakthrough brings competition. ExxonMobil 
has partnered with Synthetic Genomics to investigate algae bio-
fuels, and others are trying to create biofuels from garbage. The 
biofuel industry is growing globally, requiring firms like Euglena 
to remain innovative as competition heats up.79

Critical Thinking Questions
 1. How has partnering with other businesses been crucial 

to Euglena’s success? How would you recommend they 
approach expansion opportunities into other countries?

 2. What are some type of barriers Euglena is likely to face as 
it grows?

 3. What are some of the opportunities Euglena might have 
expanding into countries like the United States, China, and 
India? What are some potential barriers?
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Company Country Description

Royal Dutch Shell Netherlands Oil and gas; largest company in the world in terms of revenue

Toyota Japan Largest automobile manufacturer in the world

Walmart United States
Largest retailer in the world; largest private employer  
in the world

Siemens Germany
Engineering and electronics; largest engineering company in 
Europe

Nestlé Switzerland Nutritional, snack-food, and health-related consumer goods

Samsung South Korea
Subsidiaries specializing in electronics, electronic 
components, telecommunications equipment, medical 
equipment, and more

Unilever United Kingdom
Consumer goods including cleaning and personal care, foods, 
beverages

Boeing United States Aerospace and defense; largest U.S. exporter

Lenovo China Computer technology; highest share of PC market

Subway United States
Largest fast-food chain; fastest-growing franchises in 
105 countries

TABLE 3.5
Large Multinational 
Companies

facilities—such as when Starbucks opens a new cof-
fee shop in Japan—or the purchase of all or part of 
an existing operation in a foreign country. General 
Motor’s Cadillac brand was so successful in exporting 
to China, it opened a $1.2 billion plant in Shanghai to 
build the CT6 Sedan and XT5 SUV. Cadillac doubled 
its dealerships and avoided a 25 percent import tariff 
because the vehicles are locally built.83

The highest level of international business involve-
ment is the multinational  corporation (MNC), a corpo-
ration, such as IBM or ExxonMobil, that operates 
on a worldwide scale, without significant ties to any 
one nation or region. Table 3.5 lists 10 well-known 
multinational corporations. MNCs are more than 
simple corporations. They often have greater assets 
than some of the countries in which they do business. 
Nestlé, with headquarters in Switzerland, operates 
more than 400 factories around the world and receives 
revenues from Europe; North, Central, and South America; Africa; and Asia.84 The 
Royal Dutch/Shell Group, one of the world’s major oil producers, is another MNC. 
Its main offices are located in The Hague and London. Other MNCs include BASF, 
British Petroleum, Matsushita, Mitsubishi, Siemens, Toyota, and Unilever. Many 
MNCs have been targeted by anti-globalization activists at global business forums, 
and some protests have turned violent. The activists contend that MNCs increase the 
gap between rich and poor nations, misuse and misallocate scarce resources, exploit 
the labor markets in LDCs, and harm their natural environments.85

multinational corporation 
(MNC)
a corporation that operates 
on a worldwide scale, 
without significant ties to any 
one nation or region.

Under CEO Marillyn A. Hewson’s leadership, Lockheed Martin’s 
global business strategy is aimed at international expansion and 
strengthening national and economic security.

©Aflo/REX/Shutterstock
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International Business Strategies
Planning in a global economy requires businesspeople to understand the economic, 
legal, political, and sociocultural realities of the countries in which they will operate. 
These factors will affect the strategy a business chooses to use outside its own borders.

Developing Strategies
Companies doing business internationally have traditionally used a multinational 
 strategy, customizing their products, promotion, and distribution according to cul-
tural, technological, regional, and national differences. When McDonald’s opened its 
first restaurant in Vietnam, it offered its traditional menu items as well as McPork 
sandwiches specifically targeted toward Vietnam consumers.86 Many soap and deter-
gent manufacturers have adapted their products to local water conditions, washing 
equipment, and washing habits. For customers in some LDCs, Colgate-Palmolive 
Co. has developed an inexpensive, plastic, hand-powered washing machine for use in 
households that have no electricity. Even when products are standardized, advertising 
often has to be modified to adapt to language and cultural differences. For example, 
Mars has been in the China pet food market for more than two decades with brands 
like Royal Canin, Whiskies, and Pedigree. U.S.-based Mars has competitive advantage 
because in China people are concerned about the safety of locally produced pet-food.

More and more companies are moving from this customization strategy to a global 
strategy (globalization), which involves standardizing products (and, as much as pos-
sible, their promotion and distribution) for the whole world, as if it were a single 
entity. Examples of globalized products are American clothing, movies, music, and 
cosmetics. Social media sites are important channels that brands are using to connect 
with their global customers. 3M, Pampers, and Corona had the highest engagement 
with their global followers on Twitter.87

Before moving outside their own borders, companies must conduct environmental 
analyses to evaluate the potential of and problems associated with various markets and 
to determine what strategy is best for doing business in those markets. Failure to do so 
may result in losses and even negative publicity. Some companies rely on local manag-
ers to gain greater insights and faster response to changes within a country. Astute busi-
nesspeople today “think globally, act locally.” That is, while constantly being aware of 
the total picture, they adjust their firms’ strategies to conform to local needs and tastes.

Managing the Challenges of Global Business
As we’ve pointed out in this chapter, many past political barriers to trade have fallen 
or been minimized, expanding and opening new market opportunities. Managers who 
can meet the challenges of creating and implementing effective and sensitive busi-
ness strategies for the global marketplace can help lead their companies to success. 
For example, the Commercial Service is the global business solutions unit of the 
U.S. Department of Commerce that offers U.S. firms wide and deep practical knowl-
edge of international markets and industries, a unique global network, inventive use 
of information technology, and a focus on small and mid-sized businesses. Another 
example is the benchmarking of best international practices that benefits U.S. firms, 
which is conducted by the network of CIBERs (Centers for International Business 
Education and Research) at leading business schools in the United States. These 
CIBERs are funded by the U.S. government to help U.S. firms become more competi-
tive globally. A major element of the assistance that these governmental organizations 

multinational strategy
a plan, used by international 
companies, that involves 
customizing products, 
promotion, and distribution 
according to cultural, 
technological, regional, and 
national differences.

global strategy 
(globalization)
a strategy that involves 
standardizing products (and, 
as much as possible, their 
promotion and distribution) 
for the whole world, as if it 
were a single entity.

Contrast two basic strategies 
used in international business.

LO 3-5
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can provide firms (especially for small and medium-sized firms) is knowledge of the 
internationalization process.88

Small businesses, too, can succeed in foreign markets when their managers have 
carefully studied those markets and prepared and implemented appropriate strategies. 
Being globally aware is therefore an important quality for today’s managers and will 
remain a critical attribute for managers of the 21st century.

Have you always dreamt of traveling the world? Whether 
backpacking your way through Central America or sipping 
espressos at five-star European restaurants is your style, the 
increasing globalization of business might just give you your 
chance to see what the world has to offer. Most new jobs 
will have at least some global component, even if located 
within the United States, so being globally aware and keep-
ing an open mind to different cultures is vital in today’s busi-
ness world. Think about the 1.3 billion consumers in China who 
have already purchased mobile phones. In the future, some of 
the largest markets will be in Asia.

Many jobs discussed in chapters throughout this text 
tend to have strong international components. For example, 
product management and distribution management are dis-
cussed as marketing careers in the chapter “Dimensions of 
Marketing Strategy.” As more and more companies sell prod-
ucts around the globe, their function, design, packaging, and 
promotions need to be culturally relevant to many different 
people in many different places. Products very often cross 
multiple borders before reaching the final consumer, both in 
their distribution and through the supply chain to produce 
the products.

Jobs exist in export and import management, product and 
pricing management, distribution and transportation, and 
advertising. Many “born global” companies such as Google oper-
ate virtually and consider all countries their market. Many com-
panies sell their products through eBay and other Internet sites 
and never leave the United States. Today, communication and 
transportation facilitates selling and buying products worldwide 
with delivery in a few days. You may have sold or purchased 
a product on eBay outside the United States without thinking 
about how easy and accessible international markets are to 
business. If you have, welcome to the world of global business.

To be successful, you must have an idea not only of dif-
fering regulations from country to country, but of different 
language, ethics, and communication styles and varying 
needs and wants of international markets. From a regulatory 
side, you may need to be aware of laws related to intellec-
tual property, copyrights, antitrust, advertising, and pricing 
in every country. Translating is never only about translating 
the language. Perhaps even more important is ensuring that 
your message gets through. Whether on a product label or in 
advertising or promotional materials, the use of images and 
words varies widely across the globe.

So You Want a Job in Global Business

Review Your Understanding

Explore some of the factors within the 
international trade environment that influence 
business.

International business is the buying, selling, and trading of 
goods and services across national boundaries. Importing 
is the purchase of products and raw materials from another 
nation; exporting is the sale of domestic goods and materi-
als to another nation. A nation’s balance of trade is the dif-
ference in value between its exports and imports; a negative 
balance of trade is a trade deficit. The difference between the 
flow of money into a country and the flow of money out of it is 
called the balance of payments. An absolute or comparative 

advantage in trade may determine what products a company 
from a particular nation will export.

Assess some of the economic, legal, political, 
social, cultural, and technological barriers to 
international business.

Companies engaged in international trade must consider the 
effects of economic, legal, political, social, and cultural differ-
ences among nations. Economic barriers are a country’s level 
of development (infrastructure) and exchange rates. Wide-
ranging legal and political barriers include differing laws (and 
enforcement), tariffs, exchange controls, quotas, embargoes, 
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political instability, and war. Ambiguous cultural and social 
barriers involve differences in spoken and body language, 
time, holidays and other observances, and customs.

Specify some of the agreements, alliances, and 
organizations that may encourage trade across 
international boundaries.

Among the most important promoters of international busi-
ness are the General Agreement on Tariffs and Trade, the 
World Trade Organization, the North American Free Trade 
Agreement, the European Union, the Asia-Pacific Economic 
Cooperation, the Association of Southeast Asian Nations, the 
World Bank, and the International Monetary Fund.

Summarize the different levels of organizational 
involvement in international trade.

A company may be involved in international trade at several 
levels, each requiring a greater commitment of resources and 
effort, ranging from importing/exporting to multinational 
corporations. Countertrade agreements occur at the import/
export level and involve bartering products for other prod-
ucts instead of currency. At the next level, a trading company 
links buyers and sellers in different countries to foster trade. In 
licensing and franchising, one company agrees to allow a for-
eign company the use of its company name, products, patents, 
brands, trademarks, raw materials, and production processes 
in exchange for a flat fee or royalty. Contract manufacturing 
occurs when a company hires a foreign company to produce 
a specified volume of the firm’s product to specification; the 
final product carries the domestic firm’s name. A joint venture 

is a partnership in which companies from different countries 
agree to share the costs and operation of the business. The 
purchase of overseas production and marketing facilities is 
direct investment. Outsourcing, a form of direct investment, 
involves transferring manufacturing to countries where labor 
and supplies are cheap. Offshoring is the relocation of busi-
ness processes by a company or subsidiary to another country; 
it differs from outsourcing because the company retains con-
trol of the offshored processes. A multinational corporation is 
one that operates on a worldwide scale, without significant 
ties to any one nation or region.

Contrast two basic strategies used in 
international business.

Companies typically use one of two basic strategies in interna-
tional business. A multinational strategy customizes products, 
promotion, and distribution according to cultural, technologi-
cal, regional, and national differences. A global strategy (glo-
balization) standardizes products (and, as much as possible, 
their promotion and distribution) for the whole world, as if it 
were a single entity.

Assess the opportunities and problems facing 
a small business that is considering expanding 
into international markets.

The “Solve the Dilemma” feature near the end of this chapter 
presents a small business considering expansion into international 
markets. Based on the material provided in the chapter, analyze 
the business’s position, evaluating specific markets, anticipating 
problems, and exploring methods of international involvement.

Critical Thinking Questions

Enter the World of Business Questions

 1. What barriers did Alibaba need to overcome in its home 
country?

 2. How do you think Alibaba’s strategic alliance with Yahoo! 
helped it to gain market share?

 3. What are some of the barriers that firms such as Amazon 
and eBay face as they try to compete against Alibaba in 
China?

Learn the Terms

absolute advantage 75
Asia-Pacific Economic 

Cooperation (APEC) 88
Association of Southeast Asian Nations 

(ASEAN) 89
balance of payments 77
balance of trade 76
cartel 82
comparative advantage 75

contract manufacturing 93
countertrade agreements 91
direct investment 94
dumping 81
embargo 81
European Union (EU) 87
exchange controls 81
exchange rate 78
exporting 75

franchising 92
General Agreement on Tariffs and 

Trade (GATT) 85
global strategy (globalization) 96
import tariff 80
importing 76
infrastructure 78
international business 74
International Monetary Fund (IMF) 90
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Check Your Progress

 1. Distinguish between an absolute advantage and a 
comparative advantage. Cite an example of a country 
that has an absolute advantage and one with a 
comparative advantage.

 2. What effect does devaluation have on a nation’s 
currency? Can you think of a country that has devaluated 
or revaluated its currency? What have been the results?

 3. What effect does a country’s economic development 
have on international business?

 4. How do political issues affect international business?

 5. What is an import tariff? A quota? Dumping? How might 
a country use import tariffs and quotas to control its 
balance of trade and payments? Why can dumping result 
in the imposition of tariffs and quotas?

 6. How do social and cultural differences create barriers 
to international trade? Can you think of any additional 
social or cultural barriers (other than those mentioned in 
this chapter) that might inhibit international business?

 7. Explain how a countertrade agreement can be 
considered a trade promoter. How does the World Trade 
Organization encourage trade?

 8. At what levels might a firm get involved in international 
business? What level requires the least commitment of 
resources? What level requires the most?

 9. Compare and contrast licensing, franchising, contract 
manufacturing, and outsourcing.

 10. Compare multinational and global strategies. Which is 
better? Under what circumstances might each be used?

Get Involved

 1. If the United States were to impose additional tariffs on 
cars imported from Japan, what would happen to the 
price of Japanese cars sold in the United States? What 
would happen to the price of American cars? What 
action might Japan take to continue to compete in the 
U.S. automobile market?

 2. Although NAFTA has been controversial, it has been 
a positive factor for U.S. firms desiring to engage in 
international business. What industries and specific 
companies have the greatest potential for opening stores 
in Canada and Mexico? What opportunities exist for 

small businesses that cannot afford direct investment in 
Mexico and Canada?

 3. Identify a local company that is active in international 
trade. What is its level of international business 
involvement and why? Analyze the threats and 
opportunities it faces in foreign markets, as well as its 
strengths and weaknesses in meeting those challenges. 
Based on your analysis, make some recommendations for 
the business’s future involvement in international trade. 
(Your instructor may ask you to share your report with 
the class.

joint venture 94
licensing 92
multinational corporation (MNC) 95
multinational strategy 96
North American Free Trade Agreement 

(NAFTA) 86

offshoring 93
outsourcing 75
quota 81
strategic alliance 94

trade deficit 76
trading company 92
World Bank 90
World Trade Organization (WTO) 85

Build Your Skills

Global Awareness

Background
As American businesspeople travel the globe, 
they encounter and must quickly adapt to a 
variety of cultural norms quite different from 
the United States. When encountering indi-
viduals from other parts of the world, the best 

attitude to adopt is, “Here is my way. Now what is yours?” 
The more you see that you are part of a complex world and 
that your culture is different from, not better than, others, the 
better you will communicate and the more effective you will 
be in a variety of situations. It takes time, energy, understand-
ing, and tolerance to learn about and appreciate other cul-
tures. Naturally you’re more comfortable doing things the way 
you’ve always done them. Remember, however, that this fact 
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will also be true of the people from other cultures with whom 
you are doing business.

Task
You will “travel the globe” by answering questions related to 
some of the cultural norms that are found in other countries. 
Form groups of four to six class members and determine the 
answers to the following questions. Your instructor has the 
answer key, which will allow you to determine your group’s 
Global Awareness IQ, which is based on a maximum score of 
100 points (10 points per question).

Match the country with the cultural descriptor provided:
 A. Saudi Arabia
 B. Japan
 C. Great Britain
 D. Germany
 E. Venezuela

 F. China
 G. Greece
 H. Korea
 I. India
 J. Mexico

 _____  1.  When people in this country table a motion, they 
want to discuss it. In America, “to table a motion” 
means to put off discussion.

 _____ 2.  In this country, special forms of speech called 
keigo convey status among speakers. When 
talking with a person in this country, one should 
know the person’s rank. People from this country 
will not initiate a conversation without a formal 
introduction.

 _____ 3.  People from this country pride themselves on 
enhancing their image by keeping others waiting.

 _____ 4.  When writing a business letter, people in this 
country like to provide a great deal of background 
information and detail before presenting their 
main points.

 _____ 5.  For a man to inquire about another man’s wife 
(even a general question about how she is doing) 
is considered very offensive in this country.

 _____ 6.  When in this country, you are expected to 
negotiate the price on goods you wish to 
purchase.

 _____ 7.  While North Americans want to decide the main 
points at a business meeting and leave the details 
for later, people in this country need to have all 
details decided before the meeting ends to avoid 
suspicion and distrust.

 _____ 8.  Children in this country learn from a very early 
age to look down respectfully when talking to 
those of higher status.

 _____ 9.  Until recently in this country, the eldest male was 
legally the ruler of the household, and the custom 
was to keep the women hidden.

 _____ 10.  Many businesspeople from the United States 
experience frustration because yes does not 
always mean the same thing in other cultures. For 
example, the word yes in this country means, “OK, 
I want to respect you and not offend you.” It does 
not necessarily show agreement.

Solve the Dilemma

Global Expansion or Business as Usual?

Audiotech Electronics, founded in 1959 
by a father and son, currently operates a 
35,000-square-foot factory with 75 employ-
ees. The company produces control consoles 
for television and radio stations and recording 

studios. It is involved in every facet of production—designing 
the systems, installing the circuits in its computer boards, and 
even manufacturing and painting the metal cases housing the 
consoles. The company’s products are used by all the major 
broadcast and cable networks. The firm’s newest products 
allow television correspondents to simultaneously hear and 
communicate with their counterparts in different geographic 
locations. Audiotech has been very successful meeting its cus-
tomers’ needs efficiently.

Audiotech sales have historically been strong in the 
United States, but recently, growth is stagnating. Even though 

Audiotech is a small, family-
owned firm, it believes it should 
evaluate and consider global 
expansion.

Critical Thinking 
Questions
 1. What are the key issues that need to be considered in 

determining global expansion?

 2. What are some of the unique problems that a small 
business might face in global expansion that larger firms 
would not?

 3. Should Audiotech consider a joint venture? Should it  
hire a sales force of people native to the countries it  
enters?

Assess the opportunities 
and problems facing a small 
business that is considering 
expanding into international 
markets.

LO 3-6
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Chapter 3   Business in a Borderless World

See for Yourself Videocase

Electra Bikes: Better, Cooler, Awesomer!

Twenty-three years ago, Swiss snowboard 
designer Benno Bänziger and his German busi-
ness partner Jeano Erforth decided they wanted 
to make bike riding fun again. At the time, 
cruiser bikes were out of style and were in dan-

ger of disappearing. Bänziger and Erforth converted their T-shirt 
company in Vista, California, into a bicycle manufacturer called 
Electra Bicycle Company. However, they did not want to man-
ufacture just any type of cruiser bike. They wanted their bikes 
to look hip with a vintage style, based off rockabilly culture and 
resembling the look of muscle cars. The shop went from selling 
a few hundred the first year it was in business to becoming a 
global sensation. Electra eventually caught the attention of Trek 
Bicycle Corporation, which acquired the firm in 2014.

As Electra began to expand globally, it found that it had 
a comparative advantage its bigger competitors did not have. 
First of all, many bike enthusiasts worldwide appreciated the 
vintage look combined with the most up-to-date technology 
of Electra bicycles. One particular advantage Electra has is its 
patented Flat Foot Technology®. This technology enables bet-
ter leg extension, making the ride more comfortable. Because 
of its patent, Electra is currently the only company that can use 
the technology it developed. These advantages combined with 
its “genuine Americana message” proved to be a hit overseas.

Global expansion offered Electra the unique opportunity 
to reach new market niches of bicycle enthusiasts. It started 
slowly, expanding first into markets that were closer to the 
United States, including Canada and Australia. The company 
currently has distributors in 26 countries that sell its bikes. 
In addition to offices in the United States, Electra opened 
a European office that supports sales for 25 countries. Like 
many other firms, Electra outsources production to Taiwan 
and China. Using freight ships, the firm ships its products 

to markets such as Australia, the European Union, and the 
domestic American market. By outsourcing production, the 
firm is able to save more money than if it had the bikes pro-
duced in the United States.

Like most companies that expand globally, Electra is sub-
ject to import duties that can vary depending upon where the 
bicycles are manufactured. It is also subject to regulations that 
vary from country to country. Sometimes, Electra must have 
additional features due to safety laws. For instance, some bikes 
shipped to certain countries have front brakes, while others 
have lighting systems or fenders. While these different features 
add to costs, they ensure that Electra stays on the right side of 
the laws within the countries in which they do business.

Regulations can vary by type of product as well. Kevin Cox, 
president of Electra Bicycle, describes how Electra had to take 
this into consideration when designing a bicycle with a motor 
called the Townie Go. According to Cox, “There are certain 
speed regulations that exist, and those regulations are dif-
ferent between Europe and [the] U.S.” The company chose to 
adopt the stricter U.S. standard, although it meant a slower 
speed because it would give Electra “one product platform 
that has global reach.”

Electra also faces economic and geographical challenges 
as well. “Currency fluctuation in Asia, that’s a big one because 
that in and of itself can skew the cost of our bicycle,” Cox says. 
Additionally, certain areas such as Europe and many parts of 
the United States have highly seasonal weather that limits bike 
riding to certain times of the year. These weather variations 
cause fluctuations in demand based upon the season. However, 
Cox also points out that having a global reach helps to balance 
out these fluctuations “because while it’s winter in the U.S., I’m 
enjoying a nice summer in Australia.” In other words, there is a 
constant worldwide demand for bicycles year-round.

As Electra expanded globally, the infrastructure of oper-
ating a global network became more complex. This is why, 

Build Your Business Plan

Business in a Borderless World

Think about the good/service you are contem-
plating for your business plan. If it is an already 
established good or service, try to find out if the 
product is currently being sold internationally. If 
not, can you identify opportunities to do so in 

the future? What countries do you think would respond most 
favorably to your product? What problems would you encoun-
ter if you attempted to export your product to those countries?

If you are thinking of creating a new good or service for your 
business plan, think about the possibility of eventually marketing 

that product in another country. What countries or areas of the 
world do you think would be most responsive to your product?

Are there countries the United States has trade agree-
ments or alliances with that would make your entry into the 
market easier? What would be the economic, social, cultural, 
and technological barriers you would have to recognize before 
entering the prospective country(ies)? Think about the spe-
cific cultural differences that would have to be taken into con-
sideration before entering the prospective country.

Visit Connect to practice building your business plan 
with the Business Plan Prep Exercises.
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Part 1   Business in a Changing World

in 2014, Electra made the decision to sell the company to 
Trek. The decision benefits Electra because it can now utilize 
Trek’s extensive network to reach new markets. At the same 
time, tapping into Trek’s distribution networks frees Electra to 
focus less on distribution concerns and more on its core com-
petency: developing high-quality, durable, vintage bicycles.89

Critical Thinking Questions
 1. Describe how Electra maintains a worldwide comparative 

advantage.

 2. What are some global difficulties Electra had to 
overcome when it expanded into different countries?

 3. Why did Electra—which markets itself with a “genuine 
Americana” message—decide to outsource production to 
Asia? Do you believe this is appropriate?

You can find the related video in the Video Library 
in Connect. Ask your instructor how you can access 
Connect.

Team Exercise

Visit Transparency International’s Country Corruption Index 
website: https://www.transparency.org/research/cpi/overview. 
Form groups and select two countries. Research some of the 
economic, ethical, legal, regulatory, and political barriers that 
would have an impact on international trade. Be sure to pair a 

fairly ethical country with a fairly unethical country (Sweden 
with Myanmar, Australia with Haiti). Report your findings.

Ask your instructor about the role-play exercises avail-
able with this book to practice working with a business 
team.
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Learning Objectives
After reading this chapter, you will be 
able to:

 LO 4-1 Describe the advantages and 
disadvantages of the sole 
proprietorship form of organization.

 LO 4-2 Describe the two types of business 
partnership and their advantages 
and disadvantages.

 LO 4-3 Describe the corporate form of 
organization and its advantages and 
disadvantages.

 LO 4-4 Assess the advantages and 
disadvantages of mergers, 
acquisitions, and leveraged buyouts.

 LO 4-5 Propose an appropriate organizational 
form for a startup business.
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Enter the World of Business

Louisville Slugger Hits the Ball Out of the Park
From small business to privately held company to public corporation—the legal 

form of ownership for the Louisville Slugger baseball bat has changed multiple 

times in its more than 130-year history. What has not changed is the popularity 

of the brand among Major League Baseball stars.

It started in 1884 when 11-year-old Bud Hillerich made a bat for Pete 

Browning, a star on the professional Louisville major league baseball team. Bud 

was an apprentice in his father’s small woodworking shop who played amateur 

baseball. He wanted to create a business out of selling bats and finally con-

vinced his father to pursue the endeavor. Bud renamed his bat the “Louisville 

Slugger” and registered with the U.S. Patent Office. The company was incorpo-

rated in 1897 as J.F. Hillerich & Son.

In 1905, the Pittsburgh Pirates’ Honus Wagner, “the Flying Dutchman,” signed 

an endorsement with Louisville Slugger, becoming the first athlete to endorse 

a product. In 1911, salesman Frank Bradsby became a partner of the com-

pany, lending his professional sales and marketing expertise. The company was 

renamed Hillerich & Bradsby Company Inc. (H&B). Among the baseball legends 

who used Louisville Slugger bats are Babe Ruth, Lou Gehrig, and Hank Aaron.

The Louisville Slugger has sold more than 100 million bats, making it the most 

popular bat brand in baseball history. Sixty percent of all Major League Baseball 

players use Louisville Slugger bats. In 2015, Wilson Sporting Goods, a subsid-

iary of a billion-dollar Finnish corporation and maker of the official football for 

the National Football League, announced it had acquired Louisville Slugger for 

$70 million. Although Wilson owns the brand, H&B remains its exclusive manu-

facturing partner and continues to use its expertise to manufacture the iconic 

baseball bat.1
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Introduction
The legal form of ownership taken by a business is seldom of great concern to you 
as a customer. When you eat at a restaurant, you probably don’t care whether the 
restaurant is owned by one person (a sole proprietorship), has two or more owners 
who share the business (a partnership), or is an entity owned by many stockholders 
(a   corporation); all you want is good food. If you buy a foreign car, you probably 
don’t care whether the company that made it has laws governing its form of organiza-
tion that are different from those for businesses in the United States. All businesses 
must select a form of organization that is most appropriate for their owners and the 
scope of their business. A business’s legal form of ownership affects how it operates, 
how much it pays in taxes, and how much control its owners have.

This chapter examines three primary forms of business ownership—sole propri-
etorship, partnership, and corporation—and weighs the advantages and disadvantages 
of each. These forms are the most often used whether the business is a traditional 
brick-and-mortar company, an online-only one, or a combination of both. We also 
take a look at S corporations, limited liability companies, and cooperatives; discuss 
some trends in business ownership; and touch on one of the most common forms of 
organizations for nonprofits. You may wish to refer to Table 4.1 to compare the vari-
ous forms of business ownership mentioned in the chapter. 

Sole Proprietorships
Sole proprietorships, businesses owned and operated by one individual, are the most 
common form of business organization in the United States. Common examples 
include many retailers such as restaurants, hair salons, flower shops, dog kennels, and 
independent grocery stores. For example, Chris Nolte, a veteran who served in Iraq, 
started his own electric-assisted bicycle business called Propel Electric Bikes.2 Sole 
proprietors also include independent contractors who complete projects or engage in 
 entrepreneurial activities for different organizations but who are not employees. These 
include drivers for Uber and those engaged in direct selling for firms such as Mary 

Structure Ownership Taxation Liability Use

Sole proprietorship One owner Individual income taxed Unlimited Owned by a single individual 
and is the easiest way to 
conduct business

Partnership Two or more owners Individual owners’ 
income taxed

Somewhat limited Easy way for two individuals 
to conduct business

Corporation Any number of 
shareholders

Corporate and 
shareholder taxed

Limited A legal entity with 
shareholders or stockholders

S corporation Up to 100 shareholders Taxed as a partnership Limited A legal entity with tax 
advantages for restricted 
number of shareholders

Limited liability 
company

Unlimited number of 
shareholders

Taxed as a partnership Limited Avoid personal lawsuits

TABLE 4.1 Various Forms of Business Ownership

Describe the advantages and 
disadvantages of the sole pro-
prietorship form of organization.

LO 4-1

Need help under-
standing forms of 
business owner-
ship? Visit your 
Connect ebook 
video tab for a 
brief animated 
explanation.

sole proprietorships
businesses owned and 
operated by one individual; 
the most common form of 
business organization in the 
United States.
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FIGURE 4.1
Comparison of Sole 
Proprietorships, 
Partnerships, 
S Corporations, and 
C Corporations
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Source: Scott Greenberg, “Pass-Through Businesses: Data and Policy,” Tax Foundation, January 17, 2017, https://taxfoundation.org/pass-
through-businesses-data-and-policy/ (accessed April 10, 2018)

Kay, Avon, or Tupperware. Many sole proprietors focus on services—small retail 
stores, financial counseling, automobile repair, child care, and the like—rather than 
on the manufacture of goods, which often requires large sums of money not available 
to most small businesses. Amazon provides small proprietors the opportunity to set 
up online shops in the Amazon marketplace. Amazon takes a percentage of the sales 
and provides shipping and online services to more than 20,000 small companies that 
earn more than $100,000 a year selling through Amazon. This opens up opportunities 
for proprietors through the biggest online retailer that accounts for almost half of all 
Internet retail sales in America.3 As you can see in Figure 4.1, proprietorships far out-
number corporations. However, they net far fewer sales and less income. Differences 
between S corporations and C corporations will be discussed later in this text.

Sole proprietorships are typically small businesses employing fewer than 50  people. 
(We’ll look at small businesses in greater detail in the chapter “Small Business, 
Entrepreneurship, and Franchising.”) Sole proprietorships constitute approximately 
three-fourths of all businesses in the United States. 
It is interesting to note that women business owners 
are less likely to get access to credit than their male 
counterparts.4 In many areas, small businesses make 
up the vast majority of the economy.

Advantages of Sole Proprietorships
Sole proprietorships are generally managed by their 
owners. Because of this simple management struc-
ture, the owner/manager can make decisions quickly. 
This is just one of many advantages of the sole pro-
prietorship form of business.

Ease and Cost of Formation Forming a sole 
proprietorship is relatively easy and inexpensive. In 
some states, creating a sole proprietorship involves 
merely announcing the new business in the local 
newspaper. Other proprietorships, such as barber 

Sole proprietorships, the most common form of business organization 
in the United States, commonly include businesses such as florists, 
restaurants, and hair salons.

©Hero Images Inc./Alamy Stock Photo
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shops and restaurants, may require state and local licenses and permits because of the 
nature of the business. The cost of these permits may run from $25 to $100. Lawyers 
are not usually needed to create such enterprises, and the owner can usually take care 
of the required paperwork without much assistance.

Of course, an entrepreneur starting a new sole proprietorship must find a suit-
able site from which to operate the business, even if it is an online business. 
Some sole proprietors look no farther than their garage or a spare bedroom when 
seeking a workshop or office. Among the more famous businesses that sprang 
to life in their founders’ homes are Google, Walt Disney, Dell, eBay, Hewlett-
Packard, Apple, and Mattel.5 Computers, personal copiers, scanners, and websites 
have been a boon for home-based businesses, permitting them to interact quickly 
with customers, suppliers, and others. Many independent salespersons and con-
tractors can perform their work using a smartphone or tablet computer as they 
travel. E-mail and social networks have made it possible for many proprietorships 
to develop in the services area. Internet connections also allow small businesses 
to establish websites to promote their products and even to make low-cost long-
distance phone calls with voice-over Internet protocol (VoIP) technology. One of 
the most famous services using VoIP is Skype, which allows people to make free 
calls over the Internet.

Secrecy. Sole proprietorships make possible the greatest degree of secrecy. The 
proprietor, unlike the owners of a partnership or corporation, does not have to dis-
cuss publicly his or her operating plans, minimizing the possibility that competitors 
can obtain trade secrets. Financial reports need not be disclosed, as do the financial 
reports of publicly owned corporations.

Distribution and Use of Profits. All profits from a sole proprietorship belong 
exclusively to the owner. He or she does not have to share them with any partners 
or stockholders. The owner decides how to use the funds—for expansion of the 
 business, for salary increases, for travel to purchase additional inventory, or to find 
new customers.

Flexibility and Control of the Business. The sole proprietor has complete 
control over the business and can make decisions on the spot without anyone else’s 
approval. This control allows the owner to respond quickly to competitive business 
conditions or to changes in the economy. The ability to quickly change prices or prod-
ucts can provide a competitive advantage for the business.

Government Regulation. Sole proprietorships have the most freedom from gov-
ernment regulation. Many government regulations—federal, state, and local—apply 
only to businesses that have a certain number of employees, and securities laws 
apply only to corporations that issue stock. Nonetheless, sole proprietors must ensure 
that they follow all laws that do apply to their business. For example, sole proprietor-
ships must be careful to obey employee and consumer protection regulation.

Taxation. Profits from sole proprietorships are considered personal income and are 
taxed at individual tax rates. The owner, therefore, pays one income tax that includes 
the business and individual income. Another tax benefit is that a sole proprietor is 
allowed to establish a tax-exempt retirement account or a tax-exempt profit-sharing 
account. Such accounts are exempt from current income tax, but payments taken after 
retirement are taxed when they are received.
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Closing the Business. A sole proprietorship can be dissolved easily. No approval 
of co-owners or partners is necessary. The only legal condition is that all financial 
obligations must be paid or resolved. If a proprietor does a going-out-of-business 
sale, most states require that the business actually close.

Disadvantages of Sole Proprietorships
What may be seen as an advantage by one person may turn out to be a disadvantage 
to another. For profitable businesses managed by capable owners, many of the follow-
ing factors do not cause problems. On the other hand, proprietors starting out with 
little management experience and little money are likely to encounter many of the 
disadvantages.

Unlimited Liability. The sole proprietor has unlimited liability in meeting the 
debts of the business. In other words, if the business cannot pay its creditors, the 
owner may be forced to use personal, nonbusiness holdings such as a car or a home to 
pay off the debts. There are only a few states in which houses and homesteads cannot 
be taken by creditors, even if the proprietor declares bankruptcy. The more wealth an 
individual has, the greater is the disadvantage of unlimited liability.

Limited Sources of Funds. Among the relatively few sources of money avail-
able to the sole proprietorship are banks, friends, family, the Small Business 
Administration, or his or her own funds. The owner’s personal financial condition 
determines his or her credit standing. Additionally, sole proprietorships may have to 
pay higher interest rates on funds borrowed from banks than do large corporations 
because they are considered greater risks. More proprietors are using nonbank finan-
cial institutions for transactions that charge higher interest rates than banks. Often, 
the only way a sole proprietor can borrow for business purposes is to pledge a car, a 
house, other real estate, or other personal assets to guarantee the loan. If the business 
fails, the owner may lose the personal assets as well as the business. Publicly owned 
corporations, in contrast, can not only obtain funds from commercial banks, but can 
sell stocks and bonds to the public to raise money. If a public company goes out of 
business, the owners do not lose personal assets. However, they will lose the value of 
their stocks or bonds.

Limited Skills. The sole proprietor must be able to perform many functions and 
possess skills in diverse fields such as management, marketing, finance, accounting, 
bookkeeping, and personnel management. Specialized professionals, such as accoun-
tants or attorneys, can be hired by businesses for help or advice. Sometimes, sole 
proprietors need assistance with certain business functions. For instance, Network 
Solutions offers web services for small and medium-sized businesses that want to 
grow their online presence. The company offers website hosting, or storage space and 
access for websites, as well as tools to help build a website and online marketing ser-
vices.6 In the end, however, it is up to the business owner to make the final decision 
in all areas of the business.

Lack of Continuity. The life expectancy of a sole proprietorship is directly linked 
to that of the owner and his or her ability to work. The serious illness of the owner 
could result in failure of the business if competent help cannot be found. It is difficult 
to arrange for the sale of a proprietorship and, at the same time, assure customers 
that the business will continue to meet their needs. For instance, how does one sell a 
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veterinary practice? A veterinarian’s major asset is patients. If the vet dies suddenly, 
the equipment can be sold, but the patients will not necessarily remain loyal to the 
office. On the other hand, a veterinarian who wants to retire could take in a younger 
partner and sell the practice to the partner over time. One advantage to the partnership 
is that some of the customers are likely to stay with the business, even if ownership 
changes.

Lack of Qualified Employees. It is sometimes difficult for a small sole propri-
etorship to match the wages and benefits offered by a large competing corporation 
because the proprietorship’s profits may not be as high. In addition, there may be less 
room for advancement within a sole proprietorship, so the owner may have difficulty 
attracting and retaining qualified employees. On the other hand, the trend of large 
corporations downsizing and outsourcing tasks has created renewed opportunities for 
small businesses to acquire well-trained employees.

Taxation. Although we listed taxation as an advantage for sole proprietorships, it 
can also be a disadvantage, depending on the proprietor’s income. Under current tax 
rates, sole proprietors pay a higher tax rate than do small corporations on income of 
less than $75,000. However, sole proprietorships avoid the double taxation of corpo-
rate and personal taxes that occurs with corporations. The tax effect often determines 
whether a sole proprietor chooses to incorporate his or her business.

Partnerships
One way to minimize the disadvantages of a sole proprietorship and maximize its 
advantages is to have more than one owner. Most states have a model law governing 
partnerships based on the Uniform Partnership Act. This law defines a partnership 
as “an association of two or more persons who carry on as co-owners of a busi-
ness for profit.” For example, Rebecca Minkoff, a luxury handbag and accessories 
designer, partnered with her brother, Uri Minkoff, to establish her namesake brand.7 
Partnerships are the least used form of business. They are typically larger than sole 
proprietorships but smaller than corporations. Partnerships can be a fruitful form of 
business, as long as some basic keys to success, which are outlined in Table  4.2, 
are followed.

partnership
a form of business 
organization defined by the 
Uniform Partnership Act as 
“an association of two or 
more persons who carry on 
as co-owners of a business 
for profit.”

1. Keep profit sharing equitable based on contributions.

2. Partners should have different skill sets or resource contributions.

3. Ethics and compliance are required.

4. Must maintain effective communication skills.

5. Maintain transparency with stakeholders.

6. Must be realistic in resource and financial management.

7. Previous experience related to business is helpful.

8. Maintain life balance in time spent on business.

9. Focus on customer satisfaction and product quality.

10. Maintain resources in line with sales and growth expectations and planning.

TABLE 4.2
Keys to Success in 
Business Partnerships

Describe the two types of 
business partnership and their 
advantages and disadvantages.

LO 4-2
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Types of Partnership
There are two basic types of partnership: general part-
nership and limited partnership. A general  partnership 
involves a complete sharing in the management of 
a business. In a general partnership, each partner 
has unlimited liability for the debts of the business. 
Professionals such as lawyers, accountants, and archi-
tects often join together in general partnerships.

A limited partnership has at least one general part-
ner, who assumes unlimited liability, and at least one 
limited partner, whose liability is limited to his or her 
investment in the business. Limited partnerships exist 
for risky investment projects where the chance of loss 
is great. The general partners accept the risk of loss; 
the limited partners’ losses are limited to their initial 
investment. Limited partners do not participate in the 
management of the business but share in the profits in 
accordance with the terms of a partnership agreement. 
Usually, the general partner receives a larger share of the profits after the limited part-
ners have received their initial investment back. A master limited partnership (MLP) 
is a limited partnership traded on securities exchanges. MLPs have the tax benefits of 
a limited partnership but the liquidity (ability to convert assets into cash) of a corpora-
tion. Popular examples of MLPs include oil and gas companies and pipeline operators.8

Articles of Partnership
Articles of partnership are legal documents that set forth the basic agreement between 
partners. Most states require articles of partnership, but even if they are not required, 
it makes good sense for partners to draw them up. Articles of partnership usually list 
the money or assets that each partner has contributed (called partnership capital), 
state each partner’s individual management role or duty, specify how the profits and 
losses of the partnership will be divided among the partners, and describe how a part-
ner may leave the partnership as well as any other restrictions that might apply to the 
agreement. Table 4.3 lists some of the issues and provisions that should be included 
in articles of partnership.

Advantages of Partnerships
Law firms, accounting firms, and investment firms with several hundred partners 
have partnership agreements that are quite complicated in comparison with the part-
nership agreement among two or three people owning a computer repair shop. The 
advantages must be compared with those offered by other forms of business organiza-
tion, and not all apply to every partnership.

Ease of Organization. Starting a partnership requires little more than drawing up 
articles of partnership. No legal charters have to be granted, but the name of the busi-
ness should be registered with the state.

Availability of Capital and Credit. When a business has several partners, it 
has the benefit of a combination of talents and skills and pooled financial resources. 
Partnerships tend to be larger than sole proprietorships and, therefore, have greater 

general partnership
a partnership that involves a 
complete sharing in both the 
management and the liability 
of the business.

limited partnership
a business organization that 
has at least one general 
partner, who assumes 
unlimited liability, and at 
least one limited partner, 
whose liability is limited to 
his or her investment in the 
business.

articles of partnership
legal documents that set 
forth the basic agreement 
between partners.

Colhoc Limited Partnership owns and operates the Columbus Blue 
Jackets NHL franchise. John P. McConnell is majority owner of the 
Blue Jackets.

©Aaron Doster/CSM/REX/Shutterstock
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 1. Name, purpose, location

   2. Duration of the agreement

   3. Authority and responsibility of each partner

   4. Character of partners (i.e., general or limited, active or silent)

   5. Amount of contribution from each partner

   6. Division of profits or losses

   7. Salaries of each partner

   8. How much each partner is allowed to withdraw

   9. Death of partner

10. Sale of partnership interest

11. Arbitration of disputes

12. Required and prohibited actions

13. Absence and disability

14. Restrictive covenants

15. Buying and selling agreements

TABLE 4.3
Issues and Provisions in 
Articles of Partnership

earning power and better credit ratings. Because many limited partnerships have been 
formed for tax purposes rather than for economic profits, the combined income of all 
U.S. partnerships is quite low. Nevertheless, the professional partnerships of many 
lawyers, accountants, and banking firms make quite large profits. For instance, the 
more than 700 partners at the international law firm Morgan, Lewis & Bockius LLP 
take home large incomes as the firm earns revenues of more than $1 billion a year.9

Combined Knowledge and Skills. Partners in the most successful partnerships 
acknowledge each other’s talents and avoid confusion and conflict by specializing 
in a particular area of expertise such as marketing, production, accounting, or ser-
vice. The diversity of skills in a partnership makes it possible for the business to be 
run by a management team of specialists instead of by a generalist sole proprietor. 
Co-founders Justin Wetherill, Edward Trujillo, and David Reiff credit diversity as 
being a key component to the success of their company uBreakiFix, an iPhone repair 
service. In just nine years, the startup has grown to more than 375 locations, gener-
ating more than $147 million in annual revenue. They have also embarked upon a 
franchising strategy, which is sure to spur further growth.10 Service-oriented partner-
ships in fields such as law, financial planning, and accounting may attract custom-
ers because clients may think that the service offered by a diverse team is of higher 
 quality than that provided by one person. Larger law firms, for example, often have 
individual partners who specialize in certain areas of the law–such as family, bank-
ruptcy, corporate, entertainment, and criminal law.

Decision Making. Small partnerships can react more quickly to changes in the 
business environment than can large partnerships and corporations. Such fast reac-
tions are possible because the partners are involved in day-to-day operations and 
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can make decisions quickly after consultation. Large partnerships with hundreds of 
 partners in many states are not common. In those that do exist, decision making is 
likely to be slow. However, some partnerships have been successful despite their large 
size. The accounting firm Ernst & Young is the second largest accounting and advi-
sory firm in the United States. In one year, it promoted 753 individuals to the rank 
of partner, 30 percent of whom were women. With global revenues of more than 
$29.6 billion, some have attributed Ernst & Young’s success to its strong approach to 
diversity and the innovation of its teams.11

Regulatory Controls. Like a sole proprietorship, a partnership has fewer regu-
latory controls affecting its activities than does a corporation. A partnership does 
not have to file public financial statements with government agencies or send out 
quarterly financial statements to several thousand owners, as do corporations such 
as Apple and Ford Motor Co. A partnership does, however, have to abide by all laws 
relevant to the industry or profession in which it operates as well as state and federal 
laws relating to financial reports, employees, consumer protection, and environmental 
regulations, just as the sole proprietorship does.

Disadvantages of Partnerships
Partnerships have many advantages compared to sole proprietorships and corpora-
tions, but they also have some disadvantages. Limited partners have no voice in the 
management of the partnership, and they may bear most of the risk of the business, 
while the general partner reaps a larger share of the benefits. There may be a change 
in the goals and objectives of one partner but not the other, particularly when the part-
ners are multinational organizations. This can cause friction, giving rise to an enter-
prise that fails to satisfy both parties or even forcing an end to the partnership. Many 
partnership disputes wind up in court or require outside mediation. A partnership 
can be jeopardized when two business partners cannot resolve disputes. For instance, 
two co-founders of photo-sharing mobile application Snapchat reached a financial 
settlement with their former fraternity brother, who sued the co-founders because the 
business was based around his idea.12 In some cases, the ultimate solution may be dis-
solving the partnership. Major disadvantages of partnerships include the following.

Unlimited Liability. In general partnerships, the general partners have unlimited 
liability for the debts incurred by the business, just as the sole proprietor has unlim-
ited liability for his or her business. Such unlimited liability can be a distinct disad-
vantage to one partner if his or her personal financial resources are greater than those 
of the others. A potential partner should check to make sure that all partners have 
comparable resources to help the business in time of trouble. This disadvantage is 
eliminated for limited partners, who can lose only their initial investment.

Business Responsibility. All partners are responsible for the business actions of 
all others. Partners may have the ability to commit the partnership to a contract with-
out approval of the other partners. A bad decision by one partner may put the other 
partners’ personal resources in jeopardy. Personal problems such as a divorce can 
eliminate a significant portion of one partner’s financial resources and weaken the 
financial structure of the whole partnership.

Life of the Partnership. A partnership is terminated when a partner dies or with-
draws. In a two-person partnership, if one partner withdraws, the firm’s liabilities 
would be paid off and the assets divided between the partners. Obviously, the partner 

Final PDF to printer



118

fer88367_ch04_107-139.indd 118 11/16/18  01:07 PM

Part 2   Starting and Growing a Business

who wishes to continue in the business would be at a serious disadvantage. The busi-
ness could be disrupted, financing would be reduced, and the management skills of 
the departing partner would be lost. The remaining partner would have to find another 
or reorganize the business as a sole proprietorship. In very large partnerships such as 
those found in law firms and investment banks, the continuation of the partnership 
may be provided for in the articles of partnership. The provision may simply state the 
terms for a new partnership agreement among the remaining partners. In such cases, 
the disadvantage to the other partners is minimal.

Selling a partnership interest has the same effect as the death or withdrawal of 
a partner. It is difficult to place a value on a partner’s share of the partnership. No 
public value is placed on the partnership, as there is on publicly owned corpora-
tions. What is a law firm worth? What is the local hardware store worth? Coming 
up with a fair value that all partners can agree to is not easy. Selling a partner-
ship interest is easier if the articles of partnership specify a method of valuation. 
Even if there is not a procedure for selling one partner’s interest, the old partnership 
must still be dissolved and a new one created. In contrast, in the corporate form 
of  business, the departure of owners has little effect on the financial resources of the 
business, and the loss of managers does not cause long-term changes in the structure 
of the organization.

Distribution of Profits. Profits earned by the partnership are distributed to the 
partners in the proportions specified in the articles of partnership. This may be a 
disadvantage if the division of the profits does not reflect the work each partner 
puts into the business. You may have encountered this disadvantage while work-
ing on a student group project: You may have felt that you did most of the work 
and  that the other students in the group received grades based on your efforts. 
Even the  perception of an unfair profit-sharing agreement may cause tension 
between the partners, and unhappy partners can have a negative effect on the profit-
ability of the business.

Limited Sources of Funds. As with a sole proprietorship, the sources of funds 
available to a partnership are limited. Because no public value is placed on the busi-
ness (such as the current trading price of a corporation’s stock), potential partners 
do not always know what one partnership share is worth, although third parties can 
access the value. Moreover, because partnership shares cannot be bought and sold 
easily in public markets, potential owners may not want to tie up their money in assets 
that cannot be readily sold on short notice. Accumulating enough funds to operate a 
national business, especially a business requiring intensive investments in facilities 
and equipment, can be difficult. Partnerships also may have to pay higher interest 
rates on funds borrowed from banks than do large corporations because partnerships 
may be considered greater risks.

Taxation of Partnerships
Partnerships are quasi-taxable organizations. This means that partnerships do not pay 
taxes when submitting the partnership tax return to the Internal Revenue Service. The 
tax return simply provides information about the profitability of the organization and 
the distribution of profits among the partners. Partners must report their share of prof-
its on their individual tax returns and pay taxes at the income tax rate for individuals. 
Master limited partnerships require financial reports similar to corporations, which 
are discussed in the next section.
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Corporations
When you think of a business, you probably think of a huge corporation such as 
General Electric, Procter & Gamble, or Sony because a large portion of your con-
sumer dollars go to such corporations. A corporation is a legal entity, created by the 
state, whose assets and liabilities are separate from its owners. As a legal entity, a 
corporation has many of the rights, duties, and powers of a person, such as the right 
to receive, own, and transfer property. Corporations can enter into contracts with indi-
viduals or with other legal entities, and they can sue and be sued in court.

Corporations account for the majority of all U.S. sales and income. Thus, most of 
the dollars you spend as a consumer probably go to incorporated businesses. Most cor-
porations are not mega-companies like General Mills or Ford Motor Co.; even small 
businesses can incorporate. As we shall see later in the chapter, many smaller firms 
elect to incorporate as “S Corporations,” which operate under slightly different rules 
and have greater flexibility than do traditional “C Corporations” like General Mills.

Corporations are typically owned by many individuals and organizations who 
own shares of the business, called stock (thus, corporate owners are often called 
 shareholders or stockholders). Stockholders can buy, sell, give or receive as gifts, 
or inherit their shares of stock. As owners, the stockholders are entitled to all profits 
that are left after all the corporation’s other obligations have been paid. These profits 
may be distributed in the form of cash payments called dividends. For example, if a 
corporation earns $100 million after expenses and taxes and decides to pay the own-
ers $40 million in dividends, the stockholders receive 40 percent of the profits in cash 
dividends. In recent years, companies in the U.S. have paid shareholders more than 
$438 billion per year in dividends. Table 4.4 lists the world’s biggest dividend payers. 
However, not all after-tax profits are paid to stockholders in dividends. Some corpo-
rations may retain profits to expand the business. For example, Alphabet (Google’s 
parent company), Amazon, Biogen, and Tesla have not paid dividends in the past 
because they reinvest their earnings.

corporation
a legal entity, created by 
the state, whose assets and 
liabilities are separate from 
its owners.

stock
shares of a corporation that 
may be bought or sold.

dividends
profits of a corporation 
that are distributed in the 
form of cash payments to 
stockholders.

Consider Ethics and Social Responsibility

Beer Hound Brews the Perfect 
Partnership
Kenny Thacker always dreamed about brewing beer, so after he 
became unemployed, the former construction worker set out to 
make his dream a reality. Using a $25,000 loan from his father, 
Thacker opened Beer Hound Brewery in 2012. The brewery 
proved popular with the locals, but nonetheless, the business 
tanked financially in the three years it was open. There were 
not enough customers in the small town where the brewery was 
located for Thacker to turn a profit. As a sole business owner, he 
did not have all the skills needed to succeed financially.

Help came when Thacker partnered with Frank Becker, a 
restaurant franchise manager, and Rick Cash, a retired man-
ager at Philip Morris. The three men reopened Beer Hound 
Brewery, this time in a more desirable location where the 
brewery could develop a stronger customer base. The various 

business responsibilities of running the brewery were split up 
among the three men. Thacker focused on perfecting his brew-
ing recipes, while his two partners addressed the marketing, 
operations and financing aspects of the business. The brewery 
was a hit when it opened. Finding the right business partners 
helped transform the fledgling brewery into a successful busi-
ness. Revenue at the brewery approached $500,000 in its first 
year, and Thacker, Becker, and Cash estimated revenues would 
surpass $1 million in 2017.13

Critical Thinking Questions
 1. What made the brewery more successful after Thacker 

brought on his two business partners?
 2. Why was it important for Thacker, Becker, and Cash to 

share in the responsibility of running the brewery?
 3. How did the owners of Beer Hound Brewery grow its 

customer base?

Describe the corporate  
form of organization and its 
advantages and disadvantages.

LO 4-3
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Creating a Corporation
A corporation is created, or incorporated, under the laws of the state in which it 
incorporates. The individuals creating the corporation are known as incorporators. 
Each state has a specific procedure, sometimes called chartering the corporation, 
for incorporating a business. Most states require a minimum of three incorporators; 
thus, many small businesses can be and are incorporated. Another requirement is that 
the new corporation’s name cannot be similar to that of another business. In most 
states, a corporation’s name must end in “company,” “corporation,” “incorporated,” 
or “ limited” to show that the owners have limited liability. (In this text, however, the 
word company means any organization engaged in a commercial enterprise and can 
refer to a sole proprietorship, a partnership, or a corporation.)

The incorporators must file legal documents generally referred to as articles of 
incorporation with the appropriate state office (often the secretary of state). The 
articles of incorporation contain basic information about the business. The following 
10 items are found in the Model Business Corporation Act, issued by the American 
Bar Association, which is followed by most states:

 1. Name and address of the corporation.
 2. Objectives of the corporation.
 3. Classes of stock (common, preferred, voting, nonvoting) and the number of 

shares for each class of stock to be issued.
 4. Expected life of the corporation (corporations are usually created to last 

forever).
 5. Financial capital required at the time of incorporation.
 6. Provisions for transferring shares of stock between owners.
 7. Provisions for the regulation of internal corporate affairs.
 8. Address of the business office registered with the state of incorporation.
 9. Names and addresses of the initial board of directors.
 10. Names and addresses of the incorporators.

Source: Janus Henderson Global Dividend Index, Edition 17, February 2018, p. 12.

TABLE 4.4
World’s Biggest Dividend 
Payers

Rank Company

1. Royal Dutch Shell Plc

2. China Mobile Limited

3. Exxon Mobil Corp.

4. Apple Inc

5. Microsoft Corporation

6. AT&T Inc.

7. HSBC Holdings plc

8. China Construction Bank Corp.

9. Verizon Communications Inc.

10. Johnson & Johnson
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Based on the information in the articles of incorporation, the state issues a  corporate 
charter to the company. After securing this charter, the owners hold an organizational 
meeting at which they establish the corporation’s bylaws and elect a board of direc-
tors. The bylaws might set up committees of the board of directors and describe the 
rules and procedures for their operation.

Types of Corporations
If the corporation does business in the state in which it is chartered, it is known as a 
domestic corporation. In other states where the corporation does business, it is known 
as a foreign corporation. If a corporation does business outside the nation in which 
it is incorporated, it is called an alien corporation. A corporation may be privately or 
publicly owned.

A private corporation is owned by just one or a few people who are closely involved 
in managing the business. These people, often a family, own all the corporation’s 
stock, and no stock is sold to the public. Many corporations are quite large, yet remain 
private, including Publix Super Markets. It is the nation’s seventh largest privately 
held corporation, with annual revenues of more than $34 billion. Founded in 1930, 
today the company is run by the founder’s grandson, who is the fourth family member 
to lead the company.14 Table 4.5 lists the 10 largest private companies in the United 
States. Privately owned corporations are not required to disclose financial informa-
tion publicly, but they must, of course, pay taxes.

A public corporation is one whose stock anyone may buy, sell, or trade. A few thou-
sand multinational firms influence what billions of consumers watch, wear, and eat.15 
Companies like IBM, McDonald’s, Caterpillar, and Procter & Gamble earn more than 
half of their revenue outside the United Sates, as Table 4.6 indicates. Thousands of 
smaller public corporations in the United States have sales under $10 million. In large 
public corporations such as AT&T, the stockholders are often far removed from the 

corporate charter
a legal document that the 
state issues to a company 
based on information the 
company provides in the 
articles of incorporation.

private corporation
a corporation owned by just 
one or a few people who are 
closely involved in managing 
the business.

public corporation
a corporation whose stock 
anyone may buy, sell, or 
trade.

Rank Company Industry Revenue (in billions) Employees

1. Cargill Food, drink, and tobacco $109.7 150,000

2. Koch Industries Multicompany $100 100,000

3. Albertsons Food markets $59.7 273,000

4. Deloitte Business services and supplies $36.8 244,400

5. PricewaterhouseCoopers Business services and supplies $35.9 223,000

6. Mars Food, drink, and tobacco $35 80,000

7. Publix Super Markets Food markets $34 191,000

8. Bechtel Construction $32.9 55,000

9. Ernst & Young Business services and supplies $29.6 231,000

10. C&S Wholesale Grocers Food, drink, and tobacco $28.1 17,500

Source: “America’s Largest Private Companies,” Forbes, https://www.forbes.com/largest-private-companies/list/#tab:rank (accessed April 8, 2018).

TABLE 4.5
America’s Largest Private Companies
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management of the company. In other public corporations, the managers are often the 
founders and the major shareholders. Facebook CEO Mark Zuckerberg, for example, 
holds 16.1 percent of Facebook stock. While he announced that he would donate 35 
to 75 million of his shares to charity, he holds an 87 percent voting majority position 
in the firm.16 Publicly owned corporations must disclose financial information to the 
public under specific laws that regulate the trade of stocks and other securities.

A private corporation that needs more money to expand or to take advantage of 
opportunities may have to obtain financing by “going public” through an initial  public 
offering (IPO)—that is, becoming a public corporation by selling stock so that it can be 
traded in public markets. Digital media companies are leading a surge in initial public 

offerings. Chinese e-commerce company Alibaba 
released the largest IPO globally at $25 billion.17

Also, privately owned firms are occasionally 
forced to go public with stock offerings when a 
major owner dies and the heirs have large estate 
taxes to pay. The tax payment may only be pos-
sible with the proceeds of the sale of stock. This 
happened to the brewer Adolph Coors Inc. After 
Adolph Coors died, the business went public and 
his family sold shares of stock to the public in order 
to pay the estate taxes.

On the other hand, public corporations can be 
“taken private” when one or a few individuals (per-
haps the management of the firm) purchase all the 
firm’s stock so that it can no longer be sold pub-
licly. Taking a corporation private may be desirable 
when owners want to exert more control over the 

initial public offering (IPO)
selling a corporation’s stock 
on public markets for the 
first time.

Company Description

Caterpillar Inc. Designs, manufactures, markets, and sells machinery, engines, and financial products

Dow Chemical Manufactures chemicals, with products including plastics, oil, and crop technology

General Electric
Operates in the technology infrastructure, energy, capital finance, and consumer and industrial fields, 
with products including appliances, locomotives, weapons, lighting, and gas

General Motors Sells automobiles with brands including Chevrolet, Buick, Cadillac, and Isuzu

IBM
Conducts technological research, develops intellectual property including software and hardware, and 
offers consulting services

Intel Manufactures and develops semiconductor chips and microprocessors

McDonald’s Operates second-largest chain of fast-food restaurants worldwide after Subway

Nike Designs, develops, markets, and sells athletic shoes and clothing

Procter & Gamble Sells consumer goods with brands including Tide, Bounty, Crest, and Iams

Yum! Brands Operates and licenses restaurants including Taco Bell, Kentucky Fried Chicken, and Pizza Hut

TABLE 4.6
American Companies with More than Half of Their Revenues from Outside the United States

Music streaming service Spotify went public on the New York Stock 
Exchange, earning a $26 billion valuation.

©JUSTIN LANE/EPA-EFE/REX/Shutterstock

Final PDF to printer



123

fer88367_ch04_107-139.indd 123 11/16/18  01:07 PM

Chapter 4   Options for Organizing Business

firm or they want the flexibility to make decisions for restructuring operations. For 
example, Michael Dell took his company private in order to set a new direction as PC 
sales continue to decline. Becoming a private company again allows Dell to focus on 
the needs of the company more fully without having to worry about the stock price for 
investors.18 Taking a corporation private is also one technique for avoiding a takeover 
by another corporation.

Quasi-public corporations and nonprofits are two types of public corporations. 
Quasi-public corporations are owned and operated by the federal, state, or local gov-
ernment. The focus of these entities is to provide a service to citizens, such as mail 
delivery, rather than earning a profit. Indeed, many quasi-public corporations operate 
at a loss. Examples of quasi-public corporations include the National Aeronautics and 
Space Administration (NASA) and the U.S. Postal Service.

Like quasi-public corporations, nonprofit corporations focus on providing a ser-
vice rather than earning a profit, but they are not owned by a government entity. 
Organizations such as the Sesame Workshop, the Elks Clubs, the American Lung 
Association, the American Red Cross, museums, and private schools provide ser-
vices without a profit motive. United Way Worldwide is the largest charity in the 
U.S. with total revenue of $3.9 billion.19 To fund their operations and services, non-
profit organizations solicit donations from individuals and companies, apply for 
grants from the government and other charitable foundations, and charge for their 
services. Habitat for Humanity, a nonprofit that builds affordable homes using vol-
unteer labor for  families in need, operates hundreds of Habitat for Humanity ReStore 
locations, outlets for discount furniture, appliances, building materials, and more. 
All of the profits from its stores benefit its home-building program.20 Nonprofits do 
not have shareholders, and most are organized as 501(c)(3) organizations. A 501(c)
(3) organization receives  certain tax exemptions, and donors contributing to these 
organizations may reduce their tax deductibility for their donations. Organizations 
that have  501(c)(3) status include public charities (for example, the Leukemia & 
Lymphoma Society), private foundations (for example, the Daniels Fund), and private 
operating foundations that sponsor and fund their own programs (for example, day 
camp for underprivileged children).21

Elements of a Corporation
The Board of Directors. A board of directors, elected by the stockholders to over-
see the general operation of the corporation, sets the long-range objectives of the cor-
poration. It is the board’s responsibility to ensure that the objectives are achieved on 
schedule. Board members have a duty of care and loyalty to oversee the management 
of the firm or for any misuse of funds. An important duty of the board of directors is 
to hire corporate officers, such as the president and the chief executive officer (CEO), 
who are responsible to the directors for the management and daily operations of the 
firm. The role and expectations of the board of directors took on greater significance 
after the accounting scandals of the early 2000s and the passage of the Sarbanes-
Oxley Act.22 As a result, most corporations have restructured how they compensate 
board directors for their time and expertise.

However, some experts now speculate that Sarbanes-Oxley did little to motivate 
directors to increase company oversight. At the same time, the pay rate of directors 
is rising. On average, corporate directors are paid around $245,000, with compen-
sation ranging from $0 to more than $1 million. Over the past several years, the 
trend of increasing directors’ pay has continued, resulting in higher and higher pay 

quasi-public corporations
corporations owned and 
operated by the federal, 
state, or local government.

nonprofit corporations
corporations that focus on 
providing a service rather 
than earning a profit 
but are not owned by a 
government entity.

board of directors
a group of individuals, 
elected by the stockholders 
to oversee the general 
operation of the corporation, 
who set the corporation’s 
long-range objectives.
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levels. Although such pay is meant to attract top-quality directors, concerns exist over 
whether excessive pay will have unintended consequences. Some believe that this 
trend is contributing to the declining effectiveness in corporate governance.23

Directors can be employees of the company (inside directors) or people unaffili-
ated with the company (outside directors). Inside directors are usually the officers 
responsible for running the company. Outside directors are often top executives from 
other companies, lawyers, bankers, even professors. Directors today are increasingly 
chosen for their expertise, competence, and ability to bring diverse perspectives to 
strategic discussions. Outside directors are also thought to bring more independence 
to the monitoring function because they are not bound by past allegiances, friend-
ships, a current role in the company, or some other issue that may create a conflict of 
interest. Many of the corporate scandals uncovered in recent years might have been 
prevented if each of the companies’ boards of directors had been better qualified, 
more knowledgeable, and more independent.

There is a growing shortage of available and qualified board members. Boards are 
increasingly telling their own CEOs that they should be focused on serving their com-
pany, not serving on outside boards. Because of this, the average CEO sits on less than 
one outside board. This represents a decline from a decade ago when the average was 
two. Because many CEOs are turning down outside positions, many companies have 
taken steps to ensure that boards have experienced directors. They have increased the 
mandatory retirement age to 72 or older, and some have raised it to 75 or even older. 
Minimizing the amount of overlap between directors sitting on different boards helps 
to limit conflicts of interest and provides for independence in decision making.

Stock Ownership. Corporations issue two types of stock: preferred and common. 
Owners of preferred stock are a special class of owners because, although they gener-
ally do not have any say in running the company, they have a claim to profits before 
any other stockholders. Other stockholders do not receive any dividends unless the 
preferred stockholders have already been paid. Dividend payments on preferred stock 
are usually a fixed percentage of the initial issuing price (set by the board of direc-
tors). For example, if a share of preferred stock originally cost $100 and the dividend 
rate was stated at 7.5 percent, the dividend payment will be $7.50 per share per year. 
Dividends are usually paid quarterly. Most preferred stock carries a cumulative claim 
to dividends. This means that if the company does not pay preferred-stock dividends 
in one year because of losses, the dividends accumulate to the next year. Such divi-
dends unpaid from previous years must also be paid to preferred stockholders before 
other stockholders can receive any dividends.

Although owners of common stock do not get such preferential treatment with 
regard to dividends, they do get some say in the operation of the corporation. Their 
ownership gives them the right to vote for members of the board of directors and on 
other important issues. Common stock dividends may vary according to the prof-
itability of the business, and some corporations do not issue dividends at all, but 
instead plow their profits back into the company to fund expansion.

Common stockholders are the voting owners of a corporation. They are usually 
entitled to one vote per share of common stock. During an annual stockholders’ meet-
ing, common stockholders elect a board of directors. Some boards find it easier than 
others to attract high-profile individuals. For example, in 2018 the board of Procter & 
Gamble consisted of Francis S. Blake, former CEO of Home Depot; Angela F. Braly, 
CEO of Anthem; Amy L. Chang, CEO of Accompany Inc.; Kenneth I. Chenault, for-
mer CEO of American Express; and others.24 Because they can choose the board of 

preferred stock
a special type of stock 
whose owners, though not 
generally having a say in 
running the company, have a 
claim to profits before other 
stockholders.

common stock
stock whose owners 
have voting rights in the 
corporation, yet do not 
receive preferential treatment 
regarding dividends.
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directors, common stockholders have some say in 
how the company will operate. Common stockhold-
ers may vote by proxy, which is a written autho-
rization by which stockholders assign their voting 
privilege to someone else, who then votes for his 
or her choice at the stockholders’ meeting. It is a 
normal practice for management to request proxy 
statements from shareholders who are not planning 
to attend the annual meeting. Most owners do not 
attend annual meetings of the very large compa-
nies, such as Westinghouse or Boeing, unless they 
live in the city where the meeting is held.

Common stockholders have another advan-
tage over preferred shareholders. In most states, 
when the corporation decides to sell new shares 
of common stock in the marketplace, common 
stockholders have the first right, called a preemp-
tive right, to purchase new shares of the stock 
from the  corporation. A preemptive right is often 
included in the articles of incorporation. This 
right is important because it allows stockholders 
to purchase new shares to maintain their origi-
nal positions. For example, if a stockholder owns 
10  percent of a corporation that decides to issue new shares, that stockholder has 
the right to buy enough of the new shares to retain the 10 percent ownership.

Advantages of Corporations
Because a corporation is a separate legal entity, it has some very specific advantages 
over other forms of ownership. The biggest advantage may be the limited liability of 
the owners.

Limited Liability. Because the corporation’s assets (money and resources) and 
liabilities (debts and other obligations) are separate from its owners’, in most cases 
the stockholders are not held responsible for the firm’s debts if it fails. Their liability 
or potential loss is limited to the amount of their original investment. Although a 
creditor can sue a corporation for not paying its debts, even forcing the corporation 
into bankruptcy, it cannot make the stockholders pay the corporation’s debts out of 
their personal assets. Occasionally, the owners of a private corporation may pledge 
personal assets to secure a loan for the corporation; this would be most unusual for a 
public corporation.

Ease of Transfer of Ownership. Stockholders can sell or trade shares of stock 
to other people without causing the termination of the corporation, and they can 
do this without the prior approval of other shareholders. The transfer of ownership 
(unless it is a majority position) does not affect the daily or long-term operations of 
the corporation.

Perpetual Life. A corporation usually is chartered to last forever unless its articles 
of incorporation stipulate otherwise. The existence of the corporation is unaffected by 
the death or withdrawal of any of its stockholders. It survives until the owners sell it 

Procter & Gamble’s board of directors includes Kenneth I. Chenault, 
former CEO of American Express.

©lev radin/Shutterstock
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or liquidate its assets. However, in some cases, bank-
ruptcy ends a corporation’s life. Bankruptcies occur 
when companies are unable to operate and earn prof-
its. Eventually, uncompetitive businesses must close 
or seek protection from creditors in bankruptcy court 
while the business tries to reorganize.

External Sources of Funds. Of all the forms of 
business organization, the public corporation finds it 
easiest to raise money. When a large or public corpora-
tion needs to raise more money, it can sell more stock 
shares or issue bonds (corporate “IOUs,” which pledge 
to repay debt), attracting funds from anywhere in the 
United States and even overseas. The larger a corpora-
tion becomes, the more sources of financing are avail-
able to it. We take a closer look at some of these in the 
chapter “Money and the Financial System.”

Expansion Potential. Because large public corporations can find long-term 
financing readily, they can easily expand into national and international markets. 
And, as a legal entity, a corporation can enter into contracts without as much dif-
ficulty as a partnership.

Disadvantages of Corporations
Corporations have some distinct disadvantages resulting from tax laws and govern-
ment regulation.

Double Taxation. As a legal entity, the corporation must pay taxes on its income 
just like you do. The United States has a tax rate of 21 percent. The global average 
is 23 percent.25 Global companies such as Apple and Caterpillar have to pay foreign 
taxes as well as U.S. taxes when profits are brought back into the country. When after-
tax corporate profits are paid out as dividends to the stockholders, the dividends are 
taxed a second time as part of the individual owner’s income. This process creates 
double taxation for the stockholders of dividend-paying corporations. Double taxa-
tion does not occur with the other forms of business organization.

Forming a Corporation. The formation of a corporation can be costly. A 
charter must be obtained, and this usually requires the services of an attorney and 
payment of legal fees. Filing fees ranging from $25 to $150 must be paid to the 

state that awards the corporate charter, and certain 
states require that an annual fee be paid to maintain 
the charter. Today, a number of Internet services such 
as LegalZoom.com and Business.com make it easier, 
quicker, and less costly to form a corporation. However, 

in making it easier for people to form businesses without expert consultation, these 
services have increased the risk that people will not choose the kind of organiza-
tional form that is right for them. Sometimes, one form works better than another. 
The business’s founders may fail to take into account disadvantages, such as double 
taxation with corporations.

Caterpillar pays foreign taxes as well as U.S. taxes when profits are 
brought back into the country.

©Paul Brady/123RF

DID YOU KNOW? The first corporation with a net 
income of more than $1 billion in one year was General Motors, 
with a net income in 1955 of $1,189,477,082.26
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Disclosure of Information. Corporations must make information available to 
their owners, usually through an annual report to shareholders. The annual report 
contains financial information about the firm’s profits, sales, facilities and equip-
ment, and debts, as well as descriptions of the company’s operations, products, and 
plans for the future. Public corporations must also file reports with the Securities and 
Exchange Commission (SEC), the government regulatory agency that regulates secu-
rities such as stocks and bonds. The larger the firm, the more data the SEC requires. 
Because all reports filed with the SEC are available to the public, competitors can 
access them. Additionally, complying with securities laws takes time.

Employee-Owner Separation. Many employees are not stockholders of the 
company for which they work. This separation of owners and employees may 
cause employees to feel that their work benefits only the owners. Employees with-
out an ownership stake do not always see how they fit into the corporate picture 
and may not understand the importance of profits to the health of the organization. 
If managers are part owners but other employees are not, management–labor rela-
tions take on a different, sometimes difficult, aspect from those in partnerships 
and sole proprietorships. However, this situation is changing as more corporations 
establish employee stock ownership plans (ESOPs), which give shares of the com-
pany’s stock to its employees. Such plans build a partnership between employee 
and employer and can boost productivity because they motivate employees to work 
harder so that they can earn dividends from their hard work as well as from their 
regular wages.

Going Green

To B or Not to B: Cascade 
Engineering Adopts B Corporation 
Certification
B Corporations are for-profit companies that meet very high 
standards of social and environmental performance, accountabil-
ity, and transparency. Cascade Engineering makes an unlikely B 
corporation in that it manufactures plastic products, operating in 
an industry that tends to be seen as environmentally unfriendly. 
However, Cascade’s founder, Fred Keller, has a different view. 
He welcomes regulation, believing it motivates companies to 
improve processes. Under his leadership, Cascade has adopted 
the triple bottom line approach of people, planet, and profits.

B corporations are not your typical corporation. The B 
stands for beneficial. It is a certification awarded by the non-
profit B Lab to signal that member companies conform to a 
set of transparent and comprehensive social and environmental 
performance standards. These businesses are purpose driven 
and are designed to give back to communities, the environ-
ment, and employees.

From an environmental standpoint, Cascade has spent more 
than a decade helping customers reduce oil use and eliminate 

waste. It has developed a cradle-to-cradle certified product 
line based on a design concept that stresses reusable and safe 
materials, renewable energy, water quality, social fairness, and 
continuous improvement. Unlike many manufacturers, Cascade 
supports a switch to renewable energy. Company decisions 
focus on sustainable solutions as the best alternative for the 
continued success of the company and society.

Cascade is aware of ramifications caused by plastic. When 
evaluating alternatives, therefore, sustainability is a primary 
consideration. Although many believe companies should focus 
on profits first, Keller believes businesses should be analyzed 
not only by profit but also by how they benefit society and the 
environment.27

Critical Thinking Questions
 1. How does Cascade use B corporation certification as a 

way to improve both company processes as well as the 
environment?

 2. How does B corporation certification encourage corpora-
tions to be socially responsible?

 3. Do you think it is possible for a plastics company to make 
a positive contribution toward sustainability?
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Other Types of Ownership
In this section, we take a brief look at joint ventures, S corporations, limited liability 
companies, and cooperatives–businesses formed for special purposes.

Joint Ventures
A joint venture is a partnership established for a specific project or for a limited time. 
The partners in a joint venture may be individuals or organizations, as in the case of 
the international joint ventures discussed in the chapter “Business in a Borderless 
World.” Control of a joint venture may be shared equally, or one partner may con-
trol decision making. Joint ventures are especially popular in situations that call for 
large investments, such as extraction of natural resources and the development of new 
products. Joint ventures can even take place between businesses and governments. 
For example, Sony set up joint ventures to make and sell PlayStation consoles and 
games in China.28

S Corporations
An S corporation is a form of business ownership that is taxed as though it were a 
partnership. Net profits or losses of the corporation pass to the owners, thus elimi-
nating double taxation. The benefit of limited liability is retained. Formally known 
as Subchapter S Corporations, they have become a popular form of business own-
ership for entrepreneurs and represent almost half of all corporate filings.29 The 
owners of an S corporation get the benefits of tax advantages and limited liability. 
Advantages of S corporations include the simple method of taxation, the limited 
liability of shareholders, perpetual life, and the ability to shift income and appre-
ciation to others. Avoiding double taxation is reason enough for approximately 
4.6 million U.S. companies to operate as S corporations.30 Disadvantages include 
restrictions on the number (100) and types (individuals, estates, and certain trusts) 
of shareholders and the difficulty of formation and operation. S corporations are 
mainly small businesses

Limited Liability Companies
A limited liability company (LLC) is a 
form of business ownership that provides 
limited liability, as in a corporation, but 
is taxed like a  partnership. Although rel-
atively new in the United States, LLCs 
have existed for many years abroad. 
Professionals such as lawyers, doc-
tors, and engineers often use the LLC 
form of ownership. Many consider the 
LLC a blend of the best characteristics 
of corporations, partnerships, and sole 
proprietorships. One of the major rea-
sons for the LLC form of ownership is 
to protect the members’ personal assets 
in case of lawsuits. LLCs are flex-
ible, simple to run, and do not require 
the members to hold meetings, keep 

joint venture
a partnership established for 
a specific project or for a 
limited time.

S corporation
corporation taxed as though 
it were a partnership with 
restrictions on shareholders.

limited liability company 
(LLC)
form of ownership that 
provides limited liability and 
taxation like a partnership 
but places fewer restrictions 
on members.

Fiat Chrysler Automobiles (FCA) US LLC is the automaker that designs, manufactures, 
sells, and distributes brands like Jeep, Dodge, and Ram. FCA US is an example of a 
limited liability company.

©Steve Lagreca/Shutterstock
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minutes, or make resolutions, all of which are necessary in corporations. Mrs. Fields 
Famous Brands LLC—known for its cookies and brownies–is an example of a limited 
liability company.32

Cooperatives
Another form of organization in business is the cooperative or co-op, an organization 
composed of individuals or small businesses that have banded together to reap the 
benefits of belonging to a larger organization. Berkshire Co-op Market, for example, 
is a grocery store cooperative based in Massachusetts; Ocean Spray is a cooperative 
of cranberry farmers.33 REI operates a bit differently because it is owned by consum-
ers rather than farmers or small businesses. A co-op is set up not to make money as 
an entity. It exists so that its members can become more profitable or save money. 
Co-ops are generally expected to operate without profit or to create only enough 
profit to maintain the co-op organization.

Many cooperatives exist in small farming communities. The co-op stores and mar-
kets grain; orders large quantities of fertilizer, seed, and other supplies at discounted 
prices; and reduces costs and increases efficiency with good management. A co-op 
can purchase supplies in large quantities and pass the savings on to its members. It 
also can help distribute the products of its members more efficiently than each could 
on an individual basis. A cooperative can advertise its members’ products and thus 
generate demand. Ace Hardware, a cooperative of independent hardware store own-
ers, allows its members to share in the savings that result from buying supplies in 
large quantities; it also provides advertising, which individual members might not be 
able to afford on their own.

cooperative (co-op)
an organization composed 
of individuals or small 
businesses that have banded 
together to reap the benefits 
of belonging to a larger 
organization.

Entrepreneurship in Action

Moving on Up: The VIP Moving & 
Storage LLC Experience
VIP Moving & Storage LLC
Founder: Marshall Powell Ledbetter Sr.
Founded: 1932, in Columbia, Tennessee
Success: VIP Moving & Storage, the official mover for 
the Tennessee Titans, recently expanded to Long Beach, 
California.

For families and football teams, VIP Moving & Storage 
offers customized services to meet their moving and storage 
needs. This limited liability company offers a wide variety of 
moving services, including corporate moves, residential moves, 
packing, unpacking, furniture assembly, and storage for valu-
ables in its 50,000-square-foot storage facility.

Currently owned by Marshall Powell Ledbetter III, VIP 
Moving was started by his grandfather under a different name 
in 1932. Ledbetter purchased the company in 2000, chang-
ing the name to VIP Moving & Storage. He was only able to 

purchase the warehouse, requiring him to buy new trucks and 
trailers. By owning its own fleet, the company is able to offer 
the ultimate in customization.

For more than 20 years, VIP Moving has been the official 
mover for the Tennessee Titans and has also worked with 
the New York Jets, Los Angeles Rams, Seattle Seahawks, 
and New England Patriots. The company’s movers meet the 
teams at the airport to transport their equipment, set up 
the locker rooms, and tear them down. VIP is committed to 
offering the best service for moving and storage—one box 
at a time.31

Critical Thinking Questions
 1. What are the advantages for VIP Moving & Storage of 

operating as an LLC?
 2. How is an LLC form of ownership beneficial to owner 

Marshall Powell Ledbetter III?
 3. How has VIP Moving & Storage leveraged partnerships 

with NFL teams to expand its business?
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Trends in Business Ownership: Mergers  
and Acquisitions
Companies large and small achieve growth and improve profitability by expanding 
their operations, often by developing and selling new products or selling  current 
products to new groups of customers in different geographic areas. Such growth, 
when carefully planned and controlled, is usually beneficial to the firm and ultimately 
helps it reach its goal of enhanced profitability. But companies also grow by merging 
with or purchasing other companies.

A merger occurs when two companies (usually corporations) combine to form a 
new company. An acquisition occurs when one company purchases another, gener-
ally by buying most of its stock. The acquired company may become a subsidiary 
of the buyer, or its operations and assets may be merged with those of the buyer. 
The government sometimes scrutinizes mergers and acquisitions in an attempt to 
protect customers from monopolistic practices. For example, the decision to autho-
rize American Airlines’ acquisition of U.S. Airways was carefully analyzed. Google 
paid $3.2 billion for smart-home company Nest Labs.34 The company was just one of 
many that Google acquired during the year. While these acquisitions have the poten-
tial to diversify Google’s service offerings and benefit it financially, some believe that 
Google might be investing in companies of which it has little knowledge. In these 
cases, acquisitions could end up harming the acquiring company. Perhaps partially 
for this reason, Google restructured to become a holding firm called Alphabet Inc. 
Divisions such as Google Nest are now operated as semi-independent businesses.35 
Acquisitions sometimes involve the purchase of a division or some other part of a 
company rather than the entire company. Table  4.7 highlights the largest mergers 
of all time.

When firms that make and sell similar products to the same customers merge, 
it is known as a horizontal merger, as when Martin Marietta and Lockheed, both 
defense contractors, merged to form Lockheed Martin. Horizontal mergers, how-
ever, reduce the number of corporations competing within an industry, and for this 
reason they are usually reviewed carefully by federal regulators before the merger 
is allowed to proceed.

When companies operating at different but related levels of an industry merge, it 
is known as a vertical merger. In many instances, a vertical merger results when one 

acquisition
the purchase of one company 
by another, usually by buying 
its stock.

merger
the combination of 
two companies (usually 
corporations) to form a new 
company.

Assess the advantages and 
disadvantages of mergers, 
acquisitions, and leveraged 
buyouts.

LO 4-4

Rank Acquirer Target Transaction Value (in billions)

1. Vodafone Mannesmann $180

2. Time Warner America Online (AOL) $165

3. Verizon Communications Vodafone $129

4. RFS Holdings ABN Amro $98

5. AB InBev SABMiller $90

6. Pfizer Warner-Lambert $89

7. AT&T BellSouth $86

TABLE 4.7
The Largest Mergers of 
All Time
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corporation merges with one of its customers or 
suppliers. For example, if Burger King were to pur-
chase a large Idaho potato farm—to ensure a ready 
supply of potatoes for its french fries—a vertical 
merger would result.

A conglomerate merger results when two firms 
in unrelated industries merge. For example, the pur-
chase of Sterling Drug, a pharmaceutical firm, by 
Eastman Kodak, best known for its films and cam-
eras, represented a conglomerate merger because 
the two companies were of different industries. 
(Kodak later sold Sterling Drug to a pharmaceuti-
cal company.)

When a company (or an individual), sometimes 
called a corporate raider, wants to acquire or take 
over another company, it first offers to buy some or 
all of the other company’s stock at a premium over 
its current price in a tender offer. Most such offers 
are “friendly,” with both groups agreeing to the proposed deal, but some are “hostile,” 
when the second company does not want to be taken over.

To head off a hostile takeover attempt, a threatened company’s managers may use 
one or more of several techniques. They may ask stockholders not to sell to the raider, 
file a lawsuit in an effort to abort the takeover, institute a poison pill as Energizer did 
(in which the firm allows stockholders to buy more shares of stock at prices lower 
than the current market value) or shark repellant (in which management requires a 
large majority of stockholders to approve the takeover), or seek a white knight (a more 
acceptable firm that is willing to acquire the threatened company). In some cases, 
management may take the company private or even take on more debt so that the 
heavy debt obligation will “scare off” the raider.

In a leveraged buyout (LBO), a group of investors borrows money from banks and 
other institutions to acquire a company (or a division of one), using the assets of the 
purchased company to guarantee repayment of the loan. In some LBOs, as much as 
95 percent of the buyout price is paid with borrowed money, which eventually must 
be repaid.

Because of the explosion of mergers, acquisitions, and leveraged buyouts in 
the 1980s and 1990s, financial journalists coined the term merger mania. Many 
companies joined the merger mania simply to enhance their own operations by 
consolidating them with the operations of other firms. Mergers and acquisitions 
enabled these companies to gain a larger market share in their industries, acquire 
valuable assets such as new products or plants and equipment, and lower their 
costs. Mergers also represent a means of making profits quickly, as was the case 
during the 1980s when many companies’ stock was undervalued. Quite simply, 
such companies represent a bargain to other companies that can afford to buy 
them. Additionally, deregulation of some industries has permitted consolidation 
of firms within those industries for the first time, as is the case in the banking and 
airline industries.

Some people view mergers and acquisitions favorably, pointing out that they boost 
corporations’ stock prices and market value, to the benefit of their stockholders. 
In many instances, mergers enhance a company’s ability to meet foreign competition 

leveraged buyout (LBO)
a purchase in which a 
group of investors borrows 
money from banks and 
other institutions to acquire 
a company (or a division 
of one), using the assets of 
the purchased company to 
guarantee repayment of the 
loan.

Walmart acquired women’s clothing retailer ModCloth to expands its 
online shopping footprint.

©Casimiro PT/Shutterstock
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in an increasingly global marketplace. Additionally, companies that are victims of 
hostile takeovers generally streamline their operations, reduce unnecessary staff, cut 
costs, and otherwise become more efficient with their operations, which benefits their 
stockholders whether or not the takeover succeeds.

Critics, however, argue that mergers hurt companies because they force manag-
ers to focus their efforts on avoiding takeovers rather than managing effectively and 
profitably. Some companies have taken on a heavy debt burden to stave off a take-
over, later to be forced into bankruptcy when economic downturns left them unable 
to handle the debt. Mergers and acquisitions also can damage employee morale and 
productivity, as well as the quality of the companies’ products.

Many mergers have been beneficial for all involved; others have had damaging 
effects for the companies, their employees, and customers. No one can say whether 
mergers will continue to slow, but many experts say the utilities, telecommunications, 
financial services, natural resources, computer hardware and software, gaming, man-
aged health care, and technology industries are likely targets.

If you have a good idea and want to turn it into a busi-
ness, you are not alone. Small businesses are popping up 
all over the United States, and the concept of entrepre-
neurship is hot. Entrepreneurs seek opportunities and cre-
ative ways to make profits. Business emerges in a number 
of different organizational forms, each with its own advan-
tages and disadvantages. Sole proprietorships are the most 
common form of business organization in the United States. 
They tend to be small businesses and can take pretty much 
any form—anything from a hair salon to a scuba shop, 
from an organic produce provider to a financial advisor. 
Proprietorships are everywhere serving consumers’ wants 
and needs. Proprietorships have a big advantage in that 
they tend to be simple to manage—decisions get made 
quickly when the owner and the manager are the same 
person and they are fairly simple and inexpensive to set up. 
Rules vary by state, but at most all you will need is a license 
from the state.

Many people have been part of a partnership at some 
point in their life. Group work in school is an example of 
a partnership. If you ever worked as a DJ on the weekend 
with your friend and split the profits, then you have experi-
enced a partnership. Partnerships can be either general or 
limited. General partners have unlimited liability and share 
completely in the management, debts, and profits of the 
business. Limited partners, on the other hand, consist of at 
least one general partner and one or more limited partners 
who do not participate in the management of the company 
but share in the profits. This form of partnership is used more 
often in risky investments where the limited partner stands 
only to lose his or her initial investment. Real estate limited 

partnerships are an example of how investors can minimize 
their financial exposure, given the poor performance of the 
real estate market in recent years. Although it has its advan-
tages, partnership is the least utilized form of business. 
Part of the reason is that all partners are responsible for 
the actions and decisions of all other partners, whether or 
not all of the partners were involved. Usually, partners will 
have to write up articles of partnership that outline respec-
tive responsibilities in the business. Even in states where 
it is not required, it is a good idea to draw up this docu-
ment as a way to cement each partner’s role and hopefully 
minimize conflict. Unlike a corporation, proprietorships and 
 partnerships both expire upon the death of one or more of 
those involved.

Corporations tend to be larger businesses, but do not need 
to be. A corporation can consist of nothing more than a small 
group of family members. In order to become a corporation, 
you will have to file in the state under which you wish to incor-
porate. Each state has its own procedure for incorporation, 
meaning there are no general guidelines to follow. You can 
make your corporation private or public, meaning the com-
pany issues stocks, and shareholders are the owners. While 
incorporating is a popular form of organization because it 
gives the company an unlimited lifespan and limited liabil-
ity (meaning that if your business fails, you cannot lose per-
sonal funds to make up for losses), there is a downside. You 
will be taxed as a corporation and as an individual, result-
ing in double taxation. No matter what form of organization 
suits your business idea best, there is a world of options out 
there for you if you want to be or experiment with being an 
entrepreneur.

So You’d Like to Start a Business
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Review Your Understanding

Describe the advantages and disadvantages  
of the sole proprietorship form of organization.

Sole proprietorships—businesses owned and managed by 
one person—are the most common form of organization. 
Their major advantages are the following: (1) They are 
easy and inexpensive to form, (2) they allow a high level of 
secrecy, (3) all profits belong to the owner, (4) the owner 
has complete control over the business, (5) government 
regulation is minimal, (6) taxes are paid only once, and 
(7) the business can be closed easily. The disadvantages 
include the following: (1) The owner may have to use per-
sonal assets to borrow money, (2) sources of external funds 
are difficult to find, (3) the owner must have many diverse 
skills, (4) the survival of the business is tied to the life 
of the owner and his or her ability to work, (5) qualified 
employees are hard to find, and (6) wealthy sole propri-
etors pay a higher tax than they would under the corporate 
form of business.

Describe the two types of business partnership 
and their advantages and disadvantages.

A partnership is a business formed by several individuals; 
a partnership may be general or limited. Partnerships offer 
the following advantages: (1) They are easy to organize, 
(2) they may have higher credit ratings because the part-
ners possibly have more combined wealth, (3) partners can 
specialize, (4) partnerships can make decisions faster than 
larger businesses, and (5) government regulations are few. 
Partnerships also have several disadvantages: (1) General 
partners have unlimited liability for the debts of the part-
nership, (2) partners are responsible for each other’s deci-
sions, (3) the termination of one partner requires a new 
partnership agreement to be drawn up, (4) it is difficult 
to sell a partnership interest at a fair price, (5) the dis-
tribution of profits may not correctly reflect the amount 
of work done by each partner, and (6) partnerships can-
not find external sources of funds as easily as can large 
corporations.

Describe the corporate form of organization and 
its advantages and disadvantages.

A corporation is a legal entity created by the state, whose 
assets and liabilities are separate from those of its own-
ers. Corporations are chartered by a state through articles 
of incorporation. They have a board of directors made up 

of corporate officers or people from outside the company. 
Corporations, whether private or public, are owned by stock-
holders. Common stockholders have the right to elect the 
board of directors. Preferred stockholders do not have a 
vote but get preferential dividend treatment over common 
stockholders. Advantages of the corporate form of business 
include the following: (1) The owners have limited liability, 
(2) ownership (stock) can be easily transferred, (3) corpora-
tions usually last forever, (4) raising money is easier than for 
other forms of business, and (5) expansion into new busi-
nesses is simpler because of the ability of the company to 
enter into contracts. Corporations also have disadvantages: 
(1) The company is taxed on its income, and owners pay a 
second tax on any profits received as dividends; (2) forming 
a corporation can be expensive; (3) keeping trade secrets is 
difficult because so much information must be made avail-
able to the public and to government agencies; and (4) own-
ers and managers are not always the same and can have 
different goals.

Assess the advantages and disadvantages of 
mergers, acquisitions, and leveraged buyouts.

A merger occurs when two companies (usually corpora-
tions) combine to form a new company. An acquisition 
occurs when one company buys most of another company’s 
stock. In a leveraged buyout, a group of investors borrows 
money to acquire a company, using the assets of the pur-
chased company to guarantee the loan. They can help merg-
ing firms to gain a larger market share in their industries, 
acquire valuable assets such as new products or plants and 
equipment, and lower their costs. Consequently, they can 
benefit stockholders by improving the companies’ market 
value and stock prices. However, they also can hurt compa-
nies if they force managers to focus on avoiding takeovers 
at the expense of productivity and profits. They may lead a 
company to take on too much debt and can harm employee 
morale and productivity.

Propose an appropriate organizational form for a 
startup business.

After reading the facts in the “Solve the Dilemma” feature 
near the end of this chapter and considering the advantages 
and disadvantages of the various forms of business organiza-
tion described in this chapter, you should be able to suggest 
an appropriate form for the startup nursery.

Final PDF to printer



134

fer88367_ch04_107-139.indd 134 11/16/18  01:07 PM

Part 2   Starting and Growing a Business

Critical Thinking

Enter the World of Business Questions

 1. Why might a small business like J.F. Hillerich’s choose to 
incorporate as a private company?

 2. How do you think adding a partner with marketing expertise 
allowed the Louisville Slugger brand to become so popular?

 3. What are some of the benefits of a private corporation 
like Hillerich & Bradsby compared to a public corporation 
like Wilson Sporting Goods? What are the benefits of a 
public corporation?

Learn the Terms

acquisition 130
articles of partnership 115
board of directors 123
common stock 124
cooperative (co-op) 129
corporate charter 121
corporation 119
dividends 119

general partnership 115
initial public offering (IPO) 122
joint venture 128
leveraged buyout (LBO) 131
limited liability company (LLC) 128
limited partnership 115
merger 130
nonprofit corporations 123

partnership 114
preferred stock 124
private corporation 121
public corporation 121
quasi-public corporations 123
S corporation 128
sole proprietorships 110
stock 119

Check Your Progress

 1. Name five advantages of a sole proprietorship.

 2. List two different types of partnerships and describe 
each.

 3. Differentiate among the different types of corporations. 
Can you supply an example of each type?

 4. Would you rather own preferred stock or common stock? 
Why?

 5. Contrast how profits are distributed in sole 
proprietorships, partnerships, and corporations.

 6. Which form of business organization has the least 
government regulation? Which has the most?

 7. Compare the liability of the owners of partnerships, sole 
proprietorships, and corporations.

 8. Why would secrecy in operating a business be 
important to an owner? What form of organization 
would be most appropriate for a business requiring 
great secrecy?

 9. Which form of business requires the most specialization 
of skills? Which requires the least? Why?

 10. The most common example of a cooperative is a farm 
co-op. Explain the reasons for this and the benefits that 
result for members of cooperatives.

Get Involved

 1. Select a publicly owned corporation and bring to 
class a list of its subsidiaries. These data should be 
available in the firm’s corporate annual report, Standard 
& Poor’s Corporate Records, or Moody Corporate 
Manuals. Ask your librarian for help in finding these  
resources.

 2. Select a publicly owned corporation and make a list of its 
outside directors. Information of this nature can be found in 
several places in your library: the company’s annual report, 
its list of corporate directors, and various financial sources. 
If possible, include each director’s title and the name of 
the company that employs him or her on a full-time basis.
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Build Your Skills

Selecting a Form of Business

Background
Ali Bush sees an opportunity to start her own 
website development business. Ali has just 
graduated from the University of Mississippi 
with a master’s degree in computer science. 

Although she has many job opportunities outside the Oxford 
area, she wishes to remain there to care for her aging par-

ents. She already has most of the 
computer equipment necessary 
to start the business, but she 
needs additional software. She 
is considering the purchase of a 

server to maintain websites for small businesses. Ali feels she 
has the ability to take this startup firm and create a long-term 
career opportunity for herself and others. She knows she can 
hire Ole Miss students to work on a part-time basis to support 
her business. For now, as she starts the business, she can work 
out of the extra bedroom of her apartment. As the business 
grows, she’ll hire the additional full- and/or part-time help 
needed and reassess the location of the business.

Task
Using what you’ve learned in this chapter, decide which form 
of business ownership is most appropriate for Ali. Use the 
tables provided to assist you in evaluating the advantages and 
disadvantages of each decision.

Sole Proprietorships

Advantages Disadvantages

• •

• •

• •

• •

• •

Corporation

Advantages Disadvantages

• •

• •

• •

• •

• •

Limited Liability Company

Advantages Disadvantages

• •

• •

• •

• •

• •

Propose an appropriate orga-
nizational form for a startup 
business.

LO 4-5

Solve the Dilemma

To Incorporate or Not to Incorporate

Thomas O’Grady and Bryan Rossisky have 
decided to start a small business buying 
 flowers, shrubs, and trees wholesale and 
reselling them to the general public. They plan 
to  contribute $5,000 each in startup capital 

and lease a 2.5-acre tract of land with a small, portable 
sales office.

Thomas and Bryan are trying to decide what form of orga-
nization would be appropriate. Bryan thinks they should create 
a corporation because they would have limited liability and 
the image of a large organization. Thomas thinks a partnership 

would be easier to start and would allow them to rely on the 
combination of their talents and financial resources. In addi-
tion, there might be fewer reports and regulatory controls to 
cope with.

Critical Thinking Questions
 1. What are some of the advantages and disadvantages of 

Thomas and Bryan forming a corporation?

 2. What are the advantages and disadvantages of their 
forming a partnership?

 3. Which organizational form do you think would be best 
for Thomas and Bryan’s company and why?
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Build Your Business Plan

Options for Organizing Business

Your team needs to think about how you should 
organize yourselves that would be most efficient 
and effective for your business plan. The benefits 
of having partners include having others to share 
responsibilities with and to toss ideas off of each 

other. As your business evolves, you will have to decide whether 
one or two members will manage the business while the other 
members are silent partners. Or perhaps you will all decide on 
working in the business to keep costs down, at least initially. 
However you decide on team member involvement in the 

business, it is imperative to have a written agreement so that all 
team members understand what their responsibilities are and 
what will happen if the partnership dissolves.

It is not too soon for you and your partners to start thinking 
about how you might want to find additional funding for your 
business. Later on in the development of your business plan, 
you might want to show your business plan to family members. 
Together, you and your partners will want to develop a list of 
potential investors in your business.

Visit Connect to practice building your business plan 
with the Business Plan Prep Exercises.

See for Yourself Videocase

PODS Excels at Organizing a Business

What happens when homeowners need to 
store their belongings temporarily? Before 1998, 
people would choose to either rent storage 
space, which can be costly and inconvenient, 
or store their belongings in their front yards. 

Yet, starting in 1998, another option was introduced: PODS.
PODS, short for Portable On Demand Storage, was founded 

after a group of firemen noticed the difficulties that many 
people faced when they needed to store their belongings for 
a short period. PODS delivers storage containers and leaves 
them in front of a house or business. A specially made hydrau-
lic lift called PODZILLA is able to place the container on 
ground level, which makes it easier for owners to store their 
belongings inside the container. PODS will then pick up the 
containers and move them to either its warehouses for storage 
or to anywhere else in the country.

When PODS was first started, banks and financial institu-
tions were uncertain about how successful the moving and 
storage services company would be. Another issue was the 
expense of the actual containers. PODS containers, made of 
plywood over steel frames, cost between $2,200 and $2,500 
each. If the company failed, the banks could repossess the 
containers. However, because PODS was a first-mover and 
there were no other comparable companies around, the banks 
feared that they would not be able to resell the containers. 
The risk for banks and financial institutions was high. This 
meant that PODS initially depended on venture capitalists 
for funding.

Once the company got started, however, PODS proved it 
was well worth the investment. More than a decade later, 
PODS can be found on three continents and has more than 

200 million customers across the United States, Canada, the 
United Kingdom, and Australia. More franchises are planned 
for France, South Africa, Europe, Asia, Latin America, and 
South America. In addition to its convenience, PODS has also 
become known for its high-quality services and social respon-
sibility. For instance, the company provided PODS containers 
to help recovery efforts in Hurricane Katrina.

As PODS has expanded, its business organization has also 
undergone changes. Originally, PODS was formed as a sole 
proprietorship. Many businesses start off as sole proprietor-
ships because of the benefits involved, such as ease of forma-
tion and greater control over operations. PODS’s initial name 
was PODS LLC, meaning that it was a limited liability com-
pany. Limited liability companies provide more protection to 
owners so that their personal belongings will not be seized to 
pay the company’s debts. It also frees owners from some of 
the restrictions that exist for corporations.

However, as businesses grow nationally, they become 
much more difficult for one or two individuals to handle. PODS 
soon realized that its rapid expansion required a new form of 
business organization. PODS decided to become a private cor-
poration and renamed itself PODS Enterprises Inc. Although 
more people became involved in the ownership of the com-
pany, a small group of individuals maintains control over much 
of the general corporate operations. PODS stock is not issued 
publicly.

Eventually, PODS also decided to adopt a franchise model. 
The corporation began to allow other entrepreneurs, called 
franchisees, to license its name and products for a fee. This 
provided PODS with additional funding as well as the oppor-
tunity to expand into more areas. Because PODS is already 
successful, franchisees have a lower failure rate than start-
ing their own businesses from scratch. Franchisees also 
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understand their particular markets better than a corpora-
tion can. “Franchisees bring another advantage, though, and 
that is their knowledge and connections in the local market, 
so they can take advantage of particularities in a market,” 
said the senior vice president of Franchise Operations. This 
increases PODS’s adaptability when it expands into other 
areas.

On the other hand, because corporations are able to bring 
together several knowledgeable individuals, PODS corporate 
headquarters finds that it is better able to handle larger 
markets such as Los Angeles and Chicago. With this busi-
ness model, PODS has figured out how to meet the needs of 
both local markets, through franchisees, and larger markets. 
Because of PODS’s ability to understand the best ways of 

organizing its business, the company has been able to reap 
the benefits from all types of market sizes.36

Critical Thinking Questions
 1. What are some advantages of sole proprietorships for 

PODS? What are some disadvantages?

 2. What are some advantages of private corporations for 
PODS? What are some disadvantages?

 3. How has adopting a franchise model made PODS more 
adaptable?

You can find the related video in the Video Library 
in Connect. Ask your instructor how you can access 
Connect.

Team Exercise

Form groups and find examples of mergers and acquisi-
tions. Mergers can be broken down into traditional merg-
ers, horizontal mergers, and conglomerate mergers. When 
companies are found, note how long the merger or acqui-
sition took, if there were any requirements by the govern-
ment before approval of the merger or acquisition, and if 
any failed mergers or acquisitions were found that did not 

achieve government approval. Report your findings to the 
class, and explain what the companies hoped to gain from 
the merger or acquisition.

Ask your instructor about the role-play exercises 
available with this book to practice working with a 
business team.
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Learning Objectives
After reading this chapter, you will be able to:

 LO 5-1 Define entrepreneurship and small business.

 LO 5-2 Explain the importance of small business in the U.S. 
economy and why certain fields attract small business.

 LO 5-3 Specify the advantages of small-business ownership.

 LO 5-4 Analyze the disadvantages of small-business ownership 
and the reasons why many small businesses fail.

 LO 5-5 Describe how to start a small business and what  
resources are needed.

 LO 5-6 Evaluate the demographic, technological, and economic 
trends that are affecting the future of small business.

 LO 5-7 Explain why many large businesses are trying to “think small.”

 LO 5-8 Assess two entrepreneurs’ plans for starting a small business.

Final PDF to printer



fer88367_ch05_140-170.indd 141 11/10/18  08:53 AM

Enter the World of Business

Chick-fil-A Earns Grade A for Quality
From the day it was founded, Chick-fil-A has served communities differently than 

other fast-food franchises. The first Chick-fil-A was established in 1967 after the 

founder, Truett Cathy, had started in the restaurant business in 1946. The firm  

remains a nationwide family-owned restaurant. Chick-fil-A is not about just  

providing chicken but wants to be part of the community.

Chick-fil-A takes a different approach to the prep work method of their food. 

Its motto is “Cook less, more often.” Quality is emphasized over quantity. This 

allows its chicken sandwiches to stand out from the competition. The restau-

rant’s name has a hidden meaning to show they are the best in quality. Its name 

is a take on “chicken fillet” with a capital “A” at the end. The “A” stands for top 

quality.

Because Chick-fil-A has more than 2,000 restaurants run by different fran-

chised operators, it makes certain that operators are aware of the chain’s high 

standards of quality. Opening a franchise requires a $10,000 initial fee, and the 

individual must not be involved in other business ventures. Chick-fil-A wants to 

make certain the operator can run the franchise hands-on and full-time. Training 

for new operators lasts multiple weeks to equip them with the expertise to make 

the day-to-day decisions of running a successful business.

Chick-fil-A’s emphasis on quality and training has enabled its franchise opera-

tors to work independently as business owners while continuing to advance the 

company’s values, goals, and reputation for quality. This successful operation of 

its franchise has contributed to Chick-fil-A’s current status as the eighth-largest 

fast food chain in the nation. Despite its success, it’s unlikely anyone will see the 

company traded on the New York Stock Exchange. Before Cathy passed away, 

he created a contract that allows his children to sell the privately owned corpora-

tion but not go public.1
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Introduction
Although many business students go to work for large corporations upon graduation, 
others may choose to start their own business or find employment opportunities in small 
organizations. Small businesses employ about half of all private-sector employees.2 
Each small business represents the vision of its owners to succeed through providing 
new or better products. Small businesses are the heart of the U.S. economic and social 
system because they offer opportunities and demonstrate the freedom of people to make 
their own destinies. Today, the entrepreneurial spirit is growing around the world, from 
Russia and China to India, Germany, Brazil, and Mexico. Countries with the healthiest 
“entrepreneurship ecosystems” include the United States, Canada, Australia, Denmark, 
and Sweden.3 This chapter surveys the world of entrepreneurship and small business. 
First, we define entrepreneurship and small business and examine the role of small busi-
ness in the American economy. Then, we explore the advantages and disadvantages of 
small-business ownership and analyze why small businesses succeed or fail. Next, we 
discuss how an entrepreneur goes about starting a business and the challenges facing 
small businesses today. Finally, we look at entrepreneurship in larger organizations.

The Nature of Entrepreneurship 
and Small Business
In the chapter “The Dynamics of Business and Economics,” we defined an entrepre-
neur as a person who risks his or her wealth, time, and effort to develop for profit an 
innovative product or way of doing something. Entrepreneurship is the process of creat-
ing and managing a business to achieve desired objectives. Many large businesses you 
may recognize (Levi Strauss and Co., Procter & Gamble, McDonald’s, Dell Computers, 
Microsoft, and Google) all began as small businesses based on the visions of their 
founders. Some entrepreneurs who start small businesses have the ability to see emerg-
ing trends; in response, they create a company to provide a product that serves customer 
needs. For example, rather than inventing a major new technology, an innovative com-
pany may take advantage of technology to create new markets, such as Amazon. Or it 
may offer a familiar product that has been improved or placed in a unique retail environ-
ment, such as Starbucks and its coffee shops. A company may innovate by focusing on 
a particular market segment and delivering a combination of features that consumers in 
that segment could not find anywhere else. The sharing economy, or gig economy, can 
use technology to connect service providers or homeowners. Porch.com was founded 
as a way to connect homeowners with contractors. Founder Matt Ehrlichman conceived 
of the idea after becoming frustrated with problems in building his own house. Porch.
com’s software provides a more transparent way to link homeowners with licensed pro-
fessionals. Approximately $1.5 trillion worth of home remodeling projects have been 
featured through the site. The software is so effective that home improvement store 
Lowe’s installed it in 1,700 retail locations.4

Success requires creativity, innovation, and entrepreneurship, and it requires 
more than a formal education. It requires the ability to learn and develop skills and 
knowledge and be an independent thinker. Consider that Steve Jobs (Apple), Richard 
Branson (Virgin Group), Larry Allison (former CEO of Oracle), and Michael Dell 
(Dell Computers) did not graduate from college. Mark Zuckerberg dropped out  
of Harvard after his sophomore year to focus on Facebook. Bill Gates, co-founder of 
Microsoft, also dropped out of Harvard after his sophomore year. Of course, smaller 
businesses do not have to evolve into such highly visible companies to be successful, 

entrepreneurship
the process of creating and 
managing a business to 
achieve desired objectives.

Define entrepreneurship and 
small business.

LO 5-1
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but those entrepreneurial efforts that result in rapidly growing businesses gain vis-
ibility along with success. Table 5.1 lists some of the greatest entrepreneurs of the 
past century.

The entrepreneurship movement is accelerating, and many new, smaller businesses 
are emerging. Many entrepreneurs with five or fewer employees are considered 
microentrepreneurs. Technology once available only to the largest firms can now be 
obtained by a small business. Websites, podcasts, online videos, social media, cellu-
lar phones, and even expedited delivery services enable small businesses to be more 
competitive with today’s giant corporations. Small businesses can also form alliances 
with other companies to produce and sell products in domestic and global markets.

Another growing trend among small businesses is social entrepreneurship. Social 
entrepreneurs are individuals who use entrepreneurship to address social problems. 
They operate by the same principles as other entrepreneurs but view their organiza-
tions as vehicles to create social change. Although these entrepreneurs often start 
their own nonprofit organizations, they can also operate for-profit organizations com-
mitted to solving social issues. Blake Mycoskie, the founder of Toms Shoes, is an 
example of a social entrepreneur. He founded the firm with the purpose of donating 
one pair of shoes to a child in need for every pair of shoes sold to consumers. The firm 
has since expanded this one-for-one model with other products and has developed a 
fund to invest in other social entrepreneurial startups.5 Shamayim Harris is restoring 
rundown homes in Michigan’s Highland Park, an impoverished city of 10,000 in the 
Detroit metro area. Through seed grants and crowdfunding, she is helping to develop 
a self-sustaining community.6

What Is a Small Business?
This question is difficult to answer because smallness is relative. In this book, we 
will define a small business as any independently owned and operated business that 
is not dominant in its competitive area and does not employ more than 500 people. 

microentrepreneur
entrepreneurs who develop 
businesses with five or fewer 
employees.

social entrepreneurs
individuals who use 
entrepreneurship to address 
social problems.

small business
any independently owned 
and operated business 
that is not dominant in its 
competitive area and does 
not employ more than 500 
people.

Company Entrepreneur

Hewlett-Packard Bill Hewlett, David Packard

Walt Disney Productions Walt Disney

Starbucks Howard Schultz

Amazon Jeff Bezos

Dell Michael Dell

Microsoft Bill Gates

Apple Steve Jobs

Walmart Sam Walton

Google Larry Page, Sergey Brin

Ben & Jerry’s Ben Cohen, Jerry Greenfield

Ford Henry Ford

General Electric Thomas Edison

TABLE 5.1
Great Entrepreneurs of 
Innovative Companies
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Microentrepreneurs,  sometimes called micropreneurs, that employ five or fewer 
employees are growing rapidly. A local Mexican restaurant may be the most patronized 
Mexican restaurant in your community, but because it does not dominate the restaurant 
industry as a whole, the restaurant can be considered a small business. This definition 
is similar to the one used by the Small Business Administration (SBA), an independent 
agency of the federal government that offers managerial and financial assistance to 
small businesses. On its website, the SBA outlines the first steps in starting a small busi-
ness and offers a wealth of information to current and potential small-business owners.

The Role of Small Business in the American Economy
No matter how you define a small business, one fact is clear: They are vital to the 
American economy. As you can see in Table 5.2, more than 99 percent of all U.S. 
firms are classified as small businesses, and they employ about half of private workers. 
Small firms are also important as exporters, representing 98 percent of U.S. export-
ers of goods and contributing 33 percent of the value of exported goods.7 In addition, 
small businesses are largely responsible for fueling job creation and innovation. Small 
businesses also provide opportunities for minorities and women to succeed in busi-
ness. Women own more than 9 million businesses nationwide, with great success in 
the professional services, retail, communication, and administrative services areas.8 
Minority-owned businesses have been growing faster than other classifiable firms as 
well, representing 28.6 percent of all small businesses.9 For example, Mexican-born 
José de Jesus Legaspi went into the real estate business and focused his market niche 
on inner-city areas with a high percentage of Hispanic consumers. When Legaspi 
decided to begin investing in struggling malls, he refashioned the malls he acquired as 
cultural centers appealing to Hispanic consumers of all generations. One of his malls, 
renamed La Gran Plaza, went from being 20 percent occupied to 80 percent.10

Job Creation. The energy, creativity, and innovative abilities of small-business 
owners have resulted in jobs for many people. About 63 percent of net new jobs annu-
ally are created by small businesses.11 Table  5.3 indicates that 82.2 percent of all 
businesses employ fewer than 500 people. Businesses employing 19 or fewer people 
account for 66.8 percent of all businesses.12

Many small businesses today are being started because of encouragement from 
larger ones. Many new jobs are also created by big-company/small-company alli-
ances. Whether through formal joint ventures, supplier relationships, or product or 

Small Business 
Administration (SBA)
an independent agency 
of the federal government 
that offers managerial and 
financial assistance to small 
businesses.

Small firms represent 99.7 percent of all employer firms.

Small firms have generated 62 percent of net new jobs.

Small firms hire approximately 37 percent of high-tech workers (such as scientists, engineers, 
computer programmers, and others).

Small firms produce 16 times more patents per employee than large patenting firms.

Small firms employ nearly half of all private-sector employees.

Small firms pay 42 percent of the total U.S. private payroll.

Source: “How Many Jobs Do U.S. Small Businesses Create? 2017,” Small Business, December 1, 2017, https://smallbusiness.com/
about-small-businesses/how-many-jobs-small-business-create/ (accessed April 21, 2018); Small Business Administration Department 
of Advocacy, “Frequently Asked Questions,” March 2014, www.sba.gov/sites/default/files/FAQ_March_2014_0.pdf (accessed 
April 21, 2018).

TABLE 5.2
Importance of Small 
Businesses to Our 
Economy
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marketing cooperative projects, the rewards of collaborative relationships are creating 
numerous jobs for small-business owners and their employees. In India, for example, 
many small information technology (IT) firms provide IT services to global markets. 
Because of lower costs, international companies can often find Indian businesses to 
provide their information-processing solutions.13

Innovation. Perhaps one of the most significant strengths of small businesses is 
their ability to innovate, bringing significant benefits to customers. Consider Stitch 
Fix, which offers fashion clothing customized for each individual. It delivers a per-
sonalized shopping experience for each customer—the small firm claims two people 
getting the same “fix” or clothing is nearly zero, but for those who shop big retailers 
it is a possibility.14 Similarly, Andrew Blackmon co-founded the online tuxedo rental 
service The Black Tux. There was such extreme interest in the service after a single 
mention in GQ Magazine that it quickly ran into supply chain issues. The company 
was able to decrease turnaround times with manufacturers and improve its supply 
chain. Both of these businesses provide an important service that many people want.

Small firms produce more than half of all innovations. Among the important 20th-
century innovations by U.S. small firms are the airplane, the audio tape recorder, 
fiber-optic examining equipment, the heart valve, the optical scanner, the pacemaker, 
the personal computer, soft contact lenses, the 
Internet, and the zipper. Artificial intelligence will 
create new opportunities for innovation. The ability 
of computers to perform tasks that normally require 
human intelligence will provide the ability to create 
new businesses. The simulation of human behavior 
will permit facial recognition, speech recognition, 
decision making, and the control of robots to do 
tasks associated with people. Small businesses will 
have improved ability to compete with large busi-
nesses because the technology is becoming avail-
able and affordable. Customer service, marketing, 
human resources, supply chains, and manufacturing 
will all be more efficient to develop and manage. 
Artificial intelligence will provide the opportunity 
for new business models for startups. Companies in 
the early stage of development will have the abil-
ity to be highly independent and maximize all the 
elements that create value. The barrier to enter and 
advance a new business will be easier.

Firm Size Number of Firms Percentage of All Firms

0–19 employees 4,524,688 66.6

20–99 employees 689,685 10.1

100–499 employees 358,217 5.3

500+ employees 1,222,611 18.0

Source: “SUSB Employment Change Data Tables,” Statistics of U.S. Businesses, https://www.census.gov/data/tables/2015/econ/
susb/2015-susb-employment.html (accessed April 21, 2018).

TABLE 5.3
Number of Firms by 
Employment Size

Katrina Lake, founder and CEO of Stitch Fix, developed her personal 
shopping subscription service to provide women personal styling 
service at an affordable price point.

©Griffin Lipson/BFA/REX/Shutterstock
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The innovation of successful firms takes many forms. For instance, franchises 
make up approximately 2 percent of all small businesses. Many of today’s largest 
businesses started off as small firms that used innovation to achieve success.16 Small 
businessman Ray Kroc found a new way to sell hamburgers and turned his ideas into 
one of the most successful fast-food franchises in the world—McDonald’s. David 
Galboa co-founded the successful company Warby Parker, an online retailer that sells 
stylish glasses at lower prices. Similar to Toms Shoes, Warby Parker is a social enter-
prise that gives a pair of glasses to seeing-impaired individuals in developing coun-
tries for every pair of glasses sold. The company has sold more than 1 million pairs 
of glasses.17 Entrepreneurs provide fresh ideas and usually have greater flexibility to 
change than do large companies.

Industries That Attract Small Business
Small businesses are found in nearly every industry, but retailing and wholesaling, 
services, manufacturing, and high technology are especially attractive to entrepre-
neurs. These fields are relatively easy to enter and require low initial financing. Small-
business owners in these industries also find it easier to focus on specific groups of 
consumers; new firms in these industries initially suffer less from heavy competition 
than do established firms.

Retailing. Retailers acquire goods from producers or wholesalers and sell them to 
consumers. Main streets, shopping centers, and malls are generally lined with indepen-
dent music stores, sporting-goods stores, dry cleaners, boutiques, drugstores, restaurants, 

Consider Ethics and Social Responsibility

Shark Tank Takes a Bite of Success
The television show Shark Tank features entrepreneurs who 
pitch their business ideas to a panel of investors. These inves-
tors include real estate mogul Barbara Corcoran, founder of 
FUBU clothing line Daymond John, and owner of the National 
Basketball Association’s Dallas Mavericks Mark Cuban. The 
investors decide whether to invest their own money with these 
entrepreneurs, based upon whether they believe their ideas 
hold promise. Pitches range from ideas not yet realized to those 
that have already achieved sales and need more money for 
growth.

Some believe this show is having a positive impact on 
entrepreneurial-minded individuals. Clear articulation of the 
business opportunity, understanding of the business market, 
knowledge of cost and profitability metrics, and idea pro-
tection are lessons that many viewers have learned from 
watching the show. These lessons are important for poten-
tial entrepreneurs when they present their ideas to venture 
capitalists.

The “sharks” have invested more than $66 million into busi-
ness ventures that were pitched on the show. They offer advice 

on steps entrepreneurs should take to make their business idea 
more viable:

 • Pursue profitability. Do what works.
 • Take ownership for your success.
 • Keep persisting.
 • Refuse to be intimidated.
 • Work hard to be successful.

Shark Tank has given people a better and more optimis-
tic view of the nature of American business. This reality show 
offers insight into regular people trying to create something 
they are passionate about.15

Critical Thinking Questions
 1. What type of financing are entrepreneurs seeking when 

they are guests on Shark Tank?
 2. Why do you think the advice of the “sharks” is important 

for entrepreneurial success, particularly given the high 
failure rate of businesses?

 3. What are some alternative ways entrepreneurs featured on 
the show can get help or financing if the sharks choose not 
to invest?

Explain the importance of small 
business in the U.S. economy 
and why certain fields attract 
small business.

LO 5-2
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caterers, service stations, and hardware stores 
that sell directly to consumers. Retailing 
attracts entrepreneurs because gaining expe-
rience and exposure in retailing is relatively 
easy. Additionally, an entrepreneur opening 
a new retail store or establishing a new web-
site does not have to spend the large sums 
of money for the equipment and distribu-
tion systems that a manufacturing business 
requires. All that a new retailer needs is the 
ability to understand the market and provide 
a product that satisfies a need. However, it 
is important for entrepreneurs to anticipate 
the costs of opening a retail or wholesale 
business beforehand. Plenty Grocery & Deli 
in Chicago, for instance, raised $15,000 on 
Kickstarter, a crowdfunding site, to open its 
small neighborhood grocery store.18

Many opportunities exist for nonstore retailing as well. Nonstore retailing involves 
selling products outside of a retail facility. There are two types of nonstore retailing: 
direct marketing—which uses the telephone, catalogs, and other media to give con-
sumers an opportunity to place orders by mail, telephone, or the Internet—and direct 
selling. Nonstore retailing is an area that provides great opportunity for entrepreneurs 
because of a lower cost of entry. JCPenney also found that it significantly affects 
sales. The organization decided to engage in more direct marketing by resurrecting 
its catalog—which it had discontinued in 2010—based on market research findings 
suggesting that catalog users are more inspired to purchase items online.19 Smaller 
businesses can engage in a form of direct marketing by featuring their products on 
eBay, Amazon, or Etsy.

Direct selling involves the marketing of products to ultimate consumers through 
face-to-face sales presentations at home, in the workplace, and in party environments. 
Well-known direct selling companies include Amway, Avon, Herbalife, and Mary 
Kay. The cost of getting involved in direct selling is low and often involves buying 
enough inventory to get started. Many people view direct selling as a part-time busi-
ness opportunity. Often, those who become independent contractors for direct selling 
companies are enthusiastic about the product and have the opportunity to recruit other 
distributors and receive commissions on their sales.

Wholesaling. Wholesalers provide both goods and services to producers and 
retailers. They can assist their customers with almost every business function. 
Wholesalers supply products to industrial, retail, and institutional users for resale or 
for use in making other products. Wholesaling activities range from planning and 
negotiating for supplies, promoting, and distributing (warehousing and transporting) 
to providing management and merchandising assistance to clients. Wholesalers are 
extremely important for many products, especially consumer goods, because of the 
marketing activities they perform. Although it is true that wholesalers themselves can 
be eliminated, their functions must be passed on to some other organization such as 
the producer or another intermediary, often a small business. Frequently, small busi-
nesses are closer to the final customers and know what it takes to keep them satis-
fied. Some smaller businesses find their real niche as a service provider or distributor 

The retailing industry is particularly attractive to entrepreneurs. 
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of other firms’ products. John Hinnen, a tinkerer, spent his early life in his parent’s 
garage designing toys and novelties. With a lot of failure, he moved on, but, later in 
life, after watching the movie Elf and seeing a snowball fight sequence, he took a 
plastic bat and created the snow slugger that could make snowballs and be used to 
defend against snowball attacks. The toy company Wham-O picked the product up to 
manufacture for Hinnen.20

Services. The service sector includes businesses that do not actually produce 
tangible goods. Services include intangible products that involve a performance, 
inauguration, or any effort to provide something of value that cannot be physically 
possessed. Services can also be part of the wholesale market and involve any product 
that is intangible and therefore cannot be touched. The service sector accounts for 
80 percent of U.S. jobs, excluding farmworkers. Real estate, insurance and person-
nel agencies, barbershops, banks, television and computer repair shops, copy centers, 
dry cleaners, and accounting firms are all service businesses. Services also attract 
individuals–such as beauticians, morticians, jewelers, doctors, and veterinarians—
whose skills are not usually required by large firms. Many of these service providers 
are retailers who provide their services to ultimate consumers. José Neves founded 
his 10-year-old company to assist retail luxury boutiques in putting their inventory 
online. The services provide an opportunity for stores to track their fashion brands 
from payment and shipping, to customer service and in-store returns.21

Manufacturing. Manufacturing goods can provide unique opportunities for small 
businesses. For example, Irene Rhodes founded Consumer Fire Products by using her 
background in engineering to create a system that sprays a biodegradable protective 
foam on a house when a wildfire is nearby. She has revenues of $2 million a year.22 
Small businesses sometimes have an advantage over large firms because they can cus-
tomize products to meet specific customer needs and wants. Such products include 
custom artwork, jewelry, clothing, and furniture.

Technology. High technology is a broad term used to describe businesses that 
depend heavily on advanced scientific and engineering knowledge. People who 
were able to innovate or identify new markets in the fields of computers, biotech-
nology, genetic engineering, robotics, and other markets have become today’s high-
tech giants. One innovative technology was developed by a teenager interested in 
virtual reality. Only a few years ago, virtual reality was considered a dead technol-
ogy past its prime. However, when 19-year-old Palmer Luckey developed a virtual 
gaming headset, it caught the attention of programmer John Carmack. Together, they 
brought virtual reality to a new level for gamers. The company, Oculus Rift, was sold 
to Facebook for $2 billion.23 In general, high-technology businesses require greater 
capital and have higher initial startup costs than do other small businesses. Many of 
the biggest, nonetheless, started out in garages, basements, kitchens, and dorm rooms.

Sharing Economy. The past few years have seen a rise in the sharing economy, an 
economic model involving the sharing of underutilized resources. Under this model, 
entrepreneurs earn income by renting out an underutilized resource such as lodging 
or vehicles.24 The ride-sharing service Uber is the company most associated with the 
sharing economy. Rather than employing people outright, Uber acts more as a “labor 
broker,” providing a mobile app that connects buyers (passengers) with sellers (driv-
ers).25 Although Uber does maintain control over variables such as rates, drivers act 
as independent contractors taking on jobs whenever or wherever they desire. Airbnb 

sharing economy
an economic model involving 
the sharing of underutilized 
resources.
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is another well-known company operating in the sharing economy. Its website con-
nects those in need of lodging with sellers of those services.

The sharing economy is often referred to as the “gig economy” because indepen-
dent contractors earn income going from job to job.26 The sharing economy offers 
opportunities for those who want to be their own entrepreneurs or want additional 
income even though they have another job. Elise Benun, fired from her second job out 
of college, started Marketing Mentor to help creative professionals find clients with 
large budgets. Elise is a gig worker operating her own business. Currently 34 percent 
of the U.S. workforce consists of independent gig workers that are self-employed.27 
Services offered through this model often cost less than more traditional services. It 
is even taking market share away from established firms. For instance, Airbnb is now 
twice as valuable as Hilton. The company is buying related companies to move into a 
wider tourism market.28

Despite the opportunities in the sharing economy, Uber and similar firms have 
been experiencing pressure over whether workers are independent contractors or 
employees. In addition, Uber and Airbnb often are in conflict with local regulatory 
rules about lodging or ride sharing. As independent contractors, workers act as their 
own bosses and pay their own taxes and benefits, unlike employees of a firm. In spite 
of the controversy, however, overall perception of the sharing economy appears to be 
high. According to one study, approximately 86 percent of respondents believe the 
sharing economy makes life more affordable, while 78 percent believe the sharing of 
underutilized resources reduces waste.29

Advantages of Small-Business Ownership
There are many advantages to establishing and running a small business. These can 
be categorized into personal advantages and business advantages. Table 5.4 lists some 
of the traits that can help entrepreneurs succeed.

Independence
Independence is probably one of the leading reasons that entrepreneurs choose to go 
into business for themselves. Being a small-business owner means being your own 
boss. Many people start their own businesses because they believe they will do bet-
ter for themselves than they could do by remaining with their current employer or 

Specify the advantages of 
small-business ownership.

LO 5-3

Trait Definition Trait Definition

Intuitive Using one’s intuition to derive what’s true without 
conscious reasoning

Innovative Being able to come up with new and creative 
ideas

Productive Being able to produce large amounts of 
something during a specific time period

Risk-taker Having the ability to pursue risky endeavors 
despite the possibility of failure

Resourceful Understanding how to use and spend resources 
wisely

Persistent 
Continuing in a certain action in spite of obstacles

Charismatic
Having the ability to inspire others behind a 
central vision

Friendly Being able to have mutually beneficial 
interactions with people

TABLE 5.4
Successful Traits of Young Entrepreneurs
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by changing jobs. They may feel stuck on the corporate ladder and that no business 
would take them seriously enough to fund their ideas. Sometimes people who venture 
forth to start their own small business are those who simply cannot work for someone 
else. Such people may say that they just do not fit the “corporate mold.” In a survey 
of top entrepreneurs, ambition, ability, and a timeless work ethic were important to 
success.30

More often, small-business owners just want the freedom to choose whom they 
work with, the flexibility to pick where and when to work, and the option of working 
in a family setting. The availability of a company website, social media, and other 
Internet resources make it easy to start a business and work from home.

Costs
As already mentioned, small businesses often require less money to start and main-
tain than do large ones. Of top entrepreneurs, 78 percent used personal savings to start 
their business, with 29 percent using their credit card and 22 percent using family 
loans.31 Obviously, a firm with just 14 people spends less money on wages and sala-
ries, rent, utilities, and other expenses than does a firm employing tens of thousands 
of people in several large facilities. Rather than maintain the expense of keeping sepa-
rate departments for accounting, advertising, and legal counseling, small businesses 
often hire other firms (sometimes small businesses themselves) to supply these ser-
vices as they are needed. Additionally, small-business owners can sometimes rely on 
friends and family members to help them save money by volunteering to work on a 
difficult project.

Flexibility
With small size comes the flexibility to adapt to changing market demands. Small 
businesses usually have only one layer of management–the owners. Decisions there-
fore can be made and executed quickly. In larger firms, decisions about even routine 
matters can take weeks because they must pass through multiple levels of manage-
ment before action is authorized. When Taco Bell introduces a new product, for 
example, it must first research what consumers want, then develop the product and 
test it before introducing it nationwide—a process that sometimes takes years. An 
independent snack shop, however, can develop and introduce a new product (perhaps 
to meet a customer’s request) in a much shorter time. In fact, 56 percent of success-
ful small-business CEOs say they use social media to collect feedback on products.32

Focus
Small firms can focus their efforts on a precisely defined market niche—that is, a 
specific group of customers. Many large corporations must compete in the mass mar-
ket or for large market segments. Smaller firms can develop products for particular 
groups of customers or to satisfy a need that other companies have not addressed. For 
example, Megan Tamte launched a chain of boutiques called Evereve targeted toward 
young mothers. As a young mother herself, she recognized the many problems moth-
ers faced when they take their young children out shopping. Evereve stores were built 
with double-wide aisles to accommodate strollers, large dressing rooms, and play 
areas for children. It has since opened 59 stores and experienced a 30 percent annual 
growth rate.33 By targeting small niches or product needs, businesses can sometimes 
avoid competition from larger firms, helping them to grow into stronger companies.
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Entrepreneurship in Action

Sseko Helps Women Get a Step 
Ahead
Sseko Designs
Founder: Liz Forkin Bohannon
Founded: 2008, in Portland, Oregon
Success: Sseko Designs has successfully used social entrepre-
neurship to develop a for-profit company that improves the 
lives of women in Uganda and East Africa.

Social entrepreneurship involves creating social value or 
solving social problems using a business model. Liz Forkin 
Bohannon, founder of Sseko Designs, designed a for-profit 
business that uses entrepreneurial principles to create educa-
tional opportunities for Ugandan women. When Liz traveled 
to Uganda, she discovered that high school girls had to return 
to their villages and work to save money for tuition. Most of 
these girls did not continue their education because the fami-
lies needed the money for their subsistence.

Liz developed a work-study model for Ugandan women 
during the nine-month period they have to earn revenues for 

college. The women began by making ribbon sandals to sell to 
U.S. consumers. In the process, they learn skills and have the 
chance to earn wages for college. The sandals became a suc-
cess, and Sseko has expanded into other products.

To continue the company’s growth, the company sought 
funding via the popular reality show Shark Tank. Although it 
was denied funding, Sseko’s exposure on the show spread its 
message across the nation. Today, Sseko is Uganda’s largest 
footwear exporter and has enabled 87 female employees to 
get a university education.34

Critical Thinking Questions
 1. How does Sseko’s social entrepreneurship model differ 

from traditional charitable initiatives that other companies 
might take?

 2. Do you believe the Bohannans are too focused on their 
social mission? Should they compromise on the values in 
favor of profit?

 3. What are the disadvantage small-business ownership Liz 
Forkin Bohannon faces?

Reputation
Reputation, or how a firm is perceived by its various stakeholders, is highly significant 
to an organization’s success. Small firms, because of their capacity to focus on nar-
row niches, can develop enviable reputations for quality and service. A good example 
of a small business with a formidable reputation is W. Atlee Burpee and Co., which 
has the country’s premier bulb and seed catalog. 
Burpee has an unqualified returns policy (complete 
satisfaction or your money back) that demonstrates 
a strong commitment to customer satisfaction.

Disadvantages of Small-
Business Ownership
The rewards associated with running a small busi-
ness are so enticing that it’s no wonder many peo-
ple dream of it. However, as with any undertaking, 
small-business ownership has its disadvantages.

High Stress Level
A small business is likely to provide a living for 
its owner, but not much more (although there 
are exceptions as some examples in this chapter 
have shown). There are ongoing worries about 

Analyze the disadvantages of 
small-business ownership and 
the reasons why many small 
businesses fail.

LO 5-4

Some entrepreneurs choose to start their businesses from scratch so 
they can run their businesses as they see fit. While they might start off 
small and struggle to attract customers, they are not limited by the 
restrictions of a franchise agreement.

©Arina P Habich/Shutterstock
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competition, employee problems, new equipment, expanding inventory, rent increases, 
or changing market demand. In addition to other stresses, small-business owners tend 
to be victims of physical and psychological stress. The small-business person is often 
the owner, manager, sales force, shipping and receiving clerk, bookkeeper, and cus-
todian. Having to multitask can result in long hours for most small-business owners. 
Many creative persons fail, not because of their business concepts, but rather because 
of difficulties in managing their business. Fear of failure is the most common concern 
when starting a business.35

High Failure Rate
Despite the importance of small businesses to our economy, there is no guarantee of 
success. Half of all businesses fail within the first five years.36 Restaurants are a case 
in point. Look around your own neighborhood, and you can probably spot the loca-
tions of several restaurants that are no longer in business.

Small businesses fail for many reasons (see Table  5.5). A poor business  
concept—such as insecticides for garbage cans (research found that consumers are 
not concerned with insects in their garbage)—will produce disaster nearly every time. 
Expanding a hobby into a business may work if a genuine market niche exists, but all 
too often people start such a business without identifying a real need for the good or 
service. Other notable causes of small-business failure include the burdens imposed 
by government regulation, insufficient funds to withstand slow sales, and vulnerabil-

ity to competition from larger companies. Three major 
causes of small-business failure deserve a close look: 
undercapitalization, managerial inexperience or incom-
petence, and inability to cope with growth.

Undercapitalization. The shortest path to failure in business is  undercapitalization, 
the lack of funds to operate a business normally. Too many entrepreneurs think that 
all they need is enough money to get started, that the business can survive on cash 
generated from sales soon thereafter. But almost all businesses suffer from seasonal 
variations in sales, which make cash tight, and few businesses make money from the 
start. Many small rural operations cannot obtain financing within their own commu-
nities because small rural banks often lack the necessary financing expertise or assets 

undercapitalization
the lack of funds to operate a 
business normally.

DID YOU KNOW? About 20 percent of small businesses 
make it past the first year of operation.37

TABLE 5.5
Challenges in Starting a 
New Business

1. Underfunded (not providing adequate startup capital)

2. Not understanding your competitive niche

3. Lack of effective utilization of websites and social media

4. Lack of a marketing and business plan

5. If operating a retail store, poor site selection

6. Pricing mistakes–too high or too low

7. Underestimating the time commitment for success

8. Not finding complementary partners to bring in additional experience

9. Not hiring the right employees and/or not training them properly

10. Not understanding legal and ethical responsibilities
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sizable enough to counter the risks involved with small-business 
loans. That is why personal savings and loans from family mem-
bers are top sources for financing a small business. For startups, 
personal bank loans represent less than 10 percent of the sources 
of starting capital.38 Without sufficient funds, the best small-
business idea in the world will fail. Consider Necco Wafers, the 
heart-shaped pressed sugar Valentine’s Day candy bearing mes-
sages including “Kiss Me” and “Be Mine.” The firm was started 
by an English Immigrant in 1847 and is the oldest confectionary 
company in America. Today, the still small company makes 630 
million wafers a year. In 2018, the company was looking for a new 
owner to continue its operations due to capitalization. Without a 
new owner to bring in more capital, the company could fail.39

Managerial Inexperience or Incompetence. Poor man-
agement is the cause of many business failures. Just because an 
entrepreneur has a brilliant vision for a small business does not 
mean he or she has the knowledge or experience to manage a 
growing business effectively. A person who is good at creating 
great product ideas and marketing them may lack the skills and 
experience to make good management decisions in hiring, negoti-
ating, finance, and control. Moreover, entrepreneurs may neglect 
those areas of management they know little about or find tedious, 
at the expense of the business’s success.

Inability to Cope with Growth. Sometimes, the very factors 
that are advantages for a small business turn into serious disad-
vantages when the time comes to grow. Growth often requires the owner to give up 
a certain amount of direct authority, and it is frequently hard for someone who has 
called all the shots to give up control. It has often been said that the greatest impedi-
ment to the success of a business is the entrepreneur. Similarly, growth requires spe-
cialized management skills in areas such as credit analysis and promotion—skills 
that the founder may lack or not have time to apply. The founders of many small 
businesses, including Dell Computers, found that they needed to bring in more expe-
rienced managers to help manage their companies through growing pains.

Poorly managed growth probably affects a company’s reputation more than any-
thing else, at least initially. And products that do not arrive on time or goods that are 
poorly made can quickly reverse a success. The principal immediate threats to small 
and mid-sized businesses include rising inflation, energy and other supply shortages 
or cost escalations, and excessive household and/or corporate debt. For this reason, 
some small-business owners choose to stay small and are not interested in wide-scale 
growth. These micropreneurs operate small-scale businesses with no more than five 
employees. It is estimated that 95 percent of small businesses are microbusinesses.40

Starting a Small Business
We’ve told you how important small businesses are and why they succeed and fail, but 
how do you go about starting your own business in the first place? To start any busi-
ness, large or small, you must have some kind of general idea. Sam Walton, founder of 
Walmart stores, had a vision of a discount retailing enterprise that spawned the world’s 
largest retailing empire and changed the way companies look at business. Next, you 

Zynga Inc., a social game developer and creator 
of mobile games like FarmVille and Words with 
Friends, expanded too quickly and had to let go 
hundreds of employees.

©JHVEPhoto/Shutterstock

Describe how to start a small 
business and what resources 
are needed.

LO 5-5
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need to devise a strategy to guide planning and development in the business. Finally, 
you must make decisions about form of ownership; the financial resources needed; 
and whether to acquire an existing business, start a new one, or buy a franchise.

The Business Plan
A key element of business success is a business plan—a precise statement of the 
rationale for the business and a step-by-step explanation of how it will achieve its 
goals. The business plan should include an explanation of the business, an analysis of 
the competition, estimates of income and expenses, and other information. It should 
also establish a strategy for acquiring sufficient funds to keep the business going. The 
U.S. SBA website provides an overview of a plan for small businesses to use to gain 
financing. Many financial institutions decide whether to loan a small business money 
based on its business plan. A good business plan should act as a guide and reference 
document—not a shackle that limits the business’s flexibility and decision-making 
ability. The business plan must be revised periodically to ensure that the firm’s goals 
and strategies adapt to changes in the environment. Business plans allow companies 
to assess market potential, determine price and manufacturing requirements, identify 
optimal distribution channels, and refine product selection. It is also important to 
evaluate and update the business plan to account for changes in the company. Salem, 
Oregon-based Rich Duncan Construction learned this the hard way. The company 
rewrote part of its business plan after 14 years to account for high growth rates and 
identify weaknesses that needed to be addressed.41

Forms of Business Ownership
After developing a business plan, the entrepreneur has to decide on an appropriate 
legal form of business ownership—whether it is best to operate as a sole proprietor-
ship, partnership, or corporation—and to examine the many factors that affect that 
decision, which we explored in “Options for Organizing Business.”

Financial Resources
The expression “it takes money to make money” holds especially true in developing a 
business enterprise. To make money from a small business, the owner must first pro-
vide or obtain money (capital) to get started and to keep it running smoothly. Even a 
small retail store will probably need at least $50,000 in initial financing to rent space, 
purchase or lease necessary equipment and furnishings, buy the initial inventory, and 
provide working capital. Of all startups, 90 percent start with less than $100,000, with 
almost 50 percent of these business ventures starting with less than $5,000.42 Often, 
the small-business owner has to put up a significant percentage of the necessary capi-
tal. Few new business owners have a large amount of their own capital and must 
look to other sources for additional financing. Open Door Labs Inc. buys and resells 
houses. It borrows about 90 percent of the purchase price of a home, and they plan 
to reach 20 metro areas in the coming years. Therefore, they have to find investors to 
loan funds or borrow from banks.43

Equity Financing. The most important source of funds for any new business is the 
owner. Many owners include among their personal resources ownership of a home, 
the accumulated value in a life insurance policy, or a savings account. A new busi-
ness owner may sell or borrow against the value of such assets to obtain funds to 
operate a business. Additionally, the owner may bring useful personal assets—such 

business plan
a precise statement of the 
rationale for a business and 
a step-by-step explanation of 
how it will achieve its goals.

Need help 
 understanding 
how an entrepre-
neur can secure 
financing for a 
small business? 
Visit your Connect 
ebook video tab 
for a brief animated 
explanation.

Final PDF to printer



155

fer88367_ch05_140-170.indd 155 11/10/18  08:53 AM

Chapter 5   Small Business, Entrepreneurship, and Franchising

as a computer, desks and other furniture, a car or 
truck—as part of his or her ownership interest in the 
firm. Such financing is referred to as equity financ-
ing because the owner uses real personal assets 
rather than borrowing funds from outside sources 
to get started in a new business. The owner can also 
provide working capital by reinvesting profits into 
the business or simply by not drawing a full salary.

Small businesses can also obtain equity financing 
by finding investors for their operations. They may 
sell stock in the business to family members, friends, 
employees, or other investors. Venture capitalists are 
persons or organizations that agree to provide some 
funds for a new business in exchange for an owner-
ship interest or stock. Venture capitalists hope to pur-
chase the stock of a small business at a low price and 
then sell the stock for a profit after the business has 
grown successful. Although these forms of equity 
financing have helped many small businesses, they require that the small-business owner 
share the profits of the business—and sometimes control, as well—with the investors.

Debt Financing. New businesses can borrow more as they become established. 
Banks are the main suppliers of external financing to small businesses. On the federal 
level, the SBA offers financial assistance to qualifying businesses. Five Star Guitars, 
out of Hillsboro, Oregon, was named among the Persons of the Year by the Oregon 
Small Business Association (SBA). SBA loans allow companies such as Five Star 
Guitars to acquire retail space, employ salespeople, and serve specific target mar-
kets.44 They can also look to family and friends as sources for long-term loans or other 
assets, such as computers or an automobile, that are exchanged for an ownership inter-
est in a business. In such cases, the business owner can usually structure a favorable 
repayment schedule and sometimes negotiate an interest rate below current bank rates. 
If the business goes bad, however, the emotional losses for all concerned may greatly 
exceed the money involved. Anyone lending a friend or family member money for a 
venture should state the agreement clearly in writing before any money changes hands.

The amount a bank or other institution is willing to loan depends on its assessment 
of the venture’s likelihood of success and of the entrepreneur’s ability to repay the 
loan. The bank will often require the entrepreneur to put up collateral, a financial 
interest in the property or fixtures of the business, to guarantee payment of the debt. 
Additionally, the small-business owner may have to provide personal property as col-
lateral, such as his or her home, in which case the loan is called a mortgage. If the 
small business fails to repay the loan, the lending institution may eventually claim and 
sell the collateral or mortgage to recover its loss.

Banks and other financial institutions can also grant a small business a line of 
credit—an agreement by which a financial institution promises to lend a business a 
predetermined sum on demand. A line of credit permits an entrepreneur to take quick 
advantage of opportunities that require external funding. Small businesses may obtain 
funding from their suppliers in the form of a trade credit—that is, suppliers allow the 
business to take possession of the needed goods and services and pay for them at a 
later date or in installments. Occasionally, small businesses engage in bartering—
trading their own products for the goods and services offered by other businesses. 

venture capitalists
persons or organizations 
that agree to provide some 
funds for a new business in 
exchange for an ownership 
interest or stock.

Small-business owners often use debt financing from banks or the 
Small Business Administration to start their own organizations.

©Vico Collective/Erik Palmer/Blend Images LLC

Final PDF to printer



156

fer88367_ch05_140-170.indd 156 11/10/18  08:53 AM

Part 2   Starting and Growing a Business

For example, an accountant may offer accounting services to an office supply firm in 
exchange for office supplies and equipment.

Additionally, some community groups sponsor loan funds to encourage the devel-
opment of particular types of businesses. State and local agencies may guarantee 
loans, especially to minority business people or for development in certain areas.

Approaches to Starting a Small Business
Starting from Scratch versus Buying an Existing Business. Although entre-
preneurs often start new small businesses from scratch much the way we have dis-
cussed in this section, they may elect instead to buy an existing business. This has the 
advantage of providing a built-in network of customers, suppliers, and distributors 
and reducing some of the guesswork inherent in starting a new business from the 
ground up. Actor Sarah Michelle Gellar co-founded Foodstirs, a baking brand, after 
being dismissed by countless investors. Gellar leveraged her brand based on her abil-
ity to get on shows like the Harry Connick Jr. Show and promote the baking mix and 
prepared foods with high-quality ingredients. Their one-minute mug cake was picked 
up by 8,000 Starbucks stores.45 However, an entrepreneur who buys an existing busi-
ness also takes on any problems the business already has.

Franchising. Many small-business owners find entry into the business world 
through franchising. A license to sell another’s products or to use another’s name in 
business, or both, is a franchise. The company that sells a franchise is the franchiser. 
Dunkin’ Donuts, Subway, and Jiffy Lube are well-known franchisers with national 
visibility. The purchaser of a franchise is called a franchisee.

The franchisee acquires the rights to a name, logo, methods of operation, national 
advertising, products, and other elements associated with the franchiser’s business in 
return for a financial commitment and the agreement to conduct business in accor-
dance with the franchiser’s standard of operations. The initial fee to join a franchise 
varies greatly. In addition, franchisees buy equipment, pay for training, and obtain 
a mortgage or lease. The franchisee also pays the franchiser a monthly or annual 
fee based on a percentage of sales or profits. In return, the franchisee often receives 
building specifications and designs, site recommendations, management and account-
ing support, and perhaps most importantly, immediate name recognition. Visit the 
website of the International Franchise Association to learn more on this topic.

The practice of franchising first began in the United States in the 19th century 
when Singer used it to sell sewing machines. This method of goods distribution 
soon became commonplace in the automobile, gasoline, soft drink, and hotel indus-
tries. The concept of franchising grew especially rapidly during the 1960s, when it 
expanded to diverse industries. Table 5.6 shows the 10 fastest growing franchises.

The entrepreneur will find that franchising has both advantages and disadvantages. 
Franchising allows a franchisee the opportunity to set up a small business relatively 
quickly, and because of its association with an established brand, a franchise out-
let often reaches the break-even point faster than an independent business would. 
Franchisees commonly report the following advantages:

 ∙ Management training and support.
 ∙ Brand-name appeal.
 ∙ Standardized quality of goods and services.
 ∙ National and local advertising programs.
 ∙ Financial assistance.

franchise
a license to sell another’s 
products or to use another’s 
name in business, or both.

franchiser
the company that sells a 
franchise.

franchisee
the purchaser of a franchise.
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 ∙ Proven products and business formats.
 ∙ Centralized buying power.
 ∙ Site selection and territorial protection.
 ∙ Greater chance for success.46

However, the franchisee must sacrifice some freedom to the franchiser. Some short-
comings experienced by franchisees include:

 ∙ Franchise fees and profit sharing with the franchiser.
 ∙ Strict adherence to standardized operations.
 ∙ Restrictions on purchasing.
 ∙ Limited product line.
 ∙ Possible market saturation.
 ∙ Less freedom in business decisions.47

Strict uniformity is the rule rather than the exception. Entrepreneurs who want to be 
their own bosses are often frustrated with the restrictions of a franchise.

Help for Small-Business Managers
Because of the crucial role that small business and entrepreneurs play in the U.S. econ-
omy, a number of organizations offer programs to improve the small-business owner’s 
ability to compete. These include entrepreneurial training programs and programs 
sponsored by the SBA. Such programs provide small-business owners with invaluable 
assistance in managing their businesses, often at little or no cost to the owner.

Entrepreneurs can learn critical marketing, management, and finance skills in 
seminars and college courses. In addition, knowledge, experience, and judgment are 
necessary for success in a new business. While knowledge can be communicated and 
some experiences can be simulated in the classroom, good judgment must be devel-
oped by the entrepreneur. Local chambers of commerce and the U.S. Department of 
Commerce offer information and assistance helpful in operating a small business. 

TABLE 5.6
Fastest Growing 
Franchises

Top 10 Fastest Growing Franchises

Dunkin’ (Dunkin’ Donuts)

7-Eleven Inc.

Planet Fitness

Jan-Pro Franchising International Inc.

Taco Bell

Orangetheory Fitness

Great Clips

Mac Tools

Cruise Planners

Jazzercise Inc.

Source: “2018 Fastest-Growing Franchises Ranking,” Entrepreneur, https://www.entrepreneur.com/franchises/fastestgrowing 
(accessed Aril 21, 2018).
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National publications such as Inc. and Entrepreneur share statistics, advice, tips, and 
success/failure stories. Additionally, most urban areas have weekly business journals/
newspapers that provide stories on local businesses as well as on business techniques 
that a manager or small business can use.

The SBA offers many types of management assistance to small businesses, includ-
ing counseling for firms in difficulty, consulting on improving operations, and train-
ing for owner/managers and their employees. Among its many programs, the SBA 
funds Small Business Development Centers (SBDCs). These are business clinics, 
usually located on college campuses, that provide counseling at no charge and train-
ing at only a nominal charge. SBDCs are often the SBA’s principal means of provid-
ing direct management assistance.

The Service Corps of Retired Executives (SCORE) and the Active Corps of 
Executives (ACE) are volunteer agencies funded by the SBA to provide advice for 
owners of small firms. Both are staffed by experienced managers whose talents and 
knowledge the small firms could not ordinarily afford. SCORE has more than 11,000 
volunteers at over 320 locations across the country and shares mentor expertise from 
more than 60 industries.49 The SBA also has organized Small Business Institutes 
(SBIs) on almost 500 university and college campuses in the United States. Seniors, 
graduate students, and faculty at each SBI provide onsite management counseling.

Finally, the small-business owner can obtain advice from other small-business own-
ers, suppliers, and even customers. A customer may approach a small business it fre-
quents with a request for a new product, for example, or a supplier may offer suggestions 
for improving a manufacturing process. Networking—building relationships and shar-
ing information with colleagues—is vital for any businessperson, whether you work for 
a huge corporation or run your own small business. Incubators, or organizations cre-
ated to accelerate the development and success of startup organizations, often provide 

Going Green

Growing a Family Business: 
Haney’s Appledale Farm
While many small businesses fail, others last for generations 
under the management of hard-working, entrepreneurial-
minded owners. Haney’s Appledale Farm, in Nancy, Kentucky, 
has been in operation since 1870. Currently, Haney’s is run by 
brothers Don and Mark, the fifth generation of the Haney fam-
ily to operate the business.

Haney’s Appledale Farm is a sustainable 450-acre fam-
ily farm that grows 35 varieties of apples and 15 varieties of 
peaches. The Haneys employ conservation and sustainable 
practices in their farm operation. They use Integrated Pest 
Management, which includes special traps so they can identify 
pests, take immediate action to eliminate the invasive intrud-
ers, and minimize risks to human health and the environment.

In season, customers pick their own apples or peaches on 
the farm’s orchards. Their company sells apple-related items 
such as cookies, cakes, jams, jellies, preserves, apple cider, 

caramel apples, and Haney’s Apple Slush. The bakery has cre-
ated a signature “Fried Apple Pie” made from scratch every 
day. Although the Haneys have had offers to go national with 
this product, they have declined the opportunity so product 
integrity can be maintained.

The Haney brothers run the farm simply but effectively. One 
of their most effective tools is Facebook and a website to let 
customers know when the harvest is ready. The 150-year history 
of the Haney family farm illustrates how a small business can 
prosper through many generations.48

Critical Thinking Questions
 1. What are the advantages the Haney family has in running 

their own small business? What about disadvantages?
 2. What are some ways Haney’s owners have used innovative 

techniques to keep the farm operating so successfully?
 3. What are some of the advantages of keeping Haney’s 

Appledale Farm a small business rather than expanding 
nationally?
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network opportunities and potential capital to jumpstart a business.50 Communicating 
with other business owners is a great way to find ideas for dealing with employees and 
government regulation, improving processes, or solving problems. New technology is 
making it easier to network. For example, some states are establishing social network-
ing sites for the use of their businesses to network and share ideas.

The Future for Small Business
Although small businesses are crucial to the economy, their size and limited resources 
can make them more vulnerable to turbulence and change in the marketplace than 
large businesses.51 Next, we take a brief look at the demographic, technological, and 
economic trends that will have the most impact on small business in the future.

Demographic Trends
America’s baby boom started in 1946 and ended in 1964. The baby boomer generation 
consists of 75 million Americans.52 This segment of the population is wealthy, but 
many small businesses do not actively pursue it. Some exceptions, however, include 
Gold Violin, which sells designer canes and other products online and through a cata-
log, and LifeSpring Nutrition, which delivers nutritional meals and snacks directly to 
the customer. Industries such as travel, financial planning, and health care will con-
tinue to grow as boomers age. Many experts believe that the boomer demographic is 
the market of the future.

Other consumers, comprising a market with a huge potential for small business, 
that have surpassed baby boomers as the United States’ largest living generation are 
called millennials or Generation Y.53 Millennials number around 
83 million and possess a number of unique characteristics.54 Born 
between 1981 and 1997, this cohort is not solely concerned about 
money. Those that fall into this group are also concerned with 
advancement, recognition, and improved capabilities. They need 
direct, timely feedback and frequent encouragement and recogni-
tion. Millennials do well when training sessions combine entertain-
ment with learning. Working remotely is more acceptable to this 
group than previous generations, and virtual communication may 
become as important as face-to-face meetings.55

Also to be considered are the growing number of immigrants liv-
ing in the United States, who now represent more than 17 percent, 
or 27.6 million, of the total U.S. workforce. The largest employer 
of legal immigrants is retail, followed by educational services and 
non-hospital health care services.56

This vast group provides still another greatly untapped market for 
small businesses. Retailers who specialize in ethnic products, and 
service providers who offer bi- or multilingual employees, will find 
a large amount of business potential in this market. Table 5.7 ranks 
top states in the United States for small businesses and startups.

Technological and Economic Trends
Advances in technology have opened up many new markets to small 
businesses. Undoubtedly, the Internet will continue to provide new 
opportunities for small businesses. Slack is a messaging app that 

Evaluate the demographic, 
technological, and economic 
trends that are affecting the 
future of small business.

LO 5-6

The Latino population is the biggest and fastest 
growing minority segment in the U.S.—and a 
lucrative market for businesses looking for ways to 
meet the segment’s many needs.
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allows teams to engage in efficient collaboration through cloud-based computing. In 
2017, the company was valued at $3.8 billion.57 Technology has also enabled the sub-
stantial growth of entrepreneurs working out of their houses, known as home-based 
businesses. Many of today’s largest businesses started out in homes, including Mary 
Kay, Ford, and Apple. Approximately 52 percent of small businesses are based out 
of the home.58 Technological advancements have increased the ability of home-based 
businesses to interact with customers and operate effectively.59

Technological advances and an increase in service exports have created new oppor-
tunities for small companies to expand their operations abroad. Changes in communica-
tions and technology can allow small companies to customize their services quickly for 
international customers. Also, free trade agreements and trade alliances are helping to 
create an environment in which small businesses have fewer regulatory and legal barriers.

In recent years, economic turbulence has provided both opportunities and threats 
for small businesses. As large information technology companies such as Cisco, 
Oracle, and Sun Microsystems had to recover from an economic slowdown and an 
oversupply of Internet infrastructure products, some smaller firms found new niche 
markets. Smaller companies can react quickly to change and can stay close to their 
customers. While well-funded dot-coms were failing, many small businesses were 
learning how to use the Internet to promote themselves and sell products online. For 
example, arts and crafts dealers and makers of specialty products found they could sell 
their wares on existing websites, such as eBay and Etsy. Service providers related to 
tourism, real estate, and construction also found they could reach customers through 
their own or existing websites.

Deregulation of the energy market and interest in alternative fuels and in fuel con-
servation have spawned many small businesses. Southwest Windpower Inc. manu-
factures and markets small wind turbines for producing electric power for homes, 
sailboats, and telecommunications. As entrepreneurs begin to realize that worldwide 
energy markets are valued in the hundreds of billions of dollars, the number of inno-
vative companies entering this market will increase. In addition, many small busi-
nesses have the desire and employee commitment to purchase such environmentally 
friendly products. New Belgium Brewing Company received the U.S. Environmental 
Protection Agency and Department of Energy Award for leadership in conservation 
for making a 10-year commitment to purchase wind energy.

The future for small business remains promising. The opportunities to apply cre-
ativity and entrepreneurship to serve customers are unlimited. Large companies such 
as Walmart, which employ roughly 1 percent of the U.S. population, or 2.1 million 
employees, often adapt slowly to changes in the environment, whereas small busi-
nesses can adapt immediately.60 This flexibility provides small businesses with a 
definite advantage over large companies.

Making Big Businesses Act “Small”
The continuing success and competitiveness of small businesses through rapidly chang-
ing conditions in the business world have led many large corporations to take a closer 
look at what makes their smaller rivals tick. More and more firms are emulating small 
businesses in an effort to improve their own bottom line. Beginning in the 1980s and 
continuing through the present, the buzzword in business has been to downsize or right-
size to reduce management layers, corporate staff, and work tasks in order to make the 
firm more flexible, resourceful, and innovative. Many well-known U.S. companies— 
including IBM, Ford, Apple, General Electric, Xerox, and 3M—have downsized to 

TABLE 5.7
Most Business-Friendly 
States

1. North Carolina

2. Texas

3. Utah

4. Nebraska

5. Virginia

6. Georgia

7. Florida

8. Colorado

9. North Dakota

10. Indiana

Source: “Best States for Business,” 
Forbes, www.forbes.com/best-
states-for-business/list/#tab:overall 
(accessed April 21, 2018).

Explain why many large 
 businesses are trying to 
“think small.”

LO 5-7
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improve their competitiveness, as have German, British, and Japanese firms. Other 
firms have sought to make their businesses “smaller” by making their operating units 
function more like independent small businesses, each responsible for its profits, losses, 
and resources. Of course, some large corporations, such as Southwest Airlines, have 
acted like small businesses from their inception, with great success.

Trying to capitalize on small-business success in introducing innovative new prod-
ucts, more and more companies are attempting to instill a spirit of entrepreneurship 
into even the largest firms. In major corporations, intrapreneurs, like entrepreneurs, 
take responsibility for, or “champion,” the development of innovations of any kind 
within the larger organization.61 Often, they use company resources and time to 
develop a new product for the company.

intrapreneurs
individuals in large firms who 
take responsibility for the 
development of innovations 
within the organizations.

In times when jobs are scarce, many people turn to entrepre-
neurship as a way to find employment. As long as there are 
unfulfilled needs from consumers, there will be a demand 
for entrepreneurs and small businesses. Entrepreneurs and 
small-business owners have been, and will continue to be, a 
vital part of the U.S. economy, whether in retailing, whole-
saling, manufacturing, technology, or services. Creating a 
business around your idea has a lot of advantages. For many 
people, independence is the biggest advantage of forming 
their own small business, especially for those who do not 
work well in a corporate setting and like to call their own 
shots. Smaller businesses are also cheaper to start up than 
large ones in terms of salaries, infrastructure, and equip-
ment. Smallness also provides a lot of flexibility to change 
with the times. If consumers suddenly start demanding new 
and different products, a small business is more likely to 
deliver quickly.

Starting your own business is not easy, especially in slow 
economic times. Even in a good economy, taking an idea and 
turning it into a business has a very high failure rate. The pos-
sibility of failure can increase even more when money is tight. 
Reduced revenues and expensive materials can hurt a small 
business more than a large one because small businesses 
have fewer resources. When people are feeling the pinch 
from rising food and fuel prices, they tend to cut back on 
other expenditures—which could potentially harm your small 
business. The increased cost of materials will also affect your 
bottom line. However, several techniques can help your com-
pany survive:

 • Set clear payment schedules for all clients. Small 
businesses tend to be worse about collecting 
payments than large ones, especially if the clients are 

acquaintances. However, you need to keep cash flowing 
into the company in order to keep business going.

 • Take the time to learn about tax breaks. A lot of people 
do not realize all of the deductions they can claim on 
items such as equipment and health insurance.

 • Focus on your current customers, and don’t spend a lot 
of time looking for new ones. It is far less expensive for a 
company to keep its existing customers happy.

 • Although entrepreneurs and small-business owners are 
more likely to be friends with their customers, do not let 
this be a temptation to give things away for free. Make 
it clear to your customers what the basic price is for 
what you are selling and charge for extra features, extra 
services, etc.

 • Make sure the office has the conveniences employees 
need—like a good coffee maker and other drinks and 
snacks. This will not only make your employees happy, 
but it will also help maintain productivity by keeping 
employees closer to their desks.

 • Use your actions to set an example. If money is tight, 
show your commitment to cutting costs and making the 
business work by doing simple things like taking the bus 
to work or bringing a sack lunch every day.

 • Don’t forget to increase productivity in addition to cutting 
costs. Try not to focus so much attention on cost cutting 
that you don’t try to increase sales.

In unsure economic times, these measures should help 
new entrepreneurs and small-business owners sustain their 
businesses. Learning how to run a business on a shoestring 
is a great opportunity to cut the fat and to establish lean, 
efficient operations.62

So You Want to Be an Entrepreneur or  
Small-Business Owner
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Review Your Understanding

Define entrepreneurship and small business.

An entrepreneur is a person who creates a business or product 
and manages his or her resources and takes risks to gain a 
profit; entrepreneurship is the process of creating and manag-
ing a business to achieve desired objectives. A small business 
is one that is not dominant in its competitive area and does 
not employ more than 500 people.

Explain the importance of small business in the 
U.S. economy and why certain fields attract 
small business.

Small businesses are vital to the American economy because 
they provide products, jobs, innovation, and opportunities. 
Retailing, wholesaling, services, manufacturing, high technology, 
and the sharing economy attract small businesses because these 
industries are relatively easy to enter, require relatively low ini-
tial financing, and may experience less heavy competition.

Specify the advantages of small-business 
ownership.

Small-business ownership offers some personal advantages, 
including independence, freedom of choice, and the option 
of working at home. Business advantages include flexibility, 
the ability to focus on a few key customers, and the chance to 
develop a reputation for quality and service.

Analyze the disadvantages of small-business 
ownership and the reasons why many small 
businesses fail.

Small businesses have many disadvantages for their owners such 
as expense, physical and psychological stress, and a high failure 
rate. Small businesses fail for many reasons: undercapitaliza-
tion, management inexperience or incompetence, neglect, dis-
proportionate burdens imposed by government regulation, and 
vulnerability to competition from larger companies.

Describe how to start a small business and what 
resources are needed.

First, you must have an idea for developing a small business. 
Next, you need to devise a business plan to guide planning and 
development of the business. Then, you must decide what form 
of business ownership to use: sole proprietorship, partnership, 

or corporation. Small-business owners are expected to provide 
some of the funds required to start their businesses, but funds 
also can be obtained from friends and family, financial institu-
tions, other businesses in the form of trade credit, investors 
(venture capitalists), state and local organizations, and the 
Small Business Administration. In addition to loans, the Small 
Business Administration and other organizations offer counsel-
ing, consulting, and training services. Finally, you must decide 
whether to start a new business from scratch, buy an existing 
one, or buy a franchise operation.

Evaluate the demographic, technological, and 
economic trends that are affecting the future of 
small business.

Changing demographic trends that represent areas of oppor-
tunity for small businesses include more elderly people as baby 
boomers age, millennials (or Generation Y), and an increas-
ing number of immigrants to the United States. Technological 
advances and an increase in service exports have created new 
opportunities for small companies to expand their operations 
abroad, while trade agreements and alliances have created 
an environment in which small business has fewer regulatory 
and legal barriers. Economic turbulence presents both oppor-
tunities and threats to the survival of small businesses.

Explain why many large businesses are trying to 
“think small.”

More large companies are copying small businesses in an effort 
to make their firms more flexible, resourceful, and innovative 
and, generally, to improve their bottom line. This effort often 
involves downsizing (reducing management layers, laying off 
employees, and reducing work tasks) and intrapreneurship, 
when an employee takes responsibility for (champions) develop-
ing innovations of any kind within the larger organization.

Assess two entrepreneurs’ plans for starting a 
small business.

Based on the facts given in the “Solve the Dilemma” feature 
near the end of this chapter and the material presented in 
this chapter, you should be able to assess the feasibility and 
potential success of Gray and McVay’s idea for starting a 
small business.

Critical Thinking Questions

Enter the World of Business Questions

 1. What are some of the benefits of operating Chick-fil-A as 
a franchise?

 2. What are some of the disadvantages of operating Chick-
fil-A as a franchise?

 3. Looking to the future, how can Chick-fil-A stay ahead of 
demographic, technological, and economic trends?
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Learn the Terms

business plan 154
entrepreneurship 142
franchise 156
franchisee 156
franchiser 156

intrapreneurs 161
microentrepreneurs 143
sharing economy 148
small business 143
Small Business Administration (SBA) 144

social entrepreneurs 143
undercapitalization 152
venture capitalists 155

Check Your Progress

 1. Why are small businesses so important to the U.S. 
economy?

 2. Which fields tend to attract entrepreneurs the most? Why?

 3. What are the advantages of starting a small business? 
The disadvantages?

 4. What are the principal reasons for the high failure rate 
among small businesses?

 5. What decisions must an entrepreneur make when 
starting a small business?

 6. What types of financing do small entrepreneurs typically 
use? What are some of the pros and cons of each?

 7. List the types of management and financial assistance 
that the Small Business Administration offers.

 8. Describe the franchising relationship.

 9. What demographic, technological, and economic trends 
are influencing the future of small business?

 10. Why do large corporations want to become more like 
small businesses?

Get Involved

 1. Interview a local small-business owner. Why did he 
or she start the business? What factors have led to 
the business’s success? What problems has the owner 
experienced? What advice would he or she offer a 
potential entrepreneur?

 2. Using business journals, find an example of a company 
that is trying to emulate the factors that make small 
businesses flexible and more responsive. Describe and 

evaluate the company’s activities. Have they been 
successful? Why or why not?

 3. Using the business plan outline in online Appendix A, 
create a business plan for a business idea that you 
have. (A man named Fred Smith once did a similar 
project for a business class at Yale. His paper 
became the basis for the business he later founded: 
Federal Express!)

Build Your Skills

Creativity

Background
The entrepreneurial success stories in this 
chapter are about people who used their cre-
ative abilities to develop innovative products 
or ways of doing something that became the 

basis of a new business. Of course, being creative is not just 
for entrepreneurs or inventors; creativity is an important tool 
to help you find the optimal solutions to the problems you face 
on a daily basis. Employees rely heavily on their creativity skills 
to help them solve daily workplace problems.

According to brain experts, the right-brain hemisphere 
is the source of creative thinking; and the creative part of 
the brain can “atrophy” from lack of use. Let’s see how much 
“exercise” you’re giving your right-brain hemisphere.

Task
 1. Take the following self-test to check your Creativity 

Quotient.63

 2. Write the appropriate number in the box next to each 
statement according to whether the statement describes 
your behavior always (3), sometimes (2), once in a while 
(1), or never (0).
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 3. Check your score using the following scale:

 30–36  High creativity. You are giving your right-brain 
hemisphere a regular workout.

 20–29  Average creativity. You could use your creativity 
capacity more regularly to ensure against 
“creativity atrophy.”

 10–19  Low creativity. You could benefit by reviewing 
the questions you answered “never” in the above 
assessment and selecting one or two of the 
behaviors that you could start practicing.

 0–9  Undiscovered creativity. You have yet to uncover 
your creative potential.

Always  
3

Sometimes  
2

Once in  
a While  

1

Never  
0

 1. I am a curious person who is interested in other people’s opinions.

 2. I look for opportunities to solve problems.

 3.  I respond to changes in my life creatively by using them to redefine my goals and 
revising plans to reach them.

 4. I am willing to develop and experiment with ideas of my own.

 5. I rely on my hunches and insights.

 6.  I can reduce complex decisions to a few simple questions by seeing the “big picture.”

 7. I am good at promoting and gathering support for my ideas.

 8.  I think further ahead than most people I associate with by thinking long term and 
sharing my vision with others.

 9. I dig out research and information to support my ideas.

 10.  I am supportive of the creative ideas from my peers and subordinates and welcome 
“better ideas” from others.

 11.  I read books and magazine articles to stay on the “cutting edge” in my areas of 
interest. I am fascinated by the future.

 12. I believe I am creative and have faith in my good ideas.

Subtotal for each column

Grand Total

Solve the Dilemma

The Small-Business Challenge

Jack Gray and his best friend, Bruce McVay, 
decided to start their own small business. Jack 
had developed recipes for fat-free and low-fat 
cookies and muffins in an effort to satisfy his 
personal health needs. Bruce had extensive 

experience in managing food-service establishments. They 
knew that a startup company needs a quality product, ade-
quate funds, a written business plan, some outside financial 
support, and a good promotion program. Jack and Bruce felt 
they had all of this and more and were ready to embark on 
their new low-fat cookie/muffin store. Each had $35,000 to 
invest and with their homes and other resources, they had 
borrowing power of an additional $125,000.

However, they still have many decisions to make, includ-
ing what form or organization to use, how to market their 
product, and how to determine exactly what products to sell—
whether just cookies and muffins or additional products.

Critical Thinking Questions
 1. Evaluate the idea of a low-fat cookie and muffin retail 

store.

 2. Are there any concerns in connection with starting a 
small business that Jack and 
Bruce have not considered?

 3. What advice would you give 
Jack and Bruce as they start up 
their business?

Assess two entrepreneurs’ 
plans for starting a small 
business.

LO 5-8
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Build Your Business Plan

Small Business, Entrepreneurship, 
and Franchising

Now you can get started writing your business 
plan! Refer to Guidelines for the Development 
of the Business Plan following “The Dynamics 
of Business and Economics,” which provides you 
with an outline for your business plan. As you 

are developing your business plan, keep in mind that potential 
investors might be reviewing it. Or you might have plans to go to 
your local Small Business Development Center for an SBA loan.

At this point in the process, you should think about col-
lecting information from a variety of (free) resources. For 

example, if you are developing a business plan for a local busi-
ness, good, or service, you might want to check out any of 
the following sources for demographic information: your local 
Chamber of Commerce, Economic Development office, census 
bureau, or City Planning office.

Go on the Internet and see if there have been any recent 
studies done or articles on your specific type of business, 
especially in your area. Remember, you always want to 
explore any secondary data before trying to conduct your 
own research.

Visit Connect to practice building your business plan 
with the Business Plan Prep Exercises.

See for Yourself Videocase

Sonic—A Successful Franchise with an Old- 
Fashioned Drive-In Experience

For those who are nostalgic for the classic 
drive-in diner experience, the Sonic fast-food 
chain helps fill that need. Sonic offers cus-
tomers a dose of nostalgia with its 1950s-style 
curbside speakers and carhop service. As the 

United States’ largest drive-in fast-food chain, Sonic offers 
a unique and diverse menu selection that helps set it apart 
from a highly competitive fast-food franchise market. Founder 
Troy Smith launched the first Sonic Drive-In (known then as 
Top Hat Drive-In) in Shawnee, Oklahoma, in 1953 as a sole 
proprietorship. He later added a partner, Charlie Pappe, and 
eventually turned the business into a franchise.

Despite its traditional feel, the company has seized 
upon new trends and opportunities to secure more business. 
Customers at Sonic frequently eat in their cars or at tables 
outside the restaurant. However, Sonic has begun building 
indoor dining prototypes in colder areas to test whether this 
will entice more customers to eat at its locations. The proto-
type still makes use of the restaurant’s traditional patio but 
encloses it to protect customers from the elements. Each of 
these restaurants maintains its carhop and drive-thru features 
in order to retain the “Sonic experience.”

Today, Sonic is a publicly traded company and ranks 
among the top 30 restaurants among Franchise Times’ Top 
200+. Franchising is an appealing option for entrepreneurs 
looking to begin businesses without creating them from 
scratch. In the case of Sonic, when a franchisee purchases a 
franchise, he or she is getting a business that already has a 
national reputation and a national advertising campaign. The 

company also offers its franchisees tremendous support and 
training. As a pioneer, Troy Smith was required to innovate; as 
a Sonic franchisee, one steps into an already proven system.

That being said, successfully running a franchise is not easy. 
One entrepreneur who owns 22 Sonic franchises said the fran-
chisee’s job is to ensure that each customer has the best expe-
rience possible, thereby making repeat visits more likely. To 
accomplish this, a franchisee must build his or her location(s); 
purchase equipment; hire excellent employees; make certain 
the products live up to Sonic’s reputation; maintain a clean, 
inviting facility; and much more. In order to run 22 franchises, 
the entrepreneur runs his locations as limited partnerships, 
ensuring that a managing partner is on site at each location 
to keep day-to-day operations running smoothly.

Some of Sonic’s success may be attributed to its stringent 
requirements for selecting franchisees. Although franchisees 
must have excellent financial credentials and prior restaurant/
entrepreneurial experience, the most important factor is that 
each franchisee fit into the Sonic culture. Sonic offers two 
types of franchises. The traditional franchise, which includes 
the full restaurant set-up, requires an initial investment of 
between $1.1 million and $2 million. Franchisees are required 
to pay 5 percent in ongoing royalty fees and a franchise fee 
of $45,000. A Sonic in a travel plaza, a mall food court, or a 
college campus are all examples of the nontraditional model. 
Because these set-ups do not include the drive-in and carhop 
features, initial investment is less. However, royalty and adver-
tising fees still apply.

For entrepreneurs looking for limited risk, franchises like 
Sonic are great options. The advantages are abundant, as 
discussed earlier. There is a high failure rate among small 
businesses. Entering into a successful franchise significantly 
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cuts down on the risk of failure, although a franchisee does 
have to watch for market saturation, poor location choice, 
and other determining factors. However, there are also dis-
advantages; chiefly, franchisees are often required to follow 
a strict model set by the franchiser. For instance, in addition 
to prior restaurant experience, Sonic requires its franchisees 
to be financially and operationally able to open two or more 
drive-ins. These types of requirements may make it difficult 
for entrepreneurs who want to set their own terms. However, 
with Sonic’s successful business model and brand equity, 
there is no shortage of individuals who would like to operate 
a Sonic franchise.64

Critical Thinking Questions
 1. What is Sonic’s competitive advantage over other fast-

food franchises?

 2. What are the advantages of becoming a Sonic 
franchisee?

 3. What are the disadvantages of buying into the Sonic 
franchise?

You can find the related video in the Video Library 
in Connect. Ask your instructor how you can access 
Connect.

Team Exercise

Explore successful global franchises. Go to the compa-
nies’ websites and find the requirements for applying for 
three  franchises. The chapter provides examples of success-
ful  franchises. What do the companies provide, and what 
is expected to be provided by the franchiser? Compare and 
contrast each group’s findings for the franchises researched. 
For example, at Subway, the franchisee is responsible for the 
initial franchise fee, finding locations, leasehold improvements 
and equipment, hiring employees and operating restaurants, 
and paying an 8 percent royalty to the company and a fee 

into the advertising fund. The company provides access to for-
mulas and operational systems, store design and equipment 
ordering guidance, a training program, an operations manual, 
a representative on site during opening, periodic evaluations 
and ongoing support, and informative publications.

Ask your instructor about the role-play exercises 
available with this book to practice working with a 
business team.
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6 The Nature of 
Management

Learning Objectives
After reading this chapter, you will be able to:

 LO 6-1 Explain management’s role in the 
achievement of organizational objectives.

 LO 6-2 Describe the major functions of 
management.

 LO 6-3 Distinguish among three levels of 
management and the concerns of 
managers at each level.

 LO 6-4 Specify the skills managers need in order 
to be successful.

 LO 6-5 Summarize the systematic approach to 
decision making used by many business 
managers.

 LO 6-6 Recommend a new strategy to revive a 
struggling business.
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Enter the World of Business

Home Depot Builds Effective Management System
When Home Depot was founded in 1979, the founders built a strong culture 

placing customers and employees at the top and executives at the bottom. 

However, after Robert Nardelli, a high-level executive at General Electric, took 

over as CEO, the style of leadership at Home Depot abruptly changed. Nardelli 

took a top-down approach to running Home Depot: executives at the top and 

customers and employees at the bottom.

This new management style was disastrous, and customer satisfaction hit an 

all-time low. After Nardelli was ousted, new CEO Frank Blake quickly refocused 

on customers and employees. As an authentic leader, Blake led by example. 

He quickly admitted to the customer service problems the company faced, 

apologized for the inconvenience it caused, and encouraged customers to 

leave feedback so it could make improvements. Each one of the complaints was 

addressed; some angry followers were appeased by phone calls from managers 

and personal e-mails responding to their specific issues. Both customer satisfac-

tion and company morale rose once more.

After Blake stepped down as CEO, he was replaced by Craig Menear. Menear 

proved that he would continue managing the company in a way that would 

honor the original culture of Home Depot. This is being put to the test as brick-

and-mortar retailers are experiencing major changes because of online competi-

tion. While many companies have struggled because of online retailing, Home 

Depot has continued to see revenues increase, partly because of the resolve 

of leadership to invest in a strong e-commerce strategy. The company’s online 

sales have increased 21.5 percent since Menear became CEO. Thanks to the 

transformational leadership of its committed managers, Home Depot is effec-

tively competing in the “Amazon-era” with more than $78 billion in revenues.1
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Introduction
For any organization—small or large, for profit or nonprofit—to achieve its objectives, 
it must have resources to support operations; employees to make and sell the products; 
and financial resources to purchase additional goods and services, pay employees, and 
generally operate the business. To accomplish this, it must also have one or more man-
agers to plan, organize, staff, direct, and control the work that goes on.

This chapter introduces the field of management. It examines and surveys the vari-
ous functions, levels, and areas of management in business. The skills that manag-
ers need for success and the steps that lead to effective decision making are also 
discussed.

The Importance of Management
Management is a process designed to achieve an organization’s objectives by using 
its resources effectively and efficiently in a changing environment. Effectively means 
having the intended result; efficiently means accomplishing the objectives with a 
minimum of resources. Managers make decisions about the use of the organization’s 
resources and are concerned with planning, organizing, directing, and controlling the 
organization’s activities so as to reach its objectives. Consider Waze, Google’s crowd-
sourcing map app that taps data from 90 million users to deliver information on traf-
fic patterns and infrastructure problems. Management of Waze sells location-based 
advertising and traffic data such as the location of a local McDonald’s restaurant. The 
firm helped plan the launch of carpool or ride-sharing programs to help commuters, 
provided organizational structure for the launch, and was involved in directing and 
controlling implementation of the service.2 Management is universal. It takes place not 
only in business, but also in government, the military, labor unions, hospitals, schools, 
and religious groups—any organization requiring the coordination of resources.

Every organization must acquire resources (people, services, raw materials, equip-
ment, finances, and information) to effectively pursue its objectives and coordinate 
their use to turn out a final good or service. Employees are one of the most important 
resources in helping a business attain its objectives. Hiring people to carry out the 
work of the organization is known as  staffing. Beyond recruiting people for positions 
within the firm, managers must determine what skills are needed for specific jobs, 

how to motivate and train employees, how much to 
pay, what benefits to provide, and how to prepare 
employees for higher-level jobs in the firm at a later 
date. Sometimes, they must also make the difficult 
decision to reduce the workforce. This is known as 
downsizing, the elimination of significant numbers 
of employees from an organization. After a downsiz-
ing situation, an effective manager will promote opti-
mism and positive thinking and minimize criticism 
and fault-finding. These elements of staffing will be 
explored in detail in the “Motivating the Workforce” 
and “Managing Human Resources” chapters.

Acquiring suppliers is another important part of 
managing resources and ensuring that products are 
made available to customers. As firms reach global 
markets, companies such as PepsiCo, Corning, and 
Charles Schwab enlist hundreds of diverse suppliers 

management
a process designed to 
achieve an organization’s 
objectives by using its 
resources effectively and 
efficiently in a changing 
environment.

managers
those individuals in 
organizations who make 
decisions about the use 
of resources and who are 
concerned with planning, 
organizing, staffing, 
directing, and controlling the 
organization’s activities to 
reach its objectives.

staffing
the hiring of people to 
carry out the work of the 
organization.

downsizing
the elimination of a significant 
number of employees from an 
organization.

As a result of over-hiring, Snap Inc., the parent company of Snapchat, 
cut more than 220 workers, including 120 engineers.3

©dennizn/Shutterstock

Explain management’s role in 
the achievement of organiza-
tional objectives.

LO 6-1
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that provide goods and services to support operations. A good supplier maximizes 
efficiencies and provides creative solutions to help the company reduce expenses and 
reach its objectives. Finally, the manager needs adequate financial resources to pay 
for essential activities. Primary funding comes from owners and shareholders, as well 
as banks and other financial institutions. All these resources and activities must be 
coordinated and controlled if the company is to earn a profit. Organizations must also 
have adequate supplies of resources of all types, and managers must carefully coordi-
nate their use if they are to achieve the organization’s objectives.

Management Functions
To harmonize the use of resources so that the business can develop, produce, and sell 
products, managers engage in a series of activities: planning, organizing, directing, 
and controlling (Figure 6.1). Although this book discusses each of the four functions 
separately, they are interrelated; managers may perform two or more of them at the 
same time.

Planning
Planning, the process of determining the organization’s objectives and decid-
ing how to accomplish them, is the first function of management. Planning is a 
crucial  activity because it designs the map that lays the groundwork for the other 
functions. It involves forecasting events and determining the best course of action 
from a set of options or choices. The plan itself specifies what should be done, by 
whom, where, when, and how. For some managers, one major decision that requires 
extensive planning is selecting the right type of automation for warehouses and 
distribution facilities. Data gathering is a major phase of the planning process to 
determine what the facilities need and which automation can maximize order effi-
ciency. Potential pitfalls in this process that managers should plan for include being 
swayed by advanced technology that is not needed, under-automating the facility, 
or over-automating the facility.4 All businesses—from the smallest restaurant to the 
largest multinational corporation—need to develop plans for achieving success. But 
before an organization can plan a course of action, it must first determine what it 
wants to achieve.

Mission. A mission, or mission statement, is a declaration of an organization’s 
fundamental purpose and basic philosophy. It seeks to answer the question: “What 
business are we in?” Good mission statements are clear and concise statements that 

planning
the process of determining 
the organization’s objectives 
and deciding how to 
accomplish them; the first 
function of management.

mission
the statement of an 
organization’s fundamental 
purpose and basic philosophy.

Describe the major functions of 
management.

LO 6-2

FIGURE 6.1
The Functions of 
Management
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explain the organization’s reason for existence. A well-developed mis-
sion statement, no matter what the industry or size of business, will 
answer five basic questions:

 1. Who are we?
 2. Who are our customers?
 3. What is our operating philosophy (basic beliefs, values,  

ethics, etc.)?
 4. What are our core competencies and competitive advantages?
 5. What are our responsibilities with respect to being a good stew-

ard of environmental, financial, and human resources?

A mission statement that delivers a clear answer to these questions 
provides the foundation for the development of a strong organizational 
culture, a good marketing plan, and a coherent business strategy. Tesla’s 
mission is “to accelerate the world’s transition to sustainable energy.”5

Goals. A goal is the result that a firm wishes to achieve. A company 
almost always has multiple goals, which illustrates the complex nature of 
business. A goal has three key components: an attribute sought, such as 
profits, customer satisfaction, or product quality; a target to be achieved, 
such as the volume of sales or extent of management training to be com-
pleted; and a time frame, which is the time period in which the goal is 
to be attained. Sometimes goals have unintended consequences. When 
Wells Fargo set goals for salespeople to generate new accounts, they did 

WeWork, a leader in the shared co-working 
space industry, has declared its mission to be to 
create a world where people work to make a 
life, not just a living.

©Yonhap/Epa/REX/Shutterstock

not intend for their employees to fraudulently set up new accounts with-
out the customer’s knowledge. Incidents such as this do tremendous damage to reputa-
tion, brand, and customer attraction and retention. To be successful at achieving goals, 
it is necessary to know what is to be achieved, how much, when, and how succeeding at 
a goal is to be determined.

Objectives. Objectives, the ends or results desired by an organization, derive 
from the organization’s mission. A business’s objectives may be elaborate or simple. 
Common objectives relate to profit, competitive advantage, efficiency, and growth. 

The principal difference between goals and objec-
tives is that objectives are generally stated in such 
a way that they are measurable. Organizations 
with profit as an objective want to have money and 
assets left over after paying off business expenses. 
Objectives regarding competitive advantage are gen-
erally stated in terms of percentage of sales increase 
and market share, with the goal of increasing those 
figures. Efficiency objectives involve making the 
best use of the organization’s resources. Growth 
objectives relate to an organization’s ability to adapt 
and to get new products to the marketplace in a 
timely fashion. One of the most important objectives 
for businesses is sales. In the United States, the con-
sumption of bottled water surpassed soda for the first 
time. Water marketers took advantage of the trend, 
and to boost sales, they advertised in Super Bowl LI. 

One of the FDA’s recent annual goals was to ensure the quality of 
medications by issuing new regulations.

©fstop123/Getty Images

Final PDF to printer



fer88367_ch06_171-201.indd 177 11/15/18  01:14 PM

Pepsi launched LIFEWTR, and Fiji advertised its water to an audience of more than 
111 million.7 Objectives provide direction for all managerial decisions; additionally, 
they establish criteria by which performance can be evaluated.

Plans. There are three general types of plans for meeting objectives—strategic, tac-
tical, and operational. A firm’s highest managers develop its strategic plans, which 
establish the long-range objectives and overall strategy or course of action by which the 
firm fulfills its mission. Strategic plans generally cover periods of one year or longer. 
They include plans to add products, purchase companies, sell unprofitable segments of 
the business, issue stock, and move into international markets. For example, Combekk, 
a Dutch firm that makes knives and tools, set an objective to increase sales by introduc-
ing a heavyweight pot called a Dutch Oven that cost $450. The 100 percent recycled 
iron collected from bridges and former train rails has an added value to help create 
an incredible sales success.8 Strategic plans must take into account the organization’s 
capabilities and resources, the changing business environment, and organizational 
objectives. Plans should be market-driven, matching customers’ desire for value with 
operational capabilities, processes, and human resources.9

Tactical plans are short range and designed to implement the activities and objec-
tives specified in the strategic plan. These plans, which usually cover a period of one 
year or less, help keep the organization on the course established in the strategic plan. 
General Motors, for instance, developed tactical plans to release redesigned versions 
of its vehicles that target millennials as part of its strategic plan to grow market share 
and reduce rental deliveries.10 Because tactical plans allow the organization to react 
to changes in the environment while continuing to focus on the company’s overall 
strategy, management must periodically review and update them. Declining perfor-
mance or failure to meet objectives set out in tactical plans are possible reasons for 
revising them. The differences between the two types of planning result in different 

strategic plans
those plans that establish the 
long-range objectives and 
overall strategy or course of 
action by which a firm fulfills 
its mission.

tactical plans
short-range plans designed to 
implement the activities and 
objectives specified in the 
strategic plan.

Entrepreneurship in Action

Rebecca Ray Designs Has It  
in the Bag
Rebecca Ray Designs

Founder: Rebecca Yuhasz Smith

Founded: 1998, in Chagrin Falls, Ohio

Success: Due to her reputation for quality, the Kentucky Derby 
used Rebecca Ray–designed gift bags for its VIP guests.

Rebecca Yuhasz Smith’s retail and wholesale company, Rebecca 
Ray Designs, grew out of her love of animals and the sporting 
lifestyle. Rebecca partnered with Amish communities in Ohio 
and Pennsylvania to create and sell equestrian-themed luxury 
handbags. As both manager and founder, Rebecca had to plan 
the organization’s goals, organize different job functions, lead 
others to develop and sell the products, and control activities 
needed for achieving objectives. Luxury bags are hand-sewn 
by Amish women with pedal-powered sewing machines. Amish 

harness-makers hand-make the company’s leather products, 
and the firm employs a sales team who ride on horseback.

In 2007 Rebecca Ray Designs won the category of Country 
Living Magazine’s Pitch Your Product competition. Rebecca 
wanted to expand, but she underestimated the human 
resources skills needed. After hiring sales representatives, the 
number of boutiques selling Rebecca Ray Designs went from 
35 to about 50. Today Rebecca’s luxury products include hand-
bags, accessories, and home décor sold at 300 retailers as well 
as online. In her role as manager, Rebecca turned Rebecca 
Ray Designs into a successful high-fashion business.6

Critical Thinking Questions
 1. What management skills did Rebecca Yuhasz Smith need 

to found her successful business?
 2. How does Rebecca Yuhasz Smith use the four functions of 

management to operate her business?
 3. What types of decisions did Rebecca Yuhasz Smith need 

to make as her business grew?
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activities in the short term versus the long term. For instance, a strategic plan might 
include the use of social media to reach consumers. A tactical plan could involve 
finding ways to increase traffic to the site or promoting premium content to those who 
visit the site. A fast-paced and ever-changing market requires companies to develop 
short-run or tactical plans to deal with the changing environment.

Many traditional retailers have been under enormous pressure because of online 
providers such as Amazon. A retailing organization may have a five-year strategic 
plan that calls for store closures and revamping their sales structure. The tactical part 
of the plan would address which stores to close and the timeline, how to boost their 
online presence, and how to handle employee separation and layoffs. Tactical plans 
are designed to execute the overall strategic plan. Because of their short-term nature, 
they are easier to adjust or abandon if changes in the environment or the company’s 
performance so warrant.

Operational plans are very short term and specify what actions specific individu-
als, work groups, or departments need to accomplish in order to achieve the tactical 
plan and, ultimately, the strategic plan. They apply to details in executing activities 
in one month, week, or even day. For example, a work group may be assigned a 
weekly production quota to ensure there are sufficient products available to elevate 
market share (tactical goal) and ultimately help the firm be number one in its product 

 category (strategic goal). Returning to our retail store exam-
ple, operational plans may specify the schedule for opening 
one new store, hiring and training new employees, obtain-
ing merchandise, and opening for actual business.

Another element of planning is crisis management or  
contingency planning, which deals with potential disasters 
such as product tampering, oil spills, fire, earthquake, com-
puter viruses, or even a reputation crisis due to unethical or 
illegal conduct by one or more employees. Unfortunately, 
many businesses do not have updated contingency plans to 
handle the types of crises that their companies might encoun-
ter. According to the Federal Emergency Management Agency 
(FEMA), approximately 40 percent of small businesses do not 
reopen after a disaster.11 Businesses that have well-thought-
out contingency plans tend to respond more effectively when 
problems occur than do businesses that lack such planning.

Many companies—including Ashland Oil, H. J. Heinz, 
and Johnson & Johnson—have crisis management teams to 
deal specifically with problems, permitting other managers 
to continue to focus on their regular duties. Some compa-
nies even hold periodic disaster drills to ensure that their 
employees know how to respond when a crisis does occur. 
After the horrific earthquake in Japan, many companies in 
U.S. earthquake zones reevaluated their crisis management 
plans. Crisis management plans generally cover maintain-
ing business operations throughout a crisis and commu-
nicating with the public, employees, and officials about 
the nature of and the company’s response to the problem. 
Communication is especially important to minimize panic 
and damaging rumors; it also demonstrates that the com-
pany is aware of the problem and plans to respond.

operational plans
very short-term plans 
that specify what actions 
individuals, work groups, 
or departments need to 
accomplish in order to 
achieve the tactical plan and 
ultimately the strategic plan.

crisis management
an element in planning that 
deals with potential disasters 
such as product tampering, oil 
spills, fire, earthquake, computer 
virus, or airplane crash.

contingency planning
an element in planning that 
deals with potential disasters 
such as product tampering, 
oil spills, fire, earthquake, 
computer virus, or airplane 
crash.

After KFC’s chicken shortage in the UK went viral on Twitter, 
the fast-food company acknowledged the issue in a timely 
manner, addressed guest concerns on social media, and 
published a series of ads apologizing for the supply chain error.

©Ray Tang/REX/Shutterstock
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Sometimes, disasters occur that no one can anticipate, but companies can still plan 
for how to react to the disaster. There can be a major crisis when supply that is time 
sensitive is disrupted. That’s what happened to KFC in the UK when it pared back its 
logistics network to cut expenses. The move resulted in two-thirds of its outlets with-
out chicken for several days.12 Incidents such as this highlight the importance of plan-
ning for crises and the need to respond publicly and quickly when a disaster occurs.

Organizing
Rarely are individuals in an organization able to achieve common goals without 
some form of structure. Organizing is the structuring of resources and activities to 
accomplish objectives in an efficient and effective manner. Managers organize by 
 reviewing plans and determining what activities are necessary to implement them; 
then, they divide the work into small units and assign it to specific individuals, 
groups, or departments. As companies reorganize for greater efficiency, more often 
than not, they are organizing work into teams to handle core processes such as new 
product development instead of organizing around traditional departments such 
as marketing and production. Organizing occurs continuously because change is 
inevitable.

Organizing is important for several reasons. It helps create synergy, whereby the 
effect of a whole system equals more than that of its parts. It also establishes lines 
of authority, improves communication, helps avoid duplication of resources, and can 
improve competitiveness by speeding up decision making. Procter & Gamble under-
went a major, multiyear reorganization cutting more than 20,000 jobs, and the pend-
ing sale of Duracell Batteries and merger with Coty will result in more loss of jobs for 
P&G. Major changes in staffing and structure present challenges and opportunities 
for companies such as P&G.13

A business model relates to how a firm is organized to operate and provide value 
to stakeholders. It is the map or blueprint for running a business—a conceptual tool 
for organizing how a business operates.14 Examples of business models include a 
Subway franchise, Avon direct selling, Amazon and online retailing, and Netflix’s 
subscription business model that provides access to entertainment. General busi-
ness models relate to manufacturing to create a product or a distribution that resells 
to retailors. Today many businesses are trying to create new business models that 
focus on business sectors such as the sharing economy. Uber and Airbnb provide 
access but not ownership of products. In the future, many business models will 
emerge related to the digital economy, driverless vehicles, robotics, drones, and 
artificial intelligence. Artificial intelligence will allow managers to gain extraor-
dinary control over their workers as well as forecasting demand, developing cus-
tomer relationships, and managing the supply chain. New business models will 
develop around artificial intelligence systems.15 Because organizing is so impor-
tant, we’ll take a closer look at it in the chapter titled “Organization, Teamwork, 
and Communication.”

Directing
During planning and organizing, staffing occurs and management must direct the 
employees. Directing is motivating and leading employees to achieve organizational 
objectives. Good directing involves telling employees what to do and when to do 
it through the implementation of deadlines and then encouraging them to do their 
work. For example, as a sales manager, you would need to learn how to motivate 

organizing
the structuring of resources 
and activities to accomplish 
objectives in an efficient and 
effective manner.

directing
motivating and leading 
employees to achieve 
organizational objectives.
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salespersons, provide leadership, teach sales teams to be responsive to customer 
needs, and manage organizational issues as well as evaluate sales results. Finally, 
directing also involves determining and administering appropriate rewards and recog-
nition. All managers are involved in directing, but it is especially important for lower-
level managers who interact daily with the employees operating the organization. 
For example, an assembly-line supervisor for Frito-Lay must ensure that her workers 
know how to use their equipment properly and have the resources needed to carry out 
their jobs safely and efficiently, and she must motivate her workers to achieve their 
expected output of packaged snacks.

Managers may motivate employees by providing incentives—such as the promise 
of a raise or promotion—for them to do a good job. But most workers want more 
than money from their jobs: They need to know that their employer values their ideas 
and input. Managers should give younger employees some decision-making author-
ity as soon as possible. Smart managers, therefore, ask workers to contribute ideas 
for reducing costs, making equipment more efficient, improving customer service, 
or even developing new products. This participation also serves to increase employee 
morale. Recognition and appreciation are often the best motivators. Employees who 
understand more about their effect on the financial success of the company may be 
induced to work harder for that success, and managers who understand the needs 
and desires of workers can encourage their employees to work harder and more  
 productively. The motivation of employees is discussed in detail in the chapter titled 
“Motivating the Workforce.”

Controlling
Planning, organizing, staffing, and directing are all important to the success of an 
organization, whether its objective is earning a profit or something else. But what hap-
pens when a firm fails to reach its goals despite a strong planning effort? Controlling 
is the process of evaluating and correcting activities to keep the organization on 
course. Control involves five activities: (1) measuring performance, (2) comparing 
present performance with standards or objectives, (3) identifying deviations from the 
standards, (4) investigating the causes of deviations, and (5) taking corrective action 
when necessary.

Controlling and planning are closely linked. Planning establishes goals and 
 standards. By monitoring performance and comparing it with standards, managers 
can determine whether performance is on target. When performance is substan-
dard, management must determine why and take appropriate actions to get the firm 
back on course. In short, the control function helps managers assess the success of 
their plans. You might relate this to your performance in this class. If you did not 
perform as well on early projects or exams, you must take corrective action such as 
increasing studying or using website resources to achieve your overall objective of 
getting an A or B in the course. When the outcomes of plans do not meet expecta-
tions, the control process facilitates revision of the plans. Control can take many 
forms such as visual inspections, testing, and statistical modeling processes. The 
basic idea is to ensure that operations meet requirements and are satisfactory to 
reach objectives.

The control process also helps managers deal with problems arising outside the 
firm. For example, if a firm is the subject of negative publicity, management should 
use the control process to determine why, and to guide the firm’s response.

controlling
the process of evaluating and 
correcting activities to keep 
the organization on course.
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Types of Management
All managers—whether the sole proprietor of a jewelry store or the hundreds of 
managers of a large company such as Home Depot—perform the four functions just 
 discussed. In the case of the jewelry store, the owner handles all the functions, but in 
a large company with more than one manager, responsibilities must be divided and 
delegated. This division of responsibility is generally achieved by establishing levels 
of management and areas of specialization—finance, marketing, and so on.

Levels of Management
As we have hinted, many organizations have multiple levels of management—top 
management, middle management, and first-line (or supervisory) management. 
These levels form a pyramid, as shown in Figure 6.2. As the pyramid shape implies, 
there are generally more middle managers than top managers and still more first-
line managers. Very small organizations may have only one manager (typically, the 
owner), who assumes the responsibilities of all three levels. Large businesses have 
many  managers at each level to coordinate the use of the organization’s resources. 
Managers at all three levels perform all four management functions, but the amount 
of time they spend on each function varies, as we shall see (Figure 6.3).

Top Management. In businesses, top managers include the president and other 
top executives, such as the chief executive officer (CEO), chief financial officer 
(CFO), and chief operations officer (COO), who have overall responsibility for the 
organization. For example, the CEO of a company manages the overall strategic direc-
tion of the company and plays a key role in representing the company to stakeholders. 
The COO is responsible for daily operations of the company. The COO reports to 
the CEO and is often considered the number two in command. In public corpora-
tions, even the CEO has a boss, which is the board of directors. With technological 
advances accelerating and privacy concerns increasing, many companies are adding 
a new executive in the form of a chief privacy officer (CPO). The position of privacy 
officer has grown and the International Association of Privacy Professionals now 
have more than 20,000 members in 83 countries.16 In government, top management 

top managers
the president and other top 
executives of a business, such 
as the chief executive officer 
(CEO), chief financial officer 
(CFO), and chief operations 
officer (COO), who have 
overall responsibility for the 
organization.

FIGURE 6.2
Levels of Management 
Planning

Top
Management

President, CEO,
Executive

Vice Presidents

Middle Management
Plant Managers, Division Managers,

Department Managers

First-Line Management
Foremen, Supervisors, O�ce Managers

Distinguish among three lev-
els of management and the 
concerns of managers at each 
level.

LO 6-3
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refers to the president, a governor, or a mayor or city 
manager; in education, a chancellor of a university or a 
superintendent of education.

Top-level managers spend most of their time plan-
ning. They make the organization’s strategic decisions, decisions 
that focus on an overall scheme or key idea for using resources to 
take advantage of opportunities. They decide whether to add prod-
ucts, acquire companies, sell unprofitable business segments, and 
move into  foreign markets. Top managers also represent their com-
pany to the public and to government regulators.

Given the importance and range of top management’s decisions, 
top managers generally have many years of varied experience and 
command top salaries. In addition to salaries, top managers’ com-
pensation packages typically include bonuses, long-term incentive 
awards, stock, and stock options. Table 6.1 lists the compensation 
packages of different CEOs. Top management may also get perks 
and special treatment that is criticized by stakeholders.

Compensation committees are increasingly working with boards 
of directors and CEOs to attempt to keep pay in line with perfor-
mance in order to benefit stockholders and key stakeholders. The 
majority of major companies cite their concern about attracting 
capable leadership for the CEO and other top executive positions 
in their organizations. However, many firms are trying to curb criti-
cism of excessive executive compensation by trying to align CEO 
compensation with performance. In other words, if the company 
performs poorly, the CEO will not be paid as well. This type of 
compensation method is making a difference.19 Chipotle continues 

FIGURE 6.3
Importance of 
Management Functions to 
Managers in Each Level
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JCPenney CEO Marvin Ellison earns about $10.8 
million annually.18

©MediaPunch/REX/Shutterstock

DID YOU KNOW? Only 6.4 percent of Fortune 500 CEOs 
are women.17
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to struggle after attempting to recover from E. coli outbreaks in its restaurants. The 
co-CEOs had their pay cut in half, and the stock continues to underperform, losing 30 
percent of its value in one year. Unsuccessful management has negative consequences 
for leaders, whereas successful management translates into happy stockholders who 
are willing to compensate their top executives fairly and in line with performance.20

Workforce diversity is an important issue in today’s corporations. Effective man-
agers at enlightened corporations have found that diversity is good for workers and 
for the bottom line. Putting together different kinds of people to solve problems often 
results in better solutions. Kaiser Permanente topped Diversity Inc’s list with its 
 culture of diversity and inclusiveness. The company has minorities in top manage-
ment positions at a level 66.6 percent higher than the other top 10 companies on 
the list. Executive compensation is tied to diversity, diversity metrics, and progress 
in growing supplier diversity.21 A diverse workforce is better at making decisions 
regarding issues related to consumer diversity. Reaching fast-growing demographic 
groups such as Hispanics, African Americans, Asian Americans, and others will 
be beneficial to large companies as they begin to target these markets.22 Managers 
from companies devoted to workforce diversity devised five rules that make diversity 
recruiting work (see Table 6.2).

Diversity concerns also relate to gender equality. Gender equality relates to pay, 
promotions, respect, and how one is treated in the workplace. The higher ranks in 
management often have significantly fewer women than men, and the women often 
receive lower pay, although Starbucks has achieved equal pay and career advance-
ment for women. In addition, women occupy only 15 percent of board of director 
seats globally.23 Diversity is explored in greater detail in the chapter titled “Managing 
Human Resources.”

Middle Management. Rather than making strategic decisions about the whole 
organization, middle managers are responsible for tactical and operational planning 
that will implement the general guidelines established by top management. Thus, 
their responsibility is more narrowly focused than that of top managers. Middle man-
agers are involved in the specific operations of the organization and spend more time 
organizing than other managers. In business, plant managers, division managers, and 
department managers make up middle management. The product manager for laun-
dry detergent at a consumer products manufacturer, the department chairperson in a 

middle managers
those members of an 
organization responsible for 
the tactical planning that 
implements the general 
guidelines established by top 
management.

CEO Company Total Compensation

Ginni Rometty IBM $96 million

Tim Cook Apple $150 million

Elon Musk Tesla $99 million

John D. Wren Omnicom Group $26 million

Sundar Pichai Google $106 million

Mark G. Parker Nike $47 million

Sources: Emmie Martin, “The 5 Highest-Paid CEOs in the U.S.,” CNBC, May 11, 2017, https://www.cnbc.com/2017/05/11/highest-paid-
ceos-in-america.html (accessed April 16, 2018); Samuel Stebbins, “Highest Paid CEOs in 2017,” 24/7 Wall St., December 28, 2017, 
https://247wallst.com/special-report/2017/12/28/highest-paid-ceos-in-2017/ (accessed April 16, 2018).

TABLE 6.1
Compensation Packages 
of CEOs
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university, and the head of a state public health department are all middle managers. 
The ranks of middle managers have been shrinking as more and more companies 
downsize to be more productive.

First-Line Management. Most people get their first managerial experience 
as first-line managers, those who supervise workers and the daily operations of the 
organization. They are responsible for implementing the plans established by middle 
management and directing workers’ daily performance on the job. They spend most 
of their time directing and controlling. Common titles for first-line managers are fore-
man, supervisor, and office manager.

Areas of Management
At each level, there are managers who specialize in the basic functional areas of busi-
ness: finance, production and operations, human resources (personnel), marketing, 
IT, and administration.

Each of these management areas is important to a business’s success. For instance, 
a firm cannot survive without someone obtaining needed financial resources 
( financial managers) or staff (human resources managers). While larger firms will 
most likely have all of these managers, and even more depending upon that particular 
firm’s needs, in smaller firms, these important tasks may fall onto the owner or a few 
employees. Yet whether or not companies have managers for specific areas, every 
company must have someone responsible for obtaining financial resources, trans-
forming resources into finished products for the marketplace, hiring and/or dealing 
with staff, marketing goods and services, handling the firm’s information technology 
resources, and managing a business segment or the overall business. These different 
types of managers are discussed in more detail in Table 6.3.

first-line managers
those who supervise 
both workers and the 
daily operations of an 
organization.

Rule Action

1. Involve employees
Educate all employees on the tangible benefits of 
diversity recruiting to garner support and enthusiasm for 
those initiatives.

2. Communicate diversity
Prospective employees are not likely to become excited 
about joining your company just because you say that 
your company is diversity-friendly; they need to see it.

3.  Support diversity initiatives and  
activities

By supporting community-based diversity organizations, 
your company will generate the priceless word-of-mouth 
publicity that will lead qualified diversity candidates to 
your company.

4. Delegate resources
If you are serious about diversity recruiting, you will 
need to spend some money getting your message out to 
the right places.

5. Promote your diversity initiatives

Employers need to sell their company to prospective 
diversity employees and present them with a convincing 
case as to why their company is a good fit for the 
diversity candidate.

Source: Adapted from Juan Rodriguez, “The Five Rules of Successful Diversity Recruiting,” Diversityjobs.com, www.diversityjobs.
com/Rules-of-Successful Diversity-Recruiting (accessed February 25, 2010).

TABLE 6.2
Five Rules of Successful 
Diversity Recruiting
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Skills Needed by Managers
Managers are typically evaluated using the metrics of how effective and efficient they 
are. Managing effectively and efficiently requires certain skills—technical expertise, 
conceptual skills, analytical skills, human relations skills, and leadership. Table 6.4 
describes some of the roles managers may fulfill.

Manager Function

Financial manager
Focus on obtaining the money needed for the successful 
operation of the organization and using that money in 
accordance with organizational goals.

Production and operations 
manager

Develop and administer the activities involved in transforming 
resources into goods, services, and ideas ready for the 
marketplace.

Human resources manager
Handle the staffing function and deal with employees in a 
formalized manner.

Marketing manager
Responsible for planning, pricing, and promoting products and 
making them available to customers through distribution.

Information technology (IT)  
manager

Responsible for implementing, maintaining, and controlling 
technology applications in business, such as computer networks.

Administrative manager
Manage an entire business or a major segment of a business; 
do not specialize in a particular function.

TABLE 6.3 Areas of Management

General Role  
Category Specific Role Example Activity

Interpersonal Figure Attending award banquet

Liaison Coordinating production schedule with supply manager

Leadership Conducting performance appraisal for subordinates

Informational Monitor Contacting government regulatory agencies

Disseminator
Conducting meetings with subordinates to pass along  
safety policy

Spokesperson Meeting with consumer group to discuss product safety

Decisional Entrepreneur Changing work process

Disturbance handler Deciding which unit moves into new facilities

Resource allocator Deciding who receives new computer equipment

Negotiator Settling union grievance

Source: Roles developed by management professor Henry Mintzberg.

TABLE 6.4 Managerial Roles

Specify the skills managers 
need in order to be successful.

LO 6-4

human resources managers
those who handle the staffing 
function and deal with 
employees in a formalized 
manner.

production and operations 
managers
those who develop and 
administer the activities 
involved in transforming 
resources into goods, 
services, and ideas ready for 
the marketplace.

financial managers
those who focus on 
obtaining needed funds for 
the successful operation 
of an organization and 
using those funds to further 
organizational goals.

information technology 
(IT) managers
those who are responsible for 
implementing, maintaining, 
and controlling technology 
applications in business, such 
as computer networks.

administrative managers
those who manage an entire 
business or a major segment 
of a business; they are not 
specialists but coordinate 
the activities of specialized 
managers.

marketing managers
those who are responsible 
for planning, pricing, and 
promoting products and 
making them available to 
customers.
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Technical Expertise
Managers need technical expertise, the specialized knowledge and 
training required to perform jobs related to their area of manage-
ment. Accounting managers need to be able to perform accounting 
jobs, and production managers need to be able to perform produc-
tion jobs. Although a production manager may not actually perform 
a job, he or she needs technical expertise to train employees, answer 
questions, provide guidance, and solve problems. Technical skills are 
most needed by first-line managers and are least critical to top-level 
managers.

Conceptual Skills
Conceptual skills, the ability to think in abstract terms, and to see 
how parts fit together to form the whole, are needed by all manag-
ers, but particularly top-level managers. Top management must be 
able to evaluate continually where the company will be in the future. 
Conceptual skills also involve the ability to think creatively. Recent 
scientific research has revealed that creative thinking, which is behind 
the development of many innovative products and ideas, can be 
learned. As a result, IBM, AT&T, GE, Hewlett-Packard, Intel, and 
other top U.S. firms hire creative consultants to teach their managers 
how to think creatively.

Analytical Skills
Analytical skills refer to the ability to identify relevant issues and recognize their 
importance, understand the relationships between them, and perceive the underly-
ing causes of a situation. When managers have identified critical factors and causes, 
they can take appropriate action. All managers need to think logically, but this skill 
is probably most important to the success of top-level managers. To be analytical, 
it is necessary to think about a broad range of issues and to weigh different options 

before taking action. Because analytical skills 
are so important, questions that require ana-
lytical skills are often a part of job interviews. 
Questions such as “Tell me how you would 
resolve a problem at work if you had access 
to a large amount of data?” may be part of the 
interview process. The answer would require 
the interviewee to try to explain how to sort 
data to find relevant facts that could resolve 
the issue. Analytical thinking is required in 
complex or difficult situations where the 
solution is often not clear. Resolving ethical 
issues often requires analytical skills.

Human Relations Skills
People skills, or human relations skills, are the 
ability to deal with people, both inside and 
 outside the organization. Those who can relate 

technical expertise
the specialized knowledge and 
training needed to perform jobs 
that are related to particular 
areas of management.

conceptual skills
the ability to think in abstract 
terms and to see how parts fit 
together to form the whole.

IT managers are responsible for implementing, 
maintaining, and controlling technology 
applications in business, such as computer 
networks.

©Huntstock/Getty Images

Financial managers are responsible for obtaining the necessary funding for 
organizations to succeed, both in the short term and in the long term.

©pixdeluxe/Getty Images
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to others, communicate well with others, understand the needs of others, and show 
a true appreciation for others are generally more successful than managers who lack 
such skills. People skills are especially important in hospitals, airline companies, 
banks, and other organizations that provide services. For example, Southwest Airlines 
places great value on its employees. New hires go through extensive training to teach 
employees about the airline and its reputation for impeccable customer service. All 
employees in management positions at Southwest take mandatory leadership classes 
that address skills related to listening, staying in touch with employees, and handling 
change without compromising values.

Leadership
Leadership is the ability to influence employees to work toward organizational goals. 
Strong leaders manage and pay attention to the culture of their organizations and 
the needs of their employees. Table  6.5 offers some requirements for successful 
leadership.

Managers often can be classified into three types based on their leadership style. 
Autocratic leaders make all the decisions and then tell employees what must be 
done and how to do it. They generally use their authority and economic rewards to 
get employees to comply with their directions. Martha Stewart is an example of an 
autocratic leader. She built up her media empire by paying close attention to every 
detail.24 Democratic leaders involve their employees in decisions. The manager pres-
ents a situation and encourages his or her subordinates to express opinions and con-
tribute ideas. The manager then considers the employees’ points of view and makes 
the decision. Herb Kelleher, co-founder of Southwest Airlines, had a democratic lead-
ership style. Under his leadership, employees were encouraged to discuss concerns 
and provide input.25 Free-rein leaders let their employees work without much inter-
ference. The manager sets performance standards and allows employees to find their 
own ways to meet them. For this style to be effective, employees must know what the 
standards are, and they must be motivated to attain them. The free-rein style of lead-
ership can be a powerful motivator because it demonstrates a great deal of trust and 
confidence in the employee. Warren Buffett, CEO of Berkshire Hathaway, exhibits 
free-rein leadership among the managers who run the company’s various businesses.

The effectiveness of the autocratic, democratic, and free-rein styles depends on 
several factors. One consideration is the type of employees. An autocratic style of 
leadership is generally best for stimulating unskilled, unmotivated employees; 
highly skilled, trained, and motivated employees may respond better to demo-
cratic or free-rein leadership styles. Employees who have been involved in decision 

analytical skills
the ability to identify relevant 
issues, recognize their 
importance, understand the 
relationships between them, 
and perceive the underlying 
causes of a situation.

human relations skills
the ability to deal with 
people, both inside and 
outside the organization.

leadership
the ability to influence 
employees to work toward 
organizational goals.

Need help  
understanding  
leaders vs. 
 managers?  
Visit your Connect 
ebook video tab 
for a brief animated 
explanation.

Summarize the systematic 
approach to decision mak-
ing used by many business 
managers.

LO 6-5

• Communicate objectives and expectations.

• Gain the respect and trust of stakeholders.

• Develop shared values.

• Acquire and share knowledge.

• Empower employees to make decisions.

• Be a role model for appropriate behavior.

• Provide rewards and take corrective action to achieve goals.

TABLE 6.5
Requirements for 
Successful Leadership
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making generally require less supervision than those not simi-
larly involved. Other considerations are the manager’s abilities 
and the situation itself. When a situation requires quick deci-
sions, an autocratic style of leadership may be best because the 
manager does not have to consider input from a lot of people. 
If a special task force must be set up to solve a quality-control 
problem, a normally democratic manager may give free rein to 
the task force.

Many managers, however, are unable to use more than one 
style of leadership. Some are incapable of allowing their sub-
ordinates to participate in decision making, let alone make any 
decisions. What leadership style is “best” depends on specific 
circumstances, and effective managers will strive to adapt 
their leadership style as circumstances warrant. Many organi-
zations offer programs to develop good leadership skills. Now 
in his late 80s, Warren Buffet, chair of Berkshire Hathaway, 
has developed dozens of exemplary leaders with proven track 
records. Leadership continuity is important to all firms.26 When 
plans fail, very often leaders are held responsible for what goes 
wrong. For example, Wells Fargo CEO John Stumpf resigned 
before probably being fired for oversight of a bank that opened 
more than 3.5 million fake accounts for customers.27

Another type of leadership style that has been gaining in 
popularity is authentic leadership. Authentic leadership is a bit different from the 
other three leadership styles because it is not exclusive. Both democratic and free-rein 
leaders could qualify as authentic leaders depending upon how they conduct them-
selves among stakeholders. Authentic leaders are passionate about the goals and mis-
sion of the company, display corporate values in the workplace, and form long-term 
relationships with stakeholders.28 Chobani founder and CEO Hamdi Ulukaya feels a 
deep responsibility to consumers and employees. He believes in equitable polices for 
employees and embraces diversity, especially related to immigrants and refugees. He 
wants to stand for something more than profit.29

While leaders might incorporate different leader-
ship styles depending on the business and the situ-
ation, all leaders must be able to align employees 
behind a common vision to be effective.30 Strong 
leaders also realize the value that employees can 
provide by participating in the firm’s corporate cul-
ture. It is important that companies develop lead-
ership training programs for employees. Because 
managers cannot oversee everything that goes on in 
the company, empowering employees to take more 
responsibility for their decisions can aid in organiza-
tional growth and productivity. Leaders often change 
directions when they see opportunities. Founder and 
CEO Michael Preysman of online clothing retailer 
Everlane said he would open no brick-and-mortar 
stores. But, based on demand, he opened a minimal-
ist glass storefront in Manhattan and plans to roll out 
additional stores around the country.31

Former Wells Fargo CEO John Stumpf, who testified before the Senate 
Banking Committee after the company opened 3.5 million fake 
accounts for customers, resigned and was replaced by Tim Sloan.

©Michael Reynolds/Epa/REX/Shutterstock

Twitter CEO Jack Dorsey believes in a democratic 
leadership style.

©ARoger Askew/REX/Shutterstock
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Employee Empowerment
Businesses are increasingly realizing the benefits of participative corporate cultures 
characterized by employee empowerment. Employee empowerment occurs when 
employees are provided with the ability to take on responsibilities and make deci-
sions about their jobs. Employee empowerment does not mean that managers are not 
needed. Managers are important for guiding employees, setting goals, making major 
decisions, and other responsibilities emphasized throughout this chapter. However, a 
participative corporate culture has been found to be beneficial because employees in 
these companies feel like they are taking an active role in the firm’s success.

Leaders who wish to empower employees adopt systems that support an employ-
ee’s ability to provide input and feedback on company decisions. Participative deci-
sion making, a type of decision making that involves both manager and employee 
input, supports employee empowerment within the organization. One of the best ways 
to encourage participative decision making is through employee and managerial train-
ing. As mentioned earlier, employees should be trained in leadership skills, includ-
ing teamwork, conflict resolution, and decision making. Managers should also be 
trained in ways to empower employees to make decisions while also guiding employ-
ees through challenging situations in which the right decision might not be so clear.33

A section on leadership would not be complete without a discussion of leader-
ship in teams. In today’s business world, decisions made by teams are becoming the 
norm. Employees at Zappos, for instance, often work in teams and are encouraged 
to make decisions that they believe will reinforce the company’s mission and values. 
Teamwork has often been an effective way for encouraging employee empowerment. 
Although decision making in teams is collective, the most effective teams are those in 
which all employees are encouraged to contribute their ideas and recommendations. 
Because each employee can bring in his or her own unique insights, teams often result 

employee empowerment
when employees are provided 
with the ability to take on 
responsibilities and make 
decisions about their jobs.

Going Green

New Belgium Brewing Brews Up 
“Green” Management Style
Through the implementation of effective management, New 
Belgium Brewing (NBB) has grown from operating out of a 
basement to having two state-of-the-art facilities and more 
than 800 employees. NBB was founded after its co-founder 
took a trip to Belgium and was inspired to produce high-quality 
beers in his hometown of Fort Collins, Colorado. Over time, NBB 
developed a strong customer base that has propelled it to the 
fourth- largest craft brewery in the United States.

Since the beginning, managers made sustainability a top 
corporate value. NBB offers an onsite recycling center and 
gives employees fat-tired cruiser bikes to ride to work after 
one year of employment. NBB strives to produce a cost- and 
energy-efficient product that reduces its impact on the envi-
ronment. It became the first fully wind-powered brewery in the 
United States after employees and owners unanimously agreed 
to invest in a wind turbine. NBB also installed a photovoltaic 

system that produces 3 percent of the company’s electricity 
and uses sun tubes to provide natural lighting.

From planning goals to organizing and assigning respon-
sibilities, managers at NBB assumed a leadership role. 
Controlling and monitoring activities and correcting for 
mistakes enabled them to operate profitably while provid-
ing a socially responsible product. Under strong leadership, 
employees are encouraged to actively participate in the busi-
ness. With a consistent and positive company culture, NBB 
has provided exceptional leadership for employees to con-
tinue the vision, direction, and values the company initially 
developed.32

Critical Thinking Questions
 1. How do managers carry out the management functions  

at NBB?
 2. What type of leadership style do you believe NBB’s 

 managers practice? Why?
 3. How would you describe NBB’s organizational culture?
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in innovative ideas or decisions that would not have been 
reached by only one or two people. Michelle Peluso, 
IBM’s chief marketing officer, tries to pull designers and 
data scientists, as well as marketers, together in teams. 
For example, she has teams attend sessions where they 
review and refine their work using only mobile devices 
to better understand how consumers use their products.34 
However, truly empowering employees in team decision 
making can be difficult. It is quite common for more out-
spoken employees to dominate the team and others to 
engage in groupthink, in which team members go with 
the majority rather than what they think is the right deci-
sion. Training employees to listen to one another and then 
provide relevant feedback can help to prevent these com-
mon challenges. Another way is to rotate the team leader 
so that no one person can assume dominancy.36

Decision Making
Managers make many different kinds of decisions, such as the hours in a work-
day, which employees to hire, what products to introduce, and what price to charge 
for a product. Decision making is important in all management functions and at 
all levels, whether the decisions are on a strategic, tactical, or operational level.  
A systematic approach using the following six steps usually leads to more effective 
decision making: (1) recognizing and defining the decision situation, (2) develop-
ing options to resolve the situation, (3) analyzing the options, (4) selecting the best 
option, (5) implementing the decision, and (6) monitoring the consequences of the 
decision (Figure 6.4).

Recognizing and Defining the Decision Situation
The first step in decision making is recognizing and defining the situation. The 
 situation may be negative—for example, huge losses on a particular product—or 
 positive—for example, an opportunity to increase sales.

Situations calling for small-scale decisions often occur without warning. Situations 
requiring large-scale decisions, however, generally occur after some warning signs. 
Effective managers pay attention to such signals. Declining profits, small-scale losses 
in previous years, inventory buildup, and retailers’ unwillingness to stock a product 

Rubrik CEO Bipul Sinha invites all 900 of his employees to board 
meetings to empower employees with information and embrace 
transparency.35

FIGURE 6.4
Steps in the Decision-
Making Process Develop

options
Analyze
options

Select the
best option

Implement
the decision

Monitor the
consequences

Recognize and
define the
decision situation

©David Paul Morris/Bloomberg via Getty Images
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are signals that may foreshadow huge losses to come. If managers pay attention to 
such signals, problems can be contained.

Once a situation has been recognized, management must define it. Losses reveal 
a problem—for example, a failing product. One manager may define the situation 
as a product quality problem; another may define it as a change in consumer prefer-
ence. These two viewpoints may lead to vastly different solutions. The first manager, 
for example, may seek new sources of raw materials of better quality. The second 
manager may believe that the product has reached the end of its lifespan and decide 
to discontinue it. This example emphasizes the importance of carefully defining the 
problem rather than jumping to conclusions.

Developing Options
Once the decision situation has been recognized and defined, the next step is to 
develop a list of possible courses of action. The best lists include both standard and 
creative plans. Brainstorming, a technique in which group members spontaneously 
suggest ideas to solve a problem, is an effective way to encourage creativity and 
explore a variety of options. As a general rule, more time and expertise are devoted 
to the development stage of decision making when the decision is of major impor-
tance. For example, after seven years of losses, Sears Holding Corp. has raised doubts 
about its ability to keep operating. Sears lost $2.22 billion in 2016. Besides reducing 
costs and selling its Craftsman brand, new options are needed to develop a turnaround 
plan.37 When the decision is of less importance, less time and expertise will be spent 
on this stage. Options may be developed individually, by teams, or through analysis of 
similar situations in comparable organizations. Creativity is a very important part of 
selecting the most viable option. Creativity depends on new and useful ideas, regard-
less of where they originate or the method used to create them. The best option can 
range from a required solution to an identified problem or a volunteered solution to an 
observed problem by an outside work group member.38

Analyzing Options
After developing a list of possible courses of action, management should analyze the 
practicality and appropriateness of each option. An option may be deemed impractical 
because of a lack of financial resources, legal restrictions, ethical and social responsi-
bility considerations, authority constraints, technological constraints, economic limi-
tations, or simply a lack of information and expertise. For example, after experiencing 
the greatest loss since the U.S. government bailed out American International Group 
Inc., the company’s directors looked at options related to then-CEO Peter Hancock, 
who did not achieve desired performance.39

When assessing appropriateness, the decision maker should consider whether 
the proposed option adequately addresses the situation. When analyzing the conse-
quences of an option, managers should consider its impact on the situation and on the 
organization as a whole. For example, when considering a price cut to boost sales, 
management must think about the consequences of the action on the organization’s 
cash flow and consumers’ reaction to the price change.

Selecting the Best Option
When all courses of action have been analyzed, management must select the best 
one. Selection is often a subjective procedure because many situations do not lend 

brainstorming
a technique in which group 
members spontaneously 
suggest ideas to solve a 
problem.
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themselves to quantitative analysis. The best option always relates to analyzing risks 
and trade-offs. For example, how Amazon uses its Alexa virtual assistant involves 
many alternatives. A decision had to be made whether the voice-activated device 
could store bank accounts data and make payments with all the risk associated with 
this service. Nearly all options create dilemmas that create an assistant of risks and 
rewards.41 Of course, it is not always necessary to select only one option and reject all 
others; it may be possible to select and use a combination of several options.

Implementing the Decision
To deal with the situation at hand, the selected option or options must be put into 
action. Implementation can be fairly simple or very complex, depending on the 
nature of the decision. For example, China is a country where almost everything is 
purchased online. Walmart meets this challenge by crowdsourcing delivery driv-
ers, such as Uber drivers with cell phones and scooters to provide one-hour deliv-
ery within about a two-mile radius from 161 Walmart supermarkets. This is an 
example of making changes to adjust to current consumer behavior in purchasing 
groceries.42 Effective implementation of a decision to abandon a product, close a 
plant, purchase a new business, or something similar requires planning. For exam-
ple, when a product is dropped, managers must decide how to handle distributors 
and customers and what to do with the idle production facility. Additionally, they 
should anticipate resistance from people within the organization. (People tend to 
resist change because they fear the unknown.) Finally, management should be ready 
to deal with the unexpected consequences. No matter how well planned implemen-
tation is, unforeseen problems will arise. Management must be ready to address 
these situations when they occur.

Responding to Business Challenges

Zappos Puts the Right Foot Forward
The online shoe and clothing retailer Zappos is famous for 
its strong customer service and fun corporate culture. Under 
the leadership of CEO Tony Hsieh, exceptional customer ser-
vice is a key value of the company. Employees are empow-
ered to engage in Zappos’ strong participative culture by 
identifying problems and working together to come up with 
solutions.

In 2015, Hsieh changed Zappos from a more traditional 
top-down structure into what is called a holacracy. Traditional 
managerial roles were eliminated, and employees became 
their own leaders with their own roles. Employee teams have 
tactical meetings to discuss key issues and next actions. Hsieh 
made this decision because he believes it will help Zappos 
grow without losing productivity.

Hsieh recognized this change may not be welcome among 
employees—especially among managers—so he agreed to pro-
vide six months of severance pay for employees who decided 
to leave. Approximately 18 percent accepted the offer.

One concern is that nonmanagerial employees may not 
fully understand the risks and uncertainty that will affect 
company operations. Some employees are struggling to adapt 
as Zappos continues to work out the kinks of such a massive 
structural change. In 2016, Zappos fell off Fortune magazine’s 
100 Best Companies to Work For. Despite these challenges, 
Hsieh believes that in the long term, the change will empower 
employees to become leaders and allow Zappos to achieve 
both growth and greater productivity.40

Critical Thinking Questions
 1. Since Zappos eliminated traditional manager positions, 

does this mean the managerial functions of planning, 
organizing, leading, and controlling have also been elimi-
nated? Why or why not?

 2. What do you think some of the benefits are of employee-
centered leadership? What might be some disadvantages?

 3. Why is it important for Hsieh to take a long-term perspec-
tive of the company, even if the decision he makes might 
hurt the firm in the short run?
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Monitoring the Consequences
After managers have implemented the decision, they must determine whether it has 
accomplished the desired result. Without proper monitoring, the consequences of 
decisions may not be known quickly enough to make efficient changes. If the desired 
result is achieved, management can reasonably conclude that it made a good choice. 
If the desired result is not achieved, further analysis is warranted. Was the decision 
simply wrong, or did the situation change? Should some other option have been 
implemented?

If the desired result is not achieved, management may discover that the situation 
was incorrectly defined from the beginning. That may require starting the decision-
making process all over again. Finally, management may determine that the decision 
was good even though the desired results have not yet shown up, or it may determine 
a flaw in the decision’s implementation. In the latter case, management would not 
change the decision but would change the way in which it is implemented.

Management in Practice
Management is not exact and calculated. There is no mathematical formula for man-
aging an organization and achieving organizational goals, although many managers 
passionately wish for one! Managers plan, organize, direct, and control, but manage-
ment expert John P. Kotter says even these functions can be boiled down to two basic 
activities:

 1. Figuring out what to do despite uncertainty, great diversity, and an enormous 
amount of potentially relevant information.

 2. Getting things done through a large and diverse set of people despite having 
little direct control over most of them.43

Managers spend as much as 75 percent of their time working with others—not 
only with subordinates but with bosses, people outside their hierarchy at work, and 
people outside the organization itself. In these interactions, they discuss anything and 
everything remotely connected with their business.

Managers spend a lot of time establishing and updating an agenda of goals and 
plans for carrying out their responsibilities. An agenda contains both specific and 
vague items, covering short-term goals and long-term objectives. Like a calendar, 
an agenda helps the manager figure out what must be done and how to get it done to 
meet the objectives set by the organization. Technology tools such as smartphones 
can help managers manage their agendas, contacts, communications, and time.

Managers also spend a lot of time networking—building relationships and sharing 
information with colleagues who can help them achieve the items on their agendas. 
Managers spend much of their time communicating with a variety of people and par-
ticipating in activities that, on the surface, do not seem to have much to do with the 
goals of their organization. Nevertheless, these activities are crucial to getting the job 
done. Networks are not limited to immediate subordinates and bosses; they include 
other people in the company as well as customers, suppliers, and friends. These con-
tacts provide managers with information and advice on diverse topics. Managers ask, 
persuade, and push members of their network in order to get information and to get 
things done. Networking helps managers carry out their responsibilities. Social media 
sites have increased the ability of both managers and subordinates to network. Internal 
social networks such as Yammer allow employees to connect with one another, while 

agenda
a calendar, containing both 
specific and vague items, 
that covers short-term goals 
and long-term objectives.

networking
the building of relationships 
and sharing of information 
with colleagues who can help 
managers achieve the items 
on their agendas.
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social networks such as Facebook or Twitter enable 
managers to connect with customers. Sales manag-
ers are even using social networks to communicate 
with their distributors. LinkedIn has been used for 
job networking and is gaining in popularity among 
the younger generation as an alternative to traditional 
job hunting. Some speculate that social networks 
might eventually replace traditional résumés and job 
boards.44

Finally, managers spend a great deal of time 
confronting the complex and difficult challenges of 
the business world today. Some of these challenges 
relate to rapidly changing technology (especially in 
production and information processing), increased 
scrutiny of individual and corporate ethics and 
social responsibility, the impact of social media, 
the changing nature of the workforce, new laws and 
regulations, increased global competition and more 

challenging foreign markets, declining educational standards (which may limit the 
skills and knowledge of the future labor and customer pool), and time itself—that 
is, making the best use of it. But such diverse issues cannot simply be plugged into 
a computer program that supplies correct, easy-to-apply solutions. It is only through 
creativity and imagination that managers can make effective decisions that benefit 
their organizations.

Websites like LinkedIn help managers and employees network to 
achieve their professional goals.

©dennizn/Shutterstock

Managers are needed in a wide variety of organizations. 
Experts suggest that employment will increase by millions 
of jobs in upcoming years. But the requirements for the jobs 
become more demanding with every passing year—with the 
speed of technology and communication increasing by the day, 
and the stress of global commerce increasing pressures to per-
form. However, if you like a challenge and if you have the right 
kind of personality, management remains a viable field. Even 
as companies are forced to restructure, management remains 
a vital role in business. In fact, the Bureau of Labor Statistics 
predicts that management positions in public relations, mar-
keting, and advertising will increase 9 percent overall between 
2014 and 2024. Demand for financial managers is estimated 
to increase 7 percent in the same time period. Computer and 
IT managers will continue to be in strong demand, with the 
number of jobs increasing 15 percent between 2014 and 2024.45

Salaries for managerial positions remain strong overall. 
While pay can vary significantly depending on your level of 
experience, the firm where you work, and the region of the 

country where you live, below is a list of the nationwide aver-
age incomes for a variety of different managers:

Chief executive: $180,700
Computer and IT manager: $136,280
Marketing manager: $137,400
Financial manager: $130,230
General and operations manager: $117,200
Medical/health services manager: $103,680
Administrative services manager: $92,250
Human resources manager: $114,140
Sales manager: $126,04045

In short, if you want to be a manager, there are opportuni-
ties in almost every field. There may be fewer middle man-
agement positions available in firms, but managers remain a 
vital part of most industries and will continue to be long into 
the future—especially as navigating global business becomes 
ever more complex.

So You Want to Be a Manager
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Review Your Understanding

Explain management’s role in the achievement 
of organizational objectives.

Management is a process designed to achieve an organiza-
tion’s objectives by using its resources effectively and effi-
ciently in a changing environment. Managers make decisions 
about the use of the organization’s resources and are con-
cerned with planning, organizing, directing, and controlling 
the organization’s activities so as to reach its objectives.

Describe the major functions of management.

Planning is the process of determining the organization’s 
objectives and deciding how to accomplish them. Organizing is 
the structuring of resources and activities to accomplish those 
objectives efficiently and effectively. Directing is motivating 
and leading employees to achieve organizational objectives. 
Controlling is the process of evaluating and correcting activi-
ties to keep the organization on course.

Distinguish among three levels of management 
and the concerns of managers at each level.

Top management is responsible for the whole organization 
and focuses primarily on strategic planning. Middle manage-
ment develops plans for specific operating areas and carries 
out the general guidelines set by top management. First-line, 
or supervisory, management supervises the workers and day-
to-day operations. Managers can also be categorized as to 
their area of responsibility: finance, production and opera-
tions, human resources, marketing, IT, or administration.

Specify the skills managers need in order to be 
successful.

To be successful, managers need leadership skills (the ability 
to influence employees to work toward organizational goals), 
technical expertise (the specialized knowledge and training 
needed to perform a job), conceptual skills (the ability to think 
in abstract terms and see how parts fit together to form the 
whole), analytical skills (the ability to identify relevant issues 
and recognize their importance, understand the relationships 
between issues, and perceive the underlying causes of a situa-
tion), and human relations (people) skills.

Summarize the systematic approach to  
decision making used by many business 
managers.

A systematic approach to decision making follows these steps: 
recognizing and defining the situation, developing options, 
analyzing options, selecting the best option, implementing the 
decision, and monitoring the consequences.

Recommend a new strategy to revive a 
struggling business.

Using the decision-making process described in this chap-
ter, analyze the struggling company’s problems described in 
“Solve the Dilemma” feature near the end of this chapter and 
formulate a strategy to turn the company around and aim it 
toward future success.

Critical Thinking Questions

Enter the World of Business Questions

 1. What type of leader was Robert Nardelli? What type of 
leaders were CEOs Frank Blake and Craig Menear?

 2. What are some ways that Blake used the management 
functions of leading and controlling to change the culture 
of Home Depot?

 3. As an effective manager, Craig Menear must successfully 
engage in planning, organizing, leading, and controlling. 
Why is this especially important for Home Depot’s ability 
to compete against online retailers?

Learn the Terms

administrative managers 185
agenda 193
analytical skills 187
brainstorming 191
conceptual skills 186
controlling 180

crisis management 178
contingency planning 178
directing 179
downsizing 174
employee empowerment 189
financial managers 185

first-line managers 184
human relations skills 187
human resources managers 185
information technology (IT) 

managers 185
leadership 187
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Check Your Progress

 1. Why is management so important, and what is its purpose?

 2. Explain why the American Heart Association would need 
management, even though its goal is not profit related.

 3. Why must a company have financial resources before it 
can use human and physical resources?

 4. Name the four functions of management and briefly 
describe each function.

 5. Identify the three levels of management. What is the 
focus of managers at each level?

 6. In what areas can managers specialize? From what area 
do top managers typically come?

 7. What skills do managers need? Give examples of how 
managers use these skills to do their jobs.

 8. What are three styles of leadership? Describe situations 
in which each style would be appropriate.

 9. Explain the steps in the decision-making process.

 10. What is the mathematical formula for perfect management? 
What do managers spend most of their time doing?

Get Involved

 1. Give examples of the activities that each of the following 
managers might be involved in if he or she worked for 
the Coca-Cola Company:

Financial manager

Production and operations manager

Personnel manager

Marketing manager

Administrative manager

Information technology manager

Foreman

 2. Interview a small sample of managers, attempting to 
include representatives from all three levels and all areas 
of management. Discuss their daily activities and relate 
these activities to the management functions of planning, 
organizing, directing, and controlling. What skills do the 
managers say they need to carry out their tasks?

 3. You are a manager of a firm that manufactures 
conventional ovens. Over the past several years, sales 
of many of your products have declined; this year, 
your losses may be quite large. Using the steps of the 
decision-making process, briefly describe how you arrive 
at a strategy for correcting the situation.

Build Your Skills

Functions of Management

Background
Although the text describes each of the four 
management functions separately, you learned 
that these four functions are interrelated, and 
managers sometimes perform two or more of 

them at the same time. Here you will broaden your perspec-
tive of how these functions occur simultaneously in manage-
ment activities.

Task

 1. Imagine that you are the manager in each scenario 
described in the following table and you have to decide 
which management function(s) to use in each.

 2. Mark your answers using the following codes:

Codes Management Functions
P Planning
O Organizing
D Directing
C Controlling

management 174
managers 174
marketing managers 185
middle managers 183
mission 175
networking 193

operational plans 178
organizing 179
planning 175
production and operations 

managers 185
staffing 174

strategic plans 177
tactical plans 177
technical expertise 186
top managers 181
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No. Scenario Answer(s)

1 Your group’s work is centered on a project that is due in two months. Although everyone is working 
on the project, you have observed your employees involved in what you believe is excessive socializing 
and other time-filling behaviors. You decide to meet with the group to have them help you break down 
the project into smaller subprojects with mini-deadlines. You believe this will help keep the group 
members focused on the project and that the quality of the finished project will then reflect the true 
capabilities of your group.

2 Your first impression of the new group you’ll be managing is not too great. You tell your friend at din-
ner after your first day on the job: “Looks like I got a baby sitting job instead of a management job.”

3 You call a meeting of your work group and begin it by letting them know that a major procedure 
used by the work group for the past two years is being significantly revamped, and your department 
will have to phase in the change during the next six weeks. You proceed by explaining to them the 
reasoning your boss gave you for this change. You then say, “Let’s take the next 5 to 10 minutes to let 
you voice your reactions to this change.” After 10 minutes elapse with the majority of comments being 
critical of the change, you say: “I appreciate each of you sharing your reactions; and I, too, recognize 
that all change creates problems.
“The way I see it, however, is that we can spend the remaining 45 minutes of our meeting focusing 
on why we don’t want the change and why we don’t think it’s necessary, or we can work together to 
come up with viable solutions to solve the problems that implementing this change will most likely 
create.” After about five more minutes of comments being exchanged, the consensus of the group is 
that the remainder of the meeting needs to be focused on how to deal with the potential problems the 
group anticipates having to deal with as the new procedure is implemented.

4 You are preparing for the annual budget allocation meetings to be held in the plant manager’s office 
next week. You are determined to present a strong case to support your department getting money 
for some high-tech equipment that will help your employees do their jobs better. You will stand firm 
against any suggestions of budget cuts in your area.

5 Early in your career, you learned an important lesson about employee selection. One of the nurses on 
your floor unexpectedly quit. The other nurses were putting pressure on you to fill the position quickly 
because they were overworked even before the nurse left, and then things were really bad. After a hasty 
recruitment effort, you made a decision based on insufficient information. You ended up regretting your 
quick decision during the three months of problems that followed until you finally had to discharge the 
new hire. Since then, you have never let anybody pressure you into making a quick hiring decision.

Solve the Dilemma

Making Infinity Computers Competitive

Infinity Computers Inc. produces notebook 
computers, which it sells through direct mail 
catalog companies under the Infinity name 
and in some retail computer stores under 
their private brand names. Infinity’s products 

are not significantly different from competitors’, nor do they 
have extra product-enhancing features, although they are 
very price competitive. The strength of the company has been 
its CEO and president, George Anderson, and a highly moti-
vated, loyal workforce. The firm’s weakness is having too many 
employees and too great a reliance on one product. The firm 
switched to computers with the Intel Core i7 processors after 
it saw a decline in its netbook computer sales.

Recognizing that the strategies that initially made the firm 
successful are no longer working effectively, Anderson wants 

to reorganize the company to 
make it more responsive and 
competitive and to cut costs. 
The threat of new technologi-
cal developments and current 
competitive conditions could 
eliminate Infinity.

Critical Thinking Questions
 1. Evaluate Infinity’s current situation and analyze its 

strengths and weaknesses.

 2. Evaluate the opportunities for Infinity, including using its 
current strategy, and propose alternative strategies.

 3. Suggest a plan for Infinity to compete successfully over 
the next 10 years.

Recommend a new strategy to 
revive a struggling business.

LO 6-6
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See for Yourself Videocase

Building a Strong and Healthy Business

JCF Health & Fitness is a total body– training 
program created for women. The program 
utilizes personalized group fitness in a team-
like atmosphere. Daris Wilson, founder of JCF 
Health & Fitness discovered that many women 

feel unsure about how to use gym equipment beyond cardio 
machines and basic free weights. Wilson made it his mission to 
eliminate the intimidation that women feel in a traditional gym 
setting by building his company using a group fitness model.

Wilson started his career as an accountant in New Orleans. 
After evacuating to Jersey City during Hurricane Katrina, 
Wilson decided to stay in the area and work on the New York 
Stock Exchange. Though he was successful in his career, the job 
soon drained him, and he found he had very little time to spend 
with his family. As a hobby, Wilson had already started working 
as a personal trainer and fitness instructor while maintaining 
his full-time career. His desire to help clients meet their per-
sonal goals and improve their bodies and lives drove his entre-
preneurial spirit and helped him grow JCF Health & Fitness.

After Hurricane Sandy devastated the Jersey shore, New 
York, and coastal areas of New England, Wilson decided to 
restructure JCF Health & Fitness and pursue the business full-
time. The company’s mission is to empower individuals toward 
happiness through a culture of fitness, leadership, camarade-
rie, and results. At JCF Health & Fitness, Wilson learns about 
the limitations and fitness levels of his clients through a ques-
tionnaire and a one-on-one meeting designed to developed 
a rapport and create goals. This makes people enjoy working 
out and then motivates them to continue. “It’s how we speak. 
How we think. How we train.”

Wilson turned to mentoring programs to improve his abili-
ties as a business owner and manager. Wilson’s mentors put 
a focus on organization, marketing, and sales. He realized he 

needed to structure his resources and activities to accomplish 
the objectives he set in an efficient and effective manner. He 
also learned how important it was to market his business. JCF 
Health & Fitness often offers 21-day boot camp programs at 
a discounted rate on Groupon to attract new clients. And, to 
highlight its services, JCF Health & Fitness released a series of 
spotlight videos featuring real clients.

Wilson continues to set new goals for JCF Health & Fitness, 
including opening a second gym location to expand the com-
pany’s physical presence. Wilson believes his business is suc-
cessful because he had a clear sense of what he wanted to 
offer from the very beginning. His ability to meet the needs of 
his clients has created a sense of trust and community.

The growth of Wilson’s business has created a need to 
reevaluate the organization of JCF Health & Fitness. Instead 
of offering exclusively month-to-month memberships, Wilson 
introduced yearly memberships. He moved his outdoor training 
program inside a gym and hired several additional employees 
to help him train and run the operational side of his business. 
Because of this, Wilson’s role has changed, and instead of giv-
ing all of his time to training clients, he has to focus more on 
the strategy, marketing, and the development of his team.46

Critical Thinking Questions
 1. Why is it important for JCF Health & Fitness employees 

to share the same mission as Wilson?

 2. How do the goals of JCF Health & Fitness set them apart 
from other fitness companies?

 3. How can Wilson continue to use an entrepreneurial 
mindset to grow his company?

You can find the related video in the Video Library 
in Connect. Ask your instructor how you can access 
Connect.

Build Your Business Plan

The Nature of Management

The first thing you need to be thinking about 
is “What is the mission of your business? 
What is the shared vision your team members 
have for this business? How do you know if 
there is demand for this particular business?” 

Remember, you need to think about the customer’s ability and 
willingness to try this particular product.

Think about the various processes or stages of your busi-
ness in the creation and selling of your good or service. What 
functions need to be performed for these processes to be 

completed? These functions might include buying, receiving, 
selling, customer service, and/or merchandising.

Operationally, if you are opening up a retail establish-
ment, how do you plan to provide your customers with 
superior customer service? What hours will your custom-
ers expect you to be open? At this point in time, how many 
employees are you thinking you will need to run your busi-
ness? Do you (or one of your partners) need to be there all 
the time to supervise?

Visit Connect to practice building your business plan 
with the Business Plan Prep Exercises.
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Learning Objectives
After reading this chapter, you will be able to:

 LO 7-1 Explain the importance of organizational culture.
 LO 7-2 Describe how organizational structures develop.
 LO 7-3 Describe how specialization and departmentalization  

help an organization achieve its goals.
 LO 7-4 Determine how organizations assign responsibility  

for tasks and delegate authority.
 LO 7-5 Compare and contrast some common forms of 

organizational structure.
 LO 7-6 Distinguish between groups and teams.
 LO 7-7 Identify the types of groups that exist in organizations.
 LO 7-8 Describe how communication occurs in organizations.
 LO 7-9 Analyze a business’s use of teams.
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Enter the World of Business

Keurig Green Mountain Brews Effective 
Communication
Keurig Green Mountain is a leader in the specialty coffee industry. The company 

sells coffee and beverage selections through a coordinated, multichannel distri-

bution network of wholesale and consumer direct operations. It also sells Keurig 

single-pack coffee packets and Keurig brewers, which are single-cup brewing 

systems.

Keurig Green Mountain is decentralized with few layers of management. 

Although it has functional departments that vary across the company, an open-

ness of communication allows employees access to all levels of the organiza-

tion. The company uses digital communication channels such as e-mail to inform 

groups of decisions. Verbal communication is used at meetings, and employees 

are encouraged to share their views. Written forms of communication, such as 

agendas, outline the results of meetings and serve to guide efficient decision 

making. This communication across channels ensures that the collaborative 

nature of getting things done is spread equally throughout the company.

Corporate social responsibility is a major objective of Keurig Green Mountain. 

Keurig Green Mountain invests in sustainably grown coffee initiatives, and the 

company is developing K-Cup pods that are increasingly recyclable. This is 

important as one major criticism of the company is the large amount of waste 

its pods create over time. Keurig Green Mountain announced the pods would 

be 100 percent recyclable by 2020. To ensure employees are on board, Keurig 

Green Mountain communicates this objective across its various communication 

channels.

In 2016, JAB Holding Company purchased Keurig Green Mountain for 

$13.9 billion. The company was also taken private. A privately held company 

with fewer owners might make it easier for management to strengthen commu-

nication channels both internally and externally. The company must continue to 

display effective communication skills to ensure a collaborative corporate cul-

ture focused on developing specialty coffees sustainably and responsibly.1
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Introduction
An organization’s structure determines how well it makes decisions and responds to 
problems, and it influences employees’ attitudes toward their work. A suitable struc-
ture can minimize a business’s costs and maximize its efficiency. Even companies 
that operate within the same industry may utilize different organizational structures. 
For example, in the consumer electronics industry, Samsung is organized as a con-
glomerate with separate business units or divisions. Samsung is largely decentralized. 
Apple, under CEO Tim Cook, has moved from a hierarchical structure to a more 
collaborative approach among divisions.2 On the other hand, Ford Motor Co.’s board 
views the CEO, Jim Hackett, as being in charge of the firm’s strategy in a more hier-
archical structure.3 A manufacturing firm, like Ford, may require more leadership and 
control from the top.

Because a business’s structure can so profoundly affect its success, this chapter 
will examine organizational structure in detail. First, we discuss how an organiza-
tion’s culture affects its operations. Then we consider the development of structure, 
including how tasks and responsibilities are organized through specialization and 
departmentalization. Next, we explore some of the forms organizational structure 
may take. Finally, we consider communications within business.

Organizational Culture
One of the most important aspects of organizing a business is determining its 
 organizational culture, a firm’s shared values, beliefs, traditions, philosophies, rules, 
and role models for behavior. Also called corporate culture, an organizational culture 
exists in every organization, regardless of size, organizational type, product, or profit 
objective. Sometimes behaviors, programs, and policies enhance and support the orga-
nizational culture. For instance, the sixth-largest accounting firm, Grant Thornton, 
established an unlimited vacation policy to give its employees more freedom. Less 
than 1 percent of American firms have this policy, but it seems to be growing in com-
panies like Netflix, where employees have greater autonomy. Some speculate, how-

ever, that these policies will only work at firms with 
employees who are already highly motivated to 
work hard and are less likely to take vacations in the 
first place.4 A firm’s culture may be expressed for-
mally through its mission statement, codes of eth-
ics, memos, manuals, and ceremonies, but it is more 
commonly expressed informally. Examples of infor-
mal expressions of culture include dress codes (or 
the lack thereof), work habits, extracurricular activi-
ties, and stories. Employees often learn the accepted 
standards through discussions with co-workers.

McDonald’s has organizational cultures 
focused on quality, service, cleanliness, and value. 
Nordstrom stresses a culture of excellent customer 
service. As a result, employees are empowered to 
use their best judgment in delivering the best ser-
vices.5 When such values are shared by all mem-
bers of an organization, they will be expressed in 
its relationships with customers. Zappos stresses 

organizational culture
a firm’s shared values, beliefs, 
traditions, philosophies, rules, 
and role models for behavior.

Google embraces a corporate culture that focuses on employee 
happiness. The tech company offers perks and benefits like in-office 
gyms and fitness areas, free meals, and more.

©Uladzik Kryhin/Shutterstock

Explain the importance of orga-
nizational culture.

LO 7-1 
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the importance of fitting into the organizational 
culture. When trainees have completed training, the 
company offers them $3,000 to leave the company. 
If the employee leaves for the money, they are not 
the right fit for Zappos, so the company is happy 
to see them go.6 However, organizational cultures 
that fail to understand the values of their customers 
may experience rejection. The values and integrity 
of customers must always be considered. Google 
focused on online advertising that is effective and 
easily measured. The Google culture was focused 
more on metrics and sales of advertising than 
customer values. Companies such as AT&T have 
pulled advertisements from YouTube because of 
concerns over the possibility of appearing next to 
offensive material.7

Organizational culture helps ensure that all 
members of a company share values and sug-
gests rules for how to behave and deal with problems within the organization. Kevin 
Johnson took over as CEO of Starbucks, so he has to embrace the corporate cul-
ture that founder and former CEO Howard Schultz built. Employees like to work 
at Starbucks because of the firm’s culture. It was troubling to executives when a 
Starbucks manager in Philadelphia had two minority customers removed from the 
restaurant. The company’s move to support their ethical organizational culture was 
swift and decisive. They offered a half day of racial sensitivity training in the vast 
majority of their company-owned restaurants.8 The key to success in any organiza-
tion is satisfying stakeholders, especially customers. Establishing a positive organi-
zational culture sets the tone for all other decisions, including building an efficient 
organizational structure.

Developing Organizational Structure
Structure is the arrangement or relationship of positions within an organization. 
Rarely is an organization, or any group of individuals working together, able to 
achieve common objectives without some form of structure, whether that structure is 
explicitly defined or only implied. A professional baseball team such as the Colorado 
Rockies is a business organization with an explicit formal structure that guides the 
team’s activities so that it can increase game attendance, win games, and sell sou-
venirs such as T-shirts. But even an informal group playing softball for fun has an 
organization that specifies who will pitch, catch, bat, coach, and so on. Governments 
and nonprofit organizations also have formal organizational structures to facilitate 
the achievement of their objectives. Getting people to work together efficiently and 
coordinating the skills of diverse individuals require careful planning. Developing 
appropriate organizational structures is, therefore, a major challenge for managers in 
both large and small organizations.

An organization’s structure develops when managers assign work tasks and 
activities to specific individuals or work groups and coordinate the diverse activities 
required to reach the firm’s objectives. When Best Buy, for example, has a sale, the 
store manager must work with the advertising department to make the public aware 
of the sale, with department managers to ensure that extra salespeople are scheduled 

structure
the arrangement or 
relationship of positions 
within an organization.

The Zappos tagline “Powered by Service” emphasizes the company’s 
focus on its customers.

©Jonathan Weiss/Alamy

Describe how organizational 
structures develop.

LO 7-2
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to handle the increased customer traffic, and with merchandise buyers to ensure that 
enough sale merchandise is available to meet expected consumer demand. All the 
people occupying these positions must work together to achieve the store’s objectives.

The best way to begin to understand how organizational structure develops is to 
consider the evolution of a new business such as a clothing store. At first, the business 
is a sole proprietorship in which the owner does everything—buys, prices, and dis-
plays the merchandise; does the accounting and tax records; and assists customers. As 
the business grows, the owner hires a salesperson and perhaps a merchandise buyer 
to help run the store. As the business continues to grow, the owner hires more sales-
people. The growth and success of the business now require the owner to be away 
from the store frequently, meeting with suppliers, engaging in public relations, and 
attending trade shows. Thus, the owner must designate someone to manage the sales-
people and maintain the accounting, payroll, and tax functions. If the owner decides 
to expand by opening more stores, still more managers will be needed. Figure 7.1 
shows these stages of growth with three organizational charts (visual displays of orga-
nizational structure, chain of command, and other relationships).

Growth requires organizing—the structuring of human, physical, and financial 
resources to achieve objectives in an effective and efficient manner. Growth necessi-
tates hiring people who have specialized skills. With more people and greater special-
ization, the organization needs to develop a formal structure to function efficiently. 
Often organizations undergo structural changes when the current structure is no 
longer deemed effective. For instance, Zappos, an online shoe and clothing retailer, 
adopted an organizational structure called a holacracy, a structure in which job titles 
are abandoned, traditional managers are eliminated, and authority is distributed to 
teams. Although these constitute massive changes for the firm, CEO Tony Hsieh 
believes this more fluid organizational structure will allow Zappos to grow in size 
while simultaneously increasing in productivity.9 Zappos has a major focus on ser-
vice, but its structure might not work for a manufacturing firm like Ford that is more 
hierarchical in its structure. As we shall see, structuring an organization requires that 
management assign work tasks to specific individuals and departments and assign 
responsibility for the achievement of specific organizational objectives.

organizational chart
a visual display of the 
organizational structure, 
lines of authority (chain 
of command), staff 
relationships, permanent 
committee arrangements, 
and lines of communication.

FIGURE 7.1
The Evolution of a Clothing Store, Phases 1, 2, and 3
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Assigning Tasks
For a business to earn profits from the sale of its products, its managers must 
first determine what activities are required to achieve its objectives. At Celestial 
Seasonings, for example, employees must purchase herbs from suppliers, dry the 
herbs and place them in tea bags, package and label the tea, and then ship the 
packages to grocery stores around the country. Other necessary activities include 
negotiating with supermarkets and other retailers for display space, developing 
new products, planning advertising, managing finances, and managing employees. 
All these activities must be coordinated, assigned to work groups, and controlled. 
Two important aspects of assigning these work activities are specialization and 
departmentalization.

Specialization
After identifying all activities that must be accomplished, managers then break these 
activities down into specific tasks that can be handled by individual employees. This 
division of labor into small, specific tasks and the assignment of employees to do a 
single task is called specialization.

The rationale for specialization is efficiency. People can perform more efficiently if 
they master just one task rather than all tasks. In The Wealth of Nations, 18th-century 
economist Adam Smith discussed specialization, using the manufacture of straight pins 
as an example. Individually, workers could produce 20 pins a day when each employee 
produced complete pins. Thus, 10 employees working independently of each other could 
produce 200 pins a day. However, when one worker drew the wire, another straightened 
it, a third cut it, and a fourth ground the point, 10 workers could produce 48,000 pins per 
day.10 To save money and achieve the benefits of specialization, some companies out-
source and hire temporary workers to provide key skills. Many highly skilled, diverse, 
experienced workers are available through temp agencies.

Specialization means workers do not waste time shifting from one job to another, 
and training is easier. However, efficiency is not the only motivation for specializa-
tion. Specialization also occurs when the activities that must be performed within an 
organization are too numerous for one person to handle. Recall the example of the 
clothing store. When the business was young and small, the owner could do every-
thing; but when the business grew, the owner needed help waiting on customers, 
keeping the books, and managing other business activities.

Overspecialization can have negative consequences. Employees may become bored 
and dissatisfied with their jobs, and the result of their unhappiness is likely to be poor 
quality work, more injuries, and high employee turnover. In extreme cases, employees 
in crowded specialized electronic plants are unable to form working relationships 
with one another. In some factories in Asia, workers are cramped together and over-
worked. Fourteen global vehicle manufacturers pledged to increase their oversight of 
the factories in their supply chain to ensure human rights and healthy working condi-
tions. However, the task is monumental for these global companies because their sup-
ply chains encompass many different countries with different labor practices, and it 
can be difficult to oversee the operations of dozens of supplier and subcontractors.11 
This is why some manufacturing firms allow job rotation so that employees do not 
become dissatisfied and leave. Although some degree of specialization is necessary 
for efficiency, because of differences in skills, abilities, and interests, all people are 
not equally suited for all jobs. We examine some strategies to overcome these issues 
in the chapter titled “Motivating the Workforce.”

specialization
the division of labor into 
small, specific tasks and the 
assignment of employees to 
do a single task.

Describe how specialization 
and departmentalization help 
an organization achieve its 
goals.
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Departmentalization
After assigning specialized tasks to individuals, managers next organize workers 
doing similar jobs into groups to make them easier to manage. Departmentalization 
is the grouping of jobs into working units usually called departments, units, groups, 
or divisions. As we shall see, departments are commonly organized by function, 
product, geographic region, or customer (Figure 7.2). Most companies use more than 

departmentalization
the grouping of jobs into 
working units usually called 
departments, units, groups, 
or divisions.

FIGURE 7.2
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one departmentalization plan to enhance productivity. For instance, many consumer 
goods manufacturers have departments for specific product lines (beverages, frozen 
dinners, canned goods, and so on) as well as departments dealing with legal, purchas-
ing, finance, human resources, and other business functions. For smaller companies, 
accounting can be set up online, almost as an automated department. Accounting 
software can handle electronic transfers so you never have to worry about a late bill. 
Many city governments also have departments for specific services (for example, 
police, fire, waste disposal) as well as departments for legal, human resources, and 
other business functions.

Functional Departmentalization. Functional departmentalization groups jobs 
that perform similar functional activities, such as finance, manufacturing, marketing, 
and human resources. Each of these functions is managed by an expert in the work 
done by the department—an engineer supervises the production department; a finan-
cial executive supervises the finance department. This approach is common in small 
organizations. Tesla uses functional departmentalization with Finance, Technology, 
Global Sales and Service, Engineering, and Legal departments in addition to the 
chairman and CEO. The company also has two divisions: automotive and energy gen-
eration and storage.12 A weakness of functional departmentalization is that because it 
tends to emphasize departmental units rather than the organization as a whole, deci-
sion making that involves more than one department may be slow, and it requires 
greater coordination. Thus, as businesses grow, they tend to adopt other approaches 
to organizing jobs.

Product Departmentalization. Product departmentalization, as you might 
guess, organizes jobs around the products of the firm. Unilever has global units, 
including personal care, foods, refreshment, and home care.13 Each division devel-
ops and implements its own product plans, monitors the results, and takes cor-
rective action as necessary. Functional activities—production, finance, marketing, 
and others—are located within each product division. Consequently, organizing 
by products duplicates functions and resources and emphasizes the product rather 
than achievement of the organization’s overall objectives. However, it simplifies 
decision making and helps coordinate all activities related to a product or prod-
uct group. PepsiCo Inc. is organized into six business units: (1) North America 
Beverages; (2) Frito-Lay North America; (3) Quaker Foods North America; 
(4) Latin America; (5) Europe Sub-Saharan Africa; and (6) Asia, Middle East & 
North Africa. PepsiCo has actually adopted a combination of two types of depart-
mentalization. While it clearly uses product departmentalization in North America, 
the company also chooses to divide its segments into geographic regions—a type of 
geographic departmentalization.14

Geographical Departmentalization. Geographical departmentalization groups 
jobs according to geographic location, such as a state, region, country, or continent. 
Diageo, the premium beverage company known for brands such as Johnnie Walker 
and Tanqueray, is organized into five geographic regions, allowing the company to 
get closer to its customers and respond more quickly and efficiently to regional com-
petitors.15 Multinational corporations often use a geographical approach because 
of vast differences between different regions. Coca-Cola, General Motors, and 

functional 
departmentalization
the grouping of jobs that 
perform similar functional 
activities, such as finance, 
manufacturing, marketing, 
and human resources.

product departmentalization
the organization of jobs in 
relation to the products of 
the firm.

geographical 
departmentalization
the grouping of jobs 
according to geographic 
location, such as state, 
region, country, or continent.
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Caterpillar are organized by region. However, 
organizing by region requires a large administra-
tive staff and control system to coordinate opera-
tions, and tasks are duplicated among the different 
regions.

Customer Departmentalization. Customer 
departmentalization arranges jobs around the 
needs of various types of customers. This allows 
companies to address the unique requirements of 
each group. Airlines, such as British Airways and 
Southwest Airlines, provide prices and services 
customized for either business/frequent travelers or 
infrequent/vacationing customers. Customer depart-
mentalization, like geographical departmentaliza-
tion, does not focus on the organization as a whole 
and therefore requires a large administrative staff to 
coordinate the operations of the various groups.

Assigning Responsibility
After all workers and work groups have been assigned their tasks, they must be given 
the responsibility to carry them out. Management must determine to what extent it 
will delegate responsibility throughout the organization and how many employees 
will report to each manager.

Delegation of Authority
Delegation of authority means not only giving tasks to employees, but also empower-
ing them to make commitments, use resources, and take whatever actions are neces-
sary to carry out those tasks. Let’s say a marketing manager at Nestlé has assigned 
an employee to design a new package that is less wasteful (more environmentally 
responsible) than the current package for one of the company’s frozen dinner lines. To 
carry out the assignment, the employee needs access to information and the author-
ity to make certain decisions on packaging materials, costs, and so on. Without the 
authority to carry out the assigned task, the employee would have to get the approval 
of others for every decision and every request for materials.

As a business grows, so do the number and complexity of decisions that must be 
made; no one manager can handle them all. 3M delegates authority to its employees 
by encouraging them to share ideas and make decisions. 3M believes employee ideas 
can have such an impact on the firm that it encourages them to spend 15 percent 
of their time working on and sharing their own projects. This “15 percent culture” 
has created the collaboration that drives innovation in the company.16 Delegation of 
authority frees a manager to concentrate on larger issues, such as planning or dealing 
with problems and opportunities.

Delegation also gives a responsibility, or obligation, to employees to carry out 
assigned tasks satisfactorily and holds them accountable for the proper execution 
of their assigned work. The principle of accountability means that employees who 
accept an assignment and the authority to carry it out are answerable to a superior for 
the outcome. While there can be delegation of authority with employee responsibility, 

customer 
departmentalization
the arrangement of jobs 
around the needs of various 
types of customers.

delegation of authority
giving employees not only 
tasks, but also the power 
to make commitments, use 
resources, and take whatever 
actions are necessary to 
carry out those tasks.

responsibility
the obligation, placed 
on employees through 
delegation, to perform 
assigned tasks satisfactorily 
and be held accountable for 
the proper execution of work.

accountability
the principle that employees 
who accept an assignment 
and the authority to carry 
it out are answerable to a 
superior for the outcome.

Grouping jobs into departments like marketing, customer service, or 
purchasing can enhance productivity.

©Adam Hester/Blend Images

Determine how organizations 
assign responsibility for tasks 
and delegate authority.
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the manager delegating still is accountable for oversight of the final result. Returning 
to the Nestlé example, if the packaging design prepared by the employee is unaccept-
able or late, the employee must accept the blame. If the new design is innovative, 
attractive, and cost-efficient, as well as environmentally responsible, or is completed 
ahead of schedule, the employee will accept the credit.

The process of delegating authority establishes a pattern of relationships and 
accountability between a superior and his or her subordinates. The president of a 
firm delegates responsibility for all marketing activities to the vice president of mar-
keting. The vice president accepts this responsibility and has the authority to obtain 
all relevant information, make certain decisions, and delegate any or all activities to 
his or her subordinates. The vice president, in turn, delegates all advertising activi-
ties to the advertising manager, all sales activities to the sales manager, and so on. 
These managers then delegate specific tasks to their subordinates. However, the act 
of delegating authority to a subordinate does not relieve the superior of accountability 
for the delegated job. Even though the vice president of marketing delegates work to 
subordinates, he or she is still ultimately accountable to the president for all market-
ing activities.

Degree of Centralization
The extent to which authority is delegated throughout an organization determines its 
degree of centralization.

Centralized Organizations. In a centralized organization, authority is concen-
trated at the top, and very little decision-making authority is delegated to lower levels. 
Although decision-making authority in centralized organizations rests with top levels 
of management, a vast amount of responsibility for carrying out daily and routine 
procedures is delegated to even the lowest levels of the organization. Many govern-
ment organizations, including the U.S. Army, the Postal Service, and the IRS, are 
centralized.

Businesses tend to be more centralized when the decisions to be made are risky 
and when low-level managers are not highly skilled in decision making. In the bank-
ing industry, for example, authority to make routine car loans is given to all loan 
managers, while the authority to make high-risk loans, such as for a large residential 
development, may be restricted to upper-level loan officers.

Overcentralization can cause serious problems for a company, in part because it 
may take longer for the organization as a whole to implement decisions and to respond 
to changes and problems on a regional or national scale. For example, McDonald’s 
tested fresh beef in its Quarter Pounder regionally in the United States. The success 
of the tests allowed McDonald’s to engage in a national rollout. The move was in 
response to competitors promoting their fresh beef and casting McDonald’s frozen 
beef in a negative light.17 Centralized decision making can also prevent front-line 
service employees from providing insights and recommendations to improve the cus-
tomer experience as well as reporting and resolving problems.

Decentralized Organizations. A decentralized organization is one in which 
decision-making authority is delegated as far down the chain of command as possi-
ble. Decentralization is characteristic of organizations that operate in complex, unpre-
dictable environments. Businesses that face intense competition often decentralize to 
improve responsiveness and enhance creativity. Lower-level managers who interact 
with the external environment often develop a good understanding of it and thus are 

centralized organization
a structure in which 
authority is concentrated 
at the top and very little 
decision-making authority is 
delegated to lower levels.

decentralized organization
an organization in which 
decision-making authority 
is delegated as far down 
the chain of command as 
possible.
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able to react quickly to changes. Johnson & Johnson has a very decentralized, flat 
organizational structure.

Delegating authority to lower levels of managers may increase the organiza-
tion’s productivity. Decentralization requires that lower-level managers have strong 
decision-making skills. In recent years, the trend has been toward more decentral-
ized organizations, and some of the largest and most successful companies, includ-
ing GE, IBM, Google, and Nike, have decentralized decision-making authority. 
Decentralization can be a key to being better, not just bigger. Nonprofit organizations 
can benefit from decentralization as well.

Span of Management
How many subordinates should a manager manage? There is no simple answer. Experts 
generally agree, however, that top managers should not directly supervise more than 
four to eight people, while lower-level managers who supervise routine tasks are capa-
ble of managing a much larger number of subordinates. For example, the manager of 
the finance department may supervise 25 employees, whereas the vice president of 
finance may supervise only five managers. Span of management (also called span of 
control) refers to the number of subordinates who report to a particular manager. A 
wide span of management or control exists when a manager directly supervises a very 
large number of employees. A narrow span of management or control exists when a 
manager directly supervises only a few subordinates (Figure 7.3). At Whole Foods, the 
best employees are recruited and placed in small teams. Employees are empowered to 
discount, give away, and sample products, as well as to assist in creating a respectful 
workplace where goals are achieved, individual employees succeed, and customers are 
core in business decisions. Whole Foods teams get to vote on new employee hires as 
well. This approach allows Whole Foods to offer unique and “local market” experi-
ences in each of its stores. This level of customization is in contrast to more centralized 
national supermarket chains such as Kroger, Safeway, and Publix.18

Should the span of management be wide or narrow? To answer this question, 
several factors need to be considered. A narrow span of management is appropriate 
when superiors and subordinates are not in close proximity, the manager has many 
responsibilities in addition to the supervision, the interaction between superiors and 
subordinates is frequent, and problems are common. However, when superiors and 
subordinates are located close to one another, the manager has few responsibilities 
other than supervision, the level of interaction between superiors and subordinates 
is low, few problems arise, subordinates are highly competent, and a set of specific 

span of management
the number of subordinates 
who report to a particular 
manager.

FIGURE 7.3
Span of Management: 
Wide Span and Narrow 
Span

Narrow Span: Tall OrganizationWide Span: Flat Organization
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operating procedures governs the activities of managers and their subordinates, a 
wide span of management will be more appropriate. Narrow spans of management 
are typical in centralized organizations, while wide spans of management are more 
common in decentralized firms.

Organizational Layers
Complementing the concept of span of management is organizational layers, the levels 
of management in an organization. Organizational layers relate to a description of the 
layers and number of layers in the organizational structure. Span of management or 
control covered in the last section is the number of subordinates, functions, or people 
that have need to be managed. A company with many layers of managers is consid-
ered tall; in a tall organization, the span of management is narrow (see Figure 7.3). 
Because each manager supervises only a few subordinates, many layers of management 
are necessary to carry out the operations of the business. McDonald’s, for example, 
has a tall organization with many layers, including store managers, district managers, 
regional managers, and functional managers (finance, marketing, and so on), as well as 
a chief executive officer and many vice presidents. Because there are more managers 
in tall organizations than in flat organizations, administrative costs are usually higher. 
Communication is slower because information must pass through many layers.

Organizations with few layers are flat and have wide spans of management. When 
managers supervise a large number of employees, fewer management layers are needed 
to conduct the organization’s activities. Managers in flat organizations typically per-
form more administrative duties than managers in tall organizations because there are 
fewer of them. They also spend more time supervising and working with subordinates.

Many of the companies that have decentralized also flattened their structures 
and widened their spans of management, often by eliminating layers of middle 

organizational layers
the levels of management in 
an organization.

Responding to Business Challenges

Whole Foods Focuses on the 
Whole Team
Since its founding in 1978, Whole Foods has been commit-
ted to great customer service and selling the highest-quality 
natural and organic products. Employees are essential toward 
achieving these goals as they daily interact with customers. 
Employees are therefore highly valued at Whole Foods and are 
labeled team members to empower them through their every-
day contributions.

At each store, individuals are divided into 8 to 10 self-
directed work teams. Initially, when candidates are hired, they 
are hired on a provisional basis. Before candidates are hired on 
a provisional basis, they undergo a 60-day process of interviews 
on the phone, with team members, and with leaders. If two-
thirds of the team members vote in favor of the candidate, the 
candidate becomes part of the team. The team approach has 
been adopted throughout the entire chain of command—even 

among regional leaders. Through its use of teams, Whole Foods 
has been able to turn its workers into significant contributors 
of value for the company.

Despite Whole Foods’ success, the company has struggled 
to get rid of its “whole paycheck” reputation. Due to financial 
struggles, Amazon acquired Whole Foods for $13.7 billion. Such 
a cultural shift might take away some of the team autonomy 
practiced at individual stores. Amazon and Whole Foods will 
need to balance these changes with the successful team 
approach practiced at individual stores.19

Critical Thinking Questions
 1. What are some of the ways Whole Foods encourages 

teamwork among employees?
 2. Why does the use of teams allow Whole Foods to tap into 

a variety of talent?
 3. How does Whole Foods make use of self-directed work 

teams?
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management. As mentioned earlier in this chapter, Johnson & Johnson has both a 
decentralized and flat organizational structure.

Forms of Organizational Structure
Along with assigning tasks and the responsibility for carrying them out, managers 
must consider how to structure their authority relationships—that is, what structure 
the organization itself will have and how it will appear on the organizational chart. 
Common forms of organization include line structure, line-and-staff structure, multi-
divisional structure, and matrix structure.

Line Structure
The simplest organizational structure, line structure, has direct lines of authority that 
extend from the top manager to employees at the lowest level of the organization. For 
example, a convenience store employee at 7-Eleven may report to an assistant man-
ager, who reports to the store manager, who reports to a regional manager, or, in an 
independent store, directly to the owner (Figure 7.4). This structure has a clear chain 
of command, which enables managers to make decisions quickly.

A mid-level manager facing a decision must consult only one person, his or her 
immediate supervisor. However, this structure requires that managers possess a wide 
range of knowledge and skills. They are responsible for a variety of activities and must 
be knowledgeable about them all. Line structures are most common in small businesses.

Line-and-Staff Structure
The line-and-staff structure has a traditional line relationship between superiors and 
subordinates, and specialized managers—called staff managers—are available to 

line structure
the simplest organizational 
structure, in which direct 
lines of authority extend 
from the top manager 
to the lowest level of the 
organization.

line-and-staff structure
a structure having a 
traditional line relationship 
between superiors and 
subordinates and also 
specialized managers—called 
staff managers—who are 
available to assist line 
managers.

Entrepreneurship in Action

Sugar Bowl Bakery Hits the  
Sweet Spot
Sugar Bowl Bakery
Founders: Tom, Binh, Andrew, Sam, and Paul Ly
Founded: 1984, in San Francisco, California
Success: The bakery has expanded to a 120,000-square-foot 
production facility and has become one of America’s largest 
family-owned, national, minority bakery manufacturers.

In the 1980s, a family of refugees from Vietnam came to the 
United States to start a new life. Brothers Tom, Binh, Andrew, 
Sam, and Paul Ly had a deeply ingrained spirit of teamwork. 
Despite limited baking experience, the brothers decided to 
purchase a struggling coffee shop. To purchase the shop, they 
worked any jobs they could find and pooled together their 
money. After the bakery was opened, they shared operational 
responsibility. Andrew Ly took English language night courses so 
he could build business connections and promote the company.

While Sugar Bowl Bakery began as a coffee and donut 
shop, today its dessert products are manufactured with modern 
technology and can be found in nationwide retailers, including 
Costco and Walgreens. It is still very much a team endeavor, 
with Andrew Ly as CEO and 8 of 12 second-generation children 
working at the bakery. Even now, the brothers hold monthly 
meetings to discuss conflicts and new ideas. This culture of 
shared responsibility has led to continual success for more than 
30 years, with double-digit growth each year.20

Critical Thinking Questions
 1. How do the founders of Sugar Bowl Bakery use teamwork 

to make their bakery a success?
 2. Why is it important for the brothers to continue to hold 

monthly meetings to discuss new ideas?
 3. Do you think Sugar Bowl has a centralized or decentral-

ized structure? Why?

Compare and contrast some 
common forms of organiza-
tional structure.
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FIGURE 7.4
Line Structure
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FIGURE 7.5
Line-and-Staff Structure
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Need help under-
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Visit your Connect 
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assist line managers (Figure 7.5). Line managers can focus on their area of exper-
tise in the operation of the business, while staff managers provide advice and sup-
port to line departments on specialized matters such as finance, engineering, human 
resources, and the law. Staff managers do not have direct authority over line manag-
ers or over the line manager’s subordinates, but they do have direct authority over 
subordinates in their own departments. However, line-and-staff organizations may 
experience problems with overstaffing and ambiguous lines of communication. 
Additionally, employees may become frustrated because they lack the authority to 
carry out certain decisions.
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Multidivisional Structure
As companies grow and diversify, traditional line structures become difficult to 
coordinate, making communication difficult and decision making slow. When the 
weaknesses of the structure—the “turf wars,” miscommunication, and working at 
cross-purposes—exceed the benefits, growing firms tend to restructure, or change 
the basic structure of an organization. Growing firms tend to restructure into the 
divisionalized form. A multidivisional structure organizes departments into larger 
groups called divisions. Just as departments might be formed on the basis of geog-
raphy, customer, product, or a combination of these, so too divisions can be formed 
based on any of these methods of organizing. Within each of these divisions, 
departments may be organized by product, geographic region, function, or some 
combination of all three. Indra Nooyi, CEO of PepsiCo, rearranged the company’s 
organizational structure after taking the helm. Prior to her tenure, PepsiCo was 
organized geographically. She created new units that span international boundaries 
and make it easier for employees in different geographic regions to share business 
practices.21

Multidivisional structures permit delegation of decision-making authority, allow-
ing divisional and department managers to specialize. They allow those closest to the 
action to make the decisions that will affect them. Delegation of authority and divi-
sionalized work also mean that better decisions are made faster, and they tend to be 
more innovative. Most importantly, by focusing each division on a common region, 
product, or customer, each is more likely to provide products that meet the needs of 
its particular customers. However, the divisional structure inevitably creates work 
duplication, which makes it more difficult to realize the economies of scale that result 
from grouping functions together.

Matrix Structure
Another structure that attempts to address issues that arise with growth, diversifica-
tion, productivity, and competitiveness, is the matrix. A matrix structure, also called a 
project management structure, sets up teams from different departments, thereby cre-
ating two or more intersecting lines of authority (Figure 7.6). One of the first organi-
zations to design and implement a matrix structure was the National Aeronautics and 
Space Administration (NASA) for the space program because it needed to coordinate 
different projects at the same time. The matrix structure superimposes project-based 
departments on the more traditional, function-based departments. Project teams bring 
together specialists from a variety of areas to work together on a single project, such 
as developing a new fighter jet. In this arrangement, employees are responsible to 
two managers—functional managers and project managers. Matrix structures are usu-
ally temporary: Team members typically go back to their functional or line depart-
ment after a project is finished. However, more firms are becoming permanent matrix 
structures, creating and dissolving project teams as needed to meet customer needs. 
The aerospace industry was one of the first to apply the matrix structure, but today 
it is used by universities and schools, accounting firms, banks, and organizations in 
other industries.

Matrix structures provide flexibility, enhanced cooperation, and creativity, and 
they enable the company to respond quickly to changes in the environment by giving 
special attention to specific projects or problems. However, they are generally expen-
sive and quite complex, and employees may be confused as to whose authority has 
priority—the project manager’s or the immediate supervisor’s.

restructure
to change the basic structure 
of an organization.

multidivisional structure
a structure that organizes 
departments into larger 
groups called divisions.

matrix structure
a structure that sets up teams 
from different departments, 
thereby creating two or more 
intersecting lines of authority; 
also called a project 
management structure.
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The Role of Groups and Teams in Organizations
Regardless of how they are organized, most of the essential work of business occurs 
in individual work groups and teams, so we’ll take a closer look at them now. There 
has been a gradual shift toward an emphasis on teams and managing them to enhance 
individual and organizational success. Some experts now believe that highest produc-
tivity results only when groups become teams.22

Traditionally, a group has been defined as two or more individuals who communi-
cate with one another, share a common identity, and have a common goal. A team is 
a small group whose members have complementary skills; have a common purpose, 
goals, and approach; and hold themselves mutually accountable.23 Think of a team 
like a sports team. Members of a basketball team have different skill sets and work 
together to score and win the game. All teams are groups, but not all groups are 
teams. Table 7.1 points out some important differences between them. Work groups 
emphasize individual work products, individual accountability, and even individual 
leadership. Your class is a group that can further be separated into teams of two or 
three classmates. Work teams share leadership roles, have both individual and mutual 
accountability, and create collective work products. In other words, a work group’s 
performance depends on what its members do as individuals, while a team’s perfor-
mance is based on creating a knowledge center and a competency to work together to 
accomplish a goal. On the other hand, it is also important for team members to retain 
their individuality and avoid becoming just “another face in the crowd.” The purpose 
of teams should be toward collaboration versus collectivism. Although the team is 
working toward a common goal, it is important that all team members actively con-
tribute their ideas and work together to achieve this common goal.24

group
two or more individuals 
who communicate with one 
another, share a common 
identity, and have a common 
goal.

team
a small group whose 
members have 
complementary skills; 
have a common purpose, 
goals, and approach; and 
hold themselves mutually 
accountable.
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Matrix Structure

Manager
Project
A

General
Project
Manager

Manager
Project
B

Manager
Project
C

General
Manager

Functional
Manager

Functional
Manager

Functional
Manager

Functional
Manager

Distinguish between groups 
and teams.

LO 7-6 

Final PDF to printer



218

fer88367_ch07_202-233.indd 218 11/15/18  12:37 PM

Part 3   Managing for Quality and Competitiveness

The type of groups an organization establishes depends on the tasks it needs 
to accomplish and the situation it faces. Some specific kinds of groups and teams 
include committees, task forces, project teams, product-development teams, quality-
assurance teams, and self-directed work teams. All of these can be virtual teams—
employees in different locations who rely on e-mail, audio conferencing, fax, Internet, 
videoconferencing, or other technological tools to accomplish their goals. Virtual 
teams are becoming a part of everyday business, with the number of employees work-
ing remotely from their employer increasing more than 80 percent in the last several 
years.25 Virtual teams have also opened up opportunities for different companies. For 
instance, inside salespeople use virtual technology such as e-mail and social media to 
connect with prospects and clients.26

Committees
A committee is usually a permanent, formal group that does some specific task. 
For example, many firms have a compensation or finance committee to exam-
ine the effectiveness of these areas of operation as well as the need for possible 
changes. Ethics committees are formed to develop and revise codes of ethics, sug-
gest methods for implementing ethical standards, and review specific issues and 
concerns.

Task Forces
A task force is a temporary group of employees responsible for bringing about a 
particular change. They typically come from across all departments and levels of an 
organization. Task force membership is usually based on expertise rather than organi-
zational position. Occasionally, a task force may be formed from individuals outside a 
company. Coca-Cola has often used task forces to address problems and provide rec-
ommendations for improving company practices or products. While some task forces 
might last a few months, others last for years. When Coca-Cola faced lawsuits alleging 
discrimination practices in hiring and promotion, it developed a five-year task force 
to examine pay and promotion practices among minority employees. Its experiences 

committee
a permanent, formal group 
that performs a specific task.

task force
a temporary group of 
employees responsible for 
bringing about a particular 
change.

Working Group Team

Has strong, clearly focused leader Has shared leadership roles

Has individual accountability Has individual and group accountability

Has the same purpose as the broader organizational mission Has a specific purpose that the team itself delivers

Creates individual work products Creates collective work products

Runs efficient meetings
Encourages open-ended discussion and active problem-solving 
meetings

Measures its effectiveness indirectly by its effects on others 
(e.g., financial performance of the business)

Measures performance directly by assessing collective work 
products

Discusses, decides, and delegates Discusses, decides, and does real work together

Source: Robert Gatewood, Robert Taylor, and O. C. Ferrell, Management: Comprehension Analysis and Application, (New York: McGraw-Hill Education, 1995), p. 427.

TABLE 7.1 Differences between Groups and Teams

Identify the types of groups that 
exist in organizations.
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helped Coca-Cola realize the advantages of having 
a cross-functional task force made up of employees 
from different departments, and it continued to use 
task forces to tackle major company issues. Other 
companies that have also recognized the benefits of 
task forces include IBM, Prudential, and General 
Electric.27

Teams
Teams are becoming far more common in the U.S. 
workplace as businesses strive to enhance produc-
tivity and global competitiveness. In general, teams 
have the benefit of being able to pool members’ 
knowledge and skills and make greater use of them 
than can individuals working alone. Team building 
is becoming increasingly popular in organizations, 
with around half of executives indicating their com-
panies had team-building training. Teams require 
harmony, cooperation, synchronized effort, and 
flexibility to maximize their contribution.28 Teams can also create more solutions to 
problems than can individuals. Furthermore, team participation enhances employee 
acceptance of, understanding of, and commitment to team goals. Teams motivate 
workers by providing internal rewards in the form of an enhanced sense of accom-
plishment for employees as they achieve more, and external rewards in the form of 
praise and certain perks. Consequently, they can help get workers more involved. 
They can help companies be more innovative, and they can boost productivity and 
cut costs.

According to psychologist Ivan Steiner, team productivity peaks at about five team 
members. People become less motivated and group coordination becomes more dif-
ficult after this size. Jeff Bezos, Amazon CEO, says that he has a “two-pizza rule”: If 
a team cannot be fed by two pizzas, it is too large. Keep teams small enough where 
everyone gets a piece of the action.29

Project Teams. Project teams are similar to task forces, but normally they run their 
operation and have total control of a specific work project. Like task forces, their mem-
bership is likely to cut across the firm’s hierarchy and be composed of people from 
different functional areas. They are almost always temporary, although a large project, 
such as designing and building a new airplane at Boeing Corporation, may last for years.

Product-development teams are a special type of project team formed to devise, 
design, and implement a new product. Sometimes product-development teams exist 
within a functional area—research and development—but now they more frequently 
include people from numerous functional areas and may even include customers to 
help ensure that the end product meets the customers’ needs. Intel informs its product 
development process through indirect input from customers. It has a social scientist on 
staff who leads a research team on how customers actually use products. This is done 
mainly by observation and asking questions. Once enough information is gathered, it is 
relayed to the product-development team and incorporated into Intel’s designs.30

Quality-Assurance Teams. Quality-assurance teams, sometimes called  quality 
circles, are fairly small groups of workers brought together from throughout the 

project teams
groups similar to task forces 
that normally run their 
operation and have total 
control of a specific work 
project.

product-development teams
a specific type of project 
team formed to devise, 
design, and implement a new 
product.

quality-assurance teams 
(or quality circles)
small groups of workers 
brought together from 
throughout the organization 
to solve specific quality, 
productivity, or service 
problems.

Florida State University formed a temporary Brand Development 
Task Force comprised of campus leaders to refine and develop the 
university’s brand.

©Mario Houben/CSM/REX/Shutterstock
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organization to solve specific quality, productivity, or service problems. Although 
the quality circle term is not as popular as it once was, the concern about quality is 
stronger than ever. Companies such as IBM and Xerox as well as companies in the 
automobile industry have used quality circles to shift the organization to a more par-
ticipative culture. The use of teams to address quality issues will no doubt continue to 
increase throughout the business world.

Self-Directed Work Teams. A self-directed work team (SDWT) is a group of 
employees responsible for an entire work process or segment that delivers a prod-
uct to an internal or external customer.32 SDWTs permit the flexibility to change 
rapidly to meet the competition or respond to customer needs. The defining char-
acteristic of an SDWT is the extent to which it is empowered or given author-
ity to make and implement work decisions. Thus, SDWTs are designed to give 
employees a feeling of “ownership” of a whole job. Employees at 3M as well as an 

increasing number of companies encourage employees 
to be active to perform a function or operational task. 
With shared team responsibility for work outcomes, 
team members often have broader job assignments 
and cross-train to master other jobs, thus permitting 
greater team flexibility.

Communicating in Organizations
Communication within an organization can flow in a variety of directions and from 
a number of sources, each using both oral and written forms of communication. The 

self-directed work team 
(SDWT)
a group of employees 
responsible for an entire 
work process or segment 
that delivers a product to an 
internal or external customer.

Describe how communication 
occurs in organizations.

LO 7-8

Going Green

Connection and Collaboration: How 
Timberland Works as a Team
From its product development team to its Global Stewards, 
Timberland is committed to using teamwork to advance its 
goals of sustainable product offerings. In addition to teamwork 
among its employees, Timberland has also partnered with sup-
pliers and even competitors to create solutions for positively 
affecting the environment.

Timberland grew out of the Abington Shoe Company 
founded in 1955, becoming Timberland Company in 1978. The 
firm began by manufacturing footwear and later expanded 
into clothing and accessories. Timberland is known for its eco-
friendly products. One-third of the company’s footwear is made 
at least partially from recycled materials.

Timberland uses teamwork to positively affect the sustain-
ability movement. In 2001, the company started a cross-functional 
team made up of employees from different areas in the com-
pany to determine how it could contribute to sustainability. 

Timberland formed its Global Stewards Program, teams of pas-
sionate volunteer employees who take the time to participate 
as civic leaders within their communities, empower employees, 
and lead social responsibility projects.

Timberland has also partnered with other important stake-
holders. It partnered with its leather suppliers to decrease 
energy and water usage at its leather tanneries. Timberland 
also teamed with competitors on sustainability initiatives. The 
company worked with Nike and many other firms to create the 
Higg Index, a green index for apparel, and with Adidas on a 
green footwear index. Timberland recognizes that by develop-
ing teams among various stakeholders, it can create a major 
difference within its industry.31

Critical Thinking Questions
 1. How does Timberland use teamwork to advance its goals?
 2. Why would Timberland partner with the competition?
 3. How do you think Timberland’s use of teams empowers 

employees?

DID YOU KNOW? A survey of employees revealed that 
approximately 53 percent consider how senior management 
communicates with them to be a key factor in their job 
satisfaction.33
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success of communication systems within the organi-
zation has a tremendous effect on the overall success 
of the firm. Communication mistakes can lower pro-
ductivity and morale.

Alternatives to face-to-face communications—
such as meetings—are growing, thanks to technol-
ogy such as voice-mail, e-mail, social media, and 
online newsletters. Many companies use internal 
networks called intranets to share information with 
employees. Intranets increase communication across 
different departments and levels of management and 
help with the flow of everyday business activities. 
Another innovative approach is cloud computing. 
Rather than using physical products, companies 
using cloud computing technology can access com-
puting resources and information over a network. 
Cloud computing allows companies to have more 
control over computing resources and can be less 
expensive than hardware or software. Salesforce.
com uses cloud computing in its customer relation-
ship management solutions.34 Companies can even integrate aspects of social media 
into their intranets, allowing employees to post comments and pictures, participate in 
polls, and create group calendars. However, increased access to the Internet at work 
has also created many problems, including employee abuse of company e-mail and 
Internet access.35 The increasing use of e-mail as a communication tool also inundates 
employees and managers with e-mails, making it easier to overlook individual com-
munications. For this reason, it is advised that employees place a specific subject in the 
subject line, keep e-mails brief, and avoid using e-mail if a problem would be better 
solved through telephone contact or face-to-face interaction.36

Formal and Informal Communication
Formal channels of communication are intentionally defined and designed by the 
organization. They represent the flow of communication within the formal organiza-
tional structure, as shown on organizational charts. Table 7.2 describes the different 
forms of formal communication. Traditionally, formal communication patterns were 
classified as vertical and horizontal, but with the increased use of teams and matrix 
structures, formal communication may occur in a number of patterns (Figure 7.7).

Along with the formal channels of communication shown on an organizational 
chart, all firms communicate informally as well. Communication between friends, for 
instance, cuts across department, division, and even management-subordinate bound-
aries. Such friendships and other nonwork social relationships comprise the informal 
organization of a firm, and their impact can be great.

The most significant informal communication occurs through the grapevine, an 
informal channel of communication, separate from management’s formal, official 
communication channels. Grapevines exist in all organizations. Information passed 
along the grapevine may relate to the job or organization, or it may be gossip and 
rumors unrelated to either. The accuracy of grapevine information has been of great 
concern to managers.

grapevine
an informal channel of 
communication, separate 
from management’s formal, 
official communication 
channels.

Cloud-based tools like Dropbox, iCloud, Google Drive, Salesforce, and 
more are transforming internal communication at companies. They 
allow employees to share documents, collaborate with their teams, 
and even work from home.

©Krisztian Bocsi/Bloomberg via Getty Images

Final PDF to printer



222

fer88367_ch07_202-233.indd 222 11/15/18  12:37 PM

Part 3   Managing for Quality and Competitiveness

Managers can turn the grapevine to their advantage. Using it as a “sounding 
device” for possible new policies is one example. Managers can obtain valuable infor-
mation from the grapevine that could improve decision making. Some organizations 
use the grapevine to their advantage by floating ideas, soliciting feedback, and react-
ing accordingly. People love to gossip, and managers need to be aware that grapevines 

Type Definition Examples

Upward Flows from lower to higher levels of the organization
Progress reports, suggestions for improvement, inquiries, 
grievances

Downward
Traditional flow of communication from upper 
organizational levels to lower organizational levels

Directions, assignments of tasks and responsibilities, 
performance feedback, details about strategies  
and goals, speeches, employee handbooks, job 
descriptions

Horizontal

Exchange of information among colleagues and peers 
on the same organizational level, such as across or 
within departments, who inform, support, and early 
coordinate activities both within the department and 
between other departments

Task forces, project teams, communication from the 
finance department to the marketing department 
concerning budget requirements

Diagonal
When individuals from different levels and different 
departments communicate

A manager from the finance department communicates 
with a lower-level manager from the marketing 
department

TABLE 7.2 Types of Formal Communication

FIGURE 7.7
The Flow of 
Communication in an 
Organizational Hierarchy
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exist in every organization. Managers who understand how the grapevine works also 
can use it to their advantage by feeding it facts to squelch rumors and incorrect infor-
mation. For instance, rather than confronting employees about gossip and placing 
them on the defense, some employers ask employees—especially those who are the 
spreaders of gossip—for assistance in squelching the untrue rumors. This tactic turns 
employees into advocates for sharing truthful information.37

Monitoring Communications
Technological advances and the increased use of electronic communication in the 
workplace have made monitoring its use necessary for most companies. Failing to 
monitor employees’ use of e-mail, social media, and the Internet can be costly. Many 
companies require that employees sign and follow a policy on appropriate Internet 
use. These agreements often require that employees will use corporate computers 
only for work-related activities. Additionally, some companies use software programs 
to monitor employee computer usage.38 Instituting practices that show respect for 
employee privacy but do not abdicate employer responsibility are increasingly neces-
sary in today’s workplace. Merck, for instance, has a section on employee privacy in 
its code of conduct that reassures both current and former employees that their infor-
mation will be protected and used only for legitimate business purposes.39

Artificial intelligence (AI) is having a significant impact on workplace monitor-
ing, benchmarking, and understanding how employees “feel” about their jobs. More 
than 40 percent of employers globally have implemented AI processes within their 
organization. One such tool called Xander can determine an employee’s optimism, 
confusion, anger, or happiness. With such an understanding of employee attitudes, 
you can correct or improve the negative experiences in the workplace and enhance 
the positive ones. Software companies have developed artificial intelligence tools that 
can make routine human resource decisions such as hiring, firing, and raises. There 
are concerns that AI technology might incorporate biases that can lead to discrimina-
tory decision making.40

Improving Communication Effectiveness
Without effective communication, the activities and overall productivity of projects, 
groups, teams, and individuals will be diminished. Communication is an important 
area for a firm to address at all levels of management. Apple supplier Foxconn is one 
example of how essential communication is to a firm. Despite criticisms of unfair labor 
conditions, the Fair Labor Association determined that Foxconn had formal procedures 
in place at its factories to prevent many major accidents. However, it concluded that the 
firm had a communication problem. These procedures were not being communicated to 
the factory workers, contributing to unsafe practices and two tragic explosions.41

One of the major issues of effective communication is in obtaining feedback. If 
feedback is not provided, then communication will be ineffective and can drag down 
overall performance. Managers should always encourage feedback, including con-
cerns and challenges about issues. Listening is a skill that involves hearing, and most 
employees listen much more than they actively communicate to others. Therefore, 
managers should encourage employees to provide feedback—even if it is negative. 
It is interesting to note that employees list a failure to listen to their concerns as a 
top complaint in the workplace.42 Employees often notice issues that managers over-
look, and employee feedback can alert managers to these issues. This will allow 
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the organization to identify strengths and weaknesses and make adjustments when 
needed. At the same time, strong feedback mechanisms help to empower employees 
as they feel that their voices are being heard.

Interruptions can be a serious threat to effective communication. Various activities 
can interrupt the message. For example, interjecting a remark can create discontinu-
ance in the communication process or disrupt the uniformity of the message. Even 
small interruptions can be a problem if the messenger cannot adequately understand 
or interpret the communicator’s message. One suggestion is to give the communicator 
space or time to make another statement rather than quickly responding or making 
your own comment.

Strong and effective communication channels are a requirement for companies 
to distribute information to different levels of the company. Businesses have several 
channels for communication, including face-to-face, e-mail, phone, and written com-
munication (for example, memos). Each channel has advantages and disadvantages, 
and some are more appropriate to use than others. For instance, a small task requir-
ing little instruction might be communicated through a short memo or e-mail. An 
in-depth task would most likely require a phone conversation or face-to-face contact. 
E-mail has become especially helpful for businesses, and both employees and manag-
ers are increasingly using e-mail rather than memos or phone conversations. However, 
it is important that employees use e-mail correctly. Inappropriate use of e-mail can 
include forwarding sexually explicit or otherwise offensive material. Additionally, 
many employees have used work e-mail accounts to send personal information. This 
may be against company policy. It is important for employees to remember that e-mail 
sent from corporate accounts is the property of the firm, so they should exert caution 
in making sure their e-mail messages contain appropriate content. It is, therefore, 
important for companies to communicate their e-mail policies throughout the orga-
nization. Communicators using e-mail, whether managers or employees, must exert 
caution before pushing that “Send” button.

E-mail is a dominant form of workplace communication in many offices. 
Employees need to be coached on best practices in using their e-mail so that it’s 
not a distraction or disruptive to productivity. On average, users check their e-mail 
every 11 minutes, and 84 percent have their e-mail up at all times. On average, 
we receive 87 e-mails each day, with 70 percent being opened within six seconds 
of their receipt. It takes us just over a minute to transition to our original tasks 
interrupted by e-mail. Some guidance on best practices in managing workplace 
productivity suggests that it’s best to check your e-mail every 45 minutes. Also, 
responding too quickly and during evenings and weekends can increase stress and 
diminish productivity.43

Communication is necessary in helping every organizational member under-
stand what is expected of him or her. Many business problems can be avoided if 
clear communication exists within the company. Even the best business strategies 
are of little use if those who will oversee them cannot understand what is intended. 
Communication might not seem to be as big of a concern to management as finances, 
human resources, and marketing, but in reality, it can make the difference between 
successful implementation of business activities or failure.
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Review Your Understanding

Explain the importance of organizational culture.

Organizational culture is the firm’s shared values, beliefs, tradi-
tions, philosophies, and role models for behavior. It helps ensure 
that all members of a company share values and suggests rules for 
how to behave and deal with problems within the organization.

Describe how organizational structures  
develop.

Structure is the arrangement or relationship of positions within 
an organization; it develops when managers assign work activ-
ities to work groups and specific individuals and coordinate the 
diverse activities required to attain organizational objectives. 
Organizational structure evolves to accommodate growth, 
which requires people with specialized skills.

Describe how specialization and 
departmentalization help an organization achieve 
its goals.

Structuring an organization requires that management 
assign work tasks to specific individuals and groups. Under 

specialization, managers break labor into small, specialized 
tasks and assign employees to do a single task, fostering effi-
ciency. Departmentalization is the grouping of jobs into work-
ing units (departments, units, groups, or divisions). Businesses 
may departmentalize by function, product, geographic region, 
or customer, or they may combine two or more of these.

Determine how organizations assign 
responsibility for tasks and delegate authority.

Delegation of authority means assigning tasks to employ-
ees and giving them the power to make commitments, 
use resources, and take whatever actions are necessary to 
accomplish the tasks. It lays responsibility on employees 
to carry out assigned tasks satisfactorily and holds them 
accountable to a superior for the proper execution of their 
assigned work. The extent to which authority is delegated 
throughout an organization determines its degree of cen-
tralization. Span of management refers to the number of 
subordinates who report to a particular manager. A wide 
span of management occurs in flat organizations; a narrow 
one exists in tall organizations.

Jobs dealing with organizational culture and structure are 
usually at the top of the organization. If you want to be a 
CEO or high-level manager, you will help shape these areas 
of business. On the other hand, if you are an entrepreneur or 
small-business person, you will need to make decisions about 
assigning tasks, departmentalization, and assigning respon-
sibility. Even managers in small organizations have to make 
decisions about decentralization, span of management, and 
forms of organizational structure. Micro-entrepreneurs with 
five or fewer employees still have to make decisions about 
assigning tasks and whether to work as a group or a team. 
While these decisions may be part of your job, there are usu-
ally no job titles dealing with these specific areas. Specific 
jobs that attempt to improve organizational culture could 
include ethics and compliance positions as well as those who 
are in charge of communicating memos, manuals, and poli-
cies that help establish the culture. These positions will be in 
communications, human resources, and positions that assist 
top organizational managers.

Teams are becoming more common in the workplace, 
and it is possible to become a member of a product develop-
ment group or quality assurance team. There are also human 
resource positions that encourage teamwork through training 

activities. The area of corporate communications provides lots 
of opportunities for specific jobs that facilitate communication 
systems. Thanks to technology, there are job positions to help 
disseminate information through online newsletters, intranets, 
or internal computer networks to share information to increase 
collaboration. In addition to the many advances using elec-
tronic communications, there are technology concerns that 
create new job opportunities. Monitoring workplace communi-
cations such as the use of e-mail and the Internet has created 
new industries. There have to be internal controls in the orga-
nization to make sure that the organization does not engage 
in any copyright infringement. If this is an area of interest, 
there are specific jobs that provide an opportunity to use your 
technological skills to assist in maintaining appropriate stan-
dards in communicating and using technology.

If you go to work for a large company with many divisions, 
you can expect a number of positions dealing with the tasks 
discussed here. If you go to work for a small company, you 
will probably engage in most of these tasks as a part of your 
position. Organizational flexibility requires individual flexibil-
ity, and those employees willing to take on new domains and 
challenges will be the employees who survive and prosper in 
the future.

So You Want a Job in Managing Organizational 
Culture, Teamwork, and Communication

Final PDF to printer



226

fer88367_ch07_202-233.indd 226 11/15/18  12:37 PM

Part 3   Managing for Quality and Competitiveness

Compare and contrast some common forms of 
organizational structure.

Line structures have direct lines of authority that extend from 
the top manager to employees at the lowest level of the orga-
nization. The line-and-staff structure has a traditional line 
relationship between superiors and subordinates, and spe-
cialized staff managers are available to assist line managers. 
A multidivisional structure gathers departments into larger 
groups called divisions. A matrix, or project-management, 
structure sets up teams from different departments, thereby 
creating two or more intersecting lines of authority.

Distinguish between groups and teams.

A group is two or more persons who communicate, share a 
common identity, and have a common goal. A team is a small 
group whose members have complementary skills, a common 
purpose, goals, and approach and who hold themselves mutu-
ally accountable. The major distinction is that individual per-
formance is most important in groups, while collective work 
group performance counts most in teams. 

Identify the types of groups that exist in 
organizations.

Special kinds of groups include task forces, committees,  
project teams, product-development teams, quality-assurance 
teams, and self-directed work teams.

Describe how communication occurs in 
organizations.

Communication occurs both formally and informally in orga-
nizations. Formal communication may be downward, upward, 
horizontal, and even diagonal. Informal communication takes 
place through friendships and the grapevine.

Analyze a business’s use of teams.

The “Solve the Dilemma” feature near the end of this chap-
ter introduces Quest Star’s attempt to restructure to a team 
environment. Based on the material presented in this chapter, 
you should be able to evaluate the Quest Star’s efforts and 
make recommendations for resolving the problems that have 
developed.

Critical Thinking Questions

Enter the World of Business Questions

 1. What types of communication does Keurig Green 
Mountain uses within its organization?

 2. Why do you think strong communication is important in a 
decentralized organization with few layers of management?

 3. What are some of the advantages of using functional 
departmentalization?

Learn the Terms

accountability 210
centralized organization 211
committee 218
customer departmentalization 210
decentralized organization 211
delegation of authority 210
departmentalization 208
functional departmentalization 209
geographical departmentalization 209
grapevine 221

group 217
line-and-staff structure 214
line structure 214
matrix structure 216
multidivisional structure 216
organizational chart 206
organizational culture 204
organizational layers 213
product departmentalization 209
product-development teams 219

project teams 219
quality-assurance teams (or quality 

circles) 219
responsibility 210
restructure 216
self-directed work team (SDWT) 220
span of management 212
specialization 207
structure 205
task force 218
team 217
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Check Your Progress

 1. Identify four types of departmentalization and give an 
example of each type.

 2. Explain the difference between groups and teams.

 3. What are self-managed work teams and what tasks 
might they perform that traditionally are performed by 
managers?

 4. Explain how delegating authority, responsibility, and 
accountability are related.

 5. Distinguish between centralization and decentralization. 
Under what circumstances is each appropriate?

 6. Define span of management. Why do some organizations 
have narrow spans and others wide spans?

 7. Discuss the different forms of organizational structure. 
What are the primary advantages and disadvantages of 
each form?

 8. Discuss the role of the grapevine within organizations. 
How can managers use it to further the goals of the 
firm?

 9. How have technological advances made electronic 
oversight a necessity in many companies?

 10. Discuss how an organization’s culture might influence 
its ability to achieve its objectives. Do you think that 
managers can “manage” the organization’s culture?

Get Involved

 1. Explain, using a specific example (perhaps your own 
future business), how an organizational structure 
might evolve. How would you handle the issues 
of specialization, delegation of authority, and 
centralization? Which structure would you use? Explain 
your answers.

 2. Interview the department chairperson in charge of 
one of the academic departments in your college or 
university. Using Table 7.1 as a guideline, explore whether 
the professors function more like a group or a team. 
Contrast what you learned here with what you see on 
your school’s basketball, football, or baseball team.

Build Your Skills

Teamwork

Background
Think about all the different kinds of groups 
and teams you have been a member of or been 

involved with. Here’s a checklist to help you remember them—
with “Other” spaces to fill in ones not listed. Check all that 
apply.

School Groups/Teams

□ Sports teams
□ Cheerleading squads
□ Musical groups
□ Hobby clubs
□ Foreign language clubs
□ Study groups
□ Other _____

Community Groups/Teams

□ Fund-raising groups
□ Religious groups
□ Sports teams
□ Political groups
□ Boy/Girl Scout troops
□ Volunteer organizations
□ Other _____

Employment Groups/Teams

□ Problem-solving teams
□ Work committees
□ Project teams
□ Labor union groups
□ Work crews
□ Other _____
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Indicator Good Team Experience Not-So-Good Team Experience

Members arrive on time? Members are prompt because they know others 
will be.

Members drift in sporadically, and some leave 
early.

Members prepared? Members are prepared and know what to expect. Members are unclear what the agenda is.

Meeting organized? Members follow a planned agenda. The agenda is tossed aside, and freewheeling 
discussion ensues.

Members contribute 
equally?

Members give each other a chance to speak; 
quiet members are encouraged.

Some members always dominate the discussion; 
some are reluctant to speak their minds.

Discussions help members 
make decisions?

Members learn from others’ points of view, new 
facts are discussed, creative ideas evolve, and 
alternatives emerge.

Members reinforce their belief in their own points 
of view, or their decisions were made long before 
the meeting.

Any disagreement? Members follow a conflict-resolution process 
established as part of the team’s policies.

Conflict turns to argument, angry words, emotion, 
blaming.

More cooperation or more 
conflict?

Cooperation is clearly an important ingredient. Conflict flares openly, as well as simmering below 
the surface.

Commitment to decisions? Members reach consensus before leaving. Compromise is the best outcome possible; some 
members don’t care about the result.

Member feelings after 
team decision?

Members are satisfied and are valued for their 
ideas.

Members are glad it’s over, not sure of results or 
outcome.

Members support decision 
afterward?

Members are committed to implementation. Some members second-guess or undermine the 
team’s decision.

Task
 1. Of those you checked, circle those that you would 

categorize as a “really great team.”

 2. Examine the following table  and circle those 
characteristics from columns 2 and 3 that were 
represented in your “really great” team experiences.44

 3. What can you take with you from your positive team 
experiences and apply to a work-related group or team 
situation in which you might be involved?

________________________________________________

________________________________________________

________________________________________________

Solve the Dilemma

Quest Star in Transition

Quest Star (QS), which manufactures qual-
ity stereo loudspeakers, wants to improve its 
ability to compete against Japanese Arms. 
Accordingly, the company has launched a 
comprehensive quality-improvement program 

for its Iowa plant. The QS Intracommunication Leadership 
Initiative (ILI) has flattened the layers of management. The 
program uses teams and peer pressure to accomplish the 
plant’s goals instead of multiple management layers with 

their limited opportunities for 
communication. Under the 
initiative, employees make all 
decisions within the boundar-
ies of their responsibilities, 
and they elect team representatives to coordinate with other 
teams. Teams are also assigned tasks ranging from establish-
ing policies to evaluating on-the-job safety.

However, employees who are not self-motivated team 
players are having difficulty getting used to their peers’ 
authority within this system. Upper-level managers face stress 

Analyze a business’s use of 
teams.

LO 7-9
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and frustration because they must train workers to supervise 
themselves.

Critical Thinking Questions
 1. What techniques or skills should an employee have to 

assume a leadership role within a work group?

 2. If each work group has a team representative, 
what problems will be faced in supervising these 
representatives?

 3. What are the pros and cons of the system developed  
by QS?

Build Your Business Plan

Organization, Teamwork, and Communication

Developing a business plan as a team is a delib-
erate move of your instructor to encourage you to 
familiarize yourself with the concept of teamwork. 
You need to realize that you are going to spend a 
large part of your professional life working with 

others. At this point in time, you are working on the business plan 
for a grade, but after graduation, you will be “teaming” with 
co-workers, and the success of your endeavor may determine 
whether you get a raise or a bonus. It is important that you be 
comfortable as soon as possible with working with others and 
holding them accountable for their contributions.

Some people are natural “leaders,” and leaders often feel 
that if team members are not doing their work, they take 

it upon themselves to “do it all.” This is not leadership, but 
rather micro-managing.

Leadership means holding members accountable for their 
responsibilities. Your instructor may provide ideas on how 
this could be implemented, possibly by utilizing peer reviews. 
Remember, you are not doing a team member a favor by 
doing their work for them.

If you are a “follower” (someone who takes directions well) 
rather than a leader, try to get into a team where others are 
hard workers and you will rise to their level. There is nothing 
wrong with being a follower; not everyone can be a leader!

Visit Connect to practice building your business plan 
with the Business Plan Prep Exercises.

See for Yourself Videocase

A Freshii Approach to Food and Business

Freshii is a restaurant franchise that focuses 
on fast and healthy food options. With more 
than 395 locations in 18 countries, the company 
has a variety of customizable food offerings 
from burritos and salads to frozen yogurt and 

smoothies. Freshii takes pride in its flat organizational struc-
ture, which it believes lets the company cut excess layers of 
management and allow for easier communication. Its flat 
organizational structure also empowers employees to have 
more ownership in their segment of the business.

Matthew Corrin, CEO of Freshii, founded the company in 
2005 when he identified a need for fast and healthy food 
options. He created Freshii to offer healthy food that is con-
venient and affordable across the world. Surprisingly, the res-
taurants have no stoves, ovens, fryers, ventilation, or freezers. 
Since Freshii started, it has become the fastest growing fran-
chise in the world and is leading the industry with 20 con-
secutive quarters of same store sales growth. The company 
took the top spot in Fast Casual’s Top 100 Movers & Shakers 

list in recognition of the Freshii’s efforts to make fundamental 
changes for the industry.

Freshii aims to have a corporate culture that allows free 
communication and ideas but isn’t bogged down by extra lay-
ers of management, and its organizational structure is a big 
part of this. The company’s flat structure allows employees 
to make critical decisions in a timely manner and empowers 
employees to be responsible for their own tasks. Freshii consid-
ers all employees “Partners” and awards each employee with 
stock in the company so that employees have a real vested 
interest.

“We really feel that we empower our employees by giv-
ing them full ownership of their role for their area. They own 
their business from project ideation, research, and then all the 
way through execution and launching it, and then measuring 
the results out in the field,” says Chief People Officer Ashley 
Dalziel. “And because of this structure, they get to see a proj-
ect through from ideation, brainstorming, research, all the 
way through to execution.”

Even though employees are given the power to design and 
execute their own projects, Freshii keeps a strong emphasis 
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on communication. The company has seven key departments 
that are led by executives who have complete ownership of 
their area. Freshii’s executive team, including its CEO, works 
in the same room around one large open table. This layout 
allows the executive team to communicate openly with each 
other in a space where the entire executive team can stay 
informed and be involved in the discussion.

Employees at Freshii are given a lot of responsibility to 
own their segments of the business. Because this can be over-
whelming, the company rewards employees and builds chem-
istry through team activities. Freshii puts on monthly fitness 
challenges for employees where employees are encouraged to 
run, take spin classes, and exercise with each other. Some of 
Freshii’s core values are to live an energized life and to drive 
to be better, which the company embraces through these 
activities.

Each Freshii store leader is encouraged to talk to employ-
ees and find out what they are passionate about. Then, the 
store leader can assign team members to roles where they 
are most passionate and most likely to succeed. This personal 
attention from management allows employees to find roles 
they are best suited for and gives them an opportunity to be in 
a role they care about.

Franchising has helped Freshii expand internationally and 
spread its brand. However, Freshii is careful about choosing 
franchise partners that share its mission. Freshii’s mission 

statement is “To help citizens of the world live better by mak-
ing healthy food convenient & affordable.” It is important 
that franchise partners embrace this mission in order for the 
company to maintain its unified culture. Still, Freshii empowers 
franchise owners to try new things and create new offerings 
to create innovation.

Freshii’s flat organizational structure fits well with its 
culture of open communication and personal responsibility. 
Because of its culture, the company finds employees who are 
competitive and passionate about providing healthy, conve-
nient, and affordable food. Freshii strives to continue its rapid 
expansion while maintaining what made it unique from the 
start.45

Critical Thinking Questions
 1. How does Freshii’s organizational structure shape its 

culture?

 2. In what ways are employees at Freshii empowered to 
contribute to the company?

 3. What effect does Freshii’s franchise model have on its 
company culture?

You can find the related video in the Video Library 
in Connect. Ask your instructor how you can access 
Connect.

Team Exercise

Assign the responsibility of providing the organizational structure 
for a company one of your team members has worked for. Was 
your organization centralized or decentralized in terms of deci-
sion making? Would you consider the span of control to be wide 
or narrow? Were any types of teams, committees, or task forces 
utilized in the organization? Report your work to the class.

Ask your instructor about the role-play exercises 
available with this book to practice working with a 
business team.
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Learning Objectives
After reading this chapter, you will be able to:

 LO 8-1 Define operations management. 

 LO 8-2 Differentiate between operations and manufacturing.

 LO 8-3 Explain how operations management differs in 
manufacturing and service firms.

 LO 8-4 Describe the elements involved in planning and 
designing an operations system.

 LO 8-5 Specify some techniques managers may use to manage 
the logistics of transforming inputs into finished products.

 LO 8-6 Assess the importance of quality in operations 
management.

 LO 8-7 Propose a solution to a business’s operations dilemma.
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Enter the World of Business

Trading Up: Trader Joe’s Operational Success
First founded in 1967, Trader Joe’s is composed of more than 470 grocery 

stores in 41 states. Despite its large reach, Trader Joe’s exudes the same neigh-

borhood store atmosphere it did in 1967. Trader Joe’s excellent operations and 

customer service has generated a loyal customer following.

Trader Joe’s maintains smaller facilities and product lines than comparable 

stores—a deliberate operational move to create its specialty image. The gro-

cery store stocks about 4,000 items compared to the 50,000 stocked by the 

typical grocery store. Inventory control has been a key advantage to reducing 

costs and focusing on a limited number of quality products. While many markets 

sell as many as 50 selections of one food item, Trader Joe’s sells only a few. 

Products that have low demand or high production costs often do not last long. 

The combination of lower inventory and higher product turnover creates greater 

operational efficiencies.

Another attribute that sets Trader Joe’s apart is its supply chain. At any given 

time, management aims to minimize the number of hands that touch a product. 

Trader Joe’s will purchase directly from manufacturers, ship straight to distribu-

tion centers, and then send products to stores. Trader Joe’s has crafted its dis-

tribution process to create efficiency and reduce costs. This efficiency increases 

productivity and allows customers to receive premium products consistently.

Additionally, Trader Joe’s excels at quality and supplier relationships. It 

employs product developers who travel the world in search of best product/

price combinations. Suppliers covet contracts with the grocery store chain, which 

charges less in fees and is known for on-time payments. Trader Joe’s expands 

only into areas that can support its streamlined distribution system. With its pop-

ularity continuing to rise, customers seem impressed by the way Trader Joe’s is 

redefining the grocery shopping experience.1
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Introduction
All organizations create products—goods, services, or ideas—for customers. Thus, 
organizations as diverse as Tesla, Subway, UPS, and a public hospital share a 
 number of similarities relating to how they transform resources into the products we 
enjoy. Most hospitals use similar admission procedures, while online social media 
companies, like Facebook and Twitter, use their technology and operating systems 
to create social networking opportunities and sell advertising. Such similarities are 
to be expected. But even organizations in unrelated industries take similar steps in 
creating goods or services. The check-in procedures of hotels and commercial air-
lines are comparable, for example. The way Subway assembles a sandwich and the 
way Tesla assembles a car are similar (both use multiple employees in an assembly 
line). These similarities are the result of operations management, the focus of this 
chapter.

Here, we discuss the role of production or operations management in acquir-
ing and managing the resources necessary to create goods and services. Production 
and operations management involve planning and designing the processes that will 
transform those resources into finished products, managing the movement of those 
resources through the transformation process, and ensuring that the products are of 
the quality expected by customers.

The Nature of Operations Management
Operations management (OM), the development and administration of the activi-
ties involved in transforming resources into goods and services, is of critical impor-
tance. Operations managers oversee the transformation process and the planning 
and designing of operations systems, managing logistics, quality, and productivity. 
Quality and productivity have become fundamental aspects of operations manage-
ment because a company that cannot make products of the quality desired by con-
sumers, using resources efficiently and effectively, will not be able to remain in 
business. OM is the “core” of most organizations because it is responsible for the 
creation of the organization’s goods and services. Some organizations like General 
Motors produce tangible products, but service is an important part of the total prod-
uct for the customer.

Historically, operations management has been called “production” or “manufac-
turing” primarily because of the view that it was limited to the manufacture of physi-
cal goods. Its focus was on methods and techniques required to operate a factory 
efficiently. The change from “production” to “operations” recognizes the increasing 
importance of organizations that provide services and ideas. Additionally, the term 
operations represents an interest in viewing the operations function as a whole rather 
than simply as an analysis of inputs and outputs.

Today, OM includes a wide range of organizational activities and situations out-
side of manufacturing, such as health care, food service, banking, entertainment, 
education, transportation, and charity. Thus, we use the terms manufacturing and 
 production interchangeably to represent the activities and processes used in making 
tangible products, whereas we use the broader term operations to describe those pro-
cesses used in the making of both tangible and intangible products. Manufacturing 
provides tangible products such as the Apple Watch, and operations also provides 
intangibles such as a stay at Wyndham Hotels and Resorts.

operations management 
(OM)
the development and 
administration of the 
activities involved in 
transforming resources into 
goods and services.

manufacturing
the activities and processes 
used in making tangible 
products; also called 
production.

production
the activities and processes 
used in making tangible 
products; also called 
manufacturing.

operations
the activities and processes 
used in making both tangible 
and intangible products.

Define operations 
management.

LO 8-1

Differentiate between 
 operations and manufacturing.

LO 8-2
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The Transformation Process
At the heart of operations management is the transformation process through which 
inputs (resources such as labor, money, materials, and energy) are converted into 
outputs (goods, services, and ideas). The transformation process combines inputs in 
predetermined ways using different equipment, administrative procedures, and tech-
nology to create a product (Figure 8.1). To ensure that this process generates quality 
products efficiently, operations managers control the process by taking measurements 
(feedback) at various points in the transformation process and comparing them to pre-
viously established standards. If there is any deviation between the actual and desired 
outputs, the manager may take some sort of corrective action. For example, if an air-
line has a standard of 90 percent of its flights departing on time but only 80 percent 
depart on time, a 10 percentage point negative deviation exists. All adjustments made 
to create a satisfying product are a part of the transformation process.

Transformation may take place through one or more processes. In a business that 
manufactures oak furniture, for example, inputs pass through several processes before 
being turned into the final outputs—furniture that has been designed to meet the 
desires of customers (Figure 8.2). The furniture maker must first strip the oak trees of 
their bark and saw them into appropriate sizes—one step in the transformation proc-
ess. Next, the firm dries the strips of oak lumber, a second form of transformation. 

inputs
the resources—such as labor, 
money, materials, and 
energy—that are converted 
into outputs.

outputs
the goods, services, and 
ideas that result from the 
conversion of inputs.

FIGURE 8.1
The Transformation 
Process of Operations 
Management

customer Control
standards

feedback

Inputs
land
labor
capital
raw
   materials
time
information
energy

Transformation
or Conversion
procedures
equipment
facilities
technology
knowledge

Outputs
goods
services
ideas

FIGURE 8.2
Inputs, Outputs, and 
Transformation Processes 
in the Manufacture of 
Oak Furniture
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cutting or
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Third, the dried wood is routed into its appropriate shape and made smooth. Fourth, 
workers assemble and treat the wood pieces, then stain or varnish the piece of 
assembled furniture. Finally, the completed piece of furniture is stored until it can be 
shipped to customers at the appropriate time. Of course, many businesses choose to 
eliminate some of these stages by purchasing already processed materials—lumber, 
for example—or outsourcing some tasks to third-party firms with greater expertise.

Operations Management in Service Businesses
Different types of transformation processes take place in organizations that provide 
services, such as airlines, colleges, and most nonprofit organizations. An airline trans-
forms inputs such as employees, time, money, and equipment through processes such 
as booking flights, flying airplanes, maintaining equipment, and training crews. The 
output of these processes is flying passengers and/or packages to their destinations. 
In a nonprofit organization like Habitat for Humanity, inputs such as money, mate-
rials, information, and volunteer time and labor are used to transform raw materi-
als into homes for needy families. In this setting, transformation processes include 
fund-raising and promoting the cause in order to gain new volunteers and donations 
of supplies, as well as pouring concrete, raising walls, and setting roofs. Some com-
panies such as Home Depot feel so strongly about a charitable cause that they donate 
materials and encourage their employees to volunteer for groups such as Habitat for 
Humanity. Transformation processes occur in all organizations, regardless of what 
they produce or their objectives. For most organizations, the ultimate objective is for 
the produced outputs to be worth more than the combined costs of the inputs.

Unlike tangible goods, services are effectively actions or performances that must 
be directed toward the consumers who use them. Thus, there is a significant customer-
contact component to most services. Examples of high-contact services include health 
care, real estate, tax preparation, and food service. The amount of training for serv-
ice or customer-contact personnel can vary significantly depending on the business, 
industry, or culture of the company. For example, first-year, full-time employees at 
the Container Store receive 263 hours of training compared to an eight-hour average 
for the industry. The Container Store culture embraces the importance of employees, 
stating that one great person equals three good people.2 Low-contact services, such as 
the online auction-and-purchase services provided by eBay, often have a strong high-
tech component. Table 8.1 shows common characteristics of services.

 Explain how operations man-
agement differs in manufactur-
ing and service firms.

LO 8-3

Service Characteristics Examples

Intangibility
Going to a concert or sports event such as 
baseball, basketball, or football

Inseparability of production and consumption Going to a chiropractor; air travel; veterinary 
services

Perishability Seats at a speaker’s presentation

Customization Haircut; legal services; tax consultation

Customer contact Restaurants; retailing such as Macy’s

Sources: Adapted from Valerie A. Zeithaml, A. Parasuraman, and Leonard L. Berry, Delivering Quality Service: Balancing Customer 
Perceptions and Expectations (New York: Free Press, 1990); K. Douglas Hoffman and John E.G. Bateson, Essentials of Services 
Marketing (Mason, OH; Cengage Learning, 2001); Ian P. McCarthy, Leyland Pitt, and Pierre R. Berthon, “Service Customization 
Through Dramaturgy,” Mass Customization, 2011, pp. 45–65.

TABLE 8.1
Characteristics of 
Services
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Regardless of the level of customer contact, service businesses strive to provide 
a standardized process, and technology offers an interface that creates an automatic 
and structured response. The ideal service provider will be high tech and high touch. 
Amazon, for instance, has one of the highest customer service ratings. It provides 
a site that is easily navigable, and it has fast shipping times to deliver high-quality 
customer service. Amazon, through the commitment of CEO Jeff Bezos, encourages 
customers to e-mail him with any concerns. He routes the messages to the appropriate 
Amazon employee, asking for an explanation of why the problem occurred and how 
it can be prevented in the future.3 Thus, service organizations must build their opera-
tions around good execution, which comes from hiring and training excellent employ-
ees, developing flexible systems, customizing services, and maintaining adjustable 
capacity to deal with fluctuating demand.4

Another challenge related to service operations is that the output is generally intan-
gible and even perishable. Few services can be saved, stored, resold, or returned.5 A 
seat on an airline or a table in a restaurant, for example, cannot be sold or used at a 
later date. Because of the perishability of services, it can be extremely difficult for 
service providers to accurately estimate the demand in order to match the right supply 
of a service. If an airline overestimates demand, for example, it will still have to fly 
each plane even with empty seats. The flight costs the same regardless of whether it 
is 50 percent full or 100 percent full, but the former will result in much higher costs 
per passenger. If the airline underestimates demand, the result can be long lines of 
annoyed customers or even the necessity of bumping some customers off of an over-
booked flight.

Businesses that manufacture tangible goods and those that provide services or 
ideas are similar yet different. For example, both types of organizations must make 
design and operating decisions. Most goods are manufactured prior to purchase, but 
most services are performed after purchase. Flight attendants at Southwest Airlines, 
hotel service personnel at The Ritz Carlton, and even the Denver Broncos football 
team engage in performances that are a part of the total product. Though manufactur-
ers and service providers often perform similar activities, they also differ in several 
respects. We can classify these differences in five basic ways.

Nature and Consumption of Output. First, manufacturers and service provid-
ers differ in the nature and consumption of their output. For example, the term man-
ufacturer implies a firm that makes tangible products. A service provider, on the 
other hand, produces more intangible outputs such as U.S. Postal Service delivery 
of priority mail or a business stay in a Westin hotel. As mentioned earlier, the very 
nature of the service provider’s product requires a higher degree of customer contact. 
Moreover, the actual performance of the service typically occurs at the point of con-
sumption. At the Westin, business travelers may be very pleased with the Heavenly 
Bed and Shower System, both proprietary and luxury amenities. Or, customers may 
like getting points through their reward membership or upgrades based on their sta-
tus with Starwood Preferred Guests. Automakers, on the other hand, can separate the 
production of a car from its actual use, but the service dimension requires closer con-
tact with the consumer. Manufacturing, then, can occur in an isolated environment, 
away from the customer. However, service providers, because of their need for cus-
tomer contact, are often more limited than manufacturers in selecting work methods, 
assigning jobs, scheduling work, and exercising control over operations. For this rea-
son, Zappos adopted an online scheduling platform called Open Market to schedule 
its worker hours. Before, the process was complicated and involved workers having 
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to write their scheduling preferences on sheets of 
paper. This new scheduling platform uses surge-
based pricing that provides higher compensation to 
workers who take shifts in periods of high demand.6 
The quality of the service experience is often con-
trolled by a service-contact employee. However, 
some hospitals are studying the manufacturing pro-
cesses and quality control mechanisms applied in 
the automotive industry in an effort to improve their 
service quality. By analyzing work processes to 
find unnecessary steps to eliminate and using teams 
to identify and address problems as soon as they 
occur, these hospitals are slashing patient waiting 
times, decreasing inventories of wheelchairs, ready-
ing operating rooms sooner, and generally moving 
patients through their hospital visit more quickly, 
with fewer errors, and at a lower cost.7

Uniformity of Inputs. A second way to classify differences between manufac-
turers and service providers has to do with the uniformity of inputs. Manufacturers 
typically have more control over the amount of variability of the resources they use 
than do service providers. For example, each customer calling Fidelity Investments 
is likely to require different services due to differing needs, whereas many of the 
tasks required to manufacture a Ford Focus are the same across each unit of output. 
Consequently, the products of service organizations tend to be more “customized” 
than those of their manufacturing counterparts. Consider, for example, a haircut ver-
sus a bottle of shampoo. The haircut is much more likely to incorporate your specific 
desires (customization) than is the bottle of shampoo.

Uniformity of Output. Manufacturers and service providers also differ in the uni-
formity of their output, the final product. Because of the human element inherent in pro-
viding services, each service tends to be performed differently. Not all grocery checkers, 
for example, wait on customers in the same way. If a barber or stylist performs 15 hair-
cuts in a day, it is unlikely that any two of them will be exactly the same. Consequently, 
human and technological elements associated with a service can result in a different 
day-to-day or even hour-to-hour performance of that service. The service experience can 
even vary at McDonald’s or Burger King despite the fact that the two chains employ very 
similar procedures and processes. Moreover, no two customers are exactly alike in their 
perception of the service experience. Health care offers another excellent example of this 
challenge. Every diagnosis, treatment, and surgery varies because every individual is 
different. In manufacturing, the high degree of automation available allows manufactur-
ers to generate uniform outputs and, thus, the operations are more effective and efficient. 
For example, we expect luxury bicycles—such as the Giant TCR Advanced SL Disc, 
which sells for up to $10,500, and the Litespeed T1sl Disc Titanium Road Bike, which 
sells for up to $14,000—to have extremely high standards for quality and performance.

Labor Required. A fourth point of difference is the amount of labor required 
to produce an output. Service providers are generally more labor-intensive (require 
more labor) because of the high level of customer contact, perishability of the output 
(must be consumed immediately), and high degree of variation of inputs and outputs 
(customization). For example, Adecco provides temporary support personnel. Each 

Blaze Pizza’s inputs are components such as pepperoni, mozzarella, 
mushrooms, onions, and sausage, while its outputs are customized pizzas.

©Sorbis/Shutterstock
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temporary worker’s performance determines Adecco’s product quality. A manufac-
turer, on the other hand, is likely to be more capital-intensive because of the machin-
ery and technology used in the mass production of highly similar goods. For instance, 
it would take a considerable investment for Ford to make an electric car that has bat-
teries with a longer life.

Measurement of Productivity. The final distinction between service providers 
and manufacturers involves the measurement of productivity for each output pro-
duced. For manufacturers, measuring productivity is fairly straightforward because 
of the tangibility of the output and its high degree of uniformity. For the service 
provider, variations in demand (for example, higher demand for air travel in some 
seasons than in others), variations in service requirements from job to job, and the 
intangibility of the product make productivity measurement more difficult. Consider, 
for example, how much easier it is to measure the productivity of employees involved 
in the production of Intel computer processors as opposed to those serving the needs 
of Prudential Securities’ clients.

It is convenient and simple to think of organizations as being either manufacturers 
or service providers as in the preceding discussion. In reality, however, most orga-
nizations are a combination of the two, with both tangible and intangible qualities 
embodied in what they produce. For example, Samsung provides customer services 
such as toll-free hotlines and warranty protection, while banks may sell checks and 
other tangible products that complement their primarily intangible product offering. 
Thus, we consider “products” to include both tangible physical goods and intangible 
service offerings. It is the level of tangibility of its principal product that tends to 
classify a company as either a manufacturer or a service provider. From an OM stand-
point, this level of tangibility greatly influences the nature of the company’s opera-
tional processes and procedures.

Planning and Designing Operations Systems
Before a company can produce any product, it must first decide what it will produce 
and for what group of customers. It must then determine what processes it will use 
to make these products as well as the facilities it needs to produce them. These deci-
sions comprise operations planning. Although planning was once the sole realm of 
the production and operations department, today’s successful companies involve all 
departments within an organization, particularly marketing and research and develop-
ment, in these decisions.

Planning the Product
Before making any product, a company first must determine what consumers want and 
then design a product to satisfy that want. Most companies use marketing research (dis-
cussed in the chapter titled “Customer-Driven Marketing”) to determine the kinds of 
goods and services to provide and the features they must possess. Twitter and Facebook 
provide new opportunities for businesses to discover what consumers want, then design 
the product accordingly. Less than 50 percent of companies use social media in the new-
product-development process.8 Marketing research can also help gauge the demand for 
a product and how much consumers are willing to pay for it. But, when a market’s envi-
ronment changes, firms have to be flexible. Marketing research is advancing from wear-
ables that measure skin response to geo-located survey delivery. Artificial intelligence 
can be used to measure people’s expressions as they watch events.9

Describe the elements involved 
in planning and designing an 
operations system.

LO 8-4
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Developing a product can be a lengthy, expensive process. For example, Uber and 
Volvo are partnering together to bring a driverless car to consumers. The $300 million 
alliance brings Volvo’s manufacturing and design expertise together with Uber’s ride-
sharing market and a staff that increasingly consists of former employees of Carnegie 
Mellon University’s robotics department.10 Most companies work to reduce develop-
ment time and costs. By joining together, companies can pool their resources and 
reduce the time it takes to develop new products. Once a firm has developed an idea 
for a product that customers will buy, it must then plan how to produce the product.

Within a company, the engineering or research and development department is 
charged with turning a product idea into a workable design that can be produced 
economically. In smaller companies, a single individual (perhaps the owner) may be 
solely responsible for this crucial activity. Regardless of who is responsible for prod-
uct design, planning does not stop with a blueprint for a product or a description of 
a service; it must also work out efficient production of the product to ensure that 
enough is available to satisfy consumer demand. How does a company like Snapper 
transform steel, aluminum, and other materials into a mower design that satisfies con-
sumer and environmental requirements? Operations managers must plan for the types 
and quantities of materials needed to produce the product, the skills and quantity of 
people needed to make the product, and the actual processes through which the inputs 
must pass in their transformation to outputs.

Designing the Operations Processes
Before a firm can begin production, it must first determine the appropriate method 
of transforming resources into the desired product. Often, consumers’ specific needs 
and desires dictate a process. A state’s needs for toll booths for its highway systems 
may be very structured and consistent, and engineering and manufacturing would be 
standardized. On the other hand, a bridge often must be customized so that it is appro-
priate for the site and expected load; furthermore, the bridge must be constructed on 
site rather than in a factory. Typically, products are designed to be manufactured by 
one of three processes: standardization, modular design, or customization.

Standardization. Most firms that manufacture products in large quantities for many 
customers have found that they can make them cheaper and faster by standardizing 
designs. Standardization is making identical, interchangeable components or even com-
plete products. With standardization, a customer may not get exactly what he or she 
wants, but the product generally costs less than a custom-designed product. Television 
sets, ballpoint pens, and tortilla chips are standardized products; most are manufac-
tured on an assembly line. Standardization speeds up production and quality control 
and reduces production costs. And, as in the example of the toll booths, standardization 
provides consistency so that customers who need certain products to function uniformly 
all the time will get a product that meets their expectations. Standardization becomes 
more complex on a global scale because different countries have different standards for 
quality. To help solve this problem, the International Organization for Standardization 
(ISO) has developed a list of global standards that companies can adopt to assure stake-
holders that they are complying with the highest quality, environmental, and managerial 
guidelines. ISO standards are discussed later in the chapter.

Modular Design. Modular design involves building an item in self-contained 
units, or modules, that can be combined or interchanged to create different products. 
The Container Store, for example, uses the modular design in many of its storage 

standardization
the making of identical, 
interchangeable components 
or products.

modular design
the creation of an item 
in self-contained units, 
or modules, that can be 
combined or interchanged to 
create different products.
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solutions. This allows for customers to mix and 
match components for customized design. Because 
many modular components are produced as inte-
grated units, the failure of any portion of a mod-
ular component usually means replacing the entire 
component. Modular design allows products to be 
repaired quickly, thus reducing the cost of labor, but 
the component itself is expensive, raising the cost 
of repair materials. Many automobile manufactur-
ers use modular design in the production process. 
Manufactured homes are built on a modular design 
and often cost about one-fourth the cost of a con-
ventionally built house.

Customization. Customization is making prod-
ucts to meet a particular customer’s needs or wants. 
Products produced in this way are generally unique. 
Such products include repair services, photocopy 
services, custom artwork, jewelry, and furniture, as 
well as large-scale products such as bridges, ships, 
and computer software. For instance, bicycles are 
popular products to customize. The company Villy Custom (named after the owner’s 
dog)—supported by Mark Cuban and Barbara Corcoran on Shark Tank—has 10 “best 
seller” models of bicycles that can be customized for consumers. The company also 
has a customizable line of bikes for corporate use.11 Mass customization relates to 
making products that meet the needs or wants of a large number of individual custom-
ers. The customer can select the model, size, color, style, or design of the product. 
Dell can customize a computer with the exact configuration that fits a customer’s 
needs. Services such as fitness programs and travel packages can also be custom 
designed for a large number of individual customers. For both goods and services, 
customers get to make choices and have options to determine the final product.

Blockchain. Blockchain informa-
tion technology could alter processes 
throughout virtually every industry 
including supply chain, health care, and 
even online advertising. The blockchain 
is a secure, public database (or led-
ger) that records all transactions and is 
spread across multiple computers. The 
global blockchain is difficult to tam-
per with and growing rapidly. In fact, 
blockchain technology is projected to 
maintain a compound annual growth 
rate of over 48 percent between now 
and 2023.12 In the age of tech-savvy 
consumers and continuous innova-
tion, the adoption of blockchain tech-
nology is occurring quicker than ever. 
For example, Coda Coffee Company, 

customization
making products to meet a 
particular customer’s needs 
or wants.

Lancôme sells Le Teint Particulier, a custom foundation with 72,000 
possibilities. After customers have their skin tone scanned and select 
their skin type and desired coverage, the foundation is made on the 
spot. Because of the complexities of offering a customized product, 
the foundation is only available at select Nordstrom locations.

©SeongJoon Cho/Bloomberg via Getty Images

Bitcoin is a decentralized digital currency that works based on the blockchain 
technology without a central bank or single administrator. Bitcoins are generated at 
mining farms like this one.

©DR MANAGER/Shutterstock
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located in Denver, Colorado, is allowing its customers to scan a QR code and get all 
of the information they could possibly want in regards to their coffee in what they call 
“the world’s first blockchain-traced coffee.” They are able to see the date and loca-
tion of each transaction from collection at the farm through every process until they 
swipe their credit card at the register. Blockchain technology continues to be tested by 
companies across all industries and could change the way we do almost anything.14

Planning Capacity
Planning the operational processes for the organization involves two important 
areas: capacity planning and facilities planning. The term capacity basically refers 
to the maximum load that an organizational unit can carry or operate. The unit of 
measurement may be a worker or machine, a department, a branch, or even an entire 
plant. Maximum capacity can be stated in terms of the inputs or outputs provided. 
For example, an electric plant might state plant capacity in terms of the maximum 
number of kilowatt-hours that can be produced without causing a power outage, 
while a restaurant might state capacity in terms of the maximum number of cus-
tomers who can be effectively—comfortably and courteously—served at any one 
particular time.

Efficiently planning the organization’s capacity needs is an important process for 
the operations manager. Capacity levels that fall short can result in unmet demand, 
and consequently, lost customers. On the other hand, when there is more capacity 
available than needed, operating costs are driven up needlessly due to unused and 
often expensive resources. To avoid such situations, organizations must accurately 

capacity
the maximum load that an 
organizational unit can carry 
or operate.

Consider Ethics and Social Responsibility

Improving the Supply Chain 
with Blockchain
Although much of the technological hype revolves around cryp-
tocurrency, perhaps a more important sector resides in the 
underlying technology: the blockchain. The blockchain could 
change many industries as we know them today. One of the most 
evident examples is the improvement throughout supply chains.

Blockchain is a secure database that records all transactions 
and is spread across multiple computers. Essentially, it is a ledger 
that, by its public nature, makes it difficult to tamper with. This 
makes it safer to make transfers (of any variety) without worry 
of security breaches. Bitcoin and other cryptocurrencies use the 
blockchain to make online transfers of currency; however, the 
blockchain is also used in global supply chains. Retailers such as 
Walmart use blockchain to improve logistics and transparency. 
Walmart uses blockchain for more than 1.1 million of its items, 
tracking their journey from suppliers to store shelves.

Companies are also using IBM’s blockchain technology to 
improve their supply chains. For example, Maersk, the world’s 

largest shipping container company, uses the technology to 
track shipping containers around the world, thus improving 
cargo tracking throughout its supply chain. IBM’s blockchain 
more accurately displays all transactions in the ledger as it 
updates in real time and allows participants to see valuable 
information, including the location of the asset and who has 
it in their possession. Other companies employing IBM’s tech-
nology are Kroger, Nestlé, and Tyson Foods.

Blockchain can be altered to fit different processes, partici-
pants, and types of networks. As it continues to rapidly grow, 
this technology could impact future transactions from online 
voting to goods that we buy and how we buy them.13

Critical Thinking Questions
 1. What are some ways that blockchain increases transpar-

ency in the supply chain?
 2. How can blockchain be used as a tool to manage inventory?
 3. What are some ways that you think different industries 

could use blockchain to improve the quality of their 
operations and products?
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forecast demand and then plan capacity based on these forecasts. Another reason 
for the importance of efficient capacity planning has to do with long-term commit-
ment of resources. Often, once a capacity decision—such as factory size—has been 
implemented, it is very difficult to change the decision without incurring substantial 
costs. Large companies have come to realize that although change can be expensive, 
not adjusting to future demand and stakeholder desires will be more expensive in 
the long run. Responding to consumers’ concern for the environment, Toyota and 
its subsidiaries have acquired ISO 14001 certification 
for environmental management at many of its locations 
worldwide.15 These systems help firms monitor their 
impact on the environment.

Planning Facilities
Once a company knows what process it will use to create its products, it then can 
design and build an appropriate facility in which to make them. Many products are 
manufactured in factories, but others are produced in stores, at home, or where the 
product ultimately will be used. Companies must decide where to locate their opera-
tions facilities, what layout is best for producing their particular product, and even 
what technology to apply to the transformation process.

Many firms are developing both a traditional organization for customer contact 
and a virtual organization. Charles Schwab Corporation, a securities brokerage and 
investment company, maintains traditional offices and has developed complete tele-
phone and Internet services for customers. Through its website, investors can obtain 
personal investment information and trade securities over the Internet without leaving 
their home or office.

Facility Location. Where to locate a firm’s facilities is a significant question 
because, once the decision has been made and implemented, the firm must live 
with it due to the high costs involved. When a company decides to relocate or open 
a facility at a new location, it must pay careful attention to factors such as proxim-
ity to market, availability of raw materials, availability of transportation, availabil-
ity of power, climatic influences, availability of labor, community characteristics 
(quality of life), and taxes and inducements. Inducements and tax reductions have 
become an increasingly important criterion in recent years. To increase production 
and to provide incentives for small startups, many states are offering tax induce-
ments for solar companies. State governments are willing to forgo some tax revenue 
in exchange for job growth, getting in on a burgeoning industry, as well as the good 
publicity generated by the company. However, it is still less expensive for many 
firms to use overseas factories. Apple has followed the lead of other major compa-
nies by locating its manufacturing facilities in Asia to take advantage of lower labor 
and production costs. The facility-location decision is complex because it involves 
the evaluation of many factors, some of which cannot be measured with precision. 
Because of the long-term impact of the decision, however, it is one that cannot be 
taken lightly.

Facility Layout. Arranging the physical layout of a facility is a complex, highly 
technical task. Some industrial architects specialize in the design and layout of cer-
tain types of businesses. There are three basic layouts: fixed-position, process, and 
product.

DID YOU KNOW? Hershey’s has the production 
capacity to make 390,000 Kit Kats per day.16
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A company using a fixed-position layout brings all resources required to create the 
product to a central location. The product—perhaps an office building, house, hydro-
electric plant, or bridge—does not move. A company using a fixed-position layout 
may be called a project organization because it is typically involved in large, complex 
projects such as construction or exploration. Project organizations generally make a 
unique product, rely on highly skilled labor, produce very few units, and have high 
production costs per unit.

Firms that use a process layout organize the transformation process into depart-
ments that group related processes. A metal fabrication plant, for example, may 
have a cutting department, a drilling department, and a polishing department. A 
hospital may have cardiology, urgent care, neurology, obstetrics and gynecology 
units, and so on. These types of organizations are sometimes called intermittent 
organizations, which deal with products of a lesser magnitude than do project orga-
nizations, and their products are not necessarily unique but possess a significant 
number of differences. Doctors, makers of custom-made cabinets, commercial 
printers, and advertising agencies are intermittent organizations because they tend 
to create products to customers’ specifications and produce relatively few units of 
each product. Because of the low level of output, the cost per unit of product is 
generally high.

The product layout requires that production be broken down into relatively sim-
ple tasks assigned to workers, who are usually positioned along an assembly line. 
Workers remain in one location, and the product moves from one worker to another. 
Each person in turn performs his or her required tasks or activities. Companies that 
use assembly lines are usually known as continuous manufacturing organizations, so 
named because once they are set up, they run continuously, creating products with 
many similar characteristics. Examples of products produced on assembly lines are 
automobiles, television sets, vacuum cleaners, toothpaste, and meals from a cafeteria. 
Continuous manufacturing organizations using a product layout are characterized by 
the standardized product they produce, the large number of units produced, and the 
relatively low unit cost of production.

Many companies actually use a combination of layout designs. For example, an 
automobile manufacturer may rely on an assembly line (product layout) but may also 
use a process layout to manufacture parts.

Technology. Every industry has a basic, underlying technology that dictates the 
nature of its transformation process. Today business models are changing how the 
transformation process occurs. As mentioned earlier, blockchain Information sys-
tems, artificial intelligence, and computer integrated systems are driving changes 
throughout all industries.

Computers were introduced in the late 1950s by IBM. The operations function makes 
great use of computers in all phases of the transformation process. Computer-assisted 
design (CAD), for example, helps engineers design components, products, and processes 
on the computer instead of on paper. CAD software is used to develop a 3D image. Then, 
the CAD file is sent to the printer. The printer is able to use layers of liquid, powder, 
paper, or metal to construct a 3D model.17

Computer-assisted manufacturing (CAM) goes a step further, employing spe-
cialized computer systems to actually guide and control the transformation 
processes. Such systems can monitor the transformation process, gathering infor-
mation about the equipment used to produce the products and about the product 
itself as it goes from one stage of the transformation process to the next. The 

fixed-position layout
a layout that brings all 
resources required to create 
the product to a central 
location.

project organization
a company using a fixed-
position layout because it is 
typically involved in large, 
complex projects such as 
construction or exploration.

process layout
a layout that organizes the 
transformation process into 
departments that group 
related processes.

intermittent organizations
organizations that deal 
with products of a lesser 
magnitude than do project 
organizations; their products 
are not necessarily unique 
but possess a significant 
number of differences.

product layout
a layout requiring that 
production be broken down 
into relatively simple tasks 
assigned to workers, who are 
usually positioned along an 
assembly line.

continuous manufacturing 
organizations
companies that use 
continuously running 
assembly lines, creating 
products with many similar 
characteristics.

computer-assisted design 
(CAD)
the design of components, 
products, and processes on 
computers instead of on 
paper.

computer-assisted 
manufacturing (CAM)
manufacturing that employs 
specialized computer systems 
to actually guide and control 
the transformation processes.
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computer provides information to an operator who may, if necessary, take cor-
rective action. In some highly automated systems, the computer itself can take 
corrective action.

Using flexible manufacturing, computers can direct machinery to adapt to 
different versions of similar operations. For example, with instructions from a 
computer, one machine can be programmed to carry out its function for several 
different versions of an engine without shutting down the production line for 
refitting.

The use of drones in business operations would vastly change the technology 
landscape. Drones refer to unmanned aerial vehicles and have long been used in 
military operations. Amazon is pursuing methods to use drones for package deliv-
ery. Amazon has secured a patent to allow it to drop packages delivered by its fleet 
of drones by parachute. However, currently, the use of automated drones without 
direct supervision is illegal in the United States.18 It is surprising that drones have 
not played a larger role thus far; the adoption of drones in organizations could 
increase and greatly impact everything from shipping to logistics and delivery in 
the near future. For example, one of the current common uses of this technol-
ogy involves drones sending automatic signals for reorder when an order has been 
placed or when inventory for a product is low and thus greatly improves inven-
tory management. Whether it is adapting drones to a specific company to increase 
efficiency and capability or expanding the available applications as a whole, it 
is evident that drones could potentially handle many activities associated with 
operations.19

Robots are also becoming increasingly useful in the transformation process. These 
“steel-collar” workers have become particularly important in industries such as 
nuclear power, hazardous-waste disposal, ocean research, and space construction and 
maintenance, in which human lives would otherwise be at risk. Robots are used in 
numerous applications by companies around the world. Many assembly operations—
cars, electronics, metal products, plastics, chemicals, and numerous other products—
depend on industrial robots. The economic impact of robots was quantified by two 
economists who found that for every robot per 1,000 employees, up to six employees 
lost their jobs and wages fell by three-fourths of a percent.20 In the next 15 years, PwC 
projects that 38 percent of the jobs in the United States are at risk of being lost to 
robots and artificial intelligence.21

Researchers continue to make more sophisticated robots, extending their use 
beyond manufacturing and space programs to various industries, including labora-
tory research, education, medicine, and household activities. There are many advan-
tages in using robotics, such as more successful surgeries, re-shoring manufacturing 
activities back to America, energy conservation, and safer work practices. The United 
States is the fourth largest market for industrial robots. The strongest market is China, 
with a 40 percent share of the market for industrial robots projected by the end of the 
decade.22

When all these technologies—CAD/CAM, flexible manufacturing, robotics, 
computer systems, and more—are integrated, the result is computer-integrated 
 manufacturing (CIM), a complete system that designs products, manages machines 
and materials, and controls the operations function. Companies adopt CIM to boost 
productivity and quality and reduce costs. Such technology, and computers in partic-
ular, will continue to make strong inroads into operations on two fronts—one dealing 
with the technology involved in manufacturing and one dealing with the administra-
tive functions and processes used by operations managers. The operations manager 

flexible manufacturing
the direction of machinery 
by computers to adapt to 
different versions of similar 
operations.

computer-integrated 
manufacturing (CIM)
a complete system that 
designs products, manages 
machines and materials, 
and controls the operations 
function.
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must be willing to work with computers and other forms of technology and to develop 
a high degree of computer literacy.

Sustainability and Manufacturing
Manufacturing and operations systems are moving quickly to establish environ-
mental sustainability and minimize negative impact on the natural environment. 
Sustainability deals with conducting activities in such a way as to provide for the 
long-term well-being of the natural environment, including all biological entities. 
Sustainability issues are becoming increasingly important to stakeholders and con-
sumers, as they pertain to the future health of the planet. The Hershey Company is 
committed to working toward a long-term, sustainable cocoa supply, protecting the 
natural environment as a part of its “Cocoa for Good” sustainability initiative.23 Some 
sustainability issues include pollution of the land, air, and water, climate change, 
waste management, deforestation, urban sprawl, protection of biodiversity, and genet-
ically modified foods. New Belgium Brewing is another company that illustrates 
green initiatives in operations and manufacturing. New Belgium was the first brewery 
to adopt 100 percent wind-powered electricity, reducing carbon emissions by 1,800 
metric tons a year.

New Belgium Brewing demonstrates that reducing waste, recycling, con-
serving, and using renewable energy not only protect the environment, but can 
also gain the support of stakeholders. Green operations and manufacturing can 
improve a firm’s reputation along with customer and employee loyalty, leading to 
improved profits.

Much of the movement to green manufacturing and operations is the belief that 
global warming and climate change must decline. In the United States, roughly 
40 percent of carbon dioxide emissions are accounted for by buildings; however, 
Leadership in Energy and Environmental Design (LEED)-certified buildings 
maintain a 34 percent lower emissions rate and consume 25 percent less energy, 
11 percent less water, and reduce more than 80 million tons of waste.24 Companies 
like General Motors and Ford are adapting to stakeholder demands for greater 

sustainability by producing smaller and more 
fuel-efficient cars. Tesla has taken sustainabil-
ity further by making a purely electric vehi-
cle that also ranks at the top in safety. The 
company also makes sure that its manufactur-
ing facilities operate sustainably by install-
ing solar panels and other renewable sources 
of energy. Green products produced through 
green operations and manufacturing are our 
future. Cities around the United States are tak-
ing leadership roles, with Portland, Oregon, 
standing out as a leader in environmental ini-
tiatives. Portland boasts expansive parks, mass 
transit, sustainable eating, bicycle parking 
spots, and electricity-producing exercycles.25 
Government initiatives provide space for busi-
nesses to innovate their green operations and 
manufacturing.

More than 78 percent of Adobe employees work in LEED-certified 
buildings, emphasizing the company’s focus on sustainability.26
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Managing the Supply Chain
A major function of operations is supply chain management, which refers to con-
necting and integrating all parties or members of the distribution system in order 
to satisfy customers.28 Supply chain is a part of distribution that will be discussed 
in more detail in the chapter titled “Dimensions of Marketing Strategy,” where we 
cover marketing channels, which are the groups of organizations that make decisions 
about moving products from producers to consumers. We discuss supply chains here 
because it is a major component of operations within a business. It may help to think 
of the firms involved in a total distribution system as existing along a conceptual 
line, the combined impact of which results in an effective supply chain. Firms that 
are “upstream” in the supply chain (for example, suppliers) and “downstream” (for 
example, wholesalers and retailers) work together to serve customers and generate 
competitive advantage. Supply chain management requires marketing managers to 
work with other managers in operations, logistics, and procurement.

Procurement involves the processes to obtain resources to create value through sourc-
ing, purchasing, and recycling materials and information. Procurement for many is syn-
onymous with “buying” or “purchasing,” but this is only a small part of what goes into 
the procurement activities within a supply chain. Decisions about where the supplies 
(including services) come from are very important. They are not just about price but 
also relate to where they are sourced and the integrity of the supplier. Also, recycling 
impact on the environment after consumption is an important consideration. An impor-
tant process is the creation of a digital platform to link everything from production to 

supply chain management
connecting and integrating 
all parties or members of the 
distribution system in order to 
satisfy customers.

Going Green

Meet Your Meat: This Company Is 
Disrupting the Global Meat Market
De Vegetarische Slager (The Vegetarian Butcher) is a Dutch 
 vegetarian food producer. At the end of the 20th century, 
founder Jaap Korteweg wanted to become a vegetarian. 
However, he missed meat’s taste and texture. After spending 
years searching and developing meat-like vegetarian products, 
Jaap founded The Vegetarian Butcher to market his products. 
His success in managing the firm’s operations involved trans-
forming raw materials into plant-based food that taste like meat.

Since its launch, The Vegetarian Butcher has expanded to 
3,500 stores in 15 countries. To earn such an achievement, The 
Vegetarian Butcher has focused extensively on product quality. 
From day one, the development team committed to produc-
ing plant-based products resembling meats without compro-
mising taste or texture. With the right focus on quality, The 
Vegetarian Butcher convinced not only vegetarian customers to 
purchase its products, but also many meat eaters.

The meaty quality of its products allows The Vegetarian 
Butcher to take advantage of a market niche that targets both 

vegetarians and meat lovers. However, it also places greater 
pressure to maintain quality control standards. To ensure the 
unique taste and texture of each meat type, The Vegetarian 
Butcher has to set up production for each product line. Thus, 
expanding product lines while ensuring the meat-like experi-
ence is an operational challenge.

Managing products and the supply chain are necessary 
for The Vegetarian Butcher to maintain its competitive advan-
tage for meat-like products. The firm has been an innovative 
leader in establishing standards and managing quality. If The 
Vegetarian Butcher can overcome operational challenges, 
global consumers can expect to have tastier vegetarian 
“meats” in the future.27

Critical Thinking Questions
 1. Why do you think it took years for founder Jaap Korteweg 

to begin marketing his meat-like vegetarian products?
 2. Why is quality control so important for The Vegetarian 

Butcher?
 3. What are some of the operational challenges that The 

Vegetarian Butcher faces?

Specify some techniques man-
agers may use to manage the 
logistics of transforming inputs 
into finished products.

LO 8-5
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Part 3   Managing for Quality and Competitiveness

consumer and involves sensors, mobile devices, cameras, and other systems that capture 
information for procurement. We discuss purchasing more in the next section.

Logistical concerns involve physical distribution and the selection of transportation 
modes. In transportation, digital networks that integrate the movement of products pro-
vide insights to import service and reduce cost. Inbound logistics, outbound logistics, 
and third-party logistics are all important pieces of these transportation nodes. Inbound 
logistics involves the movement of the raw materials, packaging, information, and other 
goods and services from the suppliers to the producers. Similarly, outbound logistics 
follows the finished products and information from the business customers and then to 
the final consumer. In order to pull this transportation process together, some compa-
nies use third-party logistics, which involves employing outside firms to move goods 
because they can transport them more efficiently than the company can themselves. 
With predictive analytics and artificial intelligence orders, transportation decisions 
can be made based on customers’ defined requirements, costs, and service options.29 
Manufacturers, distributors, and retailers need to communicate with their supply-chain 
partners to provide real-time information. This provides the opportunity to advance 
capabilities and efficiencies in the supply chain. For these same reasons, and with so 
many variables, logistical disruptions can be massively harmful to the ability to ade-
quately satisfy customer expectations and can even be fatal to the firm. Logistics man-
agement is just as important in managing services, enabling and communicating with 
partners. For example, health care providers must rely on manufacturers and distribu-
tors to perform many supply-chain activities from various unrelated items; food, medi-
cine, and supplies that meet required standard logistics involve deliveries from vendors 
with inventories that accommodate the ability to provide health care services.

Drone technology has its challenges but, as noted earlier, is nevertheless grow-
ing rapidly, with some estimating that drone services overall are worth more than 
$127 billion globally, $23 billion coming from transport. For example, Amazon is 
paving the way for new innovation with its ideas regarding consumer goods deliv-
ery. With skepticism and public safety concerns from consumers, Amazon is working 
more with lower-value, less fragile items to begin with before straying from traditional 
delivery methods for other goods. Amazon and drone technology as a whole could 
completely change the way logistics and the supply chain operates in the future.30

Operations are often the most public and visible 
aspect of the supply chain. Consumers are increas-
ingly concerned with an important question: “How 
are our products being made?” Fair trade, organic 
food products, working conditions, child labor, 
concerns with sending jobs overseas, and regula-
tory mandates create major factors in decision mak-
ing about operations. Technology in operations is 
driving a more digital enterprise system. Robotics, 
predictive analytics, the Internet of Things (IoT), 
driverless cars, drones, automation in identification 
of inventory, and network inventory optimization 
tools are changing the landscape of operations. By 
making profitable and responsible use of the mate-
rials and products sourced to them, and utilizing the 
information and capabilities afforded them through 
logistics, operational personnel can create exten-
sive financial and brand value.

Operations managers are concerned with managing inventory to 
ensure that there is enough inventory in stock to meet demand.

©Amble Design/Shutterstock
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Chapter 8   Managing Operations and Supply Chains

In this section, we look at elements of supply chain, including purchasing, manag-
ing inventory, outsourcing, and scheduling, which are vital tasks in the transformation 
of raw materials into finished goods. To illustrate logistics, consider a hypothetical 
small business—we’ll call it Rushing Water Canoes Inc.—that manufactures alu-
minum canoes, which it sells primarily to sporting goods stores and river-rafting 
expeditions. Our company also makes paddles and helmets, but the focus of the fol-
lowing discussion is the manufacture of the company’s quality canoes as they proceed 
through the logistics process.

Procurement
Purchasing is a part in procurement involved in the buying of all the materials needed 
by the organization. The purchasing department aims to obtain items of the desired 
quality in the right quantities at the lowest possible cost. Rushing Water Canoes, for 
example, must procure not only aluminum and other raw materials, and various canoe 
parts and components, but also machines and equipment, manufacturing supplies (oil, 
electricity, and so on), and office supplies in order to make its canoes. People in the 
purchasing department locate and evaluate suppliers of these items. They must con-
stantly be on the lookout for new materials or parts that will do a better job or cost less 
than those currently being used. The purchasing function can be quite complex and is 
one area made much easier and more efficient by technological advances. Advanced 
artificial intelligence can uncover the highest value opportunities and empower orga-
nizations to unlock savings and increase profit.31

Not all companies purchase all of the materials needed to create their products. 
Oftentimes, they can make some components more economically and efficiently than 
can an outside supplier. On the other hand, firms sometimes find that it is uneconomi-
cal to make or purchase an item, and instead arrange to lease it from another orga-
nization. Many organizations lease equipment such as copiers that are costly to own 
and maintain and where significant product improvements occur over time. Whether 
to purchase, make, or lease a needed item generally depends on cost, as well as on 
product availability and supplier reliability.

Managing Inventory
Once the items needed to create a product have been procured, some provision has 
to be made for storing them until they are needed. Every raw material, component, 
completed or partially completed product, and piece of equipment a firm uses—its 
inventory—must be accounted for, or controlled. There are three basic types of inven-
tory. Finished-goods inventory includes those products that are ready for sale, such 
as a fully assembled automobile ready to ship to a dealer. Work-in-process inventory 
consists of those products that are partly completed or are in some stage of the trans-
formation process. At McDonald’s, a cooking hamburger represents work-in-process 
inventory because it must go through several more stages before it can be sold to 
a customer. Raw materials inventory includes all the materials that have been pur-
chased to be used as inputs for making other products. Nuts and bolts are raw materi-
als for an automobile manufacturer, while hamburger patties, vegetables, and buns are 
raw materials for the fast-food restaurant. Our fictional Rushing Water Canoes has an 
inventory of materials for making canoes, paddles, and helmets, as well as its inven-
tory of finished products for sale to consumers. Inventory control is the process of 
determining how many supplies and goods are needed and keeping track of quantities 
on hand, where each item is, and who is responsible for it.

purchasing
the buying of all the 
materials needed by the 
organization; also called 
procurement.

inventory
all raw materials, 
components, completed or 
partially completed products, 
and pieces of equipment a 
firm uses.

inventory control
the process of determining 
how many supplies and goods 
are needed and keeping 
track of quantities on hand, 
where each item is, and who 
is responsible for it.
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Operations management must be closely coordinated with inventory control. The 
production of televisions, for example, cannot be planned without some knowledge of 
the availability of all the necessary materials—the chassis, picture tubes, color guns, 
and so forth. Also, each item held in inventory—any type of inventory—carries with 
it a cost. For example, storing fully assembled televisions in a warehouse to sell to 
a dealer at a future date requires not only the use of space, but also the purchase of 
insurance to cover any losses that might occur due to fire or other unforeseen events.

Inventory managers spend a great deal of time trying to determine the proper 
inventory level for each item. The answer to the question of how many units to hold in 
inventory depends on variables such as the usage rate of the item, the cost of maintain-
ing the item in inventory, future costs of inventory and other procedures associated 
with ordering or making the item, and the cost of the item itself. For example, radio-
frequency identification (RFID) is a wireless system composed of tags and readers that 
use radio waves to communicate information (tags communicate to readers) through 
every phase of handling inventory. RFID has a broad range of applications, particu-
larly throughout the supply chain, and has immensely improved shipment tracking and 
reduced cycle times. This technology can be used in everything from inventory con-
trol to helping to prevent the distribution of counterfeit drugs and medical devices.32 
Several approaches may be used to determine how many units of a given item should 
be procured at one time and when that procurement should take place.

The Economic Order Quantity Model. To control the number of items main-
tained in inventory, managers need to determine how much of any given item they 
should order. One popular approach is the economic order quantity (EOQ) model, 
which identifies the optimum number of items to order to minimize the costs of man-
aging (ordering, storing, and using) them.

Just-in-Time Inventory Management. An increasingly popular technique is 
just-in-time (JIT) inventory management, which eliminates waste by using smaller 
quantities of materials that arrive “just in time” for use in the transformation process 
and, therefore, require less storage space and other inventory management expense. 
JIT minimizes inventory by providing an almost continuous flow of items from sup-
pliers to the production facility. Many U.S. companies—including Hewlett-Packard, 
IBM, and Harley Davidson—have adopted JIT to reduce costs and boost efficiency.

Let’s say that Rushing Water Canoes uses 20 units of aluminum from a supplier 
per day. Traditionally, its inventory manager might order enough for one month at 
a time: 440 units per order (20 units per day times 22 workdays per month). The 
expense of such a large inventory could be considerable because of the cost of insur-
ance coverage, recordkeeping, rented storage space, and so on. The just-in-time 
approach would reduce these costs because aluminum would be purchased in smaller 
quantities, perhaps in lot sizes of 20, which the supplier would deliver once a day. Of 
course, for such an approach to be effective, the supplier must be extremely reliable 
and relatively close to the production facility.

On the other hand, there are some downsides to just-in-time inventory manage-
ment that marketers must take into account. When an earthquake and tsunami hit 
Japan, resulting in a nuclear reactor crisis, several Japanese companies halted their 
operations. Some multinationals relied so much upon their Japanese suppliers that 
their supply chains were also affected. In the case of natural disasters, having only 
enough inventory to meet current needs could create delays in production and hurt 
the company’s bottom line. For this reason, many economists suggest that businesses 
store components that are essential for production and diversify their supply chains. 

economic order quantity 
(EOQ) model
a model that identifies the 
optimum number of items to 
order to minimize the costs of 
managing (ordering, storing, 
and using) them.

just-in-time (JIT) inventory 
management
a technique using smaller 
quantities of materials that 
arrive “just in time” for use 
in the transformation process 
and therefore require less 
storage space and other 
inventory management 
expense.
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Chapter 8   Managing Operations and Supply Chains

That way, if a natural disaster knocks out a major supplier, the company can continue 
to operate.33

Material-Requirements Planning. Another inventory management technique is 
material-requirements planning (MRP), a planning system that schedules the precise 
quantity of materials needed to make the product. The basic components of MRP 
are a master production schedule, a bill of materials, and an inventory status file. 
At Rushing Water Canoes (RWC), for example, the inventory-control manager will 
look at the production schedule to determine how many canoes the company plans to 
make. He or she will then prepare a bill of materials—a list of all the materials needed 
to make that quantity of canoes. Next, the manager will determine the quantity of 
these items that RWC already holds in inventory (to avoid ordering excess materials) 
and then develop a schedule for ordering and accepting delivery of the right quantity 
of materials to satisfy the firm’s needs. Because of the large number of parts and 
materials that go into a typical production process, MRP must be done on a computer. 
It can be, and often is, used in conjunction with just-in-time inventory management.

Outsourcing
Increasingly, outsourcing has become a component of supply chain management in 
operations. As we mentioned in the chapter titled “Business in a Borderless World,” 
outsourcing refers to the contracting of manufacturing or other tasks to independent 
companies. The use of these outside firms, called third parties, is related to outsourc-
ing logistical services. Many companies elect to outsource some aspects of their 
operations to companies that can provide these products more efficiently, at a lower 
cost, and with greater customer satisfaction. Globalization has put pressure on supply 
chain managers to improve speed and balance resources against competitive pres-
sures. Companies outsourcing to China, in particular, face heavy regulation, high 
transportation costs, inadequate facilities, and unpredictable supply chain execution. 
Therefore, suppliers need to provide useful, timely, and accurate information about 
every aspect of the quality requirements, schedules, and solutions to dealing with 
problems. Companies that hire suppliers must also make certain that their suppliers 
are following company standards; failure to do so could lead to criticism of the parent 
company.

Many high-tech firms have outsourced the production of chips, computers, and 
telecom equipment to Asian companies. The hourly labor costs in countries such as 
China, India, and Vietnam are far less than in the United States, Europe, or even 
Mexico. These developing countries have improved their manufacturing capabilities, 
infrastructure, and technical and business skills, making them more attractive regions 
for global sourcing. For instance, Nike outsources almost all of its production to 
Asian countries such as China and Vietnam. On the other hand, the cost of outsourc-
ing halfway around the world must be considered in decisions. While information 
technology is often outsourced today, transportation, human resources, services, and 
even marketing functions can be outsourced. Our hypothetical Rushing Water Canoes 
might contract with a local janitorial service to clean its offices and with a local 
accountant to handle routine bookkeeping and tax-preparation functions.

Outsourcing, once used primarily as a cost-cutting tactic, has increasingly been 
linked with the development of competitive advantage through improved product 
quality, speeding up the time it takes products to get to the customer, and increasing 
overall supply chain efficiencies. Table 8.2 describes five of the top 100 global out-
sourcing providers that assist mainly in information technology. Outsourcing allows 

material-requirements 
planning (MRP)
a planning system that 
schedules the precise 
quantity of materials needed 
to make the product.
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companies to free up time and resources to focus on what they do best and to cre-
ate better opportunities to focus on customer satisfaction. Many executives view out-
sourcing as an innovative way to boost productivity and remain competitive against 
low-wage offshore factories. However, outsourcing may create conflict with labor 
and negative public opinion when it results in U.S. workers being replaced by lower-
cost workers in other countries.

Routing and Scheduling
After all materials have been procured and their use determined, managers must then 
consider the routing, or sequence of operations through which the product must pass. 
Therefore, routing and scheduling is an important part of operations in the supply 
chain. For example, before employees at Rushing Water Canoes can form aluminum 
sheets into a canoe, the aluminum must be cut to size. Likewise, the canoe’s flotation 
material must be installed before workers can secure the wood seats. The sequence 
depends on the product specifications developed by the engineering department of 
the company.

Once management knows the routing, the actual work can be scheduled. 
Scheduling assigns the tasks to be done to departments or even specific machines, 
workers, or teams. At Rushing Water, cutting aluminum for the company’s canoes 
might be scheduled to be done by the “cutting and finishing” department on machines 
designed especially for that purpose.

Many approaches to scheduling have been developed, ranging from simple trial 
and error to highly sophisticated computer programs. One popular method is the 
Program Evaluation and Review Technique (PERT), which identifies all the major 
activities or events required to complete a project, arranges them in a sequence or 
path, determines the critical path, and estimates the time required for each event. 
Producing a McDonald’s Big Mac, for example, involves removing meat, cheese, 
sauce, and vegetables from the refrigerator; grilling the hamburger patties; assem-
bling the ingredients; placing the completed Big Mac in its package; and serving it 
to the customer (Figure 8.3). The cheese, pickles, onions, and sauce cannot be put 
on before the hamburger patty is completely grilled and placed on the bun. The path 
that requires the longest time from start to finish is called the critical path because 
it determines the minimum amount of time in which the process can be completed. 
If any of the activities on the critical path for production of the Big Mac fall behind 
schedule, the sandwich will not be completed on time, causing customers to wait lon-
ger than they usually would.

routing
the sequence of operations 
through which the product 
must pass.

scheduling
the assignment of required 
tasks to departments or even 
specific machines, workers, 
or teams.

Company Services

ISS Facility services

Accenture Management consulting, technology, and outsourcing

Canon Business Process Services Business process services, document management, and 
managed workforce services

CBRE Commercial real estate services

Kelly Outsourcing and Consulting Group Talent management solutions

Source: International Association of Outsourcing, The Global Outsourcing 100, 2016, https://www.iaop.org/FORTUNE (accessed 
April 12, 2017).

TABLE 8.2
Top Outsourcing Providers
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Managing Quality
Quality, like cost and efficiency, is a critical element of operations management, for 
defective products can quickly ruin a firm. Quality reflects the degree to which a good or 
service meets the demands and requirements of customers. Customers are increasingly 
dissatisfied with the quality of service provided by many airlines. Table 8.3 gives the 

Assess the importance of qual-
ity in operations management.

LO 8-6

FIGURE 8.3
A Hypothetical PERT Diagram for a McDonald’s Big Mac
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patties
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Critical path Activity Event (185) Time to
 complete
 event (seconds)

Start E
n
d

Rank
Overall 
Rank

On-Time 
Arrival

Cancelled 
Flights

Extreme 
Delays

2-Hour Tarmac 
Delays

Mishandled 
Baggage

Involuntary 
Bumping Complaints

1 Delta Delta Frontier Southwest Southwest Spirit Delta Southwest

2 Alaska/Virgin 
America

United Delta Alaska/Virgin 
America

Alaska/Virgin 
America

JetBlue Alaska/Virgin 
America

Delta

3 Southwest Alaska/Virgin 
America

Southwest Delta Spirit Alaska/Virgin 
America

United Alaska/Virgin 
America

4 United American United American Delta Delta Frontier JetBlue

5 Frontier Frontier Alaska/
Virgin 
America

United Frontier United American American

6 American Southwest American Frontier United American Southwest United

7 Spirit Spirit JetBlue Spirit JetBlue Southwest JetBlue Frontier

8 JetBlue JetBlue Spirit JetBlue American Frontier Spirit Spirit

Sources: “2017 Airline Scorecard,” The Wall Street Journal, https://graphics.wsj.com/table/Midseat_0111 (accessed April 22, 2018).

TABLE 8.3
Airline Scorecard (Best to Worst)
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rankings of U.S. airlines in certain operational areas. Determining quality can be dif-
ficult because it depends on customers’ perceptions of how well the product meets or 
exceeds their expectations. For example, customer satisfaction on airlines can vary wildly 
depending on individual customers’ perspectives. The airline industry is notorious for its 
dissatisfied customers. Flight delays are a common complaint from airline passengers; 
20 percent of all flights arrive late.34 However, most consumers select airlines based on 
price, route, schedule, or membership or status with the airline’s frequent-flyer program.

The fuel economy of an automobile or its reliability (defined in terms of frequency 
of repairs) can be measured with some degree of precision. Although automakers 
rely on their own measures of vehicle quality, they also look to independent sources 
such as the J.D. Power & Associates annual initial quality survey for confirmation of 
their quality assessment and for consumer perceptions of quality for the industry, as 
indicated in Table 8.4.

It is especially difficult to measure quality characteristics when the product is a 
service. A company has to decide exactly which quality characteristics it considers 
important and then define those characteristics in terms that can be measured. The 
inseparability of production and consumption and the level of customer contact influ-
ence the selection of characteristics of the service that are most important. Employees 
in high-contact services such as hairstyling, education, and legal services—and even 
the barista at Starbucks—are an important part of the product.

The Malcolm Baldrige National Quality Award is given each year to companies 
that meet rigorous standards of quality. The Baldrige criteria are (1) leadership, (2) 
information and analysis, (3) strategic planning, (4) human resource development and 
management, (5) process management, (6) business results, and (7) customer focus 
and satisfaction. The criteria have become a worldwide framework for driving business 
improvement. Four organizations won the award for 2016: Don Chalmers Ford (small 
business), Momentum Group (small business), Kindred Nursing and Rehabilitation 
Center (health care), and Memorial Herman Sugar Land Hospital (health care).35

Quality is so important that we need to examine it in the context of operations manage-
ment. Quality control refers to the processes an organization uses to maintain its estab-
lished quality standards. Quality has become a major concern in many organizations, 
particularly in light of intense foreign competition and increasingly demanding customers. 
To regain a competitive edge, a number of firms have adopted a total quality management 
approach. Total quality management (TQM) is a philosophy that uniform commitment 
to quality in all areas of the organization will promote a culture that meets customers’ 
perceptions of quality. It involves coordinating efforts to improve customer satisfaction, 
increasing employee participation, forming and strengthening supplier partnerships, and 
facilitating an organizational culture of continuous quality improvement. TQM requires 
constant improvements in all areas of the company as well as employee empowerment.

Continuous improvement of an organization’s goods and services is built around 
the notion that quality is free; by contrast, not having high-quality goods and ser-
vices can be very expensive, especially in terms of dissatisfied customers.36 A pri-
mary tool of the continuous improvement process is benchmarking, the measuring 
and evaluating of the quality of the organization’s goods, services, or processes as 
compared with the quality produced by the best-performing companies in the indus-
try.37 Benchmarking lets the organization know where it stands competitively in its 
industry, thus giving it a goal to aim for over time. Now that online digital media are 
becoming more important in businesses, benchmarking tools are also becoming more 
popular. These tools allow companies to monitor and compare the success of their 
websites as they track traffic to their site versus competitors’ sites.

quality control
the processes an organization 
uses to maintain its 
established quality standards.

total quality management 
(TQM)
a philosophy that uniform 
commitment to quality in all 
areas of an organization will 
promote a culture that meets 
customers’ perceptions of 
quality.

 1. Kia

 2. Genesis

 3. Porsche

 4. Ford

 5. Ram

 6. BMW

 7. Chevrolet

 8. Hyundai

 9. Lincoln

 10. Nissan

Source: J.D. Power & Associates, 
“New-Vehicle Initial Quality is Best 
Ever, J.D. Power Finds,” June 21, 
2017, http://www.jdpower.com/
press-releases/2017-us-initial-
quality-study-iqs (accessed April 
21, 2018).

TABLE 8.4
Top 10 J.D. Power 
& Associates Initial 
Automobile Quality Study
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Companies employing TQM programs know that quality control should be incor-
porated throughout the transformation process, from the initial plans to the devel-
opment of a specific product through the product and production-facility design 
processes to the actual manufacture of the product. In other words, they view quality 
control as an element of the product itself, rather than as simply a function of the 
operations process. When a company makes the product correctly from the outset, it 
eliminates the need to rework defective products, expedites the transformation proc-
ess itself, and allows employees to make better use of their time and materials. One 
method through which many companies have tried to improve quality is statistical 
process control, a system in which management collects and analyzes information 
about the production process to pinpoint quality problems in the production system.

International Organization for Standardization (ISO)
Regardless of whether a company has a TQM program for quality control, it must first 
determine what standard of quality it desires and then assess whether its products meet 
that standard. Product specifications and quality standards must be set so the company 
can create a product that will compete in the marketplace. Rushing Water Canoes, for 
example, may specify that each of its canoes has aluminum walls of a specified uni-
form thickness, that the front and back be reinforced with a specified level of steel, 
and that each contain a specified amount of flotation material for safety. Production 
facilities must be designed that can produce products with the desired specifications.

Quality standards can be incorporated into service businesses as well. A ham-
burger chain, for example, may establish standards relating to how long it takes to 
cook an order and serve it to customers, how many fries are in each order, how thick 
the burgers are, or how many customer complaints might be acceptable. Once the 

statistical process control
a system in which 
management collects and 
analyzes information about 
the production process to 
pinpoint quality problems in 
the production system.

Entrepreneurship in Action

El Pinto: When You Are Hot,  
You Are Hot
El Pinto
Founders: Jack and Connie Thomas
Founded: 1962, in Albuquerque, New Mexico
Success: El Pinto has become a successful restaurant and man-
ufacturing powerhouse that sells its salsa across the nation.

El Pinto has come far from its humble origins as a one-room 
New Mexican restaurant. Today, El Pinto is owned by the origi-
nal founders’ twin sons, Jim and John Thomas, and consists 
of 12 acres of land, seats for more than 1,200 guests, and an 
8,000-square-foot manufacturing facility. The restaurant con-
sists of a cantina, five patios, three dining rooms, and a wall 
with photos of celebrities who have patronized the business, 
including President Obama, President Bush, Hillary Clinton, Mel 
Gibson, and Snoop Dogg.

Outside the Southwest, consumers are more likely to recog-
nize El Pinto from its salsa. During the 1990s, El Pinto’s customers 

began requesting products of the company’s famous salsa and 
sauces. In 2000, it launched its salsa product line, manufactur-
ing its salsas in an on-premises facility. Its products can be found 
at Walmart, HEB, Albertson’s, Kroger, and Costco. Currently, the 
site is able to produce 4,000 cases of salsas and sauces per day. 
By operating both in the service and manufacturing industries, 
the entrepreneurs running El Pinto have taken advantage of mul-
tiple opportunities for expansion and growth.38

Critical Thinking Questions
 1. How is El Pinto both a service organization and a manu-

facturing organization?
 2. What are the inputs and outputs used in El Pinto’s manu-

facturing of salsa?
 3. Managing quality consistently is important to El Pinto’s 

successful operations. What are some of the challenges 
of managing consistency of service in El Pinto’s restaurant 
business that it may not have with its manufacturing 
business?
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desired quality characteristics, specifications, and 
standards have been stated in measurable terms, the 
next step is inspection.

The International Organization for Standardization 
(ISO) has created a series of quality management 
standards— ISO 9000—designed to ensure the 
customer’s quality standards are met. The stan-
dards provide a framework for documenting how 
a certified business keeps records, trains employ-
ees, tests products, and fixes defects. To obtain 
ISO 9001 certification, an independent auditor 
must verify that a business’s factory, laboratory, or 
office meets the quality standards spelled out by 
the International Organization for Standardization. 
The certification process can require significant 
investment, but for many companies, the process 
is essential to being able to compete. Thousands of 
companies have been certified, including General 

Electric Analytical Instruments, which has applied ISO standards to everything from 
the design to the manufacturing practices of its global facilities.39 Certification has 
become a virtual necessity for doing business in Europe in some high-technology 
businesses. ISO 9002 certification was established for service providers.

ISO 14000 is a comprehensive set of environmental standards that encourages a 
cleaner and safer world. ISO 14000 is a valuable standard because currently consid-
erable variation exists between the regulations in different nations, and even regions 
within a nation. These variations make it difficult for organizations committed to 
sustainability to find acceptable global solutions to problems. The goal of the ISO 
14000 standards is to promote a more uniform approach to environmental manage-
ment and to help companies attain and measure improvements in their environmental 
performance. ISO 19600 provides guidance for establishing, developing, implement-
ing, evaluating, maintaining, and improving an effective and responsive compliance 
management system within an organization. The guidelines are applicable to all types 
of organizations. The extent of the application of these guidelines depends on the 
size, structure, nature, and complexity of the organization. This guidance is based on 
the principles of good governance, transparency, and sustainability.40

Inspection
Inspection reveals whether a product meets quality standards. Some product characteris-
tics may be discerned by fairly simple inspection techniques—weighing the contents of 
cereal boxes or measuring the time it takes for a customer to receive his or her hamburger. 
As part of the ongoing quality assurance program at Hershey Foods, all wrapped Hershey 
Kisses are checked, and all imperfectly wrapped kisses are rejected. Other inspection 
techniques are more elaborate. Automobile manufacturers use automated machines to 
open and close car doors to test the durability of latches and hinges. The food-processing 
and pharmaceutical industries use various chemical tests to determine the quality of their 
output. Rushing Water Canoes might use a special device that can precisely measure the 
thickness of each canoe wall to ensure that it meets the company’s specifications.

Organizations normally inspect purchased items, work-in-process, and finished 
items. The inspection of purchased items and finished items takes place after the 
fact; the inspection of work-in-process is preventive. In other words, the purpose of 

ISO 9000
a series of quality assurance 
standards designed by the 
International Organization 
for Standardization (ISO) 
to ensure consistent 
product quality under many 
conditions.

ISO 14000
a comprehensive set of 
environmental standards that 
encourages a cleaner and 
safer world by promoting a 
more uniform approach to 
environmental management 
and helping companies attain 
and measure improvements 
in their environmental 
performance.

ISO 19600
a comprehensive set of 
guidelines for compliance 
management that address 
risks, legal requirements, and 
stakeholder needs.

Lockheed Martin Aeronautics Company in Fort Worth, Texas, has 
achieved ISO 14001 certification.

©Ronald Martinez/Getty Images
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inspection of purchased items and finished items is to determine what the quality 
level is. For items that are being worked on—an automobile moving down the assem-
bly line or a canoe being assembled—the purpose of the inspection is to find defects 
before the product is completed so that necessary corrections can be made.

Sampling
An important question relating to inspection is how many items should be inspected. 
Should all canoes produced by Rushing Water be inspected or just some of them? 
Whether to inspect 100 percent of the output or only part of it is related to the cost of the 
inspection process, the destructiveness of the inspection process (some tests last until the 
product fails), and the potential cost of product flaws in terms of human lives and safety.

Some inspection procedures are quite expensive, use elaborate testing equip-
ment, destroy products, and/or require a significant number of hours to complete. In 
such cases, it is usually desirable to test only a sample of the output. If the sample 
passes inspection, the inspector may assume that all the items in the lot from which 
the sample was drawn would also pass inspection. By using principles of statistical 
inference, management can employ sampling techniques that ensure a relatively high 
probability of reaching the right conclusion—that is, rejecting a lot that does not meet 
standards and accepting a lot that does. Nevertheless, there will always be a risk of 
making an incorrect conclusion—accepting a population that does not meet standards 
(because the sample was satisfactory) or rejecting a population that does meet stan-
dards (because the sample contained too many defective items).

Sampling is likely to be used when inspection tests are destructive. Determining 
the life expectancy of light bulbs by turning them on and recording how long they last 
would be foolish: There is no market for burned-out light bulbs. Instead, a generaliza-
tion based on the quality of a sample would be applied to the entire population of light 
bulbs from which the sample was drawn. However, human lives and safety often depend 
on the proper functioning of specific items, such as the navigational systems installed 
in commercial airliners. For such items, even though the inspection process is costly, 
the potential cost of flawed systems is too great not to inspect 100 percent of the output.

Integrating Operations and Supply Chain 
Management
Managing operations and supply chains can be complex and challenging due to the 
number of independent organizations that must perform their responsibilities in creat-
ing product quality. Managing supply chains requires constant vigilance and the ability 
to make quick tactical changes. When allegations arose that seafood sold in the United 
States may have come from forced labor on ships around Thailand, companies had to 
immediately investigate these allegations. Therefore, managing the various partners 
involved in supply chains and operations is important because many stakeholders hold 
the firm responsible for appropriate conduct related to product quality. This requires 
that the company exercise oversight over all suppliers involved in producing a product. 
Encouraging suppliers to report problems, issues, or concerns requires excellent com-
munication systems to obtain feedback. Ideally, suppliers will report potential problems 
before they reach the next level of the supply chain, which reduces damage.

Despite the challenges of monitoring global operations and supply chains, there 
are steps businesses can take to manage these risks. All companies who work with 
global suppliers should adopt a Global Supplier Code of Conduct and ensure that it is 
effectively communicated. Additionally, companies should encourage compliance and 
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procurement employees to work together to find ethical suppliers at reasonable costs. 
Those in procurement are concerned with the costs of obtaining materials for the com-
pany. As a result, supply chain and procurement managers must work together to make 
operational decisions to ensure the selection of the best suppliers from an ethical and 
cost-effective standpoint. Businesses must also work to make certain that their sup-
ply chains are diverse. Having only a few suppliers in one area can disrupt operations 
should a disaster strike. Finally, companies must perform regular audits on its suppliers 
and take action against those found to be in violation of company standards.41 Kellogg’s 
offers a Global Supplier Code of Conduct on its website in 13 different languages, 
showing the importance of having access to the code throughout its supply chain.42

Review Your Understanding

Define operations management.

Operations management (OM) is the development and admin-
istration of the activities involved in transforming resources 
into goods and services. Operations managers oversee 
the transformation process and the planning and design-
ing of operations systems, managing logistics, quality, and 
productivity.

Differentiate between operations and 
manufacturing.

The terms manufacturing and production are used inter-
changeably to describe the activities and processes used in 
making tangible products, whereas operations is a broader 
term used to describe the process of making both tangible 
and intangible products.

While you might not have been familiar with terms such as 
supply chain or logistics or total quality management before 
taking this course, careers abound in the operations man-
agement field. You will find these careers in a wide variety 
of organizations—manufacturers, retailers, transportation 
companies, third-party logistics firms, government agen-
cies, and service firms. Approximately $1.3 trillion is spent 
on transportation, inventory, and related logistics activities, 
and logistics alone accounts for more than 9.5 percent of 
U.S. gross domestic product.43 Closely managing how a com-
pany’s inputs and outputs flow from raw materials to the end 
consumer is vital to a firm’s success. Successful companies 
also need to ensure that quality is measured and actively 
managed at each step.

Supply chain managers have a tremendous impact on the 
success of an organization. These managers are engaged in 
every facet of the business process, including planning, pur-
chasing, production, transportation, storage and distribution, 
customer service, and more. Their performance helps organi-
zations control expenses, boost sales, and maximize profits.

Warehouse managers are a vital part of manufacturing 
operations. A typical warehouse manager’s duties include 
overseeing and recording deliveries and pickups, maintain-
ing inventory records and the product tracking system, and 

adjusting inventory levels to reflect receipts and disburse-
ments. Warehouse managers also have to keep in mind cus-
tomer service and employee issues. Warehouse managers can 
earn up to $60,000 in some cases.

Operations management is also required in service busi-
nesses. With more than 80 percent of the U.S. economy in 
services, jobs exist for services operations. Many service con-
tact operations require standardized processes that often use 
technology to provide an interface that provides an automatic 
quality performance. Consider jobs in health care, the travel 
industry, fast food, and entertainment. Think of any job or 
task that is a part of the final product in these industries. 
Even an online retailer such as Amazon has a transforma-
tion process that includes information technology and human 
activities that facilitate a transaction. These services have a 
standardized process and can be evaluated based on their 
level of achieved service quality.

Total quality management is becoming a key attribute for 
companies to ensure that quality pervades all aspects of the 
organization. Quality assurance managers make a median sal-
ary of $72,000. These managers monitor and advise on how 
a company’s quality management system is performing and 
publish data and reports regarding company performance in 
both manufacturing and service industries.44

So You Want a Job in Operations Management
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Critical Thinking Questions

Enter the World of Business Questions

 1. How does Trader Joe’s use inventory control as a way to 
control operational efficiencies?

 2. Why do you think it is important for Trader Joe’s to 
maintain a simple supply chain?

 3. How do Trader Joe’s strong operational efficiencies allow 
it to compete against its larger rivals?

Explain how operations management differs in 
manufacturing and service firms.

Manufacturers and service firms both transform inputs into 
outputs, but service providers differ from manufacturers in 
several ways: They have greater customer contact because 
the service typically occurs at the point of consumption; their 
inputs and outputs are more variable than manufacturers’, 
largely because of the human element; service providers are 
generally more labor intensive; and their productivity mea-
surement is more complex.

Describe the elements involved in planning and 
designing an operations system.

Operations planning relates to decisions about what product(s) 
to make, for whom, and what processes and facilities are needed 
to produce them. OM is often joined by marketing and research 
and development in these decisions. Common facility layouts 
include fixed-position layouts, process layouts, or product layouts. 
Where to locate operations facilities is a crucial decision that 
depends on proximity to the market, availability of raw materi-
als, availability of transportation, availability of power, climatic 
influences, availability of labor, and community characteristics. 
Technology is also vital to operations, particularly computer-
assisted design, computer-assisted manufacturing, flexible man-
ufacturing, robotics, and computer-integrated manufacturing.

Specify some techniques managers may use to 
manage the logistics of transforming inputs into 
finished products.

Logistics, or supply chain management, includes all the activi-
ties involved in obtaining and managing raw materials and 

component parts, managing finished products, packaging 
them, and getting them to customers. The organization must 
first make or purchase (procure) all the materials it needs. 
Next, it must control its inventory by determining how many 
supplies and goods it needs and keeping track of every raw 
material, component, completed or partially completed prod-
uct, and piece of equipment, how many of each are on hand, 
where they are, and who has responsibility for them. Common 
approaches to inventory control include the economic order 
quantity (EOQ) model, the just-in-time (JIT) inventory con-
cept, and material-requirements planning (MRP). Logistics 
also includes routing and scheduling processes and activities 
to complete products.

Assess the importance of quality in operations 
management.

Quality is a critical element of OM because low-quality prod-
ucts can hurt people and harm the business. Quality control 
refers to the processes an organization uses to maintain its 
established quality standards. To control quality, a company 
must establish what standard of quality it desires and then 
determine whether its products meet that standard through 
inspection.

Propose a solution to a business’s operations 
dilemma.

Based on this chapter and the facts presented in the “Solve 
the Dilemma” feature near the end of this chapter, you should 
be able to evaluate the business’s problem and propose one or 
more solutions for resolving it.

Learn the Terms

capacity 244
computer-assisted design (CAD) 246
computer-assisted manufacturing 

(CAM) 246
computer-integrated manufacturing 

(CIM) 247

continuous manufacturing 
organizations 246

customization 243
economic order quantity (EOQ) 

model 252
fixed-position layout 246

flexible manufacturing 247
inputs 237
intermittent organizations 246
inventory 251
inventory control 251
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ISO 9000 258
ISO 14000 258
ISO 19600 258
just-in-time (JIT) inventory 

management 252
manufacturing 236
material-requirements planning 

(MRP) 253

modular design 242
operations 236
operations management (OM) 236
outputs 237
process layout 246
product layout 246
production 236
project organization 246

purchasing 251
quality control 256
routing 254
scheduling 254
standardization 242
statistical process control 257
supply chain management 249
total quality management (TQM) 256

Check Your Progress

 1. What is operations management?

 2. Differentiate among the terms operations, production, 
and manufacturing.

 3. Compare and contrast a manufacturer versus a service 
provider in terms of operations management.

 4. Who is involved in planning products?

 5. In what industry would the fixed-position layout be most 
efficient? The process layout? The product layout? Use 
real examples.

 6. What criteria do businesses use when deciding where to 
locate a plant?

 7. What is flexible manufacturing? How can it help firms 
improve quality?

 8. Define supply chain management and summarize the 
activities it involves.

 9. Describe some of the methods a firm may use to control 
inventory.

 10. When might a firm decide to inspect a sample of 
its products rather than test every product for quality?

Get Involved

 1. Compare and contrast OM at McDonald’s with that 
of Honda of America. Compare and contrast OM at 
McDonald’s with that of a bank in your neighborhood.

 2. Find a real company that uses JIT, either in your 
local community or in a business journal. Why did 
the company decide to use JIT? What have been the 
advantages and disadvantages of using JIT for that 
particular company? What has been the overall effect 

on the quality of the company’s goods or services? 
What has been the overall effect on the company’s 
bottom line?

 3. Interview someone from your local Chamber of 
Commerce and ask him or her what incentives the 
community offers to encourage organizations to locate 
there. (See if these incentives relate to the criteria firms 
use to make location decisions.)

Build Your Skills

Reducing Cycle Time

Background
An important goal of production and opera-
tions management is reducing cycle time—the 
time it takes to complete a task or process. The 
goal in cycle time reduction is to reduce costs 

and/ or increase customer service.45 Many experts believe 
that the rate of change in our society is so fast that a firm 
must master speed and connectivity.46 Connectivity refers to a 

seamless integration of customers, suppliers, employees, and 
organizational, production, and operations management. The 
use of the Internet and other telecommunications systems 
helps many organizations connect and reduce cycle time.

Task
Break up into pairs throughout the class. Select two businesses 
(local restaurants, retail stores, etc.) that both of you frequent, 
are employed by, and/or are fairly well acquainted with. For 
the first business, one of you will role-play the “manager” 
and the other will role-play the “customer.” Reverse roles for 
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Dimension Strength Weakness

Speed

Connectivity

Interactive relationships

Customization

Responsiveness

the second business you have selected. As managers at your 
respective businesses, you are to prepare a list of five ques-
tions you will ask the customer during the role-play. The ques-
tions you prepare should be designed to get the customer’s 
viewpoint on how good the cycle time is at your business. If 
one of the responses leads to a problem area, you may need 
to ask a follow-up question to determine the nature of the 
dissatisfaction. Prepare one main question and a follow-up, if 
necessary, for each of the five dimensions of cycle time:

 1. Speed—the delivery of goods and services in the minimum 
time; efficient communications; the elimination of wasted 
time.

 2. Connectivity—all operations and systems in the business 
appear connected with the customer.

 3. Interactive relationships—a continual dialog exists among 
operations units, service providers, and customers that 
permits the exchange of feedback on concerns or needs.

 4. Customization—each product is tailored to the needs of 
the customer.

 5. Responsiveness—the willingness to make adjustments 
and be flexible to help customers and to provide prompt 
service when a problem develops.

Begin the two role-plays. When it is your turn to be the man-
ager, listen carefully when your partner answers your prepared 
questions. You need to elicit information on how to improve the 
cycle time at your business. You will achieve this by identifying 
the problem areas (weaknesses) that need attention.

After completing both role-play situations, fill out the 
accompanying form for the role-play when you were the man-
ager. You may not have gathered enough information to fill in 
all the boxes. For example, for some categories, the customer 
may have had only good things to say; for others, the com-
ments may all be negative. Be prepared to share the infor-
mation you gain with the rest of the class. I role-played the 
manager at (business). After listening carefully to the custom-
er’s responses to my five questions, I determined the following 
strengths and weaknesses as they relate to the cycle time at 
my business:

Solve the Dilemma

Planning for Pizza

McKing Corporation operates fast-food restau-
rants in 50 states, selling hamburgers, roast 
beef and chicken sandwiches, french fries, and 
salads. The company wants to diversify into 
the growing pizza business. Six months of tests 

revealed that the ideal pizza to sell was a 16-inch pie in three 
varieties: cheese, pepperoni, and deluxe (multiple toppings). 
Research found the size and toppings acceptable to families 
as well as to individuals (single buyers could freeze the left-
overs), and the price was acceptable for a fast-food restaurant 
($7.99 for cheese, $8.49 for pepperoni, and $9.99 for deluxe).

Marketing and human resources personnel prepared train-
ing manuals for employees, advertising materials, and the 
rationale to present to the restaurant managers (many stores 
are franchised). Store managers, franchisees, and employees 
are excited about the new plan. There is just one problem.

The drive-through windows 
in current restaurants are too 
small for a 16-inch pizza to pass 
through. The largest size the 
present windows can accommo-
date is a 12-inch pie. The managers and franchisees are con-
cerned that if this aspect of operations has been overlooked, 
perhaps the product is not ready to be launched. Maybe there 
are other problems yet to be uncovered.

Critical Thinking Questions
 1. What mistake did McKing make in approaching the 

introduction of pizza?

 2. How could this product introduction have been coordinated 
to avoid the problems that were encountered?

 3. If you were an executive at McKing, how would you proceed 
with the introduction of pizza into the restaurants?

Propose a solution to a 
 business’s operations dilemma.

LO 8-7
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Build Your Business Plan

Managing Service and Manufacturing 
Operations

For your business, you need to determine if you 
are providing raw materials that will be used 
in further production, or if you are a reseller of 
goods and services, known as a retailer. If you 
are the former, you need to determine what 

processes you go through in making your product.

The text provides ideas of breaking the process into inputs, 
transformation processes, and outputs. If you are a provider of 
a service or a link in the supply chain, you need to know exactly 
what your customer expectations are. Services are intangible, so 
it is all the more important to better understand what exactly the 
customer is looking for in resolving a problem or filling a need.

Visit Connect to practice building your business plan 
with the Business Plan Prep Exercises.

See for Yourself Videocase

How Sweet It Is: Creating Supply Chain 
Efficiencies at the Cocoa Exchange

Looking for a way to create incremental, non-
cannibalizing growth, Mars, Incorporated, the 
world’s largest chocolate company, launched 
The Cocoa Exchange, a stand-alone subsidiary. 
While Mars focuses on mass producing prod-

ucts like Snickers and M&M’S that are available in all dis-
tribution channels, The Cocoa Exchange sells exclusive and 
premium chocolate products directly to consumers through a 
commission based sales force under three product lines: Pod & 
Bean, Dove Signature, and Pure Dark. The Cocoa Exchange’s 
mission is to create incremental, non-cannibalizing growth 
for Mars through niche products targeting individual consum-
ers rather than the mass market. The company accomplishes 
this by creating supply-chain efficiencies, thanks to its parent 
company, and using the direct selling business model. Direct 
selling can be a more relationship-driven, customized form of 
selling and allows for even greater market segmentation.

The Cocoa Exchange is able to source its cocoa beans 
directly from farmers, just like Mars. Purchasing and sourcing 
can be challenging in the chocolate industry because cocoa 
only grows in a few places around the world. Complicating the 
matter is the fact that cocoa is produced by very small family 
farmers who often struggle to make ends meet. The majority of 
the cocoa sourced by The Cocoa Exchange is from developing 
countries like the Ivory Coast and Ghana in West Africa. The 
company develops relationships with the farmers to improve 
their yields and income as well as improve its own supply chain.

This close relationship between Mars, The Cocoa Exchange 
and the farmers allows for improvements in sustainability 
practices. Demand continues to grow for chocolate, however, 
sourcing cocoa in a sustainable manner is limited, since the 
crop can only grow in certain areas near the equator. Because 
of these challenges, The Cocoa Exchange aims to improve 
conditions for farmers so that they can create a larger supply 

of cocoa. Mars is working with farmers as well to improve 
their productivity and economic viability through tripling farm 
yields in three to five years. By partnering with a humanitar-
ian group called The CARE organization, The Cocoa Exchange 
helps farmers save money and secure loans. By investing in the 
suppliers from which The Cocoa Exchange sources and pur-
chases its chocolate, the company has greater influence over 
the sustainability of its supply chain.

The concept of marketing and selling directly to the 
consumer, through an independent contractor salesforce, 
is called direct selling.. The Cocoa Exchange embraces the 
direct selling model and has created a commission based 
labor force called “curators” to sell its products through in-
house parties. Party attendees can sample a range of prod-
ucts from The Cocoa Exchange and purchase the products 
they like online. Curators receive a 25 to 40 percent com-
mission on products sold from their individual online store 
and gain access to exclusive discounts up to 50 percent 
depending on performance. Curators also have the opportu-
nity to increase their earning power by building and training 
a team, receiving 3 to 5 percent commission on team sales. 
The Cocoa Exchange subsidizes the starter kits and curators 
host parties and provide free shipping on the items ordered. 
Additionally, as curators sales grow, they earn credits they 
can use to shop. The company also ships products directly 
to the consumer, so curators aren’t burdened with inventory 
management and protection. Premium chocolates and other 
Cocoa Exchange products are carefully handled so that they 
arrive fresh and in ‘mint’ condition. Direct selling encourages 
an entrepreneurial spirit in their chocolate sellers, allows The 
Cocoa Exchange to find new customers, and helps the com-
pany maintain a robust and efficient supply chain.

As a subsidiary of Mars, Incorporated, The Cocoa Exchange 
benefits from an established and extensive supply chain where 
it can secure all the materials needed to create its chocolate 
products. The Cocoa Exchange is uniquely poised to sell pre-
mium and exclusive products directly to customers because 
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of its premium food products and careful sourcing. Its initia-
tives to improve the operations of the rural cocoa farmers has 
benefited the supply chain as well as The Cocoa Exchange’s 
curators, creating a strong, mutually beneficial relationship.47

Critical Thinking Questions
 1. Describe how The Cocoa Exchange benefits from Mars, 

Incorporated’s supply chain.

 2. How does The Cocoa Exchange benefit from building 
relationships with cocoa farmers?

 3. Why does the exclusive nature of these products 
increases engagement in the company’s sales force?

You can find the related video in the Video Library 
in Connect. Ask your instructor how you can access 
Connect.

Team Exercise

Form groups and assign the responsibility of finding companies 
that outsource their production to other countries. What are 
the key advantages of this outsourcing decision? Do you see 
any drawbacks or weaknesses in this approach? Why would a 
company not outsource when such a tactic can be undertaken 
to cut manufacturing costs? Report your findings to the class.

Ask your instructor about the role play exercises 
available with this book to practice working with a 
business team.
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9 Motivating the 
Workforce

Learning Objectives
After reading this chapter, you will be able to:

 LO 9-1 Explain why the study of human relations is important.

 LO 9-2 Summarize early studies that laid the groundwork for 
understanding employee motivation.

 LO 9-3 Compare and contrast the human relations theories of 
Abraham Maslow and Frederick Herzberg.

 LO 9-4 Investigate various theories of motivation, including 
Theories X, Y, and Z; equity theory; expectancy theory; and 
goal-setting theory.

 LO 9-5 Describe some of the strategies that managers use to 
motivate employees.

 LO 9-6 Critique a business’s program for motivating its sales force.
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Facebook Knows How to Motivate Employees
Facebook has been ranked as the second-best company to work for in America. 

This success largely stems from Facebook’s leadership, specifically CEO Mark 

Zuckerberg. Zuckerberg was awarded a 99.3 percent approval rating by nearly 

19,000 Facebook employees.

At Facebook, employees are encouraged to take risks and stay innovative. 

Zuckerberg has been known to meet with entry-level employees to hear their 

ideas. Engineers are encouraged to consistently create new software builds and 

can test this software on 10,000 to 50,000 users. More importantly, engineers 

are not punished if their testing leads to mistakes. A former intern once crashed 

Facebook when testing a solution for a bug and was later hired by the company. 

Not only are engineers and employees given free rein on their work, they are 

also given the ability to choose the team with which they would like to work. A 

key success factor of Facebook is that the company focuses on an individual’s 

strengths, rather than fixing his or her weaknesses. This encourages employees 

to find their “best fit” in the company.

Facebook has great employee benefits, including free lunches, laundry ser-

vices, shuttle buses, flexible work hours, and the ability to work at home when 

needed. Research suggests that Facebook pulls employees from Apple 11 times 

more than Apple does from Facebook, and Facebook holds a 15:1 advantage 

over Google and 30:1 over Microsoft.

The mission of Facebook is to make the world more open and connected, 

which is demonstrated by its internal focus on an open and innovative work 

environment. Creativity and flexibility at Facebook lead to happier employees, 

allowing Facebook to earn its title as one of the best companies to work for in 

the United States.1

Enter the World of Business
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Introduction
Because employees do the actual work of the business and influence whether the 
firm achieves its objectives, most top managers agree that employees are an organiza-
tion’s most valuable resource. To achieve organizational objectives, employees must 
have the motivation, ability (appropriate knowledge and skills), and tools (proper 
training and equipment) to perform their jobs. The chapter titled “Managing Human 
Resources” covers topics such as those listed earlier. This chapter focuses on how to 
motivate employees.

We examine employees’ needs and motivation, managers’ views of workers, and 
several strategies for motivating employees. Managers who understand the needs of 
their employees can help them reach higher levels of productivity and thus better con-
tribute to the achievement of organizational goals.

Nature of Human Relations
What motivates employees to perform on the job is the focus of human relations, the 
study of the behavior of individuals and groups in organizational settings. In busi-
ness, human relations involves motivating employees to achieve organizational objec-
tives efficiently and effectively. The field of human relations has become increasingly 
important over the years as businesses strive to understand how to boost workplace 
morale, maximize employees’ productivity and creativity, and motivate their ever-
more-diverse employees to be more effective.

Motivation is an inner drive that directs a person’s behavior toward goals. A goal 
is the satisfaction of some need, and a need is the difference between an actual state 
and a desired state. Both needs and goals can be motivating. Motivation explains why 
people behave as they do; similarly, a lack of motivation explains, at times, why peo-
ple avoid doing what they should do. Motivating employees to do the wrong things 
or for the wrong reasons can be problematic, however. At Wells Fargo, for instance, 
employees created at least 3.5 million fake customer accounts to meet unrealis-
tic sales goals. The company paid millions in fines.2 On the other hand, motivating 
employees to achieve realistic company objectives can greatly enhance an organiza-
tion’s productivity.

A person who recognizes or feels a need is moti-
vated to take action to satisfy the need and achieve 
a goal (Figure 9.1). Consider a person who takes a 
job as a salesperson. If his or her performance is 
far below other salespeople’s, he or she will likely 
recognize a need to increase sales. To satisfy that 
need and achieve success, the person may try to 
acquire new insights from successful salespeople or 
obtain additional training to improve sales skills. In 
addition, a sales manager might try different means 
to motivate the salesperson to work harder and to 
improve his or her skills. Human relations is con-
cerned with the needs of employees, their goals and 
how they try to achieve them, and the impact of 
those needs and goals on job performance.

Effectively motivating employees helps keep 
them engaged in their work. Engagement involves 
emotional involvement and commitment. Being 

human relations
the study of the behavior 
of individuals and groups in 
organizational settings.

motivation
an inner drive that directs 
a person’s behavior toward 
goals.

Motivation is important both in business and outside of it. For instance, 
coaches motivate athletes before major games to increase their 
chances they will play their best.

©Chris Szagola/CSM/REX/Shutterstock

Explain why the study of human 
relations is important.

LO 9-1
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engaged results in carrying out the expectations and obligations of employment. Many 
employees are actively engaged in their jobs, while others are not. Some employees 
do the minimum amount of work required to get by, and some employees are com-
pletely disengaged.

Motivating employees to stay engaged is a key responsibility of management. For 
example, to test if his onsite production managers were fully engaged in their jobs, 
former Van Halen frontman David Lee Roth placed a line in the band’s rider asking 
for a bowl of M&M’S with the brown ones removed. It was a means for the band 
to test local stage production crews’ attention to detail. Because their shows were 
highly technical, David Lee Roth would demand a complete recheck of everything if 
he found brown M&M’S in the bowl.3

One prominent aspect of human relations is morale on an employee’s attitude 
toward his or her job, employer, and colleagues. High morale contributes to high 
levels of productivity, high returns to stakeholders, and employee loyalty. Conversely, 
low morale may cause high rates of absenteeism and turnover (when employees quit 
or are fired and must be replaced by new employees). Some companies go to great 
lengths to retain employees and value their contributions. Apple is a great example 
of how to motivate employees with its benefits and corporate culture—demonstrated 
in an average employee retention of five years. Besides traditional benefits, Apple 
employees receive 25 percent off Apple products; four weeks paid leave to expectant 
mothers with 14 weeks after delivery; and its AppleCare College Program, which 
helps student employees pay tuition. Employees on Glassdoor gave Apple’s benefits 
4.5 out of 5 stars.4

Employees are motivated by their perceptions of extrinsic and intrinsic rewards. An 
intrinsic reward is the personal satisfaction and enjoyment that you feel from attaining 
a goal. For example, in this class you may feel personal enjoyment in learning how 
business works and aspire to have a career in business or to operate your own busi-
ness one day. Extrinsic rewards are benefits and/or recognition that you receive from 
someone else. In this class, your grade is extrinsic recognition of your efforts and suc-
cess in the class. In business, praise and recognition, pay increases, and bonuses are 
extrinsic rewards. If you believe that your job provides an opportunity to contribute to 
society or the environment, then that aspect would represent an intrinsic reward. Both 
intrinsic and extrinsic rewards contribute to motivation that stimulates employees to 
do their best in contributing to business goals.

morale
an employee’s attitude 
toward his or her job, 
employer, and colleagues.

intrinsic rewards
the personal satisfaction and 
enjoyment felt after attaining 
a goal.

extrinsic rewards
benefits and/or recognition 
received from someone else.

FIGURE 9.1
The Motivation Process
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Respect, involvement, appreciation, adequate compensation, promotions, a pleas-
ant work environment, and a positive organizational culture are all morale boosters. 
Patagonia, for instance, has a positive organizational culture that encourages employ-
ees to act ethically and contribute their ideas. Ensuring that employee values are 
aligned with the company’s values is extremely important for Patagonia. The com-
pany prides itself on charitable giving and doing what’s right, and it hires individuals 
accordingly. For example, in 2016 employees were the ones to suggest that the com-
pany give away all Black Friday sales to environmental organizations. The idea was 
accepted by CEO Rose Marcario within 30 minutes via text message.5 Table 9.1 lists 
some ways to retain and motivate good employees. Many companies offer a diverse 
array of benefits designed to improve the quality of employees’ lives and increase 
their morale and satisfaction. Some of the “best companies to work for” offer onsite 
day care, concierge services (for example, dry cleaning, shoe repair, prescription 
renewal), domestic partner benefits to same-sex couples, and fully paid sabbaticals.

Historical Perspectives on  
Employee Motivation
Throughout the 20th century, researchers have conducted numerous studies to try to 
identify ways to motivate workers and increase productivity. From these studies have 
come theories that have been applied to workers with varying degrees of success. A 
brief discussion of two of these theories—the classical theory of motivation and the 
Hawthorne studies—provides a background for understanding the present state of 
human relations.

Classical Theory of Motivation
The birth of the study of human relations can be traced to time and motion studies 
conducted at the turn of the century by Frederick W. Taylor and Frank and Lillian 

Gilbreth. Their studies analyzed how workers perform 
specific work tasks in an effort to improve the employ-
ees’ productivity. These efforts led to the application of 
scientific principles to management.

DID YOU KNOW? Absenteeism costs U.S. employers 
about $225.8 billion annually.6

1. Offer training and mentoring

2. Create a positive organizational culture

3. Build credibility through communication

4. Blend compensation, benefits, and recognition

5. Encourage referrals and don’t overlook internal recruiting

6. Give coaching and feedback

7. Provide growth opportunities

8. Create work/life balance and minimize stress

9. Foster trust, respect and confidence in senior leadership

Source: Sarah K. Yazinski, “Strategies for Retaining Employees and Minimizing Turnover,” HR.BLR.com, August 3, 2009, https://hr.blr.
com/whitepapers/Staffing-Training/Employee-Turnover/Strategies-for-Retaining-Employees-and-Minimizing- (accessed April 25, 2018).

TABLE 9.1
How to Retain Good 
Employees

Summarize early studies that 
laid the groundwork for under-
standing employee motivation.

LO 9-2
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According to the classical theory of motivation, money is the sole motivator for 
workers. Taylor suggested that workers who were paid more would produce more, 
an idea that would benefit both companies and workers. To improve productivity, 
Taylor thought that managers should break down each job into its component tasks 
(specialization), determine the best way to perform each task, and specify the output 
to be achieved by a worker performing the task. Taylor also believed that incentives 
would motivate employees to be more productive. Thus, he suggested that managers 
link workers’ pay directly to their output. He developed the piece-rate system, under 
which employees were paid a certain amount for each unit they produced; those who 
exceeded their quota were paid a higher rate per unit for all the units they produced.

We can still see Taylor’s ideas in practice today in the use of financial incentives 
for productivity. Moreover, companies are increasingly striving to relate pay to per-
formance at both the hourly and managerial level. Incentive planners choose an indi-
vidual incentive to motivate and reward their employees. In contrast, team incentives 
are used to generate partnership and collaboration to accomplish organizational goals. 
Boeing develops sales teams for most of its products, including commercial airplanes. 
The team dedicated to each product shares in the sales incentive program.

More and more corporations are tying pay to performance in order to motivate—
even up to the CEO level. The topic of executive pay has become controversial in 
recent years, and many corporate boards of directors have taken steps to link execu-
tive compensation more closely to corporate performance. Despite changes in linking 
pay to performance, there are many CEOs who receive extremely large compensation 
packages. Mark Hurd, co-CEO of Oracle, received an annual compensation package 
of $41.1 million and is one of the highest paid CEOs.8

classical theory of 
motivation
theory suggesting that money 
is the sole motivator for 
workers.

Consider Ethics and Social Responsibility

King Arthur: Baked to Perfection
You might think flour is boring, but at King Arthur Flour, 
employees love the stuff! Founded the year after George 
Washington was elected president, the company has grown 
slowly from five employees in 1790 to more than 300 today. 
What makes these employees so passionate about flour? They 
own the business. King Arthur Flour is 100 percent employee 
owned.

The company practices an open-book form of manage-
ment in which employee-owners are provided access to finan-
cial information. Employees are openly encouraged to provide 
input. For instance, when King Arthur Flour experienced a diffi-
cult month due to rising flour prices and supplier cancellations, 
employees were informed about the situation and asked to col-
laborate on how to address it. Together, the employees came 
up with plans to help the company bounce back.

In 1990, King Arthur was essentially a mail order business. 
Today it sells to bakeries and grocery stores, runs a retail 
store in Vermont, and excels in public relations and market-
ing. Employees throughout the business are honored as valu-
able members of a team. All employees are offered baking/

cooking workshops, free products, and store discounts. The 
company has won awards based on its structure: number four 
on Best Places to Work in Vermont in the large employer 
category and part of The Wall Street Journal’s Top Small 
Workplaces.

By owning the business, employees are motivated to pro-
duce premium products and provide excellent service. If an 
employee has a suggestion for an improved product or process, 
he or she is encouraged to share it with management. King 
Arthur Flour is a place where those who love cooking, bak-
ing, and sustainability can come together in partnership to run 
their own company.7

Critical Thinking Questions
 1. What are some ways that King Arthur Flour motivates 

employees?
 2. Why do you think making the company 100 percent employee 

owned encourages employees to ensure King Arthur Flour is 
successful?

 3. How does King Arthur’s participative culture allow the 
company to handle challenging situations and develop 
innovative new products or processes?
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Like most managers of the early 20th century, Taylor 
believed that satisfactory pay and job security would motivate 
employees to work hard. However, later studies showed that 
other factors are also important in motivating workers.

The Hawthorne Studies
Elton Mayo and a team of researchers from Harvard 
University wanted to determine what physical conditions in 
the  workplace—such as light and noise levels—would stim-
ulate employees to be most productive. From 1924 to 1932, 
they studied a group of workers at the Hawthorne Works Plant 
of the Western Electric Company and measured their produc-
tivity under various physical conditions.

What the researchers discovered was quite unexpected 
and very puzzling: Productivity increased regardless of the 
physical conditions. This phenomenon has been labeled 
the Hawthorne effect. When questioned about their behav-
ior, the employees expressed satisfaction because their 
 co-workers in the experiments were friendly and, more 
importantly, because their supervisors had asked for their 
help and cooperation in the study. In other words, they were 
responding to the attention they received, not the changing 
physical work conditions. The researchers concluded that 
social and psychological factors could significantly affect 
productivity and morale. The United Services Automobile 
Association (USAA) has a built-in psychological factor that 
influences employee morale. The work of the financial ser-
vices company serves military and veteran families, which 

enlivens employees. This shows how important it is for employees to feel like their 
work matters.

The Hawthorne experiments marked the beginning of a concern for human rela-
tions in the workplace. They revealed that human factors do influence workers’ 
behavior and that managers who understand the needs, beliefs, and expectations of 
people have the greatest success in motivating their workers.

Theories of Employee Motivation
The research of Taylor, Mayo, and many others has led to the development of a num-
ber of theories that attempt to describe what motivates employees to perform. In this 
section, we discuss some of the most important of these theories. The successful 
implementation of ideas based on these theories will vary, of course, depending on 
the company, its management, and its employees. It should be noted, too, that what 
worked in the past may no longer work today. Good managers must have the ability to 
adapt their ideas to an ever-changing, diverse group of employees.

Maslow’s Hierarchy of Needs
Psychologist Abraham Maslow theorized that people have five basic needs: physi-
ological, security, social, esteem, and self-actualization. Maslow’s hierarchy arranges 
these needs into the order in which people strive to satisfy them (Figure 9.2).

Maslow’s hierarchy
a theory that arranges the 
five basic needs of people— 
physiological, security, 
social, esteem, and self-
actualization—into the order 
in which people strive to 
satisfy them.

Compare and contrast the 
human relations theories of 
Abraham Maslow and Frederick 
Herzberg.

LO 9-3

Some companies let people bring their pets to work as 
an added incentive to make the workplace feel more 
friendly.

©Image Source Plus/Alamy Stock Photo
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Physiological needs, the most basic and first needs to be satisfied, are the essentials 
for living—water, food, shelter, and clothing. According to Maslow, humans devote all 
their efforts to satisfying physiological needs until they are met. Only when these needs 
are met can people focus their attention on satisfying the next level of needs—security.

Security needs relate to protecting yourself from physical and economic harm. 
Actions that may be taken to achieve security include reporting a dangerous workplace 
condition to management, maintaining safety equipment, and purchasing insurance 
with income protection in the event you become unable to work. Once security needs 
have been satisfied, people may strive for social goals.

Social needs are the need for love, companionship, and friendship—the desire for 
acceptance by others. To fulfill social needs, a person may try many things: making 
friends with a co-worker, joining a group, volunteering at a hospital, throwing a party, 
and so on. Once their social needs have been satisfied, people attempt to satisfy their 
need for esteem.

Esteem needs relate to respect—both self-respect and respect from others. One 
aspect of esteem needs is competition—the need to feel that you can do something 
better than anyone else. Competition often motivates people to increase their pro-
ductivity. Esteem needs are not as easily satisfied as the needs at lower levels in 

physiological needs
the most basic human needs 
to be satisfied—water, food, 
shelter, and clothing.

security needs
the need to protect oneself 
from physical and economic 
harm.

social needs
the need for love, 
companionship, and 
friendship—the desire for 
acceptance by others.

FIGURE 9.2
Maslow’s Hierarchy of 
Needs
Source: Adapted from Abraham 
H. Maslow, “A Theory of Human 
Motivation,” Psychology Review 
50 (1943), pp. 370–396. American 
Psychology Association.

Self-
Actualization

Needs

Esteem Needs

Social Needs

Security Needs

Physiological Needs

esteem needs
the need for respect—both 
self-respect and respect from 
others.
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Maslow’s hierarchy because they do not always provide tangible evidence of success. 
However, these needs can be realized through rewards and increased involvement 
in organizational activities. Until esteem needs are met, people focus their attention 
on achieving respect. When they feel they have achieved some measure of respect, 
 self-actualization becomes the major goal of life.

Self-actualization needs, at the top of Maslow’s hierarchy, mean being the best 
you can be. Self-actualization involves maximizing your potential. A self-actualized 
person feels that she or he is living life to its fullest in every way. For J.K. Rowling, 
self-actualization might mean being praised as one of the best fiction writers in the 
world; for actress Viola Davis, it might mean winning an Oscar.

Maslow’s theory maintains that the more basic needs at the bottom of the hierar-
chy must be satisfied before higher-level goals can be pursued. Thus, people who are 
hungry and homeless are not concerned with obtaining respect from their colleagues. 
Only when physiological, security, and social needs have been more or less satisfied 
do people seek esteem. Maslow’s theory also suggests that if a low-level need is sud-
denly reactivated, the individual will try to satisfy that need rather than higher-level 
needs. Many laid-off workers probably shift their focus from high-level esteem needs 
to the need for security. Managers should learn from Maslow’s hierarchy that employ-
ees will be motivated to contribute to organizational goals only if they are able to first 
satisfy their physiological, security, and social needs through their work.

Herzberg’s Two-Factor Theory
In the 1950s, psychologist Frederick Herzberg  proposed a theory of motivation that 
focuses on the job and on the environment where work is done. Herzberg studied vari-
ous factors relating to the job and their relation to employee motivation and concluded 
that they can be divided into hygiene factors and motivational factors (Table 9.2).9

Hygiene factors, which relate to the work setting and not to the content of the 
work, include adequate wages, comfortable and safe working conditions, fair com-
pany policies, and job security. These factors do not necessarily motivate employees 
to excel, but their absence may be a potential source of dissatisfaction and high turn-
over. Employee safety and comfort are clearly hygiene factors.

Many people feel that a good salary is one of the most important job factors, 
even more important than job security and the chance to use one’s mind and abili-
ties. Salary and security, two of the hygiene factors identified by Herzberg, make it 
possible for employees to satisfy the physiological and security needs identified by 
Maslow. However, the presence of hygiene factors is unlikely to motivate employees 
to work harder. For example, many people do not feel motivated to pursue a career as 

self-actualization needs
the need to be the best 
one can be; at the top of 
Maslow’s hierarchy.

hygiene factors
aspects of Herzberg’s theory 
of motivation that focus on 
the work setting and not the 
content of the work; these 
aspects include adequate 
wages, comfortable and 
safe working conditions, fair 
company policies, and job 
security.

Hygiene Factors Motivational Factors

Company policies Achievement

Supervision Recognition

Working conditions Work itself

Relationships with peers, supervisors, and subordinates Responsibility

Salary Advancement

Security Personal growth

TABLE 9.2
Herzberg’s Hygiene and 
Motivational Factors
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a gastroenterologist (doctors who specialize in the 
digestive system). The median annual salary of the 
job is more than $350,000; however, patients do not 
look forward to the visits and the process is fairly 
routine.10

Motivational factors, which relate to the content 
of the work itself, include achievement, recogni-
tion, involvement, responsibility, and advancement. 
The absence of motivational factors may not result 
in dissatisfaction, but their presence is likely to 
motivate employees to excel. Many companies are 
beginning to employ methods to give employees 
more responsibility and control and to involve them 
more in their work, which serves to motivate them to 
higher levels of productivity and quality. Hotels are 
adopting more employee-centric processes in order 
to better their offerings. Service businesses, such as 
hotels and airlines, recognize the benefit of happy 
employees—they are not only 12 percent more productive, but they work to generate 
happy customers. Many companies who value employee happiness consider the fol-
lowing benefits, where possible: implementing flexible hours and the ability to work 
from home (the average commute is over 25 minutes), making the office “pet friendly,” 
maintaining a break room with recreational items (ping pong, video games, etc.), and 
celebrating successes and special occasions.11

Herzberg’s motivational factors and Maslow’s esteem and self-actualization needs 
are similar. Workers’ low-level needs (physiological and security) have largely been 
satisfied by minimum-wage laws and occupational-safety standards set by various 
government agencies and are therefore not motivators. Consequently, to improve 
productivity, management should focus on satisfying workers’ higher-level needs 
(motivational factors) by providing opportunities for achievement, involvement, and 
advancement and by recognizing good performance.

McGregor’s Theory X and Theory Y
In The Human Side of Enterprise, Douglas McGregor related Maslow’s ideas about 
personal needs to management. McGregor contrasted two views of management—the 
traditional view, which he called Theory X, and a humanistic view, which he called 
Theory Y.

According to McGregor, managers adopting Theory X assume that workers gener-
ally dislike work and must be forced to do their jobs. They believe that the following 
statements are true of workers:

 1. The average person naturally dislikes work and will avoid it when possible.
 2. Most workers must be coerced, controlled, directed, or threatened with punish-

ment to get them to work toward the achievement of organizational objectives.
 3. The average worker prefers to be directed and to avoid responsibility, has rela-

tively little ambition, and wants security.12

Managers who subscribe to the Theory X view maintain tight control over workers, 
provide almost constant supervision, try to motivate through fear, and make decisions in 
an autocratic fashion, eliciting little or no input from their subordinates. The Theory X 

motivational factors
aspects of Herzberg’s theory 
of motivation that focus 
on the content of the work 
itself; these aspects include 
achievement, recognition, 
involvement, responsibility, 
and advancement.

Theory X
McGregor’s traditional view 
of management whereby 
it is assumed that workers 
generally dislike work and 
must be forced to do their 
jobs.

Google’s employee-friendly offices feature elements like basketball 
courts, pinball machines, and photo booths to foster creativity and 
make work more enjoyable.

©Daniel Brenner/Bloomberg via Getty Images

Investigate various theories of 
motivation, including Theories 
X, Y, and Z; equity theory; 
expectancy theory; and goal-
setting theory.

LO 9-4
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style of management focuses on physiological and security needs and virtually ignores 
the higher needs discussed by Maslow. Computer Science Corporation seemed to adopt 
the Theory X perspective when it initiated an employee ranking system that ranked 40 
percent of employees as below expectations. Employees felt that the system was unfair 
and the company did not have a good work/life balance. The outcry was so intense that 
Computer Science Corporation eventually relaxed some of its ratings criteria.13

The Theory X view of management does not take into account people’s needs 
for companionship, esteem, and personal growth, whereas Theory Y, the contrast-
ing view of management, does. Managers subscribing to the Theory Y view assume 
that workers like to work and that under proper conditions employees will seek out 
responsibility in an attempt to satisfy their social, esteem, and self-actualization 
needs. McGregor describes the assumptions behind Theory Y in the following way:

 1. The expenditure of physical and mental effort in work is as natural as play or rest.
 2. People will exercise self-direction and self-control to achieve objectives to 

which they are committed.
 3. People will commit to objectives when they realize that the achievement of 

those goals will bring them personal reward.
 4. The average person will accept and seek responsibility.
 5. Imagination, ingenuity, and creativity can help solve organizational problems, 

but most organizations do not make adequate use of these characteristics in 
their employees.

 6. Organizations today do not make full use of workers’ intellectual potential.14

Obviously, managers subscribing to the Theory Y philosophy have a management 
style very different from managers subscribing to the Theory X philosophy. Theory 
Y managers maintain less control and supervision; do not use fear as the primary 
motivator; and are more democratic in decision making, allowing subordinates to par-
ticipate in the process. Theory Y managers address the high-level needs in Maslow’s 
hierarchy as well as physiological and security needs. For example, H&R Block is 
empowering its employees to have “extra help” in interpreting the 74,000 pages of 
tax code. Employees can use IBM’s Watson to assist them in analyzing returns and 
maximizing customer refunds. This empowerment gives employees the ability to 
offer more personalized service and improve customer satisfaction in return.15 Today, 
Theory Y enjoys widespread support and may have displaced Theory X.

Theory Z
Theory Z is a management philosophy that stresses employee participation in all aspects 
of company decision making. It was first described by William Ouchi in his book, 
Theory Z—How American Business Can Meet the Japanese Challenge.16 Theory Z 
incorporates many elements associated with the Japanese approach to management, 
such as trust and intimacy, but Japanese ideas have been adapted for use in the United 
States. In a Theory Z organization, managers and workers share responsibilities; the 
management style is participative; and employment is long term and, often, lifelong. 
Japan has faced a significant period of slowing economic progress and competition 
from China and other Asian nations. This has led to experts questioning Theory Z, 
particularly at firms such as Sony and Toyota. On the other hand, Theory Z results in 
employees feeling organizational ownership. Research has found that such feelings of 
ownership may produce positive attitudinal and behavioral effects for employees.17 

Theory Y
McGregor’s humanistic view 
of management whereby 
it is assumed that workers 
like to work and that under 
proper conditions employees 
will seek out responsibility 
in an attempt to satisfy their 
social, esteem, and self-
actualization needs.

Theory Z
a management philosophy 
that stresses employee 
participation in all aspects of 
company decision making.
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In a Theory Y organization, managers focus on assumptions about the nature of the 
worker. The two theories can be seen as complementary. Table 9.3 compares Theory 
X, Theory Y, and Theory Z.

Equity Theory
According to equity theory, how much people are willing to contribute to an orga-
nization depends on their assessment of the fairness, or equity, of the rewards they 
will receive in exchange. In a fair situation, a person receives rewards proportional 

equity theory
an assumption that how 
much people are willing to 
contribute to an organization 
depends on their assessment 
of the fairness, or equity, of 
the rewards they will receive 
in exchange.

Theory X Theory Y Theory Z

Countries that use  
this style

China United States Japan

Philosophy Tight control over workers Assume workers will seek out  
responsibility and satisfy social needs

Employee participation in all  
aspects of company decision making

Job description Considerable specialization Less control and supervision; address  
higher levels of Maslow’s hierarchy

Trust and intimacy with workers  
sharing responsibilities

Control Tight control Commitment to objectives with  
self-direction

Relaxed but required expectations

Worker welfare Limited concern Democratic Commitment to worker’s total lives

Responsibility Managerial Collaborative Participative

TABLE 9.3 Comparisons of Theories X, Y, and Z

Entrepreneurship in Action

Namasté Solar Embraces Employee 
Democracy Model of Management
Namasté Solar
Founders: Blake Jones, Wes Kennedy, and Ray Tuomey
Founded: 2005, in Boulder, Colorado
Success: Namasté Solar has motivated employees to help the 
company achieve more than $20 million in annual revenues 
and maintain a 50 percent compound annual growth rate.

At Namasté Solar, CEO Blake Jones’s ideas can easily be 
shot down by employees. And this is the way he designed it. 
Jones became disillusioned with power inequality in business. 
So when he got together with his co-founders to construct a 
solar energy technology firm, Jones wanted to adopt a model 
in which employees and managers were equal.

To make this into a reality, Namasté Solar gives employ-
ees the right to purchase stock in the company, has an equal 
pay scale for all employees, allows six-week paid vaca-
tions, and embraces what it calls FOH—frank, open, honest 

communication—to encourage collaboration and discourage 
gossip. Each employee at Namasté Solar is eligible to purchase 
one share of voting stock after a 12-month candidacy period, 
with common stock only available for employees (nonvoting 
preferred stock has been offered to external investors). Its flat 
structure means that decisions are usually arrived at through 
employee consensus. Although board members tackle some 
major decisions, employees elect the board members for one- 
to two-year terms. At Namasté Solar, employees truly have a 
voice in all business operations.18

Critical Thinking Questions:
 1. How have employee satisfaction and accountability con-

tributed to the success of Namasté Solar?
 2. According to Herzberg’s theory, is giving employees the 

ability to purchase stock a hygiene factor or a motivation 
factor? Why?

 3. How does Namasté Solar use employee empowerment to 
encourage motivation?
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to the contribution he or she makes to the organization. However, in practice, equity 
is a subjective notion. Each worker regularly develops a personal input-output ratio 
by taking stock of his or her contribution (inputs) to the organization in time, effort, 
skills, and experience and assessing the rewards (outputs) offered by the organization 
in pay, benefits, recognition, and promotions. The worker compares his or her ratio to 
the input-output ratio of some other person’s “comparison other,” who may be a co-
worker, a friend working in another organization, or an “average” of several people 
working in the organization. If the two ratios are close, the individual will feel that he 
or she is being treated equitably.

Let’s say you have a high-school education and earn $25,000 a year. When you 
compare your input-output ratio with that of a co-worker who has a college degree and 
makes $35,000 a year, you will probably feel that you are being paid fairly. However, 
if you perceive that your personal input-output ratio is lower than that of your college-
educated co-worker, you may feel that you are being treated unfairly and be motivated 
to seek change. Or if you learn that your co-worker who makes $35,000 has only a 
high-school diploma, you may feel cheated by your employer. To achieve equity, you 
could try to increase your outputs by asking for a raise or promotion. You could also 
try to have your co-worker’s inputs increased or his or her outputs decreased. Failing 
to achieve equity, you may be motivated to look for a job at a different company.

Equity theory might explain why many consumers are upset about CEO compen-
sation. Although the job of the CEO can be incredibly stressful, the fact that they take 
home millions in compensation, bonuses, and stock options has been questioned. The 
high unemployment rate coupled with the misconduct that occurred at some large 
corporations prior to the recession contributed largely to consumer frustration with 
executive compensation packages. To counter this perception of pay inequality, sev-
eral corporations have now begun to tie CEO compensation with company perfor-
mance. If the company performs poorly for the year, then firms such as Goldman 
Sachs will cut bonuses and other compensation.19 While lower compensation rates 
might appease the general public, some companies are worried that lower pay might 
deter talented individuals from wanting to assume the position of CEO at their firms.

Because almost all the issues involved in equity 
theory are subjective, they can be problematic. 
Author David Callahan has argued that feelings 
of inequity may underlie some unethical or ille-
gal behavior in business.20 The National Retail 
Federation reports that shoplifting and employee 
theft was approximately 1.44 percent of retail sales 
or nearly $49 billion a year. Some employees may 
take company resources to restore what they perceive 
to be an inequity (inadequate pay, working hours, 
or other deficient benefits).21 The FBI notes that 
employee theft is one of the fastest-growing crimes in 
the United States.22 Callahan believes that employees 
who do not feel they are being treated equitably may 
be motivated to equalize the situation by lying, cheat-
ing, or otherwise “improving” their pay, perhaps by 
stealing.23 Managers should try to avoid equity prob-
lems by ensuring that rewards are distributed on the 
basis of performance and that all employees clearly 
understand the basis for their pay and benefits.

Managers should be transparent with employees about opportunities 
for advancement. According to expectancy theory, your motivation 
depends not only on how much you want something, but also on how 
likely you are to get it.

©Monkey Business Images/Shutterstock 
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Expectancy Theory
Psychologist Victor Vroom described expectancy theory, which states that motivation 
depends not only on how much a person wants something, but also on the person’s 
perception of how likely he or she is to get it. A person who wants something and has 
reason to be optimistic will be strongly motivated. For example, say you really want a 
promotion. And let’s say because you have taken some night classes to improve your 
skills, and moreover, have just made a large, significant sale, you feel confident that 
you are qualified and able to handle the new position. Therefore, you are motivated to 
try to get the promotion. In contrast, if you do not believe you are likely to get what 
you want, you may not be motivated to try to get it, even though you really want it.

Goal-Setting Theory
Goal-setting theory refers to the impact that setting goals has on performance. 
According to this philosophy, goals act as motivators to focus employee efforts on 
achieving certain performance outcomes. Setting goals can positively affect per-
formance because goals help employees direct their efforts and attention toward 
the outcome, mobilize their efforts, develop consistent behavior patterns, and cre-
ate strategies to obtain desired outcomes.24 When Cinnabon introduced two new hot 
chocolates, Ghirardelli and Cinnamon Roll, it had specific goals for sales. To support 
these sales goals and generate awareness of the new drinks, the company might have 
employees at the counter suggest these new options or offer other forms of promo-
tional support.

In 1954, Peter Drucker introduced the term management by objectives (MBO) 
that has since become important to goal-setting theory. MBO refers to the need to 
develop goals that both managers and employees can understand and agree upon.25 
This requires managers to work with employees to set personal objectives that will 
be used to further organizational objectives. By linking managerial objectives with 
personal objectives, employees often feel a greater sense of commitment toward 
achieving organizational goals. Hewlett-Packard was an early adopter of MBO as a 
management style.26

Strategies for Motivating 
Employees
Based on the various theories that attempt to 
explain what motivates employees, businesses 
have developed several strategies for motivating 
their employees and boosting morale and produc-
tivity. Some of these techniques include behavior 
modification and job design, as well as the already 
described employee involvement programs and 
work teams.

Behavior Modification
Behavior modification involves changing behavior 
and encouraging appropriate actions by relating 
the consequences of behavior to the behavior itself. 
Behavior modification is the most widely discussed 

expectancy theory
the assumption that 
motivation depends not only 
on how much a person wants 
something but also on how 
likely he or she is to get it.

goal-setting theory
refers to the impact that 
setting goals has on 
performance.

behavior modification
changing behavior and 
encouraging appropriate 
actions by relating the 
consequences of behavior to 
the behavior itself.

Setting goals can have a positive impact on employee performance.

©Zoonar GmbH/Alamy Stock Photo

Describe some of the strategies 
that managers use to motivate 
employees.

LO 9-5
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application of reinforcement theory, the theory that 
behavior can be strengthened or weakened through 
the use of rewards and punishments. The concept 
of behavior modification was developed by psy-
chologist B. F. Skinner. Skinner found that behav-
ior that is rewarded will tend to be repeated, while 
behavior that is punished will tend to be eliminated. 
For example, employees who know that they will 
receive a bonus such as an expensive restaurant 
meal for making a sale over $2,000 may be more 
motivated to make sales. Workers who know they 
will be punished for being tardy are likely to make 
a greater effort to get to work on time.

However, the two strategies may not be equally 
effective. Punishing unacceptable behavior may 
provide quick results but may lead to undesirable 
long-term side effects, such as employee dissatis-

faction and increased turnover. In general, rewarding appropriate behavior is a more 
effective way to modify behavior.

Job Design
Herzberg identified the job itself as a motivational factor. Managers have several strate-
gies that they can use to design jobs to help improve employee motivation. These include 
job rotation, job enlargement, job enrichment, and flexible scheduling strategies.

Job Rotation. Job rotation allows employees to move from one job to another in an 
effort to relieve the boredom that is often associated with job specialization. Businesses 
often turn to specialization in hopes of increasing productivity, but there is a negative 
side effect to this type of job design: Employees become bored and dissatisfied, and 
productivity declines. Job rotation reduces this boredom by allowing workers to under-
take a greater variety of tasks and by giving them the opportunity to learn new skills. 
With job rotation, an employee spends a specified amount of time performing one job 
and then moves on to another, different job. The worker eventually returns to the initial 
job and begins the cycle again. Table 9.4 offers additional benefits of job rotation.

Job rotation is a good idea, but it has one major drawback. Because employees may 
eventually become bored with all the jobs in the cycle, job rotation does not totally 

reinforcement theory
the theory that behavior can 
be strengthened or weakened 
through the use of rewards 
and punishments.

job rotation
movement of employees from 
one job to another in an 
effort to relieve the boredom 
often associated with job 
specialization.

PricewaterhouseCoopers promotes job rotation to allow employees to 
learn new skills.

©ricochet64/Shutterstock

1. Exposure to a diversity of viewpoints

2. Motivating ongoing lifelong learning

3. Preparing for promotion and leadership roles

4. Building specific skills and abilities

5. Supporting recruitment efforts

6. Boosting overall productivity

7. Retaining employees

TABLE 9.4
Benefits of Job Rotation

Source: Tim Hird, “The Lasting Benefits of Job Rotation,” Treasury & Risk, January 24, 2017, https://www.treasuryandrisk.com/sites/
treasuryandrisk/2017/01/24/the-lasting-benefits-of-job-rotation/ (accessed April 30, 2018).
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eliminate the problem of boredom. Job rotation is extremely useful, however, in situa-
tions where a person is being trained for a position that requires an understanding of vari-
ous units in an organization. Many businesses and departments understand the benefits 
of job rotation. Roughly 44 percent of CFOs said their companies promote job rotation. 
Finance employees can end up in accounting operations, finance, internal audit, com-
pliance, and tax—and can benefit from the diverse exposure and experience.27 Many 
executive training programs require trainees to spend time learning a variety of special-
ized jobs. Job rotation is also used to cross-train today’s self-directed work teams.

Job Enlargement. Job enlargement adds more tasks to a job instead of treating 
each task as separate. Like job rotation, job enlargement was developed to overcome 
the boredom associated with specialization. The rationale behind this strategy is that 
jobs are more satisfying as the number of tasks performed by an individual increases. 
Employees sometimes enlarge, or craft, their jobs by noticing what needs to be done 
and then changing tasks and relationship boundaries to adjust. Individual orienta-
tion and motivation shape opportunities to craft new jobs and job relationships. Job 
enlargement strategies have been more successful in increasing job satisfaction than 
have job rotation strategies. IBM, AT&T, and Maytag are among the many companies 
that have used job enlargement to motivate employees.

Job Enrichment. Job enrichment incorporates motivational factors such as 
opportunity for achievement, recognition, responsibility, and advancement into a job. 
It gives workers not only more tasks within the job, but more control and authority 
over the job. Job enrichment programs enhance a worker’s feeling of responsibility 
and provide opportunities for growth and advancement when the worker is able to 
take on the more challenging tasks. Hyatt Hotels Corporation and Clif Bar use job 
enrichment to improve the quality of work life for their employees. The potential 
benefits of job enrichment are great, but it requires careful planning and execution.

Flexible Scheduling Strategies. Many U.S. workers work a traditional 40-hour 
workweek consisting of five 8-hour days with fixed starting and ending times. Facing 
problems of poor morale and high absenteeism as well as a diverse workforce with 
changing needs, many managers have turned to flexible scheduling strategies such as 
flextime, compressed workweeks, job sharing, part-time work, and telecommuting.

Flextime is a program that allows employees to choose their starting and ending 
times, as long as they are at work during a specified core period (Figure 9.3). FlexJobs 
defines flexible jobs as those that are professional, have a flexible schedule, include 

job enlargement
the addition of more tasks to 
a job instead of treating each 
task as separate.

job enrichment
the incorporation of 
motivational factors, such as 
opportunity for achievement, 
recognition, responsibility, 
and advancement, into a job.

flextime
a program that allows 
employees to choose their 
starting and ending times, 
provided that they are at 
work during a specified core 
period.

FIGURE 9.3
Flextime, Showing Core 
and Flexible Hours
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a telecommuting component, and are part-time or freelance.29 It does not reduce the 
total number of hours that employees work; instead, it gives employees more flexibil-
ity in choosing which hours they work. A firm may specify that employees must be 
present from 10:00 a.m. to 3:00 p.m. One employee may choose to come in at 7:00 
a.m. and leave at the end of the core time, perhaps to attend classes at a nearby col-
lege after work. Another employee, a mother who lives in the suburbs, may come in at 
9:00 a.m. in order to have time to drop off her children at a day care center and com-
mute by public transportation to her job. Flextime provides many benefits, including 
improved ability to recruit and retain workers who wish to balance work and home life. 
Customers can be better served by allowing customer service over longer hours, work-
stations and facilities can be better utilized by staggering employee use, and rush hour 
traffic may be reduced. In addition, flexible schedules have been associated with an 
increase in job satisfaction on the part of employees. More flexible schedules are asso-
ciated with higher job satisfaction, less burnout, and better work-to-family balance.30

Related to flextime are the scheduling strategies of the compressed workweek and 
job sharing. The compressed workweek is a four-day (or shorter) period in which an 
employee works 40 hours. Under such a plan, employees typically work 10 hours per 
day for four days and have a three-day weekend. The compressed workweek reduces the 
company’s operating expenses because its actual hours of operation are reduced. It is 
also sometimes used by parents who want to have more days off to spend with their fami-
lies. Millennials and Generation Z are groups of employees who value flexibility in their 
work schedules. Industries and companies that are the largest flextime employers include 
medical and health (Kaiser Permanente), education and training (Kaplan), computer and 
IT (VMWare), administrative (Kelly Services), sales (SAP, AT&T), customer services 
(Williams & Sonoma), and accounting and finance (PricewaterhouseCoopers).31

Job sharing occurs when two people do one job. One person may work from  
8:00 a.m. to 12:30 p.m.; the second person comes in at 12:30 p.m. and works  

compressed workweek
a four-day (or shorter) period 
during which an employee 
works 40 hours.

job sharing
performance of one full-time 
job by two people on   part-
time hours.

Going Green

Patagonia Attracts and Empowers 
Passionate Employees
What type of organization lets employees take off during the 
day to go surfing? The answer is Patagonia, an outdoor cloth-
ing and gear company. When founder Yvon Chouinard first 
developed the company, he was not interested in pursuing 
profits as the firm’s main goal. Instead, he wanted to improve 
the planet. New employees are hired based in large part on 
their passion for the firm’s goals.

Chouinard decided that the company would produce only 
products of the highest quality manufactured in the most respon-
sible way. He selected the following mission statement: “Build the 
best product, cause no unnecessary harm, use business to inspire 
and implement solutions to the environmental crisis.” Patagonia 
ensures employees understand and support these values, using a 
mix of in-person training, video training, and online instruction 
to help employees learn about company expectations.

Patagonia creates excitement for the company’s mis-
sion with a fun, informal work environment for employees. It 

instituted a flextime policy that allows employees to go surf-
ing during the day. Solar panels, Tibetan prayer flags, and 
sheds full of rescued or recuperating owls and hawks are all 
a part of corporate headquarters. Patagonia also developed 
an internship program that enables employees to leave the 
company for two months to volunteer at the environmental 
organization of their choice. At Patagonia, employees are 
viewed as important partners toward advancing environmen-
tal preservation.28

Critical Thinking Questions
 1. How does Patagonia use training and a fun, informal 

work environment to encourage employees to support 
Patagonia’s mission?

 2. Why do you think Yvon Chouinard decided to make his 
company so focused on employee satisfaction?

 3. Do you think that an informal work environment that  
provides employees freedom to take off during the day 
will be harmful or helpful in the long run? Why?
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until 5:00 p.m. Job sharing gives both people the 
opportunity to work as well as time to fulfill other 
obligations, such as parenting or school. With job 
sharing, the company has the benefit of the skills 
of two people for one job, often at a lower total cost 
for salaries and benefits than one person working 
eight hours a day would be paid.

Two other flexible scheduling strategies attain-
ing wider use include allowing full-time workers 
to work part-time for a certain period and allow-
ing workers to work at home either full- or part-
time. Employees at some firms may be permitted 
to work part-time for several months in order to 
care for a new baby or an elderly parent or just 
to slow down for a little while to “recharge their 
batteries.” When the employees return to full-time 
work, they are usually given a position compara-
ble to their original full-time position. Other firms 
are allowing employees to telecommute or telework (work at home a few days of the 
week), staying connected via computers and telephones. Most telecommuters tend 
to combine going into the office with working from home. At Dell, for instance, 
an estimated 25 percent of the workforce work from home either full-time or a few 
days a week.32

Although many employees ask for the option of working at home to ease the 
responsibilities of caring for family members, some have discovered that they are 
more productive at home without the distractions of the workplace. Workers like tele-
commuting because they can improve their overall productivity through a variety of 
means, besides just saving on driving time. They do not have office distractions such 
as people coming into their workspace to talk and office politics to detract from their 
productivity.33 Other employees, however, have discovered that they are not suited 
for working at home. For telecommuting to work, it must be a feasible alternative 
and must not create significant costs for the company.34 Work-at-home programs can 
also help reduce overhead costs for businesses. For example, some companies used 
to maintain a surplus of office space but have reduced the surplus through employee 
telecommuting, “hoteling” (being assigned to a desk through a reservation system), 
and “hot-desking” (several people using the same desk but at different times).

Companies are turning to flexible work schedules to provide more options to 
employees who are trying to juggle their work duties with other responsibilities and 
needs. Preliminary results indicate that flexible scheduling plans increase job satis-
faction, which, in turn, leads to increases in productivity. Some recent research, how-
ever, has indicated there are potential problems with telecommuting. Some managers 
are reluctant to adopt the practice because the pace of change in today’s workplace 
is faster than ever, and telecommuters may be left behind or actually cause managers 
more work in helping them stay abreast of changes. Some employers also worry that 
telecommuting workers create a security risk by creating more opportunities for com-
puter hackers or equipment thieves. Some employees have found that working outside 
the office may hurt career advancement opportunities, and some report that instead 
of helping them balance work and family responsibilities, telecommuting increases 
the strain by blurring the barriers between the office and home. Co-workers call at all 
hours, and telecommuters are apt to continue to work when they are not supposed to 
(after regular business hours or during vacation time).

Working remotely is becoming increasingly common. Telecommuting, 
job sharing, and flextime can be beneficial for employees who cannot 
work normal work hours.

©nd3000/Shutterstock 
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Importance of Motivational Strategies
Motivation is more than a tool that managers can 
use to foster employee loyalty and boost productiv-
ity. It is a process that affects all the relationships 
within an organization and influences many areas 
such as pay, promotion, job design, training oppor-
tunities, and reporting relationships. Employees are 
motivated by the nature of the relationships they 
have with their supervisors, by the nature of their 
jobs, and by characteristics of the organization. 
Table 9.5 shows companies with excellent motiva-
tional strategies, along with the types of strategies 
they use to motivate employees. Even the economic 
environment can change an employee’s motivation. 
In a slow growth or recession economy, sales can 
flatten or decrease and morale can drop because of 
the need to cut jobs. The firm may have to work 

harder to keep good employees and to motivate all employees to work to overcome 
obstacles. In good economic times, employees may be more demanding and be on the 
lookout for better opportunities. New rewards or incentives may help motivate work-
ers in such economies. Motivation tools, then, must be varied as well. Managers can 
further nurture motivation by being honest, supportive, empathic, accessible, fair, and 
open. Motivating employees to increase satisfaction and productivity is an important 
concern for organizations seeking to remain competitive in the global marketplace.

Businesses have come up with different ways to motivate employees, 
including rewards such as trophies and plaques to show the company’s 
appreciation.

©Caiaimage/Paul Bradbury/Getty Images

Company Motivational Strategies

3M Gives employees 15–20 percent of their time to pursue own projects

Google
Perks include a massage every other week, free gourmet lunches, tuition reimbursement, a volleyball 
court, and time to work on own projects

Whole Foods
Employees receive 20 percent discounts on company products, the opportunity to gain stock options, 
and the ability to make major decisions in small teams

Patagonia
Provides areas for yoga and aerobics, in-house child care services, organic food in its café, and 
opportunities to go surfing during the day

The Container Store Provides more than 260 hours of employee training and hosts “We Love Our Employees” Day

Southwest Airlines
Gives employees permission to interact with passengers as they see fit, provides free or discounted 
flights, and hosts the “Adopt-a-Pilot” program to connect pilots with students across the nation

Nike
Offers tuition assistance, product discounts, onsite fitness centers, and the ability for employees to 
give insights on how to improve the firm

Apple Creates a fast-paced, innovative work environment where employees are encouraged to debate ideas

Marriott International
Offers discounts at hotels across the world as well as free hotel stays and travel opportunities for 
employees with exceptional service

Zappos
Creates a fun, zany work environment for employees and empowers them to take as much time as 
needed to answer customer concerns

TABLE 9.5
Companies with Excellent Motivational Strategies
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If you are good at mediation, smoothing conflict, and have 
a good understanding of motivation and human relations 
theories, then you might be a good leader, human resource 
manager, or training expert. Most organizations, especially as 
they grow, will need to implement human relations programs. 
These are necessary to teach employees about sensitivity to 
other cultures, religions, and beliefs, as well as for teaching 
the workforce about the organization so that they understand 
how they fit in the larger picture. Employees need to appreci-
ate the benefits of working together to make the firm run 
smoothly, and they also need to understand how their con-
tributions help the firm. To stay motivated, most employees 
need to feel like what they do each day contributes some-
thing of value to the firm. Disclosing information and includ-
ing employees in decision-making processes will also help 
employees feel valuable and wanted within the firm.

There are many different ways employers can reward and 
encourage employees. However, employers must be careful 
when considering what kinds of incentives to use. Different 
cultures value different kinds of incentives more highly than 
others. For example, a Japanese worker would probably not 
like it if she were singled out from the group and given a 
large cash bonus as a reward for her work. Japanese work-
ers tend to be more group oriented, and therefore, anything 
that singles out individuals would not be an effective way of 
rewarding and motivating. American workers, on the other 
hand, are very individualistic, and a raise and public praise 
might be more effective. However, what might motivate a 
younger employee (bonuses, raises, and perks) may not be 
the same as what motivates a more seasoned, experienced, 
and financially successful employee (recognition, opportunity 

for greater influence, and increased training). Motivation is 
not an easy thing to understand, especially as firms become 
more global and more diverse.

Another important part of motivation is enjoying where 
you work and your career opportunities. Here is a list of the 
best places to do business and start careers in the United 
States, according to Forbes magazine. Chances are, workers 
who live in these places have encountered fewer frustrations 
than those placed at the bottom of the list and, therefore, 
would probably be more content with where they work.35

So You Think You May Be Good  
at Motivating a Workforce

Rank Metro Area
Job Growth  

Rank Population

1. Portland, Oregon 40 2,432,600

2. Raleigh, North Carolina 20 1,307,600

3. Seattle, Washington 32 2,944,900

4. Denver, Colorado 19 2,857,700

5. Des Moines, Iowa 69 636,000

6. Provo, Utah 1 605,400

7. Charlotte, North Carolina 21 2,479,600

8. Austin, Texas 5 2,063,500

9. Atlanta, Georgia 34 5,802,100

10. Dallas, Texas 15 4,805,300

Best Places for Businesses and Careers

Source: “The Best Places for Business and Careers,” Forbes, 2017, https://www.forbes.
com/best-places-for-business/list/ (accessed April 22, 2018).

Review Your Understanding

Explain why the study of human relations is 
important.

Human relations is the study of the behavior of individuals and 
groups in organizational settings. Its focus is what motivates 
employees to perform on the job. Human relations is important 
because businesses need to understand how to motivate their 
increasingly diverse employees to be more effective, boost 
workplace morale, and maximize employees’ productivity and 
creativity.

Summarize early studies that laid the groundwork 
for understanding employee motivation.

Time and motion studies by Frederick Taylor and others 
helped them analyze how employees perform specific work 

tasks in an effort to improve their productivity. Taylor and the 
early practitioners of the classical theory of motivation felt 
that money and job security were the primary motivators of 
employees. However, the Hawthorne studies revealed that 
human factors also influence workers’ behavior.

Compare and contrast the human relations 
theories of Abraham Maslow and Frederick 
Herzberg.

Abraham Maslow defined five basic needs of all people and 
arranged them in the order in which they must be satisfied: 
physiological, security, social, esteem, and self-actualization. 
Frederick Herzberg divided characteristics of the job into 
hygiene factors and motivational factors. Hygiene factors relate 
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to the work environment and must be present for employees 
to remain in a job. Motivational  factors—recognition, respon-
sibility, and advancement—relate to the work itself. They 
encourage employees to be productive. Herzberg’s hygiene 
factors can be compared to Maslow’s physiological and secur-
ity needs; motivational factors may include Maslow’s social, 
esteem, and self-actualization needs.

Investigate various theories of motivation, 
including Theories X, Y, and Z; equity theory; 
expectancy theory; and goal-setting theory.

Douglas McGregor contrasted two views of management: 
Theory X (traditional) suggests workers dislike work, while 
Theory Y (humanistic) suggests that workers not only like 
work but seek out responsibility to satisfy their higher 
order needs. Theory Z stresses employee participation in all 
aspects of company decision making, often through partici-
pative management programs and self-directed work teams. 
According to equity theory, how much people are willing to 
contribute to an organization depends on their assessment 
of the fairness, or equity, of the rewards they will receive in 
exchange. Expectancy theory states that motivation depends 
not only on how much a person wants something but also on 
the person’s perception of how likely he or she is to get it. 

Goal-setting theory refers to the impact that setting goals has 
on performance.

Describe some of the strategies that managers 
use to motivate employees.

Strategies for motivating workers include behavior modifica-
tion (changing behavior and encouraging appropriate actions 
by relating the consequences of behavior to the behavior 
itself) and job design. Among the job design strategies busi-
nesses use are job rotation (allowing employees to move from 
one job to another to try to relieve the boredom associated 
with job specialization), job enlargement (adding tasks to a 
job instead of treating each task as a separate job), job enrich-
ment (incorporating motivational factors into a job situation), 
and flexible scheduling strategies (flextime, compressed 
workweeks, job sharing, part-time work, and telecommuting).

Critique a business’s program for motivating its 
sales force.

Using the information presented in the chapter, you should be 
able to analyze and defend Eagle Pharmaceutical’s motiva-
tion program in the “Solve the Dilemma” feature near the end 
of this chapter, including the motivation theories the firm is 
applying to boost morale and productivity

Critical Thinking Questions

Enter the World of Business Questions

 1. According to Maslow’s hierarchy of needs, what type 
of needs do you think Facebook is meeting among its 
employees?

 2. What motivational factors used at Facebook contribute to 
employee satisfaction?

 3. Does Mark Zuckerberg take more of a Theory X or 
a Theory Y approach to his employees? Explain your 
reasoning.

Learn the Terms

behavior modification 283
classical theory of  

motivation 275
compressed workweek 286
equity theory 281
esteem needs 277
expectancy theory 283
extrinsic rewards 273
flextime 285
goal-setting theory 283

human relations 272
hygiene factors 278
intrinsic rewards 273
job enlargement 285
job enrichment 285
job rotation 284
job sharing 286
Maslow’s hierarchy 276
morale 273
motivation 272

motivational factors 279
physiological needs 277
reinforcement theory 284
security needs 277
self-actualization  

needs 278
social needs 277
Theory X 279
Theory Y 280
Theory Z 280
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Check Your Progress

 1. Why do managers need to understand the needs of their 
employees?

 2. Describe the motivation process.

 3. What was the goal of the Hawthorne studies? What was 
the outcome of those studies?

 4. Explain Maslow’s hierarchy of needs. What does it tell us 
about employee motivation?

 5. What are Herzberg’s hygiene and motivational factors? 
How can managers use them to motivate workers?

 6. Contrast the assumptions of Theory X and Theory Y. Why 
has Theory Y replaced Theory X in management today?

 7. What is Theory Z? How can businesses apply Theory Z to 
the workplace?

 8. Identify and describe four job design strategies.

 9. Name and describe some flexible scheduling strategies. 
How can flexible schedules help motivate workers?

 10. Why are motivational strategies important to both 
employees and employers?

Get Involved

 1. Consider a person who is homeless: How would he or 
she be motivated and what actions would that person 
take? Use the motivation process to explain. Which of 
the needs in Maslow’s hierarchy are likely to be most 
important? Least important?

 2. View the video Cheaper by the Dozen (1950) and report 
on how the Gilbreths tried to incorporate their passion 
for efficiency into their family life.

 3. What events and trends in society, technology, and 
economics do you think will shape human relations 
management theory in the future?

Build Your Skills

Motivating

Background
Do you think that, if employers could make 
work more like play, employees would be as 
enthusiastic about their jobs as they are about 
what they do in their leisure time? Let’s see 

where this idea might take us.

Task
After reading the “Characteristics of PLAY,” place a √ in col-
umn one for those characteristics you have experienced in 
your leisure time activities. Likewise, check column one on 
the next page for those “Characteristics of WORK” you have 
experienced in any of the jobs you’ve held.

All That Apply Characteristics of PLAY

   1.  New games can be played on different days.
  2.  Flexible duration of play.
  3.  Flexible time of when to play.
  4.  Opportunity to express oneself.
  5.  Opportunity to use one’s talents.
  6.  Skillful play brings applause, praise, and recognition from spectators.
  7.  Healthy competition, rivalry, and challenge exist.
  8.  Opportunity for social interaction.
  9.  Mechanisms for scoring one’s performance are available (feedback).
 10.  Rules ensure basic fairness and justice.
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Critical Thinking Questions

 1. What prevents managers from making work more like play?

 2. Are these forces real or imagined?

 3. What would be the likely (positive and negative) results 
of making work more like play?

 4. Could others in the organization accept such creative 
behaviors?

Solve the Dilemma

Motivating to Win

Eagle Pharmaceutical has long been recog-
nized for its innovative techniques for motivat-
ing its salesforce. It features the salesperson 
who has been the most successful during the 
previous quarter in the company newslet-

ter, “Touchdown.” The salesperson also receives a football 
jersey, a plaque, and $1,000 worth of Eagle stock. Eagle’s 
“Superbowl Club” is for employees who reach or exceed their 
sales goal, and a “Heisman Award,” which includes a trip to 
the Caribbean, is given annually to the top 20 salespeople in 
terms of goal achievement.

Eagle employs a video conference hookup between the 
honored salesperson and four regional sales managers to cap-
ture some of the successful tactics and strategies the winning 

salesperson uses to succeed. 
The managers summarize these 
ideas and pass them along to 
the salespeople they manage. 
Sales managers feel strongly that programs such as this are 
important and that, by sharing strategies and tactics with one 
another, they can be a successful team.

Critical Thinking Questions
 1. Which motivational theories are in use at Eagle?

 2. What is the value of getting employees to compete 
against a goal instead of against one another?

 3. Put yourself in the shoes of one of the four regional sales 
managers and argue against potential cutbacks to the 
motivational program.

Critique a business’s program 
for motivating its sales force.

LO 9-6

Build Your Business Plan

Motivating the Workforce

As you determine the size of your workforce, 
you are going to face the reality that you can-
not provide the level of financial compensation 
that you would like to your employees, espe-
cially when you are starting your business.

Many employees are motivated by other things than money. 
Knowing that they are appreciated and doing a good job can 
bring great satisfaction to employees. Known as “stroking,” it 
can provide employees with internal gratification that can be 
valued even more than financial incentives. Listening to your 

employees’ suggestions, involving them in discussions about 
future growth, and valuing their input can go a long way toward 
building loyal employees and reducing employee turnover.

Think about what you could do in your business to moti-
vate your employees without spending much money. Maybe 
you will have lunch brought in once a week or offer tickets to 
a local sporting event to the employee with the most sales. 
Whatever you elect to do, you must be consistent and fair 
with all your employees.

Visit Connect to practice building your business plan 

All That Apply Characteristics of WORK

   1.  Job enrichment, job enlargement, or job rotation.
  2.  Job sharing.
  3.  Flextime, telecommuting.
  4.  Encourage and implement employee suggestions.
  5.  Assignment of challenging projects.
  6.  Employee-of-the-month awards, press releases, employee newsletter announcements.
  7.  Production goals with competition to see which team does best.
  8.  Employee softball or bowling teams.
  9.  Profit sharing; peer performance appraisals.
 10. Use tactful and consistent discipline.
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See for Yourself Videocase

The Container Store’s Secret to Success: 
Employee Satisfaction

Can you form a successful company by selling 
containers, boxes, and other storage products? 
The Container Store has shown that the answer 
is yes. With more than 10,000 products avail-
able, The Container Store sells items such as 

hanging bins, drawers, trash cans, and other items to help 
make a hectic life more organized. While there might have 
been skeptics in the beginning, particularly as the firm started 
out in a small 1,600-square-foot store, the idea quickly caught 
on with consumers.

“Word of mouth spread incredibly. It was just the oddest 
collection of merchandising anybody had ever seen to orga-
nize your home and to organize your life. A week into it, we 
knew we had something,” co-founder and former CEO Kip 
Tindell said.

Yet in addition to its unusual product mix, The Container 
Store is also unique for its dedication to employees. The retail 
world can be difficult for employees because of high turn-
over, different hours every week, lower benefits, and constant 
interaction with people. The turnover rate in the retail indus-
try is about 100 percent. This increases training costs, which 
can cause companies to decrease the amount of training 
offered.

This trend is reversed at The Container Store. First-year 
full-time employees receive 263 hours of training, much 
higher than the industry average of eight hours. Employees 
receive 50 percent more pay than at other retail establish-
ments. Employee turnover at The Container Store is a low 10 
percent. For more than a decade, The Container Store has 
been elected as one of the top 100 companies to work for by 
Fortune magazine.

Yet, the satisfaction that employees feel toward the com-
pany is not solely a result of higher pay. According to Frederick 
Herzberg’s two-factor theory, good workplace conditions can 
prevent dissatisfaction but do not motivate the employee to 
go above and beyond what is required of them. As CEO of 
the company, Melissa Reiff realizes that the amount of time 
and effort an employee gives to the company will determine 
productivity.

“The first 25 percent for any employee is mandatory. If 
they don’t do that, they’re going to get fired. But the next  
75 percent of an employee’s productivity for any business in 
the world, I believe, is more or less voluntary. You do more or 
less of it depending upon how you feel about your boss and 
your product and your company.”

Therefore, to enhance productivity, the firm has made 
employee satisfaction a priority. Employees come first, fol-
lowed by customers and then shareholders. One of the ways 
that The Container Store motivates its employees is by creating 
an open communication culture. Employees are encouraged to 
approach their managers on any topic. This causes employ-
ees to feel as if the organization cares about them enough 
to take their concerns seriously. The Container Store also 
holds several events to show their appreciation of employee 
efforts. For instance, every February 14, The Container Store 
holds its “We Love Our Employees” day. At one of the events, 
the company announced the establishment of an emergency 
fund for employees. The company contributed $100,000 for 
unexpected costs that employees may find themselves having 
to pay for due to natural disasters, terrorist attacks, or signifi-
cant medical issues.

Employees also receive many perks for working at The 
Container Store, and even part-time employees are eligible 
for health care benefits. Because employees take precedence 
at The Container Store, the company bases its decisions on 
what is best for employees even during hard times. During the 
recession, for instance, The Container Store refused to lay off 
employees. In addition to benefits, employees have access to 
all company data, including financial reports.

Does this mean that The Container Store ignores its cus-
tomers for the sake of its employees? The high-quality cus-
tomer service that The Container Store offers suggests just 
the opposite. In fact, the extensive employee training and the 
company’s values demonstrate its high commitment to cus-
tomer satisfaction. The company believes the key to great 
customer service, however, is highly motivated employees.

“We believe that if you take better care of your employees 
than anybody else, they’ll take better care of the customer 
than anybody else, and if those two guys are ecstatic, ironi-
cally enough, your shareholder’s going to be ecstatic too.”36

Critical Thinking Questions
 1. Name some of the hygiene factors at The Container 

Store.

 2. Name some of the ways that The Container Store 
motivates its employees.

 3. Do you believe that highly satisfied employees will lead 
to highly satisfied customers and shareholders?

You can find the related video in the Video Library 
in Connect. Ask your instructor how you can access 
Connect.
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Team Exercise

Form groups and outline a compensation package that you 
would consider ideal in motivating an employee, recogniz-
ing performance, and assisting the company in attaining 
its cost-to-performance objectives. Think about the impact 
of intrinsic and extrinsic motivation and recognition. How 
can flexible scheduling strategies be used effectively to 

motivate employees? Report your compensation package to 
the class.

Ask your instructor about the role-play exercises 
available with this book to practice working with a 
business team.
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Learning Objectives
After reading this chapter, you will be able to:

 LO 10-1 Explain the significance of human resource management.

 LO 10-2 Summarize the processes of recruiting and selecting 
human resources for a company.

 LO 10-3 Describe how workers are trained and their performance 
appraised.

 LO 10-4 Identify the types of turnover companies may experience.

 LO 10-5 Explain why turnover is an important issue.

 LO 10-6 Specify the various ways a worker may be compensated.

 LO 10-7 Evaluate some of the issues associated with unionized 
employees, including collective bargaining and dispute 
resolution.

 LO 10-8 Describe the importance of diversity in the workforce.

 LO 10-9 Assess an organization’s efforts to reduce its workforce 
size and to manage the resulting effects.
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Enter the World of Business

Sheryl Sandberg: Wonder Woman
Sheryl Sandberg, chief operating officer (COO) of Facebook, is a role model 

for Facebook and women everywhere who want to assume greater manage-

rial roles. Many experts credit Sandberg’s leadership as one of the reasons 

Facebook is so successful. Experts believe that despite his innovativeness and 

leadership qualities, CEO Mark Zuckerberg lacks some of the human relations 

and marketing skills that Sandberg possesses.

When Sandberg became COO, she personally introduced herself to hun-

dreds of employees throughout the company. She tries to solicit feedback from 

employees and encourage debate. Her strong communication skills, interper-

sonal interactions, and information sharing has led workers to identify with and 

admire Sandberg. Fortune magazine ranked Sandberg as the fifth most powerful 

woman in business in 2017.

Sandberg has noted the discrepancy that exists between the number of 

women in management positions compared to men. She wrote a book, Lean In, 

to address the empowerment of women in leadership positions. The book has 

created some 34,000 Lean In circles globally. Small groups of women meet to 

provide education, expert advice, and discussion about leadership. The idea is 

to gain new skills and expand the ability to influence others.

Sandberg also became concerned with helping others through hardship 

after her husband passed away in 2015. She coauthored a book, Option B, to 

help people deal with grief, illness, or adversity. Sandberg acknowledges that 

employees are expected to leave their emotions at the door when they enter 

the workplace. Sandberg believes leaving humanity out of the workplace is a 

mistake. She now has Option B groups on Facebook that provide resources to 

those dealing with grief. Sandberg’s ability to challenge traditional employee 

roles and behaviors is helping her transform the workplace for the better.1
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Today’s organizations are more diverse, with a greater range of women, 
minorities, and older workers.

©Rawpixel.com/Shutterstock

Explain the significance of 
human resource management.

LO 10-1

Need help under-
standing the five 
steps of human 
resource planning? 
Visit your Connect 
ebook video tab 
for a brief animated 
explanation.

Introduction
If a business is to achieve success, it must have 
sufficient numbers of employees who are quali-
fied and motivated to perform the required 
duties. Thus, managing the quantity (from hiring 
to firing) and quality (through training, compen-
sating, and so on) of employees is an important 
business function. Meeting the challenge of 
managing increasingly diverse human resources 
effectively can give a company a competitive 
edge in a global marketplace.

This chapter focuses on the quantity and 
quality of human resources. First, we look 
at how human resource managers plan for, 
recruit, and select qualified employees. Next, 
we look at training, appraising, and compensat-

ing employees—aspects of human resource management designed to retain valued 
employees. Along the way, we’ll also consider the challenges of managing unionized 
employees and workplace diversity.

The Nature of Human Resource Management
In the “Dynamics of Business and Economics” chapter, human resources was defined 
as labor, the physical and mental abilities that people use to produce goods and services. 
Human resource management (HRM) refers to all the activities involved in determining 
an organization’s human resource needs, as well as acquiring, training, and compensat-
ing people to fill those needs. Human resource managers are concerned with maximiz-
ing the satisfaction of employees and motivating them to meet organizational objectives 
productively. In some companies, this function is called personnel management.

HRM has increased in importance over the past few decades, in part because man-
agers have developed a better understanding of human relations through the work 
of Maslow, Herzberg, and others. How employees are treated is also important to 
consumers. The conduct of an organization has an impact on the attitudes and behav-
iors of consumers. According to an Aflac survey, 92 percent of millennials are more 
likely to buy from an ethical company, and 82 percent would prefer to work for a 
company that has been publicly recognized for its ethical conduct.2 Moreover, the 
human resources themselves are changing. Employees today are concerned not only 
about how much a job pays; they are concerned also with job satisfaction, personal 
performance, recreation, benefits, the work environment, and their opportunities 
for advancement. Today’s workforce includes significantly more women, African 
Americans, Hispanics, and other minorities, as well as disabled and older workers, 
than in the past. Human resource managers must be aware of these changes and lever-
age them to increase the productivity of their employees. Every manager practices 
some of the functions of human resource management at all times.

Planning for Human Resource Needs
When planning and developing strategies for reaching the organization’s overall 
objectives, a company must consider whether it will have the human resources neces-
sary to carry out its plans. After determining how many employees and what skills 
are needed to satisfy the overall plans, the human resource department (which may 

human resource 
management (HRM)
all the activities involved in 
determining an organization’s 
human resources needs, as 
well as acquiring, training, 
and compensating people to 
fill those needs.
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range from the owner in a small business to hundreds of people in a large corporation) 
ascertains how many employees the company currently has and how many will be 
retiring or otherwise leaving the organization during the planning period. With this 
information, the human resource manager can then forecast how many more employ-
ees the company will need to hire and what qualifications they must have or determine 
if layoffs are required to meet demand more efficiently. HRM planning also requires 
forecasting the availability of people in the workforce who will have the necessary 
qualifications to meet the organization’s future needs. The human resource manager 
then develops a strategy for satisfying the organization’s human resource needs. As 
organizations strive to increase efficiency through outsourcing, automation, or learn-
ing to effectively use temporary workers, hiring needs can change dramatically.

Next, managers analyze the jobs within the organization so that they can match 
the human resources to the available assignments. Job analysis determines, through 
observation and study, pertinent information about a job—the specific tasks that com-
prise it; the knowledge, skills, and abilities necessary to perform it; and the environ-
ment in which it will be performed. Managers use the information obtained through a 
job analysis to develop job descriptions and job specifications.

A job description is a formal, written explanation of a specific job that usually 
includes job title, tasks to be performed (for instance, waiting on customers), relation-
ship with other jobs, physical and mental skills required (such as lifting heavy boxes or 
calculating data), duties, responsibilities, and working conditions. Job seekers might 
turn to online websites or databases to help find job descriptions for specific occupa-
tions. For instance, the Occupational Information Network has an online database with 
hundreds of occupational descriptors. These descriptors list the skills, knowledge, and 
education needed to fulfill a particular occupation (for example, human resources).3 
A job specification describes the qualifications necessary for a specific job, in terms 
of education (some jobs require a college degree), experience, personal characteristics 
(ads frequently request outgoing, hardworking persons), and physical characteristics. 
Both the job description and job specification are used to develop recruiting materials 
such as newspapers, trade publications, and online advertisements.

Recruiting and Selecting New Employees
After forecasting the firm’s human resource needs and comparing them to existing 
human resources, the human resource manager should have a general idea of how 
many new employees the firm needs to hire. With the aid of job analyses, management 
can then recruit and select employees who are qualified to fill specific job openings.

Recruiting
Recruiting means forming a pool of qualified applicants from which management 
can select employees. There are two sources from which to develop this pool of 
applicants—internal and external.

Internal sources of applicants include the organization’s current employees. Many 
firms have a policy of giving first consideration to their own employees—or promoting 
from within. The cost of hiring current employees to fill job openings is inexpensive 
when compared with the cost of hiring from external sources, and it is good for employee 
morale. However, hiring from within creates another job vacancy to be filled.

External sources of applicants consist of advertisements in newspapers and profes-
sional journals, employment agencies, colleges, vocational schools, recommendations 
from current employees, competing firms, unsolicited applications, online websites, 
and social networking sites such as LinkedIn.

job analysis
the determination, through 
observation and study, of 
pertinent information about 
a job—including specific 
tasks and necessary abilities, 
knowledge, and skills.

job description
a formal, written explanation 
of a specific job, usually 
including job title, tasks, 
relationship with other 
jobs, physical and mental 
skills required, duties, 
responsibilities, and working 
conditions.

job specification
a description of the 
qualifications necessary 
for a specific job, in terms 
of education, experience, 
and personal and physical 
characteristics.

recruiting
forming a pool of qualified 
applicants from which 
management can select 
employees.

Summarize the processes of 
recruiting and selecting human 
resources for a company.
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Internships are also a good way to solicit for potential employees. Many compa-
nies hire college students or recent graduates to low-paying internships that give them 
the opportunity to get hands-on experience on the job. If the intern proves to be a 
good fit, an organization may then hire the intern as a full-time worker.

There are also hundreds of websites where employers can post job openings and 
job seekers can post their résumés, including Monster.com, USAJobs, Simply Hired, 
and CareerBuilder. TheLadders.com is a website that focuses on career-driven profes-
sionals who make salaries of $100,000 or more. Employers looking for employees 
for specialized jobs can use more focused sites such as computerwork.com which 
lists jobs for people in technical careers. Increasingly, companies can turn to their 

own websites for potential candidates: Nearly all of 
the Fortune 500 firms provide career websites where 
they recruit, provide employment information, and 
take applications.

Using these sources of applicants is generally more 
expensive than hiring from within, but it may be nec-
essary if there are no current employees who meet the 
job specifications or there are better-qualified people 
outside of the organization. Recruiting for entry-
level managerial and professional positions is often 
carried out on college and university campuses. For 
managerial or professional positions above the entry 
level, companies sometimes depend on employment 
agencies or executive search firms, sometimes called 
headhunters, that specialize in luring qualified peo-
ple away from other companies. Employers are also 
increasingly using professional social networking 

LinkedIn, a social network for professionals, has more than 500 million 
users.

©aradaphotography/Shutterstock

Consider Ethics and Social Responsibility

Recruiters Embrace Nontraditional 
Recruitment Methods
Traditionally, recruiters have used résumés to gauge applicants’ 
fit for a job. However, some organizations are realizing that ini-
tially judging applicants’ suitability for jobs based on résumés—
and immediately discarding those that do not fit the criteria—is 
a flawed system that can overlook talented candidates.

Part of the problem with using traditional recruiting meth-
ods is their inflexibility. Journalist George Anders claims that 
some of the best candidates are not the ones with great GPAs 
or job backgrounds, but those who possess analytical and con-
ceptual skills to think outside of the box.

For this reason, some businesses are changing their recruit-
ment methods. Employee referrals remain the top recruitment 
tool, with 30 percent of all hires recruited his way. Others are 
taking more unique approaches. Chipotle holds national hiring 
days when its locations hold open interviews for store positions. 

Facebook sends out coding puzzles for programmers to solve; 
this enables candidates to test their abilities despite their previ-
ous work background. To recruit summer employees, McDonald’s 
created a tool called “Snaplications.” It placed 10-second videos 
on Snapchat about how great it is to work at McDonald’s.

Although résumés will likely remain an important part of 
the recruitment process, employers are increasingly finding 
that résumés only show part of the picture. Using nontradi-
tional recruitment tools gives companies the opportunity to 
test talents that may not be readily visible in a résumé, such as 
creativity or problem-solving skills.4

Critical Thinking Questions
 1. What might be some of the limitations of résumés as the 

primary recruitment tool?
 2. Why do you think referrals are valued so highly as a 

recruitment tool?
 3. Do you believe that résumés are still important, or should 

they be discarded as a recruitment tool?
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sites such LinkedIn (the most popular), Facebook, Instagram, Twitter, and blogs as 
recruitment tools.5

Selection
Selection is the process of collecting information about applicants and using that 
information to decide which ones to hire. It includes the application itself, as well 
as interviewing, testing, and reference checking. This process can be quite lengthy 
and expensive and is increasingly being completed online. Online job applications 
take from 1 minute to 52 minutes to complete, with a median completion time of  
13 minutes. The longer the application process, the more applicants drop out and don’t 
compete the application. Business News Daily found that 30 percent of candidates and  
57 percent of those earning more than $100,000 will not spend more than 15 minutes 
on an application. With this in mind, AT&T revamped its online applications, cutting 
the number of screen shots by 50 percent. Its dropout rate fell 55 percent and generated 
100,000 more desirable, quality applicants.6 Companies are working to improve the 
online application process to attract the best pool of candidates for the job. Such rig-
orous scrutiny is necessary to find those applicants who can do the work expected and 
fit into the firm’s structure and culture. If an organization finds the “right” employees 
through its recruiting and selection process, it will not have to spend as much money 
later in recruiting, selecting, and training replacement employees.

The Application. In the first stage of the selection process, the individual fills 
out an application form and perhaps has a brief interview. The application form asks 
for the applicant’s name, address, telephone number, education, and previous work 
experience. The goal of this stage of the selection process is to get acquainted with 
the applicants and to weed out those who are obviously not qualified for the job. 
For employees with work experience, most companies ask for the following informa-
tion before contacting a potential candidate: current salary, reason for seeking a new 
job, years of experience, availability, and level of interest in the position. In addi-
tion to identifying obvious qualifications, the application can provide subtle clues 
about whether a person is appropriate for a particular job. For example, an applicant 
who gives unusually creative answers may be perfect for a position at an advertis-
ing agency; a person who turns in a sloppy, hurriedly scrawled application probably 
would not be appropriate for a technical job requiring precise adjustments. Most com-
panies now accept online applications. To get a better view of the fit between the 
applicant and the company, the online application contains a questionnaire that asks 
applicants more specific questions, from how they might react in a certain situation to 
personality attributes like self-esteem or ability to interact with people.

The Interview. The next phase of the selection process involves interviewing appli-
cants. Table 10.1 lists some of the most common questions asked by interviewers. 
The interviewer can answer the applicant’s questions about the requirements for the 
job, compensation, working conditions, company policies, organizational culture, and 
so on. A potential employee’s questions may be just as revealing as his or her answers. 
Today’s students might be surprised to have an interviewer ask them, “What’s on your 
Facebook account?” or have them show the interviewer their Facebook accounts. 
Currently, these are legal questions for an interviewer to ask, although some states 
have passed laws banning employers from asking applicants to divulge their user 
names and passwords to their private Facebook accounts.7 Approximately 70 per-
cent of recruiters use social media sites to screen job candidates.8 It is also legal and 

selection
the process of collecting 
information about applicants 
and using that information to 
make hiring decisions.
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common for companies to monitor employee work habits and e-mails. While this can 
be important for monitoring outside threats such as hacking or information leaks, 
employees might view this as the company’s way of saying it does not trust them.

Testing. Another step in the selection process is testing. Ability and performance 
tests are used to determine whether an applicant has the skills necessary for the job. 
Aptitude, IQ, or personality tests may be used to assess an applicant’s potential for a 
certain kind of work and his or her ability to fit into the organization’s culture. One of 
the most commonly used tests is the Myers-Briggs Type Indicator. The Myers-Briggs 
Type Indicator Test is used worldwide by millions of people each year. Although 
polygraph (“lie detector”) tests were once a common technique for evaluating the 
honesty of applicants, in 1988 their use was restricted to specific government jobs 
and those involving security or access to drugs. Applicants may also undergo physi-
cal examinations to determine their suitability for some jobs, and many companies 
require applicants to be screened for illegal drug use.

Drug and alcohol abuse can be particularly damaging to business. There is a grow-
ing opioid addiction in this country, with more than 70 percent of employers having 
experienced prescription drug misuse. Of those, 65 percent feel justified in termi-
nating employees for this abuse.9 The cost to companies for dealing with drug and 
alcohol abuse is staggering; abuse of prescription painkillers alone is estimated to 
cost companies $42 billion due to lost productivity or absenteeism.10 Small busi-
nesses may have a higher percentage of these employees because they do not engage 
in systematic drug testing. E-cigarettes are another growing concern. Many organiza-
tions have restrictions on cigarette use, but these policies do not necessarily apply to 
e-cigarettes. As e-cigarette use grows among employees, companies are having to 
establish policies and requirements for their proper use.11

Reference Checking. Before making a job offer, the company should always 
check an applicant’s references. Reference checking usually involves verifying edu-
cational background and previous work experience. An Internet search is often done 

1. Tell me about yourself.

2. What are your biggest weaknesses?

3. What are your biggest strengths?

4. Where do you see yourself in 5 years?

5. Out of all of the other candidates, why should I hire you?

6. How did you learn about the opening?

7. Why do you want the job?

8. What do you consider your biggest professional achievement?

9. Tell me the last time a coworker or customer got angry with you. What happened?

10. Describe your dream job.

TABLE 10.1 Most Common Questions Asked during the Interview

Source: Jeff Haden, “27 Most Common Job Interview Questions and Answers,” Inc., 2017, https://www.inc.com/jeff-haden/27-
most-common-job-interview-questions-and-answers.html (accessed April 27, 2018).
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to determine social media activities or other public 
activities. Some of the employment trends related 
to background checks include the fact that criminal 
background checks are increasingly being delayed 
until after the interview or offer has been extended. 
With the growth in the gig and sharing economy, 
there will be more background checks for contingent 
workers. More companies will engage in continuous 
or ongoing background checks to keep the workplace 
safe. Social media screening will continue as nearly 
half of those using the technique find information 
that casts a negative light on the candidate.12 Public 
companies are likely to do more extensive back-
ground searches to make sure applicants are not mis-
representing themselves.

Background checking is important because appli-
cants may misrepresent themselves on their applica-
tions or résumés. Research has shown that those who 
are willing to exaggerate or lie on their résumés are 
more likely to engage in unethical behaviors.13 As Table 10.2 illustrates, most of the 
common résumé lies relate to the applicant’s college experience.

Reference checking is a vital, albeit often overlooked, stage in the selection process. 
Managers charged with hiring should be aware, however, that many organizations will 
confirm only that an applicant is a former employee, perhaps with beginning and end-
ing work dates, and will not release details about the quality of the employee’s work.

Legal Issues in Recruiting and Selecting
Legal constraints and regulations are present in almost every phase of the recruitment 
and selection process, and a violation of these regulations can result in lawsuits and 

Personality tests such as Myers-Briggs are used to assess an applicant’s 
potential for a certain kind of job. For instance, extroversion and a love 
of people would be good qualities for a retail job.

©stockphoto mania/Shutterstock

1. College you graduated from

2. Foreign language fluency

3. Academic degree

4. College major

5. GPA

6. Former employment or work history

7. Awards or accomplishments

8. College minor

9. Projects or portfolio

10. Job title

TABLE 10.2 Top Ten Most Common Résumé Lies

Source: Mike Timmermann, “The #1 Resume Lie That Could Cost You a New Job,” Clark, http://clark.com/employment-military/
worst-resume-lies/ (accessed April 26, 2018).
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fines. Therefore, managers should be aware of these restrictions to avoid legal prob-
lems. Some of the laws affecting human resource management are discussed here.

Because one law pervades all areas of human resource management, we’ll take 
a quick look at it now. Title VII of the Civil Rights Act of 1964 prohibits discrimina-
tion in employment. It also created the Equal Employment Opportunity Commission 
(EEOC), a federal agency dedicated to increasing job opportunities for women and 
minorities and eliminating job discrimination based on race, religion, color, sex, 
national origin, or handicap. As a result of Title VII, employers must not impose sex 
distinctions in job specifications, job descriptions, or newspaper advertisements. In 
2017, workplace discrimination charges filed with the EEOC were 84,254. The top 
five types of discrimination include retaliation, race, disability, sex, and age.14 The 
Civil Rights Act of 1964 also outlaws the use of discriminatory tests for applicants. 
Aptitude tests and other indirect tests must be validated; in other words, employers 
must be able to demonstrate that scores on such tests are related to job performance so 
that no one race has an advantage in taking the tests or is alternatively discriminated 
against. Although many hope for improvements in diversity, according to Deloitte’s 
“Missing Pieces Report,” Fortune 500 firms have 10.6 percent minority men on their 
boards and 3.8 percent minority women.15

Other laws affecting HRM include the Americans with Disabilities Act (ADA), 
which prevents discrimination against disabled persons. It also classifies people with 
AIDS as handicapped and, consequently, prohibits using a positive AIDS test as rea-
son to deny an applicant employment. The Age Discrimination in Employment Act 
specifically outlaws discrimination based on age. Its focus is banning hiring practices 
that discriminate against people 40 years and older. Generally, when companies need 
employees, recruiters head to college campuses, and when downsizing is necessary, 
many older workers are offered early retirement. Forced retirement based on age, 
however, is generally considered to be illegal in the United States, although claims 
of forced retirement still abound. Indeed, there are many benefits that companies are 
realizing in hiring older workers. Some of these benefits include the fact that they 
are more dedicated, punctual, honest, and detail-oriented; are good listeners; take 
pride in their work; exhibit good organizational skills; are efficient and confident; 

are mature; can be seen as role models; have good 
communication skills; and offer an opportunity for a 
reduced labor cost because of already having insur-
ance plans.16

The Equal Pay Act mandates that men and 
women who do equal work must receive the same 
wage. Wage differences are acceptable only if they 
are attributed to seniority, performance, or qualifi-
cations. It is estimated that women make 80 cents 
on the dollar what their male counterparts make. 
The wage gap increases for African American and 
Hispanic women, at 62.5 percent and 54.4 percent 
what their male counterparts make, respectively.17 
While gender wage gaps vary by industry, a finan-
cial analytics company found that the wage gap tends 
to decrease among jobs that pay lower wages, at just 
under 5 percent. Professions with the lowest wage 
gaps include transportation, storage, and distribu-
tion managers; stock clerks and order fillers; and 

Title VII of the Civil 
Rights Act
prohibits discrimination in 
employment and created 
the Equal Employment 
Opportunity Commission.

The Department of Labor has oversight over workplace safety, wages 
and work hours, unemployment benefits, and more. It often files 
lawsuits against firms that it believes are treating workers unfairly and 
violating labor laws.

©B Christopher/Alamy Stock Photo
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counselors (female counselors actually earn more on average than male counselors). 
The widest gap is among personal financial advisors, estimated to be at 55.6 per-
cent.18 However, despite the wage inequalities that still exist, women in the workplace 
are becoming increasingly accepted among both genders. The working mother is no 
longer a novelty; in fact, many working mothers seek the same amount of achieve-
ment as working men and women who are not mothers.

Developing the Workforce
Once the most qualified applicants have been selected, have been offered positions, 
and have accepted their offers, they must be formally introduced to the organization 
and trained so they can begin to be productive members of the workforce. Orientation 
familiarizes the newly hired employees with fellow workers, company procedures, 
and the physical properties of the company. It generally includes a tour of the build-
ing; introductions to supervisors, co-workers, and subordinates; and the distribution 
of organizational manuals describing the organization’s policy on vacations, absen-
teeism, lunch breaks, company benefits, and so on. Orientation also involves social-
izing the new employee into the ethics and culture of the new company. Many larger 
companies now show videos of procedures, facilities, and key personnel in the orga-
nization to help speed the adjustment process.

Training and Development
Although recruiting and selection are designed to find employees who have the 
knowledge, skills, and abilities the company needs, new employees still must undergo 
training to learn how to do their specific job tasks. On-the-job training allows workers 
to learn by actually performing the tasks of the job, while classroom training teaches 
employees with lectures, conferences, videos, case studies, and web-based training. 
McDonald’s has always had a strong training presence at the Fred L. Turner Training 
Center, Hamburger University, in Oak Brook, Illinois. With major management 
transi tions and plans for 4,000 company-owned restaurants to become franchises, the 
company is now investing in a virtual training plat-
form through cloud-based technology to reach many 
of these new global operators.19

Some companies will go even further and ask a 
more experienced individual in the organization to 
mentor a new employee. Mentoring involves sup-
porting, training, and guiding an employee in his or 
her professional development. Mentoring provides 
employees with more of a one-on-one interaction 
with somebody in the organization who not only 
teaches them, but also acts as their supporter as they 
progress in their jobs. Another benefit of mentoring 
is that companies can use this process to attract tal-
ent from underrepresented areas. For instance, men-
toring has been suggested as a way to attract more 
women into male-dominated industries.

Development is training that augments the skills 
and knowledge of managers and professionals. 
Training and development are also used to improve 

orientation
familiarizing newly 
hired employees with 
fellow workers, company 
procedures, and the physical 
properties of the company.

training
teaching employees to 
do specific job tasks 
through either classroom 
development or on-the-job 
experience.

mentoring
involves supporting, training, 
and guiding an employee 
in his or her professional 
development.

development
training that augments the 
skills and knowledge of 
managers and professionals.

Describe how workers are 
trained and their performance 
appraised.

LO 10-3

McDonald’s Hamburger University, with locations in Chicago, Tokyo, 
London, Sydney, Munich, Shanghai, and São Paulo, provides learning 
and training for its employees and partners to build long-lasting 
careers.

©Qilai Shen/Bloomberg via Getty Images
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the skills of employees in their present positions and to prepare them for increased 
responsibility and job promotions. Training is, therefore, a vital function of human 
resource management. At The Container Store, for example, first-year sales personnel 
receive more than 200 hours of formal training about the company’s products versus 
an industry average of eight hours.20 Companies are engaging in more experiential 
and involvement-oriented training exercises for employees. Use of role-plays, simula-
tions, and online training methods are becoming increasingly popular in employee 
training.

Assessing Performance
Assessing an employee’s performance—his or her strengths and weaknesses on the 
job—is one of the most difficult tasks for managers. However, performance appraisal 
is crucial because it gives employees feedback on how they are doing and what they 
need to do to improve. It also provides a basis for determining how to compensate and 
reward employees, and it generates information about the quality of the firm’s selec-
tion, training, and development activities.

Performance appraisals may be objective or subjective. An objective assessment is 
quantifiable. For example, a Westinghouse employee might be judged by how many 
circuit boards he typically produces in one day or by how many of his boards have 
defects. A RE/MAX real estate agent might be judged by the number of listings she 
has shown or the number of sales she has closed. A company can also use tests as an 
objective method of assessment. Whatever method they use, managers must take into 
account the work environment when they appraise performance objectively.

When jobs do not lend themselves to objective appraisal, the manager must relate 
the employee’s performance to some other standard. One popular tool used in sub-
jective assessment is the ranking system, which lists various performance factors on 
which the manager ranks employees against each other. Although used by many large 
companies, ranking systems are unpopular with many employees. Qualitative criteria, 
such as teamwork and communication skills, used to evaluate employees are gener-
ally hard to gauge. Such grading systems have triggered employee lawsuits that allege 
discrimination in grade/ranking assignments. For example, one manager may grade a 

Performance appraisals are important because they provide employees with feedback on how 
well they are doing as well as areas for improvement.

©bluedog studio/Shutterstock
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company’s employees one way, while another manager grades a group more harshly 
depending on the managers’ grading style. If layoffs occur, then employees graded by 
the second manager may be more likely to lose their jobs. Other criticisms of grading 
systems include unclear wording or inappropriate words that a manager may uninten-
tionally write in a performance evaluation, like youthful or attractive to describe an 
employee’s appearance. These liabilities can all be fodder for lawsuits should employ-
ees allege that they were treated unfairly. Therefore, it is crucial that managers use 
clear language in performance evaluations and be consistent with all employees.

Another performance appraisal method used by many companies is the 360-degree 
feedback system, which provides feedback from a panel that typically includes supe-
riors, peers, and subordinates. Because of the tensions it may cause, peer appraisal 
appears to be difficult for many. However, companies that have success with 360-degree 
feedback tend to be open to learning, willing to experiment, and are led by executives 
who are direct about the expected benefits as well as the challenges.21 Managers and 
leaders with a high emotional intelligence (sensitivity to their own as well as others’ 
emotions) assess and reflect upon their interactions with colleagues on a daily basis. In 
addition, they conduct follow-up analysis on their projects, asking the right questions 
and listening carefully to responses without getting defensive of their actions.22

Another trend occurring at some companies is the decrease of negative employee 
feedback. Executives have begun to recognize that hard tactics can harm employee 
confidence. Negative feedback tends to overshadow positive feedback, so employ-
ees may get discouraged if performance reviews are phrased too negatively. At the 
same time, it is important for managers to provide constructive criticism on employee 
weaknesses in addition to their strengths so workers know what to expect and how 
they are viewed.23

Whether the assessment is objective or subjective, it is vital that the manager dis-
cuss the results with the employee, so that the employee knows how well he or she 
is doing the job. The results of a performance appraisal become useful only when 
they are communicated, tactfully, to the employee and presented as a tool to allow 
the employee to grow and improve in his or her position and beyond. Performance 
appraisals are also used to determine whether an employee should be promoted, 
transferred, or terminated from the organization.

Turnover
Turnover, which occurs when employees quit or are fired and must be replaced by new 
employees, results in lost productivity from the vacancy, costs to recruit replacement 
employees, management time devoted to interviewing, training, and socialization 
expenses for new employees. Gallup research shows that approximately 75 percent 
of the reasons for voluntary turnover involve areas that management can influence.24 
Companies can therefore significantly impact turnover rates. Of course, turnover is 
not always an unhappy occasion when it takes the form of a promotion or transfer.

A promotion is an advancement to a higher-level job with increased authority, 
responsibility, and pay. In some companies and most labor unions, seniority—the length 
of time a person has been with the company or at a particular job classification—is the 
key issue in determining who should be promoted. Most managers base promotions on 
seniority only when they have candidates with equal qualifications. Managers prefer to 
base promotions on merit.

A transfer is a move to another job within the company at essentially the same 
level and wage. Transfers allow workers to obtain new skills or to find a new 

turnover
occurs when employees quit 
or are fired and must be 
replaced by new employees.

promotion
a persuasive form of 
communication that attempts 
to expedite a marketing 
exchange by influencing 
individuals, groups, and 
organizations to accept 
goods, services, and ideas.

transfer
a move to another job within 
the company at essentially 
the same level and wage.

Identify the types of turnover 
companies may experience.
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position within an organization when their old posi-
tion has been eliminated because of automation or 
downsizing.

Separations occur when employees resign, retire, 
are terminated, or are laid off. Employees may be ter-
minated, or fired, for poor performance, violation of 
work rules, absenteeism, and so on. Businesses have 
traditionally been able to fire employees at will—that 
is, for any reason other than for race, religion, sex, 
or age, or because an employee is a union organizer. 
However, recent legislation and court decisions now 
require that companies fire employees fairly, for just 
cause only. Managers must take care, then, to warn 
employees when their performance is unacceptable 
and may lead to dismissal, elevating the importance 
of performance evaluations. They should also docu-
ment all problems and warnings in employees’ work 
records. To avoid the possibility of lawsuits from indi-
viduals who may feel they have been fired unfairly, 

employers should provide clear, business-related reasons for any firing, supported 
by written documentation if possible. Employee disciplinary procedures should be 
carefully explained to all employees and should be set forth in employee handbooks. 
Table 10.3 illustrates what to do and what not to do when you are terminated.

Many companies have downsized in recent years, laying off tens of thousands of 
employees in their effort to become more productive and competitive. Layoffs are 
sometimes temporary; employees may be brought back when business conditions 
improve. When layoffs are to be permanent, employers often help employees find 
other jobs and may extend benefits while the employees search for new employment. 
Such actions help lessen the trauma of the layoffs. Fortunately, there are several busi-
ness areas that are choosing not to downsize.

A well-organized human resource department strives to minimize losses due to sep-
arations and transfers because recruiting and training new employees is very expensive. 
Note that a high turnover rate in a company may signal problems with the selection 
and training process, the compensation program, or even the type of company. To help 
reduce turnover, companies have tried a number of strategies, including giving employ-
ees more interesting job responsibilities (job enrichment), allowing for increased job 
flexibility, and providing more employee benefits. When employees do choose to 
leave the organization, the company will often ask them to participate in an exit inter-
view. An exit interview is a survey used to determine why the employee is leaving the 

separations
employment changes 
involving resignation, 
retirement, termination, or 
layoff.

Many companies in recent years are choosing to downsize by 
eliminating jobs. Reasons for downsizing might be due to financial 
constraints or the need to become more productive and competitive.

©belterz/iStockphoto

1. Do not criticize your boss who terminated you.

2. Do not take files or property that is not yours.

3. Do try to get a reference letter.

4. Do not criticize your former employer during job interviews.

5. Do look to the future and be positive about new job opportunities.

TABLE 10.3 Actions You Should and Shouldn’t Take When You Are Terminated

Explain why turnover is an 
important issue.
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organization. The company hopes that this feedback will alert them to processes they 
can improve upon to dissuade valuable employees from leaving in the future.

Compensating the Workforce
People generally don’t work for free, and how much they are paid for their work 
is a complicated issue. Also, designing a fair compensation plan is an important 
task because pay and benefits represent a substantial portion of an organization’s 
expenses. Wages that are too high may result in the company’s products being priced 
too high, making them uncompetitive in the market. Wages that are too low may dam-
age employee morale and result in costly turnover. Remember that compensation is 
one of the hygiene factors identified by Herzberg.

Designing a fair compensation plan is a difficult task because it involves evaluat-
ing the relative worth of all jobs within the business while allowing for individual 
efforts. Compensation for a specific job is typically determined through a wage/
salary survey, which tells the company how much compensation comparable firms 
are paying for specific jobs that the firms have in common. Compensation for indi-
viduals within a specific job category depends on both the compensation for that job 
and the individual’s productivity. Therefore, two employees with identical jobs may 
not receive exactly the same pay because of individual differences in performance.

Financial Compensation
Financial compensation falls into two general categories—wages and salaries. Wages 
are financial rewards based on the number of hours the employee works or the level of 
output achieved. Wages based on the number of hours worked are called time wages. 
The federal minimum wage in 2018 is $7.25 per hour for covered nonexempt work-
ers.25 Tipped wages may be $2.13 per hour as long as tips plus the wage of $2.13 per 
hour equal the minimum wage of $7.25 per hour, although some states require mini-
mum wage and then tips added on top.26 Many states also mandate minimum wages; 
in the case where this conflicts with the federal minimum wage, the higher of the 
two wages prevails. There may even be differences between city and state minimum 
wages. In New Mexico, the minimum wage is $7.50, whereas in the state capitol of 
Santa Fe, the minimum wage is $11.40, due to a higher cost of living.27 Time wages 
are appropriate when employees are continually interrupted and when quality is more 
important than quantity. Assembly-line workers, clerks, and maintenance personnel 
are commonly paid on a time-wage basis. The advantage of time wages is the ease 
of computation. The disadvantage is that time wages provide no incentive to increase 
productivity. In fact, time wages may encourage employees to be less productive.

To overcome these disadvantages, many companies pay on an incentive system, 
using piece wages or commissions. Piece wages are based on the level of output 
achieved. A major advantage of piece wages is that they motivate employees to super-
vise their own activities and to increase output. Skilled craftworkers are often paid on 
a piece-wage basis.

The other incentive system, commission, pays a fixed amount or a percentage of 
the employee’s sales. Skincare direct seller Rodan + Fields uses independent contrac-
tors to sell its products. Consultants earn commissions on whatever products they 
sell. This method motivates employees to sell as much as they can. Some companies 
also combine payment based on commission with time wages or salaries.

A salary is a financial reward calculated on a weekly, monthly, or annual basis. 
Salaries are associated with white-collar workers such as office personnel, executives, 

wage/salary survey
a study that tells a company 
how much compensation 
comparable firms are paying 
for specific jobs that the 
firms have in common.

wages
financial rewards based on 
the number of hours the 
employee works or the level 
of output achieved.

commission
an incentive system that 
pays a fixed amount or a 
percentage of the employee’s 
sales.

salary
a financial reward calculated 
on a weekly, monthly, or 
annual basis.

Specify the various ways a 
worker may be compensated.
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and professional employees. Although a salary provides a stable stream of income, 
salaried workers may be required to work beyond usual hours without additional 
financial compensation.

In addition to the basic wages or salaries paid to employees, a company may offer 
bonuses for exceptional performance as an incentive to increase productivity fur-
ther. Many workers receive a bonus as a “thank you” for good work and an incentive 
to continue working hard. Many owners and managers are recognizing that simple 
bonuses and perks foster happier employees and reduce turnover. Bonuses are espe-
cially popular among Wall Street firms. Wall Street executives’ bonuses rise when 
the United States has an improving economy and strong performance in the financial 
sector.28

Another form of compensation is profit sharing, which distributes a percentage 
of company profits to the employees whose work helped to generate those profits. 
Some profit-sharing plans involve distributing shares of company stock to employ-
ees. Usually referred to as ESOPs—employee stock ownership plans—they have been 
gaining popularity in recent years. One reason for the popularity of ESOPs is the 
sense of partnership that they create between the organization and employees. Profit 
sharing can also motivate employees to work hard because increased productivity and 
sales mean that the profits or the stock dividends will increase. Many organizations 
offer employees a stake in the company through stock purchase plans, ESOPs, or 
stock investments through 401(k) plans. Companies are adopting broad-based stock 
option plans to build a stronger link between employees’ interests and the organiza-
tion’s interests. Businesses have found employee stock options a great way to boost 
productivity and increase morale.

Benefits
Benefits are nonfinancial forms of compensation provided to employees, such as pen-
sion plans for retirement; health, disability, and life insurance; holidays and paid days 
off for vacation or illness; credit union membership; health programs; child care; elder 

care; assistance with adoption; and more. According 
to the Bureau of Labor Statistics, employer costs 
for employee compensation for civilian workers in 
the United States averaged $35.87 per hour worked. 
Wages and salaries accounted for 68.3 percent of 
these costs, while benefits account for 31.7 per-
cent of the cost.29 Such benefits increase employee 
security and, to a certain extent, their morale and 
motivation.

Although health insurance is a common benefit 
for full-time employees, rising health care costs 
have forced a growing number of employers to 
trim this benefit. Even government workers, whose 
wages and benefits used to be virtually guaranteed 
safe, have seen reductions in health care and other 
benefits. On the other hand, employee loyalty tends 
to increase when employees feel that the firm cares 
about them. Starbucks recognizes the importance 
of how benefits can significantly affect an employ-
ee’s health and well-being. As a result, it offers 

bonuses
monetary rewards offered by 
companies for exceptional 
performance as incentives to 
further increase productivity.

profit sharing
a form of compensation 
whereby a percentage of 
company profits is distributed 
to the employees whose work 
helped to generate them.

benefits
nonfinancial forms of 
compensation provided to 
employees, such as pension 
plans, health insurance, paid 
vacation and holidays, and 
the like.

Onsite child care is just one of the benefits large companies have 
begun to offer employees.

©Ariel Skelley/Blend Images/Getty Images

Final PDF to printer



fer88367_ch10_298-330.indd 313 11/12/18  07:21 PM

its part-time employees health insurance. Additionally, Starbucks began offering 
employees a benefit called College Achievement Plan in which it will pay full tuition 
for employees to finish a bachelor’s degree at Arizona State University.31

A benefit increasingly offered is the employee assistance program (EAP). Each 
company’s EAP is different, but most offer counseling for and assistance with those 
employees’ personal problems that might hurt their job performance if not addressed. 
The most common counseling services offered include drug- and alcohol-abuse treat-
ment programs, fitness programs, smoking-cessation clinics, stress-management 
clinics, financial counseling, family counseling, and career counseling. Home Depot 
offers an employee assistance program that is called CARE/Solutions for Life. The 
program focuses on three areas: free financial consultation by phone; free legal con-
sultation; and three free face-to-face counseling sessions to assist with personal, 
family, or work life.32 EAPs help reduce costs associated with poor productivity, 
absenteeism, and other workplace issues by helping employees deal with personal 
problems that contribute to these issues. For example, exercise and fitness programs 
reduce health insurance costs by helping employees stay healthy. Family counseling 
may help workers trying to cope with a divorce or other personal problems to better 
focus on their jobs.

Companies try to provide the benefits they believe their employees want, but 
diverse people may want different things. In recent years, some single workers have 
felt that co-workers with spouses and children seem to get “special breaks” and extra 
time off to deal with family issues. Some companies use flexible benefit programs 
to allow employees to choose the benefits they would like, up to a specified amount.

Fringe benefits include sick leave, vacation pay, pension plans, health plans, and 
any other extra compensation. Many states and cities are adopting new policies on 
sick leave that mandate a certain number of paid sick days a worker can take. It is 

Going Green

Employees Like Green Incentives
Some large businesses are providing incentives for employ-
ees to adopt green practices both at work and at home. For 
instance, Sony Pictures’ Alternative Vehicle Incentive offers 
cash back for the purchase of fuel-efficient hybrid or electric 
vehicles. Its Greener World Grant Program allows employees to 
nominate environmental organizations in their communities for 
grants, and its Idea to Action Grant Program provides funding 
for eligible employees to pursue ways to make Sony’s opera-
tions greener.

Intel has also been recognized for its green incentives. The 
company ties a portion of employee compensation to achiev-
ing sustainability goals. It also has an Environmental Excellence 
Award Program that recognizes employees for their contribu-
tions toward improving sustainability at the company and in 
the greater community.

Google is another company that has become well known 
for its green incentives. Google has placed Google Bikes, 
also known as GBikes, all around its campus to discourage 

the use of vehicles. The company encourages carpooling and 
alternative transportation methods for employees. It esti-
mates that single-occupancy commuting to its headquarters 
has decreased by 45 percent. In addition, to promote more 
environmentally friendly vehicles, 10 percent of parking 
spaces have electric vehicle charging stations at its Bay Area 
headquarters. With companies like Sony, Intel, and Google 
encouraging green behaviors among employees, perhaps it 
is businesses that will make the greatest contribution toward 
sustainable environmental practices.30

Critical Thinking Questions
 1. Why do you think businesses are providing employees with 

incentives to go green?
 2. What are some of the incentives that Sony Pictures, Intel, 

and Google offer employees to engage in more sustainable 
practices?

 3. Do you think these incentives are genuine efforts to 
encourage sustainability? Or are they more of a marketing 
initiative to make the businesses look good?
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often lower-wage employees who do not receive paid sick leave, yet they are the ones 
who usually cannot afford to take a day off if it is unpaid.33 Soft benefits include perks 
that help balance life and work. They include onsite child care, spas, food service, and 
even laundry services and hair salons. These soft benefits motivate employees and 
give them more time to focus on their job. They also inspire loyalty to the company. 
Facebook is known for its positive work/life balance and for the numerous benefits 
it provides employees. The importance of management fueling a positive work/life 
balance of employees can be seen through Facebook’s constant employee support 
after the Cambridge Analytica breach. Employees’ attitudes toward the firm remained 
unwavering, with many saying the anger at Facebook by the public is misplaced. In 
fact, Facebook’s rating on Glassdoor remained between 4.5 and 4.6 out of 5, even 
after the breach was announced.34

Cafeteria benefit plans provide a financial amount to employees so that they can 
select the specific benefits that fit their needs. The key is making benefits flexible, 
rather than giving employees identical benefits. As firms go global, the need for 
cafeteria or flexible benefit plans becomes even more important. For some employ-
ees, benefits are a greater motivator and differentiator in jobs than wages. For many 
Starbucks employees who receive health insurance when working part-time, this ben-
efit could be the most important compensation. Over the past two decades, the list of 
fringe benefits offered by employers has grown dramatically, and new benefits are 
being added every year.

Managing Unionized Employees
Employees who are dissatisfied with their working conditions or compensation have 
to negotiate with management to bring about change. Dealing with management on an 
individual basis is not always effective, however, so employees may organize themselves 
into labor unions to deal with employers and to achieve better pay, hours, and working 
conditions. Organized employees are backed by the power of a large group that can hire 
specialists to represent the entire union in its dealings with management. Union work-
ers make significantly more than nonunion employees. The United States has roughly 
10.7 percent of wage and salary workers who are members of unions, unchanged from 
the previous year.35 On average, the median usual weekly earnings of unionized full-
time and salary workers are about $200 more than their nonunion counterparts.36

However, union growth has slowed in recent years, and prospects for growth do 
not look good. One reason is that most blue-collar workers, the traditional members 
of unions, have already been organized. Factories have become more automated and 
need fewer blue-collar workers. The United States has shifted from a manufacturing 
to a service economy, further reducing the demand for blue-collar workers. Moreover, 
in response to foreign competition, U.S. companies are scrambling to find ways to 
become more productive and cost-efficient. Job enrichment programs and participa-
tive management have blurred the line between management and workers. Because 
workers’ say in the way plants are run is increasing, their need for union protection is 
decreasing. Many workers do not see the benefits of union membership if they do not 
have complaints or grievances against their employers.37

Nonetheless, labor unions have been successful in organizing blue-collar manufactur-
ing, government, and health care workers, as well as smaller percentages of employees 
in other industries. Consequently, significant aspects of HRM, particularly compensa-
tion, are dictated to a large degree by union contracts at many companies. Therefore, 
we’ll take a brief look at collective bargaining and dispute resolution in this section.

labor unions
employee organizations 
formed to deal with 
employers for achieving 
better pay, hours, and 
working conditions.

Evaluate some of the issues 
associated with unionized 
employees, including collec-
tive bargaining and dispute 
resolution.
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Collective Bargaining
Collective bargaining is the negotiation process through which management and 
unions reach an agreement about compensation, working hours, and working condi-
tions for the bargaining unit (Figure 10.1). The objective of negotiations is to reach 
agreement about a labor contract, the formal, written document that spells out the 
relationship between the union and management for a specified period of time, usu-
ally two or three years.

In collective bargaining, each side tries to negotiate an agreement that meets its 
demands; compromise is frequently necessary. Management tries to negotiate a labor 
contract that permits the company to retain control over things like work schedules; 
the hiring and firing of workers; production standards; promotions, transfers, and 
separations; the span of management in each department; and discipline. Unions tend 
to focus on contract issues such as magnitude of wages; better pay rates for overtime, 

collective bargaining
the negotiation process 
through which management 
and unions reach an 
agreement about 
compensation, working hours, 
and working conditions for 
the bargaining unit.

labor contract
the formal, written 
document that spells out 
the relationship between the 
union and management for 
a specified period of time— 
usually two or three years.

FIGURE 10.1
The Collective Bargaining 
Process

Union represents 
workers at
that work facility

Union tactics:
   Strikes
   Boycotts
   Picketing

Management tactics:
   Lockouts
   Strikebreakers

Management prepares list of
demands and concessions:
Scheduling
Hiring and firing
Pay cuts
Production standards
Discipline

Rejection of contract

Renegotiation of contract

Ratification of contract

Negotiation and compromise

Negotiation teams establish
rules and schedule meetings

Union prepares list of
demands and concessions:
Pay raises
Overtime rates
Benefits
Security
Seniority
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holidays, and undesirable shifts; scheduling of pay increases; and benefits. These 
issues will be spelled out in the labor contract, which union members will vote to 
either accept (and abide by) or reject.

Many labor contracts contain a cost-of-living escalator (or adjustment) (COLA) 
clause, which calls for automatic wage increases during periods of inflation to pro-
tect the “real” income of the employees. During tough economic times, unions may 
be forced to accept givebacks—wage and benefit concessions made to employers to 
allow them to remain competitive or, in some cases, to survive and continue to pro-
vide jobs for union workers.

Resolving Disputes
Sometimes, management and labor simply cannot agree on a contract. Most labor 
disputes are handled through collective bargaining or through grievance procedures. 
When these processes break down, however, either side may resort to more drastic 
measures to achieve its objectives.

Labor Tactics. Picketing is a public protest against management practices and 
involves union members marching (often waving antimanagement signs and plac-
ards) at the employer’s plant or work site. Picketing workers hope that their signs will 
arouse sympathy for their demands from the public and from other unions. Picketing 
may occur as a protest or in conjunction with a strike.

Strikes (employee walkouts) are one of the most effective weapons labor has. By 
striking, a union makes carrying out the normal operations of a business difficult at 
best and impossible at worst. Strikes receive widespread publicity, but they remain 
a weapon of last resort. However, in extreme cases, workers may organize a strike 
with the help of unions and coalitions. Fast-food workers at McDonald’s restaurants 
in Boston went on strike on Labor Day to demand $15/hour pay and union rights.38 
While it is mostly the case that the mere threat of a strike is enough to make manage-
ment back down, there are times when the issues are heatedly debated and regulatory 
agencies become involved.39

A boycott is an attempt to keep people from purchasing the products of a company. 
In a boycott, union members are asked not to do business with the boycotted organi-
zation. Some unions may even impose fines on members who ignore the boycott. To 
gain further support for their objectives, a union involved in a boycott may also ask 
the public—through picketing and advertising—not to purchase the products of the 
picketed firm.

Management Tactics. Management’s version of a strike is the lockout; manage-
ment actually closes a work site so that employees cannot go to work. Lockouts are 
used, as a general rule, only when a union strike has partially shut down a plant and 
it seems less expensive for the plant to close completely. Honeywell workers, after a 
10-month lockout, returned to their jobs after agreeing to a new contract with man-
agement. More than 350 employees in Indiana and New York returned to work where 
replacement workers had been filling their jobs.40

Strikebreakers, called “scabs” by striking union members, are people hired by 
management to replace striking employees. Managers hire strikebreakers to continue 
operations and reduce the losses associated with strikes—and to show the unions that 
they will not bow to their demands. Strikebreaking is generally a last-resort measure 
for management because it does great damage to the relationship between manage-
ment and labor.

picketing
a public protest against 
management practices that 
involves union members 
marching and carrying 
antimanagement signs at the 
employer’s plant.

strikes
employee walkouts; one of 
the most effective weapons 
labor has.

boycott
an attempt to keep people 
from purchasing the products 
of a company.

lockout
management’s version of a 
strike, wherein a work site 
is closed so that employees 
cannot go to work.

strikebreakers
people hired by management 
to replace striking employees; 
called “scabs” by striking 
union members.
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Outside Resolution. Management and union members normally reach mutu-
ally agreeable decisions without outside assistance. Sometimes though, even after 
lengthy negotiations, strikes, lockouts, and other tactics, management and labor 
still cannot resolve a contract dispute. In such cases, they have three choices: con-
ciliation, mediation, and arbitration. Conciliation brings in a neutral third party 
to keep labor and management talking. The conciliator has no formal power over 
union representatives or over management. The conciliator’s goal is to get both 
parties to focus on the issues and to prevent negotiations from breaking down. Like 
conciliation, mediation involves bringing in a neutral third party, but the media-
tor’s role is to suggest or propose a solution to the problem. With arbitration, a 
neutral third party is brought in to settle the dispute, but the arbitrator’s solution is 
legally binding and enforceable. Generally, arbitration takes place on a voluntary 
basis—management and labor must agree to it, and they usually split the cost (the 
arbitrator’s fee and expenses) between them. Occasionally, management and labor 
submit to compulsory arbitration, in which an outside party (usually the federal 
government) requests arbitration as a means of eliminating a prolonged strike that 
threatens to disrupt the economy.

The Importance of Workforce Diversity
Customers, employees, suppliers—all the participants in the world of business—
come in different ages, genders, races, ethnicities, nationalities, and abilities, a truth 
that business has come to label diversity. Understanding this diversity means recog-
nizing and accepting differences as well as valuing the unique perspectives such dif-
ferences can bring to the workplace.

The Characteristics of Diversity
When managers speak of diverse workforces, they typically mean differences in gen-
der and race. While gender and race are important characteristics of diversity, oth-
ers are also important. We can divide these differences into primary and secondary 
characteristics of diversity. In the lower segment of Figure 10.2, sexual orientation, 
age, gender, race, ethnicity, and abilities represent primary characteristics of diversity 
that are inborn and cannot be changed. In the upper section of Figure 10.2 are eight 
secondary characteristics of diversity—education, work background, income, marital 
status, parental status, military experience, religious beliefs, geographic location—
which can be changed. We acquire, change, and discard them as we progress through 
our lives.

Defining characteristics of diversity as either primary or secondary enhances our 
understanding, but we must remember that each person is defined by the interrelation 
of all characteristics. In dealing with diversity in the workforce, managers must con-
sider the complete person—not one or a few of a person’s differences.

Why Is Diversity Important?
The U.S. workforce is becoming increasingly diverse. Once dominated by white men, 
today’s workforce includes significantly more women, African Americans, Hispanics, 
and other minorities, as well as disabled and older workers. The Census Bureau pre-
dicts that by 2044, minorities will be the majority in the U.S.41 These groups have tra-
ditionally faced discrimination and higher unemployment rates and have been denied 
opportunities to assume leadership roles in corporate America. Consequently, more 

conciliation
a method of outside 
resolution of labor and 
management differences in 
which a third party is brought 
in to keep the two sides 
talking.

mediation
a method of outside 
resolution of labor and 
management differences in 
which the third party’s role 
is to suggest or propose a 
solution to the problem.

arbitration
settlement of a labor/ 
management dispute by a 
third party whose solution 
is legally binding and 
enforceable.

diversity
the participation of different 
ages, genders, races, 
ethnicities, nationalities, and 
abilities in the workplace.

Describe the importance of 
diversity in the workforce.

LO 10-8
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and more companies are trying to improve HRM programs to recruit, develop, and 
retain more diverse employees to better serve their diverse customers. Some firms are 
providing special programs such as sponsored affinity groups, mentoring programs, 
and special career development opportunities. Silicon Valley startup Social Capital 
and its CEO Chamath Palihapitiya have focused on investing in and nurturing more 
startups in some of the controversial industries like education and health care because 
they are imperative and typically handicapped by bias or perceived risk. Their pro-
gram, Capital-as-a-Service (CAAS), automates early investment decisions and thus 
eliminates bias against unconventional startups. CAAS received 30,000 applications 
from startups and invested in 30, with half the funded CEOs being nonwhite and 
40 percent female.42 Table 10.4 shows the top companies for minorities according 
to a study by DiversityInc. Effectively managing diversity in the workforce involves 
cultivating and valuing its benefits and minimizing its problems.

The Benefits of Workforce Diversity
There are a number of benefits to fostering and valuing workforce diversity, including 
the following:

 1. More productive use of a company’s human resources.
 2. Reduced conflict among employees of different ethnicities, races, religions, 

and sexual orientations as they learn to respect each other’s differences.
 3. More productive working relationships among diverse employees as they learn 

more about and accept each other.

FIGURE 10.2
Characteristics of 
Diversity
Source: Marilyn Loden and Judy 
B. Rosener, Workforce America! 
Managing Employee Diversity as a 
Vital Resource (New York: McGraw-
Hill, 1991), p. 20.
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 4. Increased commitment to and sharing of organizational goals among diverse 
employees at all organizational levels.

 5. Increased innovation and creativity as diverse employees bring new, unique 
perspectives to decision-making and problem-solving tasks.

 6. Increased ability to serve the needs of an increasingly diverse customer base.43

Companies that do not value their diverse employees are likely to experience 
greater conflict, as well as prejudice and discrimination. Among individual employ-
ees, for example, racial slurs and gestures, sexist comments, and other behaviors by 
co-workers harm the individuals at whom such behavior is directed. The victims of 
such behavior may feel hurt, depressed, or even threatened and may suffer from low-
ered self-esteem, all of which harm their productiv-
ity and morale. In such cases, women and minority 
employees may simply leave the firm, wasting the 
time, money, and other resources spent on hiring 
and training them. When discrimination comes 
from a supervisor, employees may also fear for their 
jobs. A discriminatory atmosphere not only can 
harm productivity and increase turnover, but it may 
also subject a firm to costly lawsuits and negative 
publicity.

Astute businesses recognize that they need to 
modify their human resource management pro-
grams to target the needs of all their diverse 
employees as well as the needs of the firm itself. 
They realize that the benefits of diversity are long 
term in nature and come only to those organizations 
willing to make the commitment. Most importantly, 
as workforce diversity becomes a valued organiza-
tional asset, companies spend less time managing 

1. IBM

2. Accenture

3. EY

4. Dell

5. Sodexo

6. Wyndham Worldwide

7. Procter & Gamble

8. Deloitte

9. Caterpillar

10. MasterCard

Source: “The DiversityInc Top 10 Companies for Global Diversity,” DiversityInc, http://di.diversityinc.com/top-10-companies-global-
diversity/ (accessed April 26, 2018).

TABLE 10.4 Top 10 Companies for Diversity

Some of the major benefits of diversity include a wider range of 
employee perspectives, greater innovation and creativity, and the 
ability to target a diverse customer base more effectively.

©Inti St Clair/Blend Images
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conflict and more time accomplishing tasks and satisfying customers, which is, after 
all, the purpose of business.

Affirmative Action
Many companies strive to improve their working environment through affirmative 
action programs, legally mandated plans that try to increase job opportunities for 
minority groups by analyzing the current pool of workers; identifying areas where 
women and minorities are underrepresented; and establishing specific hiring and 
promotion goals, along with target dates, for meeting those goals to resolve the dis-
crepancy. Affirmative action began in 1965 as Lyndon B. Johnson issued the first 
of a series of presidential directives. It was designed to make up for past hiring and 
promotion prejudices, to overcome workplace discrimination, and to provide equal 
employment opportunities for blacks and whites. Since then, minorities have made 
solid gains.

Legislation passed in 1991 reinforces affirmative action but prohibits organiza-
tions from setting hiring quotas that might result in reverse discrimination. Reverse 
discrimination occurs when a company’ policies force it to consider only minori-
ties or women instead of concentrating on hiring the person who is best qualified. 
More companies are arguing that affirmative action stifles their ability to hire the best 
employees, regardless of their minority status. Because of these problems, affirma-
tive action became politically questionable.

Trends in Management of the Workforce
Advances in information technology as well as the last recession and financial crisis 
have had a major impact on employment. Employee benefits, especially health care, 
remain a significant and controversial issue. The nature of the workplace is changing as 
well. Microentrepreneurs, small-scale businesses with no more than five employees, are 
growing rapidly. The gig economy where individuals move from one project to another 
is growing quickly as well. The sharing economy (online gig economy) is providing 
opportunities for independent contractors to own their businesses and contract their 
time and resources as they see fit. The rise of Uber, Airbnb, and Lyft illustrates this new 
form of employment. Space is also increasingly shared among employees and small 
businesses, a new trend called coworking. Companies such as WeWork and Industrious 
Office are capitalizing on these coworking opportunities by offering flexible, agile 
workspaces to businesses ranging from freelancers to Fortune 500 companies.44

This new job market has been supported by smartphones, tablet computers, and 
other technologies. However, a major challenge with the increasing use of smart-
phones and tablet computers is the blurring between leisure and work time, with some 
employers calling employees after hours.45 Employees themselves are mixing work 
and personal time by using social media in the office. This is requiring companies 
to come up with new policies that limit how employees can use social media in the 
workplace. On the other hand, it is estimated that 40 percent of full-time workers log 

more that 50 hours per week, while 20 percent log more 
than 60 hours. Many in this country are concerned about 
burnout and the negative impact that these work sched-
ules can have on productivity.46 Clearly, technology is 
changing the dynamics of the workplace in both positive 
and negative ways.

affirmative action 
programs
legally mandated plans 
that try to increase job 
opportunities for minority 
groups by analyzing the 
current pool of workers, 
identifying areas where 
women and minorities are 
underrepresented, and 
establishing specific hiring 
and promotion goals, with 
target dates, for addressing 
the discrepancy.

DID YOU KNOW? The largest employer in the world is 
the U.S. Department of Defense, with 2.87 million employees. 
The largest private employer is Walmart, with 2.3 million 
employees.47
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It is important for human resource managers to be aware of legal issues regard-
ing worker rights. Strict criteria—such as having management responsibilities, hav-
ing advanced degrees, or making more than $455 a week—determine whether an 
employee is exempt from overtime pay.49 Interestingly, although it might currently 
be legal for certain employers to request an applicant’s Facebook password, employ-
ees who “rant” about their employers on Facebook can receive some form of legal 
protection. Under the National Labor Relations Act of 1935, certain private-sector 
employees are allowed to complain about working conditions and pay—which seems 
to apply to social media sites as well. Threats, on the other hand, are not protected. 
Even then, however, courts sometimes differ from employers as to what constitutes a 
threat.50 Additionally, the Affordable Care Act has extended coverage to millions of 
Americans. The new law has placed certain health care responsibilities on employers 
that employ full-time employees.51 Hence, human resource managers should under-
stand these issues to ensure that the company adheres to all applicable employment 
laws.

Despite the grim outlook of the past few years, hiring trends are on the rise. Food 
retailers are fighting for workers in the most competitive U.S. labor market in almost 
two decades. Kroger Co. is trying to stay competitive by hiring 11,000 workers to 
improve customer service and efficiency. Also, with the savings from the new federal 
tax law, Kroger says it will spend $500 million on boosting compensation.52 This 
uptick in hiring will require firms not only to know about relevant employee laws, but 
also to understand how benefits and employee morale can contribute to overall pro-
ductivity. Many of the most successful firms have discovered ways to balance costs 
with the well-being of their employees.

Entrepreneurship in Action

Off to WeWork We Go
WeWork
Founder: Adam Neumann and Miguel McKelvey
Founded: 2010, in New York, New York
Success: With more than 280 locations worldwide, WeWork 
is one of the highest valued private U.S. tech firms at an  
estimated worth of $20 billion.

WeWork sells more than just office space—it sells a commu-
nity experience. WeWork, a frontrunner in the coworking industry, 
rents shared workspaces to clients and customizes the space with 
unique value-added services. The company has different packages 
based upon client needs, including a private office space start-
ing at $450/month, a dedicated desk at $350/month, and a hot 
desk—or a workspace in a common area—starting at $220/month.

Many of WeWork’s locations are rented and communally 
shared by different businesses or entrepreneurs. This common 
workspace is appealing to those who do not require a perma-
nent office space. Clients can rent by the month, allowing them 
to use WeWork’s services as needed. By co-sharing space, 

WeWork’s clients have a place to work while being part of a 
larger community of workers. WeWork provides many ameni-
ties in these spaces, including craft beer, Internet, printing, 
daily cleaning, and mailing and packaging.

WeWork is also attracting the attention of larger firms. 
General Electric, for instance, uses WeWork to provide work-
space for employees in six locations. WeWork is redesigning 
and consolidating workspace to save on costs while optimiz-
ing collaboration. If its popularity continues, the firm may help 
foster a revolution in office workspace design.48

Critical Thinking Questions
 1. What services does WeWork offer that could help 

improve workspace?
 2. What impact do you think WeWork’s services have on the 

satisfaction of employees and entrepreneurs that use its 
workspaces? Why?

 3. WeWork offers a flexible work environment for employers 
and entrepreneurs. How might this flexible work environ-
ment save on costs?
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Review Your Understanding

Explain the significance of human resources 
management.

Human resource, or personnel, management refers to all the 
activities involved in determining an organization’s human 
resource needs and acquiring, training, and compensating 
people to fill those needs. It is concerned with maximizing 
the satisfaction of employees and improving their efficiency to 
meet organizational objectives.

Summarize the processes of recruiting and 
selecting human resources for a company

First, the human resource manager must determine the firm’s 
future human resource needs and develop a strategy to meet 
them. Recruiting is the formation of a pool of qualified appli-
cants from which management will select employees; it takes 
place both internally and externally. Selection is the process 
of collecting information about applicants and using that 

information to decide which ones to hire; it includes the appli-
cation, interviewing, testing, and reference checking.

Describe how workers are trained and their 
performance appraised.

Training teaches employees how to do their specific job 
tasks; development is training that augments the skills and 
knowledge of managers and professionals, as well as current 
employees. Appraising performance involves identifying an 
employee’s strengths and weaknesses on the job. Performance 
appraisals may be subjective or objective.

Identify the types of turnover companies may 
experience.

A promotion is an advancement to a higher-level job with 
increased authority, responsibility, and pay. A transfer is a 
move to another job within the company at essentially the 

Managing human resources is a challenging and creative 
facet of a business. It is the department that handles the 
recruiting, hiring, training, and firing of employees. Because 
of the diligence and detail required in hiring and the sensitiv-
ity required in firing, human resource managers have a broad 
skill set. Human resources, therefore, is vital to the overall 
functioning of the business because, without the right staff, a 
firm will not be able to effectively carry out its plans. Like in 
basketball, a team is only as strong as its individual players, 
and those players must be able to work together to enhance 
strengths and downplay weaknesses. In addition, a good 
human resource manager can anticipate upcoming needs and 
changes in the business, hiring in line with the dynamics of 
the market and organization.

Once a good workforce is in place, human resource man-
agers must ensure that employees are properly trained and 
oriented and that they clearly understand some elements of 
what the organization expects. Hiring new people is expen-
sive, time consuming, and turbulent; thus, it is imperative that 
all employees are carefully selected, trained, and motivated 
so that they will remain committed and loyal to the company. 
This is not an easy task, but it is one of the responsibilities of 
the HR manager. Even with references, a résumé, background 
checks, and an interview, it can be hard to tell how a person 
will fit in the organization; therefore, the HR manager needs 
to have skills to be able to anticipate how every individual 
will “fit in.” HR jobs include compensation, labor relations, 
benefits, training, ethics, and compliance managers. All of 

the tasks associated with the interface with hiring, develop-
ing, and maintaining employee motivation come into play in 
human resource management. Jobs are diverse and salaries 
will depend on responsibilities, education, and experience.

One of the major considerations for an HR manager is 
workforce diversity. A multicultural, multiethnic workforce 
consisting of men and women will help to bring in a vari-
ety of viewpoints and improve the quality and creativity of 
organizational decision making. Diversity is an asset and 
can help a company from having blind spots or harmony in 
thought, background, and perspective, which stifles good 
team decisions. However, a diverse workforce can present 
some management challenges. Human resource manage-
ment is often responsible for managing diversity training and 
compliance to make sure employees do not violate the ethi-
cal culture of the organization or break the law. Different 
people have different goals, motivations, and ways of think-
ing about issues that are informed by their culture, religion, 
and the people closest to them. No one way of thinking is 
more right or more wrong than others, and they are all valu-
able. A human resource manager’s job can become very 
complicated, however, because of diversity. To be good at 
human resources, you should be aware of the value of dif-
ferences, strive to be culturally sensitive, and ideally should 
have a strong understanding and appreciation of different 
cultures and religions. Human resources managers’ ability 
to manage diversity and those differences will affect their 
overall career success.

So You Want to Work in Human Resources
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same level and wage. Separations occur when employees 
resign, retire, are terminated, or are laid off. 

Explain why turnover is an important issue.

Turnovers due to separation are expensive because of the 
time, money, and effort required to select, train, and manage 
new employees.

Specify the various ways a worker may be 
compensated.

Wages are financial compensation based on the number of 
hours worked (time wages) or the number of units produced 
(piece wages). Commissions are a fixed amount or a per-
centage of a sale paid as compensation. Salaries are com-
pensation calculated on a weekly, monthly, or annual basis, 
regardless of the number of hours worked or the number of 
items produced. Bonuses and profit sharing are types of finan-
cial incentives. Benefits are nonfinancial forms of compensa-
tion, such as vacation, insurance, and sick leave.

Evaluate some of the issues associated with 
unionized employees, including collective 
bargaining and dispute resolution.

Collective bargaining is the negotiation process through which 
management and unions reach an agreement on a labor 

contract—the formal, written document that spells out the rela-
tionship written between the union and management. If labor 
and management cannot agree on a contract, labor union 
members may picket, strike, or boycott the firm, while man-
agement may lock out striking employees, hire strikebreakers, 
or form employers’ associations. In a deadlock, labor disputes 
may be resolved by a third party—a conciliator, mediator, or 
arbitrator.

Describe the importance of diversity in the 
workforce.

When companies value and effectively manage their diverse 
workforces, they experience more productive use of human 
resources, reduced conflict, better work relationships among 
workers, increased commitment to and sharing of orga-
nizational goals, increased innovation and creativity, and 
enhanced ability to serve diverse customers.

Assess an organization’s efforts to reduce its 
workforce size and to manage the resulting effects.

Based on the material in this chapter, you should be able 
to answer the questions posed in the “Solve the Dilemma” 
feature near the end of the chapter and evaluate the com-
pany’s efforts to manage the human consequences of its 
downsizing.

Critical Thinking Questions

Enter the World of Business Questions

 1. What are some ways that Sheryl Sandberg demonstrates 
strong human resource skills?

 2. Why do you think communicating with employees is 
crucial to Sandberg’s popularity at Facebook?

 3. How is Sandberg attempting to change the workplace in 
ways that would benefit employees?

Learn the Terms

affirmative action programs 320
arbitration 317
benefits 312
bonuses 312
boycott 316
collective bargaining 315
commission 311
conciliation 317
development 307
diversity 317
human resource management  

(HRM) 300

job analysis 301
job description 301
job specification 301
labor contract 315
labor unions 314
lockout 316
mediation 317
mentoring 307
orientation 307
picketing 316
profit sharing 312
promotion 309

recruiting 301
salary 311
selection 303
separations 310
strikebreakers 316
strikes 316
Title VII of the Civil Rights Act 306
training 307
transfer 309
turnover 309
wage/salary survey 311
wages 311
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Check Your Progress

 1. Distinguish among job analysis, job descriptions, and job 
specifications. How do they relate to planning in human 
resources management?

 2. What activities are involved in acquiring and maintaining 
the appropriate level of qualified human resources? 
Name the stages of the selection process.

 3. What are the two types of training programs? Relate 
training to kinds of jobs.

 4. What is the significance of a performance appraisal? 
How do managers appraise employees?

 5. Why does turnover occur? List the types of turnover. Why 
do businesses want to reduce turnover due to separations?

 6. Relate wages, salaries, bonuses, and benefits to Herzberg’s 
distinction between hygiene and motivation factors. How 
does the form of compensation relate to the type of job?

 7. What is the role of benefits? Name some examples of 
benefits.

 8. Describe the negotiation process through which 
management and unions reach an agreement on a contract.

 9. Besides collective bargaining and the grievance 
procedures, what other alternatives are available to 
labor and management to handle labor disputes?

 10. What are the benefits associated with a diverse 
workforce?

Get Involved

 1. Although many companies screen applicants and test 
employees for illegal drug use, such testing is somewhat 
controversial. Find some companies in your community 
that test applicants and/or employees for drugs. Why 
do they have such a policy? How do the employees feel 
about it? Using this information, debate the pros and 
cons of drug testing in the workplace.

 2. If collective bargaining and the grievance procedures 
have not been able to settle a current labor dispute, 

what tactics would you and other employees adopt? 
Which tactics would be best for which situations? Give 
examples.

 3. Find some examples of companies that value their 
diverse workforces, perhaps some of the companies 
mentioned in the chapter. In what ways have these 
firms derived benefits from promoting cultural diversity? 
How have they dealt with the problems associated with 
cultural diversity?

Build Your Skills

Appreciating and Valuing Diversity

Background
Here’s a quick self-assessment to get you to 
think about diversity issues and evaluate the 
behaviors you exhibit that reflect your level of 
appreciation of other cultures:

Do you . . . Regularly Sometimes Never

 1. Make a conscious effort not to think stereotypically?    

2. Listen with interest to the ideas of people who don’t think like you do?    

3. Respect other people’s opinions, even when you disagree?    

4.  Spend time with friends who are not your age, race, gender, or the same  
economic status and education?

   

 5. Believe your way is not the only way?    

 6. Adapt well to change and new situations?    

Final PDF to printer



325

fer88367_ch10_298-330.indd 325 11/12/18  07:21 PM

Chapter 10   Managing Human Resources

Do you . . . Regularly Sometimes Never

 7.  Enjoy traveling, seeing new places, eating different foods, and experiencing  
other cultures?

   

 8. Try not to offend or hurt others?    

 9. Allow extra time to communicate with someone whose first language is not yours?    

10.  Consider the effect of cultural differences on the messages you send and adjust 
them accordingly?

   

Scoring

Number of Regularly checks _____ multiplied by 5 = _____

Number of Sometimes checks _____ multiplied by 3 = _____

Number of Never checks _____ multiplied by 0 = _____

 TOTAL _____
Indications from score

40–50 You appear to understand the importance of valuing diversity and exhibit behaviors that support your appreciation 
of diversity.

  6–39 You appear to have a basic understanding of the importance of valuing diversity and exhibit some behaviors 
that support that understanding.

   13–5 You appear to lack a thorough understanding of the importance of valuing diversity and exhibit only some 
behaviors related to valuing diversity.

    0–1 You appear to lack an understanding of valuing diversity and exhibit few, if any, behaviors of an individual who 
appreciates and values diversity.

Task
In a small group or class discussion, share the results of your assessment. After reading the following list of ways you can increase 
your knowledge and understanding of other cultures, select one of the items that you have done and share how it helped you 
learn more about another culture. Finish your discussion by generating your own ideas on other ways you can learn about and 
understand other cultures and fill in those ideas on the blank lines at the end.

 • Be alert to and take advantage of opportunities to talk to and get to know people from other races and ethnic groups. 
You can find them in your neighborhood, in your classes, at your fitness center, at a concert or sporting event—just about 
anywhere you go. Take the initiative to strike up a conversation and show a genuine interest in getting to know the other 
person.

 • Select a culture you’re interested in and immerse yourself in that culture. Read novels, look at art, take courses, see plays.

 • College students often have unique opportunities to travel inexpensively to other countries—for example, as a member of 
a performing arts group, with a humanitarian mission group, or as part of a college course studying abroad. Actively seek 
out travel opportunities that will expose you to as many cultures as possible during your college education.

 • Study a foreign language.

 • Expand your taste buds. The next time you’re going to go to a restaurant, instead of choosing that old familiar favorite, find 
a restaurant that serves ethnic food you’ve never tried before.

 • Many large metropolitan cities sponsor ethnic festivals, particularly in the summertime, where you can go and take in the 
sights and sounds of other cultures. Take advantage of these opportunities to have a fun time learning about cultures that 
are different from yours.

 • _____________________________________________________________________________________________________

 • _____________________________________________________________________________________________________
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Build Your Business Plan

Managing Human Resources

Now is the time to start thinking about the 
employees you will need to hire to implement 
your business plan. What kinds of background/
skills are you going to look for in potential 
employees? Are you going to require a certain 

amount of work experience?
When you are starting a business, you are often only able 

to hire part-time employees because you cannot afford to pay 
the benefits for a full-time employee. Remember at the end of 
the last chapter we discussed how important it is to think of 
ways to motivate your employees when you cannot afford to 
pay them what you would like.

You need to consider how you are going to recruit your 
employees. When you are first starting your business, it 

is often a good idea to ask people you respect (and not 
necessarily members of your family) for any recommenda-
tions of potential employees they might have. You probably 
won’t be able to afford to advertise in the classifieds, so 
announcements in sources such as church bulletins or com-
munity bulletin boards should be considered as an excel-
lent way to attract potential candidates with little, if any, 
investment.

Finally, you need to think about hiring employees from 
diverse backgrounds, especially if you are considering tar-
geting diverse segments. The more diverse your employees, 
the greater the chance you will be able to draw in diverse 
customers.

Visit Connect to practice building your business plan 
with the Business Plan Prep Exercises.

See for Yourself Videocase

The Importance of Hollywood Labor Unions

You might be familiar with unions for teach-
ers or autoworkers. But what about unions 
for actors, radio artists, and screenwriters? 
Because we tend to view Hollywood as a glam-
orous place, we are tempted to view unions 

as unnecessary for these types of professions. Yet Hollywood 
unions were, and continue to be, important players in the 
careers of Hollywood artists.

When actors first became mainstream in the early 
20th century, working conditions for the industry included 
long work weeks and low pay. Studios essentially “owned” 
their artists, which meant that rival studios would not hire 

Solve the Dilemma

Morale among the Survivors

Medallion Corporation manufactures quality 
carpeting and linoleum for homes throughout 
the United States. A recession and subsequent 
downturn in home sales has sharply cut the 
company’s sales. Medallion found itself in the 

unenviable position of having to lay off hundreds of employees 
in the home office (the manufacturing facilities) as well as 
many salespeople. Employees were called in on Friday after-
noon and told about their status in individual meetings with 
their supervisors. The laid-off employees were given one addi-
tional month of work and a month of severance pay, along 
with the opportunity to sign up for classes to help with the 
transition, including job search tactics and résumé writing.

Several months after the cutbacks, morale was at an 
all-time low for the company, although productivity had 
improved. Medallion brought in consultants, who suggested 
that the leaner, flatter organizational structure would be 

suitable for more team activi-
ties. Medallion, therefore, set 
up task forces and teams to 
deal with employee concerns, 
but the diversity of the work-
force led to conflict and misun-
derstandings among team members. Medallion is evaluating 
how to proceed with this new team approach.

Critical Thinking Questions
 1. What did Medallion’s HRM department do right in 

dealing with the employees who were laid off?

 2. What are some of the potential problems that must be 
dealt with after an organization experiences a major 
trauma such as massive layoffs?

 3. What can Medallion do to make the team approach 
work more smoothly? What role do you think diversity 
training should play?

Assess an organization’s efforts 
to reduce its workforce size 
and to manage the resulting 
effects.

LO 10-9
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actors or actresses once their contracts ended. Actors were 
forced to work for the same studio to advance their careers. 
Negotiations with studios often proved fruitless.

Because strikes can be so disruptive and risky, they are often 
used as a last resort. Yet, in 1919 the Actors’ Equity Association, 
a union for theatrical performers, and the American Federation 
of Labor staged a Broadway strike to protest harsh working 
conditions. The strike resulted in a five-year contract and 
promises to improve labor conditions. Although the event hap-
pened off Broadway and not in Hollywood, it would inspire 
other artists to begin forming their own unions.

Working conditions might have improved somewhat for 
theatrical actors, but radio artists, film actors, and screenwrit-
ers still had to bear with hard conditions. For instance, radio 
artists might do an entire show and then receive only a dollar. 
Film actors would work around the clock with few (if any) 
breaks. Screenwriters experienced salary cuts. As individuals, 
these artists did not have much bargaining power with studios. 
Realizing that banding together could improve conditions, the 
Masquers Club (later the Screen Actors Guild of America) was 
created in 1925. It was followed by the Screenwriters Guild 
(later renamed the Writers Guild of America) in 1933 and the 
American Federation of Radio Artists in 1937.

It would take lawsuits, strikes, and hardline negotia-
tions for Hollywood artists to receive more rights. This often 
required artists to take risks such as suspensions or firings in 
the hope of better treatment. In 1988, the Writers Guild of 
America organized the longest strike in Hollywood history 
after disagreements with producers over payments and cre-
ative rights. The strike, which lasted five months, was esti-
mated to cost the industry $500 million.

Now that working conditions seem to have improved, it 
might be tempting to discard Hollywood unions as no longer 
useful. Yet, even today, conflicts often occur between artists 
and studios. For instance, the Screen Actors Guild of America 

(SAG) watches to make sure that low-budget actors know 
their rights and are not exploited by producers. Unequal treat-
ment still happens in the entertainment industry. For instance, 
minorities and female actors/actresses still tend to be paid 
less than Caucasian and male actors. The introduction of new 
media venues, particularly the Internet, may also warrant 
additional negotiations.

To address these challenges, many unions are banding 
together to address mutual concerns in the industry. In 2012, 
SAG united with the American Federation of Television and 
Radio Artists (AFTRA). This increases the bargaining power 
of the combined union. Additionally, Hollywood unions work 
closely with the American Federation of Labor and Congress of 
Industrial Organizations (AFL-CIO), which represents a federa-
tion of labor unions. The merger between SAG and AFTRA cre-
ates solidarity in the industry’s unions through the formation of 
an Industry Coordinating Committee. This allows for coordina-
tion of activity among 10 or 12 major unions within the industry.

Although these unions are for movie stars and other art-
ists, the goal is much the same as for other unions across the 
nation. As the industry expands, Hollywood unions feel that 
they must work together to secure benefits for their members 
while striving to arrive at mutually beneficial agreements with 
studios, producers, and other stakeholders in the entertain-
ment industry.

Critical Thinking Questions
 1. Why are Hollywood labor unions considered necessary?

 2 Why is striking often avoided if possible?

 3. Why do you think unions in the entertainment industry 
are banding together?

You can find the related video in the Video Library 
in Connect. Ask your instructor how you can access 
Connect.

Team Exercise

Form groups and go to Monster.com and look up job descrip-
tions for positions in business (account executive in advertis-
ing, marketing manager, human resource director, production 
supervisor, financial analyst, bank teller, etc.). What are the 
key requirements for the position that you have been assigned 
(education, work experience, language/ computer skills, 
etc.)? Does the position announcement provide a thorough 

understanding of the job? Was any key information that you 
would have expected omitted? Report your findings to the 
class.

Ask your instructor about the role play exercises 
available with this book to practice working with a 
business team.
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Learning Objectives
After reading this chapter, you will be able to:

 LO 11-1 Define marketing.

 LO 11-2 Describe the exchange process.

 LO 11-3 Specify the functions of marketing.

 LO 11-4 Explain the marketing concept and its 
implications for developing marketing strategies.

 LO 11-5 Examine the development of a marketing 
strategy, including market segmentation and 
marketing mix.

 LO 11-6 Describe how marketers conduct marketing 
research and study buying behavior.

 LO 11-7 Summarize the environmental forces that 
influence marketing decisions.

 LO 11-8 Propose a solution for resolving a problem with 
a company’s marketing plans.
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Dollar General Narrows in on Strategic  
Segmentation
Dollar General has overtaken the competition by recognizing that the large income 

gap in the United States leaves a significant market of locations untouched by rival 

stores. As such, Dollar General’s business model focuses on selling small-ticket 

items to a target market of low-income consumers on tight budgets. In places like 

Decatur, Arkansas, a high poverty rate and a medium household income under 

$35,000 makes them an unattractive location for larger stores. However, under-

standing this market is where Dollar General found its niche.

Larger chain stores—such as Walmart or Whole Foods—find it difficult to sus-

tain operations in these markets. Walmart faces startup costs of $15 million when 

creating a new Supercenter, in contrast with the $250,000 that Dollar General 

spends on a new store. Dollar General makes good use of shelving space, fitting a 

variety of different products within a space one-tenth the size of a Walmart store. 

Understanding that its leading target market shops paycheck-to-paycheck, the 

store avoids selling items in bulk like many competitors in the industry.

In 2016, Dollar General’s CEO Todd Vasos discussed the company’s vision 

to target all of the opportunities in the United States and add to their existing 

12,483 stores. The idea is to seek out small towns consisting of low-income 

households and individuals that rely on government assistance. These are areas 

that are not looking to thrive economically, but primarily to survive in a growing 

economy. Dollar General announced it would add around 1,000 new stores as 

part of its $22 billion expansion plan.

Although it may not provide high-salary jobs, Dollar General offers an option 

for those that would not otherwise have one. It is committed to continuing its 

strategy of recognizing and catering to “Anytown, USA.”1

Enter the World of Business
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Introduction
Marketing involves planning and executing the development, pricing, promotion, and 
distribution of ideas, goods, and services to create exchanges that satisfy individual 
and organizational goals. These activities ensure that the products consumers want to 
buy are available at a price they are willing to pay and that consumers are provided 
with information about product features and availability. Organizations of all sizes 
and objectives engage in these activities.

In this chapter, we focus on the basic principles of marketing. First we define and 
examine the nature of marketing. Then we look at how marketers develop marketing 
strategies to satisfy the needs and wants of their customers. Next we discuss buying 
behavior and how marketers use research to determine what consumers want to buy 
and why. Finally, we explore the impact of the environment on marketing activities.

Nature of Marketing
A vital part of any business undertaking, marketing is a group of activities designed 
to expedite transactions by creating, distributing, pricing, and promoting goods, ser-
vices, and ideas. These activities create value by allowing individuals and organizations 
to obtain what they need and want. A business cannot achieve its objectives unless it 
provides something that customers value. But just creating an innovative product that 
meets many users’ needs isn’t sufficient in today’s volatile global marketplace. Products 
must be conveniently available, competitively priced, and uniquely promoted.

Marketing is an important part of a firm’s overall strategy. Other functional 
areas of the business—such as operations, finance, and all areas of management—
must be coordinated with marketing decisions. Marketing has the important func-
tion of providing revenue to sustain a firm. Only by creating trust and effective 
relationships with customers can a firm succeed in the long run. Businesses try 
to respond to consumer wants and needs and to anticipate changes in the envi-

ronment. Unfortunately, it is difficult to understand 
and predict what consumers want: Motives are 
often unclear; few principles can be applied consis-
tently; and markets tend to fragment, each desiring 
customized products, new value, or better service.

It is important to note what marketing is not: It 
is not manipulating consumers to get them to buy 
products they do not want. It is not just advertis-
ing and selling; it is a systematic approach to sat-
isfying  consumers. Marketing focuses on the many 
 activities—planning, pricing, promoting, and distrib-
uting products—that foster exchanges. Unfortunately, 
the mass media and movies sometimes portray mar-
keting as unethical or as not adding value to busi-
ness. In this chapter, we point out that marketing is 
essential and provides important benefits in making 
products available to consumers.

The Exchange Relationship
At the heart of all business is the exchange, the act 
of giving up one thing (money, credit, labor, goods) 

marketing
a group of activities designed 
to expedite transactions by 
creating, distributing, pricing, 
and promoting goods, 
services, and ideas.

exchange
the act of giving up one thing 
(money, credit, labor, goods) 
in return for something else 
(goods, services, or ideas).

Companies find that communicating with customers through social 
media sites can enhance customer relationships and create value for 
their brands.

©Denis Rozhnovsky/Alamy Stock Photo

Define marketing.

LO 11-1

Describe the exchange process.

LO 11-2
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in return for something else (goods, services, or ideas). Businesses exchange their 
goods, services, or ideas for money or credit supplied by customers in a voluntary 
exchange relationship, illustrated in Figure 11.1. The buyer must feel good about the 
purchase, or the exchange will not continue. If your cell phone service works every-
where, you will probably feel good about using its services. But if you have a lot of 
dropped calls, you will probably use another phone service next time.

For an exchange to occur, certain conditions are required. As indicated by the 
arrows in Figure  11.1, buyers and sellers must be able to communicate about the 
“something of value” available to each. An exchange does not necessarily take place 
just because buyers and sellers have something of value to exchange. Each partici-
pant must be willing to give up his or her respective “something of value” to receive 
the “something” held by the other. You are willing to exchange your “something of 
value”—your money or credit—for soft drinks, football tickets, or new shoes because 
you consider those products more valuable or more important than holding on to your 
cash or credit potential.

When you think of marketing products, you may think of tangible things—cars, 
smartphones, or books, for example. What most consumers want, however, is a way to 
get a job done, solve a problem, or gain some enjoyment. You may purchase a Hoover 
vacuum cleaner not because you want a vacuum cleaner, but because you want clean 
carpets. Starbucks serves coffee drinks at a premium price, providing convenience, 
quality, and an inviting environment. It claims that it is not in the “coffee business 
serving people” but is in the “people business serving coffee.” Therefore, the tangible 
product itself may not be as important as the image or the benefits associated with the 
product. This intangible “something of value” may be capability gained from using a 
product or the image evoked by it, or even the brand name. Good examples of items 
with brand names that are easy to remember include ColourPop Lippie Stix, Tide 
detergent, and the Ford Mustang. The label or brand name, such as Ravenswood or 
Smoking Loon wine, may also offer the added bonus of being a conversation piece in 
a social environment.

FIGURE 11.1
The Exchange Process: 
Giving Up One Thing in 
Return for Another

Buyer Seller

Something of Value 

(m
oney, credit, labor, goods) 

(goods, services, ideas) 
Something of Value 
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Functions of Marketing
Marketing focuses on a complex set of activities that must be performed to accom-
plish objectives and generate exchanges. These activities include buying, selling, 
transporting, storing, grading, financing, marketing research, and risk taking.

Buying. Everyone who shops for products (consumers, stores, businesses, govern-
ments) decides whether and what to buy. A marketer must understand buyers’ needs 
and desires to determine what products to make available.

Selling. The exchange process is expedited through selling. Marketers usually view 
selling as a persuasive activity that is accomplished through promotion (advertising, 
personal selling, sales promotion, publicity, and packaging).

Transporting. Transporting is the process of moving products from the seller to 
the buyer. Marketers focus on transportation costs and services.

Storing. Like transporting, storing is part of the physical distribution of products 
and includes warehousing goods. Warehouses hold some products for lengthy periods 
in order to create time utility. Time utility has to do with being able to satisfy demand 
in a timely manner. This especially pertains to a seasonal good such as orange juice. 
Fresh oranges are only available for a few months annually, but consumers demand 
juice throughout the entire year. Sellers must arrange for cold storage of orange juice 
concentrate so that they can maintain a steady supply all of the time.

Grading. Grading refers to standardizing products by dividing them into subgroups 
and displaying and labeling them so that consumers clearly understand their nature 
and quality. Many products, such as meat, steel, and fruit, are graded according to a 
set of standards that often are established by the state or federal government.

Financing. For many products, especially large items such as automobiles, refrig-
erators, and new homes, the marketer arranges credit to expedite the purchase.

Marketing Research. Through research, marketers ascertain the need for new 
goods and services. By gathering information regularly, marketers can detect new 
trends and changes in consumer tastes.

Risk Taking. Risk is the chance of loss associated with marketing decisions. 
Developing a new product creates a chance of loss if consumers do not like it enough 
to buy it. Spending money to hire a sales force or to conduct marketing research also 
involves risk. The implication of risk is that most marketing decisions result in either 
success or failure.

Creating Value with Marketing
Value is an important element of managing long-term customer relationships and 
implementing the marking concept. We view value as a customer’s subjective assess-
ment of benefits relative to costs in determining the worth of a product (customer 
value = customer benefits − customer costs).

Customer benefits include anything a buyer receives in an exchange. Hotels and 
motels, for example, basically provide a room with a bed and bathroom, but each 
firm provides a different level of service, amenities, and atmosphere to satisfy its 
guests. Motel 6 offers the minimum services necessary to maintain a quality, effi-
cient, low-price overnight accommodation. In contrast, the Ritz-Carlton provides 

value
a customer’s subjective 
assessment of benefits relative 
to costs in determining the 
worth of a product.

Specify the functions of 
marketing.

LO 11-3
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every imaginable service a guest might desire and strives to ensure that all service 
is of the highest quality. Customers judge which type of accommodation offers them 
the best value according to the benefits they desire and their willingness and ability to 
pay for the costs associated with the benefits.

Customer costs include anything a buyer must give up to obtain the benefits the 
product provides. The most obvious cost is the monetary price of the product, but 
nonmonetary costs can be equally important in a customer’s determination of value. 
Two nonmonetary costs are the time and effort customers expend to find and purchase 
desired products. To reduce time and effort, a company can increase product avail-
ability, thereby making it more convenient for buyers to purchase the firm’s products. 
Another nonmonetary cost is risk, which can be reduced by offering good basic warran-
ties for an additional charge. Another risk-reduction strategy is increasingly popular in 
today’s catalog/telephone/Internet shopping environment. L.L. Bean, for example, uses 
a guarantee to reduce the risk involved in ordering merchandise from its catalogs, and 
many online retailers like Nordstrom and Sephora offer free return shipping.

In developing marketing activities, it is important to recognize that customers 
receive benefits based on their experiences. For example, many computer buyers con-
sider services such as fast delivery, ease of installation, technical advice, and training 
assistance to be important elements of the product. Customers also derive benefits 
from the act of shopping and selecting products. These benefits can be affected by the 
atmosphere or environment of a store, such as Red Lobster’s nautical/seafood theme.

The Marketing Concept
A basic philosophy that guides all marketing activities is the marketing concept, the 
idea that an organization should try to satisfy customers’ needs through coordinated 
activities that also allow it to achieve its own goals. According to the marketing 

marketing concept
the idea that an organization 
should try to satisfy 
customers’ needs through 
coordinated activities that 
also allow it to achieve its 
own goals.

Responding to Business Challenges

Cool Beans: Starbucks Refines  
the Customer Experience
Starbucks is brewing up higher sales through new bever-
ages and cafés in global markets. It also continues to refine 
the retail environment to increase customer value. To speed 
up purchases, it offers pay-by-cell phone and order-ahead 
options. To pay with the Starbucks app, consumers with 
iPhone, Android, or Windows cell phones download the 
app and let cashiers scan the Starbucks code on the screen 
during checkout. The app links to the customer’s Starbucks 
Card, combining the rewards of a loyalty program with the 
convenience of a prepaid card, for making purchases. Nearly 
a third of Starbucks’ sales volume now comes through its 
mobile wallet.

Starbucks aims to open 12,000 additional stores, refocus 
on its coffee beverages, and expand its focus on technology 
and its rewards program. With company food sales reaching 
21 percent of total sales in the United States, Starbucks aims 

to elevate its food offerings. The company invested in high-end 
Italian bakery Princi and opened a bakery inside the compa-
ny’s flagship Reserve Roastery in Seattle. Starbucks’ Roasteries 
are designed to be larger than their traditional café concept 
and will incorporate Princi bakeries, including those slated for 
Shanghai, Milan, New York, Tokyo, and Chicago.

When it comes to innovation, Starbucks proactively moni-
tors the marketing environment to identify new trends. Its many 
successful initiatives demonstrate that the firm is ready and 
willing to make changes to maintain its competitive advantage 
and gain market share.2

Critical Thinking Questions
 1. How did Starbucks introduce technological changes to 

speed up purchases?
 2. Why must Starbucks remain proactive in monitoring the 

marketing environment?
 3. Do you think a greater investment in food offerings will 

benefit Starbucks in the long run? Why or why not?

Explain the marketing concept 
and its implications for develop-
ing marketing strategies.
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concept, a business must find out what consumers 
desire and then develop the good, service, or idea that 
fulfills their needs or wants. The business must then 
get the product to the customer. In addition, the busi-
ness must continually alter, adapt, and develop prod-
ucts to keep pace with changing consumer needs and 
wants. For instance, after years of criticism regarding 
her unrealistic body shape, Mattel released its iconic 
Barbie doll in three different shape sizes. Barbie will 
also have different skin tones and hairstyles. These 
new dolls are meant to reflect the multicultural 
diversity around the world.3 To remain competi-
tive, companies must be prepared to add to or adapt 
their product lines to satisfy customers’ desires for 
new fads or changes in eating habits. General Mills 
is focused on removing artificial colors and flavors 
from its cereals and providing organic food products 
to adapt to changing consumer demand. With con-
sumer preference rapidly evolving, General Mills is 
changing to satisfy a growing target market.4 Each 

business must determine how best to implement the marketing concept, given its own 
goals and resources.

Trying to determine customers’ true needs is increasingly difficult because no 
one fully understands what motivates people to buy things. However, Estée Lauder, 
founder of her namesake cosmetics company, had a pretty good idea. When a pres-
tigious store in Paris rejected her perfume in the 1960s, she “accidentally” dropped 
a bottle on the floor where nearby customers could get a whiff of it. So many asked 
about the scent that Galeries Lafayette was obliged to place an order. Lauder ulti-
mately built an empire using then-unheard-of tactics like free samples and gifts with 
purchase to market her “jars of hope.”5

Although customer satisfaction is the goal of the marketing concept, a business 
must also achieve its own objectives, such as boosting productivity, reducing costs, 
or achieving a percentage of a specific market. If it does not, it will not survive. For 
example, Lenovo could sell computers for $50 and give customers a lifetime guar-
antee, which would be great for customers but not so great for Lenovo. Obviously, 
the company must strike a balance between achieving organizational objectives and 
satisfying customers.

To implement the marketing concept, a firm must have good information about 
what consumers want, adopt a consumer orientation, and coordinate its efforts 
throughout the entire organization; otherwise, it may be awash with goods, ser-
vices, and ideas that consumers do not want or need. Successfully implementing 
the marketing concept requires that a business view the customer’s perception of 
value as the ultimate measure of work performance and improving value, and the 
rate at which this is done, as the measure of success.6 Everyone in the organization 
who interacts with customers—all customer-contact employees—must know what 
customers want. They are selling ideas, benefits, philosophies, and experiences—not 
just goods and services.

Someone once said that if you build a better mousetrap, the world will beat a 
path to your door. Suppose you do build a better mousetrap. What will happen? 
Actually, consumers are not likely to beat a path to your door because the market 

Drones provide an example of a product that is based on advanced 
technology but is finding many uses from being a toy or recreational 
product to commercial uses. The marketing concept is based on the 
philosophy that consumers purchase the satisfaction and value they 
derive from a product not the product itself.

©Stock Image/Shutterstock

Final PDF to printer



339

fer88367_ch11_331-361.indd 339 11/19/18  07:08 PM

Chapter 11   Customer-Driven Marketing

is so competitive. A coordinated effort by everyone 
involved with the mousetrap is needed to sell the 
product. Your company must reach out to customers 
and tell them about your mousetrap, especially how 
your mousetrap works better than those offered by 
competitors. If you do not make the benefits of your 
product widely known, in most cases, it will not be 
successful. One reason that Apple is so successful is 
because of its stores. Apple’s more than 400 national 
and international retail stores market computers 
and electronics in a way unlike any other computer 
manufacturer or retail establishment. The upscale 
stores, located in high-rent shopping districts, show 
off Apple’s products in modern, spacious settings to 
encourage consumers to try new things—like mak-
ing a movie on a computer.7 So for some companies, 
like Apple, you need to create stores to sell your 
product to consumers. You could also find stores 
that are willing to sell your product to consumers 
for you. In either situation, you must implement the 
marketing concept by making a product with satisfying benefits and making it avail-
able and visible.

Orville Wright said that an airplane is “a group of separate parts flying in close 
formation.” This is what most companies are trying to accomplish: They are striving 
for a team effort to deliver the right good or service to customers. A breakdown at any 
point in the organization—whether it be in production, purchasing, sales, distribution, 
or advertising—can result in lost sales, lost revenue, and dissatisfied customers.

Evolution of the Marketing Concept
The marketing concept may seem like the obvious approach to running a business 
and building relationships with customers. However, businesspeople are not always 
focused on customers when they create and operate businesses. Many companies fail 
to grasp the importance of customer relationships and fail to implement customer 
strategies. A firm’s marketing department needs to share information about custom-
ers and their desires with the entire organization. Our society and economic system 
have changed over time, and marketing has become more important as markets have 
become more competitive. Although this is an oversimplification, these time periods 
help us to understand how marketing has evolved. There have always been some firms 
that have practiced the marketing concept.

The Production Orientation. During the second half of the 19th century, the 
Industrial Revolution was well under way in the United States. New technologies, 
such as electricity, railroads, internal combustion engines, and mass-production 
techniques, made it possible to manufacture goods with ever increasing efficiency. 
Together with new management ideas and ways of using labor, products poured into 
the marketplace, where demand for manufactured goods was strong.

The Sales Orientation. By the early part of the 20th century, supply caught up 
with and then exceeded demand, and businesspeople began to realize they would have 
to “sell” products to buyers. During the first half of the 20th century, businesspeople 

Kellogg’s knows its customers want a fast breakfast. Kellogg’s  Nutri-
Grain Soft Baked Breakfast Bars are made with whole grains and real 
fruit and satisfy consumers’ desires for a healthy breakfast option.

©Sheila Fitzgerald/Shutterstock

Final PDF to printer



340

fer88367_ch11_331-361.indd 340 11/19/18  07:08 PM

Part 5   Marketing: Developing Relationships

viewed sales as the primary means of increasing profits in what has become known 
as a sales orientation. Those who adopted the sales orientation perspective believed 
the most important marketing activities were personal selling and advertising. Today, 
some people still inaccurately equate marketing with a sales orientation.

The Market Orientation. By the 1950s, some businesspeople began to recog-
nize that even efficient production and extensive promotion did not guarantee sales. 
These businesses, and many others since, found that they must first determine what 
customers want and then produce it, rather than making the products first and then 
trying to persuade customers that they need them. Managers at General Electric first 
suggested that the marketing concept was a companywide philosophy of doing busi-
ness. As more organizations realized the importance of satisfying customers’ needs, 
U.S. businesses entered the marketing era, one of market orientation. A  market 
 orientation requires organizations to gather information about customer needs, share 
that information throughout the entire firm, and use it to help build long-term rela-
tionships with customers. Market orientation is linked to new product innovation by 
developing a strategic focus to explore and develop new products to serve target mar-
kets.8 For example, the popular outdoor store REI allows consumers to return most 
products within one year for a full refund. Electronics have a shorter window for 
returns. A “user-friendly” return policy helps REI better serve its customers’ desires 
to return merchandise without time pressures.9 Top executives, marketing manag-
ers, nonmarketing managers (those in production, finance, human resources, and so 
on), and customers all become mutually dependent and cooperate in developing and 
carrying out a market orientation. Nonmarketing managers must communicate with 
marketing managers to share information important to understanding the customer. 
Consider the nearly 130-year history of Wrigley’s gum. In 1891, the gum was given 
away to promote sales of baking powder (the company’s original product). The gum 
was launched as its own product in 1893, and after four generations of Wrigley family 
CEOs, the company continues to reinvent itself and focus on consumers. Eventually, 
the family made the decision to sell the company to Mars. Wrigley now functions as a 
stand-alone subsidiary of Mars. The deal combined such popular brands as Wrigley’s 
gums and Life Savers with Mars’ M&M’S, Snickers, and Skittles to form the world’s 
largest confectionary company.

Trying to assess what customers want, which is difficult to begin with, is further 
complicated by the rate at which trends, fashions, and tastes can change. Businesses 
today want to satisfy customers and build meaningful long-term relationships with 
them. It is more efficient and less expensive for the company to retain existing cus-
tomers and even increase the amount of business each customer provides the organi-
zation than to find new customers. Most companies’ success depends on increasing 
the amount of repeat business; therefore, relationship building between company and 
customer is key. Many companies are turning to technologies associated with cus-
tomer relationship management to help build relationships and boost business with 
existing customers. A market orientation involves being responsive to ever-changing 
customer needs and wants. For example, Weight Watchers made its program easier 
for consumers to use by adapting its points system. The “Freestyle” program builds 
upon understanding a “healthy lifestyle” with more than 200 ingredients deemed 
healthy as opposed to penalizing members with higher points for less healthy options. 
The sustainability and results exceed those of their other programs.

Although it might be easy to dismiss customer relationship management as time-
consuming and expensive, this mistake could destroy a company. Customer relationship 

market orientation
an approach requiring 
organizations to gather 
information about customer 
needs, share that information 
throughout the firm, and use 
that information to help build 
long-term relationships with 
customers.
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management (CRM) is important in a market orientation because it can result in loyal 
and profitable customers. Without loyal customers, businesses would not survive; 
therefore, achieving the full profit potential of each customer relationship should be 
the goal of every marketing strategy. At the most basic level, profits can be obtained 
through relationships by acquiring new customers, enhancing the profitability of exist-
ing customers, and extending the duration of customer relationships. The profitability 
of loyal customers throughout their relationship with the company (their lifetime cus-
tomer value) should not be underestimated. Starbucks, for example, is estimated to have 
a customer lifetime value of more than $14,000.10

Communication remains a major element of any strategy to develop and man-
age long-term customer relationships. By providing multiple points of interactions 
with customers—that is, websites, telephone, fax, e-mail, and personal contact— 
companies can personalize customer relationships.11 Like many online retailers, 
Amazon stores and analyzes purchase data in an attempt to understand each custom-
er’s interests. This information helps the online retailer improve its ability to satisfy 
individual customers and thereby increase sales of books, music, movies, and other 
products to each customer. The ability to identify individual customers allows mar-
keters to shift their focus from targeting groups of similar customers to increasing 
their share of an individual customer’s purchases. Regardless of the medium through 
which communication occurs, customers should ultimately be the drivers of market-
ing strategy because they understand what they want. Customer relationship manage-
ment systems should ensure that marketers listen to customers in order to respond to 
their needs and concerns and build long-term relationships.

Developing a Marketing Strategy
To implement the marketing concept and customer relationship management, a busi-
ness needs to develop and maintain a marketing strategy, a plan of action for devel-
oping, pricing, distributing, and promoting products that meet the needs of specific 
customers. This definition has two major components: selecting a target market and 
developing an appropriate marketing mix to satisfy that target market.

Selecting a Target Market
A market is a group of people who have a need, purchasing power, and the desire 
and authority to spend money on goods, services, and ideas. A target market is a 
more specific group of consumers on whose needs and wants a company focuses its 
marketing efforts. Target markets can be further segmented into business markets and 
consumer markets.

Business-to-business marketing (B2B) involves marketing products to customers 
who will use the product for resale, direct use in daily operations, or direct use in 
making other products. John Deere, for instance, sells earth-moving equipment to 
construction firms and tractors to farmers. Most people, however, tend to think of 
business-to-consumer marketing (B2C), or marketing directly to the end consumer. 
Sometimes products are used by both types of markets. For example, Glo Skin Beauty 
sells its cosmetics and skin care products wholesale to salons and spas as well as to 
consumers directly via its website.

Marketing managers may define a target market as a relatively small number of 
people within a larger market, or they may define it as the total market (Figure 11.2). 
Rolls-Royce, for example, targets its products at a very exclusive, high-income 
market—people who want the ultimate in prestige in an automobile. On the other 

marketing strategy
a plan of action for 
developing, pricing, 
distributing, and promoting 
products that meet the needs 
of specific customers.

market
a group of people who have 
a need, purchasing power, 
and the desire and authority 
to spend money on goods, 
services, and ideas.

target market
a specific group of consumers 
on whose needs and wants 
a company focuses its 
marketing efforts.

Examine the development of 
a marketing strategy, including 
market segmentation and mar-
keting mix.
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hand, Ford Motor Company manufactures a variety of vehicles including Lincolns, 
Mercurys, and Ford Trucks in order to appeal to varied tastes, needs, and desires.

Some firms use a total-market approach, in which they try to appeal to everyone 
and assume that all buyers have similar needs and wants. Sellers of salt, sugar, and 
many agricultural products use a total-market approach because everyone is a poten-
tial consumer of these products. This approach is also referred to as mass marketing. 
Most firms, though, use market segmentation and divide the total market into groups 
of people. A market segment is a collection of individuals, groups, or organizations 
who share one or more characteristics and thus have relatively similar product needs 
and desires. For example, women are a large market segment. At the household level, 
segmentation can identify each woman’s social attributes, culture, and stages in life to 
determine preferences and needs.

Another market segment on which many marketers are focusing is the growing 
Hispanic population with a population of more than 59 million and buying power of 
more than $1.5 trillion.12 For instance, online retail giant Amazon includes Spanish-
language options to its site.13 The companies hope to create relationships with 
Hispanic consumers in order to gain their loyalty. One of the challenges for marketers 

total-market approach
an approach whereby a firm 
tries to appeal to everyone 
and assumes that all buyers 
have similar needs.

market segmentation
a strategy whereby a firm 
divides the total market into 
groups of people who have 
relatively similar product 
needs.

market segment
a collection of individuals, 
groups, or organizations 
who share one or more 
characteristics and thus have 
relatively similar product 
needs and desires.

FIGURE 11.2
Target Market Strategies
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in the future will be to effectively address an increasingly racially diverse United 
States. In future decades, the purchasing power of minority market segments is set 
to grow by leaps and bounds. Table 11.1 shows the buying power of minority groups 
in the United States. Today, multicultural buying power exceeds $3.4  trillion.14 
Companies will have to learn how to most effectively reach these growing segments. 
Companies use market segmentation to focus their efforts and resources on specific 
target markets so that they can develop a productive marketing strategy. Two common 
approaches to segmenting markets are the concentration approach and the multiseg-
ment approach.

Market Segmentation Approaches. In the concentration approach, a  company 
develops one marketing strategy for a single market segment. The concentration 
approach allows a firm to specialize, focusing all its efforts on the one market seg-
ment. Porsche, for example, directs all its marketing efforts toward high-income indi-
viduals who want to own high-performance vehicles. A firm can generate a large sales 
volume by penetrating a single market segment deeply. The concentration approach 
may be especially effective when a firm can identify and develop products for a seg-
ment ignored by other companies in the industry.

In the multisegment approach, the marketer aims its marketing efforts at two or 
more segments, developing a marketing strategy for each. Many firms use a multiseg-
ment approach that includes different advertising messages for different segments. 
Companies also develop product variations to appeal to different market segments. 
The U.S. Post Office, for example, offers personalized stamps, while Mars Inc. sells 
personalized M&M’S through mymms.com. Many other firms also attempt to use a 
multisegment approach to market segmentation, such as the manufacturer of Raleigh 
bicycles, which has designed separate marketing strategies for racers, tourers, com-
muters, and children.

Niche marketing is a narrow market segment focus when efforts are on one small, 
well-defined group that has a unique, specific set of needs. For example, Chrome 
Industries was founded in Boulder, Colorado, to make unique, durable bags for bike 
messengers. This target market showed such affinity for the product that the com-
pany has since expanded with a variety of bags as well as clothing and shoes.15 
Niche segments are usually very small compared to the total market for the products. 
Freshpet makes all-natural gourmet pet food that mimics the type of food humans 
like. This company is targeting a growing niche of pet owners who want the best food 
for their pets.16

concentration approach
a market segmentation 
approach whereby a 
company develops one 
marketing strategy for a 
single market segment.

multisegment approach
a market segmentation 
approach whereby the 
marketer aims its efforts 
at two or more segments, 
developing a marketing 
strategy for each.

1990 2000 2010 2012 2015 2016

Total $4,200 $7,300 $11,200 $12,200 $15,100 $13,900

Black 316 600 947 1,000 1,300 1,200

Native American 20 40 87 103 148 133

Asian 115 272 609 718 1,000 891

Hispanic 210 488 1,000 1,200 1,700 1,400

Source: Jeffrey M. Humphreys, The Multicultural Economy 2012, Athens, GA: The University of Georgia Terry College of Business 
Selig Center for Economic Growth, 2013; UGA News Service, “Minority Buying Power Growing, UGA Study Says,” OnlineAthens, 
March 11, 2017 http://onlineathens.com/local-news/business/2017-03-11/minority-buying-power-growing-uga-study-says (accessed 
April 21, 2018).

TABLE 11.1
Buying Power of U.S. 
Minorities by Race 
(billions)
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For a firm to successfully use a concentration or multisegment approach to market 
segmentation, several requirements must be met:

 1. Consumers’ needs for the product must be heterogeneous.
 2. The segments must be identifiable and divisible.
 3. The total market must be divided in a way that allows estimated sales  

potential, cost, and profits of the segments to be compared.
 4. At least one segment must have enough profit potential to justify developing 

and maintaining a special marketing strategy.
 5. The firm must be able to reach the chosen market segment with a particular 

market strategy.

Bases for Segmenting Markets. Companies segment markets on the basis of 
several variables:

 1. Demographic—age, sex, race, ethnicity, income, education, occupation, fam-
ily size, religion, social class. These characteristics are often closely related 
to customers’ product needs and purchasing behavior, and they can be readily 
measured. For example, deodorants are often segmented by sex: Secret and 
Soft n’ Dri for women; Old Spice and Mennen for men.

 2. Geographic—climate, terrain, natural resources, population density, subcul-
tural values. These influence consumer needs and product usage. Climate, for 
example, influences consumer purchases of clothing, automobiles, heating  
and air conditioning equipment, and leisure activity equipment.

 3. Psychographic—personality characteristics, motives, lifestyles. Soft-drink 
marketers provide their products in several types of packaging, including two-
liter bottles and cases of cans, to satisfy different lifestyles and motives.

 4. Behavioristic—some characteristic of the consumer’s behavior toward the 
product. These characteristics commonly involve some aspect of product 
use. Benefit segmentation is also a type of behavioristic segmentation. For 
instance, low-fat, low-carb food products would target those who desire the 
benefits of a healthier diet.

Developing a Marketing Mix
The second step in developing a marketing strategy is to create and maintain a 
 satisfying marketing mix. The marketing mix refers to four marketing activities—
product, price, distribution, and promotion—that the firm can control to achieve spe-
cific goals within a dynamic marketing environment (Figure 11.3). The buyer or the 
target market is the central focus of all marketing activities. Amazon is well known 
for its implementation of the marketing mix. It routinely engages in research and 
 development to create new products like its digital assistant Echo. It promotes its prod-
ucts through advertising, social media, and media events. Best Buy and other retailers 
provide these products at a premium price to convey their quality and effectiveness.

Product. A product—whether a good, a service, an idea, or some combination—
is a complex mix of tangible and intangible attributes that provide satisfaction and 
benefits. A good is a physical entity you can touch. A Tesla Model 3, a Nerf Blaster, 
and Beats by Dre available for adoption at an animal shelter are examples of goods. 
A service is the application of human and mechanical efforts to people or objects to 

marketing mix
the four marketing 
activities—product, price, 
promotion, and distribution—
that the firm can control 
to achieve specific goals 
within a dynamic marketing 
environment.
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provide intangible benefits to customers. Air travel, dry cleaning, haircuts, facials, 
banking, insurance, medical care, and day care are examples of services. Ideas include 
concepts, philosophies, images, and issues. For instance, an attorney, for a fee, may 
advise you about what rights you have in the event that the IRS decides to audit your 
tax return. Other marketers of ideas include political parties, churches, and schools.

A product has emotional and psychological as well as physical characteristics that 
include everything that the buyer receives from an exchange. This definition includes 
supporting services such as installation, guarantees, product information, and prom-
ises of repair. For example, Icelandic Provisions introduced paper wrapped cups for 
its skyr, a yogurt-like dairy product, because they can be recycled easier than printed 
shrink-sleeved cups.17 The company adapted its product’s packaging to provide a 
healthier and “greener” offering. Products usually have both favorable and unfavor-
able attributes; therefore, almost every purchase or exchange involves trade-offs as 
consumers try to maximize their benefits and satisfaction and minimize unfavorable 
attributes.

Products are among a firm’s most visible contacts with consumers. If they do not 
meet consumer needs and expectations, sales will be difficult, and product life spans 
will be brief. On the other hand, Silicon Valley car 
maker Tesla has overtaken market values of Ford and 
General Motors. Although its sales of cars are mod-
est, Tesla’s growth reflects the belief that electric 
motors are the future and Tesla is best positioned to 
bring advanced self-driving technology to the high-
ways.18 The product is an important variable—often 
the central focus—of the marketing mix; the other 
variables (price, promotion, and distribution) must 
be coordinated with product decisions.

Price. Almost anything can be assessed by a price, 
a value placed on an object exchanged between a 
buyer and a seller. Although the seller usually estab-
lishes the price, it may be negotiated between the 
buyer and the seller. The buyer usually exchanges 
purchasing power—income, credit, wealth—for the 

price
a value placed on an object 
exchanged between a buyer 
and a seller.

FIGURE 11.3
The Marketing Mix: 
Product, Price, Promotion, 
and Distribution

CustomerPromotion Price

Distribution

Product

Marketing Environment

AirPods, iPads and iMacs are all examples of products made by Apple.
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satisfaction or utility associated with a product. Because 
financial price is the measure of value commonly used in 
an exchange, it quantifies value and is the basis of most 
market exchanges.

Marketers view price as much more than a way of 
assessing value, however. It is a key element of the marketing mix because it relates 
directly to the generation of revenue and profits. Prices can also be changed quickly to 
stimulate demand or respond to competitors’ actions. The sudden increase in the cost 
of commodities such as oil can create price increases or a drop in consumer demand 
for a product. When gas prices rise, consumers purchase more fuel-efficient cars; 
when prices fall, consumers return to larger vehicles.21

Distribution. Distribution (sometimes referred to as “place” because it helps to 
remember the marketing mix as the “4 Ps”) is making products available to customers 
in the quantities desired. For example, consumers can rent movies and videogames 
from a physical store, a vending machine, or an online service. Intermediaries, usu-
ally wholesalers and retailers, perform many of the activities required to move prod-
ucts efficiently from producers to consumers or industrial buyers. These activities 
involve transporting, warehousing, materials handling, and inventory control, as well 
as packaging and communication.

Critics who suggest that eliminating wholesalers and other middlemen would 
result in lower prices for consumers do not recognize that eliminating intermediar-
ies would not do away with the need for their services. Other institutions would have 
to perform those services, and consumers would still have to pay for them. In addi-
tion, in the absence of wholesalers, all producers would have to deal directly with 
retailers or customers, keeping voluminous records and hiring extra people to deal 
with customers. Supply chain management (SCM) involves maintaining a flow of 

distribution
making products available to 
customers in the quantities 
desired.

Entrepreneurship in Action

Wanelo: $100 Million Valuation, 
Zero Products
Wanelo
Founder: Deena Varshavskaya
Founded: 2012, in San Francisco, California
Success: Wanelo’s user base exploded from 1 million to 11  million 
users in a one-year period.

Wanelo, a shortened mix of the words “Want, Need, 
Love,” is attempting to be for shopping what “Facebook is 
for friends” and “Instagram is for pictures,” as founder Deena 
Varshavskaya puts it. In other words, it tries to “optimize” 
shopping in a deeply social manner. Founded in 2012, Wanelo 
has no products of its own; rather, it connects users to mil-
lions of products from hundreds of thousands of stores world-
wide. This “digital mall” allows users to save, post, share, and 
tag products for others to view and share. They can instantly 
buy items they like with the click of a button. Wanelo also 

recommends products it thinks users will like based on their 
past viewing patterns.

Wanelo not only has no products, it also does no traditional 
marketing. Founder Varshavskaya instead focuses on further 
improving the Wanelo platform. Your product or service will 
market itself, she argues, once it directly and elegantly solves 
the problem your customers need it to solve. Other entrepre-
neurs could do well to learn from Wanelo’s unusual product 
and marketing strategy choices.19

Critical Thinking Questions
 1. Describe the marketing strategy that Wanelo uses. Which 

part of the marketing mix does Wanelo seem to particu-
larly excel at?

 2. How does Wanelo use the “social experience” of an online 
mall to appeal to both stores and consumers?

 3. If Wanelo does not use traditional advertising, how do you 
think consumers find out about it?

DID YOU KNOW? During its first year of operation, 
sales of Coca-Cola averaged just nine drinks per day for total 
first-year sales of $50. Today, Coca-Cola products are consumed 
at the rate of 1.9 billion drinks per day.20

Final PDF to printer



fer88367_ch11_331-361.indd 347 11/19/18  07:08 PM

products through physical distribution activities. This includes acquiring resources, 
inventory, and the interlinked networks that make products available to customers 
through purchasing, logistics, and operations. SCM has become very important to the 
success of online marketers. Consider Amazon, the largest and most successful online 
retailer, which takes on typical wholesale and retail functions by storing inventory in 
warehouses and is developing its own shipping and delivery capacity. As an online 
retailer, it provides easy online access and customer service.23 Companies now can 
make their products available throughout the world without maintaining facilities in 
each country. For instance, Pandora, Spotify and Apple Music have benefited from 
the ability to stream music over the Internet. Customers can listen to music for free 
with commercial interruptions, or they can pay to upgrade to listen without commer-
cials. Pandora has 73.3 million active users, while Spotify has 140 million and Apple 
Music has 1 million.24

Promotion. Promotion is a persuasive form of communication that attempts to 
expedite a marketing exchange by influencing individuals, groups, and organizations 
to accept goods, services, and ideas. Promotion includes advertising, personal sell-
ing, publicity, and sales promotion, all of which we will look at more closely in the 
“Dimensions of Marketing Strategy” chapter.

The aim of promotion is to communicate directly or indirectly with individuals, 
groups, and organizations to facilitate exchanges. When marketers use advertising and 
other forms of promotion, they must effectively manage their promotional resources 
and understand product and target-market characteristics to ensure that these promo-
tional activities contribute to the firm’s objectives.

Most major companies have set up websites on the Internet to promote themselves 
and their products. For example, L’Oréal operates Makeup.com, a beauty website 

promotion
a persuasive form of 
communication that attempts 
to expedite a marketing 
exchange by influencing 
individuals, groups, and 
organizations to accept 
goods, services, and ideas.

Going Green

Viridian Energy: Green Energy  
Gets Personal
We commonly associate personal selling with tangible goods 
such as jewelry. . .not green energy. Viridian Energy sells eco-
responsible electricity, solar power, and natural gas. Founded 
in 2009, it has more than 20,000 associates to promote its 
products. With more than $250 million in revenues, Viridian 
has become the world’s 59th largest direct selling firm.

Viridian’s energy products are sourced from or offset by 
renewable energy sources. Its Pure Green electricity package 
is sourced from wind power. Viridian has also partnered with 
Sungevity to provide co-branded solar energy offerings. Viridian 
received publicity when it announced an initiative to donate one 
solar power system for every 15 new residential solar installations.

Associates market Viridian’s green solutions to custom-
ers through personal selling, informing them about how their 
choice will benefit the environment. Although personal selling 
is the costliest form of promotion, it allows Viridian associates 

to tailor the marketing message to the individual consumer. 
Viridian associates receive payments for each customer they 
recruit for each month the customer remains with the company.

Despite its success, Viridian has faced challenges. In 2018, 
the firm reached a settlement with the Massachusetts Attorney 
General’s Office for alleged deceptive marketing tactics and 
agreed to stop marketing its products door-to-door for a two-
year period. As it continues to evolve as a socially respon-
sible company, Viridian must ensure its promotional strategy 
remains transparent with customers.22

Critical Thinking Questions
 1. Why is personal selling an effective type of promotion for 

Viridian Energy?
 2. In addition to personal selling, what are some other ways 

that Viridian engages in promotion?
 3. Why is it important that Viridian maintain transparent 

communications with customers, especially in the personal 
selling industry?
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Describe how marketers con-
duct marketing research and 
study buying behavior.

LO 11-6

that discusses beauty trends and shares makeup tutorials using products from L’Oréal 
brands like Urban Decay, Maybelline, and NYX.25 While traditional advertising 
media such as television, radio, newspapers, and magazines remain important, digital 
advertising on websites and social media sites is growing. Not only can digital adver-
tising be less expensive, but advertising offerings such as Google AdWords allow 
companies to only pay when users click on the link or advertisement.26 Additionally, 
social media sites offer advertising opportunities for both large and small companies. 
Firms can create a Facebook page and post corporate updates for free. Not to be 
outdone, Twitter also allows advertisers to purchase Promoted Tweets on the site. 
Promoted Tweets are just like regular tweets (except for the name), allowing users to 
respond or re-tweet them to their friends.27

Marketing Research and Information Systems

Before marketers can develop a marketing mix, they must collect in-depth, up-to-date 
information about customer needs. Marketing research is a systematic, objective pro-
cess of getting information about potential customers to guide marketing decisions. 
Such information might include data about the age, income, ethnicity, gender, and 
educational level of people in the target market, their preferences for product features, 
their attitudes toward competitors’ products, and the frequency with which they use the 
product. For instance, marketing research has revealed that consumers often make in-
store purchase decisions in three seconds or less.28 Marketing research is vital because 
the marketing concept cannot be implemented without information about customers.

A marketing information system is a framework for accessing information about 
customers from sources both inside and outside the organization. Inside the organi-
zation, there is a continuous flow of information about prices, sales, and expenses. 
Outside the organization, data are readily available through private or public reports 
and census statistics, as well as from many other sources. Computer networking tech-
nology provides a framework for companies to connect to useful databases and cus-
tomers with instantaneous information about product acceptance, sales performance, 
and buying behavior. This information is important to planning and marketing strat-
egy development.

Two types of data are usually available to decision makers. Primary data are 
observed, recorded, or collected directly from respondents. If you’ve ever partici-
pated in a telephone survey about a product, recorded your TV viewing habits for 
ACNielsen or Arbitron, or even responded to a political opinion poll, you provided 
the researcher with primary data. Primary data must be gathered by researchers who 
develop a method to observe phenomena or research respondents. Many companies 
use “mystery shoppers” to visit their retail establishments and report on whether 
the stores were adhering to the companies’ standards of service. These undercover 
customers document their observations of store appearance, employee effective-
ness, and customer treatment. Mystery shoppers provide valuable information that 
helps companies improve their organizations and refine their marketing strategies.29 
Companies also use surveys and focus groups to gauge customer opinion. Table 11.2 
shows the companies regarded as having the best customer service. A weakness of 
surveys is that respondents are sometimes untruthful in order to avoid seeming foolish 
or ignorant. Although focus groups can be more expensive than surveys, they allow 
marketers to understand how consumers express themselves as well as observe their 
behavior patterns.30

marketing research
a systematic, objective 
process of getting 
information about potential 
customers to guide marketing 
decisions.

primary data
marketing information 
that is observed, recorded, 
or collected directly from 
respondents.
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Some methods for marketing research use passive observation of consumer 
behavior and open-ended questioning techniques. Called ethnographic or observa-
tional research, the approach can help marketers determine what consumers really 
think about their products and how different ethnic or demographic groups react to 
them.

Secondary data are compiled inside or outside the organization for some purpose 
other than changing the current situation. Marketers typically use information com-
piled by the U.S. census bureau and other government agencies, databases created by 
marketing research firms, as well as sales and other internal reports, to gain informa-
tion about customers. For example, the average television viewership for NASCAR 
declined from 9 million in 2005 to 4.6 million in 2016. In addition, the audience is 
becoming older. This finding could indicate the need for additional research to deter-
mine approaches to increase viewership.31

Online Marketing Research
The marketing of products and collecting of data about buying behavior— information 
on what people actually buy and how they buy it—represents marketing research 
of the future. New information technologies are changing the way businesses learn 
about their customers and market their products. Interactive multimedia research, or 
virtual testing, combines sight, sound, and animation to facilitate the testing of con-
cepts as well as packaging and design features for consumer products. The evolving 
development of telecommunications and computer technologies is allowing market-
ing researchers quick and easy access to a growing number of online services and a 
vast database of potential respondents.

secondary data
information that is 
compiled inside or outside 
an organization for some 
purpose other than changing 
the current situation.

Rank Companies Experience Rating (%)

1 Publix 84

2 Chick-fil-A 83

2 H-E-B 83

4 Regions 82

4 Hardee’s 82

4 Chipotle Mexican Grill 82

4 Hannaford 82

8 Subway 81

8 QVC 81

8 BJ’s Wholesale Club 81

8 Ace Hardware 81

8 Food Lion 81

8 Trader Joe’s 81

Source: Michael B. Sauter, Thomas C. Frohlich, and Samuel Stebbins, “Customer Service Hall of Fame,” 24/7 Wall St., July 23, 2015, 
http://247wallst.com/special-report/2015/07/23/customer-service-hall-of-fame-2/ (accessed April 28, 2017).

TABLE 11.2
Companies with the Best 
Customer Service
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Marketing research can use digital media and 
social networking sites to gather useful informa-
tion for marketing decisions. Sites such as Twitter, 
Facebook, and LinkedIn can be good substitutes for 
focus groups. Online surveys can serve as an alterna-
tive to mail, telephone, or personal interviews. There 
are fewer landlines, in fact, 49 percent of households 
have a cell phone but no landline telephones.32

Social networks are a great way to obtain informa-
tion from consumers who are willing to share their 
experiences about products and companies. In a way, 
this process identifies those consumers who develop 
an identity or passion for certain products, as well as 
those consumers who have concerns about quality or 
performance. It is possible for firms to tap into exist-
ing online social networks and simply “listen” to what 
consumers have on their mind. Firms can also encour-
age consumers to join a community or group so that 
they can share their opinions with the business.

A good outcome from using social networks is the opportunity to reach new voices 
and gain varied perspectives on the creative process of developing new products and 
promotions. For instance, Kickstarter gives aspiring entrepreneurs the ability to mar-
ket their ideas online. Funders can then choose whether to fund those ideas in return 
for a finished product or a steep discount.33 To some extent, social networking is 
democratizing design by welcoming consumers to join in the development process 
for new products.34

Online surveys are becoming an important part of marketing research. Traditionally, 
the process of conducting surveys online involved sending questionnaires to respon-
dents either through e-mail or through a website. However, digital communication 
has increased the ability of marketers to conduct polls on blogs and social networking 
sites. The benefits of online market research include lower costs and quicker feed-
back. For instance, LEGO encourages fans to submit their own ideas for LEGO sets 
on their LEGO Ideas crowdsourcing platform. Other fans can vote on the ideas, and 
enough votes make the idea eligible for review and possible commercialization. This 
allows LEGO to solicit creative ideas from passionate fans at low cost.35 By monitor-
ing consumers’ feedback, companies can understand customer needs and adapt their 
goods or services.

Finally, marketing analytics uses data that has been collected to measure, interpret, 
and evaluate marketing decisions. This emerging area uses advanced software that 
can track, store, and analyze data. Marketing analytics is becoming an increasingly 
important part of a company’s marketing activities that are integrated into daily deci-
sion making. Dashboards are a data management tool that provide visual informa-
tion related to sales, inventory, and product information as well as key performance 
indicators related to financial results. For example, Wave Analytics provides software 
that the marketer can see instantly on any device. The ability of marketing analytics to 
harness trillions of gigabytes of data provides marketing research findings on demand. 
In the future, marketing analytics will use artificial intelligence to turn data into new 
ways of making marketing decisions. IBM Watson is a leader in this area turning data 
into more efficient and accurate decisions to drive marketing strategies. Frequent-
flyer programs enable airlines to track individual information about customers, using 

Coffee shops and restaurants attempt to influence consumers’ buying 
behavior by offering free Wi-Fi and a comfortable retail environment. 
Businesses can also gather data about their customers with Wi-Fi 
services like Purple, Aislelabs, and Yelp WiFi.

©Image Source
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databases that can help airlines understand what different customers want, and treat 
customers differently depending on their flying habits and overall value to the com-
pany. Airlines, hotels, and other service providers are also increasingly gathering a 
greater ‘share of customer,’ as discussed below, by tying a company branded credit 
card to enhance overall value for the user and the customer. Many airlines require you 
fly certain levels of mileage and charge a minimum dollar value to their credit card to 
retain premium benefits. Relationship-building efforts like frequent-flyer and credit 
card programs have been shown to increase customer value.36

Buying Behavior
Carrying out the marketing concept is impossible unless marketers know what, where, 
when, and how consumers buy; conducting marketing research into the factors that 
influence buying behavior helps marketers develop effective marketing strategies. 
Buying behavior refers to the decision processes and actions of people who purchase 
and use products. It includes the behavior of both consumers purchasing products 
for personal or household use and organizations buying products for business use. 
Marketers analyze buying behavior because a firm’s marketing strategy should be 
guided by an understanding of buyers. For instance, men’s shopping habits are chang-
ing. Men’s shopping habits used to be more targeted and fast. Today, they tend to buy 
more clothes on impulse, search websites or mobile phones for style ideas, and try out 
new brands. As a result, retailers such as Saks and Barney’s have begun expanding 
the men’s areas in their stores.37 Both psychological and social variables are impor-
tant to an understanding of buying behavior.

Psychological Variables of Buying Behavior
Psychological factors include the following:

 ∙  Perception is the process by which a person selects, organizes, and interprets 
information received from his or her senses, as when experiencing an 
advertisement or touching a product to better understand it.

 ∙  Motivation, as we said in the “Motivating the Workforce” chapter, is an inner 
drive that directs a person’s behavior toward goals. A customer’s behavior 
is influenced by a set of motives rather than by a single motive. A buyer of 
a tablet computer, for example, may be motivated by ease of use, ability to 
communicate with the office, and price.

 ∙  Learning brings about changes in a person’s behavior based on information 
and experience. For instance, a smartphone app that provides digital news or 
magazine content could eliminate the need for print copies. If a person’s actions 
result in a reward, he or she is likely to behave the same way in similar situations. 
If a person’s actions bring about a negative result, however—such as feeling ill 
after eating at a certain restaurant—he or she will probably not repeat that action.

 ∙  Attitude is knowledge and positive or negative feelings about something. For 
example, a person who feels strongly about protecting the environment may 
refuse to buy products that harm the earth and its inhabitants.

 ∙  Personality refers to the organization of an individual’s distinguishing character 
traits, attitudes, or habits. Although market research on the relationship between 
personality and buying behavior has been inconclusive, some marketers believe 
that the type of car or clothing a person buys reflects his or her personality.

buying behavior
the decision processes 
and actions of people who 
purchase and use products.

perception
the process by which a 
person selects, organizes, 
and interprets information 
received from his or her 
senses.

motivation
an inner drive that directs 
a person’s behavior toward 
goals.

learning
changes in a person’s 
behavior based on 
information and experience.

attitude
knowledge and positive 
or negative feelings about 
something.

personality
the organization of an 
individual’s distinguishing 
character traits, attitudes, or 
habits.
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Social Variables of Buying Behavior
Social factors include social roles, which are a set of expectations for individuals 
based on some position they occupy. A person may have many roles: mother, wife, 
student, executive. Each of these roles can influence buying behavior. Consider a 
woman choosing an automobile. As a mother, she might prefer to purchase a safe, 
gasoline-efficient car such as a Volvo. Her environmentally supportive colleagues 
at work might urge her to forgo buying a car and instead use public transportation 
and Uber. Because millennials (those between the ages of 18 and 34) tend to pre-
fer vehicles that represent how they see themselves, the woman’s outdoorsy 18-year-
old son may want her to purchase a Ford Explorer to take on camping trips, while 
her 20-year-old daughter thinks she should buy a cool, classy car such as a Ford 
Mustang.38 Thus, in choosing which car to buy, the woman’s buying behavior may be 
affected by the opinions and experiences of her family and friends and by her roles as 
mother and employee.

Other social factors include reference groups, social classes, and culture.

 ∙  Reference groups include families, professional groups, civic organizations, 
and other groups with whom buyers identify and whose values or attitudes they 
adopt. A person may use a reference group as a point of comparison or a source 
of information. A person new to a community may ask other group members to 
recommend a family doctor, for example.

 ∙  Social classes are determined by ranking people into higher or lower positions 
of respect. Criteria vary from one society to another. People within a particular 
social class may develop common patterns of behavior. People in the upper-
middle class, for example, might buy a Lexus or a BMW as a symbol of their 
social class.

 ∙  Culture is the integrated, accepted pattern of human behavior, including 
thought, speech, beliefs, actions, and artifacts. Culture determines what people 
wear and eat and where they live and travel. Many Hispanic Texans and New 
Mexicans, for example, buy masa trigo, the dough used to prepare flour 
tortillas, which are basic to Southwestern and Mexican cuisine.

Understanding Buying Behavior
Although marketers try to understand buying behavior, it is extremely difficult to 
explain exactly why a buyer purchases a particular product. The tools and techniques 
for analyzing consumers are not exact. Marketers may not be able to determine accu-
rately what is highly satisfying to buyers, but they know that trying to understand 
consumer wants and needs is the best way to satisfy them. Marriott International’s 
Innovation Lab, for instance, tests out new hotel designs for its brands to target 
 millennials and other desirable demographics. Wi-Fi, lighting, and more soundproof 
rooms are among the top desirable traits travelers desire. Another trend is that travel-
ers are not unpacking their suitcases as much. As a result, Marriott has begun reduc-
ing the size of closets and the number of hangers to save room.39

The Marketing Environment
A number of external forces directly or indirectly influence the development of mar-
keting strategies; the following political, legal, regulatory, social, competitive, eco-
nomic, and technological forces comprise the marketing environment.

social roles
a set of expectations for 
individuals based on some 
position they occupy.

reference groups
groups with whom buyers 
identify and whose values or 
attitudes they adopt.

social classes
a ranking of people into 
higher or lower positions of 
respect.

culture
the integrated, accepted 
pattern of human behavior, 
including thought, speech, 
beliefs, actions, and artifacts.

Summarize the environmental 
forces that influence marketing 
decisions.

LO 11-7
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 ∙  Political, legal, and regulatory forces—laws and regulators’ interpretation of 
laws, law enforcement and regulatory activities, regulatory bodies, legislators 
and legislation, and political actions of interest groups. Specific laws, for 
example, require that advertisements be truthful and that all health claims be 
documented.

 ∙  Social forces—the public’s opinions and attitudes toward issues such as living 
standards, ethics, the environment, lifestyles, and quality of life. For example, 
social concerns have led marketers to design and market safer toys for children.

 ∙  Competitive and economic forces—competitive relationships such as those 
in the technology industry, unemployment, purchasing power, and general 
economic conditions (prosperity, recession, depression, recovery, product 
shortages, and inflation).

 ∙  Technological forces—computers and other technological advances that 
improve distribution, promotion, and new-product development.

Marketing requires creativity and consumer focus because environmental forces 
can change quickly and dramatically. Changes can arise from social concerns and eco-
nomic forces such as price increases, product shortages, and altering levels of demand 
for commodities. Recently, climate change, global warming, and the impact of carbon 
emissions on our environment have become social concerns and are causing busi-
nesses to rethink marketing strategies. These environmental issues have persuaded 
governments to institute stricter limits on greenhouse gas emissions. For instance, in 
the United States, the government has mandated that by 2025, vehicles must be able 
to reach 54.5 miles per gallon on average.40 This is causing automobile companies 
like General Motors to investigate ways to make their cars more fuel-efficient without 
significantly raising the price. Newsweek magazine ranks the top “Green Companies” 
each year. Recent highly ranked companies include Hasboro Inc., Nike, Hershey Co., 
NVIDIA Corp., and Biogen Inc.41

Because such environmental forces are interconnected, changes in one may cause 
changes in others. Consider that because of evidence linking children’s consumption 
of soft drinks and fast foods to health issues such as obesity, diabetes, and osteopo-
rosis, marketers of such products have experienced negative publicity and calls for 
legislation regulating the sale of soft drinks in public schools.

Although the forces in the marketing environment are sometimes called uncon-
trollables, they are not totally so. A marketing manager can influence some envi-
ronmental variables. For example, businesses can lobby legislators to dissuade them 
from passing unfavorable legislation. From a social responsibility perspective, firms 
like BMW try to make a positive contribution. The BMW Ultimate Drive program 
involves specially marked BMWs that drive across the United States to increase breast 
cancer awareness and raise funds for breast cancer research. BMW donates $1 to the 
Susan G. Komen Breast Cancer Foundation for every mile these cars are test driven 
by participants.42 Figure 11.4 shows the variables in the marketing environment that 
affect the marketing mix and the buyer.

Importance of Marketing to Business and Society
As this chapter has shown, marketing is a necessary function to reaching consum-
ers, establishing relationships, and creating revenue. While some critics might view 
marketing as a way to change what consumers want, marketing is essential in com-
municating the value of goods and services. For consumers, marketing is necessary to 
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ensure that they get the products they desire at the right places in the right quantities 
at a reasonable price. From the perspective of businesses, marketing is necessary in 
order to form valuable relationships with customers to increase profitability and cus-
tomer support.

It is not just for-profit businesses that engage in marketing activities. Nonprofit 
organizations, government institutions, and even people must market themselves to 
spread awareness and achieve desired outcomes. All organizations must reach their 
target markets, communicate their offerings, and establish high-quality services. For 
instance, nonprofit organization The Leukemia and Lymphoma Society uses print, 
radio, web, and other forms of media to market its Team in Training racing events to 
recruit participants and solicit support. Without marketing, it would be nearly impos-
sible for organizations to connect with their target audiences. Marketing is, therefore, 
an important contributor to business and societal well-being.

FIGURE 11.4
The Marketing Mix and the Marketing Environment
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Review Your Understanding

Define marketing.

Marketing is a group of activities designed to expedite trans-
actions by creating, distributing, pricing, and promoting 
goods, services, and ideas. 

Describe the exchange process.

Marketing facilitates the exchange, the act of giving up one 
thing in return for something else. The central focus of market-
ing is to satisfy needs.

Specify the functions of marketing.

Marketing includes many varied and interrelated activities: 
buying, selling, transporting, storing, grading, financing, mar-
keting research, and risk taking.

Explain the marketing concept and its 
implications for developing marketing strategies.

The marketing concept is the idea that an organization should 
try to satisfy customers’ needs through coordinated activities 

that also allow it to achieve its goals. If a company does not 
implement the marketing concept by providing products that 
consumers need and want while achieving its own objectives, 
it will not survive.

Examine the development of a marketing 
strategy, including market segmentation  
and marketing mix.

A marketing strategy is a plan of action for creating a mar-
keting mix (product, price, distribution, promotion) for a spe-
cific target market (a specific group of consumers on whose 
needs and wants a company focuses its marketing efforts). 
Some firms use a total-market approach, designating every-
one as the target market. Most firms divide the total market 
into segments of people who have relatively similar product 
needs. A company using a concentration approach devel-
ops one marketing strategy for a single market segment, 
whereas a multisegment approach aims marketing efforts at  

You probably did not think as a child how great it would be 
to grow up and become a marketer. That’s because, often, 
marketing is associated with sales jobs, but opportunities in 
marketing, public relations, product management, advertis-
ing, e-marketing, and customer relationship management 
and beyond represent almost one-third of all jobs in today’s 
business world. To enter any job in the marketing field, you 
must balance an awareness of customer needs with business 
knowledge while mixing in creativity and the ability to obtain 
useful information to make smart business decisions.

Marketing starts with understanding the customer. 
Marketing research is a vital aspect in marketing deci-
sion making and presents many job opportunities. Market 
researchers survey customers to determine their habits, 
preferences, and aspirations. Activities include concept test-
ing, product testing, package testing, test-market research, 
and new-product research. Salaries vary, depending on the 
nature and level of the position as well as the type, size, and 
location of the firm. A market analyst may make between 
$36,000 and $76,000, while a market research director earns 
a median salary of more than $107,000.

One of the most dynamic areas in marketing is direct mar-
keting, where a seller solicits a response from a consumer using 
direct communications methods such as telephone, online com-
munication, direct mail, or catalogs. Jobs in direct marketing 
include buyers, catalog managers, research/mail-list managers, 

or order fulfillment managers. Most positions in direct market-
ing involve planning and market analysis. Some require the use 
of databases to sort and analyze customer information and 
sales history.

Use of the Internet for retail sales is growing, and the 
Internet continues to be very useful for business-to-business 
sales. E-marketing offers many career opportunities, including 
customer relationship management (CRM). CRM helps compa-
nies market to customers through relationships, maintaining 
customer loyalty. Information technology plays a huge role in 
such marketing jobs because you need to combine technical 
skills and marketing knowledge to effectively communicate 
with customers. Job titles include e-marketing manager, cus-
tomer relationship manager, and e-services manager. A CRM 
manager earns a median salary of approximately $67,000, 
and experienced individuals may earn as much as $116,000.

A job in any of these marketing fields will require a 
strong sense of the current trends in business and market-
ing. Customer service is vital to many aspects of marketing, 
so the ability to work with customers and to communicate 
their needs and wants is important. Marketing is everywhere, 
from the corner grocery or local nonprofit organization to the 
largest multinational corporations, making it a shrewd choice 
for an ambitious and creative person. We will provide addi-
tional job opportunities in marketing in the “Dimensions of 
Marketing Strategy” chapter.43

So You Want a Job in Marketing
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Check Your Progress

 1. What is marketing? How does it facilitate exchanges?

 2. Name the functions of marketing. How does an organization 
use marketing activities to achieve its objectives?

 3. What is the marketing concept? Why is it so important?

 4. What is a marketing strategy?

 5. What is market segmentation? Describe three target 
market strategies.

 6. List the variables in the marketing mix. How is each used 
in a marketing strategy?

 7. Why are marketing research and information systems 
important to an organization’s planning and development 
of strategy?

 8. Briefly describe the factors that influence buying 
behavior. How does understanding buying behavior help 
marketers?

 9. Discuss the impact of technological forces and political 
and legal forces on the market.

Critical Thinking Questions

Enter the World of Business Questions

 1. How has Dollar General found success in catering to a 
unique market niche ignored by many of its rivals?

 2. How does Dollar General keep costs low enough to 
maintain its low prices?

 3. How do stores like Dollar General differ from other stores 
in a fluctuating economy?

two or more segments, developing a different marketing 
strategy for each.

Describe how marketers conduct marketing 
research and study buying behavior.

Carrying out the marketing concept is impossible unless mar-
keters know what, where, when, and how consumers buy; 
marketing research into the factors that influence buying 
behavior helps marketers develop effective marketing strate-
gies. Marketing research is a systematic, objective process of 
getting information about potential customers to guide mar-
keting decisions. Buying behavior is the decision processes 
and actions of people who purchase and use products.

Summarize the environmental forces that 
influence marketing decisions.

There are several forces that influence marketing activities: 
political, legal, regulatory, social, competitive, economic, and 
technological.

Propose a solution for resolving a problem with a 
company’s marketing plans.

Based on the material in this chapter, you should be able 
to answer the questions posed in the “Solve the Dilemma” 
 feature near the end of the chapter and help the business 
understand what went wrong and how to correct it.

Learn the Terms

attitude 351
buying behavior 351
concentration approach 343
culture 352
distribution 346
exchange 334
learning 351
market 341
market orientation 340
market segment 342

market segmentation 342
marketing 334
marketing concept 337
marketing mix 344
marketing research 348
marketing strategy 341
motivation 351
multisegment approach 343
perception 351
personality 351

price 345
primary data 348
promotion 347
reference groups 352
secondary data 349
social classes 352
social roles 352
target market 341
total-market approach 342
value 336
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Get Involved

 1. With some or all of your classmates, watch several hours 
of television, paying close attention to the commercials. 
Pick three commercials for products with which you are 
somewhat familiar. Based on the commercials, determine 

who the target market is. Can you surmise the marketing 
strategy for each of the three?

 2. Discuss the decision process and influences involved in 
purchasing a personal computer.

Build Your Skills

The Marketing Mix

Background
You’ve learned the four variables—product, 
promotion, price, and distribution—that the 
marketer can select to achieve specific goals 
within a dynamic marketing environment. This 

exercise will give you an opportunity to analyze the marketing 
strategies of some well-known companies to determine which 
of the variables received the most emphasis to help the com-
pany achieve its goals.

Task
In groups of three to five students, discuss the examples below 
and decide which variable received the most emphasis.

A. Product

B. Distribution

C. Promotion

D. Price

______ 1.  Starbucks Coffee began selling bagged premium 
specialty coffee through an agreement with Kraft Foods 
to gain access to more than 30,000 supermarkets.

______ 2.  Skype is a software application that allows consumers 
to make telephone calls over the web. Calls to Skype 
subscribers are free, while calls to land line and 
mobile phones cost around 2 cents per minute.

______ 3.  Amid great anticipation, Apple released its iPad, 
selling more than 3 million within three months. The 
slim tablet computer is a major step forward in reading 
e-books, watching movies, and playing games.

______ 4.  After decades on the market, WD-40 is in about 
80 percent of U.S. households—more than any other 
branded product. Although WD-40 is promoted as 
a product that can stop squeaks, protect metal, 
loosen rusted parts, and free sticky mechanisms, 
the WD-40 Company has received letters from 
customers who have sprayed the product on bait 
to attract fish, on pets to cure mange, and even 
on people to cure arthritis. Despite more than 
200 proposals to expand the WD-40 product line 
and ideas to change the packaging and labeling, 
the company stands firmly behind its one highly 
successful and respected original product.

______ 5.  Southwest Airlines makes flying fun. Flight 
attendants try to entertain passengers, and the 
airline has an impeccable customer service record. 
Employees play a key role and take classes that 
emphasize that having fun translates into great 
customer service.

______ 6.  Hewlett-Packard offered a $100 rebate on a $799 
HP LaserJet printer when purchased with an HP 
LaserJet toner cartridge. To receive the rebate, 
the buyer had to return a mail-in certificate to 
certify the purchase. A one-page ad with a coupon 
was used in USA Today stating, “We’re taking $100 
off the top.”

______ 7.  Denny’s, the largest full-service family restaurant 
chain in the United States, serves more than 1 million 
customers a day. The restaurants offer the Build Your 
Own Grand Slam Breakfast for about $7.15, lunch 
basket specials for $4 to $6, and a value menu with 
prices ranging from $2 to $8.

Solve the Dilemma

Will It Go?

Ventura Motors makes midsized and luxury auto-
mobiles in the United States. Best-selling models 
include its basic four-door sedans (priced from 
$20,000 to $25,000) and two-door and four-door 

luxury automobiles (priced from $40,000 to $55,000). The success 
of two-seat sports cars like the Mazda RX-8 started the company 
evaluating the market for a two-seat sports car priced midway 
between the moderate and luxury market. Research found that 
there was indeed significant demand and that Ventura needed to 
act quickly to take advantage of this market opportunity.
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Build Your Business Plan

Customer-Driven Marketing

The first step is to develop a marketing strat-
egy for your good or service. Who will be the 
target market you will specifically try to reach? 
What group(s) of people has the need, abil-
ity, and willingness to purchase this product? 

How will you segment customers within your target mar-
ket? Segmenting by demographic and geographic variables 
are often the easiest segmentation strategies to attempt. 
Remember that you would like to have the customers in your 
segment be as homogeneous and accessible as possible. You 
might target several segments if you feel your good or service 
has broad appeal.

The second step in your marketing strategy is to develop 
the marketing mix for your good or service. Whether you 
are dealing with an established product or you are creating 
your own good or service, you need to think about what is 
the differential advantage your product offers. What makes 
it unique? How should it be priced? Should the product be 
priced below, above, or at the market? How will you distrib-
ute the product? And last but certainly not least, you need to 
think about the promotional strategy for your product.

What about the uncontrollable variables you need to be 
aware of? Is your product something that can constantly be 
technologically advanced? Is your product a luxury that will 
not be considered by consumers when the economy is in a 
downturn?

See for Yourself Videocase

Marriott: Your Home Away from Home

With 4,400 hotel properties in 87 countries, 
Marriott knows how to target different types 
of travelers. Its 19 brands use careful segmenta-
tion strategies based on demographic and psy-
chographic variables to determine what their 

guests want and how best to meet their needs. Its extensive 
customer research allows the firm to identify its customers, 
understand cultural or generational changes, and adapt its 
hotels to target these different travelers more effectively. It 
also helps Marriott develop strategies to stay ahead of the 
competition and the emerging rental sharing sites such as 
Airbnb and VRBO (vacation rental by owner).

“Segmentation is really important because it really helps 
us to design the guest experience for a particular brand,” 
says Tina Edmundson, global brand officer, Luxury & Lifestyle 
Brands for Marriott International.

Marriott uses price and service as a major form of differ-
entiation among its hotels. For instance, it separates its brands 
using terms like Upper Upscale and Select Service. Upper 
Upscale has all the amenities a traveler is looking for in a lux-
ury hotel, including room service, a bar, doormen, and more. 
Marriott’s Ritz-Carlton brand, known for offering the highest 
in guest amenities, fits this category. Select Service still offers 
guests a great experience but lacks some features such as 
room service and bellhops. Marriott’s Moxy Hotels is more of 
a do-it-yourself hotel without doormen or room service. Moxy 
is positioned as being a stylish, but affordable, hotel. Each 
one targets a specific type of customer: Upper Upscale is for 
those who are willing to pay high prices for a luxurious experi-
ence, while Select Service targets customers who are looking 
for quality experiences at lower prices.

Marriott also segments its customers based on lifestyle char-
acteristics. The Discoverer category is interested in exploration 

Ventura took the platform of the car from a popular model 
in its moderate line, borrowing the internal design from its 
luxury line. The car was designed, engineered, and produced 
in just over two years, but the coordination needed to bring 
the design together resulted in higher than anticipated costs. 
The price for this two-seat car, the Olympus, was set at 
$32,000. Dealers were anxious to take delivery on the car, 
and salespeople were well trained on techniques to sell this 
new model.

However, initial sales have been slow, and company 
executives are surprised and concerned. The Olympus was 
introduced relatively quickly, made available at all Ventura 
dealers, priced midway between luxury and moderate models, 
and advertised heavily since its introduction.

Critical Thinking 
Questions
 1. What do you think were 

the main concerns with the 
Olympus two-door sports 
coupe? Is there a market 
for a two-seat, $32,000 sports car when the RX-8 sells 
for significantly less?

 2. What is the role of the marketing mix in the Olympus 
introduction?

 3. What are some of the marketing strategies auto 
manufacturers use to stimulate sales of certain makes  
of automobiles?

Propose a solution for resolving 
a problem with a company’s 
marketing plans.

LO 11-8
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Hotels targets this market with “local” themes. Renaissance 
Hotels come equipped with a focused concierge service called 
Navigator to provide suggestions for local experiences.

Although marketers at Marriott have become experts at 
customer segmentation, they constantly face new challenges. 
Millennials, for instance, differ significantly from baby boom-
ers in their hotel preferences. Baby boomers enjoy familiarity 
and comfort, something Marriott’s high-quality hotels have 
been able to achieve. For many consumers, consistency of 
the service and atmosphere is important—they want the J.W. 
Marriott they stay at in Milan, Italy, to be similar in service 
and design as the one in New York City.

Millennials go in the opposite direction. They desire an 
unpredictable adventure and are less likely to want to stay 
at large hotel chains. They are also more likely to travel glob-
ally; millennials are 23 percent more interested in traveling 
abroad than non-millennials. These wide-scale differences 
among two large demographic groups represents a challenge 
for Marriott—one it is tackling head-on.

For this reason, Marriott partnered with consulting firm 
Fahrenheit 212, which specializes in marketing to millennials. 
Preliminary research shows that millennials need to be con-
vinced of the value of a hotel, requiring the Marriott to “tell a 
story” about its hotels. Marriott also tapped into the insights of 
local entrepreneurs and hotel employees. They were challenged 
to come up with creative ideas that would attract both travel-
ers and locals to the hotel. Teams whose ideas were adopted 
were awarded $50,000. In this way, Marriott is able to utilize 
local talent who are familiar with the city and know the culture.

One hotel that has been developed to target millennials is 
Moxy Hotels, discussed earlier. Marriott partnered with IKEA 
to develop a hotel that is specifically targeted to the millennial 
traveler. Moxy Hotels combine a stylish atmosphere, functional 
guest rooms, affordable prices, and the types of amenities 
that tech-savvy millennials care about the most (for example, 
Wi-Fi, televisions, and public areas with computers). Unlike 
some of the other generations, millennials tend to be more 
self- sufficient, so Moxy does not have room service or bellhops. 
This keeps prices down for millennials, who tend to have higher 
unemployment or lower-paying jobs than other age groups.

No matter who the target market is, they all have one 
thing in common: They seek a pleasurable experience. As Tina 
Edmundson explains, “It’s no longer about filling rooms any-
more. It is really about providing experiences that resonate 
with guests personally.”44

Critical Thinking Questions
 1. How does Marriott use psychographic and demographic 

variables to segment the market?

 2. Why is the millennial traveler market posing challenges 
for Marriott and other hotels?

 3. What are some ways that Marriott uses market research 
to discover what its customers want?

You can find the related video in the Video Library 
in Connect. Ask your instructor how you can access 
Connect.
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Learning Objectives
After reading this chapter, you will be able to:

 LO 12-1 Describe the role of product in the marketing mix, 
including how products are developed, classified, and 
identified.

 LO 12-2 Explain the importance of price in the marketing mix, 
including various pricing strategies a firm might employ.

 LO 12-3 Identify factors affecting distribution decisions, such as 
marketing channels and intensity of market coverage.

 LO 12-4 Specify the activities involved in promotion, as well as 
promotional strategies and promotional positioning.

 LO 12-5 Evaluate an organization’s marketing strategy plans.

Final PDF to printer



fer88367_ch12_362-399.indd 363 11/15/18  12:44 PM

Harley-Davidson Rolls in the New Products
Although baby boomers consist of much of Harley-Davidson’s market, Harley-

Davidson recognizes it must also acquire younger customers. Doing this 

requires it to reinvent itself so that young people do not view it as a brand for 

their parents. However, as the average Harley costs over $30,000, traditional 

Harley products remain unaffordable for many of the younger generation.

Harley-Davidson addressed this problem by creating a stripped-down bike 

that is affordable for younger people. Its Street bike is designed for younger rid-

ers with a price point of about $7,500. To keep costs low, the Street model does 

not have a fuel gauge, tachometer, or a clock but does have warning lights that 

will flash for low fuel or oil pressure. The product was a hit, particularly for price-

conscious consumers in Brazil, South Africa, and India.

Like many car companies, Harley-Davidson recognized that electric vehicles 

could one day replace more traditional vehicles—particularly with consum-

ers’ and governments’ growing concern over sustainability. In 2016, Harley-

Davidson showed off its prototype electric bike called Livewire. The motorcycle 

manufacturer announced its plans to make 100 new motorcycles over the next  

10 years, including an entire range of electric vehicles. Vice President Bill 

Davidson believes that electric bikes are key to Harley Davidson’s success in 

the future.

Despite its recent success in courting younger consumers, many young 

people are choosing to purchase used Harleys over new ones from the dealer. 

Harley-Davidson has therefore begun encouraging its authorized dealers to 

sell more used bikes in their inventory. While Harley-Davidson will face many 

challenges in the coming years, its expertise in marketing and its willingness to 

adapt its goals provides it with a greater chance at a comeback.1

Enter the World of Business
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Introduction
The key to developing a marketing strategy is selecting a target market and maintain-
ing a marketing mix that creates long-term relationships with customers. Getting just 
the right mix of product, price, promotion, and distribution is critical if a business is 
to satisfy its target customers and achieve its own objectives (implement the market-
ing concept).

In the “Customer-Driven Marketing” chapter, we introduced the marketing concept 
and the various activities important in developing a marketing strategy. In this chapter, 
we’ll take a closer look at the four dimensions of the marketing mix—product, price, 
distribution, and promotion—used to develop the marketing strategy. As we men-
tioned in the “Customer-Driven Marketing” chapter, sometimes the marketing mix is 
called the 4Ps with distribution referred to as place. The focus of these marketing mix 
elements is a marketing strategy that builds customer relationships and satisfaction.

The Marketing Mix
The marketing mix is the part of marketing strategy that involves decisions regarding 
controllable variables. After selecting a target market, marketers have to develop and 
manage the dimensions of the marketing mix to give their firm an advantage over 
competitors. Successful companies offer at least one dimension of value usually asso-
ciated with a marketing mix element that surpasses all competitors in the marketplace 
in meeting customer expectations. However, this does not mean that a company can 
ignore the other dimensions of the marketing mix; it must maintain acceptable, and if 
possible distinguishable, differences in the other dimensions as well.

Walmart, for example, emphasizes price (“Save money, live better”). Procter & 
Gamble is well known for its products with top consumer brands such as Tide, Cheer, 
Crest, Ivory, and Head & Shoulders. Many successful marketers have worked with 
advertising agencies to create catchy jingles to help consumers recall ads. Campbell 
Soup’s “Mmm Mmm Good,” McDonald’s “I’m lovin’ it,” and Coca-Cola’s “I’d like 
to Teach the World to Sing” are all iconic jingles.2 Finally, Amazon has become so 
successful by having a highly efficient distribution system.

Product Strategy
As mentioned previously, the term product refers to goods, services, and ideas. 
Because the product is often the most visible of the marketing mix dimensions, man-
aging product decisions is crucial. In this section, we’ll consider product develop-
ment, classification, mix, life cycle, and identification.

Developing New Products
Each year, thousands of products are introduced, but few of them succeed. Even estab-
lished firms launch unsuccessful products. For example, Mini Cooper discontinued its 
Coupe and Roadster models after overexpanding its product lines.3 Figure 12.1 shows 
the different steps in the product development process. Before introducing a new prod-
uct, a business must follow a multistep process: idea development, the screening of 
new ideas, business analysis, product development, test marketing, and commercial-
ization. A firm can take considerable time to get a product ready for the market: It took 
more than 20 years for the first photocopier, for example. Additionally, sometimes an 
idea or product prototype might be shelved only to be returned to later. Former Apple 

Describe the role of product 
in the marketing mix, including 
how products are developed, 
classified, and identified.

LO 12-1 
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CEO Steve Jobs admitted that the iPad 
actually came before the iPhone in the 
product development process. Once it 
was realized that the scrolling mecha-
nism he was thinking of using could be 
used to develop a phone, the iPad idea 
was placed on a shelf for the time being. 
Apple later returned to develop the 
product and released the iPad in 2010.4

Idea Development. New ideas 
can come from marketing research, 
engineers, and outside sources such 
as advertising agencies and manage-
ment consultants. Nike has a separate 
division—Nike Sport Research Lab—
where scientists, athletes, engineers, 
and designers work together to develop 
technology of the future. The teams 
research ideas in biomechanics, percep-
tion, athletic performance, and physiology to create unique, relevant, and innovative 
products. These final products are tested in environmental chambers with real athletes 
to ensure functionality and quality before being introduced into the market.6 As we 

Mayfield Robotics developed Kuri, a home assistant robot. The idea for Kuri came 
from Kaijen Hsiao and Sarah Osentoski, who originally set out to create a home 
security robot.5

©ZCHE/Kuri (Supplied by WENN)/Newscom

FIGURE 12.1
Product Development 
Process

Idea development

New idea screening

Business analysis

Product
development

Test marketing

Commercialization
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said in the “Customer-Driven Marketing” chapter, ideas sometimes come from cus-
tomers, too. Other sources are brainstorming and intracompany incentives or rewards 
for good ideas. New ideas can even create a company. When Jeff Bezos came up with 
the idea to sell books over the Internet in 1992, he had no idea it would evolve into 
the world’s largest online retailer. After failing to convince his boss of the value of his 
idea, Bezos left to start Amazon.7

New Idea Screening. The next step in developing a new product is idea screen-
ing. In this phase, a marketing manager should look at the organization’s resources 
and objectives and assess the firm’s ability to produce and market the product. 
Important aspects to be considered at this stage are consumer desires; the competi-
tion; technological changes; social trends; and political, economic, and environ-
mental considerations. Basically, there are two reasons new products succeed: They 
are able to meet a need or solve a problem better than products already available, or 
they add variety to the product selection currently on the market. Bringing together 
a team of knowledgeable people—including designers, engineers, marketers, and 
customers—is a great way to screen ideas. Using the Internet to encourage collabo-
ration represents a rich opportunity for marketers to screen ideas. Most new-product 
ideas are rejected during screening because they seem inappropriate or impractical 
for the organization.

Business Analysis. Business analysis is a basic assessment of a product’s com-
patibility in the marketplace and its potential profitability. Both the size of the market 
and competing products are often studied at this point. The most important ques-
tion relates to market demand: How will the product affect the firm’s sales, costs,  
and profits?

Product Development. If a product survives the first three steps, it is developed 
into a prototype that should reveal the intangible attributes it possesses as perceived 
by the consumer. Product development is often expensive, and few product ideas make 
it to this stage. New product research and development costs vary. Adding a new color 
to an existing item may cost $100,000 to $200,000, but launching a completely new 
product can cost millions of dollars. During product development, various elements 
of the marketing mix must be developed for testing. Copyrights, tentative advertis-
ing copy, packaging, labeling, and descriptions of a target market are integrated to 
develop an overall marketing strategy.

Test Marketing. Test marketing is a trial minilaunch of a product in limited 
areas that represent the potential market. It allows a complete test of the market-
ing strategy in a natural environment, giving the organization an opportunity to 
discover weaknesses and eliminate them before the product is fully launched. 
Mamma Chia test marketed one of its products in Portland through a company 
known as SamplingLab. SamplingLab provides free samples for consumers in a 
retail environment, acting as a type of focus group. In exchange for free samples, 
consumers fill out surveys about their perceptions of the products.8 Because test 
marketing requires significant resources and expertise, market research compa-

nies like ACNielsen can assist firms in test market-
ing their products. Figure 12.2 shows a sample of test 
markets that marketing research firms often use to test 
products to predict how successful they might be on a 
nationwide scale.

test marketing
a trial minilaunch of a 
product in limited areas 
that represent the potential 
market.

DID YOU KNOW? Less than 20 percent of new 
products succeed in the marketplace. The success rate for 
consumer goods is about 51 percent.10
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Commercialization. Commercialization is the full introduction of a complete 
marketing strategy and the launch of the product for commercial success. During 
commercialization, the firm gears up for full-scale production, distribution, and pro-
motion. Firms such as AquAdvantage Salmon are getting ready to release geneti-
cally modified salmon into the market. The Food and Drug Administration has 
approved the salmon as fit for consumption. Federal approval is one major step for 
AquAdvantage in its plans for large-scale commer-
cialization. However, even with federal regulatory 
approval, AquAdvantage may face hurdles because 
of consumer and environmental groups.9

Classifying Products
Products are usually classified as either consumer 
products or industrial products. Consumer products  
are for household or family use; they are not intended 
for any purpose other than daily living. They can be 
further classified as convenience products, shopping 
products, and specialty products on the basis of con-
sumers’ buying behavior and intentions.

 ∙  Convenience products, such as beverages, 
granola bars, gasoline, and batteries, are 
bought frequently, without a lengthy search, 
and often for immediate consumption. 

commercialization
the full introduction of a 
complete marketing strategy 
and the launch of the product 
for commercial success.

consumer products
products intended for 
household or family use.

FIGURE 12.2
Common Test Market 
Cities
Source: The Nielsen Company

Market Decisions
Test Market Locations

Permanent Test Markets
(“Data Markets”)

Additional “Custom” Test Markets

Portland

Charleston

Charlotte

Jacksonville

Baton Rouge

Little Rock

St. Louis

Albany

Columbus

Evansville
Peoria

Colorado
Springs

Boise

Provo

Tucson

Lexington

The Museum of Failure in Los Angeles is the largest collection of 
failed products and services such as Colgate Beef Lasagna, which was 
originally launched in the 1980s.

©ROBYN BECK/AFP/Getty Images
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Consumers spend virtually no time planning where to purchase these products 
and usually accept whatever brand is available.

 ∙  Shopping products, such as computers, smartphones, clothing, and sporting 
goods, are purchased after the consumer has compared competitive products 
and “shopped around.” Price, product features, quality, style, service, and image 
all influence the decision to buy.

 ∙  Specialty products, such as motorcycles, designer clothing, art, and rock 
concerts, require even greater research and shopping effort. Consumers know 
what they want and go out of their way to find it; they are not willing to accept 
a substitute.

Business products are used directly or indirectly in the operation or manufacturing 
processes of businesses. They are usually purchased for the operation of an organiza-
tion or the production of other products; thus, their purchase is tied to specific goals 
and objectives. They too can be further classified:

 ∙  Raw materials are natural products taken from the earth, oceans, and recycled 
solid waste. Iron ore, bauxite, lumber, cotton, and fruits and vegetables are 
examples.

 ∙  Major equipment covers large, expensive items used in production. Examples 
include earth-moving equipment, stamping machines, and robotic equipment 
used on auto assembly lines.

 ∙  Accessory equipment includes items used for production, office, or 
management purposes, which usually do not become part of the final product. 
Computers, calculators, and hand tools are examples.

 ∙  Component parts are finished items, ready to be assembled into the company’s 
final products. Tires, window glass, batteries, and spark plugs are component 
parts of automobiles.

 ∙  Processed materials are things used directly in production or management 
operations but are not readily identifiable as component parts. Varnish, for 
example, is a processed material for a furniture manufacturer.

 ∙  Supplies include materials that make production, management, and other 
operations possible, such as paper, pencils, paint, cleaning supplies,  
and so on.

 ∙  Industrial services include financial, legal, marketing research, security, 
janitorial, and exterminating services. Purchasers decide whether to provide 
these services internally or to acquire them from an outside supplier.

Product Line and Product Mix
Product relationships within an organization are of key importance. A product line 
is a group of closely related products that are treated as a unit because of a similar 
marketing strategy. At Colgate-Palmolive, for example, the personal-care product line 
includes deodorant, body wash, bar soap, liquid soap, and toiletries for men. A product 
mix is all the products offered by an organization. Figure 12.3 displays a sampling of 
the product mix and product lines of the Colgate-Palmolive Company.

Product Life Cycle
Like people, products are born, grow, mature, and eventually die. Some products 
have very long lives. Ivory Soap was introduced in 1879 and still exists (although 

business products
products that are used 
directly or indirectly in the 
operation or manufacturing 
processes of businesses.

product line
a group of closely related 
products that are treated 
as a unit because of 
similar marketing strategy, 
production, or end-use 
considerations.

product mix
all the products offered by an 
organization.
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FIGURE 12.3
Colgate-Palmolive’s Product Mix and Product Lines

Product Mix
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in
es

   Oral Care
   Toothpaste

Colgate Total
Colgate Optic White
Colgate Enamel Health
Colgate Sensitive
MaxFresh

   Colgate Kids
Dora the Explorer
SpongeBob SquarePants
Teenage Mutant Ninja Turtles
Monster High
Transformers
Minion

Toothbrushes
   Colgate 360°
   Colgate MaxFresh
   Colgate Total
   Colgate Optic White

   Personal Care
   Deodorant
   Speed Stick 
   Lady Speed Stick

   Body Wash
   Softsoap
   Irish Spring

   Bar Soap
   Irish Spring
   Softsoap

   Liquid Soap
   Softsoap

   Toiletries for Men
   Afta
   Skin Bracer

 Home Care
 Dishwashing
 Palmolive
 AJAX
 Dermassage

 Fabric Conditioner  
 Suavitel

 Household cleaner
 Murphy Oil Soap
 Fabuloso
 AJAX

   Pet Nutrition
   Hill’s Prescription Diet

Hill’s Science Diet
   Hill’s Ideal Balance

Source: Colgate Palmolive, “Colgate World of Care,” www.colgatepalmolive.com/app/Colgate/US/CompanyHomePage.cvsp (accessed April 5, 2016).

competition leading to decreased sales may soon put the future of Ivory Soap 
in question). In contrast, a new computer chip is usually outdated within a year 
because of technological breakthroughs and rapid changes in the computer indus-
try. There are four stages in the life cycle of a product: introduction, growth, matu-
rity, and decline (Figure 12.4). The stage a product is in helps determine marketing 
strategy. In the personal computer industry, desktop computers are in the decline 
stage, laptop computers have reached the maturity stage, and tablet computers are 
currently in the growth stage of the product life cycle (although growth has slowed 
in recent years). Manufacturers of these products are adopting different adver-
tising and pricing strategies to maintain or increase demand for these types of  
computers.

In the introductory stage, consumer awareness and acceptance of the product 
are limited, sales are zero, and profits are negative. Profits are negative because the 
firm has spent money on research, development, and marketing to launch the prod-
uct. During the introductory stage, marketers focus on making consumers aware 
of the product and its benefits. The smartwatch is still in the early stages of the 
product development cycle. However, it may quickly jump into the growth stage, 
with analysts predicting it achieving 12 percent global market growth by 2020.11 
It is not unusual for technology products to go quickly through the life cycle as the 
rate of new technology innovations continues to increase. Consider the work that 
Energizer has done to provide the first battery made from recycled batteries and 
branded as “EcoAdvanced.” Innovation of this type is welcomed by consumers and 
the public at large. Table 12.1 shows some familiar products at different stages of 

Need help under-
standing product 
life cycle? Visit 
your Connect 
ebook video tab 
for a brief animated 
explanation.
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Introduction Growth Maturity Decline

Ultra HD 4K television 3D printers Laptop computer Desktop computers

Home assistants Airbnb lodging sharing Disney theme parks Landline phones

Hydrogen fuel automobiles Paleo products Soft drinks Print newspaper

TABLE 12.1
Products at Different 
Stages of the Product Life 
Cycle

FIGURE 12.4
The Life Cycle of a 
Product

Introduction Growth Maturity Decline

Sales
Volume

Profit

the product life cycle. Sales accelerate as the product enters the growth stage of the 
life cycle.

In the growth stage, sales increase rapidly and profits peak, then start to decline. 
One reason profits start to decline during the growth stage is that new companies 
enter the market, driving prices down and increasing marketing expenses. Drones for 
both recreational and business uses are growing rapidly and are a good example of a 
product in the growth stage. During the growth stage, the firm tries to strengthen its 
position in the market by emphasizing the product’s benefits and identifying market 
segments that want these benefits.

Sales continue to increase at the beginning of the maturity stage, but then the sales 
curve peaks and starts to decline while profits continue to decline. This stage is char-
acterized by severe competition and heavy expenditures. In the United States, soft 
drinks have hit the maturity stage. For example, the seven best-selling soft drinks 
are Coca-Cola, Diet Coke, Pepsi-Cola, Mountain Dew, Dr. Pepper, Sprite, and Diet 
Pepsi. In 2016, Diet Coke passed Pepsi-Cola to move into second place in U.S. soft-
drink popularity. This represents a move to less sugary drinks as consumers have 
also turned to flavored water, bottled water, and tea. The soft-drink market is highly 
competitive, with many alternative products for consumers.12

During the decline stage, sales continue to fall rapidly. Profits also decline and may 
even become losses as prices are cut and necessary marketing expenditures are made. 
As profits drop, firms may eliminate certain models or items. To reduce expenses 
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and squeeze out any remaining profits, marketing expenditures may be cut back, even 
though such cutbacks accelerate the sales decline. Finally, plans must be made for 
phasing out the product and introducing new ones to take its place. Consoles for video 
games are often phased out and a new one takes its place. Nintendo’s launch of the 
Switch that has a 6.2-inch touchscreen allows taking games on the go but required 
developing a strong lineup of game titles.13

At the same time, it should be noted that product stages do not always go one way. 
Some products that have moved to the maturity stage or to the decline stage can still 
rebound through redesign or new uses for the product. For example, United Record 
Pressing LLC is enjoying the new interest in vinyl records. The company produces 30 
to 40 percent of all vinyl records available in stores. This new interest in vinyl signals 
a resurgence in the sales of vinyl records to consumers and has created a growth mode 
for this privately held company—as well as a commitment to the company’s rich 
musical history, which dates back to 1949.14

Identifying Products
Branding, packaging, and labeling can be used to identify or distinguish one product 
from others. As a result, they are key marketing activities that help position a product 
appropriately for its target market.

Branding. Branding is the process of naming and identifying products. A brand 
is a name, term, symbol, design, or combination that identifies a product and dis-
tinguishes it from other products. Consider that Google, iTunes, and TiVo are brand 
names that are used to identify entire product categories, much like Xerox has become 
synonymous with photocopying and Kleenex with tissues. Protecting a brand name 
is important in maintaining a brand identity. The world’s 10 most valuable brands are 
shown in Table 12.2. The brand name is the part of the brand that can be spoken and 
consists of letters, words, and numbers—such as WD-40 lubricant. A brand mark is 

branding
the process of naming and 
identifying products.

Rank Brand
Brand Value  
($ billion)

Brand Value  
(% change from prior year)

1 Amazon 150.8 42

2 Apple 146.3 37

3 Google 120.9 10

4 Samsung 92.3 39

5 Facebook 89.7 45

6 AT&T 82.4 –5

7 Microsoft 81.2  6

8 Verizon 62.8  7

9 Walmart 61.5  –1

10 ICBC 59.2 24

Source: Jessica Tyler, “The 10 Most Valuable Brands in the World,” Business Insider, February 5, 2018, http://www.businessinsider.
com/most-valuable-brands-in-the-world-for-2018-brand-finance-2018-2 (accessed April 29, 2018).

TABLE 12.2
The 10 Most Valuable 
Brands in the World
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the part of the brand that is a distinctive design, such as the silver star on the hood of 
a Mercedes or McDonald’s golden arches logo. A trademark is a brand that is regis-
tered with the U.S. Patent and Trademark Office and is thus legally protected from 
use by any other firm.

Two major categories of brands are manufacturer brands and private distributor 
brands. Manufacturer brands are brands initiated and owned by the manufacturer to 
identify products from the point of production to the point of purchase. Kellogg’s, 
Sony, and Chevron are examples. Private distributor brands, which may be less 
expensive than manufacturer brands, are owned and controlled by a wholesaler 
or retailer, such as Nice! (Walgreens), Pantry Essentials (Safeway), 365 Everyday 
Value (Whole Foods), Great Value (Walmart), and Trader Joe’s. The names of pri-
vate brands do not usually identify their manufacturer. While private-label brands 
were once considered cheaper and of poor quality, such as Walmart’s Ol’Roy  
dog food, many private-label brands are increasing in quality and image and are 
competing with national brands. Even Amazon has noticed the lucrative opportu-
nities of private-label brands. The firm has begun hiring employees with fashion 
experience to help develop its own private-label clothing brand.15 Today, there are 
private-label brands in nearly every food and beverage category, and the private-
label food and beverage market is expected to grow by nearly 5 percent annually.16 
Manufacturer brands are fighting hard against private distributor brands to retain 
their market share.

Another type of brand that has developed is generic products–products with no 
brand name at all. They often come in plain simple packages that carry only the 
generic name of the product—peanut butter, tomato juice, aspirin, dog food, and so 
on. They appeal to consumers who may be willing to sacrifice quality or product con-
sistency to get a lower price. Sales of generic brands have significantly decreased in 
recent years, although generic pharmaceuticals are commonly purchased due to their 
lower prices.

Companies use two basic approaches to branding multiple products. In one, a 
company gives each product within its complete product mix its own brand name. 
Unilever sells many well-known consumer products—Dove, Axe, Knorr, Hellman’s, 
Dermalogica—each individually branded. This branding policy ensures that the 
name of one product does not affect the names of others, and different brands can 
be targeted at different segments of the same market, increasing the company’s mar-
ket share (its percentage of the sales for the total market for a product). Another 
approach to branding is to develop a family of brands with each of the firm’s prod-
ucts carrying the same name or at least part of the name. Gillette, Sara Lee, and IBM 
use this approach. Finally, consumers may react differently to domestic versus for-
eign brands. The quality of Chinese brands may be questioned compared to German 
or U.S. brands.

Packaging. The packaging, or external container that holds and describes the 
product, influences consumers’ attitudes and their buying decisions. Surveys have 
shown that consumers are willing to pay more for certain packaging attributes. For 
example, after facing criticism for its cardboard packaging, Kylie Cosmetics released 
higher-quality plastic eyeshadow palettes.17 One of the attributes includes clearly 
stated nutrition and ingredient labeling, especially those characteristics indicating 
whether a product is organic, gluten free, or environmentally friendly. Recyclable and 
biodegradable packaging is also popular.18 It is estimated that consumers’ eyes linger 

trademark
a brand that is registered 
with the U.S. Patent and 
Trademark Office and is thus 
legally protected from use by 
any other firm.

manufacturer brands
brands initiated and owned 
by the manufacturer to 
identify products from the 
point of production to the 
point of purchase.

private distributor brands
brands, which may cost 
less than manufacturer 
brands, that are owned and 
controlled by a wholesaler or 
retailer.

generic products
products with no brand name 
that often come in simple 
packages and carry only their 
generic name.

packaging
the external container that 
holds and describes the 
product.
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only 2.5 seconds on each product on an average shopping trip; therefore, product 
packaging should be designed to attract and hold consumers’ attention.

A package can perform several functions, including protection, economy, conve-
nience, and promotion. IKEA is constantly trying to investigate new ways for more 
efficient packaging to save on shipping costs.19 Packaging can also be used to appeal 
to emotions. For example, pet food packaging appeals to the emotions of pet owners 
with illustrations of animals happily running, eating, or looking serene.20 On the other 
hand, organizations must also exert caution before changing the designs of highly 
popular products. For example, Coca-Cola released a new global design for its prod-
ucts that features the traditional red as the main color. The “one brand” strategy is to 
create a unified global presence for its flagship soda.

Labeling. Labeling, the presentation of important information on the package, is 
closely associated with packaging. The content of a label, often required by law, may 
include ingredients or content, nutrition facts (calories, fat, etc.), care instructions, 
suggestions for use (such as recipes), the manufacturer’s address and toll-free num-
ber, website, and other useful information. This information can have a strong impact 
on sales. The labels of many products, particularly food and drugs, must carry warn-
ings, instructions, certifications, or manufacturers’ identifications.

Product Quality. Quality reflects the degree to which a good, service, or idea 
meets the demands and requirements of customers. Quality products are often referred 
to as reliable, durable, easily maintained, easily used, a good value, or a trusted brand 
name. The level of quality is the amount of quality that a product possesses, and the 
consistency of quality depends on the product maintaining the same level of quality 
over time.

Quality of service is difficult to gauge because it depends on customers’ percep-
tions of how well the service meets or exceeds their expectations. In other words, 
service quality is judged by consumers, not the service providers. For this reason, 
it is quite common for perceptions of quality to fluctuate from year to year. For 
instance, Volkswagen suffered significant reputational and financial impact from 
its emissions scandal with attempting to cover up the actual emissions impact of 

labeling
the presentation of important 
information on a package.

quality
the degree to which a good, 
service, or idea meets the 
demands and requirements of 
customers.

Product characteristics and attributes, such as gluten-free or whole grain, can be included on product 
packaging to help differentiate items to customers.

©Tyler McKay/Shutterstock
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its diesel vehicles. VW faced buybacks, repairs, and financial settlements with 
defrauded customers.

Consumers expect quality projects and truthful and transparent information.21 A 
bank may define service quality as employing friendly and knowledgeable employ-
ees, but the bank’s customers may be more concerned with waiting time, ATM 
access, security, and statement accuracy. Similarly, an airline traveler considers on-
time arrival, on-board Internet or TV connections, and satisfaction with the ticketing 
and boarding process. The American Customer Satisfaction Index produces customer 

satisfaction scores for 10 economic sectors, 44 industries, and 
more than 300 companies. The latest results show that overall cus-
tomer satisfaction was 76.7 (out of a possible 100), with increases 
in some industries balancing out drops in others.22 Table 12.3  
shows the customer satisfaction rankings of some of the most pop-
ular personal care and cleaning product companies.

The quality of services provided by businesses on the Internet can 
be gauged by consumers on such sites as ConsumerReports.org and 
BBBOnline. The subscription service offered by ConsumerReports.
org provides consumers with a view of digital marketing sites’ busi-
ness, security, and privacy policies, while BBBOnline is dedicated 
to promoting responsibility online. As consumers join in by posting 
business and product reviews on the Internet on sites such as Yelp, 
the public can often get a much better idea of the quality of certain 
goods and services. Quality can also be associated with where the 
product is made. For example, “Made in USA” labeling can be per-
ceived as having a different value and quality. This includes strict 
laws on how much of a product can be made outside of the United 
States to still qualify for the “Made in USA” label. There are differ-
ences in the perception of quality and value between U.S. consumers 
and Europeans when comparing products made in the United States, 
Japan, Korea, and China.23 Chinese brands are usually perceived as 
lower quality, while Japanese and Korean products are perceived as 
being of higher quality. However, China is trying to change con-
sumer perceptions of its low brand quality. The increase in middle 
and upper classes in China has stimulated a rise in Chinese-branded 
luxury goods.24

Company Score

Clorox 84

Dial 83

Procter & Gamble 82

Colgate-Palmolive 81

Unilever 81

Johnson & Johnson 81

Source: American Customer Satisfaction Index, “Benchmarks by Industry: Personal Care and Cleaning Products,” 2017,  
https://theacsi.org/index.php?option=com_content&view=article&id=147&catid=&Itemid=212&i=Personal+Care+and+ 
Cleaning+Products (accessed April 29, 2018).

TABLE 12.3
Personal Care and 
Cleaning Products 
Customer Satisfaction 
Ratings

According to the American Customer Satisfaction 
Index, consumers are most satisfied with Clorox 
cleaning products.

©McGraw-Hill Education, Jill Braaten photographer
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Pricing Strategy
Previously, we defined price as the value placed on an object exchanged between 
a buyer and a seller. Buyers’ interest in price stems from their expectations about 
the usefulness of a product or the satisfaction they may derive from it. Because 
buyers have limited resources, they must allocate those resources to obtain the 
products they most desire. They must decide whether the benefits gained in an 
exchange are worth the buying power sacrificed. Almost anything of value can be 
assessed by a price. Many factors may influence the evaluation of value, includ-
ing time constraints, price levels, perceived quality, and motivations to use avail-
able information about prices.26 Figure 12.5 illustrates a method for calculating 
the value of a product. Indeed, consumers vary in their response to price: Some 
focus solely on the lowest price, while others consider quality or the prestige 
associated with a product and its price. Some types of consumers are increas-
ingly “trading up” to more status-conscious products, such as automobiles, home 
appliances, restaurants, and even pet food, yet remain price-conscious for other 
products such as cleaning and grocery goods. In setting prices, marketers must 
consider not just a company’s cost to produce a good or service, but the perceived 
value of that item in the marketplace. Products’ perceived value has benefited 
marketers at Starbucks, Sub-Zero, BMW, and Petco—which can charge premium 
prices for high-quality, prestige products—as well as Sam’s Clubs and Costco—
which offer basic household products at everyday low prices.

Entrepreneurship in Action

FarmLinks: The Ultimate Alabama 
Resort
FarmLinks
Founders: Jimmy and David Pursell
Founded: 2003, in Sylacauga, Alabama
Success: Ranked by Golfweek as the number-one public golf 
course in Alabama, FarmLinks is a unique demonstration/
education golf course that attracts accomplished golfers from 
across the nation.

FarmLinks started out as a marketing strategy for fertilizer. 
It was launched when Jimmy Pursell and his son decided to 
create a demonstration/education golf course on their family 
farm to promote their fertilizer, a coated time-release formula 
used for golf courses, agriculture, and consumer home lawn 
and garden care.

What started as a marketing strategy grew into a much 
larger business. Today, Purcell Farms is a family resort target-
ing everyone from golfers to businesspeople to engaged cou-
ples. Its location one hour from Birmingham and a few hours 
from Atlanta gives it a strategic advantage, and the Pursells 
price their resort services competitively against other hotels 

offering fewer services. Among the resort’s many features is 
top-class dining; a 40-room inn; a shooting range; tours of 
the farm; and FarmLinks, its 7,444-yard championship golf 
course. FarmLinks draws in accomplished golfers with its 
challenging courses, such as its 615-yard 18th hole. The resort 
is a popular venue for conferences, company retreats, and 
weddings.

While FarmLinks engages in some advertising, its promo-
tion mainly comes from its website, word-of-mouth market-
ing, social networking, and personal contacts. Its promotional 
strategy and stellar reputation seem to be working. The golf 
course alone was ranked as the number-one public golf course 
in Alabama by Golfweek and one of the top courses in the 
nation by Golf Digest.25

Critical Thinking Questions
 1. How does FarmLinks use the marketing mix?
 2. How does FarmLinks’ location provide it with a strategic 

advantage?
 3. Why might word-of-mouth marketing be more  

effective for FarmLinks as a promotional tool over 
advertising?

Explain the importance of price 
in the marketing mix, including 
various pricing strategies a firm 
might employ.

LO 12-2 
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Price is a key element in the marketing mix because it relates directly to the gen-
eration of revenue and profits. In large part, the ability to set a price depends on the 
 supply of and demand for a product. For most products, the quantity demanded goes up  
as the price goes down, and as the price goes up, the quantity demanded goes down. 
Changes in buyers’ needs, variations in the effectiveness of other marketing mix 
variables, the presence of substitutes, and competition can influence demand. Faced 
with competition from online razor startups such as Harry’s and Dollar Shave Club, 
Gillette saw its market share drop 16 percent in six years. This resulted in cutting 
prices by 20 percent in 2017.27

Price is probably the most flexible variable in the marketing mix. Although it may 
take years to develop a product, establish channels of distribution, and design and 
implement promotion, a product’s price may be set and changed in a few minutes. 
Under certain circumstances, of course, the price may not be so flexible, especially if 
government regulations prevent dealers from controlling prices. Of course, price also 
depends on the cost to manufacture a good or provide a service or idea. A firm may 
temporarily sell products below cost to match competition, to generate cash flow, 
or even to increase market share, but in the long run, it cannot survive by selling its 
products below cost.

Pricing Objectives
Pricing objectives specify the role of price in an organization’s marketing mix and 
strategy. They usually are influenced not only by marketing mix decisions, but also 
by finance, accounting, and production factors. Maximizing profits and sales, boost-
ing market share, maintaining the status quo, and survival are four common pricing 
objectives.

Specific Pricing Strategies
Pricing strategies provide guidelines for achieving the company’s pricing objectives 
and overall marketing strategy. They specify how price will be used as a variable in 
the marketing mix. Significant pricing strategies relate to the pricing of new products, 
psychological pricing, reference pricing, and price discounting.

Pricing New Products. Setting the price for a new product is critical: The right 
price leads to profitability; the wrong price may kill the product. In general, there 

FIGURE 12.5
Calculating the Value of a Product

Step 1: Step 2: Step 3: Step 4:

Identify target
customers.

Identify their best
alternative.

Determine
the product’s
di�erence.

Calculate
value based on its  
di�erentiation.
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are two basic strategies to setting the base price for a new product. Price skimming 
is charging the highest possible price that buyers who want the product will pay. 
Price skimming is used with luxury items. Ultra-D (3D television without the use of 
glasses) often run into the thousands of dollars. Price skimming is often used to allow 
the company to generate much-needed revenue to help offset the costs of research and 
development. Conversely, a penetration price is a low price designed to help a prod-
uct enter the market and gain market share rapidly. When Netflix entered the market, 
it offered its rentals at prices much lower than the average rental stores and did not 
charge late fees. Netflix quickly gained market share and eventually drove many rental 
stores out of business. Penetration pricing is less flexible than price skimming; it is 
more difficult to raise a penetration price than to lower a skimming price. Penetration 
pricing is used most often when marketers suspect that competitors will enter the 
market shortly after the product has been introduced.

Psychological Pricing. Psychological pricing encourages purchases based on 
emotional rather than rational responses to the price. For example, the assumption 
behind even/odd pricing is that people will buy more of a product for $9.99 than $10 
because it seems to be a bargain at the odd price. The assumption behind symbolic/
prestige pricing is that high prices connote high quality. Thus the prices of certain 
fragrances and cosmetics are set artificially high to give the impression of superior 
quality. Some over-the-counter drugs are priced high because consumers associate a 
drug’s price with potency.

Reference Pricing. Reference pricing is a type of psychological pricing in which 
a lower-priced item is compared to a more expensive brand in hopes that the con-
sumer will use the higher price as a comparison price. The main idea is to make the 
item appear less expensive compared with other alternatives. For example, Walmart 
might place its Great Value brand next to a manufacturer’s brand such as Hefty or 
Heinz so that the Great Value brand will look like a better deal.

Price Discounting. Temporary price reductions, or discounts, are often employed 
to boost sales. Although there are many types, quantity, seasonal, and promotional 
discounts are among the most widely used. Quantity discounts reflect the economies 
of purchasing in large volumes. Seasonal discounts to buyers who purchase goods 
or services out of season help even out production capacity. Promotional discounts 
attempt to improve sales by advertising price reductions on selected products to 
increase customer interest. Often, promotional pricing is geared toward increased 
profits. For instance, bare-bones German grocery chain Aldi is attempting to compete 
against Trader Joe’s as it expands in the United States through the offering of higher-
end food and price discounts.28 Aldi has about 1,700 stores in the U.S. and plans to 
open approximately 800 more by 2022.29

Distribution Strategy
In the “Managing Operations and Supply Chains” chapter, we discussed supply chain 
management that involves connecting and integrating all members of the supply 
chain. While supply chain management involves operations, procurement, and logis-
tics, we take a closer look at the role of marketing channels and a part of logistics 
related to physical distribution.

The best products in the world will not be successful unless companies make 
them available where and when customers want to buy them. In this section, we will 

price skimming
charging the highest possible 
price that buyers who want 
the product will pay.

penetration price
a low price designed to help 
a product enter the market 
and gain market share 
rapidly.

psychological pricing
encouraging purchases based 
on emotional rather than 
rational responses to the 
price.

reference pricing
a type of psychological 
pricing in which a lower-
priced item is compared to 
a more expensive brand in 
hopes that the consumer 
will use the higher price as a 
comparison price.

discounts
temporary price reductions, 
often employed to boost 
sales.

Identify factors affecting distri-
bution decisions, such as mar-
keting channels and intensity of 
market coverage.

LO 12-3
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explore dimensions of distribution strategy, including the channels through which 
products are distributed, the intensity of market coverage, and the physical handling 
of products during distribution.

Marketing Channels
A marketing channel, or channel of distribution, is a group of organizations that 
moves products from their producer to customers. Marketing channels make prod-
ucts available to buyers when and where they desire to purchase them. Organizations 
that bridge the gap between a product’s manufacturer and the ultimate consumer are 
called middlemen, or intermediaries. They create time, place, and ownership utility. 
Two intermediary organizations are retailers and wholesalers.

Retailers buy products from manufacturers (or other intermediaries) and sell them 
to consumers for home and household use rather than for resale or for use in produc-
ing other products. Dick’s Sporting Goods, for example, buys products from Nike and 
other manufacturers and resells them to consumers. By bringing together an assort-
ment of products from competing producers, retailers create utility. Retailers arrange 
for products to be moved from producers to a convenient retail establishment (place 
utility). They maintain hours of operation for their retail stores to make merchandise 
available when consumers want it (time utility). They also assume the risk of owner-
ship of inventories (ownership utility). Table 12.4 describes various types of general 
merchandise retailers.

Amazon represents an Internet retailer business model that is disrupting the com-
petitive structure of retail markets. Traditional retailers are developing their own 

marketing channel
a group of organizations 
that moves products from 
their producer to customers; 
also called a channel of 
distribution.

retailers
intermediaries who buy 
products from manufacturers 
(or other intermediaries) 
and sell them to consumers 
for home and household 
use rather than for resale or 
for use in producing other 
products.

Going Green

How Archer Daniels Midlands 
Connects Farm, Factory, and Table
Archer Daniels Midland (ADM), one of the world’s largest 
agricultural processors, is a vital link among farm, factory, 
and table. The Chicago-based multinational rings up almost 
$62 billion in annual net sales of soybeans, corn gluten, and 
other products provided by farmers worldwide. ADM’s clients 
include several well-known companies. Unilever, for instance, 
purchases oil from soybeans procured and processed by ADM. 
Unilever uses this oil to produce its mayonnaise products.

To stay ahead of demand for sustainable agricultural pro-
cesses, ADM has partnered with Unilever to enroll its farmers 
in the Iowa Sustainable Soy Fieldprint Project to monitor fac-
tors like soil conservation and land use. In the project’s first 
year, 43 farms with land totaling more than 44,000 acres were 
enrolled. ADM also introduced a cost-share initiative to soy-
bean farmers in Iowa to increase the pool of farms with sus-
tainably grown soybeans and provide financial assistance to 
farmers. The initiative works with Unilever’s Sustainable Living 
Plan, which includes a commitment to source all agricultural 

raw materials sustainably in the coming years. These fac-
tors make ADM an ideal soybean oil supplier for Unilever’s 
Hellmann’s mayonnaise.

In response to changing external forces, ADM is also mak-
ing changes to its product lines. The company recently intro-
duced Nutriance, a new range of wheat protein concentrates 
that are vegetarian and vegan-friendly. By recognizing poten-
tial new areas of profitability, ADM demonstrates that it is 
carefully monitoring the external environment and changing 
accordingly.30

Critical Thinking Questions
 1. How is Archer Daniels Midland making changes to its prod-

ucts to appeal to changing consumer preferences?
 2. Archer Daniels Midland is expending resources to engage 

in more sustainable agriculture. Do you think these costs 
will be beneficial for Archer Daniels Midland? Why or why 
not?

 3. Why is it necessary for Archer Daniels Midland to maintain 
strong relationships with the companies that source its 
products?
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online operations to compete with Amazon. The company accounts for 4 percent of 
retail spending and 44 percent of e-commerce sales in America and is growing rap-
idly.31 While currently only half the size of the largest retailer, Walmart, it is the 
largest online retailer. Amazon is changing the nature of competition in the retail envi-
ronment. The company sells almost every retail item and is challenging department 
and other retail stores. Also, Amazon allows other retailers to use its e-commerce 
platform, warehouses, and other services.32 In many ways, Amazon has remade retail-
ing. The company is even expanding into brick-and-mortar stores to push into the 
grocery business. With this, Amazon is rolling out Amazon Fresh markets that mix 
online and in-store shopping features.33

General merchandise retailers, especially department stores, are feeling the com-
petitive threat, with Macy’s, Sears, and others closing stores. Sears is even doubtful 
as to whether it can keep operating after many years of losses.34 Online retailers, such 
as Amazon, pose a competitive threat to traditional retailers, undercutting store-based 
sellers on prices and options of many products. Many sporting goods store chains 
have gone out of business, but Dick’s Sporting Goods is one that remains very suc-
cessful today.35

Another type of retail is direct marketing, which is the use of nonpersonal media 
to communicate products, information, and the opportunity to purchase via media 
such as mail, telephone, or the Internet. For example, Duluth Trading has stores but 
specializes in catalog marketing, especially with products such as jeans, work boots, 
and hats. Another form of nonstore retailing is direct selling, which involves the mar-
keting of products to ultimate consumers through face-to-face sales presentations at 

direct marketing
the use of nonpersonal 
media to communicate 
products, information, and 
the opportunity to purchase 
via media such as mail, 
telephone, or the Internet.

direct selling
the marketing of products 
to ultimate consumers 
through face-to-face sales 
presentations at home or in 
the workplace.

Type of Retailer Description Examples

Department store Large, full-service stores organized by departments Nordstrom, Macy’s, Neiman Marcus

Internet retailer A direct marketer providing most products over the Internet. Amazon, Alibaba

Discount store Offers less services than department stores; store atmosphere 
reflects value pricing

Walmart, Stein Mart, Target

Convenience store Small, self-service stores carrying many items for immediate 
consumption

Circle K, 7-Eleven, Allsup’s

Supermarket Large stores carrying most food items as well as nonfood 
items for daily family use

Trader Joe’s, Albertsons, Wegmans

Superstore Very large stores that carry most food and nonfood products 
that are routinely purchased

Super Walmart, Meijer

Hypermarket The largest retail stores that take the foundation of the 
discount store and provide even more food and nonfood 
products

Carrefour, Tesco Extra

Warehouse club Large membership establishments with food and nonfood 
products and deep discounts

Costco, BJ’s Wholesale Club, Sam’s Club

Warehouse showroom Large facilities with products displayed that are often 
retrieved from a less expensive adjacent warehouse

IKEA, Cost Plus

TABLE 12.4
General Merchandise Retailers
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home or in the workplace. The top three global direct selling companies are Amway, 
Avon, and Herbalife. Most individuals who engage in direct selling work on a part-
time basis because they like the product and often sell to their own social networks.

Wholesalers are intermediaries who buy from producers or from other wholesal-
ers and sell to retailers. They usually do not sell in significant quantities to ultimate 
consumers. Wholesalers perform the functions listed in Table 12.5.

Wholesalers are extremely important because of the marketing activities they per-
form, particularly for consumer products. Although it is true that wholesalers can be 
eliminated, their functions must be passed on to some other entity, such as the producer, 
another intermediary, or even the customer. Wholesalers help consumers and retailers by 
buying in large quantities, then selling to retailers in smaller quantities. By stocking an 
assortment of products, wholesalers match products to demand. Sysco is a food whole-
saler for the food services industry. The company provides food, preparation, and serving 
products to restaurants, hospitals, and other institutions that provide meals outside of the 
home.36 Merchant wholesalers like Sysco take title to the goods, assume risks, and sell 
to other wholesalers, business customers, or retailers. Agents negotiate sales, do not own 
products, and perform a limited number of functions in exchange for a commission.

Supply Chain Management. In an effort to improve distribution channel rela-
tionships among manufacturers and other channel intermediaries, supply chain man-
agement creates alliances between channel members. In the “Managing Operations 
and Supply Chains” chapter, we defined supply chain management as connecting 
and integrating all parties or members of the distribution system in order to satisfy 
customers. It involves long-term partnerships among marketing channel members 
working together to reduce costs, waste, and unnecessary movement in the entire 

wholesalers
intermediaries who buy 
from producers or from 
other wholesalers and sell to 
retailers.

Physical distribution

 • Inventory management
 • Transportation
 • Warehousing
 • Materials handling

Promotion

 • Personal selling
 • Publicity
 • Sales promotion
 • Advertising

Inventory control and data processing

 • Management information systems
 • Inventory control
 • Transaction monitoring
 • Financial and accounting data analysis

Risk-taking
 • Inventory decisions
 • Product deterioration 
 • Theft control

Financing and budgeting
 • Investment capital
 • Credit management
 • Managing cash flow and receivables

Marketing research and information systems
 • Conducting primary market research
 • Analyzing big data
 • Utilizing marketing analytics

TABLE 12.5
Major Wholesaling 
Functions
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marketing channel in order to satisfy customers. It goes beyond traditional channel 
members (producers, wholesalers, retailers, customers) to include all organizations 
involved in moving products from the producer to the ultimate customer. In a survey 
of business managers, a disruption in the supply chain was viewed as the number-one 
crisis that could decrease revenue.37

The focus shifts from one of selling to the next level in the channel to one of sell-
ing products through the channel to a satisfied ultimate customer. Information, once 
provided on a guarded, “as-needed” basis, is now open, honest, and ongoing. Perhaps 
most importantly, the points of contact in the relationship expand from one-on-one 
at the salesperson-buyer level to multiple interfaces at all levels and in all functional 
areas of the various organizations. Predictive analytics are being used for forecasting 
and coordinating the integration of supply chain members. For example, Amazon 
ships products before it receives a customer order based upon predictive models that 
relate to customer purchasing history.38

Channels for Consumer Products. Typical marketing channels for consumer 
products are shown in Figure 12.6. In channel A, the product moves from the pro-
ducer directly to the consumer. Farmers who sell their fruit and vegetables to consum-
ers at roadside stands or farmers’ markets use a direct-from-producer-to-consumer 
marketing channel.

In channel B, the product goes from producer to retailer to consumer. This type of 
channel is used for products such as college textbooks, automobiles, and appliances. 
In channel C, the product is handled by a wholesaler and a retailer before it reaches 
the consumer. Producer-to-wholesaler-to-retailer-to-consumer marketing channels 

FIGURE 12.6
Marketing Channels for 
Consumer Products
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Retailers
(Intermediaries)

Wholesalers
(Intermediaries)
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Wholesalers
(Intermediaries)

Agents
(Intermediaries)
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Final PDF to printer



382

fer88367_ch12_362-399.indd 382 11/15/18  12:44 PM

Part 5   Marketing: Developing Relationships

distribute a wide range of products including refrigerators, televisions, soft drinks, 
cigarettes, clocks, watches, and office products. In channel D, the product goes to an 
agent, a wholesaler, and a retailer before going to the consumer. This long channel of 
distribution is especially useful for convenience products. Candy and some produce 
are often sold by agents who bring buyers and sellers together.

Services are usually distributed through direct marketing channels because they 
are generally produced and consumed simultaneously. For example, you cannot take 
a haircut home for later use. Many services require the customer’s presence and par-
ticipation: The sick patient must visit the physician to receive treatment; the child 
must be at the day care center to receive care; the tourist must be present to sightsee 
and consume tourism services.

Channels for Business Products. In contrast to consumer goods, more than 
half of all business products, especially expensive equipment or technically complex 
products, are sold through direct marketing channels. Business customers like to com-
municate directly with producers of such products to gain the technical assistance and 
personal assurances that only the producer can offer. For this reason, business buy-
ers prefer to purchase expensive and highly complex mainframe computers directly 
from IBM, Unisys, and other mainframe producers. Other business products may be 
distributed through channels employing wholesaling intermediaries such as industrial 
distributors and/or manufacturer’s agents.

Intensity of Market Coverage
A major distribution decision is how widely to distribute a product—that is, how 
many and what type of outlets should carry it. The intensity of market coverage 
depends on buyer behavior, as well as the nature of the target market and the com-
petition. Wholesalers and retailers provide various intensities of market coverage 
and must be selected carefully to ensure success. Market coverage may be intensive, 
selective, or exclusive.

Intensive distribution makes a product available in as many outlets as possible. 
Because availability is important to purchasers of convenience products such as tooth-
paste, yogurt, candy, beverages, and chewing gum, a nearby location with a minimum 
of time spent searching and waiting in line is most important to the consumer. To 

saturate markets intensively, wholesalers and many 
varied retailers try to make the product available at 
every location where a consumer might desire to 
purchase it. ZoomSystems provides robotic vend-
ing machines for products beyond candy and drinks. 
Zoom has 1,500 machines in airports and hotels 
across the United States. Through partnering with 
different companies, today’s ZoomShops sell a vari-
ety of brands, including products from The Honest 
Company, Best Buy, Macy’s, and Nespresso.39

Selective distribution uses only a small number 
of all available outlets to expose products. It is used 
most often for products that consumers buy only 
after shopping and comparing price, quality, and 
style. Many products sold on a selective basis require 
salesperson assistance, technical advice, warranties, 
or repair service to maintain consumer satisfaction. 

intensive distribution
a form of market coverage 
whereby a product is made 
available in as many outlets 
as possible.

selective distribution
a form of market coverage 
whereby only a small number 
of all available outlets are 
used to expose products.

Kat Von D makeup is available exclusively through Sephora.

©Oscar Gonzalez/NurPhoto/REX/Shutterstock
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Typical products include automobiles, major appliances, clothes, and furniture. Ralph 
Lauren is a brand that uses selective distribution.

Exclusive distribution exists when a manufacturer gives an intermediary the sole right 
to sell a product in a defined geographic territory. Such exclusivity provides an incen-
tive for a dealer to handle a product that has a limited market. Exclusive distribution 
is the opposite of intensive distribution in that products are purchased and consumed 
over a long period of time, and service or information is required to develop a satisfac-
tory sales relationship. Products distributed on an exclusive basis include high-quality 
musical instruments, yachts, airplanes, and high-fashion leather goods. For example, 
Singapore’s Triple Pte is the exclusive distributor for Under Armour in Southeast Asia.40

Physical Distribution
Logistics includes the planning and coordination of inbound and outbound as well 
as third-party services. Physical distribution is the part of logistics that focuses on 
transportation modes, warehousing, and materials handling. Physical distribution cre-
ates time and place utility by making products available when they are wanted, with 
adequate service and at minimum cost. Both goods and services require physical dis-
tribution. Many physical distribution activities are part of supply chain management, 
which we discussed in the “Managing Operations and Supply Chains” chapter; we’ll 
take a brief look at a few more now.

Transportation. Transportation, the shipment of products to buyers, creates time 
and place utility for products, and thus is a key element in the flow of goods and 
services from producer to consumer. The five major modes of transportation used to 
move products between cities in the United States are railways, motor vehicles, inland 
waterways, pipelines, and airways.

Railroads are a cost-effective method of transportation for many products. Heavy 
commodities, foodstuffs, raw materials, and coal are examples of products carried 
by railroads. Trucks have greater flexibility than railroads because they can reach 
more locations. Trucks handle freight quickly and economically, offer door-to-door 
service, and are more flexible in their packaging requirements than are ships or air-
planes. Air transport offers speed and a high degree of dependability but is the most 
expensive means of transportation; transport by ship 
is less expensive and is the slowest form. Pipelines 
are used to transport petroleum, natural gas, semi-
liquid coal, wood chips, and certain chemicals. 
Pipelines have the lowest costs for products that can 
be transported via this method. Many products can 
be moved most efficiently by using more than one 
mode of transportation.

Factors affecting the selection of a mode of trans-
portation include cost, capability to handle the prod-
uct, reliability, and availability; and, as suggested, 
selecting transportation modes requires trade-offs. 
Unique characteristics of the product and consumer 
desires often determine the mode selected.

Warehousing. Warehousing is the design and 
operation of facilities to receive, store, and ship 
products. A warehouse facility receives, identifies, 

exclusive distribution
the awarding by a 
manufacturer to an 
intermediary of the sole right 
to sell a product in a defined 
geographic territory.

logistics
the planning and 
coordination of inbound and 
outbound as well as third 
party services.

physical distribution
the part of logistics that 
focuses on transportation 
modes, warehousing, and 
materials handling.

transportation
the shipment of products to 
buyers.

warehousing
the design and operation of 
facilities to receive, store, 
and ship products.

Amazon has fulfillment centers across the country from Lakeland, 
Florida, to San Bernardino, California.
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sorts, and dispatches goods to storage; stores them; recalls, selects, or picks goods; 
assembles the shipment; and finally, dispatches the shipment.

Companies often own and operate their own private warehouses that store, handle, 
and move their own products. Firms might want to own or lease a private warehouse 
when their goods require special handling and storage or when it has large warehous-
ing needs in a specific geographic area. Private warehouses are beneficial because they 
provide customers with more control over their goods. However, fixed costs for main-
taining these warehouses can be quite high.41 They can also rent storage and related 
physical distribution services from public warehouses. While public warehouses store 
goods for more than one company, providing firms with less control over distribution, 
they are often less expensive than private warehouses and are useful for seasonal pro-
duction or low-volume storage.42 For example, Next Level Resource Partners offers 
warehousing services and fulfillment including picking, packing, and shipping prod-
ucts for clients like Pure Barre, Mineral Fusion, and Flywheel.43 Regardless of whether 
a private or a public warehouse is used, warehousing is important because it makes 
products available for shipment to match demand at different geographic locations.

Materials Handling. Materials handling is the physical handling and movement 
of products in warehousing and transportation. Handling processes may vary signifi-
cantly due to product characteristics. Efficient materials-handling procedures increase 
a warehouse’s useful capacity and improve customer service. Well-coordinated load-
ing and movement systems increase efficiency and reduce costs.

Importance of Distribution in a Marketing Strategy
Distribution decisions are among the least flexible marketing mix decisions. Products 
can be changed over time, prices can be changed quickly, and promotion is usually 
changed regularly. But distribution decisions often commit resources and establish 
contractual relationships that are slow to change. As a company attempts to expand 
into new markets, it may require a complete change in distribution. Moreover, if a firm 
does not manage its marketing channel in the most efficient manner and provide the 
best service, then a new competitor will evolve to create a more effective distribution 
system. The growth of online retailing is increasing consumers’ expectations for more 
choices, faster delivery, order status updates, and easy returns at no extra cost. Amazon 
is transforming the supply chain, and retailers such as Target are revamping their dis-
tribution systems to use digital technology to develop a smart network.44 Target plans 
to redesign about 600 stores as part of its goal of creating a smart network where its 
stores, digital channels, and supply chain work together to support the guest.45

Promotion Strategy
The role of promotion is to communicate with individuals, groups, and organizations 
to facilitate an exchange directly or indirectly. It encourages marketing exchanges 
by attempting to persuade individuals, groups, and organizations to accept goods, 
services, and ideas. Promotion is used not only to sell products, but also to influ-
ence opinions and attitudes toward an organization, person, or cause. The state of 
Michigan, for example, has successfully used its “Pure Michigan” campaign to influ-
ence tourists to visit Michigan. The economic impact of the campaign was estimated 
at $1.2 billion.46 Most people probably equate promotion with advertising, but it also 
includes personal selling, publicity, and sales promotion. The role that these elements 
play in a marketing strategy is extremely important.

materials handling
the physical handling and 
movement of products 
in warehousing and 
transportation.

Specify the activities involved 
in promotion, as well as pro-
motional strategies and promo-
tional positioning.
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The Promotion Mix
Advertising, personal selling, publicity, and sales promotion are collectively known 
as the promotion mix because a strong promotion program results from the careful 
selection and blending of these elements. The process of coordinating the promotion 
mix elements and synchronizing promotion as a unified effort is called integrated 
marketing communications. When planning promotional activities, an integrated 
marketing communications approach results in the desired message for customers. 
Different elements of the promotion mix are coordinated to play their appropriate 
roles in delivery of the message on a consistent basis. Integrated communication 
creates a reason for purchase. Tide developed an integrated marketing campaign 
for the Super Bowl to highlight Tide’s dominance in the detergent market as well as 
demonstrate its high performance. Tide’s series of ads that ran during each quarter 
featured David Harbour (Stranger Things) and implied that any commercial with 
clean clothes is a Tide ad. The company coordinated social media posts with Old 
Spice spokesman Isaiah Mustafa as well as Betty White, Danica Patrick, Antonio 
Brown, and Drew Brees as part of the campaign. The result was more than 52,000 
tweets during the game.48

Advertising. Perhaps the best-known form of promotion, advertising is a paid 
form of nonpersonal communication transmitted through a mass medium, such as 
television commercials, magazine advertisements, or online ads. Pharmaceutical 
firms have long used advertisements to promote medications for lifestyle conditions. 
However, more recently it has begun releasing advertisements promoting life-saving, 
often expensive, medications that specialist doctors prescribe.49 Commercials featur-
ing celebrities, customers, or unique creations serve to grab viewers’ attention and 
pique their interest in a product. Peyton Manning, former quarterback for the Denver 

integrated marketing 
communications
coordinating the promotion 
mix elements and 
synchronizing promotion as a 
unified effort.

advertising
a paid form of nonpersonal 
communication transmitted 
through a mass medium, such 
as television commercials or 
magazine advertisements.

Responding to Business Challenges

Amazon Sells Everything from A-to-Z
Before Google or eBay came on the scene, Jeff Bezos quit his 
job in finance and founded Amazon in 1994 as an online book-
store. When books proved to be a successful product, he asked 
some of his customers what else he should sell on the site. The 
response was overwhelming. Bezos realized Amazon met a cus-
tomer need that was greater than books: convenience.

Today, Amazon sells everything from toys and clothing to 
eBooks and groceries. Amazon makes up approximately 5 percent  
of the retail sales in the United States and is approaching half 
of all online retail sales in the United States. Bezos attributes 
Amazon’s success to its focus on the customer instead of the 
competition. For example, in order to maintain and build a rela-
tionship with its customers, Amazon offers an A-to-z Guarantee 
that protects against damaged goods and late deliveries.

In another move to become an indispensable part of every 
household, Amazon has continued to evolve the Amazon Echo, 

a voice-controlled digital assistant. Through the Echo, users can 
check the weather, get news alerts, play games, control con-
nected smart-home devices, and more. Prime users, roughly 
two-thirds of U.S. households, can also order prime-eligible 
items. Additionally, Amazon is transforming grocery shopping 
with its recent purchase of Whole Foods. The company plans to 
integrate various aspects of Whole Foods, Prime Now two-hour 
delivery, and Amazon Fresh grocery delivery to explore new 
ways to meet customer needs.47

Critical Thinking Questions
 1. What marketing channel does Amazon use to reach 

consumers?
 2. What are some of the ways in which Amazon tries to  

guarantee quality in its services?
 3. How is Amazon modifying its product and service offerings 

to appeal to consumers?

Need help under-
standing integrated 
marketing com-
munications? Visit 
your Connect 
ebook video tab 
for a brief animated 
explanation.
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Broncos, has done celebrity endorsements for Oreo, Gatorade, 
Direct TV, Nationwide Insurance, and Buick. On the other hand, 
there are downsides to using celebrity endorsers when they act 
inappropriately. Nike has terminated or suspended contracts with 
celebrity endorsers for domestic violence allegations and doping 
allegations.

An advertising campaign involves designing a series of adver-
tisements and placing them in various media to reach a particular 
target audience. The basic content and form of an advertising cam-
paign are a function of several factors. A product’s features, uses, 
and benefits affect the content of the campaign message and indi-
vidual ads. Characteristics of the people in the target audience–
gender, age, education, race, income, occupation, lifestyle, and 
other attributes–influence both content and form. When Procter 
& Gamble promotes Crest toothpaste to children, the company 
emphasizes daily brushing and cavity control, whereas it promotes 
tartar control and whiter teeth when marketing to adults. To com-
municate effectively, advertisers use words, symbols, and illustra-
tions that are meaningful, familiar, and attractive to people in the 
target audience.

An advertising campaign’s objectives and platform also affect 
the content and form of its messages. If a firm’s advertising 
objectives involve large sales increases, the message may include 
hard-hitting, high-impact language and symbols. When campaign 
objectives aim at increasing brand awareness, the message may 
use much repetition of the brand name and words and illustrations 

associated with it. Thus, the advertising platform is the foundation on which cam-
paign messages are built.

Advertising media are the vehicles or forms of communication used to reach a 
desired audience. Print media include newspapers, magazines, direct mail, and bill-
boards, while electronic media include television, radio, and Internet advertising. 
Choice of media obviously influences the content and form of the message. Effective 
outdoor displays and short broadcast spot announcements require concise, simple 
messages. Magazine and newspaper advertisements can include considerable detail 
and long explanations. Because several kinds of media offer geographic selectivity, a 
precise message can be tailored to a particular geographic section of the target audi-
ence. For example, a company advertising in Time might decide to use one message 
in the New England region and another in the rest of the nation. A company may also 
choose to advertise in only one region. Such geographic selectivity lets a firm use the 
same message in different regions at different times. On the other hand, some com-
panies are willing to pay extensive amounts of money to reach national audiences. 
Marketers spent approximately $5 million for one 30-second advertising slot during 
the Super Bowl due to its national reach and popularity.50

The use of online advertising is increasing. However, advertisers are demand-
ing more for their ad dollars and proof that they are working, which is why Google 
AdWords only charges companies when users click on the ad. Certain types of ads 
are more popular than pop-up ads and banner ads that consumers find annoying. One 
technique is to blur the lines between television and online advertising. TV commer-
cials may point viewers to a website for more information, where short “advertain-
ment” films continue the marketing message. Marketers might also use the Internet 

advertising campaign
designing a series of 
advertisements and placing 
them in various media to 
reach a particular target 
market.

Former ABC Bachelor contestant and Bachelor in 
Paradise star Jade Roper Tolbert was tapped for a 
brand endorsement for Ava, an ovulation tracking 
bracelet.
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to show advertisements or videos that were not accepted by mainstream television. 
People for the Ethical Treatment of Animals (PETA) often develop racy commercials 
that are denied Super Bowl spots. However, these ads can be viewed online through 
YouTube and other sites.51

Infomercials—typically 30-minute blocks of radio or television air time featuring a 
celebrity or upbeat host talking about and demonstrating a product—have evolved as 
an advertising method. Under Armour teamed with famed Olympic athlete Michael 
Phelps to create a day in his life called “The Water Diviner.” The writing, visuals, 
and lighting make this a compelling piece and won it recognition by Advertising 
Age as one of the top 10 best branded content partnerships. As the most decorated 
Olympian in history, there remains significant fascination with Michael Phelps, and 
Under Armour has found an innovative way to create a partnership that enhances its 
branding.52 Toll-free numbers and website addresses are usually provided so consum-
ers can conveniently purchase the product or obtain additional information. Although 
many consumers and companies have negative feelings about infomercials, appar-
ently they get results.

Personal Selling. Personal selling is direct, two-way communication with buyers 
and potential buyers. For many products—especially large, expensive ones with spe-
cialized uses, such as cars, appliances, and houses–interaction between a salesperson 
and the customer is probably the most important promotional tool.

Personal selling is the most flexible of the promotional methods because it gives 
marketers the greatest opportunity to communicate specific information that might 
trigger a purchase. Only personal selling can zero in on a prospect and attempt to 
persuade that person to make a purchase. Although personal selling has a lot of 
advantages, it is one of the costliest forms of promotion. A sales call on an industrial 
customer can cost more than $400.

There are three distinct categories of salespersons: order takers (for example, retail 
sales clerks and route salespeople), creative salespersons (for example, automobile, 
furniture, and insurance salespeople), and support salespersons (for example, cus-
tomer educators and goodwill builders who usually do not take orders). For most 
of these salespeople, personal selling is a six-step 
process:

 1. Prospecting: Identifying potential buyers of 
the product.

 2. Approaching: Using a referral or calling on 
a customer without prior notice to determine 
interest in the product.

 3. Presenting: Getting the prospect’s attention 
with a product demonstration.

 4. Handling objections: Countering reasons for 
not buying the product.

 5. Closing: Asking the prospect to buy the 
product.

 6. Following up: Checking customer satisfac-
tion with the purchased product.

Publicity. Publicity is nonpersonal communica-
tion transmitted through the mass media but not 

personal selling
direct, two-way 
communication with buyers 
and potential buyers.

publicity
nonpersonal communication 
transmitted through the 
mass media but not paid for 
directly by the firm.

Personal selling is important with high-risk items such as medical tools 
and devices. Sales representatives can assist customers in discussing 
the benefits of a product, financing arrangements, and any warranties 
or guarantees.
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paid for directly by the firm. A firm does not pay the media cost for publicity and 
is not identified as the originator of the message; instead, the message is presented 
in news story form. Obviously, a company can benefit from publicity by releasing 
to news sources newsworthy messages about the firm and its involvement with the 
public. Many companies have public relations departments to try to gain favorable 
publicity and minimize negative publicity for the firm.

Although advertising and publicity are both carried by the mass media, they differ 
in several major ways. Advertising messages tend to be informative, persuasive, or 
both; publicity is mainly informative. Advertising is often designed to have an imme-
diate impact or to provide specific information to persuade a person to act; publicity 
describes what a firm is doing, what products it is launching, or other newsworthy 
information, but seldom calls for action. When advertising is used, the organization 
must pay for media time and select the media that will best reach target audiences. 
The mass media willingly carry publicity because they believe it has general public 
interest. Advertising can be repeated a number of times; most publicity appears in the 
mass media once and is not repeated.

Advertising, personal selling, and sales promotion are especially useful for influ-
encing an exchange directly. Publicity is extremely important when communication 
focuses on a company’s activities and products and is directed at interest groups, cur-
rent and potential investors, regulatory agencies, and society in general.

A variation of traditional advertising is buzz marketing, in which marketers 
attempt to create a trend or acceptance of a product. Companies seek out trendset-
ters in communities and get them to “talk up” a brand to their friends, family, co-
workers, and others. One unusual method that Nagoya, Japan, used to attract more 
job applicants to the city was adopting a spokes-ape. The city used an ape at the local 
zoo that not only became a recruitment tool, with his face on posters and T-shirts, 
but also a national celebrity.53 Other marketers using the buzz technique include 
Hebrew National (“mom squads” grilled the company’s hot dogs), and Red Bull (its 
sponsorship of the stratosphere space diving project). The idea behind buzz market-
ing is that an accepted member of a particular social group will be more credible 
than any form of paid communication.54 The concept works best as part of an inte-

grated marketing communication program that also 
includes traditional advertising, personal selling, 
sales promotion, and publicity.

A related concept is viral marketing, which 
describes the concept of getting Internet users to 
pass on ads and promotions to others. For example, 
Canadian Tire, an automotive company based in 
Toronto, uploaded two 60-second ads during the 
summer Olympics that attracted viral attention. In 
one, a group of kids invite a boy in a wheelchair to 
play basketball. The video attracted more than 200 
million views and almost 4 million shares. Positive 
opinion of Canadian Tire increased by 13 percent.55

Sales Promotion. Sales promotion involves 
direct inducements offering added value or some 
other incentive for buyers to enter into an exchange. 
Sales promotions are generally easier to measure and 
less expensive than advertising. The major tools of 

sales promotion
direct inducements offering 
added value or some other 
incentive for buyers to enter 
into an exchange.

Ibotta is a digital coupon app that allows users to select deals and 
receive cash back from retailers like Kroger and Target after scanning 
their receipts.
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sales promotion are store displays, premiums, samples and demonstrations, coupons, 
contests and sweepstakes, refunds, and trade shows. Coupon-clipping in particular 
became common due to the recent recession. While coupons in the past decade tra-
ditionally had a fairly low redemption rate, with about 2 percent being redeemed, the 
recent recession caused an upsurge in coupon usage. There has also been a major 
upsurge in the use of mobile coupons, or coupons sent to consumers over mobile 
devices. The redemption rate for mobile coupons is eight times higher than that of 
traditional coupons.56 While coupons can be a valuable tool in sales promotion, they 
cannot be relied upon to stand by themselves, but should be part of an overall pro-
motion mix. Sales promotion stimulates customer purchasing and increases dealer 
effectiveness in selling products. It is used to enhance and supplement other forms of 
promotion. Sampling a product may also encourage consumers to buy. This is why 
many grocery stores provide free samples in the hopes of influencing consumers’ 
purchasing decisions. In a given year, almost three-fourths of consumer product com-
panies may use sampling.

Promotion Strategies: To Push or to Pull
In developing a promotion mix, organizations must decide whether to fashion a mix 
that pushes or pulls the product (Figure 12.7). A push strategy attempts to motivate 
intermediaries to push the product down to their customers. When a push strategy is 
used, the company attempts to motivate wholesalers and retailers to make the product 
available to their customers. Sales personnel may be used to persuade intermediaries 
to offer the product, distribute promotional materials, and offer special promotional 
incentives for those who agree to carry the product. For example, salespeople from 

push strategy
an attempt to motivate 
intermediaries to push 
the product down to their 
customers.

FIGURE 12.7
Push and Pull Strategies
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pharmaceutical companies will often market new products to doctors in the hope that 
the doctors will recommend their products to their clients. A pull strategy uses pro-
motion to create consumer demand for a product so that consumers exert pressure on 
marketing channel members to make it available. For Example, Mountain Dew regu-
larly does a limited release of its Baja Blast flavor every few years to stoke demand. 
Most recently, the soda company brought back the fan-favorite flavor for a limited 
time only after its follower on Twitter championed the hashtag #bringbajablastback.57 
Many brands like Parmer Water Company, Cinnabon, and Campbell’s have used 
Twitter to encourage followers to demand the brand’s products at their local grocery 
store. Additionally, offering free samples prior to a product rollout encourages con-
sumers to request the product from their favorite retailer.

A company can use either strategy, or it can use a variation or combination of the 
two. The exclusive use of advertising indicates a pull strategy. Personal selling to 
marketing channel members indicates a push strategy. The allocation of promotional 
resources to various marketing mix elements probably determines which strategy a 
marketer uses.

Objectives of Promotion
The marketing mix a company uses depends on its objectives. It is important to rec-
ognize that promotion is only one element of the marketing strategy and must be 
tied carefully to the goals of the firm, its overall marketing objectives, and the other 
elements of the marketing strategy. Firms use promotion for many reasons, but typi-
cal objectives are to stimulate demand, to stabilize sales, and to inform, remind, and 
reinforce customers.

Increasing demand for a product is probably the most typical promotional objec-
tive. Stimulating demand, often through advertising, publicity, and sales promotion, 
is particularly important when a firm is using a pull strategy.

Another goal of promotion is to stabilize sales by maintaining the status quo—
that is, the current sales level of the product. During periods of slack or decreasing 
sales, contests, prizes, vacations, and other sales promotions are sometimes offered 
to customers to maintain sales goals. Advertising is often used to stabilize sales 
by making customers aware of slack use periods. For example, auto manufacturers 
often provide rebates, free options, or lower-than-market interest rates to stabilize 
sales and thereby keep production lines moving during temporary slowdowns. A 
stable sales pattern allows the firm to run efficiently by maintaining a consistent 
level of production and storage and utilizing all its functions so that it is ready when 
sales increase.

An important role of any promotional program is to inform potential buy-
ers about the organization and its products. A major portion of advertising in the 
United States, particularly in daily newspapers, is informational. Providing infor-
mation about the availability, price, technology, and features of a product is very 
important in encouraging a buyer to move toward a purchase decision. Nearly all 
forms of promotion involve an attempt to help consumers learn more about a prod-
uct and a company. Blendtec, the powerful kitchen blender, developed videos show-
ing its blender pulverizing everything from rakes to marbles and even Apple iPads. 
The “Will it Blend” videos have attracted more than 285 million views and have 
attracted 880,000 subscribers. Humor and the unexpected are key contributors to 
viral marketing success.58

pull strategy
the use of promotion to 
create consumer demand for 
a product so that consumers 
exert pressure on marketing 
channel members to make it 
available.
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Promotion is also used to remind consumers that an established organization is 
still around and sells certain products that have uses and benefits. Often advertis-
ing reminds customers that they may need to use a product more frequently or in 
certain situations. Pennzoil, for example, has run television commercials reminding 
car owners that they need to change their oil every 3,000 miles to ensure proper per-
formance of their cars.

Reinforcement promotion attempts to assure current users of the product that they 
have made the right choice and tells them how to get the most satisfaction from the 
product. Also, a company could release publicity statements through the news media 
about a new use for a product. Additionally, firms can have salespeople communi-
cate with current and potential customers about the proper use and maintenance of a  
product–all in the hope of developing a repeat customer.

Promotional Positioning
Promotional positioning uses promotion to create and maintain an image of a product 
in buyers’ minds. It is a natural result of market segmentation. In both promotional 
positioning and market segmentation, the firm targets a given product or brand at 
a portion of the total market. A promotional strategy helps differentiate the prod-
uct and makes it appeal to a particular market segment. For example, to appeal to 
safety-conscious consumers, Volvo heavily promotes the safety and crashworthiness 
of Volvo automobiles in its advertising. Promotion can be used to change or reinforce 
an image. Effective promotion influences customers and persuades them to buy.

Importance of Marketing Strategy
Marketing creates value through the marketing mix. For customers, value means 
receiving a product in which the benefit of the product outweighs the cost, or price 
paid for it. For marketers, value means that the benefits (usually monetary) received 
from selling the product outweigh the costs it takes to develop and sell it. This 
requires carefully integrating the marketing mix into an effective marketing strat-
egy. One misstep could mean a loss in profits, whether it be from a failed product 
idea, shortages or oversupply of a product, a failure to effectively promote the prod-
uct, or prices that are too high or too low. And while some of these marketing mix 
elements can be easily fixed, other marketing mix elements such as distribution can 
be harder to adapt.

On the other hand, firms that develop an effective marketing mix to meet cus-
tomer needs will gain competitive advantages over those that do not. Often, these 
advantages occur when the firm excels at one or more elements of the marketing mix. 
Aldi has a reputation for low prices, while Christian Louboutin is known for its high-
quality, luxury shoes. However, exceling at one element of the marketing mix does 
not mean that a company can neglect the others. The best product cannot succeed if 
consumers do not know about it or if they cannot find it in stores. Additionally, firms 
must constantly monitor the market environment to understand how demand is chang-
ing and whether adaptations in the marketing mix are needed. It is therefore essential 
that every element of the marketing mix be carefully evaluated and synchronized with 
the marketing strategy. Only then will firms be able to achieve the marketing concept 
of providing products that satisfy customers’ needs while allowing the organization 
to achieve its goals.

promotional positioning
the use of promotion to 
create and maintain an 
image of a product in  
buyers’ minds.
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Review Your Understanding

Describe the role of product in the marketing 
mix, including how products are developed, 
classified, and identified.

Products (goods, services, ideas) are among a firm’s most vis-
ible contacts with consumers and must meet consumers’ needs 
and expectations to ensure success. New-product development 
is a multistep process: idea development, the screening of new 
ideas, business analysis, product development, test marketing, 
and commercialization. Products are usually classified as either 
consumer or business products. Consumer products can be fur-
ther classified as convenience, shopping, or specialty products. 
The business product classifications are raw materials, major 
equipment, accessory equipment, component parts, processed 
materials, supplies, and industrial services. Products also can be 

classified by the stage of the product life cycle (introduction, 
growth, maturity, and decline). Identifying products includes 
branding (the process of naming and identifying products), pack-
aging (the product’s container), and labeling (of information, 
such as content and warnings, on the package).

Explain the importance of price in the marketing 
mix, including various pricing strategies a firm 
might employ.

Price is the value placed on an object exchanged between a 
buyer and a seller. It is probably the most flexible variable of 
the marketing mix. Pricing objectives include survival, maxi-
mization of profits and sales volume, and maintaining the sta-
tus quo. When a firm introduces a new product, it may use 

Many jobs in marketing are closely tied to the marketing mix 
functions: distribution, product, promotion, and price. Often the 
job titles could be sales manager, distribution or supply chain 
manager, advertising account executive, or store manager.

A distribution manager arranges for transportation of goods 
within firms and through marketing channels. Transportation can 
be costly, and time is always an important factor, so minimizing 
their effects is vital to the success of a firm. Distribution manag-
ers must choose one or a combination of transportation modes 
from a vast array of options, taking into account local, federal, 
and international regulations for different freight classifications; 
the weight, size, and fragility of products to be shipped; time 
schedules; and loss and damage ratios. Manufacturing firms are 
the largest employers of distribution managers.

A product manager is responsible for the success or failure 
of a product line. This requires a general knowledge of adver-
tising, transportation modes, inventory control, selling and sales 
management, promotion, marketing research, packaging, and 
pricing. Frequently, several years of selling and sales manage-
ment experience are prerequisites for such a position as well 
as college training in business administration. Being a product 
manager can be rewarding both financially and psychologically.

Some of the most creative roles in the business world are in 
the area of advertising. Advertising pervades our daily lives, as 
businesses and other organizations try to grab our attention and 
tell us about what they have to offer. Copywriters, artists, and 
account executives in advertising must have creativity, imagi-
nation, artistic talent, and expertise in expression and persua-
sion. Advertising is an area of business in which a wide variety 
of educational backgrounds may be useful, from degrees in 
advertising itself, to journalism or liberal arts degrees. Common 
entry-level positions in an advertising agency are found in the 

traffic department, account service (account coordinator), or 
the media department (media assistant). Advertising jobs are 
also available in many manufacturing or retail firms, nonprofit 
organizations, banks, professional associations, utility compa-
nies, and other arenas outside of an advertising agency.

Although a career in retailing may begin in sales, there is 
much more to retailing than simply selling. Many retail person-
nel occupy management positions, focusing on selecting and 
ordering merchandise, promotional activities, inventory control, 
customer credit operations, accounting, personnel, and store 
security. Many specific examples of retailing jobs can be found 
in large department stores. A section manager coordinates 
inventory and promotions and interacts with buyers, salespeo-
ple, and consumers. The buyer’s job is fast-paced, often involv-
ing much travel and pressure. Buyers must be open-minded and 
foresighted in their hunt for new, potentially successful items. 
Regional managers coordinate the activities of several retail 
stores within a specific geographic area, usually monitoring and 
supporting sales, promotions, and general procedures. Retail 
management can be exciting and challenging. Growth in retail-
ing is expected to accompany the growth in population and is 
likely to create substantial opportunities in the coming years.

While a career in marketing can be very rewarding, mar-
keters today agree that the job is getting tougher. Many adver-
tising and marketing executives say the job has gotten much 
more demanding in the past 10 years, viewing their number one 
challenge as balancing work and personal obligations. Other 
challenges include staying current on industry trends or tech-
nologies, keeping motivated/inspired on the job, and measur-
ing success. If you are up to the challenge, you may find that a 
career in marketing is just right for you to utilize your business 
knowledge while exercising your creative side as well.

So You Want to Be a Marketing Manager
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price skimming or penetration pricing. Psychological pricing 
and price discounting are other strategies.

Identify factors affecting distribution decisions, 
such as marketing channels and intensity of 
market coverage.

Making products available to customers is facilitated by middle-
men, or intermediaries, who bridge the gap between the pro-
ducer of the product and its ultimate user. A marketing channel 
is a group of marketing organizations that directs the flow of 
products from producers to consumers. Market coverage relates 
to the number and variety of outlets that make products available 
to customers; it may be intensive, selective, or exclusive. Physical 
distribution is all the activities necessary to move products 
from producers to consumers, including inventory planning and  
control, transportation, warehousing, and materials handling.

Specify the activities involved in promotion, as 
well as promotional strategies and promotional 
positioning.

Promotion encourages marketing exchanges by persuading indi-
viduals, groups, and organizations to accept goods, services, 

and ideas. The promotion mix includes advertising (a paid form 
of nonpersonal communication transmitted through a mass 
medium), personal selling (direct, two-way communication with 
buyers and potential buyers), publicity (nonpersonal communica-
tion transmitted through the mass media but not paid for directly 
by the firm), and sales promotion (direct inducements offering 
added value or some other incentive for buyers to enter into 
an exchange). A push strategy attempts to motivate intermedi-
aries to push the product down to their customers, whereas a 
pull strategy tries to create consumer demand for a product so 
that consumers exert pressure on marketing channel members to 
make the product available. Typical promotion objectives are to 
stimulate demand; stabilize sales; and inform, remind, and rein-
force customers. Promotional positioning is the use of promotion 
to create and maintain in the buyer’s mind an image of a product.

Evaluate an organization’s marketing strategy 
plans.

Based on the material in this chapter, you should be able to 
answer the questions posed in the “Solve the Dilemma” feature 
near the end of the chapter and evaluate the company’s market-
ing strategy plans, including its target market and marketing mix.

Critical Thinking Questions

Enter the World of Business Questions

 1. How did Harley-Davidson modify its marketing strategy to 
appeal to younger consumers?

 2. What are some of the challenges Harley-Davidson faces 
as it adapts to customer preferences?

 3. Do you think Harley-Davidson’s marketing initiatives to 
younger consumers has the potential to alienate its baby 
boomer customers? Why or why not?

Learn the Terms

advertising 385
advertising campaign 386
branding 371
business products 368
commercialization 367
consumer products 367
direct marketing 379
direct selling 379
discounts 377
exclusive distribution 383
generic products 372
integrated marketing 

communications 385
intensive distribution 382

labeling 373
logistics 383
manufacturer brands 372
marketing channel 378
materials handling 384
packaging 372
penetration price 377
personal selling 387
physical distribution 383
price skimming 377
private distributor brands 372
product line 368
product mix 368
promotional positioning 391

psychological pricing 377
publicity 387
pull strategy 390
push strategy 389
quality 373
reference pricing 377
retailers 378
sales promotion 388
selective distribution 382
test marketing 366
trademark 372
transportation 383
warehousing 383
wholesalers 380
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Check Your Progress

 1. What steps do companies generally take to develop and 
introduce a new product?

 2. What is the product life cycle? How does a product’s life 
cycle stage affect its marketing strategy?

 3. Which marketing mix variable is probably the most 
flexible? Why?

 4. Distinguish between the two ways to set the base price 
for a new product.

 5. What is probably the least flexible marketing mix 
variable? Why?

 6. Describe the typical marketing channels for consumer 
products.

 7. What activities are involved in physical distribution? 
What functions does a warehouse perform?

 8. How do publicity and advertising differ? How are they 
related?

 9. What does the personal selling process involve? Briefly 
discuss the process.

 10. List the circumstances in which the push and pull 
promotional strategies are used.

Get Involved

 1. Pick three products you use every day (in school, at 
work, or for pleasure—perhaps one of each). Determine 
what phase of the product life cycle each is in. Evaluate 
the marketer’s strategy (product, price, promotion, 
and distribution) for the product and whether it is 
appropriate for the life-cycle stage.

 2. Design a distribution channel for a manufacturer of 
stuffed toys.

 3. Pick a nearby store, and briefly describe the kinds of 
sales promotion used and their effectiveness.

Build Your Skills

Analyzing Motel 6’s Marketing Strategy

Background
Made famous through the well-known radio and 
TV commercials spoken in the distinctive “down-
home” voice of Tom Bodett, the Dallas-based 
Motel 6 chain of budget motels is probably 

familiar to you. Based on the information provided here and any 
personal knowledge you may have about the company, you will 
analyze the marketing strategy of Motel 6.

Task
Read the following paragraphs; then complete the questions 
that follow.

Motel 6 was established in 1962 with the original name 
emphasizing its low-cost, no-frills approach. Rooms at that 
time were $6 per night. Today, Motel 6 has more than 760 units, 
and the average nightly cost is $49.99. Motel 6 is the largest  
company-owned and -operated lodging chain in the United 
States. Customers receive HBO, ESPN, free morning coffee, and 
free local phone calls, and most units have pools and some busi-
ness services. Motel 6 has made a name for itself by offering 
clean, comfortable rooms at the lowest prices of any national 
motel chain and by standardizing both its product offering and 
its operating policies and procedures. The company’s national 
spokesperson, Tom Bodett, is featured in radio and television 
commercials that use humorous stories to show why it makes 
sense to stay at Motel 6 rather than a pricey hotel.

In appealing to pleasure travelers on a budget as well as 
business travelers looking to get the most for their dollar, one 
commercial makes the point that all hotel and motel rooms 
look the same at night when the lights are out—when cus-
tomers are getting what they came for, a good night’s sleep. 
Motel 6 location sites are selected based on whether they pro-
vide convenient access to the highway system and whether 
they are close to areas such as shopping centers, tourist 
attractions, or business districts.

 1. In SELECTING A TARGET MARKET, which approach is 
Motel 6 using to segment markets?

 a. concentration approach
 b. multisegment approach

 2. In DEVELOPING A MARKETING MIX, identify in the second 
column of the table what the current strategy is and then 
identify any changes you think Motel 6 should consider for 
carrying it successfully through the next five years.

Marketing Mix 
Variables

Current  
Strategy

5-Year  
Strategy

a. Product

b. Price

c. Distribution

d. Promotion
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Build Your Business Plan

Dimensions of Marketing Strategy

If you think your product/business is truly new 
to or unique to the market, you need to substan-
tiate your claim. After a thorough exploration 
on the web, you want to make sure there has 
not been a similar business/product recently 

launched in your community. Check with your Chamber of 
Commerce or Economic Development Office that might be 
able to provide you with a history of recent business failures. 
If you are not confident about the ability or willingness of 
customers to try your new good or service, collecting your own 
primary data to ascertain demand is highly advisable.

The decision of where to initially set your prices is a criti-
cal one. If there are currently similar products in the market, 
you need to be aware of the competitors’ prices before you 

determine yours. If your product is new to the market, you 
can price it high (market skimming strategy) as long as you 
realize that the high price will probably attract competitors 
to the market more quickly (they will think they can make 
the same product for less), which will force you to drop your 
prices sooner than you would like. Another strategy to con-
sider is market penetration pricing, a strategy that sets price 
lower and discourages competition from entering the market 
as quickly. Whatever strategy you decide to use, don’t forget 
to examine your product elasticity.

At this time, you need to start thinking about how to pro-
mote your product. Why do you feel your product is differ-
ent or new to the market? How do you want to position your 
product so customers view it favorably? Remember this is all 
occurring within the consumer’s mind.

Solve the Dilemma

Better Health with Snacks

Deluxe Chips is one of the leading companies 
in the salty-snack industry, with almost one-
fourth of the $10 billion market. Its Deluxos tor-
tilla chips are the number-one selling brand in 
North America, and its Ridgerunner potato chip 

is also a market share leader. Deluxe Chips wants to stay on 
top of the market by changing marketing strategies to match 
changing consumer needs and preferences. Promoting specific 
brands to market segments with the appropriate price and 
distribution channel is helping Deluxe Chips succeed.

As many middle-aged consumers modify their snacking 
habits, Deluxe Chips is considering a new product line of light 
snack foods with less fat and cholesterol and targeted at the 
35- to 50-year-old consumer who enjoys snacking but wants to 
be more health conscious. Marketing research suggests that 
the product will succeed as long as it tastes good and that 

consumers may be willing to 
pay more for it. Large expen-
ditures on advertising may be 
necessary to overcome the 
competition. However, it may 
be possible to analyze customer profiles and retail store char-
acteristics and then match the right product with the right 
neighborhood. Store-specific micromarketing would allow 
Deluxe Chips to spend its promotional dollars more efficiently.

Critical Thinking Questions
 1. Design a marketing strategy for the new product line.

 2. Critique your marketing strategy in terms of its strengths 
and weaknesses.

 3. What are your suggestions for implementation of the 
marketing strategy?

Evaluate an organization’s mar-
keting strategy plans.

LO 12-5 

See for Yourself Videocase

Cutting Edge Quality: Cutco “Knives for Life”

What if you could have a high quality kitchen 
knife that would last forever? Look no further 
than Cutco. Cutco began manufacturing knives 
in Olean, New York in 1949 when Alcoa Corp 
and Case Cutlery formed a joint venture to 

begin creating high quality cutlery. Since then, the company 
has grown to become a nationally recognized brand known 

for its high quality, American made products. All Cutco knives 
come with a “Forever Guarantee” that allows customers to 
have their knives serviced for free, regardless of when the 
knives were purchased, so the knives can be passed from gen-
eration to generation.

Since 1949, Cutco has used a direct sales channel. In 1981, 
Vector was founded in Philadelphia as the sales division. It 
has grown to over 250 district sales offices. The Vector 

Final PDF to printer



396

fer88367_ch12_362-399.indd 396 11/15/18  12:44 PM

Part 5   Marketing: Developing Relationships

Team Exercise

Form groups and search for examples of convenience 
products, shopping products, specialty products, and busi-
ness products. How are these products marketed? Provide 

examples of any ads that you can find to show examples of 
the promotional strategies for these products. Report your 
findings to the class.

management team at Vector started as sales representatives. 
Cutco’s direct sales force, largely college students looking to 
make extra money during the summer, learn how to manage 
their time, how to interface with others, and how to express 
unique product attributes which set Cutco apart from the 
competition. There are two models of direct selling compensa-
tion: multilevel and single level marketing. Multilevel compen-
sation means direct sellers earn commission from their own 
sales as well as commissions from those they have recruited 
and trained. Cutco uses a single level method of compensa-
tion, which means the sales representatives only earn a com-
mission on the sales they make, and they do not recruit other 
sales representatives.

While the driver of the Cutco distribution model is direct 
selling, it has begun to experiment with different sales meth-
ods. For example, Cutco has opened 16 retail locations since 
2005 in order to give existing customers a place to service 
their knives while allowing potential customers a place to 
view and handle its products. These stores are focused on 
giving a “Cutco experience” where customers can try out 
knives or take classes on cooking, floral arrangements, gar-
dening, and more. The stores also offer more than 100 kinds 
of kitchen cutlery products in addition to its knives such as 
utensils, kitchen shears, flatware, cookware, and a full line of 
sporting knives.

Cutco is proud of its history and heritage as an American 
knife manufacturer. Quality and fair treatment of employees 
and the community are first and foremost the priorities for the 
company. Cutco’s knife blades are made from a high carbon 
stainless steel, which goes through a 3-stage heat treatment 
process to ensure that blades can take a sharp edge, maxi-
mize their resistance to corrosion, and won’t snap under pres-
sure. All knives have “full-tang construction,” which means 
that the blade’s metal extends all the way through the handle 
of the knife to create stability. The handles are made from an 
acetal copolymer thermo-resin, which gives the handles high 
strength, toughness, and resistance to abrasion. Rivets that 
hold the handle together are made of a nickel-silver alloy that 
doesn’t expand or contract from heat. This process creates a 
high quality knife that is built to last. However, wear and tear 
is inevitable, so customers can get their knives serviced at 
any time.

Cutco, which has manufactured its product in Olean, 
New York since it was created in 1949, is now one of the few 
American cutlery companies to keep manufacturing in the 
U.S. Cutco’s American made commitment has not always been 
easy to abide by. After the company entered the flatware busi-
ness, its American supplier went bankrupt and closed down its 
operation. All other flatware manufacturing was outside of the 
United States. In an unparalleled commitment to American 
jobs and American-made knives, Cutco purchased the fabri-
cating equipment for its stainless table knives and insourced 
the product into its own factory in Olean. The company takes 
pride in the town of Olean where it has around 650 full-time 
employees. James Stitt, Executive Chairman, came to Olean 
in 1975 to work for Cutco. His son, James Stitt, Jr., joined the 
company in 1997 and is currently the President and CEO. Before 
letting his son take over the company, Stitt Sr. ensured that his 
son remained committed to the town which relies heavily on 
Cutco since it employs many of Olean’s citizens. Corey Wiktor, 
The Executive Director of the Cattaraugus County Industrial 
Development Agency, described Cutco as “. . . the lifeblood of 
Cattaraugus County and the Southern Tier.”

Thanks to Cutco’s high quality products and unique busi-
ness model, it is a nationally recognized brand for cutlery 
that is synonymous with quality. Cutco continues to expand 
its product offerings and has begun complimenting its direct 
sales distribution with retail and Internet sales. Even with its 
evolving marketing strategy, the high quality of its knives and 
its commitment to direct sales has remained constant since 
Cutco began in 1949.59

Critical Thinking Questions
 1. How has Cutco used quality to differentiate its products?

 2. How does Cutco add value to its products through the 
“Forever Guarantee”?

 3. Does the direct selling channel help position Cutco’s high 
quality knives in the marketplace?

You can find the related video in the Video Library 
in Connect. Ask your instructor how you can access 
Connect.
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 LO 13-1 Recognize the increasing value of digital media  
and digital marketing in strategic planning.

 LO 13-2 Demonstrate the role of digital marketing in today’s 
business environment.

 LO 13-3 Show how digital media affect the marketing mix.
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 LO 13-6 Identify legal and ethical considerations in digital 
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Facebook in the Face of Data Privacy Controversy
Privacy concerns are catching up to Facebook. Facebook CEO Mark Zuckerberg 

was called to testify before Congress on Facebook’s handling of user data after 

it was revealed that Cambridge Analytica, a U.K. affiliate of a U.S. consulting firm, 

had obtained data on 87 million Facebook users. Cambridge Analytica claims 

that it “uses data to change audience behavior.” The firm was a supporter of the 

Republican campaigns prior to the election of President Donald Trump, leading 

critics to claim these data may have been used to further political initiatives.

To collect data on users, Cambridge Analytica hired a developer who devel-

oped a personality quiz app called This Is Your Digital Life. The app targeted 

300,000 Facebook users. It collected information not only on these users, but 

also from their friends. Facebook allowed developers to collect information from 

users’ friends if their Facebook privacy settings allowed it.

The reaction toward Facebook demonstrates that governments are beginning 

to take the mishandling of data more seriously. Regulators and privacy advocates 

are concerned with how much companies can infer about consumers based on 

their public profiles. At one point, before Facebook put a stop to it, lenders were 

even using user profiles to assess the creditworthiness of individuals.

Many are demanding stricter rules for data tracking and collection. 

Suggestions include simplifying permission structures so consumers can under-

stand what they are allowing websites to gather, making privacy practices clear 

and at the forefront of websites’ Terms of Use agreements, and prohibiting the 

collection of certain types of information such as medical data. In the meantime, 

some high-profile users are deleting their Facebook pages, including Elon Musk 

who deleted Facebook pages for Tesla and SpaceX.1

Enter the World of Business
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Introduction
The Internet and information technology have dramatically changed the environment 
for business. Marketers’ new ability to convert all types of communications into digital 
media has created efficient, inexpensive ways of connecting businesses and consum-
ers and has improved the flow and the usefulness of information. Businesses have the 
information they need to make more informed decisions, and consumers have access to 
a greater variety of products and more information about choices and quality. This has 
resulted in a shift in the balance of power between consumer and marketer.2

The defining characteristic of information technology in the 21st century is accel-
erating change. New systems and applications advance so rapidly that it is almost 
impossible to keep up with the latest developments. Startup companies emerge with 
systems that quickly overtake existing approaches to digital media. When Google 
first arrived on the scene, a number of search engines were fighting for dominance. 
With its fast, easy-to-use search engine, Google became number one and is now chal-
lenging many industries, including advertising, newspapers, mobile phones, and book 
publishing. Social media continues to advance as the channel most observers believe 
will dominate digital communication in the near future. Today, people spend more 
time on social networking sites, such as Facebook, than they spend on e-mail.

In this chapter, we first provide some key definitions related to digital marketing 
and social media. Next, we discuss using digital media in business and marketing. We 
look at marketing mix considerations when using digital media and pay special atten-
tion to social networking. Then we focus on digital marketing strategies— particularly 
new communication channels like social networks. We take a close look at media 
sharing, mobile marketing, applications, and widgets. Next the importance of online 
monitoring and analytics is discussed. Then we examine using digital media to learn 
about consumers. Finally, we examine the legal and social issues associated with 
information technology, digital media, and e-business.

Growth and Benefits of Digital Communication
Let’s start with a clear understanding of our focus in this chapter. First, we can dis-
tinguish e-business from traditional business by noting that conducting  e-business 

means carrying out the goals of business through 
the use of the Internet. Digital media are electronic 
media that function using digital codes—when we 
refer to digital media, we mean media available 
via computers and other digital devices, including 
mobile and wireless ones like smartphones.

Digital marketing uses all digital media, including 
the Internet and mobile and interactive channels, to 
develop communication and exchanges with custom-
ers. Digital marketing is a term we will use often 
because we are interested in all types of digital com-
munications, regardless of the electronic channel that 
transmits the data. Digital marketing goes beyond 
the Internet and includes mobile phones, banner ads, 
digital outdoor marketing, and social networks.

The Internet has created tremendous opportu-
nities for businesses to forge relationships with 

e-business
carrying out the goals of 
business through utilization  
of the Internet.

digital media
electronic media that function 
using digital codes via 
computers, cellular phones, 
smartphones, and other 
digital devices that have been 
released in recent years.

digital marketing
uses all digital media, 
including the Internet and 
mobile and interactive 
channels, to develop 
communication and 
exchanges with customers.

Consumers are increasingly turning to mobile apps to access company 
information, earn loyalty rewards, and purchase products.

©Monika Wisniewska/Shutterstock

Recognize the increasing  
value of digital media and 
digital  marketing in strategic 
planning.

LO 13-1 
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consumers and business customers, target markets more precisely, and even reach 
previously inaccessible markets at home and around the world. The Internet also 
facilitates business transactions, allowing companies to network with manufacturers, 
wholesalers, retailers, suppliers, and outsource firms to serve customers more quickly 
and more efficiently. The telecommunication opportunities created by the Internet 
have set the stage for digital marketing’s development and growth.

Digital communication offers a completely new dimension in connecting with oth-
ers. Some of the characteristics that distinguish digital from traditional communication 
are addressability, interactivity, accessibility, connectivity, and control. These terms 
are discussed in Table 13.1.

Using Digital Media in Business
The phenomenal growth of digital media has provided new ways of conducting busi-
ness. Given almost instant communication with precisely defined consumer groups, 
firms can use real-time exchanges to create and stimulate interactive communication, 
forge closer relationships, and learn more accurately about consumer and supplier 
needs. Consider how Amazon is taking on department stores and big box stores such 
as Walmart and Home Depot.3 In fact, store closings doubled in 2017 with the rise of 
online shopping.4 Many of you may not remember a world before Amazon because it 
has completely transformed how many people shop.

Because it is fast and inexpensive, digital communication is making it easier for 
businesses to conduct marketing research, provide and obtain price and product infor-
mation, and advertise, as well as to fulfill their business goals by selling goods and 
services online. Even the U.S. government engages in digital marketing  activities—
marketing everything from Treasury bonds and other financial instruments to 
oil-drilling leases and wild horses. Procter & Gamble uses the Internet as a fast, cost-
effective means for marketing research, judging consumer demand for potential new 

Demonstrate the role of digital 
marketing in today’s business 
environment.

LO 13-2 

Characteristic Definition Example

Addressability The ability of the marketer to identify customers before 
they make a purchase

Amazon installs cookies on a user’s computer that 
allows it to identify the owner when he or she returns 
to the website.

Interactivity The ability of customers to express their needs and 
wants directly to the firm in response to its marketing 
communications

Texas Instruments interacts with its customers on its 
Facebook page by answering concerns and posting 
updates.

Accessibility The ability for marketers to obtain digital information Google can use web searches done through its search 
engine to learn about customer interests.

Connectivity The ability for consumers to be connected with 
marketers along with other consumers

Volition Beauty’s website encourages customers to 
submit their makeup and skin care product ideas, 
which can then be voted on by other users for the 
chance to be created.

Control The customer’s ability to regulate the information 
they view as well as the rate and exposure to that 
information

Consumers use Kayak to discover the best travel deals.

TABLE 13.1 Characteristics of Digital Marketing
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products by inviting online consumers to sample 
new-product prototypes and provide feedback. If 
a product gets rave reviews from the samplers, the 
company might decide to introduce it.

New businesses and even industries are evolving 
that would not exist without digital media. Vimeo 
is a video website founded by filmmakers to share 
creative videos. The site lets users post or view vid-
eos from around the world. It has become the third 
most popular video website after YouTube and 
Netflix.5

The reality, however, is that Internet markets are 
more similar to traditional markets than they are 
different. Thus, successful digital marketing strat-
egies, like traditional business strategies, focus on 
creating products that customers need or want, not 
merely developing a brand name or reducing the 
costs associated with online transactions. Instead 

of changing all industries, digital technology has had much more impact in certain 
industries where the cost of business and customer transactions has been very high. 
For example, investment trading is less expensive online because customers can buy 
and sell investments, such as stocks and mutual funds, on their own. Firms such as 
Charles Schwab Corp., the biggest online brokerage firm, have been innovators in 
promoting online trading. Traditional brokers such as Merrill Lynch have had to fol-
low with online trading for their customers.

Digital media can also improve communication within and between businesses. In 
the future, most significant gains will come from productivity improvements within 
businesses. Communication is a key business function, and improving the speed 
and clarity of communication can help businesses save time and improve employee 
 problem-solving abilities. Digital media can be a communications backbone that helps 
to store knowledge, information, and records in management information systems so 
 co-workers can access it when faced with a problem to solve. A well-designed man-
agement information system that utilizes digital technology can, therefore, help reduce 
confusion, improve organization and efficiency, and facilitate clear communications. 
Given the crucial role of communication and information in business, the long-term 
impact of digital media on economic growth is substantial, and it will inevitably grow 
over time.

The dynamic nature of digital marketing can quickly change opportunities and 
create challenges. For example, digital assistants now function as a personal informa-
tion manager and are being used to assist professionals in medicine, engineering, and 
other business areas. Smartphones, social networking, drones, and driverless cars are 
shaping a new marketing environment. While digital marketing has many benefits, 
challenges exist, especially in giving up privacy to use digital media.6

Digital Media and the Marketing Mix
While digital marketing shares some similarities with conventional marketing tech-
niques, a few valuable differences stand out. First, digital media make customer com-
munications faster and interactive. Second, digital media help companies reach new 
target markets more easily, affordably, and quickly than ever before. Finally, digital 

Consumers use apps like Lyft and Uber to find local drivers to take 
them to their destinations.

©Kaspars Grinvalds/Shutterstock

Show how digital media affect 
the marketing mix.

LO 13-3
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media help marketers utilize new resources in seeking out and communicating with 
customers. One of the most important benefits of digital marketing is the ability of 
marketers and customers to easily share information. Through websites, social net-
works, and other digital media, consumers can learn about everything they consume 
and use in their lives, ask questions, voice complaints, indicate preferences, and other-
wise communicate about their needs and desires. For example, IBM’s digital assistant 
allows IBM customers to identify and digitally interact with key experts through a vari-
ety of platforms. IBM’s Watson is an assistant in cognitive computing impacting fields 
as diverse as finance, medicine, and education. Many marketers use e-mail, mobile 
phones, social media, wikis, media sharing, blogs, videoconferencing, and other tech-
nologies to coordinate activities and communicate with employees, customers, and 
suppliers. Twitter, considered both a social network and a micro-blog, illustrates how 
these digital technologies can combine to create new communication opportunities.

Nielsen Marketing Research revealed that consumers now spend more time on 
social networking sites than they do on e-mail, and social network use is still grow-
ing. Figure 13.1 shows that while the majority of social network users are between 
the ages of 18 and 29, other age groups are not that far behind. With digital media, 
even small businesses can reach new markets through these inexpensive communica-
tion channels. Brick-and-mortar companies like Walmart utilize online catalogs and 
company websites and blogs to supplement their retail stores. Internet companies 
like Amazon and Zappos that lack physical stores let customers post reviews of their 
purchases on their websites, creating company-sponsored communities. Amazon is 
taking on department stores and big box stores such as Walmart and Home Depot. 

FIGURE 13.1 Social Media Use by Platform
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Department stores such as Macy’s and Sears have had to close hundreds of stores and 
some shopping centers have gone out of business.7

One aspect of marketing that has not changed with digital media is the importance 
of achieving the right marketing mix. Product, distribution, promotion, and pric-
ing are as important as ever for successful online marketing strategies. More than 
48 percent of the world’s population now uses the Internet.8 That means it is essential 
for businesses large and small to use digital media effectively, not only to grab or 
maintain market share, but also to streamline their organizations and offer customers 
entirely new benefits and convenience. Let’s look at how businesses are using digital 
media to create effective marketing strategies on the web.

Product Considerations. Like traditional marketers, digital marketers must 
anticipate consumer needs and preferences, tailor their goods and services to meet 
these needs, and continually upgrade them to remain competitive. The connectiv-
ity created by digital media provides the opportunity for adding services and can 
enhance product benefits. Some products, such as online games, applications, and 
virtual worlds, are only available via digital media. The more than 1.5 million appli-
cations available on the iPad, for instance, provide examples of products that are only 
available in the digital world.9 Businesses can often offer more items online than they 
could in a retail store.

The ability to access information for any product can have a major impact on buyer 
decision making. However, with larger companies now launching their own exten-
sive marketing campaigns, and with the constant sophistication of digital technology, 
many businesses are finding it necessary to upgrade their product offerings to meet 
consumer needs. For example, Volition, a skin care and cosmetics company, crowd-
sources its new product ideas from its customers. If an idea makes it past the Volition 
team, tens of thousands of people in the Volition community will vote online whether 
the product should be produced and then receive a discount if the product is voted in. 
Using their fan base for new ideas has led to unique and innovative products, and as 
consumers share their product ideas to their social networks for support from friends 
and family, awareness increases for this beauty community.10 The Internet provides a 
major resource for learning more about consumer wants and needs.

Distribution Considerations. The Internet is a new distribution channel for 
making products available at the right time, at the right place, and in the right quan-
tities. Marketers’ ability to process orders electronically and increase the speed of 
communications via the Internet reduces inefficiencies, costs, and redundancies 
while increasing speed throughout the marketing channel. Shipping times and costs 
have become an important consideration in attracting customers, prompting many 
companies to offer consumers low shipping costs or next-day delivery. Although 
consumers still flock to brick-and-mortar stores to purchase items, they tend to 
spend less time shopping because they have already determined what they want 
online. Approximately 88 percent of U.S. consumers research shoes, toys, clothing, 
and other items on the Internet before going to the store. Online shopping is also 
significantly increasing, with 209 million U.S. consumers finding and purchasing 
items online. Convenience and constant availability are two major reasons consum-
ers prefer to shop online.11

Many online retailers, such as Birchbox, Blue Nile and Warby Parker, have estab-
lished a presence in the traditional brick-and-mortar realm to create a physical pres-
ence and increase awareness. Unlike most, Blue Nile’s shops, called a “Webroom,” are 
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showrooms only, meaning customers can touch and feel the products, but all orders 
are placed online, saving the company money in distribution costs and real estate costs 
associated with large storefronts. This trend is a result of increased online competition, 
as well as a trend toward omni-channel retailing, where retailers offer a seamless expe-
rience on mobile, desktop, or traditional retail spaces. For example, many retailers aim 
to offer consistent product assortments and pricing on all channels as well as stream-
line the return process. A customer may research a purchase online, shop in-store, 
browse an in-store digital catalog, and then use a coupon from the retailer’s app at 
checkout. A survey revealed 73 percent of shoppers use multiple channels while shop-
ping, making a seamless shopping experience a way to differentiate a retailer from its 
competitors. The survey revealed customers that research online before in-store shop-
ping led to 13 percent more in sales among omni-channel shopper.12

Promotion Considerations. Perhaps one of the best ways businesses can uti-
lize digital media is for promotion purposes—whether they are increasing brand 
awareness, connecting with consumers, or taking advantage of social networks or 
virtual worlds (discussed later) to form relationships and generate positive publicity 
or “buzz” about their products. Thanks to online promotion, consumers can be more 
informed than ever, including reading customer-generated content before making pur-
chasing decisions. Consumer consumption patterns are radically changing, and mar-
keters must adapt their promotional efforts to meet them.

With the rise of bloggers and social media stars like Michelle Phan and Eva 
Gutowski, brands are turning to influencers to promote their products. Brands iden-
tify influencers who align with their brand image and often pay them for an endorse-
ment or send complimentary product in exchange for a review. Roughly 22 percent 
of businesses are seeing higher customer purchases through influencer marketing 
than traditional channels like e-mail and web search marketing.13 Brands can contact 
influencers directly or use paid platforms like TapInfluence and BrandBacker to iden-
tify ideal partners and manage campaigns. Influenster is a product sampling program 
that puts products in the hands of influencers and micro-influencers in exchange for 
authentic, user-generated content on social media. With a community of more than 
4 million, brands are able to identify users who fall into their target demographic 
through data collected on the platform along with pre-qualification surveys. Once a 
user receives a set of products, Influenster drives social posts, in-store actions, and 
product reviews by incentivizing the influencers with a “Brand Badge.” To receive 
the digital badge and retain membership privileges, users must participate in activi-
ties dictated by the brand, such a writing a review on a blog, posting a photo on 
Instagram, or uploading video using the products on YouTube.14

Pricing Considerations. Price is the most flexible element of the marketing 
mix. Digital marketing can enhance the value of products by providing extra benefits 
such as service, information, and convenience. Through digital media, discounts and 
other promotions can be quickly communicated. As consumers have become better 
informed about their options, the demand for low-priced products has grown, leading  
to the creation of deal sites where consumers can directly compare prices. Expedia, 
for instance, provides consumers with a wealth of travel information about everything 
from flights to hotels that lets them compare benefits and prices. Many marketers 
offer buying incentives like online coupons or free samples to generate consumer 
demand for their products. For the business that wants to compete on price, digital 
marketing provides unlimited opportunities.

omni-channel retailing
a type of retail that 
integrates the different 
methods of shopping 
available to consumers (for 
example, online, in a physical 
store, or by phone).
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Social Media Marketing
Social media marketing involves obtaining com-
munications with consumers through social media 
sites. Social media marketing enables firms to 
promote a message and create online conversa-
tions through multiple platforms. Large markets 
can be targeted and reached through paid media, 
owned media, and earned media.15 Traditional 
paid media includes traditional print and broad-
cast but is now joined by paid advertising on 
social networks such as Facebook and Twitter. 
Marketers can place ads on Google just like they 
place an ad on television. On Facebook, which has 
more than 2.5 million advertisers, brands can pay 
to boost posts, create compelling photo carousel 
ads, promote their page, and more.16 In addition 
to placing ads, marketers can own their own media 
outlets and create messages on social networks. 
Most firms have owned websites but can also 
develop websites such as Facebook and LinkedIn. 

Finally, markets can have earned media when consumers are communicating on 
social media sites. These digital word-of-mouth posts or interactions can promote a 
product or firm. Although it is not controllable like advertising, if the communica-
tion is positive, it increases sales.17

User-generated content relates to consumers who create, converse, rate, collect, 
join, or simply read online materials. Marketers can’t always access the creative 
efforts of consumers who post or publish on publicly accessible websites, such as 
blogs, like A Beautiful Mess and Modern Martha, or on social networking sites such 
as LinkedIn. These user-generated sites often involve self-disclosure, where con-
sumers share their knowledge, interests, and desire to join or associate with others. 
Participating in discussions to connect and network with others is a major motivating 
factor to influence others or to promote an interest or cause. There are many critics 
involved in user-generated content. These consumers post evaluations on blogs or 
post ratings and reviews. If you have ever posted a product review or rated a movie, 
you have engaged in this activity. Evaluating what critics post should be an important 
part in a company’s digital marketing strategy. Of course, consumers read ratings to 
aid their shopping purchases. Yelp is one of the most comprehensive reviews sites 
on products and businesses. With more than 77 million reviews, Yelp continues to 
expand its platform, adding Questions and Answers for users to ask venue-specific 
questions for other users to answer.19 Therefore, these rating sites can be helpful to 
collect information used in marketing research and to monitor firm reputation.

Marketers need to analyze their target markets and determine the best social media 
approach to support marketing objectives. Social media should be included in both 
the corporate and marketing strategy. It should be a part of the firm’s marketing 
plan and implementation efforts. Social media can be used to monitor target market 
competitors and understand the social and economic environment as a whole. Social 
media has the potential of building campaigns that produce advocates and enthusiasts 
of a firm’s products. For example, Dodge uses social media to release product teas-
ers and news to its engaged fans. The brand rewarded its most engaged social media 

DID YOU KNOW? Facebook is the most popular social 
media network for businesses.18

Subscription-based social media network Vero is ad-free and has 
attracted 4 million users.
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fans by inviting a limited number to the unveiling of the 2018 Dodge Challenger SRT 
Demon.20 Marketing should be focused on relationship building and social media can 
influence consumer behavior and deliver value to the firm.

Consumer-Generated Marketing  
and Digital Media
While digital marketing has generated exciting opportunities for companies to inter-
act with their customers, digital media are also more consumer-driven than traditional 
media. Internet users are creating and reading consumer-generated content as never 
before and are having a profound effect on marketing in the process.

Two factors have sparked the rise of consumer-generated information:

 1. The increased tendency of consumers to post their own thoughts, opinions, 
reviews, and product discussions through blogs or digital media.

 2. Consumers’ tendencies to trust other consumers over corporations. Consumers 
often rely on the recommendations of friends, family, and fellow consumers 
when making purchasing decisions.

Marketers who know where online users are likely to express their thoughts and 
opinions can use these forums to interact with them, address problems, and promote 
their companies. Types of digital media in which Internet users are likely to partici-
pate include social networks, blogs, wikis, video-sharing sites, podcasts, virtual real-
ity sites, and mobile applications. Let’s look a little more closely at each.

Social Networks
The increase in social networking across the world is exponential. It is estimated that 
today’s adults spend approximately 42.1 minutes per day on Facebook alone.21 As 
social networks evolve, both marketers and the owners of social networking sites are 
realizing the opportunities such networks offer—an influx of advertising dollars for 
site owners and a large reach for the advertiser. As a result, marketers have begun 
investigating and experimenting with promotion on social networks. Two popular 
sites are Facebook and Twitter.

Facebook. Facebook is the most popular social 
networking site in the world. Facebook users create 
profiles, which they can make public or private, and 
then search the network for people with whom to 
connect. The social networking giant has surpassed 
1.5 billion users and is still growing. It has also 
acquired a number of companies as it expands into 
other services, including Instagram, WhatsApp, 
and Oculus.22 Facebook also has a video feature 
that enables the sharing and tagging of videos.23

For this reason, many marketers are turning to 
Facebook to market products, interact with con-
sumers, and gain free publicity. It is possible for a 
 consumer to become a “fan” of a major company 
like Starbucks by clicking on the “Like” icon on the 
coffee retailer’s Facebook page. Boosted posts, one 

Illustrate how businesses can 
use different types of social 
networking media.

LO 13-4

GoPro won a Shorty Award for its use of Facebook and Instagram to 
inspire and leverage user-generated content.
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of the features Facebook has to offer businesses, allows companies to develop an adver-
tisement quickly from a post on their timelines, select the people they would like the 
advertisement to target, and select the budget they want to spend. Boosted posts appear 
higher up in the News Feeds of the advertisement’s target market.24 Facebook gained 
competitive advantage with its introduction of Facebook Messenger. The product allows 
up to six people to see each other live while chatting. There can be up to 50 connected, 
but only one person can be seen at a time. Facebook Messenger is a distinct improve-
ment over its WhatsApp and competitor’s products including Snap Inc.’s Snapchat, 
Apple’s FaceTime, and Google Duo, which allow one-to-one communication.25

Additionally, social networking sites are useful for relationship marketing, 
or the creation of relationships that mutually benefit the business and customer. 
Approximately 30 percent of consumers (and 47 percent of millennials) claim social 
media has some influence on their purchasing decisions.26 As a result, firms are 
spending more time on the quality of their Facebook interactions. Ritz-Carlton, for 
instance, spends a significant amount of time analyzing its social media conversations 
and reaching out to noncustomers. Businesses are shifting their emphasis from selling 
a product or promoting a brand to developing beneficial relationships in which brands 
are used to generate a positive outcome for the consumer.27

Twitter. Twitter is a hybrid of a social networking site and a micro-blogging 
site that asks users one simple question: “What’s happening?” Members can post 
answers of up to 140 characters, which are then available for their registered “follow-
ers” to read. It sounds simple enough, but Twitter’s effect on digital media has been 
immense. The site quickly progressed from a novelty to a social networking staple, 
attracting millions of viewers each month.28 About 82 percent access the site from 
their mobile devices.29

Although 280 characters may not seem like enough for companies to send an 
effective message, shorter social media messages appear to be more effective. Tweets 
shorter than 100 characters are found to have a 17 percent higher engagement rate with 
users, and Facebook has shown similar data.30 These efforts are having an impact; 
more than half of Twitter’s active and monthly users follow companies or brands.31

Like other social networking tools, Twitter is also being used to build, or in some 
cases rebuild, customer relationships. For example, MoonPie uses Twitter to interact 
with consumers. MoonPie has been recognized for its humorous tweets and one- liners 
that have attracted viral attention.32 On the other hand, approximately 70 percent of 
companies ignore complaints on Twitter. This failure acts as a missed opportunity to 
address customer concerns and maintain strong relationships.33

Snapchat. While Snap Inc. admits it may never achieve profitability, posting a net 
loss of approximately $3.4 billion in recent years, investors see value in Snapchat, 
which has more than 187 million daily active users.34 The mobile app, launched in 
2011, allows users to send messages and disappearing photos and videos to friends. 
The parent company prefers to think of itself as a camera company rather than a 
social media company and plans to release more lifestyle products like Spectacles, 
camera glasses sold at Snapchat pop-up shops, outside of its social media platform.35 
Marketers are looking at Snapchat as an opportunity to reach their young, highly 
engaged audience. Brands like Taco Bell, Sour Patch Kids, and Birchbox have taken 
to Snapchat to engage with their audiences.

Snapchat, which features skippable, vertical video ads and custom photo filters, 
is used mostly by users under the age of 34. In fact, 79 percent of daily users are 
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between 18 and 34.37 Sponsored Lenses are also shoppable, taking augmented real-
ity to the next level. For example, Clairol took advantage of the feature for its Color 
Crave hair dye, allowing users to try on different hair colors. Users could tap the Shop 
Now button to go to Target’s website to make a purchase.38 One of Snapchat’s biggest 
challenges will be scaling its advertising dollars to achieve its revenue goals.

YouTube. Purchased by Google for $1.65 billion, YouTube allows users to upload 
and share videos worldwide. Users watch a billion hours of YouTube videos every 
day, making this popular video platform an important part of marketing strategy.39 
Though brands use the platform to release original video content, consumers far out-
number them on the platform. For example, beauty brands on YouTube are outnum-
bered by beauty vloggers in beauty searches by 14 to 1.40 This makes it challenging 
for brands to control messaging about their products on the platform.

YouTube continues to diversify its video offering with YouTube Premium and 
YouTube TV. YouTube Premium expands upon the original platform, allowing users 
to pay for ad-free and offline video and original programming from top creators. As 
more homes cancel their cable packages, YouTube TV is an affordable alternative. 
For $40 per month, users can watch ABC, CBS, and NBC among other top networks, 
positioning the service as a competitor to Sling TV and DirecTV Now.41

LinkedIn. LinkedIn is the top networking site for businesses and business profes-
sionals. This networking tool allows users to post a public profile, similar to a résumé, 
connect with colleagues, find job listings, and join private groups. Eighty percent of 
B2B marketers say LinkedIn is an effective business lead generator.42 This platform 
can also be used to spread brand awareness and for corporate recruiting. HubSpot, 

Consider Ethics and Social Responsibility

Recruiters Turn to Social Media  
to Find Network of Talent
Marketing is not just about promoting to external consum-
ers. It is also about generating internal customers—in other 
words, employees. While traditionally firms have used news-
paper classifieds and “Help Wanted” signs, today’s firms 
are increasingly using digital media sites to target potential 
candidates.

Approximately 92 percent of recruiters polled in a survey 
claim they use social media to identify quality candidates. 
Social media sites like Facebook are also a great way to  market 
job opportunities due to its global reach. While LinkedIn 
remains the most popular social media platform among recruit-
ers, 35 to 55 percent of recruiters say they use Facebook as a 
recruitment tool.

Social media also offers companies the opportunity to 
interact with potential candidates directly. The use of mobile 
recruiting is increasing, with one-third of organizations claim-
ing they use mobile recruiting to target candidates who own 

smartphones (77 percent of Americans). Social media is an 
effective tool for attracting younger job seekers because 
the majority have social media profiles. It is estimated that 
86 percent of job seekers in their first decade of employment 
will turn to social media sites to look for jobs.

Companies across the world are able to use the Internet 
to fill their needs and locate the best talent. By opening oppor-
tunities for both businesses and job seekers, the Internet is 
revolutionizing the industry and keeping those “Help Wanted” 
signs in the closet.36

Critical Thinking Questions
 1. What are some ways companies can use digital media to 

target potential job candidates that go beyond the tradi-
tional recruiting mechanisms?

 2. Why do you think so many younger employees are turning 
toward social media sites to look for jobs?

 3. Do you believe using social media to interact with job 
candidates will allow recruiters to hire more talented 
individuals? Why or why not?
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an inbound marketing and sales platform with more than 215,000 followers, uses 
LinkedIn to spread its content, promote free webinars, and increase awareness around 
inbound marketing.43

Blogs and Wikis
Today’s marketers must recognize that the impact of consumer-generated material like 
blogs and wikis and their significance to online consumers have increased a great deal. 
Blogs (short for web logs) are web-based journals in which writers can editorialize 
and interact with other Internet users. More than three-fourths of Internet users read 
blogs.44 In fact, the blogging site Tumblr, which allows anyone to post text, hyperlinks, 
pictures, and other media for free, has been called “ground zero of the viral Internet.” 
The site Buzzfeed, well known for its shareable and viral content, cites Tumblr as the 
top source from where it finds its stories. The site has 411 million blogs and more than 
160 billion posts.45 In 2013, Yahoo! purchased Tumblr for $1.1 billion.46

Blogs give consumers power, sometimes more than companies would like. 
Bloggers can post whatever they like about a company or its products, whether their 
opinions are positive or negative, true or false. For instance, although companies 
sometimes force bloggers to remove blogs, readers often create copies of the blog post 
and spread it across the Internet after the original’s removal. In other cases, a positive 
review of a good or service posted on a popular blog can result in large increases in 
sales. Thus, blogs can represent a potent threat or opportunity to marketers.

Rather than trying to eliminate blogs that cast their companies in a negative 
light, some firms are using their own blogs, or employee blogs, to answer consumer 
concerns or defend their corporate reputations. Bill Marriott, son of the founder of 
Marriott International, maintains a blog called “Marriott on the Move” where he 
not only discusses the hotel business, but also posts on a number of insightful busi-
ness and inspirational topics to engage his readers.47 As blogging changes the face of 
media, smart companies are using it to build enthusiasm for their products and create 
relationships with consumers.

Wikis are websites where users can add to or edit the content of posted articles. One 
of the best known is Wikipedia, an online encyclopedia with more than 40  million 
entries in more than 299 languages on nearly every subject imaginable. For com-
parison, Encyclopedia Britannica only has 120,000 entries.48 Wikipedia is one of the 
10 most popular sites on the web, and because much of its content can be edited by 
anyone, it is easy for online consumers to add detail and supporting evidence and to 
correct inaccuracies in content. Wikipedia used to be completely open to editing, but 
in order to stop vandalism, the site had to make some topics off-limits that are now 
editable only by a small group of experts.

Like all digital media, wikis have advantages and disadvantages for companies. 
Wikis about controversial companies like Walmart and Nike often contain nega-
tive publicity about things such as workers’ rights violations. However, monitoring 
 relevant wikis can provide companies with a better idea of how consumers feel about 
the company or brand. Some companies also use wikis as internal tools for teams 
working on projects that require a great deal of documentation.49

There is too much at stake financially for marketers to ignore wikis and blogs. 
Despite this fact, statistics show that only about 36 percent of Fortune 500 companies 
have a corporate blog.50 Marketers who want to form better customer relationships 
and promote their company’s products must not underestimate the power of these two 
media outlets.

blogs
web-based journals in which 
writers can editorialize and 
interact with other Internet 
users.

wikis
websites where users can 
add to or edit the content of 
posted articles.
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Media Sharing
Businesses can also share their corporate messages in more visual ways through 
media sharing sites. Media sharing sites allow marketers to share photos, videos, and 
podcasts. Media sharing sites are more limited in scope in how companies interact 
with consumers. They tend to be more promotional than reactive. This means that 
while firms can promote their products through videos or photos, they usually do 
not interact with consumers through personal messages or responses. At the same 
time, the popularity of these sites provides the potential to reach a global audience 
of consumers.

Video-sharing sites allow virtually anybody to upload videos, from professional 
marketers at Fortune 500 corporations to the average Internet user. Some of the 
most popular video-sharing sites include YouTube, Vimeo, and Dailymotion. Video-
sharing sites give companies the opportunity to upload ads and informational videos 
about their products. A few videos become viral at any given time, and although 
many of these gain popularity because they embarrass the subject in some way, others 
reach viral status because people find them entertaining. Viral marketing occurs when 
a message gets sent from person to person to person. It can be an extremely effective 
tool for marketers—particularly on the Internet, where one click can send a mes-
sage to dozens or hundreds of people simultaneously. Marketers are taking advantage 
of the viral nature of video-sharing sites like YouTube, either by creating their own 
unique videos or advertising on videos that have already reached viral status. Purple 
released a “Raw Egg Test” video on YouTube to demonstrate the support its mattress 
provides. To date the video has more than 166 million views.51

Posting videos on digital media sites also allows amateur entrepreneurs to show-
case their talents for the chance to become successful. Michelle Phan started off post-
ing makeup tutorials to YouTube in 2007. Her videos took off, catching the interest 
of women across the country who valued Phan’s beauty advice.52 She founded ipsy, 
a beauty subscription service that delivers its subscribers deluxe samples of popular  
cosmetics brands like Tarte and Ofra. Approximately 10,000 amateur beauty blog-
gers create videos on behalf of the subscription service monthly. The company is not 
as involved in selling products or advertising but has been valued at $800 million for 
driving subscriptions.53

Photo-sharing sites allow users to upload and 
share their photos and short videos with the world. 
Well-known photo-sharing sites include Instagram, 
Imgur, Shutterfly, and Photobucket. Instagram is 
the most popular mobile photo-sharing application. 
Instagram, owned by Facebook, allows users to be 
creative with their photos by using filters and tints 
and then sharing them with their friends. Chobani 
uses Instagram to build communities and suggest 
new uses for its yogurt products.54 To compete 
against Snapchat, Instagram introduced Instagram 
Stories, a way for its users to send their friends mes-
sages that disappear in 24 hours.55 Instagram is one 
of the fastest growing social networks.56 With more 
and more people using mobile apps or accessing the 
Internet through their smartphones, the use of photo 
sharing through mobile devices is likely to increase.

viral marketing
a marketing tool that uses a 
networking effect to spread 
a message and create brand 
awareness. The purpose of 
this marketing technique is 
to encourage the consumer 
to share the message with 
friends, family, co-workers, 
and peers.

Verizon sold Yahoo’s photo sharing site Flickr to independent image-
hosting company SmugMug. SmugMug plans to continue to operate 
Flickr separately without making changes to its plans or rates.57
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Other sites are emerging that take photo sharing to a new level. Pinterest is a photo-
sharing bulletin board site that combines photo sharing with elements of bookmark-
ing and social networking. Users can share photos and images among other Internet 
users, communicating mostly through images that they “pin” to their boards. Other 
users can “repin” these images to their boards, follow each other, “like” images, and 
make comments. Pinterest added a feature called Lens that allows users to take a 
picture of an object and find a list of pins with similar-looking objects, further estab-
lishing the platform as a discovery tool for shopping.58 They also released function-
ality that allows users to filter hair and beauty search results by skin tone ranges.59 
Marketers have found that an effective way of marketing through Pinterest is to post 
images conveying a certain emotion that represents their brand.60 Because Pinterest 
users create boards that deal with their interests, marketers also have a chance to 
develop marketing messages encouraging users to purchase the product or brand that 
interests them. Pinterest hopes to learn how to influence a customer to proceed from 
showing interest in a product to having an intent to purchase. This knowledge will be 
helpful to advertisers marketing through Pinterest’s website.61

Photo sharing represents an opportunity for companies to market themselves visu-
ally by displaying snapshots of company events, company staff, and/or company prod-
ucts. Nike, Audi, and MTV have all used Instagram in digital marketing campaigns. 
Zales Jewelers has topic boards on Pinterest featuring rings as well as other themes of 
love, including songs, wedding cakes, and wedding dresses.62 Digital marketing com-
panies are also scanning photos and images on photo-sharing sites to gather insights 
about how brands are being displayed or used. They hope to offer these insights to 
big-name companies such as Kraft. The opportunities for marketers to use photo-
sharing sites to gather information and promote brands appear limitless.63

Podcasts are audio or video files that can be downloaded from the Internet via a 
subscription that automatically delivers new content to listening devices or personal 
computers. Podcasting offers the benefit of convenience, giving users the ability to 
listen to or view content when and where they choose. The markets podcasts reach are 
ideal for marketers, especially the 18–34 demographic, which includes the young and 
affluent.64 They also affect consumer buying habits. For instance, listening to nutri-
tion podcasts while in the grocery store increases the likelihood that shoppers will 
purchase healthier items.65

As podcasting continues to spread, radio stations and television networks like 
CBC Radio, NPR, MSNBC, and PBS are creating podcasts of their shows to profit 
from this growing trend. Many companies like GE, eBay, Basecamp, and Tinder hope 
to use podcasts to create brand awareness, promote their products, and encourage 
customer loyalty.

Mobile Marketing
As digital marketing becomes increasingly sophisticated, consumers are beginning 
to utilize mobile devices like smartphones as a highly functional communication 
method. The iPhone and iPad have changed the way consumers communicate, and a 
growing number of travelers are using their smartphones to find online maps, travel 
guides, and taxis. In industries such as hotels, airlines, and car rental agencies, mobile 
phones have become a primary method for booking reservations and communicat-
ing about services. Other marketing uses of mobile phones include sending shoppers 
timely messages related to discounts and shopping opportunities.66 For these reasons, 
mobile marketing has exploded in recent years—mobile phones have become an 

podcast
audio or video file that can 
be downloaded from the 
Internet with a subscription 
that automatically delivers 
new content to listening 
devices or personal 
computers.
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important part of our everyday lives and can even affect how we shop. For instance, 
it is estimated that shoppers who are distracted by their phones in-store increased 
their unplanned purchases by 12 percent over those who are not.67 To avoid being left 
behind, brands must recognize the importance of mobile marketing.

E-commerce sales on smartphones are also rapidly growing and are estimated to 
reach 50 percent of total online sales in the next couple of years.68 This makes it 
essential for companies to understand how to use mobile tools to create effective cam-
paigns. Figure 13.2 breaks down smartphone use in the United States. Some of the 
more common mobile marketing tools include the following:

 ∙  SMS messages: SMS messages are text messages of 160 characters or less. 
SMS messages have been an effective way to send coupons to prospective 
customers.69

 ∙  Multimedia messages: Multimedia messaging takes SMS messaging a step 
further by allowing companies to send video, audio, photos, and other types  

FIGURE 13.2 Mobile App Activities Conducted by Smartphone Users
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Walgreens offers paperless coupons on its website and mobile app to 
allow customers to digitally “clip” coupons and use in-store through its 
Balance Rewards program.

©Andrew Resek/McGraw-Hill Education

of media over mobile devices. The global 
MMS market is estimated to become a  
$65 billion market by 2025. Approximately 
98 percent of all U.S. cell phones can  
receive MMS.70

 ∙  Mobile advertisements: Mobile advertisements 
are visual advertisements that appear on 
mobile devices. Companies might choose to 
advertise through search engines, websites, 
or even games accessed on mobile devices. 
Mobile accounts for more than half of digital 
ad spending.71

 ∙  Mobile websites: Mobile websites are 
websites designed for mobile devices.  
More than 50 percent of e-commerce  
website traffic now comes through mobile 
devices.72

 ∙  Location-based networks: Location-based networks are built for mobile 
devices. Some popular location-based networks include Google Waze and 
Foursquare, which lets users check in and share their location with others. 
Foursquare has an advertising network called Pinpoint for marketers. Samsung 
Galaxy, Olive Garden, and Jaguar Land Rover are examples of companies that 
have used its service.73

 ∙  Mobile applications: Mobile applications (known as apps) are software 
programs that run on mobile devices and give users access to certain content.74 
Businesses release apps to help consumers access more information about their 
company or to provide incentives. Apps are discussed in further detail in the 
next section.

Applications and Widgets
Applications (apps) are adding an entirely new layer to the marketing environment 
as Americans are estimated to spend 85 percent of their time on smartphones using 
apps.75 The most important feature of apps is the convenience and cost savings they 
offer to the consumer. Certain apps allow consumers to scan a product’s barcode and 
then compare it with the prices of identical products in other stores. Mobile apps 
also enable customers to download in-store discounts. An estimated 68 percent of 
American adults have smartphones, so businesses cannot afford to miss out on the 
chance to profit from these new trends.76

To remain competitive, companies are beginning to use mobile marketing to offer 
additional incentives to consumers. As Unilever expands into Southeast Asia, it 
developed a mobile campaign that gives consumers rewards in exchange for provid-
ing Unilever with certain information about themselves, such as shopping habits.77 
Another application that marketers are finding useful is the QR scanning app. QR 
codes are black-and-white squares that sometimes appear in magazines, posters, and 
storefront displays. Smartphone users who have downloaded the QR scanning appli-
cation can open their smartphones and scan the code, which contains a hidden mes-
sage accessible with the app. The QR scanning app recognizes the code and opens the 
link, video, or image on the phone’s screen. Marketers are using QR codes to promote 
their companies and offer consumer discounts.78
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Mobile payments are also gaining traction, and companies like Google are work-
ing to capitalize on this opportunity.80 Google Wallet and Apple Pay are mobile 
apps that store credit card information on the smartphone. When the shopper is 
ready to check out, he or she can tap the phone at the point of sale for the transac-
tion to be registered.81 Square is a company launched by Twitter co-founder Jack 
Dorsey. The company provides organizations with smartphone swiping devices for 
credit cards as well as tablets that can be used to tally purchases. Bitcoin is a virtual 
peer-to-peer currency that can be used to make a payment via smartphone. Smaller 
organizations have begun to accept Bitcoin at some of their stores. The success of 
mobile payments in revolutionizing the shopping experience will largely depend 
upon retailers  adopting this payment system, but companies such as Starbucks are 
already jumping at the opportunity.

Widgets are small bits of software on a website, desktop, or mobile device 
that perform a simple purpose, such as providing stock quotes or blog updates. 
Marketers might use widgets to display news headlines, clocks, or games on their 
web pages.82 For example, CNBC uses widgets to send alerts and financial news to 
subscribers. Widgets have been used by companies as a form of viral  marketing—
users can download the widget and send it to their friends with a click of a but-
ton.83 Widgets downloaded to a user’s desktop can update the user on the latest 
company or product information, enhancing relationship marketing between com-
panies and their fans. Hotels, restaurants, and other tourist locations can download 
TripAdvisor widgets to their websites. These widgets display the latest company 
reviews, rewards, and other TripAdvisor content directly to the company’s web-
site.84 Widgets are an innovative digital marketing tool to personalize web pages, 
alert users to the latest company information, and spread awareness of the com-
pany’s products.

Going Green

Going Green? There’s an App  
for That
Although support for the green movement is growing, most con-
sumers want to know how going green can save money. Green 
mobile apps offer a solution. They enable users to save money 
and/or locate green products. For example, EnergyElephant 
allows users to monitor their energy meters. By simply snapping 
a photo of their home energy meters, consumers worldwide can 
use the app to generate meter readings. EnergyElephant can 
submit these readings directly to utility companies, reducing the 
need to send people out to read the meter and reducing car-
bon emissions. Additionally, it provides consumers with helpful 
information including ways to reduce energy consumption and 
whether investing in renewable technologies will save on costs.

Mobile apps can also help combat greenwashing. 
Greenwashing occurs when marketers claim that a product 

is greener than it really is. One of the most popular green 
mobile apps, known as GoodGuide, is eliminating this problem. 
Consumers with the app can use their phones to photograph 
product barcodes. The app will then provide information on 
the sustainability and health impacts of the product while the 
consumer is still in the store.

Green apps have the potential to revolutionize the green 
movement as they meet consumer desires for cost savings and 
convenience. Perhaps best of all, many are relatively inexpen-
sive, ranging from free to just a few dollars.79

Critical Thinking Questions
 1. What are some of the barriers preventing consumers from 

buying green products?
 2. How can mobile apps help consumers be more “green”?
 3. What are some ways that mobile apps are combating 

greenwashing?
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Online Monitoring and Analytics
Without digital media monitoring and evaluation, it will not be possible to maximize 
resources and minimize costs in social media marketing. The strength of measurement 
relates to the ability to have online analytics and metrics. Social media monitoring 
involves activities to track, measure, and evaluate a firm’s digital marketing initiatives.85 
An advantage of digital marketing evaluations is that there are methods to capture the 
metrics that indicate the outcomes of strategies. Therefore, establishing an expected level 
of performance against actual performance can be compared. Metrics develop from lis-
tening and tracking. For example, a firm could set up a hashtag and promote it. Metrics 
can be quantitative or qualitative. For example, click-through rate (CTR) determines the 
percentage of consumers who clicked on a link on a site as a quantitative measure. In 
addition, a qualitative metric could relate how consumers feel about a product.

Key performance indicators (KPIs) should be embedded at the onset of a social media 
strategy that can allow almost real-time measurement and evaluation. This provides 
a foundation for making iterative changes to implementation and tactical execution. 
Marketing analytics uses tools and methods to measure and interpret the effectiveness of 
marketing activities. Applying analytics to social media performance can help develop 
better targeted social media campaigns. Selecting valid metrics requires specific objec-
tives that the social media strategy is to obtain. Objectives that are quantitative could 
include the number of likes on an Instagram post or the CTR of a Facebook post.

A comprehensive performance evaluation requires gathering all valid metrics and 
understanding the way the strategy meets performance standards or underperforms 
based on expectations. One way to approach this is to use Google Analytics, the largest 
analytics platform monitoring more than 30 million websites.86 The Google Analytics 
dashboard is broken down into five sections: real time, audience, acquisition, behavior, 
and conversions. Table 13.2 explains the function of each section. Using this tool allows 
you to identify your website’s strengths and weaknesses and uncover opportunities for 
growth. For example, you may find that organic search traffic is very high, but that 
your social media traffic is quite low, or you may see a spike in weekday traffic while 
weekends are slow. KPIs for your social media strategy can include likes, shares, reach, 
engagement rate, CTR, and conversions. In the conversions dashboard, marketers can 
set up custom conversion goals to see the impact social media has on their business.

By analyzing rich site traffic data, marketers can better understand their custom-
ers and measure the effectiveness of their marketing efforts. For example, PBS uses 

Real time
Data updates are live so you can see pageviews, top social traffic, top referrals, 
top keywords, top active pages, and top locations in real time.

Audience
Audience reports provide insight into demographics, interests, geography, 
behavior, mobile use, and more.

Acquisition
In-bound traffic is monitored through acquisition reports, allowing you to 
compare traffic from search, referrals, e-mail, and social media.

Behavior Use RSS feeds. Add tags to web pages or photos. “Vote” for websites online.

Joiners
Evaluate your site’s content by seeing how visitors interact with your content. 
Monitor landing pages, exit pages, site speed, bounce rate, and more.

Conversions
Google Analytics allows users to set goals and objectives to monitor web 
conversions, like signing up for an e-mail newsletter or completing a purchase.

TABLE 13.2
Google Analytics

Explain online monitoring and 
analytics for social media.

LO 13-5
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Google Analytics to monitor the web performance 
for multiple properties and track key events like 
user registrations and video views. After analyzing 
search engine trends, PBS experienced 30 percent 
more site traffic in the first year after implementa-
tion.87 Google Analytics is arguably the most robust 
web analytics tool available, and it is free to anyone 
with a Google account. A premium version, Google 
Analytics 360 Suite, designed to help companies 
target potential customers, is available for even more 
in-depth analytics. The tool identifies someone’s 
habits from web and television to mobile, compet-
ing with companies like Salesforce and Oracle.88

Using Digital Media to Learn 
about Consumers
Marketing research and information systems can use digital media and social net-
working sites to gather useful information about consumers and their preferences. 
Sites such as Twitter and Facebook can be good substitutes for focus groups. Online 
surveys can serve as an alternative to mail, telephone, or personal interviews.

Crowdsourcing describes how marketers use digital media to find out the opinions 
or needs of the crowd (or potential markets). Communities of interested consumers join 
sites like Threadless, which designs T-shirts, or Crowdspring, which creates logos and 
print and web designs. These companies give interested consumers opportunities to 
contribute and give feedback on product ideas. Crowdsourcing lets companies gather 
and utilize consumers’ ideas in an interactive way when creating new products.

Consumer feedback is an important part of the digital media equation. Ratings and 
reviews have become exceptionally popular. Online reviews are estimated to influence 
the buying decisions of approximately 97 percent of U.S. consumers.89 Retailers such 
as Amazon, Netflix, and Priceline allow consumers to post comments on their sites 
about the books, movies, and travel arrangements they sell. Today, most online shop-
pers search the Internet for ratings and reviews before making major purchase decisions.

While consumer-generated content about a firm can be either positive or negative, 
digital media forums do allow businesses to closely monitor what their customers are 
saying. In the case of negative feedback, businesses can communicate with consumers 
to address problems or complaints much more easily than through traditional commu-
nication channels. Yet despite the ease and obvious importance of online feedback, 
many companies do not yet take full advantage of the digital tools at their disposal.

Legal and Social Issues in Internet Marketing
The extraordinary growth of information technology, the Internet, and social networks 
has generated many legal and social issues for consumers and businesses. These issues 
include privacy concerns, the risk of identity theft and online fraud, and the need to 
protect intellectual property. The FTC rules for online marketing are the same as for 
any other form of communication or advertising. These rules help maintain the cred-
ibility of the Internet as an advertising medium. To avoid deception, all online commu-
nication must tell the truth and cannot mislead consumers. In addition, all claims must 

M&M’S has used crowdsourcing to let consumers vote on new limited 
edition flavors.

©usersam2007/123RF

Propose recommendations to a 
marketer’s dilemma.

LO 13-6
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be substantiated. If online communication is unfair and causes injury that is substantial 
and not reasonably avoidable and is not outweighed by other benefits, it is considered 
deceptive. The FTC identifies risk areas for online communication and issues warn-
ings to consumers as misconduct is reported. Some of the areas include testimonials 
and endorsements, warranties and guarantees, free products, and mail and telephone 
orders. The FTC periodically joins with other law enforcement agencies to monitor 
the Internet for potentially false or deceptive online claims, including fraud, privacy, 
and intellectual property issues. We discuss these in this section, as well as steps that 
individuals, companies, and the government have taken to address them.

Privacy
Businesses have long tracked consumers’ shopping habits with little controversy. 
However, observing the contents of a consumer’s shopping cart or the process a con-
sumer goes through when choosing a box of cereal generally does not result in the 
collection of specific, personally identifying data. Although using credit cards, shop-
ping cards, and coupons forces consumers to give up a certain degree of anonymity in 
the traditional shopping process, they can still choose to remain anonymous by pay-
ing cash. Shopping on the Internet, however, allows businesses to track them on a far 
more personal level, from the contents of their online purchases to the websites they 
favor. Current technology has made it possible for marketers to amass vast quantities 
of personal information, often without consumers’ knowledge, and to share and sell 
this information to interested third parties.

How is personal information collected on the web? Many sites follow users online 
by storing a “cookie,” or an identifying string of text, on users’ computers. Cookies 
permit website operators to track how often a user visits the site, what he or she looks 
at while there, and in what sequence. They also allow website visitors to customize 
services, such as virtual shopping carts, as well as the particular content they see 
when they log onto a web page. Users have the option of turning off cookies on their 

Entrepreneurship in Action

Why Kayak.com Is a Travel Search 
Engine Worth Visiting
Kayak.com

Founders: Paul English and Steve Hafner
Founded: 2004, in Norwalk, Connecticut
Success: Kayak.com has won numerous awards and is 

ranked as one of the best flight search websites.

For the intrepid traveler looking for low-priced airfare, 
Kayak.com is there to meet your needs. Kayak.com is a travel 
search engine that compares hundreds of travels sites at 
once to determine the lowest travel prices. Using the power 
of the Internet, Kayak.com brings up travel information from 
hundreds of websites for users at the click of a button. After 
launching a beta site in 2004, Kayak.com has gained a reputa-
tion for offering the lowest prices in airfare, hotels, and car 
rentals when booking traveling.

In the digital world, Kayak.com has joined a number of 
companies that find the lowest travel prices available for con-
sumers, facilitating both price and nonprice competition over 
the Internet. Its dynamic pricing model and a customer-driven 
focus are essential in allowing Kayak.com to compete against 
competitors like Orbitz and Expedia. Its success attracted the 
attention of Priceline.com, which purchased Kayak.com for 
$1.8 billion. More than a decade after its founding and with 
competition only increasing, Kayak.com is still ranked as one 
of the highest travel search engines for lowest overall prices.90

Critical Thinking Questions
 1. What part of the marketing mix does Kayak.com seem to 

address particularly well?
 2. How does Kayak.com provide users with more control over 

what they view?
 3. Why do you think Kayak.com must also engage in nonprice 

competition?
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machines, but nevertheless, the potential for misuse has left many consumers uncom-
fortable with this technology.

The European Union passed a law requiring companies to get users’ consent before 
using cookies to track their information. In the United States, one proposed solution 
for consumer Internet privacy is a “do not track” bill, similar to the “do not call” bill 
for telephones, to allow users to opt out of having their information tracked.91 While 
consumers may welcome such added protections, web advertisers, who use consumer 
information to better target advertisements to online consumers, see it as a threat. In 
response to impending legislation, many web advertisers are attempting self-regulation 
in order to stay ahead of the game. For instance, the Digital Advertising Alliance (DAA) 
adopted privacy guidelines for online advertisers and created a “trusted mark” icon that 
websites adhering to their guidelines can display. However, because it is self-regulatory, 
not all digital advertisers will choose to participate in its programs.92

Influencer marketing, as we discussed earlier as a form of promotion, is relatively 
new compared with other forms of advertising, so it should be no surprise there have 
been road bumps for early adopters. Due to concerns about dishonest advertising, 
the Federal Trade Commission (FTC) requires influencers to clearly disclose any 
connection they have with brands they promote. Neglecting to make a disclosure is 
viewed as deceptive advertising. Cases have been filed against Warner Bros. Home 
Entertainment, which paid PewDiePie, YouTube’s number one most subscribed chan-
nel, for an endorsement of its videogame Middle-Earth: Shadow of Mordor, and Lord 
& Taylor, which paid various influencers to promote their dresses, all without disclo-
sures. According to the FTC, any level of compensation much be disclosed, whether a 
partnership is paid or an influencer strictly receives free product.93

Identity Theft and Online Fraud
Identity theft occurs when criminals obtain personal information that allows them 
to impersonate someone else in order to use the person’s credit to access financial 
accounts and make purchases. This requires organizations to implement increased secu-
rity measures to prevent database theft. As you can see in Figure 13.3, the most com-
mon complaints relate to employment or tax-related fraud, credit card fraud, phone/
utilities fraud, bank fraud, loan/lease fraud, and government documents/benefits fraud. 
Sadly, cyberthieves have started targeting children’s identities as they offer criminals “a 
clean slate” for them to commit fraud, such as applying for loans or credit cards.94

The Internet’s relative anonymity and speed make possible both legal and illegal 
access to databases storing Social Security numbers, drivers’ license numbers, dates 
of birth, mothers’ maiden names, and other information that can be used to establish 
a credit card or bank account in another person’s name in order to make fraudulent 
transactions. One growing scam used to initiate identity theft fraud is the practice of 
phishing, whereby con artists counterfeit a well-known website and send out e-mails 
directing victims to it. There, visitors find instructions to reveal sensitive information 
such as their credit card numbers. Phishing scams have faked websites for PayPal, 
AOL, and the Federal Deposit Insurance Corporation.

Some identity theft problems are resolved quickly, while other cases take weeks 
and hundreds of dollars before a victim’s bank balances and credit standings are 
restored. To deter identity theft, the National Fraud Center wants financial institu-
tions to implement new technologies such as digital certificates, digital signatures, 
and  biometrics—the use of fingerprinting or retina scanning.

Online fraud includes any attempt to purposely deceive online. Many cybercrimi-
nals use hacking to commit online fraud. Hackers break into websites and steal users’ 

identity theft
when criminals obtain 
personal information that 
allows them to impersonate 
someone else in order to 
use their credit to access 
financial accounts and make 
purchases.

online fraud
any attempt to conduct 
fraudulent activities online.
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personal information. Home Depot, Target, and JPMorgan are some notable cases 
where cybercriminals hacked into these companies’ systems and stole information. 
Sony experienced a devastating attack that shut down its entire computer network and 
resulted in the theft of 27 gigabytes of files.95

Using a different password for each website users visit is another important way 
to avoid becoming the victim of online fraud. Passwords should be complex enough 
that a cybercriminal cannot easily guess it. However, many consumers do not do this 
because of the hassle it takes in remembering complex passwords for multiple sites.96

Credit card fraud is a major type of fraud that occurs online. One way to tackle 
online fraud for credit cards is to use a pin number when doing online transactions. 
Banks are releasing credit cards with embedded chips rather than magnetic tape to 
make it harder for fraud to occur. In Europe, this type of credit card combined with 
the use of a pin number has deterred credit card fraud. This is because the consumers 
use their pin numbers as well as the embedded chip in their credit cards to make pur-
chases. However, U.S. banks are not requiring Americans to input their pin numbers, 
which might limit their effectiveness in preventing online fraud within the United 
States.97 Privacy advocates advise that the best way to stay out of trouble is to avoid 
giving out personal information, such as Social Security numbers or credit card infor-
mation, unless the site is definitely legitimate.

Intellectual Property Theft and Other Illegal Activities
In addition to protecting personal privacy, Internet users and others want to protect 
their rights to property they may create, including songs, movies, books, and soft-
ware. Such intellectual property consists of the ideas and creative materials developed 
to solve problems, carry out applications, and educate and entertain others.

Although intellectual property is generally protected by patents and copyrights, 
losses from the illegal copying of computer programs, music, movies, compact 
discs, and books reach billions of dollars each year in the United States alone. This 
has become a particular problem with digital media sites. YouTube has often faced 

FIGURE 13.3
Main Sources of Identity 
Theft
Source: “Consumer Sentinel Network 
Data Book: January–December  
2016,” Federal Trade Commission, 
March 2017, https://www.ftc.gov/
system/files/documents/reports/
consumer-sentinel-network-data- 
book-january-december-2016/
csn_cy-2016_data_book.pdf  
(accessed April 27, 2017).
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lawsuits on intellectual property infringement. With 
millions of users uploading content to YouTube, it 
can be hard for Google to monitor and remove all 
the videos that may contain copyrighted materials.

Illegal sharing of content is another major intel-
lectual property problem. Consumers rationalize 
the pirating of software, videogames, movies, and 
music for a number of reasons. First, many feel 
they just don’t have the money to pay for what 
they want. Second, because their friends engage 
in piracy and swap digital content, some users feel 
influenced to engage in this activity. Others enjoy 
the thrill of getting away with something with a low 
risk of consequences. And finally, some people feel 
being tech-savvy allows them to take advantage of 
the opportunity to pirate content.98

Illicit online marketing is also becoming a seri-
ous issue for law enforcement across the globe. The 
ease of the Internet and the difficulty in pinpointing 
perpetrators are leading drug buyers to deal in illegal drugs over the Internet. Websites 
that deal in illegal drugs are looking increasingly legitimate, even employing market-
ing strategies and customer service.99 Sales of counterfeit goods are another prob-
lem. Knockoffs of popular products seized by federal officials annually are valued at 
more than $1 billion. Counterfeit products, particularly from overseas, are thriving 
on the Internet because they can be shipped directly to customers without having to 
be examined by customs officials when shipped through ports. Some firms, includ-
ing UGG Boots, are creating online services allowing users to type in the address to 
verify whether the electronic retailer is a legitimate seller.100

Digital Media’s Impact on Marketing
To be successful in business, you need to know much more than how to use a social 
media site to communicate with friends. Developing a strategic understanding of how 
digital marketing can make business more efficient and productive is increasingly 
necessary. If you are thinking of becoming an entrepreneur, then the digital world can 
open doors to new resources and customers. Smartphones, mobile broadband, and 
webcams are among the tools that can make the most of an online business world, 
creating greater efficiency at less cost. For example, rather than using traditional 
phone lines, Skype helps people make and receive calls via the Internet and provides 
free video calling and text messaging for about 10 percent of the cost of a landline.101 
It is up to businesses and entrepreneurs to develop strategies that achieve business 
success using existing and future technology, software, and networking opportunities.

Traditional businesses accustomed to using print media can find the transition to 
digital challenging. New media may require employees with new skills or additional 
training for current employees. There is often a gap between technical knowledge 
of how to develop sites and how to develop effective digital marketing strategies 
to enhance business success. Determining the correct blend of traditional and new 
media requires careful consideration; the mix will vary depending on the business, its 
size, and its target market. Future career opportunities will require skills in both tra-
ditional and digital media areas so that marketers properly understand and implement 
marketing strategies that help businesses achieve a competitive advantage.

Elizabeth LaBau, the creator behind the food blog SugarHero! sued 
Food Network after it allegedly stole and recreated one of LaBau’s 
DIY recipe videos.

©Owen Kolasinski/BFA/Shutterstock
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Review Your Understanding

Recognize the increasing value of digital  
media and digital marketing in strategic 
planning.

Digital media are electronic media that function using digital 
codes and are available via computers, cellular phones, smart-
phones, and other digital devices. Digital marketing refers to 
the strategic process of distributing, promoting, pricing prod-
ucts, and discovering the desires of customers in the virtual 
environment of the Internet. Because they can enhance the 
exchange of information between the marketer and the cus-
tomer, digital media have become an important component 
of firms’ marketing strategies.

Demonstrate the role of digital marketing in 
today’s business environment.

Digital communication facilitates marketing research and 
lowers the cost of communication and consumer service and 
support. Through websites, social networks, and other digi-
tal media, consumers can learn about everything they pur-
chase and use in life and businesses can reach new markets 
through inexpensive and interactive communication channels.  

Social networking is expanding so fast that no business can 
ignore its impact on customer relationships.

Show how digital media affect the marketing mix.

The ability to process orders electronically and increase the 
speed of communications via the Internet has reduced many 
distribution inefficiencies, costs, and redundancies while 
increasing speed throughout the marketing channel. Digital 
media help firms increase brand awareness, connect with 
consumers, form relationships, and spread positive publicity 
about their products. Because consumers are more informed 
than ever and consumer consumption patterns are changing, 
marketers must adapt their promotional efforts. The Internet 
gives consumers access to more information about costs and 
prices.

Illustrate how businesses can use different  
types of social networking media.

Social networking occurs when online consumers interact with 
other users on a web-based platform to discuss or view top-
ics of interest. Types of social networking media include social 

All marketing starts with identifying a target market and 
developing a marketing mix to satisfy customers. Digital mar-
keting is just another way to reach customers, provide infor-
mation, and develop relationships. Therefore, your opportunity 
for a career in this field is greatly based on understanding the 
messages, desired level of interactivity, and connectivity that 
helps achieve marketing objectives.

As social media use skyrockets, digital marketing profes-
sionals will be in demand. The experience of many businesses 
and research indicate digital marketing is a powerful way to 
increase brand exposure and generate traffic. In fact, a study 
conducted on Social Media Examiner found that 85 percent 
of marketers surveyed believe generating exposure for their 
business is their number-one advantage in Internet market-
ing. As consumers use social networking for their personal 
communication, they will be more open to obtaining informa-
tion about products through this channel. Digital marketing 
could be the fastest growing opportunity in business.

To prepare yourself for a digital marketing career, learn not 
only the technical aspects, but also how social media can be used 
to maximize marketing performance. A glance at careerbuilder.
com indicates that management positions such as account man-
ager, digital marketing manager, and digital product manager 
can pay from $60,000 to $170,000 or more per year.

So You Want to Be a Digital Marketer

The business world has grown increasingly dependent on 
digital marketing to maintain communication with stakehold-
ers. Reaching customers is often a major concern, but digital 
marketing can also be used to communicate with suppliers, 
concerned community members, and special interest groups 
about issues related to sustainability, safety practices, and 
philanthropic activities. Many types of jobs exist: account 
executive directors of social media and director of market-
ing for digital products, as well as digital advertisers, online 
marketers, global digital marketers, and brand managers are 
prominently listed on career opportunity websites.

Entrepreneurs are taking advantage of the low cost of 
digital marketing, building social networking sites to help 
market their products. In fact, some small businesses such as 
specialty publishing, personal health and beauty, and other 
specialty products can use digital marketing as the primary 
channel for reaching consumers. Many small businesses are 
posting signs outside their stores with statements such as 
“Follow us on Twitter” or “Check out our Facebook page.”

To utilize digital marketing, especially social networking, 
requires more than information technology skills related to 
constructing websites, graphics, videos, podcasts, etc. Most 
importantly, one must be able to determine how digital 
media can be used in implementing a marketing strategy. 
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networking sites, blogs, wikis, media sharing sites, virtual real-
ity sites, mobile marketing, mobile applications, and widgets.

Blogs not only give consumers power, but also allow com-
panies to answer consumer concerns and obtain free publicity. 
Wikis give marketers a better understanding of how consum-
ers feel about their companies. Photo-sharing sites enable 
companies to share images of their businesses or products 
with consumers and often have links that connect users to 
company-sponsored blogs. Video sharing is allowing many 
businesses to engage in viral marketing. Amateur filmmakers 
are also becoming a potential low-cost, effective marketing 
venue for companies. Podcasts are audio or video files that 
can be downloaded from the Internet with a subscription that 
automatically delivers new content to listening devices or per-
sonal computers.

Marketers have begun joining and advertising on social 
networking sites like Facebook and Twitter due to their global 
reach. Virtual realities can be fun and creative ways to reach 
consumers, create brand loyalty, and use consumer knowledge 
to benefit companies. Mobile marketing includes advertising, 
text messages, and other types of digital marketing through 
mobile devices. Mobile apps can be anything from games, 
to news updates, to shopping assistance. They provide a way 
for marketers to reach consumers via their cell phones. Apps 
can help consumers to perform services and make purchases 
more easily, such as checking in at a hotel or comparing and 

contrasting the price of appliances or a new dress. Widgets 
are small bits of software on a website, desktop, or mobile 
device. They can be used to inform consumers about company 
updates and can easily go viral.

Identify legal and ethical considerations in  
digital media.

Increasing consumer concerns about privacy are prompt-
ing the FTC to look into regulating the types of information 
marketers can gather from Internet users, while many web 
advertisers and trade groups try to engage in self-regulation 
to prevent the passage of new Internet privacy laws. Online 
fraud includes any attempt to conduct fraudulent activities 
online. Intellectual property losses cost the United States bil-
lions of dollars and have become a particular problem for sites 
such as YouTube, which often finds it hard to monitor the mil-
lions of videos uploaded to its site for copyright infringement.

Propose recommendations to a marketer’s 
dilemma.

Based on the material in this chapter, you should be able to 
answer the questions posed in the “Solve the Dilemma” fea-
ture near the end of this chapter and evaluate where the com-
pany’s marketing strategy has failed. How could Paul utilize 
new digital media to help promote his product and gather 
data on how to improve it?

Critical Thinking Questions

Enter the World of Business Questions

 1. What are the privacy concerns involved with allowing 
third parties access to user information?

 2. What do you think might happen if the government 
passes stricter rules on data gathering and collection?  

Do you think this might have some negative implications 
for users? Why or why not?

 3. Facebook claims its data-gathering practices are common 
among similar firms such as Google. If this is true, why do 
you think users such as Elon Musk is reacting so negatively 
toward Facebook?

Learn the Terms

blogs 412
digital marketing 402
digital media 402
e-business 402

identity theft 421
omni-channel retailing 407
online fraud 421
podcast 414

viral marketing 413
wiki 412

Check Your Progress

 1. What is digital marketing?

 2. How can marketers utilize digital media to improve business?

 3. Define accessibility, addressability, connectivity, 
interactivity, and control. What do these terms have to 
do with digital marketing?
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Get Involved

 1. Amazon is one of the most recognized e-businesses. Visit 
the site (www.amazon.com) and identify the types of 
products the company sells. Explain its privacy policy.

 2. Visit some of the social networking sites identified in 
this chapter. How do they differ in design, audience, and 
features? Why do you think some social networking sites 
like Facebook are more popular than others?

 3. It has been stated that digital technology and the 
Internet are to business today what manufacturing 

was to business during the Industrial Revolution. The 
technology revolution requires a strategic understanding 
greater than learning the latest software and programs 
or determining which computer is the fastest. Leaders 
in business can no longer delegate digital media to 
specialists and must be the connectors and the strategists 
of how digital media will be used in the company. Outline 
a plan for how you will prepare yourself to function in a 
business world where digital marketing knowledge will 
be important to your success.

Build Your Skills

Planning a Digital Marketing and Social 
Networking Site

Background
Many companies today utilize digital media 
in a way that reflects their images and goals. 
They can also help to improve customer ser-

vice, loyalty, and satisfaction while reaching out to new tar-
get markets. Companies use these sites in a variety of ways, 
sometimes setting up Facebook pages or Twitter accounts to 
gather customer feedback, to promote new products, or even 
to hold competitions.

The U.S. economy has experienced many ups and downs 
in recent decades, but e-commerce has been an area that 
has continued to grow throughout economic ups and downs. 
Many dot-com companies and social networking sites have 
risen and collapsed. Others such as Amazon, eBay, Facebook, 

and Twitter have not only survived, but thrived. Many that 
succeed are “niche players”; that is, they cater to a very spe-
cific market that a brick-and-mortar business (existing only in 
a physical marketplace) would find hard to reach. Others are 
able to compete with brick-and-mortar stores because they 
offer a wider variety of products, lower prices, or better cus-
tomer service. Many new digital media outlets help companies 
compete on these fronts.

As a manager of Biodegradable Packaging Products Inc., 
a small business that produces packaging foam from recycled 
agricultural waste (mostly corn), you want to expand into 
e-business by using digital media to help market your product. 
Your major customers are other businesses and could include 
environmentally friendly companies like Tom’s of Maine (natu-
ral toothpaste) and Celestial Seasonings (herbal tea). Your first 
need is to develop a social networking site or blog that will 
help you reach your potential customers. You must decide who 
your target market is and which medium will attract it the best.

Task
Plan a digital media marketing campaign using online social networking sites, blogs, or another digital media outlet using the 
following template.

Social networking/blog/other site: _______________________________________
Overall image and design of your site: ____________________________________
Strategy for attracting followers to your site: ______________________________
Potential advertising partners to draw in more customers: ___________________

 4. What is e-business?

 5. How is the Internet changing the practice of marketing?

 6. What impact do digital media have on the marketing mix?

 7. How can businesses utilize new digital and social 
networking channels in their marketing campaigns?

 8. What are some of the privacy concerns associated with 
the Internet and e-business? How are these concerns 
being addressed in the United States?

 9. What is identity theft? How can consumers protect 
themselves from this crime?

 10. Why do creators want to protect their intellectual 
property? Provide an example on the Internet where 
intellectual property may not be protected or where a 
copyright has been infringed.
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Solve the Dilemma

Developing Successful Freeware

Paul Easterwood, a recent graduate of 
Colorado State University with a degree in 
computer science, entered the job market dur-
ing a slow point in the economy. Tech sector 
positions were hard to come by, and Paul felt 

he wouldn’t be making anywhere near what he was worth. 
The only offer he received was from an entrepreneurial firm, 
Pentaverate Inc., that produced freeware. Freeware, or public 
domain software, is offered to consumers free of charge in 
exchange for revenues generated later. Makers of freeware 
(such as Adobe and Netscape) can earn high profits through 
advertisements their sites carry, from purchases made on the 
freeware site, or, for more specialized software, through fee-
based tutorials and workshops offered to help end users. Paul 
did some research and found an article in Worth magazine 
documenting the enormous success of freeware.

Pentaverate Inc. offered compensation mainly in the form 
of stock options, which had the potential to be highly profitable 
if the company did well. Paul’s job would be to develop free-
ware that people could download from the Internet and that 
would generate significant income for Pentaverate. With this in 
mind, he decided to accept the position, but he quickly realized 
he knew very little about business. With no real experience in 
marketing, Paul was at a loss to know what software he should 
produce that would make the company money. His first project, 

IOWatch, was designed to take 
users on virtual tours of outer 
space, especially the moons of 
Jupiter (Paul’s favorite subject), 
by continually searching the 
Internet for images and video clips associated with the cosmos 
and downloading them directly to a PC. The images would then 
appear as soon as the person logged on. Advertisements would 
accompany each download, generating income for Pentaverate.

However, IOWatch experienced low end-user interest 
and drew little advertising income as a result. Historically at 
Pentaverate, employees were fired after two failed projects. 
Desperate to save his job, Paul decided to hire a consultant. 
He needed to figure out what customers might want so he 
could design some useful freeware for his second project. He 
also needed to know what went wrong with IOWatch because 
he loved the software and couldn’t figure out why it had failed 
to find an audience. The job market has not improved, so Paul 
realizes how important it is for his second project to succeed.

Critical Thinking Questions
 1. As a consultant, what would you do to help Paul figure 

out what went wrong with IOWatch?

 2. What ideas for new freeware can you give Paul? What 
potential uses will the new software have?

 3. How will it make money?

Evaluate a marketer’s dilemma 
and propose recommendations.

LO 13-7 

Build Your Business Plan

Digital Marketing and Social Networking

If you are considering developing a business 
plan for an established good or service, find 
out whether it is currently marketed digitally. If 
it is not, think about why that is the case. Can 
you think of how you might overcome any 

obstacles and engage in digital marketing on the Internet?

If you are thinking about introducing a new good or ser-
vice, now is the time to think about whether you might want 
to market this product on the Internet. Remember, you do 
not have to have a brick-and-mortar store to open your own 
business anymore. Perhaps you might want to consider click 
instead of brick!

See for Yourself Videocase

Should Employees Use Social Media Sites  
at Work?

As Facebook and other social media sites have 
gained popularity and expanded, managing 
their use at work has become an increasingly 
hot topic. Studies on the use of social media in 
the workplace conflict over how much it 

inhibits productivity. Should employees be allowed to access 
social media at work? Approximately 38 percent of time wast-
ers say they waste work time on social media sites. Many 
offices have banned access to Facebook. The results are as 
mixed as the research. A National Business Ethics Survey 
(NBES) revealed that 11 percent of employees who engage in 
social networking are “active” social networkers who spend 
30 percent or more of the workday on social networking sites. 
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Team Exercise

Develop a digital marketing promotion for a local sports team. 
Use Twitter, Facebook, and other social networking media to 
promote ticket sales for next season’s schedule. In your plan, 
provide specific details and ideas for the content you would 

use on the sites. Also, describe how you would encourage fans 
and potential fans to go to your site. How would you use digital 
media to motivate sports fans to purchase tickets and mer-
chandise and attend games?
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Learning Objectives
After reading this chapter, you will be able to:

 LO 14-1 Describe the different uses of accounting information.

 LO 14-2 Demonstrate the accounting process.

 LO 14-3 Examine the various components of an income 
statement in order to evaluate a firm’s “bottom line.”

 LO 14-4 Interpret a company’s balance sheet to determine its 
current financial position.

 LO 14-5 Analyze financial statements, using ratio analysis, to 
evaluate a company’s performance.

 LO 14-6 Assess a company’s financial position using its 
accounting statements and ratio analysis.
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Enter the World of Business

By the Numbers: Deloitte Excels in the Big Four
When it comes to accounting, the Big Four dominate. What are the Big Four? 

The Big Four refer to the four largest accounting firms throughout the world: 

Ernst & Young, KPMG, PricewaterhouseCoopers, and Deloitte. These accounting 

firms provide a range of services to their clients, including external audit, taxa-

tion services, management and business consultancy, and risk assessment and 

control. The Big Four audit more than 80 percent of all U.S. public companies.

Deloitte was ranked number one in revenue, earning $36.8 billion globally 

with approximately 244,400 employees in more than 150 countries. Deloitte 

believes the best measure of success is the impact it makes on the world. It 

does not want to be known for the size or services that it offers; instead, it wants 

to make an impact in the world. Deloitte strives to have intelligent people work 

across more than 20 industry sectors with the purpose “to deliver measurable, 

lasting results .  .  . and help lead the way toward a stronger economy and a 

healthy society.”

As part of the Big Four, it is important for Deloitte to continue its long-standing 

commitment to communities. It offers a pro bono and skills-based volunteering 

program that are key components to its commitment to youth education, inspir-

ing future leaders, and creating opportunity for veterans. To focus on education, 

Deloitte’s strategy has been to improve college readiness across America. It 

commits time, talent, and resources to help students persist through high school 

and college and transition into a great career.

Deloitte is not only highly profitable, but also has a reputation for innovating 

employees, processes, technologies, governance, and policy. This places it at a 

competitive advantage with the other Big Four leaders.1
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Introduction
Although you may cover some of this material in your accounting course, reading 
this chapter will only strengthen your understanding of accounting. What profes-
sors find is that a little duplication and repetition goes a long way in helping the 
brain retain material. Accounting is the financial “language” that organizations use 
to record, measure, and interpret all of their financial transactions and records and 
is very important in business. All businesses—from a small family farm to a giant 
 corporation—use the language of accounting to make sure they track their use of 
funds, measure profitability, and budget for future expenditures. Nonbusiness orga-
nizations such as charities and governments also use accounting to demonstrate to 
donors and taxpayers how well they use their funds to meet their stated objectives.

This chapter explores the role of accounting in business and its importance in mak-
ing business decisions. First, we discuss the uses of accounting information and the 
accounting process. Then, we briefly look at some simple financial statements and 
accounting tools that are useful in analyzing organizations worldwide.

The Nature of Accounting
Simply stated, accounting is the recording, measurement, and interpretation of finan-
cial information. Large numbers of people and institutions, both within and outside 
businesses, use accounting tools to evaluate organizational operations. The Financial 
Accounting Standards Board has been setting the principles and standards of financial 
accounting and reporting in the private sector since 1973. Its mission is to establish and 
improve standards of financial accounting and reporting for the guidance and education 
of the public, including issuers, auditors, and users of financial information. However, 
accounting scandals at the turn of the last century resulted when many accounting 
firms and businesses failed to abide by generally accepted accounting principles, or 
GAAP. Consequently, the federal government has taken a greater role in making rules, 
requirements, and policies for accounting firms and businesses through the Securities 
and Exchange Commission’s (SEC) Public Company Accounting Oversight Board 
(PCAOB). For example, the PCAOB has the ability to file a disciplinary order against a 
firm or individual that either temporarily or permanently prohibits that firm or individ-
ual from practicing accounting. To better understand the importance of accounting, we 
must first understand who prepares accounting information and how it is used.

Accountants
Many of the functions of accounting are carried out by public or private accountants.

Public Accountants. Individuals and businesses can hire a certified public 
accountant (CPA), an individual who has been certified by the state in which he or 
she practices to provide accounting services ranging from the preparation of financial 
records and the filing of tax returns to complex audits of corporate financial records. 
Certification gives a public accountant the right to express, officially, an unbiased 
opinion regarding the accuracy of the client’s financial statements. Most public 
accountants are either self-employed or members of large public accounting firms 
such as Ernst & Young, KPMG, Deloitte, and PricewaterhouseCoopers, together 
referred to as “the Big Four.” In addition, many CPAs work for one of the second-tier 
accounting firms that are much smaller than the Big Four. Table 14.1 shows the num-
ber of employees of the top 10 firms. Vault.com uses a weighted ranking system 

accounting
the recording, measurement, 
and interpretation of 
financial information.

certified public accountant 
(CPA)
an individual who has been 
state certified to provide 
accounting services ranging 
from the preparation of 
financial records and the 
filing of tax returns to 
complex audits of corporate 
financial records.

Describe the different uses of 
accounting information.

LO 14-1
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based on survey results to create a score that represents work-life quality issues to 
reflect the prestige of the firm.

Although there will always be companies and individual money managers who can 
successfully hide illegal or misleading accounting practices for a while, eventually 
they are exposed. After the accounting scandals of Enron and Worldcom in the early 
2000s, Congress passed the Sarbanes-Oxley Act, which required firms to be more 
rigorous in their accounting and reporting practices. Sarbanes-Oxley made account-
ing firms separate their consulting and auditing businesses and punished corporate 
executives with potential jail sentences for inaccurate, misleading, or illegal account-
ing statements. This seemed to reduce the accounting errors among nonfinancial 
companies, but declining housing prices exposed some of the questionable practices 
by banks and mortgage companies. Only five years after the passage of the Sarbanes-
Oxley Act, the world experienced a financial crisis starting in 2008—part of which 
was due to excessive risk taking and inappropriate accounting practices. Many banks 
failed to understand the true state of their financial health. Banks also developed 
questionable lending practices and investments based on subprime mortgages made 
to individuals who had poor credit. When housing prices declined and people sud-
denly found that they owed more on their mortgages than their homes were worth, 
they began to default. To prevent a depression, the government intervened and bailed 
out some of the United States’ largest banks. Congress passed the Dodd-Frank Act 
in 2010 to strengthen the oversight of financial institutions. This act gave the Federal 
Reserve Board the task of implementing the legislation. This legislation limits the 
types of assets commercial banks can buy; the amount of capital they must maintain; 
and the use of derivative instruments such as options, futures, and structured invest-
ment products. However, at the Economics Club of New York on February 16, 2017, 
Alan Greenspan, the former chair of the Federal Reserve Board, was quoted as saying 
the Dodd-Frank Act is one of the worst pieces of legislation he has ever seen.

Rank Firm Employees Score Location

1 PwC (PricewaterhouseCoopers) LLP 58,133 8.497 New York, NY

2 Deloitte LLP 80,000 8.327 New York, NY

3 Ernst & Young (EY) LLP 39,400 8.257 New York, NY

4 KPMG LLP 31,000 8.003 New York, NY

5 Grant Thornton LLP 7,530 7.715 Chicago, IL

6 BDO USA LLP 5,395 7.200 Chicago, IL

7 Plante Moran 2,200 7.131 Southfield, MI

8 Moss Adams LLP 2,500 7.072 Seattle, WA

9 Crowe LLP 4,100 6.971 Chicago, IL

10 RSM US LLP 9,560 6.943 Chicago, IL

Note: U.S. only, does not include international operations.

Source: “Vault Accounting 50,” Vault.com, http://www.vault.com/company-rankings/accounting/vault-accounting-50/ (accessed 
April 27, 2018).

TABLE 14.1
Prestige Rankings of 
Accounting Firms in  
the U.S.
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A growing area for public accountants is forensic 
accounting, which is accounting that is fit for legal 
review. It involves analyzing financial documents in 
search of fraudulent entries or financial misconduct. 
Functioning as much like detectives as accountants, 
forensic accountants have been used since the 1930s. 
Many auditing firms are expanding their foren-
sic or fraud-detection services. Additionally, many 
forensic accountants root out evidence of “cooked 
books” for federal agencies like the Federal Bureau 
of Investigation or the Internal Revenue Service. The 
Association of Certified Fraud Examiners, which 
certifies accounting professionals as certified fraud 
examiners (CFEs), has grown to more than 75,000 
members.2

Private Accountants. Large corporations, gov-
ernment agencies, and other organizations may 
employ their own private accountants to prepare and 
analyze their financial statements. With titles such as 
controller, tax accountant, or internal auditor, private 
accountants are deeply involved in many of the most 
important financial decisions of the organizations for 
which they work. Private accountants can be CPAs 
and may become certified management accountants 
(CMAs) by passing a rigorous examination by the 
Institute of Management Accountants.

Accounting or Bookkeeping?
The terms accounting and bookkeeping are often 
mistakenly used interchangeably. Much narrower 
and far more mechanical than accounting, book-
keeping is typically limited to the routine, day-to-day 
recording of business transactions. Bookkeepers are 

responsible for obtaining and recording the informa-
tion that accountants require to analyze a firm’s finan-
cial position. They generally require less training than 

accountants. Accountants, on the other hand, usually complete course work beyond 
their basic four- or five-year college accounting degrees. This additional training 
allows accountants not only to record financial information, but to understand, inter-
pret, and even develop the sophisticated accounting systems necessary to classify and 
analyze complex financial information.

The Uses of Accounting Information
Accountants summarize the information from a firm’s business transactions in var-
ious financial statements (which we’ll look at in a later section of this chapter) for 
a variety of stakeholders, including managers, investors, creditors, and government 
agencies. Many business failures may be directly linked to ignorance of the infor-
mation “hidden” inside these financial statements. Likewise, most business suc-
cesses can be traced to informed managers who understand the consequences of their 

private accountants
accountants employed 
by large corporations, 
government agencies, and 
other organizations to 
prepare and analyze their 
financial statements.

certified management 
accountants (CMAs)
private accountants who, 
after rigorous examination, 
are certified by the Institute 
of Management Accountants 
and who have some 
managerial responsibility.

DID YOU KNOW? Corporate fraud costs are estimated 
at $4 trillion annually.3

Ernst & Young is part of the Big Four, or the four largest international 
accounting firms. The other three are KPMG, PricewaterhouseCoopers, 
and Deloitte.

©Lars A. Niki
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decisions. While maintaining and even increasing short-run profits is desirable, the 
failure to plan sufficiently for the future can easily lead an otherwise successful com-
pany to insolvency and bankruptcy court.

Basically, managers and owners use financial statements (1) to aid in internal 
planning and control and (2) for external purposes such as reporting to the Internal 
Revenue Service, stockholders, creditors, customers, employees, and other interested 
parties. Figure 14.1 shows some of the users of the accounting information generated 
by organizations and other stakeholders.

Internal Uses. Managerial accounting refers to the internal use of account-
ing statements by managers in planning and directing the organization’s activities. 
Perhaps management’s greatest single concern is cash flow, the movement of money 
through an organization over a daily, weekly, monthly, or yearly basis. Obviously, for 
any business to succeed, it needs to generate enough cash to pay its bills as they fall 
due. However, it is not at all unusual for highly successful and rapidly growing com-
panies to struggle to make payments to employees, suppliers, and lenders because of 
an inadequate cash flow. One common reason for a so-called cash crunch, or short-
fall, is poor managerial planning.

Managerial accountants also help prepare an organization’s budget, an internal 
financial plan that forecasts expenses and income over a set period of time. It is not 
unusual for an organization to prepare separate daily, weekly, monthly, and yearly 
budgets. Think of a budget as a financial map, showing how the company expects to 
move from Point A to Point B over a specific period of time. While most companies 
prepare master budgets for the entire firm, many also prepare budgets for smaller seg-
ments of the organization such as divisions, departments, product lines, or projects. 
“Top-down” master budgets begin at the upper management level and filter down to 
the individual department level, while “bottom-up” budgets start at the department 
or project level and are combined at the chief executive’s office. Generally, the larger 
and more rapidly growing an organization, the greater will be the likelihood that it 
will build its master budget from the ground up.

Regardless of focus, the principal value of a budget lies in its breakdown of cash 
inflows and outflows. Expected operating expenses (cash outflows such as wages, mate-
rials costs, and taxes) and operating revenues (cash inflows in the form of payments from 

managerial accounting
the internal use of 
accounting statements by 
managers in planning and 
directing the organization’s 
activities.

cash flow
the movement of money 
through an organization over 
a daily, weekly, monthly, or 
yearly basis.

budget
an internal financial plan 
that forecasts expenses and 
income over a set period of 
time.

FIGURE 14.1
The Users of Accounting 
Information
Source: Adapted from Principles of 
Accounting, 4th edition. Houghton 
Mifflin Company, 1990. Authors: 
Belverd E. Needles, Henry R. Anderson, 
and James C. Caldwell.

Organizational Use of
Accounting Information

Boards of directors

Owners, shareholders

Managers

Management information
systems

Business analytics

Internal control

Stakeholder Use of Accounting
Information 

Tax collecting agencies

Regulatory agencies

Special interest groups

Supply chain members

Financial analysts

Employees 

Media
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Illinois has found itself in a financial crisis due to debt overload.

©Bilgin Sasmaz/Anadolu Agency/Getty Images

customers) over a set period 
of time are carefully forecast 
and subsequently compared 
with actual results. Deviations 
between the two serve as a 
“trip wire” or “feedback loop” 
to launch more detailed finan-
cial analyses in an effort to 
pinpoint trouble spots and 
opportunities.

External Uses. Managers 
also use accounting state-
ments to report the business’s 
financial performance to out-
siders. Such statements are 
used for filing income taxes, 
obtaining credit from lend-
ers, and reporting results to 
the firm’s stockholders. They 
become the basis for the infor-
mation provided in the offi-
cial corporate annual report, a 
summary of the firm’s finan-

cial information, products, and growth plans for owners and potential investors. While 
frequently presented between slick, glossy covers, the single most important component 
of an annual report is the signature of a certified public accountant attesting that the 
required financial statements are an accurate reflection of the underlying financial con-
dition of the firm. Financial statements meeting these conditions are termed audited. 
The primary external users of audited accounting information are government agencies, 
stockholders and potential investors, lenders, suppliers, and employees.

During the global financial crisis, it was discovered that Greece had been engaging 
in deceptive accounting practices using financial techniques to hide massive amounts 

of debt from its public balance sheets. Eventually, 
the markets figured out the country might not be able 
to pay off its creditors. The European Union and the 
International Monetary Fund bailed out Greece with 
loans and credit relief, but tied to this was the mes-
sage to “get your financial house in order.”

To top this off, The New York Times reported 
that many states, such as Illinois and California, 
have the same debt overload problems as Greece, 
and while California has managed to solve most 
of its problems, Illinois is still in a financial mess.  
Many other states have “budgets that will not bal-
ance, accounting that masks debt, and armies of 
retired public workers who are counting on pen-
sion benefits that are proving harder and harder 
to pay.”4

annual report
summary of a firm’s financial 
information, products, and 
growth plans for owners and 
potential investors.

The annual report is a summary of the firm’s financial information, products, and growth plans for 
owners and potential investors. Many investors look at a firm’s annual report to determine how well 
the company is doing financially.

Source: U.S. Securities and Exchange Commission
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Financial statements evaluate the return on stockholders’ investments and the 
 overall quality of the firm’s management team. As a result, poor performance, as 
documented in the financial statements, often results in changes in top management.

Potential investors study the financial statements in a firm’s annual report to deter-
mine whether the company meets its investment requirements and whether the returns 
from a given firm are likely to compare favorably 
with other similar companies.

Banks and other lenders look at financial state-
ments to determine a company’s ability to meet cur-
rent and future debt obligations if a loan or credit 
is granted. To determine this ability, a short-term 
lender examines a firm’s cash flow to assess its abil-
ity to repay a loan quickly with cash generated from 
sales. A long-term lender is more interested in the 
company’s profitability and indebtedness to other 
lenders.

Labor unions and employees use financial 
statements to establish reasonable expectations 
for salary and other benefit requests. Just as firms 
experiencing record profits are likely to face added 
pressure to increase employee wages, so too are 
employees unlikely to grant employers wage and 
benefit concessions without considerable evidence 
of financial distress.

As one of the biggest banks in the United States, Bank of America 
specializes in banking, mortgage, and financial services. The data 
provided can be used in financial statements.

©McGraw-Hill Education, Andrew Resek photographer

Entrepreneurship in Action

Perfectly Al Dente: How This Pasta 
Company Handles Its Finances
Al Dente® Pasta Company
Founder: Monique Deschaine
Founded: 1981, in Whitmore Lake, Michigan
Success: The company’s Al Dente Perfect Pasta™ and Monique’s  
Sumptuous Sauces™ are now sold nationwide.

Monique Deschaine dreamed of making the perfect pasta. 
She turned that dream into a reality in 1981 by launching the 
Al Dente® Pasta Company. Deschaine befriended  celebrated 
Italian chef and cookbook author Marcella Hazan, using 
Hazan’s restaurant kitchen after-hours as her pasta- making 
location. Dedication to the recipe and technique con-
vinced Deschaine to market to niche consumers looking for 
perfect al dente pasta rather than competing with large 
pasta companies. Using word-of-mouth advertising, Al 
Dente Pasta managed to become a national player in the 
pasta market for its gourmet pastas that cook within three  
minutes.

In the beginning, Deschaine assumed the firm’s accounting 
responsibilities. She was responsible for monitoring and respond-
ing to growth by keeping the company’s financial statements 
up-to-date according to generally accepted accounting princi-
ples (GAAP). As the pasta’s popularity has grown, so has the 
company. Al Dente now sells products nationwide and has been 
featured on The Food Network. Financial information is distrib-
uted throughout the company, allowing managers to examine 
strengths and weaknesses. Through Deschaine’s institution of 
good accounting systems and proper management, Al Dente 
Pasta Company is achieving sustainable profits and growth.5

Critical Thinking Questions
 1. Why did Monique Deschaine need to possess good 

accounting skills in her management of Al Dente Pasta?
 2. Why is it important for Monique Deschaine to use GAAP? 

What could happen if she didn’t?
 3. As companies grow, do you think it is a good idea for the 

founders to continue assuming their firms’ accounting 
responsibilities? Why or why not?
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The Accounting Process
Many view accounting as a primary business  language. It is of little use, however, 
unless you know how to “speak” it. Fortunately, the fundamentals—the account-
ing equation and the double-entry bookkeeping system—are not difficult to learn. 
These two concepts serve as the starting point for all currently accepted accounting 
principles.

The Accounting Equation
Accountants are concerned with reporting an organization’s assets, liabilities, and 
owners’ equity. To help illustrate these concepts, consider a hypothetical floral shop 
called Anna’s Flowers, owned by Anna Rodriguez. A firm’s economic resources, or 
items of value that it owns, represent its assets—cash, inventory, land, equipment, 
buildings, and other tangible and intangible things. The assets of Anna’s Flowers 
include counters, refrigerated display cases, flowers, decorations, vases, cards, and 
other gifts, as well as something known as “goodwill,” which in this case is Anna’s 
reputation for preparing and delivering beautiful floral arrangements on a timely 
basis. Liabilities, on the other hand, are debts the firm owes to others. Among the 
liabilities of Anna’s Flowers are a loan from the Small Business Administration 
and money owed to flower suppliers and other creditors for items purchased. The 
owners’ equity category contains all of the money that has ever been contributed 
to the company that never has to be paid back. The funds can come from investors 
who have given money or assets to the company, or it can come from past profitable 
operations. In the case of Anna’s Flowers, if Anna were to sell off, or liquidate, her 
business, any money left over after selling all the shop’s assets and paying off its 

assets
a firm’s economic resources, 
or items of value that it owns, 
such as cash, inventory, land, 
equipment, buildings, and 
other tangible and intangible 
things.

liabilities
debts that a firm owes to 
others.

owners’ equity
equals assets minus liabilities 
and reflects historical values.

Demonstrate the accounting 
process.

LO 14-2

FIGURE 14.2
The Accounting Equation and Double-Entry Bookkeeping for Anna’s Flowers

Final PDF to printer



445Chapter 14   Accounting and Financial Statements

fer88367_ch14_435-473.indd 445 11/15/18  06:48 PM

liabilities would comprise her owners’ equity. The 
relationship among assets, liabilities, and owners’ 
equity is a fundamental  concept in accounting and 
is known as the  accounting equation:

 Assets = Liabilities + Owners’ equity 

Double-Entry Bookkeeping
Double-entry bookkeeping is a system of record-
ing and classifying business transactions in sep-
arate accounts in order to maintain the balance 
of the accounting equation. Returning to Anna’s 
Flowers, suppose Anna buys $325 worth of roses 
on credit from the Antique Rose Emporium to fill a 
wedding order. When she records this transaction, 
she will list the $325 as a liability or a debt to a 
supplier. At the same time, however, she will also 
record $325 worth of roses as an asset in an account 
known as “inventory.” Because the assets and liabilities are on different sides of the 
accounting equation, Anna’s accounts increase in total size (by $325) but remain  
in balance:

  Assets  =  Liabilities + Owners’ equity    
$325

  
=

  
$325

   

Thus, to keep the accounting equation in balance, each business transaction must 
be recorded in two separate accounts.

In the final analysis, all business transactions are classified as assets, liabilities, or 
owners’ equity. However, most organizations further break down these three accounts 
to provide more specific information about a transaction. For example, assets may be 
broken down into specific categories such as cash, inventory, and equipment, while 
liabilities may include bank loans, supplier credit, and other debts.

Figure 14.2 shows how Anna used the double-entry bookkeeping system to account 
for all of the transactions that took place in her first month of business. These trans-
actions include her initial investment of $2,500, the loan from the Small Business 
Administration, purchases of equipment and inventory, and the purchase of roses on 
credit. In her first month of business, Anna generated revenues of $2,000 by sell-
ing $1,500 worth of inventory. Thus, she deducts, or (in accounting notation that is 
appropriate for assets) credits, $1,500 from inventory and adds, or debits, $2,000 to 
the cash account. The difference between Anna’s $2,000 cash inflow and her $1,500 
outflow is represented by a credit to owners’ equity because it is money that belongs 
to her as the owner of the flower shop.

The Accounting Cycle
In any accounting system, financial data typically pass through a four-step proce-
dure sometimes called the accounting cycle. The steps include examining source 
documents, recording transactions in an accounting journal, posting recorded trans-
actions, and preparing financial statements. Figure  14.3 shows how Anna works 
through them. Traditionally, all of these steps were performed using paper, pencils, 
and erasers (lots of erasers!), but today, the process is often fully computerized.

accounting equation
assets equal liabilities plus 
owners’ equity.

double-entry bookkeeping
a system of recording 
and classifying business 
transactions that maintains 
the balance of the 
accounting equation.

accounting cycle
the four-step procedure of an 
accounting system: examining 
source documents, recording 
transactions in an accounting 
journal, posting recorded 
transactions, and preparing 
financial statements.

The owners’ equity portion of this florist’s balance sheet includes the 
money she has put into the firm.

©Jose Luis Pelaez Inc/Blend Images LLC
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FIGURE 14.3 The Accounting Process for Anna’s Flowers
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Step One: Examine Source Documents. Like all good managers, Anna 
Rodriguez begins the accounting cycle by gathering and examining source  documents—
checks, credit card receipts, sales slips, and other related evidence concerning specific 
transactions.

Step Two: Record Transactions. Next, Anna records each financial transaction 
in a journal, which is basically just a time-ordered list of account transactions. While 
most businesses keep a general journal in which all transactions are recorded, some 
classify transactions into specialized journals for specific types of transaction accounts.

Step Three: Post Transactions. Anna next transfers the information from her 
journal into a ledger, a book or computer program with separate files for each account. 
This process is known as posting. At the end of the accounting period (usually yearly, 
but occasionally quarterly or monthly), Anna prepares a trial balance, a summary of 
the balances of all the accounts in the general ledger. If, upon totaling, the trial bal-
ance doesn’t balance (that is, the accounting equation is not in balance), Anna or her 
accountant must look for mistakes (typically an error in one or more of the ledger 
entries) and correct them. If the trial balance is correct, the accountant can then begin 
to prepare the financial statements.

Step Four: Prepare Financial Statements. The information from the trial 
balance is also used to prepare the company’s financial statements. In the case of 
public corporations and certain other organizations, a CPA must attest, or certify, 
that the organization followed generally accepted accounting principles in prepar-
ing the financial statements. When these statements have been completed, the orga-
nization’s books are “closed,” and the accounting cycle begins anew for the next 
accounting period.

Financial Statements
The end result of the accounting process is a series of financial statements. The 
income statement, the balance sheet, and the statement of cash flows are the best-
known examples of financial statements. They are provided to stockholders and 
potential investors in a firm’s annual report as well as to other relevant outsiders such 
as creditors, government agencies, and the Internal Revenue Service.

It is important to recognize that not all financial statements follow precisely the 
same format. The fact that different organizations generate income in different ways 
suggests that when it comes to financial statements, one size definitely does not fit 
all. Manufacturing firms, service providers, and nonprofit organizations each use a 
different set of accounting principles or rules upon which the public accounting pro-
fession has agreed. As we have already mentioned, these are sometimes referred to 
as generally accepted accounting principles (GAAP). Each country has a different set 
of rules that the businesses within that country are required to use for their account-
ing process and financial statements. However, a number of countries have adopted 
a standard set of accounting principles known as International Financial Reporting 
Standards. The United States has discussed adopting these standards to create a more 
standardized system of reporting for global investors. Moreover, as is the case in many 
other disciplines, certain concepts have more than one name. For example, sales and 
revenues are often interchanged, as are profits, income, and  earnings. Table  14.2 
lists a few common equivalent terms that should help you decipher their meaning in 
accounting statements.

journal
a time-ordered list of account 
transactions.

ledger
a book or computer file with 
separate sections for each 
account.

Need help under-
standing the 
accounting cycle? 
Visit your Connect 
ebook video tab 
for a brief animated 
explanation.
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The Income Statement
The question, “What’s the bottom line?” derives from the income statement, where 
the bottom line shows the overall profit or loss of the company after taxes. Thus, the 
income statement is a financial report that shows an organization’s profitability over a 
period of time, be that a month, quarter, or year. By its very design, the income state-
ment offers one of the clearest possible pictures of the company’s overall revenues and 
the costs incurred in generating those revenues. Other names for the income statement 
include profit and loss (P&L) statement or operating statement. A sample income 
statement in word form with line-by-line explanations is presented in Table 14.3, while 
Table 14.4 presents the income statement of Microsoft for the years 2016, 2017 and 
2018. The income statement indicates the firm’s profitability or income (the bottom 
line), which is derived by subtracting the firm’s expenses from its revenues.

Revenue. Revenue is the total amount of money received (or promised) from the 
sale of goods or services, as well as from other business activities such as the rental 
of property and investments. Nonbusiness entities typically obtain revenues through 
donations from individuals and/or grants from governments and private foundations. 
One of the controversies in accounting has been when a business should recognize 
revenue. For instance, should an organization book revenue during a project or after 
the project is completed? Differences in revenue recognition have caused similar 
organizations to book different accounting results. Generally accepted practice is that 
firms should book revenue when “it satisfies a performance obligation by transferring 
a promised good or service to a customer.”6

For most manufacturing and retail concerns, the next major item included in the 
income statement is the cost of goods sold, the amount of money the firm spent (or 
promised to spend) to buy and/or produce the products it sold during the accounting 
period. This figure may be calculated as follows:

 Cost of goods sold = Beginning inventory + Interim purchases − Ending inventory 

income statement
a financial report that shows 
an organization’s profitability 
over a period of time—month, 
quarter, or year.

revenue
the total amount of money 
received from the sale of 
goods or services, as well 
as from related business 
activities.

cost of goods sold
the amount of money a firm 
spent to buy or produce the 
products it sold during the 
period to which the income 
statement applies.

Term Equivalent Term

Revenues Sales

Goods or services sold

Gross profit Gross income

Gross earnings

Operating income Operating profit

Earnings before interest and taxes (EBIT)

Income before interest and taxes (IBIT)

Income before taxes (IBT)
Earnings before taxes (EBT)

Profit before taxes (PBT)

Net income (NI) Earnings after taxes (EAT)

Profit after taxes (PAT)

Income available to common stockholders Earnings available to common stockholders

TABLE 14.2
Equivalent Terms in 
Accounting

Examine the various compo-
nents of an income statement 
in order to evaluate a firm’s 
“bottom line.”

LO 14-3
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Company Name for the Year Ended December 31

Revenues (sales) Total dollar amount of products sold (includes income from other business services such 
as rental-lease income and interest income).

  Less: Cost of goods sold The cost of producing the goods and services, including the cost of labor and raw 
materials as well as other expenses associated with production.

Gross profit The income available after paying all expenses of production.

  Less: Selling and administrative  
expense

The cost of promoting, advertising, and selling products as well as the overhead costs 
of managing the company. This includes the cost of management and corporate staff. 
One noncash expense included in this category is depreciation, which approximates 
the decline in the value of plant and equipment assets due to use over time. In most 
accounting statements, depreciation is not separated from selling and administrative 
expenses. However, financial analysts usually create statements that include this expense.

Income before interest and taxes  
(operating income or EBIT)

This line represents all income left over after operating expenses have been deducted. 
This is sometimes referred to as operating income because it represents all income 
after the expenses of operations have been accounted for. Occasionally, this is referred 
to as EBIT, or earnings before interest and taxes.

  Less: Interest expense Interest expense arises as a cost of borrowing money. This is a financial expense rather 
than an operating expense and is listed separately. As the amount of debt and the cost 
of debt increase, so will the interest expense. This covers the cost of both short-term 
and long-term borrowing.

Income before taxes  
(earnings before taxes—EBT)

The firm will pay a tax on this amount. This is what is left of revenues after subtracting 
all operating costs, depreciation costs, and interest costs.

  Less: Taxes The tax rate is specified in the federal tax code.

Net income This is the amount of income left after taxes. The firm may decide to retain all or a 
portion of the income for reinvestment in new assets. Whatever it decides not to keep 
will usually be paid out in dividends to its stockholders.

  Less: Preferred dividends If the company has preferred stockholders, they are first in line for dividends. That is 
one reason their stock is called “preferred.”

Income to common stockholders This is the income left for the common stockholders. If the company has a good year, 
there may be a lot of income available for dividends. If the company has a bad year, 
income could be negative. The common stockholders are the ultimate owners and risk 
takers. They have the potential for very high or very poor returns because they get 
whatever is left after all other expenses.

  Earnings per share Earnings per share is found by taking the income available to the common stockholders 
and dividing by the number of shares of common stock outstanding. This is income 
generated by the company for each share of common stock.

TABLE 14.3 Sample Income Statement
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(In millions, except per share amounts)

Year Ended June 30, 20 18 20 17 20 16

Revenue:

 Product $ 64,497 $ 63,8 1 1 $ 67,336

 Service and other  45,863  32,760  23,8 18

  Total revenue  1 10,360  96,57 1  9 1,1 54

Cost of revenue:

 Product  15,420  15,1 75  17,880

 Service and other  22,933  19,086  14,900

  Total cost of revenue  38,353  34,26 1  32,780

  Gross margin  72,007  62,3 10  58,374

Research and development  14,726  13,037  1 1 ,988

Sales and marketing  17,469  15,46 1  14,635

General and administrative  4,754  4,48 1  4,563

Impairment and restructuring  0  306  1 ,1 10

Operating income  35,058  29,025  26,078

Other income (expense), net  1.4 16  876  (439)

Income before income taxes  36,474  29,90 1  25,639

Provision for income taxes  19,903  4,4 12  5,100

Net income $ 16,57 1 $ 25,489 $ 20,539

Earnings per share:

 Basic $ 2.15 $ 3.29 $ 2.59

 Diluted $ 2.1 3 $ 3.25 $ 2.56

Weighted average shares outstanding:

 Basic  7,700  7,746  7,925

 Diluted  7,794  7,832  8,0 13

Cash dividends declared per common share $ 1.68 $ 1.56 $ 1.44

TABLE 14.4
Microsoft Corporation 
Consolidated Statement 
of Earnings (in millions 
except per share 
amounts)
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Let’s say that Anna’s Flowers began an accounting period with an inventory of 
goods for which it paid $5,000. During the period, Anna bought another $4,000 worth 
of goods, giving the shop a total inventory available for sale of $9,000. If, at the end 
of the accounting period, Anna’s inventory was worth $5,500, the cost of goods sold 
during the period would have been $3,500 ($5,000 + $4,000 − $5,500 = $3,500).  
If Anna had total revenues of $10,000 over the same period of time, subtracting the 
cost of goods sold ($3,500) from the total revenues of $10,000 yields the store’s gross 
income or profit (revenues minus the cost of goods sold required to generate the reve-
nues): $6,500. The same process occurs at Microsoft. As indicated in Table 14.4, the 
cost of goods sold was more than $38 billion in 2018. Notice that Microsoft calls it 
cost of revenues, rather than cost of goods sold.

Expenses. Expenses are the costs incurred in the day-to-day operations of an orga-
nization. Three common expense accounts shown on income statements are (1) selling,  
general, and administrative expenses; (2) research, development, and engineering 
expenses; and (3) interest expenses (remember that the costs directly attributable to 
selling goods or services are included in the cost of goods sold). Selling expenses 
include advertising and sales salaries. General and administrative expenses include 
salaries of executives and their staff and the costs of owning and maintaining the 
general office. Research and development costs include scientific, engineering, and 
marketing personnel and the equipment and information used to design and build pro-
totypes and samples. Interest expenses include the direct costs of borrowing money.

The number and type of expense accounts vary from organization to organiza-
tion. Included in the general and administrative category is a special type of expense 
known as depreciation, the process of spreading the costs of long-lived assets such as 
buildings and equipment over the total number of accounting periods in which they 
are expected to be used. Consider a manufacturer that purchases a $100,000 machine 
expected to last about 10 years. Rather than showing an expense of $100,000 in the 
first year and no expense for that equipment over the next nine years, the manufac-
turer is allowed to report depreciation expenses of $10,000 per year in each of the 
next 10 years because that better matches the cost of the machine to the years the 
machine is used. Each time this depreciation is “written off” as an expense, the book 
value of the machine is also reduced by $10,000. The fact that the equipment has a 
zero value on the firm’s balance sheet when it is fully depreciated (in this case, after 
10 years) does not necessarily mean that it can no longer be used or is economically 
worthless. Indeed, in some industries, machines used every day have been reported as 
having no book value whatsoever for more than 30 years.

Net Income. Net income (or net earnings) is the total profit (or loss) after all 
expenses, including taxes, have been deducted from revenue. Generally, accountants 
divide profits into individual sections such as operating income and earnings before 
interest and taxes. Like most companies, Microsoft presents not only the current 
year’s results, but also the previous two years’ income statements to permit compari-
son of performance from one period to another.

The Tax Cut and Jobs Act of 2017 became effective in 2018, causing Microsoft’s 
taxes for 2018 to increase and net income to decrease. The U.S. switched to a territo-
rial tax consistent with most developed countries where income is taxed where it is 
earned. The Tax Act of 2017 included a provision that all overseas income that had 
not been repatriated to the U.S. and taxed by the U.S. would now be taxed at 15.5 per-
cent as a one-time transaction. The law also reduced the statutory rate on corporate 

gross income
revenues minus the cost 
of goods sold required to 
generate the revenues.

profit
the difference between what 
it costs to make and sell a 
product and what a customer 
pays for it.

expenses
the costs incurred in the 
day-to-day operations of an 
organization.

depreciation
the process of spreading the 
costs of long-lived assets such 
as buildings and equipment 
over the total number of 
accounting periods in which 
they are expected to be used.

net income
the total profit (or loss) after 
all expenses, including taxes, 
have been deducted from 
revenue; also called net 
earnings.
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Interpret a company’s balance 
sheet to determine its current 
financial position.

LO 14-4

income from 35 percent to 21 percent. The one-time 
impact was to increase Microsoft’s taxes by $13.7 
billion. So, the decline in net income you observe is 
not an indication that Microsoft’s business has suf-
fered, just a one-time hit to cash flow. The impact of 
the tax changes will show up in the statement of cash 
flow and the ratio analysis later in the chapter.

Temporary Nature of the Income Statement 
Accounts. Companies record their operational 
activities in the revenue and expense accounts during 
an accounting period. Gross profit, earnings before 
interest and taxes, and net income are the results of 
calculations made from the revenues and expenses 
accounts; they are not actual accounts. At the end 
of each accounting period, the dollar amounts in all 
the revenue and expense accounts are moved into an 
account called “Retained Earnings,” one of the own-

ers’ equity accounts. Revenues increase owners’ equity, while expenses decrease it. 
The resulting change in the owners’ equity account is exactly equal to the net income. 
This shifting of dollar values from the revenue and expense accounts allows the firm 
to begin the next accounting period with zero balances in those accounts. Zeroing 
out the balances enables a company to count how much it has sold and how many 
expenses have been incurred during a period of time. The basic accounting equation 
(Assets = Liabilities + Owners’ equity) will not balance until the revenue and expense 
account balances have been moved or “closed out” to the owners’ equity account.

One final note about income statements: You may remember that corporations 
may choose to make cash payments called dividends to shareholders out of their net 
earnings. When a corporation elects to pay dividends, it decreases the cash account 
(in the assets category of the balance sheet) as well as a capital account (in the own-
ers’ equity category of the balance sheet). During any period of time, the owners’ 
equity account may change because of the sale of stock (or contributions/withdrawals 
by owners), the net income or loss, or the dividends paid.

The Balance Sheet
The second basic financial statement is the balance sheet, which presents a “snap-
shot” of an organization’s financial position at a given moment. As such, the balance 
sheet indicates what the organization owns or controls and the various sources of the 
funds used to pay for these assets, such as bank debt or owners’ equity.

The balance sheet takes its name from its reliance on the accounting equation: 
Assets must equal liabilities plus owners’ equity. Table 14.5 provides a sample bal-
ance sheet in word form with line-by-line explanations. Unlike the income state-
ment, the balance sheet does not represent the result of transactions completed over 
a specified accounting period. Instead, the balance sheet is, by definition, an accu-
mulation of all financial transactions conducted by an organization since its found-
ing. Following long-established traditions, items on the balance sheet are listed on 
the basis of their original cost less accumulated depreciation, rather than their pres-
ent values.

Balance sheets are often presented in two different formats. The traditional bal-
ance sheet format placed the organization’s assets on the left side and its liabilities 

balance sheet
a “snapshot” of an 
organization’s financial 
position at a given moment.

Walmart is the largest company in the United States, with more than 
$485 billion in revenue.

©Quality HD/Shutterstock
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Going Green

Stranded Assets Pose a Financial 
and Environmental Risk
The term stranded assets is becoming more popular in finan-
cial reporting, especially for the oil and gas industry. Stranded 
assets are assets that are not recoverable. These assets come 
with a high environmental price and have the potential to be 
left unused if tougher environmental regulations are passed. For 
the oil and gas industry, this may mean more untapped oil and 
gas reserves. Stranded assets create significant risk for com-
panies and their shareholders. According to the CDP—a group 
that gathers environmental data for shareholders—deforestation 
alone could result in $1 trillion of stranded assets for public com-
panies, particularly those in the oil, lumber, and cattle industries.

As a result, more companies have begun to report environ-
mental risks in their financial reports. One survey found that 27 
percent of the risks identified in company sustainability reports 
were being reported in financial reports as well. Attracting 

(or appeasing) investors is one of the largest drivers of this 
trend. Additionally, if climate risk could potentially impact a 
firm’s bottom line or the value of its assets, failing to report 
this information could be seen as misleading. For instance, the 
Securities and Exchange Commission investigated whether 
ExxonMobil had valued some of its assets correctly to account 
for increasing environmental regulations. This shift toward 
greener accountability has implications for the possible devel-
opment of generally accepted accounting principles for sus-
tainability concerns.7

Critical Thinking Questions
 1. Should companies include environmental costs, or 

“stranded assets,” into its accounting statements?
 2. How might climate change and other environmental risks 

negatively impact a firm’s assets or bottom line?
 3. What might be some advantages to reporting and moni-

toring environmental costs?

Typical Company December 31

Assets This is the major category for all physical, monetary, or intangible goods that have some 
dollar value.

Current assets Assets that are either cash or are expected to be turned into cash within the next 12 months.

 Cash Cash or checking accounts.

 Marketable securities Short-term investments in securities that can be converted to cash quickly (liquid assets).

 Accounts receivable Cash due from customers in payment for goods received. These arise from sales made on 
credit.

 Inventory Finished goods ready for sale, goods in the process of being finished, or raw materials used 
in the production of goods.

 Prepaid expense A future expense item that has already been paid, such as insurance premiums or rent.

  Total current assets The sum of the above accounts.

Fixed assets Assets that are long term in nature and have a minimum life expectancy that exceeds one year.

 Investments Assets held as investments rather than assets owned for the production process. Most often, 
the assets include small ownership interests in other companies.

  Gross property, plant, and  
equipment

Land, buildings, and other fixed assets listed at original cost.

TABLE 14.5 Sample Balance Sheet

(continued)
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Typical Company December 31

   Less: Accumulated  
depreciation

The accumulated expense deductions applied to all plant and equipment over their life. Land 
may not be depreciated. The total amount represents, in general, the decline in value as 
equipment gets older and wears out. The maximum amount that can be deducted is set by 
the U.S. Federal Tax Code and varies by type of asset.

  Net property, plant,  
and equipment

Gross property, plant, and equipment minus the accumulated depreciation. This amount 
reflects the book value of the fixed assets and not their value if sold.

 Other assets Any other asset that is long term and does not fit into the preceding categories. It could be 
patents or trademarks.

  Total fixed assets The sum of the above accounts.

   Total assets The sum of all the asset values.

Liabilities and stockholders’  
equity

This is the major category. Liabilities refer to all indebtedness and loans of both a long-term 
and short-term nature. Stockholders’ equity refers to all money that has been contributed to 
the company over the life of the firm by the owners.

Current liabilities Short-term debt expected to be paid off within the next 12 months.

 Accounts payable Money owed to suppliers for goods ordered. Firms usually have between 30 and 90 days to 
pay this account, depending on industry norms.

 Wages payable Money owed to employees for hours worked or salary. If workers receive checks every two 
weeks, the amount owed should be no more than two weeks’ pay.

 Taxes payable Firms are required to pay corporate taxes quarterly. This refers to taxes owed based on 
earnings estimates for the quarter.

 Notes payable Short-term loans from banks or other lenders.

 Other current liabilities The other short-term debts that do not fit into the preceding categories.

  Total current liabilities The sum of the preceding accounts.

Long-term liabilities All long-term debt that will not be paid off in the next 12 months.

 Long-term debt Loans of more than one year from banks, pension funds, insurance companies, or other 
lenders. These loans often take the form of bonds, which are securities that may be bought 
and sold in bond markets.

 Deferred income taxes This is a liability owed to the government but not due within one year.

 Other long-term liabilities Any other long-term debt that does not fit the preceding two categories.

  Total long-term liabilities The sum of the preceding accounts.

   Total liabilities The sum of all liability values.

Stockholders’ equity The following three categories are the owners’ investment in the company.

 Common stock The tangible evidence of ownership is a security called common stock. The par value is 
stated value and does not indicate the company’s worth.

  Capital in excess of par (a.k.a. 
contributed capital)

When shares of stock were sold to the owners, they were recorded at the price at the time 
of the original sale. If the price paid was $10 per share, the extra $9 per share would show 
up in this account at 100,000 shares times $9 per share, or $900,000.

TABLE 14.5 Sample Balance Sheet (continued)
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TABLE 14.5 Sample Balance Sheet (continued)

Typical Company December 31

 Retained earnings The total amount of earnings the company has made during its life and not paid out to its 
stockholders as dividends. This account represents the owners’ reinvestment of earnings  
into company assets rather than payments of cash dividends. This account does not  
represent cash.

 Total stockholders’ equity This is the sum of the preceding equity accounts representing the owners’ total investment in 
the company.

   Total liabilities and 
stockholders’ equity

The total short-term and long-term debt of the company plus the owners’ total investment. 
This combined amount must equal total assets.

and owners’ equity on the right. More recently, a vertical format, with assets on top 
followed by liabilities and owners’ equity, has gained wide acceptance. Microsoft’s 
balance sheet is presented in Table  14.6. In the sections that follow, we’ll briefly 
describe the basic items found on the balance sheet; we’ll take a closer look at a num-
ber of these in the “Financial Management and Securities Markets” chapter.

Assets. All asset accounts are listed in descending order of liquidity—that is, how 
quickly each could be turned into cash. Current assets, also called short-term assets, 
are those that are used or converted into cash within the course of a calendar year. 
Cash is followed by temporary investments, accounts receivable, and inventory, in 
that order. Accounts receivable refers to money owed the company by its clients or 
customers who have promised to pay for the products at a later date. Accounts receiv-
able usually includes an allowance for bad debts that management does not expect to 
 collect. The bad-debts adjustment is normally based on historical collections expe-
rience and is deducted from the accounts receivable balance to present a more real-
istic view of the payments likely to be received in the future, called net receivables. 
Inventory may be held in the form of raw materials, work-in-progress, or  finished 
goods ready for delivery.

Long-term or fixed assets represent a commitment of organizational funds of at 
least one year. Items classified as fixed include long-term investments, such as plants 
and equipment, and intangible assets, such as corporate “goodwill,” or reputation, as 
well as patents and trademarks.

Liabilities. As seen in the accounting equation, total assets must be financed 
either through borrowing (liabilities) or through owner investments (owners’ equity). 
Current liabilities include a firm’s financial obligations to short-term creditors, which 
must be repaid within one year, while long-term liabilities have longer repayment 
terms. Accounts payable represents amounts owed to suppliers for goods and services 
purchased with credit. For example, if you buy gas with a BP credit card, the purchase 
represents an account payable for you (and an account receivable for BP). Other lia-
bilities include wages earned by employees but not yet paid and taxes owed to the 
government. Occasionally, these accounts are consolidated into an accrued expenses 
account, representing all unpaid financial obligations incurred by the organization.

Owners’ Equity. Owners’ equity includes the owners’ contributions to the orga-
nization along with income earned by the organization and retained to finance 

current assets
assets that are used or 
converted into cash within 
the course of a calendar 
year; also called short-term 
assets.

accounts receivable
money owed a company by 
its clients or customers who 
have promised to pay for the 
products at a later date.

current liabilities
a firm’s financial obligations 
to short-term creditors, which 
must be repaid within one year.

accounts payable
the amount a company owes 
to suppliers for goods and 
services purchased with 
credit.

accrued expenses
all unpaid financial 
obligations incurred by an 
organization.
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(In millions)

June 30, 20 18 20 17

Assets

Current assets:

 Cash and cash equivalents $ 1 1,946 $ 7,663

 Short-term investments  12 1,822  125,3 18

  Total cash, cash equivalents, and short-term investments  133,768  132,98 1

 Accounts receivable, net of allowance for doubtful accounts of $377 and $345  26,48 1  22,43 1

 Inventories  2,662  2,18 1

 Other  6,75 1  5,103

  Total current assets  1 69,662  162,696

Property and equipment, net of accumulated depreciation of $29,223 and $24,179  29,460  23,734

Operating lease right-of-use assets  6,686  6,555

Equity and other investments  1 ,862  6,023

Goodwill  35,683  35,122

Intangible assets, net  8,053  10,106

Other long-term assets  7,442  6,076

   Total assets $ 258,848 $ 250,3 1 2

Liabilities and stockholders’ equity

Current liabilities:

 Accounts payable $ 8,6 17 $ 7,390

 Short-term debt  0  9,072

 Current portion of long-term debt  3,998  1,049

 Accrued compensation  6,103  5,8 19

 Short-term income taxes  2,12 1  7 18

 Short-term unearned revenue  28,905  24,0 13

 Other  8,744  7,684

  Total current liabilities  58,488  55,745

Long-term debt  72,242  76,073

Long-term income taxes  30,265  13,485

Long-term unearned revenue  3,8 15  2,643

Deferred income taxes  54 1  5,734

Operating lease liabilities  5,568  5,372

Other long-term liabilities  5,2 1 1  3,549

  Total liabilities  1 76, 1 30  162,60 1

TABLE 14.6  Microsoft Corporation Consolidated Balance Sheets (in millions, except per share data)
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(In millions)

June 30, 20 18 20 17

Commitments and contingencies

Stockholders’ equity:

 Common stock and paid-in capital – shares authorized 24,000; outstanding 7,677 and 7,708  7 1 ,223  69,3 15

 Retained earnings  13,682  17,769

 Accumulated other comprehensive income (loss)  (2,187)  627

  Total stockholders’ equity  82,7 18  87,7 1 1

   Total liabilities and stockholders’ equity $ 258,848 $ 250,3 12

TABLE 14.6  Microsoft Corporation Consolidated Balance Sheets (in millions, except per share data) (continued)

continued growth and development. If the organization were to sell off all of its 
assets and pay off all of its liabilities, any remaining funds would belong to the own-
ers. Not surprisingly, the accounts listed as owners’ equity on a balance sheet may 
differ dramatically from company to company. Corporations sell stock to investors, 
who then become the owners of the firm. Many corporations issue two, three, or 
even more different classes of common and preferred stock, each with different divi-
dend payments and/or voting rights. Google has three classes of stock, with the class 
B stock having more voting rights than class A shares. These are sometimes called 
founder’s shares and allow the founders to maintain control over the company even 
though they do not own the majority of the shares. Ford Motor has the same type of 
voting structure. Because each type of stock issued represents a different claim on 
the organization, each must be represented by a separate owners’ equity account, 
called contributed capital.

The Statement of Cash Flows
The third primary financial statement is called the statement of cash flows, which 
explains how the company’s cash changed from the beginning of the accounting 
period to the end. Cash, of course, is an asset shown on the balance sheet, which pro-
vides a snapshot of the firm’s financial position at one point in time. However, many 
investors and other users of financial statements want more information about the 
cash flowing into and out of the firm than is provided on the balance sheet in order to 
better understand the company’s financial health. The statement of cash flows takes 
the cash balance from one year’s balance sheet and compares it with the next while 
providing detail about how the firm used the cash. Table 14.7 presents Microsoft’s 
statement of cash flows.

The change in cash is explained through details in three categories: cash from 
(used for) operating activities, cash from (used for) financing activities, and cash 
from (used for) investing activities.

Cash from operating activities is calculated by combining the changes in the reve-
nue accounts, expense accounts, current asset accounts, and current liability accounts. 
This category of cash flows includes all the accounts on the balance sheet that relate 
to computing revenues and expenses for the accounting period. If this amount is a 

statement of cash flows
explains how the company’s 
cash changed from the 
beginning of the accounting 
period to the end.
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(In millions)

Year Ended June 30, 20 18 20 17 20 16

Operations

Net income $ 16,57 1 $ 25,489 $ 20,539

Adjustments to reconcile net income to net cash from operations:

 Asset impairments  0  0  630

 Depreciation, amortization, and other  10,26 1  8,778  6,622

 Stock-based compensation expense  3,940  3,266  2,668

 Net recognized gains on investments and derivatives  (2,2 12)  (2,073)  (223)

 Deferred income taxes  (5,143)  (829)  2,479

 Changes in operating assets and liabilities:

  Accounts receivable  (3,862)  (1,2 16)  562

  Inventories  (465)  50  600

  Other current assets  (952)  1,028  (1,2 12)

  Other long-term assets  (285)  (9 17)  (1,1 10)

  Accounts payable  1 ,148  8 1  88

  Unearned revenue  5,922  3,820  2,565

  Income taxes  18,183  1,792  (298)

  Other current liabilities  798  356  (179)

  Other long-term liabilities  (20)  (1 1 8)  (406)

   Net cash from operations  43,884  39,507  33,325

Financing

Proceeds from issuance (repayments) of short-term debt, maturities of  
90 days or less, net

 (7,324)  (4,963)  7,1 95

Proceeds from issuance of debt  7,183  44,344  13,884

Repayments of debt  (10,060)  (7,922)  (2,796)

Common stock issued  1,002  772  668

Common stock repurchased  (10,72 1)  (1 1,788)  (15,969)

Common stock cash dividends paid  (12,699)  (1 1,845)  (1 1,006)

Other, net  (97 1)  (1 90)  (369)

   Net cash from (used in) financing  (33,590)  8,408  (8,393)

Investing

TABLE 14.7 Microsoft Consolidated Statements of Cash Flows (in millions)
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positive number, as it is for Microsoft, then the business is making extra cash that it 
can use to invest in increased long-term capacity or to pay off debts such as loans or 
bonds.

Cash from financing activities is calculated from changes in the long-term liability 
accounts and the contributed capital accounts in owners’ equity. If this amount is neg-
ative, the company is likely paying off long-term debt or returning contributed capital 
to investors. In the case of Microsoft, it sold debt and repurchased $10.721 billion 
of its own stock and paid dividends of $12.699 billion, which resulted in a negative 
$33.590 billion cash flow from financing.

Finally, cash from investing activities is calculated from changes in the long-term 
or fixed asset accounts. If this amount is negative, as is the case with Microsoft, 
we can see that the company bought $11.632 billion of property and equipment. It 
also purchased $137.380 billion of investments and sold $117.577 billion of invest-
ments and had $26.360 billion of investments mature for a total negative cash flow of 
$5.061 billion. A positive figure usually indicates a business that is selling off exist-
ing long-term assets and reducing its capacity for the future. So a negative number in 
this category is not a bad thing.

Ratio Analysis: Analyzing Financial Statements
The income statement shows a company’s profit or loss, while the balance sheet item-
izes the value of its assets, liabilities, and owners’ equity. Together, the two statements 
provide the means to answer two critical questions: (1) How much did the firm make 
or lose? and (2) How much is the firm presently worth based on historical values 

(In millions)

Year Ended June 30, 20 18 20 17 20 16

Additions to property and equipment  (1 1,632)  (8,129)  (8,343)

Acquisition of companies, net of cash acquired, and purchases of 
intangible and other assets

 (888)  (25,944)  (1,393)

Purchases of investments  (137,380)  (176,905)  (129,758)

Maturities of investments  26,360  28,044  22,054

Sales of investments  1 1 7,577  136,350  93,287

Securities lending payable  (98)  (1 97)  203

   Net cash used in investing  (6,06 1)  (46,78 1)  (23,950)

Effect of foreign exchange rates on cash and cash equivalents  50  19  (67)

Net change in cash and cash equivalents  4,283  1,1 53  9 15

Cash and cash equivalents, beginning of period  7,663  6,5 10  5,595

Cash and cash equivalents, end of period $ 1 1,946 $ 7,663 $ 6,5 10

Analyze financial statements, 
using ratio analysis, to evaluate 
a company’s performance.

LO 14-5

TABLE 14.7  Microsoft Consolidated Statements of Cash Flows (in millions) (continued)
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found on the balance sheet? Ratio analysis, calculations that measure an organiza-
tion’s financial health, brings the complex information from the income statement 
and balance sheet into sharper focus so that managers, lenders, owners, and other 
interested parties can measure and compare the organization’s productivity, profit-
ability, and financing mix with other similar entities.

As you know, a ratio is simply one number divided by another, with the result 
showing the relationship between the two numbers. For example, we measure fuel 
efficiency with miles per gallon. This is how we know that 55 mpg in a Toyota Prius 
is much better than the average car. We use ratios in all sports, such as earned run 
and batting averages in baseball, field goal percentage in basketball, and percentage 
of passes completed in football. But, to make sense out of ratios, you have to know 
what you want to measure. Financial ratios are used to weigh and evaluate a firm’s 
performance. An absolute value such as earnings of $70,000 or accounts receivable 
of $200,000 almost never provides as much useful information as a well-constructed 
ratio. Whether those numbers are good or bad depends on their relation to other num-
bers. If a company earned $70,000 on $700,000 in sales (a 10 percent return), such 
an earnings level might be quite satisfactory. The president of a company earning this 
same $70,000 on sales of $7 million (a 1 percent return), however, should probably 
start looking for another job!

Ratios by themselves are not very useful. What matters is the relationship of the 
calculated ratios to the previous years performance, comparison to its competitors 
and the company’s stated goals. Remember, while the profitability, asset utilization, 
liquidity, debt ratios, and per share data we’ll look at here can be very useful, you will 
never see the forest by looking only at the trees.

Profitability Ratios
Profitability ratios measure how much operating income or net income an organiza-
tion is able to generate relative to its assets, owners’ equity, and sales. The numerator 
(top number) used in these examples is always the net income after taxes. Common 
profitability ratios include profit margin, return on assets, and return on equity. The 
following examples are based on the 2018 income statement and balance sheet for 
Microsoft, as shown in Tables 14.4 and 14.6. Except where specified, all data are 
expressed in millions of dollars.

Microsoft’s 2018 revenue grew $13.8 billion, driven by a $13 billion increase in 
service revenues that can mainly be attributed to Microsoft’s successful commercial 
cloud storage business. Net income declined due to the $13.7 billion tax put in place 
by the Tax Cut and Jobs Act of 2017 mentioned previously.

The profit margin, computed by dividing net income by sales, shows the overall 
percentage of profits earned by the company. It is based solely upon data obtained 
from the income statement. The higher the profit margin, the better the cost controls 
within the company and the higher the return on every dollar of revenue. Microsoft’s 
profit margin is calculated as follows:

  

Profit margin

  

=

  

  
Net income

 _________ Sales  

    
 
  

=
  
  
$16, 571

 _______ $110, 360  
    

 

  

=

  

15.02%

   

ratio analysis
calculations that measure 
an organization’s financial 
health.

profitability ratios
ratios that measure the 
amount of operating 
income or net income an 
organization is able to 
generate relative to its assets, 
owners’ equity, and sales.

profit margin
net income divided by sales.
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Thus, for every $1 in sales, Microsoft generated profits after taxes of almost  
15 cents.

Return on assets, net income divided by assets, shows how much income the firm 
produces for every dollar invested in assets. A company with a low return on assets 
is probably not using its assets very productively—a key managerial failing. For its 
computation, the return on assets calculation requires data from both the income 
statement and the balance sheet.

  

Return on assets

  

=

  

  
Net income

 _________ Total assets  

    
 
  

=
  
  
$16, 571

 _______ $258, 848  
    

 

  

=

  

6.40%

   

In the case of Microsoft, every $1 of assets generated a return of 6.4 percent, or 
profits of 6.4 cents per dollar.

Stockholders are always concerned with how much money they will make on their 
investment, and they frequently use the return on equity ratio as one of their key 
performance yardsticks. Return on equity (also called return on investment [ROI]), 
calculated by dividing net income by owners’ equity, shows how much income is 
generated by each $1 the owners have invested in the firm. Obviously, a low return 
on equity means low stockholder returns and may indicate a need for immediate man-
agerial attention. Because some assets may have been financed with debt not con-
tributed by the owners, the value of the owners’ equity is usually considerably lower 
than the total value of the firm’s assets. Microsoft’s return on equity is calculated as 
follows:

  

Return on equity

  

=

  

  
Net income

  _________  Stockholders’ equity   

     
 
  

=
  
  
$16, 571

 _______ $82, 718  
    

 

  

=

  

20.03%

   

For every dollar invested by Microsoft stockholders, the company earned a 
20.03 percent return, or 20.03 cents per dollar invested.

Asset Utilization Ratios
Asset utilization ratios measure how well a firm uses its assets to generate each $1 
of sales. Obviously, companies using their assets more productively will have higher 
returns on assets than their less efficient competitors. Similarly, managers can use 
asset utilization ratios to pinpoint areas of inefficiency in their operations. These 
ratios (receivables turnover, inventory turnover, and total asset turnover) relate bal-
ance sheet assets to sales, which are found on the income statement.

The receivables turnover, sales divided by accounts receivable, indicates how 
many times a firm collects its accounts receivable in one year. It also demonstrates 
how quickly a firm is able to collect payments on its credit sales. Obviously, no pay-
ments means no profits. Microsoft collected its receivables 4.17 times per year, which 
translates to about 86 days that receivables are outstanding. These ratios are based 

return on assets
net income divided by assets.

return on equity
net income divided by 
owners’ equity; also called 
return on investment (ROI).

asset utilization ratios
ratios that measure how 
well a firm uses its assets to 
generate each $1 of sales.

receivables turnover
sales divided by accounts 
receivable.
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on a 360 day year. This is most likely due to the trade terms it gives its corporate 
customers.

  

Receivables turnover

  

=

  

  
Sales
 _________ Receivables  

    
 
  

=
  
  
$110, 360

 ______ $26, 481  
    

 

  

=

  

4.17 times per year

  

Inventory turnover, sales divided by total inventory, indicates how many times a 
firm sells and replaces its inventory over the course of a year. A high inventory turn-
over ratio may indicate great efficiency but may also suggest the possibility of lost 
sales due to insufficient stock levels. Microsoft’s inventory turnover indicates that 
it replaced its inventory 41.46 times last year, or about every 8.7 days. This high 
inventory turnover is a reflection that Microsoft has very little physical inventory and 
instead downloads its Windows programs over the Internet.

  

Inventory turnover

  

=

  

  
Sales

 ________ Inventory   

    
 
  

=
  
  
$110, 360

 ______ $2, 662  
    

 

  

=

  

41.46 times per year

  

Accountants often like to calculate inventory turnover using cost of goods sold 
in the numerator because inventory is carried on the books at cost and so is cost of 
goods sold. Financial analysts prefer sales in the numerator to measure the efficiency 
of inventory in producing revenues. Microsoft has very little physical inventory as 
opposed to an industrial company so using cost of goods sold would not provide 
much meaningful information.

Total asset turnover, sales divided by total assets, measures how well an organi-
zation uses all of its assets in creating sales. It indicates whether a company is using 
its assets productively. Microsoft generated $0.43 in sales for every $1 in total cor-
porate assets. The cause of this low total asset turnover is the large cash balance that 
Microsoft has on its balance sheet. Cash does not produce sales dollars. At the end of 
2018 more than 50 percent of its assets were held in cash or cash equivalents.

  

Total asset turnover

  

=

  

  
Sales
 ________ Total assets   

    
 
  

=
  
  
$110, 360

 _______ $258, 848  
    

 

  

=

  

0.43 times per year

  

Liquidity Ratios
Liquidity ratios compare current (short-term) assets to current liabilities to indicate 
the speed with which a company can turn its assets into cash to meet debts as they fall 
due. High liquidity ratios may satisfy a creditor’s need for safety, but ratios that are 
too high may indicate that the organization is not using its current assets efficiently. 
Liquidity ratios are generally best examined in conjunction with asset utilization 
ratios because high turnover ratios imply that cash is flowing through an organization 

inventory turnover
sales divided by total 
inventory.

total asset turnover
sales divided by total assets.

liquidity ratios
ratios that measure the speed 
with which a company can 
turn its assets into cash to 
meet short-term debt.
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very quickly—a situation that dramatically reduces the need for the type of reserves 
measured by liquidity ratios.

The current ratio is calculated by dividing current assets by current liabilities. 
Microsoft’s current ratio indicates that for every $1 of current liabilities, the firm 
had $2.90 of current assets on hand. The relatively high current ratio is also due to 
the $133,768 billion of cash, cash equivalents, and short-term investments on hand, 
which is part of the current asset total.

  

Current ratio

  

=

  

  
Current assets

  _____________  Current liabilities   

    
 
  

=
  
  
$169, 662

 _______ $58, 488  
   

 

  

=

  

2.90 times

   

The quick ratio (also known as the acid test) is a far more stringent measure of 
liquidity because it eliminates inventory, the least liquid current asset. It measures 
how well an organization can meet its current obligations without resorting to the sale 
of its inventory. Because Microsoft has so little inventory, the quick ratio at 2.86 times 
is almost the same as the current ratio.

  

Quick ratio

  

=

  

  
Current assets − Inventory

   __________________  Current liabilities   

     
 
  

=
  
  
$167, 000

 _______ $58, 488  
   

 

  

=

  

2.86 times

   

Debt Utilization Ratios
Debt utilization ratios provide information about how much debt an organization is 
using relative to other sources of capital, such as owners’ equity. Because the use of 
debt carries an interest charge that must be paid regularly regardless of profitabil-
ity, debt financing is much riskier than equity. Unforeseen negative events such as 
recessions affect heavily indebted firms to a far greater extent than those financed 
exclusively with owners’ equity. Because of this and other factors, the managers of 
most firms tend to keep debt-to-asset levels below 50 percent. However, firms in very 
stable and/or regulated industries, such as electric utilities, often are able to carry debt 
ratios well in excess of 50 percent with no ill effects.

The debt to total assets ratio indicates how much of the firm is financed by debt 
and how much by owners’ equity. To find the value of Microsoft’s total debt, you 
must add current liabilities to long-term debt and other liabilities.

  

Debt to total assets

  

=

  

  
Debt (Assets − Equity)

  ________________  Total assets  

     
 
  

=
  
  
$176, 130

 _______ $258, 848  
    

 

  

=

  

68%

   

Thus, for every $1 of Microsoft’s total assets, 68 percent is financed with debt. 
The remaining 32 percent is provided by owners’ equity. Debt to total assets increased 
from 45 percent to 68 percent from 2013 to 2018 as Microsoft took advantage of low 
interest rates to sell debt and repurchase common stock.

current ratio
current assets divided by 
current liabilities.

quick ratio (acid test)
a stringent measure of 
liquidity that eliminates 
inventory.

debt utilization ratios
ratios that measure how 
much debt an organization 
is using relative to other 
sources of capital, such as 
owners’ equity.

debt to total assets ratio
a ratio indicating how much 
of the firm is financed by 
debt and how much by 
owners’ equity.
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The times interest earned ratio, operating income divided by interest expense, is a 
measure of the safety margin a company has with respect to the interest payments it 
must make to its creditors. A low times interest earned ratio indicates that even a small 
decrease in earnings may lead the company into financial straits. Microsoft had so little 
interest expense that it did not list it as a separate item on the income statement. In this 
case, the analyst has to go searching through the footnotes to the financial statements. 
We find that interest expense was $2,733 billion. Putting this into the calculation, we find 
that interest expense is covered 5.06 times by operating income. Even though it is down 
from 10.47 times in 2018 because of the one time tax payment that reduced income, a 
lender would have no worries about receiving interest payments from Microsoft.

  

Times interest earned

  

=

  

  
Income before interest and taxes

   ______________________  Interest  

      
 
  

=
  
  
$13, 838

 ______ $2, 733  
    

 

  

=

  

5.06 times

   

Per Share Data
Investors may use per share data to compare the performance of one company with 
another on an equal, or per share, basis. Generally, the more shares of stock a com-
pany issues, the less income is available for each share.

Earnings per share is calculated by dividing net income or profit by the number of 
shares of stock outstanding. This ratio is important because yearly changes in earn-
ings per share, in combination with other economy-wide factors, determine a compa-
ny’s overall stock price. When earnings go up, so does a company’s stock price—and 
so does the wealth of its stockholders.

  

 
Diluted earnings

     per share  

  

=

  

  
Net income

  ___________________________   Number of shares outstanding (diluted)  

      
 
  

=
  
  
$16, 571

 ______ 7, 794  
    

 

  

=

  

$2.13 

   

We can see from the income statement that Microsoft’s basic earnings per share 
increased from $2.59 per share in 2016 to $3.29 in 2017 and declined to $2.12 in 2018 
because of the one-time tax on earnings held over seas. Financial analysts expect the 
company’s earnings per share to improve. You can see from the income statement that 
diluted earnings per share include more shares than the basic calculation; this is because 
diluted shares include potential shares that could be issued due to the exercise of stock 
options or the conversion of certain types of debt into common stock. Investors gener-
ally pay more attention to diluted earnings per share than basic earnings per share.

Dividends per share are paid by the corporation to the stockholders for each share 
owned. The payment is made from earnings after taxes by the corporation but is tax-
able income to the stockholder. Thus, dividends result in double taxation: The cor-
poration pays tax once on its earnings, and the stockholder pays tax a second time on 
his or her dividend income. Since 2004, Microsoft has raised its dividend every year, 
from $0.16 per share to $1.68 per share. Note that the shares listed on the income 
statement versus shares listed as outstanding on the balance sheet are not the same. 
Share count for earnings per share are weighted average shares over the year. The 

times interest earned ratio
operating income divided by 
interest expense.

per share data
data used by investors to 
compare the performance of 
one company with another 
on an equal, per share, basis.

earnings per share
net income or profit divided 
by the number of stock 
shares outstanding.

dividends per share
the actual cash received for 
each share owned.
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Responding to Business Challenges

How Data Analytics Is Changing the 
World of Accounting
Data analytics is the next frontier in accounting. While data 
analytics can be simple, today the term is most often used 
to describe the analysis of large volumes of data and/or 
high-velocity data, which presents unique computational and 
data-handling challenges.

Certified public accountants (CPAs) are constantly using 
data analytics in daily tasks. There are four types of data ana-
lytics: descriptive analytics (“What’s happening?”), diagnostic 
analytics (“Why did it happen?”), predictive analytics (“What’s 
going to happen?”), and prescriptive analytics (“What should 
happen?”). Descriptive analytics includes the categorization 
and classification of information. Accurate reporting with large 
quantities of data is a hallmark of solid accounting practices. 
Diagnostic analytics monitors changes in data. Accountants 
regularly analyze variances and calculate historical perfor-
mance as an indicator of future performance. Predictive ana-
lytics assesses the likelihood of future outcomes. Accountants 
are instrumental in building forecasts and identifying patterns 

that shape those forecasts. Prescriptive analytics is used 
to create tangible actions and critical business decisions. 
Accountants use these forecasts to make recommendations for 
future growth opportunities.

Data analytics offers challenges and opportunities for CPAs. 
The challenges include obtaining the skills needed to initi-
ate and support data analytics activities, as well as altering 
the present audit model to include appropriate audit analyt-
ics techniques. Opportunities include a technology-rich audit 
model and the ability to provide data analytics expertise to 
clients. With the mastery of data analytics, businesses can 
generate a higher profit margin and gain meaningful compet-
itive advantages.8

Critical Thinking Questions
 1. What types of opportunities are data analytics providing 

for CPAs?
 2. Describe the different types of analytics and how they can 

be utilized in the accounting field.
 3. What do you think will happen to CPAs that do not master 

data analytics techniques?

shares on the balance sheet are those outstanding at the year’s end and do not neces-
sarily represent the shares on which dividends were actually paid.

  

Dividends per share

  

=

  

  
Dividends paid

   ____________________________    Number of shares outstanding (year end)  

      
 
  

=
  
  
$12, 917

 ______ 7, 677  
    

 

  

=

  

$1.68 

   

Importance of Integrity in Accounting
The financial crisis and the recession that followed provided another example of a 
failure in accounting reporting. Many firms attempted to exploit loopholes and manip-
ulate accounting processes and statements. Banks and other financial institutions 
often held assets off their books by manipulating their accounts. If the accountants, 
the SEC, and the bank regulators had been more careful, these types of transactions 
would have been discovered and corrected.

On the other hand, strong compliance to accounting principles creates trust 
among stakeholders. Accounting and financial planning is important for all orga-
nizational entities, even cities. The City of Maricopa in Arizona received the 
Government Finance Officers Association of the United States and Canada (GFOA) 
Distinguished Budget Presentation Award for its governmental budgeting. The city 
scored proficient in its policy, financial plan, operations guide, and communica-
tions device. Integrity in accounting is crucial to creating trust, understanding the 
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financial position of an organization or entity, and making financial decisions that 
will benefit the organization.10

It is most important to remember that integrity in accounting processes requires 
ethical principles and compliance with both the spirit of the law and professional 
standards in the accounting profession. Most states require accountants preparing to 
take the CPA exam to take accounting ethics courses. Transparency and accuracy 
in reporting revenue, income, and assets develops trust from investors and other 
stakeholders.

Do you like numbers and finances? Are you detail oriented, a 
perfectionist, and highly accountable for your decisions? If so, 
accounting may be a good field for you. If you are interested 
in accounting, there are always job opportunities available 
no matter the state of the economy. Accounting is one of the 
most secure job options in business. Of course, becoming an 
accountant is not easy. You will need at least a bachelor’s 
degree in accounting to get a job, and many positions require 
additional training. Many states demand coursework beyond 
the 120 to 150 credit hours collegiate programs require for 
an accounting degree. If you are really serious about getting 
into the accounting field, you will probably want to consider 
getting your master’s in accounting and taking the CPA exam. 
The field of accounting can be complicated, and the extra 
training provided through a master’s in accounting program 
will prove invaluable when you go out looking for a good job. 
Accounting is a volatile discipline affected by changes in leg-
islative initiatives.

With corporate accounting policies changing constantly 
and becoming more complex, accountants are needed to help 
keep a business running smoothly and within the bounds of 
the law. In fact, the number of jobs in the accounting and 

auditing field are expected to increase 10 percent between 
2016 and 2026. Jobs in accounting tend to pay quite well, with 
the median salary standing at $69,350. If you go on to get 
your master’s degree in accounting, expect to see an even 
higher starting wage. Of course, your earnings could be higher 
or lower than these averages, depending on where you work, 
your level of experience, the firm, and your particular position.

Accountants are needed in the public and the private sec-
tors, in large and small firms, in for-profit and not-for-profit 
organizations. Accountants in firms are generally in charge of 
preparing and filing tax forms and financial reports. Public-
sector accountants are responsible for checking the veracity of 
corporate and personal records in order to prepare tax filings. 
Basically, any organization that has to deal with money and/ 
or taxes in some way or another will be in need of an account-
ant, either for in-house service or occasional contract work. 
Requirements for audits under the Sarbanes-Oxley Act and 
rules from the Public Company Accounting Oversight Board 
are creating more jobs and increased responsibility to maintain 
internal controls and accounting ethics. The fact that account-
ing rules and tax filings tend to be complex virtually ensures 
that the demand for accountants will never decrease.9

So You Want to Be an Accountant
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Critical Thinking Questions

Enter the World of Business Questions

 1. What is unique about Deloitte that would be important to 
clients?

 2. What is the difference between a CPA at Deloitte and a 
bookkeeper?

 3. Why is it important to have a high-integrity accounting 
firm provide services to clients?

Review Your Understanding

Describe the different uses of accounting 
information.

Accounting is the language businesses and other organiza-
tions use to record, measure, and interpret financial trans-
actions. Financial statements are used internally to judge 
and control an organization’s performance and to plan and 
direct its future activities and measure goal attainment. 
External organizations such as lenders, governments, custom-
ers, suppliers, and the Internal Revenue Service are major 
consumers of the information generated by the accounting  
process.

Demonstrate the accounting process.

Assets are an organization’s economic resources; liabilities, 
debts the organization owes to others; and owners’ equity, 
the difference between the value of an organization’s assets 
and liabilities. This principle can be expressed as the account-
ing equation: Assets = Liabilities + Owners’ equity. The 
 double-entry bookkeeping system is a system of recording and 
classifying business transactions in accounts that maintain the 
balance of the accounting equation. The accounting cycle 
involves examining source documents, recording transactions 
in a journal, posting transactions, and preparing financial 
statements on a continuous basis throughout the life of the 
organization.

Examine the various components of an income 
statement in order to evaluate a firm’s “bottom 
line.”

The income statement indicates a company’s profitability over 
a specific period of time. It shows the “bottom line,” the total 
profit (or loss) after all expenses (the costs incurred in the day-
to-day operations of the organization) have been deducted 
from revenue (the total amount of money received from the 
sale of goods or services and other business activities). The 
cash flow statement details how much cash is moving through 
the firm and thus adds insight to a firm’s “bottom line.”

Interpret a company’s balance sheet to 
determine its current financial position.

The balance sheet, which summarizes the firm’s assets, liabili-
ties, and owners’ equity since its inception, portrays its financial 
position as of a particular point in time. Major classifications 
included in the balance sheet are current assets (assets that 
can be converted to cash within one calendar year), fixed 
assets (assets of greater than one year’s duration), current 
liabilities (bills owed by the organization within one calendar 
year), long-term liabilities (bills due more than one year hence), 
and owners’ equity (the net value of the owners’ investment).

Analyze financial statements, using  
ratio analysis, to evaluate a company’s  
performance.

Ratio analysis is a series of calculations that brings the com-
plex information from the income statement and balance 
sheet into sharper focus so that managers, lenders, owners, 
and other interested parties can measure and compare the 
organization’s productivity, profitability, and financing mix 
with similar entities. Ratios may be classified in terms of prof-
itability (measure dollars of return for each dollar of employed 
assets), asset utilization (measure how well the organization 
uses its assets to generate $1 in sales), liquidity (assess organi-
zational risk by comparing current assets to current liabilities), 
debt utilization (measure how much debt the organization is 
using relative to other sources of capital), and per share data 
(compare the performance of one company with another on 
an equal basis).

Assess a company’s financial position using its 
accounting statements and ratio analysis.

Based on the information presented in the chapter, you should 
be able to answer the questions posed in the “Solve the 
Dilemma” feature near the end of the chapter. Formulate a 
plan for determining BrainDrain’s bottom line, current worth, 
and productivity.
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Check Your Progress

 1. Why are accountants so important to a corporation? 
What function do they perform?

 2. Discuss the internal uses of accounting statements.

 3. What is a budget?

 4. Discuss the external uses of financial statements.

 5. Describe the accounting process and cycle.

 6. The income statements of all corporations are in the 
same format. True or false? Discuss.

 7. Which accounts appear under “current liabilities”?

 8. Together, the income statement and the balance sheet 
answer two basic questions. What are they?

 9. What are the five basic ratio classifications? What ratios 
are found in each category?

 10. Why are debt ratios important in assessing the risk of a 
firm?

Get Involved

 1. Go to the library or the Internet and get the annual 
report of a company with which you are familiar. Read 
through the financial statements; then write up an 
analysis of the firm’s performance using ratio analysis. 
Look at data over several years and analyze whether the 
firm’s performance is changing through time.

 2. Form a group of three or four students to perform an 
industry analysis. Each student should analyze a company 
in the same industry, and then all of you should compare 
your results. The following companies would make good 
group projects:

Automobiles: Fiat Chrysler, Ford, General Motors

Computers: Apple, Hewlett-Packard

Brewing: MillerCoors, Molson Coors, The Boston Beer 
Company

Chemicals: DuPont, Dow Chemical, Monsanto

Petroleum: Chevron, ExxonMobil, BP

Pharmaceuticals: Merck, Lilly, Amgen

Retail: Sears, JCPenney, Macy’s, Express

Learn the Terms

accounting 438
accounting cycle 445
accounting equation 445
accounts payable 455
accounts receivable 455
accrued expenses 455
annual report 442
asset utilization ratios 461
assets 444
balance sheet 452
budget 441
cash flow 441
certified management accountants 

(CMAs) 440
certified public accountant (CPA) 438
cost of goods sold 448
current assets 455

current liabilities 455
current ratio 463
debt to total assets ratio 463
debt utilization ratios 463
depreciation 451
dividends per share 464
double-entry bookkeeping 445
earnings per share 464
expenses 451
gross income 451
income statement 448
inventory turnover 462
journal 447
ledger 447
liabilities 444
liquidity ratios 462
managerial accounting 441

net income 451
owners’ equity 444
per share data 464
private accountants 440
profit 451
profit margin 460
profitability ratios 460
quick ratio (acid test) 463
ratio analysis 460
receivables turnover 461
return on assets 461
return on equity 461
revenue 448
statement of cash flows 457
times interest earned ratio 464
total asset turnover 462
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Build Your Skills

Financial Analysis

Background
The income statement for Western Grain 
Company, a producer of agricultural products 
for industrial as well as consumer markets, is 
shown here. Western Grain’s total assets are 

$4,237.1 million, and its equity is $1,713.4 million.
Consolidated Earnings and Retained Earnings Year Ended 

December 31

(Millions)  2017

Net sales $ 6,295.4

Cost of goods sold  2,989.0

Selling and administrative expense  2,237.5

Operating profit  1,068.9

Interest expense  33.3

Other income (expense), net  (1.5)

Earnings before income taxes  1,034.1

Income taxes  353.4

Net earnings  680.7

(Net earnings per share) $ 2.94

Retained earnings, beginning of year  3,033.9

Dividends paid  (305.2)

Retained earnings, end of year $ 3,409.4

Task
Calculate the following profitability ratios: profit margin, 
return on assets, and return on equity. Assume that the indus-
try averages for these ratios are as follows: profit margin,  
12 percent; return on assets, 18 percent; and return on equity, 
25 percent. Evaluate Western Grain’s profitability relative to 
the industry averages. Why is this information useful?

Solve the Dilemma

Exploring the Secrets of Accounting

You have just been promoted from vice pres-
ident of marketing of BrainDrain Corporation 
to president and CEO! That’s the good news. 
Unfortunately, while you know marketing like 
the back of your hand, you know next to noth-

ing about finance. Worse still, the “word on the street” is 
that BrainDrain is in danger of failure if steps to correct large 
and continuing financial losses are not taken immediately. 
Accordingly, you have asked the vice president of finance 
and accounting for a complete set of accounting statements 
detailing the financial operations of the company over the 
past several years.

Recovering from the dual shocks of your promotion and 
feeling the weight of the firm’s complete accounting report 
for the very first time, you decide to attack the problem 
systematically and learn the “hidden secrets” of the com-
pany, statement by statement. With Mary Pruitt, the firm’s 
trusted senior financial analyst, by your side, you delve into 

the accounting statements 
as never before. You resolve 
to “get to the bottom” of 
the firm’s financial problems 
and set a new course for the 
future—a course that will take 
the firm from insolvency and failure to financial recovery 
and perpetual prosperity.

Critical Thinking Questions
 1. Describe the three basic accounting statements. What 

types of information does each provide that can help you 
evaluate the situation?

 2. Which of the financial ratios are likely to prove  
to be of greatest value in identifying problem areas  
in the company? Why? Which of your company’s 
financial ratios might you expect to be especially  
poor?

 3. What are the limitations of ratio analysis?

Assess a company’s financial 
position using its accounting 
statements and ratio analysis.

LO 14-6

Final PDF to printer



470 Part 6   Financing the Enterprise

fer88367_ch14_435-473.indd 470 11/15/18  06:48 PM

Build Your Business Plan

Accounting and Financial Statements

After you determine your initial reasonable sell-
ing price, you need to estimate your sales fore-
casts (in terms of units and dollars of sales) for 
the first year of operation. Remember to be con-
servative and set forecasts that are more modest.

While customers may initially try your business, many busi-
nesses have seasonal patterns. A good budgeting/planning 
system allows managers to anticipate problems, coordinate 
activities of the business (so that subunits within the organiza-
tion are all working toward the common goal of the organiza-
tion), and control operations (how we know whether spending 
is “in line”).

The first financial statement you need to prepare is the 
income statement. Beginning with your estimated sales reve-
nue, determine what expenses will be necessary to generate 
that level of sales revenue.

The second financial statement you need to create is your 
balance sheet. Your balance sheet is a snapshot of your finan-
cial position in a moment in time. Refer to Table 14-6 to assist 
you in listing your assets, liabilities, and owner’s equity.

The last financial statement, the cash flow statement, is 
the most important one to a bank. It is a measure of your 
ability to get and repay the loan from the bank. Referring to 
Table 14.8, be as realistic as possible as you are completing it. 
Allow yourself enough cash on hand until the point in which 
the business starts to support itself.

See for Yourself Videocase

Goodwill Industries: Accounting  
in a Nonprofit

Goodwill Industries International Inc. consists 
of a network of 164 independent, community- 
based organizations located throughout the 
United States and Canada. The mission of this 
nonprofit is to enhance the lives of individuals, 

families, and communities “through learning and the power 
of work.” Local Goodwill stores sell donated goods and then 
donate the proceeds to fund job training programs, place-
ment services, education, and more. Despite its nonprofit sta-
tus, Goodwill establishments are, in many ways, run similar 
to for-profit businesses. One of these similarities involves the 
accounting function.

Like for-profit firms, nonprofit organizations like Goodwill 
must provide detailed information about how they are using 
the donations that are provided to them. Indeed, fraud can 
occur just as easily at a nonprofit organization as for a for-
profit company, making it necessary for nonprofits to reas-
sure stakeholders that they are using their funds legitimately. 
Additionally, donors want to know how much of their dona-
tions are going toward activities such as job creation and 
how much is going toward operational and administrative 
expenses. It sometimes surprises people that nonprofits use 
part of the funds they receive for operational costs. Yet such 
a perspective fails to see that nonprofits must also pay for 
electricity, rent, wages, and other services.

“We have revenue and support for the revenue pieces, and 
then we have direct and indirect expenses for our program 
services, and then we have G and A, general administrative 

services. And we have what’s called the bottom line, or other 
people call net profit. We have what’s called net change in 
assets. The concept is pretty much the same as far as account-
ing,” says Jeff McCaw, CFO of Goodwill.

Goodwill creates the equivalent of a balance sheet and 
income statement. Yet because Goodwill is a nonprofit entity, 
its financials are known by the names statement of financial 
position and statement of activities. These financials have 
some differences compared to financial statements of for-
profit companies. For instance, Goodwill’s statement of finan-
cial position does not have shareholder’s equity but, instead, 
has net assets. The organization’s financials are audited, and 
stakeholders can find the firm’s information in Form 990 
through Goodwill’s public website (Form 990 is the IRS form 
for nonprofits).

Because Goodwill sells goods at its stores, the company 
must also figure in costs of goods sold. In fact, most of the 
organization’s revenue comes from its store activities. In 
one year, the retail division or sale of donated goods and 
contributed goods generated $3.94 billion. The contracts 
division generated $666 million, which provides custodial, 
janitorial, and lawn maintenance service contracts to gov-
ernment agencies. Grants from foundations, corporations, 
individuals, and government account for $185 million. The 
fact that Goodwill is able to generate much of its own fund-
ing through store activities and contracts is important. Many 
nonprofits that rely solely on donated funds find it hard to 
be sustainable in the long run, particularly during economic 
downturns.

Remember that even though nonprofits are different from 
for-profit companies, they must still make certain that their 

Final PDF to printer



471Chapter 14   Accounting and Financial Statements

fer88367_ch14_435-473.indd 471 11/15/18  06:48 PM

financial information is accurate. This requires nonprofit 
accountants to be meticulous and thorough in gathering and 
analyzing information. Like all accountants, accountants at 
Goodwill record transactions in journals and then carefully 
review the information before it is recorded in the general led-
ger. The organization uses trial balances to ensure that every-
thing balances out, as well as advanced software to record 
transactions, reconcile any discrepancies, and provide an idea 
of how much cash the organization has on hand.

Finally, Goodwill uses ratio analysis to determine the finan-
cial health of the company. For instance, the common ratio 
allows Goodwill to determine how much revenue it brings in 
for every dollar it spends on costs. The organization also uses 
ratio analysis to compare its results to similar organizations. It 
is important for Goodwill to identify the best performers in its 
field so that it can generate ideas and even form partnerships 
with other organizations. By using accounting to identify how 

best to use its resources, Goodwill is advancing its mission of 
helping others.11

Critical Thinking Questions
 1. What are some similarities between the type of 

accounting performed at Goodwill compared to 
accounting at for-profit companies?

 2. What are some differences between the type of 
accounting performed at Goodwill compared to 
accounting at for-profit companies?

 3. How can Goodwill use ratio analysis to improve its 
operations?

You can find the related video in the Video Library 
in Connect. Ask your instructor how you can access 
Connect.

Team Exercise

You can look at websites such as Yahoo! Finance (http://
finance.yahoo.com/), under the company’s “key statistics” 
link, to find many of its financial ratios, such as return on 
assets and return on equity. Have each member of your team 

look up a different company, and explain why you think there 
are differences in the ratio analysis for these two ratios among 
the selected companies.
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15Money and the 
Financial System

Learning Objectives
After reading this chapter, you will be able to:

 LO 15-1 Define money, its functions, and its characteristics.

 LO 15-2 Describe various types of money.

 LO 15-3 Specify how the Federal Reserve Board manages the money 
supply and regulates the American banking system.

 LO 15-4 Compare and contrast commercial banks, savings and 
loan associations, credit unions, and mutual savings banks.

 LO 15-5 Distinguish among nonbanking institutions such as 
insurance companies, pension funds, mutual funds, and 
finance companies.

 LO 15-6 Analyze the challenges ahead for the banking industry.

 LO 15-7 Recommend the most appropriate financial institution for 
a hypothetical small business.
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Enter the World of Business

How Mobile Banking Is Breaking the Bank
Mobile banking has created a world of convenience and ease of use for con-

sumers. Basic tasks like depositing checks and monitoring accounts can easily 

be done whenever and wherever the customer pleases. However, this increase 

in convenience can come at a price.

Transferring tasks to mobile devices escalates risks of cyberattacks and iden-

tity fraud. Most experts agree that mobile banking is generally secure and that 

many security issues do not stem from the technology itself, but because con-

sumers do not understand how to properly use it.

According to reports, the average cost that financial services companies pay 

to address cyberattacks grew from $13 million in 2014 to $18.3 million in 2017. 

Financial services companies averaged 40 breaches in 2012, which increased 

to 125 in 2017. Cybersecurity breaches in mobile and online banking have sky-

rocketed. Consumers fail to consider that their phones work similarly to their 

computers. Antivirus software should be installed and regular security updates 

exercised. Incorrect perceptions around the safety of banking apps and Wi-Fi 

usage increase consumer vulnerability. According to a survey of senior IT exec-

utives, around 47 percent say their organizations are adopting mobile applica-

tions without assessing associated risks.

While there will always be some risk in regards to cyberspace, there are 

ways to minimize the potential for information theft. Consumers should educate 

themselves in how this technology works and its vulnerabilities. Just like a lap-

top, mobile phones offer security software that can monitor for attacks. Making 

sure all mobile banking and other apps are up-to-date is crucial. Older and out-

dated apps are more vulnerable. Consumers should closely monitor all activity 

and report anything suspicious. Doing so will allow them to reap the rewards of 

online banking without making themselves vulnerable to cyberattacks.1
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Define money, its functions, and 
its characteristics.

LO 15-1

Introduction
From Wall Street to Main Street, both overseas and at home, money is the one tool 
used to measure personal and business income and wealth. Finance is the study of how 
money is managed by individuals, companies, and governments. This chapter intro-
duces you to the role of money and the financial system in the economy. Of course, if 
you have a checking account, automobile insurance, a college loan, or a credit card, you 
already have personal experience with some key players in the financial world.

We begin our discussion with a definition of money and then explore some of 
the many forms money may take. Next, we examine the roles of the Federal Reserve 
Board and other major institutions in the financial system. Finally, we explore the 
future of the finance industry and some of the changes likely to occur over the course 
of the next several years.

Money in the Financial System
Strictly defined, money, or currency, is anything generally accepted in exchange for 
goods and services. Materials as diverse as salt, cattle, fish, rocks, shells, and cloth, 
as well as precious metals such as gold, silver, and copper, have long been used by 
various cultures as money. Most of these materials were limited-supply commodities 
that had their own value to society (for example, salt can be used as a preservative and 
shells and metals as jewelry). The supply of these commodities therefore determined 
the supply of “money” in that society. The next step was the development of “IOUs,” 
or slips of paper that could be exchanged for a specified supply of the underlying 
commodity. “Gold” notes, for instance, could be exchanged for gold, and the money 
supply was tied to the amount of gold available. While paper money was first used 
in North America in 1685 (and even earlier in Europe), the concept of fiat money—a 
paper money not readily convertible to a precious metal such as gold—did not gain 
full acceptance until the Great Depression in the 1930s. The United States abandoned 
its gold-backed currency standard largely in response to the Great Depression and 
converted to a fiduciary, or fiat, monetary system. In the United States, paper money 
is really a government “note” or promise, worth the value specified on the note.

Functions of Money
No matter what a particular society uses for money, its primary purpose is to enable 
a person or organization to trade money for a good or a service. These desires may 
be for entertainment actions like funding party expenses; operating actions, such as 
paying for rent, utilities, or employees; investing actions, such as buying property 
or equipment; or financing actions, such as starting or growing a business. Money 
serves three important functions: as a medium of exchange, a measure of value, and 
a store of value.

Medium of Exchange. Before fiat money, the trade of goods and services was 
accomplished through bartering—trading one good or service for another of similar 
value. There had to be a simpler way, and that was to decide on a single item—money—
that can be freely converted to any other good upon agreement between parties.

Measure of Value. As a measure of value, money serves as a common standard 
or yardstick of the value of goods and services. For example, $2 will buy a dozen 
large eggs and $25,000 will buy a nice car in the United States. In Japan, where the 
currency is known as the yen, these same transactions would cost about 210 yen and 

finance
the study of how money is 
managed by individuals, 
companies, and governments.

money
anything generally accepted 
in exchange for goods and 
services; also called currency.
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2.75 million yen, respectively. Money, then, is a common denominator that allows 
people to compare the different goods and services that can be consumed on a par-
ticular income level. While a star athlete and a minimum-wage earner are paid vastly 
different wages, each uses money as a measure of the value of their yearly earnings 
and purchases.

Store of Value. As a store of value, money serves as a way to accumulate wealth 
(buying power) until it is needed. For example, a person making $1,000 per week 
who wants to buy a $500 computer could save $50 per week for each of the next 10 
weeks. Unfortunately, the value of stored money is directly dependent on the health 
of the economy. If, due to rapid inflation, all prices double in one year, then the pur-
chasing power value of the money “stuffed in the mattress” would fall by half. On the 
other hand, deflation occurs when prices of goods fall. Deflation might seem like a 
good thing for consumers, but in many ways it can be just as problematic as inflation. 
Periods of major deflation often lead to decreases in wages and increases in debt bur-
dens.2 Deflation also tends to be an indicator of problems in the economy. Deflation 
usually indicates slow economic growth and falling prices. Over the past 25 years, 
we have seen deflation in Japan, and Europe has continued to struggle with deflation 
off and on since the financial crisis. Given a choice, central banks like the Federal 
Reserve would rather have a small amount of inflation than deflation.

Characteristics of Money
To be used as a medium of exchange, money must be acceptable, divisible, portable, 
stable in value, durable, and difficult to counterfeit.

Acceptability. To be effective, money must be readily acceptable for the purchase 
of goods and services and for the settlement of debts. Acceptability is probably the 
most important characteristic of money: If people do not trust the value of money, 
businesses will not accept it as a payment for goods and services, and consumers will 
have to find some other means of paying for their purchases.

Divisibility. Given the widespread use of quarters, dimes, nickels, and pennies in 
the United States, it is no surprise that the principle of divisibility is an important 
one. With barter, the lack of divisibility often makes 
otherwise preferable trades impossible, as would be 
an attempt to trade a steer for a loaf of bread. For 
money to serve effectively as a measure of value, all 
items must be valued in terms of comparable units—
dimes for a piece of bubble gum, quarters for laun-
dry machines, and dollars (or dollars and coins) for 
everything else.

Portability. Clearly, for money to function as a 
medium of exchange, it must be easily moved from 
one location to the next. Large colored rocks could be 
used as money, but you couldn’t carry them around 
in your wallet. Paper currency and metal coins, on 
the other hand, are capable of transferring vast pur-
chasing power into small, easily carried (and hid-
den!) bundles. Few Americans realize it, but more 
U.S. currency is in circulation outside the United 

Zimbabwe adopted a multi-currency system in 2009 using up to eight 
official currencies. The country is now paving the way to establish a 
local currency.

©Feije Riemersma/Alamy Stock Photo
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DID YOU KNOW? Less than 0.01% of money in 
circulation in the U.S. is counterfeit.8

States than within. As of 2018, $1.69 trillion of U.S. currency was in circulation.3 
Some countries, such as Panama, even use the U.S. dollar as their currency. Retailers 
in other countries often state prices in dollars and in their local currency.

Stability. Money must be stable and maintain its declared face value. A $10 bill 
should purchase the same amount of goods or services from one day to the next. The 
principle of stability allows people who wish to postpone purchases and save their 
money to do so without fear that it will decline in value. As mentioned earlier, money 
declines in value during periods of inflation, when economic conditions cause prices 
to rise. Thus, the same amount of money buys fewer and fewer goods and services. In 
some countries, people spend their money as fast as they can in order to keep it from 
losing any more of its value. Instability destroys confidence in a nation’s money and 
its ability to store value and serve as an effective medium of exchange. It also has an 
impact on other countries. When Switzerland decided to no longer hold its Swiss franc 
at a fixed exchange rate with the euro, other countries were concerned because they 
tended to view the Swiss franc as relatively “safe” for investments. This change will 
make Swiss exports more expensive and imports less expensive. The investment com-
munity is wary of changes in the stability of a currency, and the change caused massive 
losses for investors and the plunging of the Swiss stock market.4 Ultimately, people 
faced with spiraling price increases avoid the increasingly worthless paper money at 
all costs, storing all of their savings in the form of real assets such as gold and land.

Durability. Money must be durable. The crisp new dollar bills you trade for prod-
ucts at the mall will make their way all around town for about six years before being 
replaced (see Table 15.1). Were the value of an old, faded bill to fall in line with the 
deterioration of its appearance, the principles of stability and universal acceptabil-
ity would fail (but, no doubt, fewer bills would pass through the washer!). Although 
metal coins, due to their much longer useful life, would appear to be an ideal form 
of money, paper currency is far more portable than metal because of its light weight. 
Today, coins are used primarily to provide divisibility.

Difficulty to Counterfeit. Finally, to remain stable and enjoy universal 
acceptance, it almost goes without saying that money must be very difficult to 
 counterfeit—that is, to duplicate illegally. Every country takes steps to make coun-
terfeiting difficult. Most use multicolored money, and many use specially water-
marked papers that are virtually impossible to duplicate. It is becoming increasingly 
easy for counterfeiters to print money.5 This illegal printing of money is fueled by 
hundreds of people who often circulate only small amounts of counterfeit bills. 
However, even rogue governments such as North Korea are known to make coun-
terfeit U.S. currency. To thwart the problem of counterfeiting, the U.S. Treasury 
Department redesigned the U.S. currency, starting with the $20 bill in 2003, the 
$50 bill in 2004, the $10 bill in 2006, the $5 bill in 2008, and the $100 bill in 2013.6 
U.S. money includes subtle colors in addition to the traditional green, as well as 
enhanced security features, such as a watermark, security thread, and color-shifting 
ink.7 Many countries are discontinuing large-denominated bills that are used in ille-
gal trade such as drugs or terrorism. The idea is that it is more difficult to transport 
or hide €100 notes than €500 notes. Although counterfeiting is not as much of 

an issue with coins, U.S. metal coins are usually worth 
more for the metal than their face value. It has begun 
to cost more to manufacture coins than what they are 
worth monetarily.
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Denomination Estimated Life Span*

$  1 5.8 years

$ 5 5.5 years

$  10 4.5 years

$ 20 7.9 years

$ 50 8.5 years

$ 100 15.0 years

*Estimated life spans as of December 2013. Because the $2 note does not widely circulate, we do not publish its estimated life 
span. The $100 bill estimate is from December 2012.

Source: Board of Governors of the Federal Reserve System, “How Long Is the Life Span of U.S. Paper Money?” www.federalreserve.
gov/faqs/how-long-is-the-life-span-of-us-paper-money.htm (accessed April 28, 2018).

TABLE 15.1 Life Expectancy of Money 
How long is the life span of U.S. paper money?

When currency is deposited with a Federal Reserve Bank, the quality of each note is evaluated by 
sophisticated processing equipment. Notes that meet the strict quality criteria—that is, they are still 
in good condition—continue to circulate, while those that do not are taken out of circulation and 
destroyed. This process determines the life span of a Federal Reserve note.

Life span varies by denomination. One factor that influences the life span of each denomination is 
how the denomination is used by the public. For example, $100 notes are often used as a store of 
value. This means that they pass between users less frequently than lower denominations that are 
more often used for transactions, such as $5 notes. Thus, $100 notes typically last longer than $5 notes.

As Table 15.2 indicates, it costs more to produce pennies and nickels than their 
face value. For example, we can see that in 2017 it cost $0.0182 to produce a one-cent 
piece, or 82 percent more than it was worth. However, what the U.S. Mint loses on 
pennies and nickels it makes up for with profits on dimes, quarters, and dollars. The 
U.S. $1 coin proved to be so unpopular that the U.S. Mint discontinued producing it 
after 2013. Profits fluctuate over time because of the 
rising and falling costs of copper, zinc, and nickel, 
but dimes and quarters have always been profitable 
for the U.S. Mint.

Types of Money
While paper money and coins are the most visible 
types of money, the combined value of all of the 
printed bills and all of the minted coins is actually 
rather insignificant when compared with the value of 
money kept in checking accounts, savings accounts, 
and other monetary forms.

You probably have a checking account (also called 
a demand deposit), money stored in an account at a 
bank or other financial institution that can be with-
drawn without advance notice. One way to withdraw 
funds from your account is by writing a check, a 

The U.S. government redesigns currency to stay ahead of counterfeiters 
and protect the public.

©zefart/Shutterstock

checking account
money stored in an account 
at a bank or other financial 
institution that can be 
withdrawn without advance 
notice; also called a demand 
deposit.
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Entrepreneurship in Action

Square Rounds Out Its Product 
Offering
Square Inc.

Founders: Jack Dorsey and Jim McKelvey
Founded: 2010, in San Francisco, California
Success: Square Inc. has released a number of products 

that help small businesses process credit cards, print receipts, 
manage inventory, and more—all from a mobile device.

Square Inc. is perhaps best known for the Square Reader, 
a small device that acts as a credit card reader when plugged 
into a mobile device’s audio jack. However, Square’s innovative 
products did not stop there. Three years after release of the 
Square Reader, Square introduced the Square Stand, a piece 
of hardware that easily converts an iPad into a point-of-sale 
system. The Square Stand enables the built-in card reader to 
connect with other accessories, allowing businesses to print 

receipts and scan bar codes. The swiveling stand, including a 
contactless card payment system and chip reader, is priced 
at $169.

To provide more innovation for retail businesses, in 2017 the 
company launched Square for Retail, a set of tools optimized 
for retailers that included a new point-of-sale iPad app. Key 
features include employee management, advanced inventory 
management and reporting, barcode label printing, and more. 
This newest product is priced at $999. Square’s innovative 
mobile payment and point-of-sale products give businesses an 
easy and affordable way to grow and manage their operations.9

Critical Thinking Questions
 1. How do you think Square is affecting the credit card industry?
 2. Why is Square particularly popular among small businesses?
 3. Will Square’s products replace more traditional card read-

ers and point-of-purchase systems? Why or why not?

Fiscal Year Penny Nickel Dime Quarter
Total Profit from Coins 

(Millions)

2017 $ 0.0182 $   0.0666 $  0.0333 $0.0082 $391.50

2016 $ 0.0150 $  0.0632 $0.0308 $  0.0763 $      578.7

2015 $ 0.0143 $0.0744 $0.0354 $0.0844 $     540.9

2014 $ 0.0166 $0.0809 $ 0.0391 $  0.0895 $  289.1

2013 $ 0.0183 $ 0.0941 $0.0456 $ 0.0105 $  137.4

2012 $0.0200 $ 0.1009 $0.0499 $  0.1130 $  105.9

2011 $ 0.0241 $   0.1118 $0.0565 $   0.1114 $ 348.8

TABLE 15.2
Costs to Produce U.S. 
Coins

Source: Various annual reports of the U.S. Mint.

written order to a bank to pay the indicated individual or business the amount spec-
ified on the check from money already on deposit. Figure 15.1 explains the signif-
icance of the numbers found on a typical U.S. check. As legal instruments, checks 
serve as a substitute for currency and coins and are preferred for many transactions 
due to their lower risk of loss. If you lose a $100 bill, anyone who finds or steals it 
can spend it. If you lose a blank check, however, the risk of catastrophic loss is quite 
low. Not only does your bank have a sample of your signature on file to compare with 
a suspected forged signature, but you can render the check immediately worthless by 
means of a stop-payment order at your bank.

There are several types of checking accounts, with different features available for 
different monthly fee levels or specific minimum account balances. Some checking 
accounts earn interest (a small percentage of the amount deposited in the account 
that the bank pays to the depositor). One such interest-bearing checking account is 

Describe various types of 
money.
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the NOW (Negotiable Order of Withdrawal) account offered by most financial insti-
tutions. The interest rate paid on such accounts varies with the interest rates available 
in the economy but is typically quite low (more recently less than 1 percent but in the 
past between 2 and 5 percent).

Savings accounts (also known as time deposits) are accounts with funds that usu-
ally cannot be withdrawn without advance notice and/or have limits on the number 
of withdrawals per period. While seldom enforced, the “fine print” governing most 
savings accounts prohibits withdrawals without two or three days’ notice. Savings 
accounts are not generally used for transactions or as a medium of exchange, but their 
funds can be moved to a checking account or turned into cash.

Money market accounts are similar to interest-bearing checking accounts, but with 
more restrictions. Generally, in exchange for slightly higher interest rates, the owner 
of a money market account can write only a limited number of checks each month, 
and there may be a restriction on the minimum amount of each check.

Certificates of deposit (CDs) are savings accounts that guarantee a depositor a set 
interest rate over a specified interval of time as long as the funds are not withdrawn 
before the end of the interval—six months, one year, or seven years, for example. 
Money may be withdrawn from these accounts prematurely only after paying a sub-
stantial penalty. In general, the longer the term of the CD, the higher is the inter-
est rate it earns. As with all interest rates, the rate offered and fixed at the time the 
account is opened fluctuates according to economic conditions.

Credit cards allow you to promise to pay at a later date by using preapproved lines 
of credit granted by a bank or finance company. They are a popular substitute for 

savings accounts
accounts with funds that 
usually cannot be withdrawn 
without advance notice; also 
known as time deposits.

money market accounts
accounts that offer higher 
interest rates than standard 
bank rates but with greater 
restrictions.

certificates of deposit (CDs)
savings accounts that 
guarantee a depositor a set 
interest rate over a specified 
interval as long as the funds 
are not withdrawn before the 
end of the period—six months 
or one year, for example.

FIGURE 15.1 A Check
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credit cards
means of access to 
preapproved lines of credit 
granted by a bank or finance 
company.
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cash payments because of their convenience, easy 
access to credit, and acceptance by merchants around 
the world. The institution that issues the credit card 
guarantees payment of a credit charge to merchants 
and assumes responsibility for collecting the money 
from the cardholders. Card issuers charge a transac-
tion fee to the merchants for performing the credit 
check, guaranteeing the payment, and collecting 
the payment. The fee is typically between 2 and 5 
percent, depending on the type of card. American 
Express fees are usually higher than those for Visa 
and MasterCard.

The original American Express cards required 
full payment at the end of each month, but American 
Express now offers credit cards similar to Visa, 
MasterCard, and Discover that allow cardholders to 
make installment payments and carry a maximum 
balance. There is a minimum monthly payment with 
interest charged on the remaining balance. Some peo-

ple pay off their credit cards monthly, while other make monthly payments. Charges 
for unpaid balances can run 18 percent or higher at an annual rate, making credit card 
debt one of the most expensive ways to borrow money.

Besides the major credit card companies, many stores—Target, Saks Fifth Avenue, 
Macy’s, Bloomingdales, and others—have their own branded credit cards. They use 
credit rating agencies to check the credit of the cardholders and they generally make 
money on the finance charges. Reward cards are credit cards that carry a benefit to 
the user. For example, gas stations such as Mobil and Shell have branded credit cards 
so that when you use the card you save five or six cents per gallon. Others—such as 
airline cards for American, Delta, and United—reward you with miles that you can 
use for flights. And there are cash-back credit cards that give you 1 percent or more 
cash back on everything you spend.

The Credit CARD (Card Accountability Responsibility and Disclosure) Act of 
2009 was passed to regulate the practices of credit card companies. The law limited 
the ability of card issuers to raise interest rates, limited credit to young adults, gave 
people more time to pay bills, and made clearer due dates on billing cycles, along 
with several other provisions. For college students, the most important part of the law 
is that young adults under the age of 21 have to have an adult co-signer or show proof 
that they have enough income to handle the debt limit on the card.

This act is important to all companies and cardholders. Research indicates that 
approximately 40 percent of lower- and middle-income households use credit cards 
to pay for basic necessities. Yet there is also good news. The average credit card debt 
for lower- and middle-income households has decreased in recent years. On the other 
hand, studies also show that college students tend to lack the financial literacy needed 
to understand credit cards and their requirements. Therefore, vulnerable segments of 
the population, such as college students, should be careful about which credit cards to 
choose and how often they use them.10

A debit card looks like a credit card but works like a check. The use of a debit 
card results in a direct, immediate, electronic payment from the cardholder’s checking 
account to a merchant or other party. While they are convenient to carry and profit-
able for banks, they lack credit features, offer no purchase “grace period,” and provide 
no hard “paper trail.” Debit cards are gaining more acceptance with merchants, and 

reward cards
credit cards made available 
by stores that carry a benefit 
to the user.

debit card
a card that looks like a 
credit card but works like 
a check; using it results 
in a direct, immediate, 
electronic payment from 
the cardholder’s checking 
account to a merchant or 
third party.

Credit cards have many advantages, including being able to buy 
expensive items and pay them off a little at a time. However, this can 
easily lead an individual to incur spiraling credit card debt that is hard 
to pay off.
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consumers like debit cards because of the ease of getting cash from an increasing 
number of ATM machines. Financial institutions also want consumers to use debit 
cards because they reduce the number of teller transactions and check processing 
costs. Some cash management accounts at retail brokers like Merrill Lynch offer 
deferred debit cards. These act like a credit card but debit to the cash management 
account once a month. During that time, the cash earns a money market return.

Traveler’s checks, money orders, and cashier’s checks are other forms of “near 
money.” Although each is slightly different from the others, they all share a common 
characteristic: A financial institution, bank, credit company, or neighborhood cur-
rency exchange issues them in exchange for cash and guarantees that the purchased 
note will be honored and exchanged for cash when it is presented to the institution 
making the guarantee.

A new type of money called cryptocurrency has become popular over the last sev-
eral years with technology-oriented people (see cryptocurrency box above). Bitcoin is 
the most popular, but it has a fluctuating price, which makes it less desirable than fiat 
money like dollars, yens, and euros that are backed by governments. It also does not 
have a stable value or portability. But it does work in a digital economy with instanta-
neous payments where the transaction size is large and the value of the  cryptocurrency 
is known by both the buyer and the seller.

Credit Card Fraud. More and more computer hackers have managed to steal credit 
card information and either use the information for Internet purchases or actually 
make a card exactly the same as the stolen card. Losses on credit card theft run into 
the billions, but consumers are usually not liable for the losses. However, consumers 
should be careful with debit cards because once the money is out of the account, the 
bank and credit card companies cannot get it back. Debit cards do not have the same 
level of protection as credit cards.

Responding to Business Challenges

Decrypting Cryptocurrencies
The expansion of the Internet has helped develop the phenom-
enon of cryptocurrency. Cryptocurrency is a digital currency 
that uses cryptography (writing or solving codes) for security 
and is not issued by any central authority. The first cryptocur-
rency was Bitcoin. Launched in 2009, Bitcoin is backed by a 
decentralized network of computers that use computing power 
to keep up with and verify transactions. All transactions are 
validated, coded, and lumped together on a chronological, 
public ledger called a blockchain. It uses a public and private 
key (a string of numbers and letters strung together in an algo-
rithm) as dual security to authorize and keep secret Bitcoin 
transactions.

Cryptocurrency is appealing for a variety of reasons, includ-
ing easier transfer of funds between parties and fewer process-
ing fees. On the other hand, the lack of a centralized entity 
makes it vulnerable to illicit activities, such as money launder-
ing and tax evasion. Government-issued currency (fiat money) 
has a stable value, while Bitcoin and the other cryptocurren-
cies do not have a stable value and are subject to speculation. 

Bitcoin has ranged in price from $19,500 per coin to $6,000 
per coin.

Some are also concerned that cryptocurrency is being used 
in countries like North Korea and Venezuela to circumvent eco-
nomic sanctions because the transfers of cryptocurrency going 
from buyer to seller are almost impossible to detect. Many 
consider cryptocurrencies to be securities, and the government 
wants to be able to track taxes from any gains or losses.

Although there is controversy about the sustainability 
of cryptocurrency as legitimate legal tender, many believe 
that the current stage is similar to that of the Internet in 
the 1990s. Given its unique qualities, there is potential for 
these digital currencies to make transactions simpler and 
less expensive.11

Critical Thinking Questions
 1. What are some of the risks involved with cryptocurrencies?
 2. What are some of the benefits involved with trading in 

cryptocurrencies?
 3. Many governments are wary of cryptocurrencies. Why do 

you think this is?
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The American Financial System
The U.S. financial system fuels our economy by storing money, fostering investment 
opportunities, and making loans for new businesses and business expansion as well 
as for homes, cars, and college educations. This amazingly complex system includes 
banking institutions, nonbanking financial institutions such as finance companies, and 
systems that provide for the electronic transfer of funds throughout the world. Over 
the past 20 years, the rate at which money turns over, or changes hands, has increased 
exponentially. Different cultures place unique values on saving, spending, borrowing, 
and investing. The combination of this increased turnover rate and increasing inter-
actions with people and organizations from other countries has created a complex 
money system. First, we need to meet the guardian of this complex system.

The Federal Reserve System
The guardian of the American financial system is the Federal Reserve Board, or “the 
Fed,” as it is commonly called, an independent agency of the federal government 
established in 1913 to regulate the nation’s banking and financial industry. The Federal 
Reserve System is organized into 12 regions, each with a Federal Reserve Bank that 
serves its defined area (Figure 15.2). All the Federal Reserve banks except those in 

Federal Reserve Board
an independent agency 
of the federal government 
established in 1913 to regulate 
the nation’s banking and 
financial industry; also called 
“the Fed.”

FIGURE 15.2 Federal Reserve System
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Boston and Philadelphia have regional branches. The Cleveland Federal Reserve 
Bank, for example, is responsible for branch offices in Pittsburgh and Cincinnati.

The Federal Reserve Board is the chief economic policy arm of the United States. 
Working with Congress and the president, the Fed tries to create a positive economic 
environment capable of sustaining low inflation, high levels of employment, a bal-
ance in international payments, and long-term economic growth. To this end, the 
Federal Reserve Board has four major responsibilities: (1) to control the supply of 
money, or monetary policy; (2) to regulate banks and other financial institutions; (3) 
to manage regional and national checking account procedures, or check clearing; and 
(4) to supervise the federal deposit insurance programs of banks belonging to the 
Federal Reserve System.

Monetary Policy. The Fed controls the amount of money available in the econ-
omy through monetary policy. Without this intervention, the supply of and demand 
for money might not balance. This could result in either rapid price increases (infla-
tion) because of too little money or economic recession and a slowdown of price 
increases (disinflation) because of too little growth in the money supply. In very rare 
cases (the depression of the 1930s), the United States has suffered from deflation, 
when the actual purchasing power of the dollar has increased as prices declined. To 
effectively control the supply of money in the economy, the Fed must have a good 
idea of how much money is in circulation at any given time. This has become increas-
ingly challenging because the global nature of our economy means that more and 
more U.S. dollars are circulating overseas. Using several different measures of the 
money supply, the Fed establishes specific growth targets that, presumably, ensure a 
close balance between money supply and money demand. The Fed fine-tunes money 
growth by using four basic tools: open market operations, reserve requirements, the 
discount rate, and credit controls (see Table 15.3). There is generally a lag of 6 to 18 
months before the effect of these charges shows up in economic activity.

monetary policy
means by which the Fed 
controls the amount of 
money available in the 
economy.

Activity Effect on the Money Supply and the Economy

Buy government securities The money supply increases; economic activity increases.

Sell government securities The money supply decreases; economic activity slows down.

Raise discount rate
Interest rates increase; the money supply decreases; 
economic activity slows down.

Lower discount rate
Interest rates decrease; the money supply increases; 
economic activity increases.

Increase reserve requirements
Banks make fewer loans; the money supply declines; 
economic activity slows down.

Decrease reserve requirements
Banks make more loans; the money supply increases; 
economic activity increases.

Relax credit controls
More people are encouraged to make major purchases, 
increasing economic activity.

Restrict credit controls
People are discouraged from making major purchases, 
decreasing economic activity.

TABLE 15.3
Fed Tools for Regulating 
the Money Supply
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Open market operations refer to decisions to buy or sell U.S. Treasury bills (short-
term debt issued by the U.S. government; also called T-bills) and other investments in 
the open market. The actual purchase or sale of the investments is performed by the 
New York Federal Reserve Bank. This monetary tool, the most commonly employed 
of all Fed operations, is performed almost daily in an effort to control the money 
supply.

When the Fed buys securities, it writes a check on its own account to the seller of 
the investments. When the seller of the investments (usually a large bank) deposits 
the check, the Fed transfers the balance from the Federal Reserve account into the 
seller’s account, thus increasing the supply of money in the economy and, hopefully, 
fueling economic growth. The opposite occurs when the Fed sells investments. The 
buyer writes a check to the Federal Reserve, and when the funds are transferred out of 
the purchaser’s account, the amount of money in circulation falls, slowing economic 
growth to a desired level.

The second major monetary policy tool is the reserve requirement, the percentage 
of deposits that banking institutions must hold in reserve (“in the vault,” as it were). 
Funds so held are not available for lending to businesses and consumers. For exam-
ple, a bank holding $10 million in deposits, with a 10 percent reserve requirement, 
must have reserves of $1 million. If the Fed were to reduce the reserve requirement 
to, say, 5 percent, the bank would need to keep only $500,000 in reserves. The bank 
could then lend to customers the $500,000 difference between the old reserve level 
and the new lower reserve level, thus increasing the supply of money. Because the 
reserve requirement has such a powerful effect on the money supply, the Fed does 
not change it very often, relying instead on open market operations most of the time.

The third monetary policy tool, the discount rate, is the rate of interest the Fed 
charges to loan money to any banking institution to meet reserve requirements. The 
Fed is the lender of last resort for these banks. When a bank borrows from the Fed, 
it is said to have borrowed at the “discount window,” and the interest rates charged 
there are often higher than those charged on loans of comparable risk elsewhere in 
the economy. This added interest expense, when it exists, serves to discourage banks 
from borrowing from the Fed.

When the Fed wants to expand the money supply, it lowers the discount rate to 
encourage borrowing. Conversely, when the Fed wants to decrease the money supply, 
it raises the discount rate. The increases in interest rates that occurred in the United 
States from 2003 through 2006 were the result of more than 16 quarter-point (0.25 
percent) increases in the Fed discount rate. The purpose was to keep inflation under 
control and to raise rates to a more normal level as the economy recovered from the 
recession of 2001. The Fed lowered interest rates to combat the 2007 recession, and 
they have remained historically low for the past 10 years as the Fed tried to stimulate 
a slow-growing economy. As the economy showed improvement, the Fed began to 
raise rates in 2017. Not surprisingly, economists watch changes in this sensitive inter-
est rate as an indicator of the Fed’s monetary policy.

The final tool in the Fed’s arsenal of weapons is credit controls—the authority to 
establish and enforce credit rules for financial institutions and some private investors. 
For example, the Fed can determine how large a down payment individuals and busi-
nesses must make on credit purchases of expensive items such as automobiles, and 
how much time they have to finish paying for the purchases. By raising and lowering 
minimum down payment amounts and payment periods, the Fed can stimulate or 
discourage credit purchases of “big ticket” items. The Fed also has the authority to 

open market operations
decisions to buy or sell U.S. 
Treasury bills (short-term 
debt issued by the U.S. 
government) and other 
investments in the open 
market.

reserve requirement
the percentage of deposits 
that banking institutions must 
hold in reserve.

discount rate
the rate of interest the Fed 
charges to loan money to any 
banking institution to meet 
reserve requirements.

credit controls
the authority to establish 
and enforce credit rules for 
financial institutions and 
some private investors.

Need help under-
standing how the 
Federal Reserve 
tries to stabilize 
the economy? 
Visit your Connect 
ebook video tab 
for a brief animated 
explanation.
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set the minimum down payment investors must use for the credit purchases of stock. 
Buying stock with credit—“buying on margin”—is a popular investment strategy 
among individual speculators. By altering the margin requirement (currently set at 50 
percent of the price of the purchased stocks), the Fed can effectively control the total 
amount of credit borrowing in the stock market.

Regulatory Functions. The second major responsibility of the Fed is to regulate 
banking institutions that are members of the Federal Reserve System. Accordingly, 
the Fed establishes and enforces banking rules that affect monetary policy and the 
overall level of the competition between different banks. It determines which non-
banking activities, such as brokerage services, leasing, and insurance, are appropriate 
for banks and which should be prohibited. The Fed also has the authority to approve 
or disapprove mergers between banks and the formation of bank holding companies. 
In an effort to ensure that all rules are enforced and that correct accounting proce-
dures are being followed at member banks, surprise bank examinations are conducted 
by bank examiners each year.

Check Clearing. The Federal Reserve provides national check processing on a 
huge scale. Divisions of the Fed known as check clearinghouses handle almost all the 
checks written against a bank in one city and presented for deposit to a bank in a sec-
ond city. Any banking institution can present the checks it has received from others 
around the country to its regional Federal Reserve Bank. The Fed passes the checks 
to the appropriate regional Federal Reserve Bank, which then sends the checks to the 
issuing bank for payment. With the advance of electronic payment systems and the 
passage of the Check Clearing for the 21st Century Act (Check 21 Act), checks can 
now be processed in a day. The Check 21 Act allows banks to clear checks electroni-
cally by presenting an electronic image of the check. This eliminates mail delays and 
time-consuming paper processing.

Depository Insurance. The Fed is also responsible for supervising the federal 
insurance funds that protect the deposits of member institutions. These insurance 
funds will be discussed in greater detail in the following section.

Banking Institutions
Banking institutions accept money deposits from and make loans to individual con-
sumers and businesses. Some of the most important banking institutions include com-
mercial banks, savings and loan associations, credit unions, and mutual savings banks. 
Historically, these have all been separate institutions. However, new hybrid forms of 
banking institutions that perform two or more of these functions have emerged over 
the past two decades. They all have one thing in common: They are businesses whose 
objective is to earn money by managing, safeguarding, and lending money to others. 
Their sales revenues come from the fees and interest that they charge for providing 
these financial services.

Since the financial crisis, and during the 2016 political campaign, Wall Street 
and banks have been the target of politicians as they continue to take out their anger 
at the banking world for all the economic problems that exist in the United States. 
However, during the first two years of President Trump’s administration, many of 
the regulations were relaxed, particularly for regional and community banks. You 
will see as you go through this section that the financial network is very complex.

Compare and contrast com-
mercial banks, savings and loan 
associations, credit unions, and 
mutual savings banks.
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Commercial Banks. The largest and oldest of all 
financial institutions are commercial banks, which 
perform a variety of financial services. They rely 
mainly on checking and savings accounts as their 
major source of funds and use only a portion of these 
deposits to make loans to businesses and individuals. 
Because it is unlikely that all the depositors of any 
one bank will want to withdraw all of their funds at 
the same time, a bank can safely loan out a large per-
centage of its deposits.

Today, banks are quite diversified and offer a num-
ber of services. Commercial banks make loans for vir-
tually any conceivable legal purpose, from vacations 
to cars, from homes to college educations. Banks in 
many states offer home equity loans, by which home 
owners can borrow against the appraised value of 
their already purchased homes. Banks also issue Visa 
and MasterCard credit cards and offer CDs and trusts 

(legal entities set up to hold and manage assets for a beneficiary). Many banks rent 
safe deposit boxes in bank vaults to customers who want to store jewelry, legal docu-
ments, artwork, and other valuables. In 1999, Congress passed the Financial Services 
Modernization Act, also known as the Gramm-Leach-Bliley Bill. This act repealed the 
Glass Steagall Act, which was enacted in 1929 after the stock market crash and prohib-
ited commercial banks from being in the insurance and investment banking business. 
This puts U.S. commercial banks on the same competitive footing as European banks 
and provides a more level playing field for global banking competition. As commer-
cial banks and investment banks have merged, the financial landscape has changed. 
Consolidation remains the norm in the U.S. banking industry. The financial crisis and 
the economic recession that began in 2007 and lasted into 2012 only accelerated the 
consolidation as large, healthy banks ended up buying weak banks that were in trou-
ble. Most of these purchases were made with financial help from the U.S. Treasury 
and Federal Reserve. By 2012, the banks had paid back their loans, but the financial 
meltdown exposed some high-risk activities in the banking industry Congress wanted 
to curtail. The result was the passage of the Dodd-Frank Act. This act added many new 
regulations, but the two most important changes raised the required capital banks had 
to hold on their balance sheet and limited certain types of high-risk trading activities.

Savings and Loan Associations. Savings and loan associations (S&Ls), often 
called “thrifts,” are financial institutions that primarily offer savings accounts and 
make long-term loans for residential mortgages. A mortgage is a loan made so that a 
business or individual can purchase real estate, typically a home; the real estate itself 
is pledged as a guarantee (called collateral) that the buyer will repay the loan. If the 
loan is not repaid, the savings and loan has the right to repossess the property. Prior 
to the 1970s, S&Ls focused almost exclusively on real estate lending and accepted 
only savings accounts. Today, following years of regulatory changes, S&Ls compete 
directly with commercial banks by offering many types of services.

Savings and loans have gone through a metamorphosis since the early 1990s, after 
having almost collapsed in the 1980s. Today, many of the largest savings and loans 
have merged with commercial banks. This segment of the financial services industry 
plays a diminished role in the mortgage lending market.

commercial banks
the largest and oldest of 
all financial institutions, 
relying mainly on checking 
and savings accounts as 
sources of funds for loans to 
businesses and individuals.

savings and loan 
associations (S&Ls)
financial institutions that 
primarily offer savings 
accounts and make long-
term loans for residential 
mortgages; also called 
“thrifts.”

Citibank is the consumer division of Citigroup, one of the four largest 
banks in the United States.
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Credit Unions. A credit union is a financial institution owned and controlled by 
its depositors, who usually have a common employer, profession, trade group, or reli-
gion. The Aggieland Credit Union in College Station, Texas, for example, provides 
banking services for faculty, employees, and current and former students of Texas 
A&M University. A savings account at a credit union is commonly referred to as a 
share account, while a checking account is termed a share draft account. Because the 
credit union is tied to a common organization, the members (depositors) are allowed 
to vote for directors and share in the credit union’s profits in the form of higher inter-
est rates on accounts and/or lower loan rates.

While credit unions were originally created to provide depositors with a short-term 
source of funds for low-interest consumer loans for items such as cars, home appliances, 
vacations, and college, today they offer a wide range of financial services. Generally, 
the larger the credit union, the more sophisticated its financial service offerings will be.

Mutual Savings Banks. Mutual savings banks are similar to savings and loan 
associations, but, like credit unions, they are owned by their depositors. Among the 
oldest financial institutions in the United States, they were originally established to 
provide a safe place for savings of the working classes. Found mostly in New England, 
they are becoming more popular in the rest of the country as some S&Ls have con-
verted to mutual savings banks to escape the stigma created by the widespread S&L 
failures in the 1980s.

Insurance for Banking Institutions. The Federal Deposit Insurance Corporation 
(FDIC), which insures individual bank accounts, was established in 1933 to help stop 
bank failures throughout the country during the Great Depression. Today, the FDIC 
insures personal accounts up to a maximum of $250,000 at nearly 6,000 FDIC mem-
ber institutions.12 While most major banks are insured by the FDIC, small institutions 
in some states may be insured by state insurance funds or private insurance compa-
nies. Should a member bank fail, its depositors can recover all of their funds, up to 
$250,000. Amounts over $250,000, while not legally covered by the insurance, are, 
in fact, usually covered because the Fed understands very well the enormous damage 
that would result to the financial system should these large depositors withdraw their 
money. When the financial crisis occurred, the FDIC increased the deposit insurance 
amount from $100,000 to $250,000 on a temporary basis to increase consumer confi-
dence in the banking system. The Dodd-Frank 
Act passed on July 21, 2010, made the $250,000 
insurance per account permanent. The Federal 
Savings and Loan Insurance Corporation 
(FSLIC) insured thrift deposits prior to its 
insolvency and failure during the S&L crisis of 
the 1980s. Now, the insurance functions once 
overseen by the FSLIC are handled directly 
by the FDIC through its Savings Association 
Insurance Fund. The National Credit Union 
Administration (NCUA) regulates and charters 
credit unions and insures their deposits through 
its National Credit Union Insurance Fund.

When they were originally established, 
Congress hoped that these insurance funds 
would make people feel secure about their 
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Source: National Credit Union Administration
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Final PDF to printer



490

fer88367_ch15_474-503.indd 490 11/15/18  03:37 PM

savings so they would not panic and withdraw their money when news of a bank 
failure was announced. The “bank run” scene in the perennial Christmas movie It’s 
a Wonderful Life, when dozens of Bailey Building and Loan depositors attempted 
to withdraw their money (only to have the reassuring figure of Jimmy Stewart calm 
their fears), was not based on mere fiction. During the Great Depression, hundreds 
of banks failed and their depositors lost everything. The fact that large numbers of 
major financial institutions failed in the 1980s and 1990s—without a single major 
banking panic—underscores the effectiveness of the current insurance system. Large 
bank failures occurred once again during the most recent recession. According to the 
FDIC, 52 banks failed between January 2000 and December 31, 2008. Because of the 
financial crisis and long-lasting recession, 488 failed between January 1, 2009, and 
December 31, 2014. Only 21 insured banks failed from 2015 to the end of 2017, so 
it is clear the crisis is behind us. This reflects an improving economy and a healthier 
financial system. It is safe to say that most depositors go to sleep every night without 
worrying about the safety of their savings.

Nonbanking Institutions
Nonbank financial institutions offer some financial services, such as short-term loans 
or investment products, but do not accept deposits. These include insurance compa-
nies, pension funds, mutual funds, brokerage firms, nonfinancial firms, and finance 
companies. Table 15.4 lists the assets of some diversified financial services firms.

Diversified Firms. There are many nonfinancial firms that help finance their 
 customers’ purchases of expensive equipment. For example, Caterpillar (construction  

Consider Ethics and Social Responsibility

Bank on It: Widespread Wells Fargo 
Fraud Uncovered
In 2016, Wells Fargo lost its place as the world’s biggest com-
mercial bank in the wake of a large-scale, cross-selling scandal. 
Wells Fargo employees faked 3.5 million customer accounts to 
meet short-term sales goals. Approximately 5,300 employees 
were fired, and the firm was slapped with a $185 million fine by 
the Consumer Financial Protection Bureau.

Investigations revealed that controversial sales goals 
encouraged employees to open accounts without customers’ 
permission. Employees engaged in fraudulent activities such 
as opening up fake bank accounts and falsifying signatures to 
satisfy unrealistic sales goals.

Although the accusations claimed the misconduct reached 
back to 2011, managers at Wells Fargo claim these practices 
had been occurring long before. Several employees came 
 forward to claim that they reported the misconduct and were 
fired as a result. If true, this would violate laws that protect 
whistleblowers from retaliation.

To reach its lofty sales goals, Wells Fargo set up increased 
commissions around the product being emphasized. These 

products were cross-sold to customers with an aggressive 
sales incentive program tied to employee compensation. This 
incentive program suggests that Wells Fargo executives, man-
agers, and employees forgot that a bank’s reputation is built 
on a basic cultural value of trust. Managers at many branches 
played a large role in the establishment of unauthorized 
accounts.

As a result of the scandal, bank customers felt deceived. 
The bank reported that checking account openings had fallen 
43 percent and credit card applications 55 percent from the 
year before. Today,  the bank finds its reputation in ruins 
thanks to unrealistic sales quotas and a coercive corporate 
environment.13

Critical Thinking Questions
 1. How did Wells Fargo’s focus on short-term gains cause it to 

violate the duty it owed to its customers?
 2. Describe how the Wells Fargo scandal affected the 

opening of new accounts in the immediate aftermath. Do 
you think these business areas will recover in the near 
future?

 3. How is the Wells Fargo scandal likely to affect trust in the 
financial and banking industry?

Distinguish among nonbanking 
institutions such as insurance 
companies, pension funds, 
mutual funds, and finance 
companies.
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equipment), Boeing (airplanes), and General Electric (jet engines and locomo-
tives) help their customers finance these large-scale expensive purchases through 
their finance subsidiaries. At one time, General Electric’s credit subsidiary 
accounted for 40 percent of the company’s revenues, but this is slowly falling as the  
company divests itself of consumer credit operations. Automobile companies such 
as Ford have also traditionally had credit subsidiaries to help customers finance 
their cars.

Insurance Companies. Insurance companies are businesses that protect their 
clients against financial losses from certain specified risks (death, injury, disabil-
ity, accident, fire, theft, and natural disasters, for 
example) in exchange for a fee, called a premium. 
Because insurance premiums flow into the compa-
nies regularly, but major insurance losses cannot be 
timed with great accuracy (though expected risks can 
be assessed with considerable precision), insurance 
companies generally have large amounts of excess 
funds. They typically invest these or make long-term 
loans, particularly to businesses in the form of com-
mercial real estate loans.

Pension Funds. Pension funds are managed 
investment pools set aside by individuals, corpora-
tions, unions, and some nonprofit organizations to 
provide retirement income for members. One type 
of pension fund is the individual retirement account 
(IRA), which is established by individuals to pro-
vide for their personal retirement needs. IRAs can be 
invested in a variety of financial assets, from risky 

insurance companies
businesses that protect their 
clients against financial 
losses from certain specified 
risks (death, accident, and 
theft, for example).

pension funds
managed investment pools 
set aside by individuals, 
corporations, unions, and 
some nonprofit organizations 
to provide retirement income 
for members.

2017 Assets  
(in millions)

2016 Assets  
(in millions)

2015 Assets  
(in millions)

JPMorgan Chase $2,533,600 $2,490,972 $2,351,698

Citigroup Inc. 1,842,465 1,792,077 1,731,210

BlackRock Group 220,217 220,177 225,261

American Express 181,159 158,893 161,184

Ameriprise Financial 147,470 139,821 145,342

Visa 67,977 64,035 40,236

Invesco 31,669 25,734 25,073

The Blackstone Group 26,403 22,526 31,497

Aon 26,088 26,615 27,164

Marsh & McLennan Companies 20,429 18,190 18,216

Apollo Investment Corp. 6,991 3,093 3,561

TABLE 15.4
Leading Diversified 
Financial Services Firms

Source: CFRA Stock Reports by S&P Global

State Farm is the largest auto and home insurer. Its website allows 
users to input their information and receive an auto insurance quote 
quickly and conveniently.

©James R. Martin/Shutterstock
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commodities such as oil or cocoa to low-risk financial “staples” such as U.S. Treasury 
securities. The choice is up to each person and is dictated solely by individual objec-
tives and tolerance for risk. The interest earned by all of these investments may be 
deferred tax-free until retirement.

In 1997, Congress revised the IRA laws and created a Roth IRA. Although similar 
to a traditional IRA in that investors may contribute $5,500 per year, the money in a 
Roth IRA is considered an after-tax contribution. Workers over 50 can add an extra 
$1,000, but in all cases, if you make too much money, you cannot fund a Roth. When 
the money is withdrawn at retirement, no tax is paid on the distribution. The Roth 
IRA is beneficial to young people who can allow a long time for their money to com-
pound and who may be able to have their parents or grandparents fund the Roth IRA 
with gift money.

Most major corporations provide some kind of pension plan for their employees. 
Many of these are established with bank trust departments or life insurance com-
panies. Money is deposited in a separate account in the name of each individual 
employee, and when the employee retires, the total amount in the account can be 
either withdrawn in one lump sum or taken as monthly cash payments over some 
defined time period (usually for the remaining life of the retiree).

Social Security, the largest pension fund, is publicly financed. The federal govern-
ment collects Social Security funds from payroll taxes paid by both employers and 
employees. The Social Security Administration then takes these monies and makes 
payments to those eligible to receive Social Security benefits—the retired, the dis-
abled, and the young children of deceased parents.

Mutual Funds. A mutual fund pools individual investor dollars and invests them 
in large numbers of well-diversified securities. Individual investors buy shares in a 
mutual fund in the hope of earning a high rate of return and in much the same way 
as people buy shares of stock. Because of the large numbers of people investing in 
any one mutual fund, the funds can afford to invest in hundreds (if not thousands) of 
securities at any one time, minimizing the risks of any single security that does not do 
well. Mutual funds provide professional financial management for people who lack 
the time and/or expertise to invest in particular securities, such as government bonds. 
While there are no hard-and-fast rules, investments in one or more mutual funds are 
one way for people to plan for financial independence at the time of retirement.

A special type of mutual fund called a money market fund invests specifically in 
short-term debt securities issued by governments and large corporations. Although 
they offer services such as check-writing privileges and reinvestment of interest 
income, money market funds differ from the money market accounts offered by banks 
primarily in that the former represent a pool of funds, while the latter are basically 
specialized, individual checking accounts. Money market funds usually offer slightly 
higher rates of interest than bank money market accounts.

Brokerage Firms and Investment Banks. Brokerage firms buy and sell stocks, 
bonds, and other securities for their customers and provide other financial services. 
Larger brokerage firms like Merrill Lynch, Charles Schwab, and Edward Jones offer 
financial services unavailable at their smaller competitors. Merrill Lynch, for exam-
ple, offers the Merrill Lynch Cash Management Account (CMA), which pays interest 
on deposits and allows clients to write checks, borrow money, and withdraw cash 
much like a commercial bank. The largest of the brokerage firms (including Merrill 
Lynch) have developed so many specialized services that they may be considered 
financial networks—organizations capable of offering virtually all of the services 

mutual fund
an investment company that 
pools individual investor 
dollars and invests them 
in large numbers of well-
diversified securities.

brokerage firms
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and provide other financial 
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traditionally associated with commercial banks. The rise of online brokerage firms 
has helped investors who want to do it themselves at low costs. Firms like E-Trade 
and TD Ameritrade offer investors the ability to buy and sell securities for $5 to $7 
per trade, while the same trade at Morgan Stanley might cost $125. E-Trade offers 
banking services, debit cards, wire transfers, and many of the same services that the 
traditional brokerage firms offer.

Most brokerage firms are really part financial conglomerates that provide many 
different kinds of services besides buying and selling securities for clients. For exam-
ple, Merrill Lynch also is an investment banker, as are Morgan Stanley and Goldman 
Sachs. The investment banker underwrites new issues of securities for corporations, 
states, and municipalities needed to raise money in the capital markets. The new issue 
market is called a primary market because the sale of the securities is for the first 
time. After the first sale, the securities trade in the secondary markets by brokers. The 
investment banker advises on the price of the new securities and generally guarantees 
the sale while overseeing the distribution of the securities through the selling broker-
age houses. Investment bankers also act as dealers who make markets in securities. 
They do this by offering to sell the securities at an asked price (which is a higher rate) 
and buy the securities at a bid price (which is a lower rate)—the difference in the two 
prices represents the profit for the dealer.

Finance Companies. Finance companies are businesses that offer short-term 
loans at substantially higher rates of interest than banks. Commercial finance com-
panies make loans to businesses, requiring their borrowers to pledge assets such as 
equipment, inventories, or unpaid accounts as collateral for the loans. Consumer 
finance companies make loans to individuals. Like commercial finance companies, 
these firms require some sort of personal collateral as security against the borrower’s 
possible inability to repay their loans. Because of the high interest rates they charge 
and other factors, finance companies typically are the lender of last resort for individ-
uals and businesses whose credit limits have been exhausted and/or those with poor 
credit ratings.

Electronic Banking
Since the advent of the computer age, a wide range of technological innovations has 
made it possible to move money all across the world electronically. Such “paperless” 
transactions have allowed financial institutions to reduce costs in what has been, and 
continues to be, a virtual competitive battlefield. Electronic funds transfer (EFT) is 
any movement of funds by means of an electronic terminal, telephone, computer, or 
magnetic tape. Such transactions order a particular financial institution to subtract 
money from one account and add it to another. The most commonly used forms of 
EFT are automated teller machines, automated clearinghouses, and home banking 
systems.

Automated Teller Machines. Probably the most familiar form of electronic bank-
ing is the automated teller machine (ATM), which dispenses cash, accepts deposits, 
and allows balance inquiries and cash transfers from one account to another. ATMs 
provide 24-hour banking services—both at home (through a local bank) and far away 
(via worldwide ATM networks such as Cirrus and Plus). Rapid growth, driven by 
both strong consumer acceptance and lower transaction costs for banks (about half 
the cost of teller transactions), has led to the installation of hundreds of thousands of 
ATMs worldwide. Table 15.5 presents some interesting statistics about ATMs.
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Automated Clearinghouses. Automated clearinghouses (ACHs) permit pay-
ments such as deposits or withdrawals to be made to and from a bank account by 
magnetic computer tape. Most large U.S. employers, and many others worldwide, use 
ACHs to deposit their employees’ paychecks directly to the employees’ bank accounts. 
While direct deposit is used by only 50 percent of U.S. workers, nearly 100 percent of 
Japanese workers and more than 90 percent of European workers utilize it. The largest 
user of automated clearinghouses in the United States is the federal government, with 
99 percent of federal government employees and 65 percent of the private workforce 
receiving their pay via direct deposit. More than 82 percent of all Social Security 
payments are made through an ACH system. The Social Security Administration is 
trying to reduce costs and reduce theft and fraud, so if you applied for Social Security 
benefits on or after May 1, 2011, you must receive your payments electronically.

The advantages of direct deposits to consumers include convenience, safety, and 
potential interest earnings. It is estimated that more than 4 million paychecks are lost 
or stolen annually, and FBI studies show that 2,000 fraudulent checks are cashed every 
day in the United States. Checks can never be lost or stolen with direct deposit. The 
benefits to businesses include decreased check-processing expenses and increased 
employee productivity. Research shows that businesses that use direct deposit can 
save more than $1.25 on each payroll check processed. Productivity could increase by 
$3 to $5 billion annually if all employees were to use direct deposit rather than taking 
time away from work to deposit their payroll checks.

Some companies also use ACHs for dividend and interest payments. Consumers 
can also use ACHs to make periodic (usually monthly) fixed payments to specific 
creditors without ever having to write a check or buy stamps. The estimated number 
of bills paid annually by consumers is 20 billion, and the total number paid through 
ACHs is estimated at only 8.5 billion. The average consumer who writes 10 to 15 
checks each month would save $41 to $62 annually in postage alone.14

Online Banking. Many banking activities are now conducted on a computer at 
home or at work or through wireless devices such as cell phones and tablets anywhere 
there is a wireless “hot spot.” Consumers and small businesses can now make a bewil-
dering array of financial transactions at home or on the go 24 hours a day. Functioning 
much like a vast network of personal ATMs, companies like Google and Apple provide 
online banking services through mobile phones, allowing subscribers to make sophis-
ticated banking transactions, buy and sell stocks and bonds, and purchase products and 
airline tickets without ever leaving home or speaking to another human being. Many 
banks allow customers to log directly into their accounts to check balances, transfer 
money between accounts, view their account statements, and pay bills via home com-
puter or other Internet-enabled devices. Computer and advanced telecommunications 
technology have revolutionized world commerce; 62 percent of adults list Internet 

automated clearinghouses 
(ACHs)
a system that permits 
payments such as deposits or 
withdrawals to be made to 
and from a bank account by 
magnetic computer tape.

There are 425,000 ATM machines in use in the United States.

The average cash withdrawal from ATMs is $60.

The typical ATM consumer will visit an ATM 7.4 times per month.

The total ratio of people per ATM machine is 144:1.

The top ATM owners are Cardtronics, Payment Alliance International, Bank of America, 
JPMorgan Chase, and Wells Fargo.

Source: “ATM Machines Statistics,” March 29, 2017, www.statisticbrain.com/atm-machine-statistics/ (accessed April 28, 2018).

TABLE 15.5
Facts about ATM Use
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banking as their preferred banking method, making 
it the most popular banking method in the United 
States.15

Future of Banking
Rapid advances and innovations in technology are 
challenging the banking industry and requiring it to 
change. As we said earlier, more and more banks, 
both large and small, are offering electronic access to 
their financial services. ATM technology is rapidly 
changing, with machines now dispensing more than 
just cash. Online financial services, ATM technol-
ogy, and bill presentation are just a few of the areas 
where rapidly changing technology is causing the 
banking industry to change as well.

Impact of Financial Crisis. The premise that 
banks will get bigger over the next 10 years is uncer-
tain. During 2007–2008, the financial markets collapsed under the weight of declin-
ing housing prices, subprime mortgages (mortgages with low-qualifying borrowers), 
and risky securities backed by these subprime mortgages. Because the value of bank 
assets declined dramatically, most large banks like Citibank, Bank of America, and 
Wells Fargo had a shrinking capital base. That is, the amount of debt in relation to their 
equity was so high that they were below the minimum required capital requirements.

During this period, the Federal Reserve took unprecedented actions that included 
buying up troubled assets from the banks and lending money at the discount window to 
nonbanks such as investment banks and brokers. The Fed also entered into the financial 
markets by making markets in commercial paper and other securities where the markets 
had ceased to function in an orderly fashion. Additionally, the Fed began to pay interest 
on reserves banks kept at the Fed, and finally, it kept interest rates low to stimulate the 
economy and to help the banks regain their health. Because banks make money by the 
spread between their borrowing and lending rates, the Fed managed the spread between 
long- and short-term rates to generate a fairly large spread for the banks.

Additionally, to keep interest rates low and stimulate the economy, the Fed bought 
billions of dollars of mortgages and other financial assets on a monthly basis. By mid-
2017, it had accumulated $4.5 trillion of securities on its balance sheet even though 
it stopped its asset purchases in 2015 as the economy improved. By the end of 2017, 
the Fed was slowly letting the securities in its portfolio mature without reinvesting 
the proceeds. As the economy picked up steam in 2018, the process of unwinding the 
Fed’s portfolio helped push interest rates higher.

Lastly, the future of the structure of the banking system is in the hands of the 
U.S. Congress. In reaction to the financial meltdown and severe recession, Congress 
passed the Dodd-Frank Wall Street Reform and Consumer Protection Act. The full 
name implies that the intent of the act is to eliminate the ability of banks to create this 
type of problem in the future. The question that remains is how much of this legisla-
tion will be revised or reversed by the Trump administration.

Shadow Banking. In broad general terms, shadow banking refers to companies 
performing banking functions of some sort that are not regulated by banking regula-
tors. Shadow banking activities are increasing. In a letter to shareholders in its annual 
report, James Dimon, CEO and chair of JPMorgan Chase, was quoted as saying to his 

Computers and handheld devices have made online banking extremely 
convenient. However, hackers have stolen millions from banking 
customers by tricking them into visiting websites and downloading 
malicious software that gives hackers access to their passwords.

©Kite_rin/Shutterstock

Analyze the challenges ahead 
for the banking industry.
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shareholders that the bank will face tough competitors, including shadow banking. 
He may have said it best in the following quote:

Many of these institutions are smart and sophisticated and will benefit as banks 
move out of certain products and services. Non-bank financial competitors will 
look at every product we price, and if they can do it cheaper with their set of capital 
providers, they will. There is nothing inherently wrong with this—it is a natural state 
of affairs and, in some cases, may benefit the clients who get the better price. But 
regulators should—and will—be looking at how all financial companies (including 
non-bank competitors) need to be regulated and will be evaluating what is better to 
be done by banks vs. non-banks and vice versa.16

In addition to shadow banks mentioned by Mr. Dimon, there are the peer-to-peer 
lenders like Prosper, a company that matches investors and borrowers with loans of 
between $2,000 and $35,000. There are other sources of funding by Internet websites 
such as GoFundMe, which helps people enhance their life skills, raise money for 
health care issues, and more. Another similar website is Kickstarter, which funds 
creative projects in the worlds of art, film, games, music, publishing, and so on. In 
many cases, funds provided for these projects replace loans that might have been used 
to develop the project. These forms of funding are growing rapidly. Kickstarter was 
formed in October 2009 and has already received a total of $3 billion to fund more 
than 122,000 projects.17 There is also the budding use of virtual money and other 
futuristic ideas, so only time will tell how the world of banking changes over time and 
how bank regulators will deal with these nonbank institutions. ■

You think you might be interested in going into finance or 
banking, but it is so hard to tell when you are a full-time stu-
dent. Classes that seem interesting when you take them might 
not translate into an interesting work experience after grad-
uation. A great way to see if you would excel at a career in 
finance is to get some experience in the industry. Internships, 
whether they are paid or unpaid, not only help you figure out 
what you might really want to do after you graduate, but they 
are also a great way to build up your résumé, put your learn-
ing to use, and start generating connections within the field.

For example, Pennsylvania’s Delaware County District 
Attorney’s Office has been accepting business students from 
Villanova University for a six-month internship. The student 
works in the economic crime division, analyzing documents 
of people under investigation for financial crimes ranging 
from fraud to money laundering. The students get actual 
experience in forensic accounting and have the chance to 
see whether this is the right career path. On top of that, 
the program has saved the county an average of $20,000 
annually on consulting and accounting fees, not to mention 
that detectives now have more time to take on larger case-
loads. One student who completed the program spent his six 

months investigating a case in which the owner of a sewage 
treatment company had embezzled a total of $1 million over 
the course of nine years. The student noted that the experi-
ence helped him gain an understanding about how different 
companies handle their financial statements, as well as how 
accounting can be applied in forensics and law enforcement.

Internship opportunities are plentiful all over the country, 
although you may need to do some research to find them. 
To start, talk to your program advisor and your professors 
about opportunities. Also, you can check company websites 
where you think you might like to work to see if they have 
any opportunities available. City, state, or federal government 
offices often provide student internships as well. No matter 
where you end up interning, the real-life skills you pick up, 
as well as the résumé boost you get, will be helpful in finding 
a job after you graduate. When you graduate, commercial 
banks and other financial institutions offer major employment 
opportunities. In 2008–2009, a major downturn in the finan-
cial industry resulted in mergers, acquisitions, and financial 
restructuring for many companies. While the immediate result 
was a decrease in job opportunities, as the industry recovers, 
there will be many challenging job opportunities available.18

So You’re Interested in Financial Systems 
or Banking
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Review Your Understanding

Define money, its functions, and its characteristics.

Money is anything generally accepted as a means of payment 
for goods and services. Money serves as a medium of exchange, 
a measure of value, and a store of wealth. To serve effectively 
in these functions, money must be acceptable, divisible, porta-
ble, durable, stable in value, and difficult to counterfeit.

Describe various types of money.

Money may take the form of currency, checking accounts, or 
other accounts. Checking accounts are funds left in an account 
in a financial institution that can be withdrawn (usually by writ-
ing a check) without advance notice. Other types of accounts 
include savings accounts (funds left in an  interest-earning 
account that usually cannot be withdrawn without advance 
notice), money market accounts (an interest-bearing checking 
account that is invested in short-term debt instruments), cer-
tificates of deposit (deposits left in an institution for a spec-
ified period of time at a specified interest rate), credit cards 
(access to a preapproved line of credit granted by a bank or 
company), and debit cards (means of instant cash transfers 
between customer and merchant accounts), as well as travel-
er’s checks, money orders, and cashier’s checks.

Specify how the Federal Reserve Board manages 
the money supply and regulates the American 
banking system.

The Federal Reserve Board regulates the U.S. financial system. 
The Fed manages the money supply by buying and selling gov-
ernment securities, raising or lowering the discount rate (the 
rate of interest at which banks may borrow cash reserves from 
the Fed), raising or lowering bank reserve requirements (the 
percentage of funds on deposit at a bank that must be held 
to cover expected depositor withdrawals), and adjusting down 
payment and repayment terms for credit purchases. It also 
regulates banking practices, processes checks, and oversees 
federal depository insurance for institutions.

Compare and contrast commercial banks, 
savings and loan associations, credit unions, and 
mutual savings banks.

Commercial banks are financial institutions that take and hold 
deposits in accounts for and make loans to individuals and 
businesses. Savings and loan associations are financial insti-
tutions that primarily specialize in offering savings accounts 
and mortgage loans. Credit unions are financial institutions 
owned and controlled by their depositors. Mutual savings 
banks are similar to S&Ls except that they are owned by their 
depositors.

Distinguish among nonbanking institutions such 
as insurance companies, pension funds, mutual 
funds, and finance companies.

Insurance companies are businesses that protect their cli-
ents against financial losses due to certain circumstances, 
in exchange for a fee. Pension funds are investments set 
aside by organizations or individuals to meet retirement 
needs. Mutual funds pool investors’ money and invest in 
large numbers of different types of securities. Brokerage 
firms buy and sell stocks and bonds for investors. Finance 
companies make short-term loans at higher interest rates 
than do banks.

Analyze the challenges ahead for the banking 
industry.

Future changes in financial regulations are likely to result in 
fewer but larger banks and other financial institutions.

Recommend the most appropriate financial 
institution for a hypothetical small business.

Using the information presented in this chapter, you should be 
able to answer the questions in the “Solve the Dilemma” fea-
ture near the end of this chapter and find the best institution 
for Hill Optometrics.

Critical Thinking Questions

Enter the World of Business Questions

 1. What are some of the benefits of mobile banking? The risks?

 2. Why do you think consumers fail to understand the risk 
factors of using online banking apps without taking 
appropriate security precautions?

 3. What are some ways consumers can significantly reduce 
the risk of cyberattacks when engaging in mobile banking 
activities?
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Check Your Progress

 1. What are the six characteristics of money? Explain how 
the U.S. dollar has those six characteristics.

 2. What is the difference between a credit card and a debit 
card? Why are credit cards considerably more popular 
with U.S. consumers?

 3. Discuss the four economic goals the Federal Reserve must 
try to achieve with its monetary policy.

 4. Explain how the Federal Reserve uses open market 
operations to expand and contract the money  
supply.

 5. What are the basic differences between commercial 
banks and savings and loans?

 6. Why do credit unions charge lower rates than 
commercial banks?

 7. Why do finance companies charge higher interest rates 
than commercial banks?

 8. How are mutual funds, money market funds, and pension 
funds similar? How are they different?

 9. What are some of the advantages of electronic funds 
transfer systems?

Get Involved

 1. Survey the banks, savings and loans, and credit unions in 
your area, and put together a list of interest rates paid 
on the various types of checking accounts. Find out what, 
if any, restrictions are in effect for NOW accounts and 
regular checking accounts. In which type of account and 
in what institution would you deposit your money? Why?

 2. Survey the same institutions as in question 1, this time 
inquiring as to the rates asked for each of their various 
loans. Where would you prefer to obtain a car loan? A 
home loan? Why?

Learn the Terms

automated clearinghouses (ACHs) 494
automated teller machine (ATM) 493
brokerage firms 492
certificates of deposit (CDs) 481
checking account 479
commercial banks 488
credit cards 481
credit controls 486
credit union 489
debit card 482
discount rate 486

electronic funds transfer (EFT) 493
Federal Deposit Insurance Corporation 

(FDIC) 489
Federal Reserve Board 484
finance 476
finance companies 493
insurance companies 491
investment banker 493
monetary policy 485
money 476
money market accounts 481

mutual fund 492
mutual savings banks 489
National Credit Union Administration 

(NCUA) 489
open market operations 486
pension funds 491
reserve requirement 486
reward cards 482
savings accounts 481
savings and loan associations 

(S&Ls) 488

Build Your Skills

Managing Money

Background
You have just graduated from college and have 
received an offer for your dream job (annual sal-
ary: $35,000). This premium salary is a reward 

for your hard work, perseverance, and good grades. It is also 
a reward for the social skills you developed in college doing 
service work as a tutor for high school students and interacting 
with the business community as the program chairman of the 
college business fraternity, Delta Sigma Pi. You are engaged 
and plan to be married this summer. You and your spouse will 
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have a joint income of $60,000, and the two of you are trying 
to decide the best way to manage your money.

Task
Research available financial service institutions in your area, 
and answer the following questions.

 1. What kinds of institutions and services can you use to 
help manage your money?

 2. Do you want a full-service financial organization that can 
take care of your banking, insurance, and investing needs, 
or do you want to spread your business among individual 
specialists? Why have you made this choice?

 3. What retirement alternatives do you have?

Solve the Dilemma

Seeing the Financial Side of Business

Dr. Stephen Hill, a successful optometrist in 
Indianapolis, Indiana, has tinkered with various 
inventions for years. Having finally developed 
what he believes is his first saleable product (a 
truly scratch-resistant and lightweight lens), Hill 

has decided to invest his life savings and open Hill Optometrics 
to manufacture and market his invention.

Unfortunately, despite possessing true genius in many 
areas, Hill is uncertain about the “finance side” of business 
and the various functions of different types of financial insti-
tutions in the economy. He is, however, fully aware that he 
will need financial services such as checking and savings 
accounts, various short-term investments that can easily and 
quickly be converted to cash as needs dictate, and sources 
of borrowing capacity—should the need for either short- or 

long-term loans arise. Despite 
having read mounds of bro-
chures from various local and 
national financial institutions, 
Hill is still somewhat unclear 
about the merits and capabilities of each type of financial 
institution. He has turned to you, his 11th patient of the day, 
for help.

Critical Thinking Questions
 1. List the various types of U.S. financial institutions and the 

primary function of each.

 2. What services of each financial institution is Hill’s new 
company likely to need?

 3. Which single financial institution is likely to be best able 
to meet Hill’s small company’s needs now? Why?

Recommend the most appro-
priate financial institution for a 
hypothetical small business.

LO 15-7

Build Your Business Plan

Money and the Financial System

This chapter provides you with the opportunity 
to think about money and the financial system 
and just how many new businesses fail every 
year. In some industries, the failure rate is 
as high as 80 percent. One reason for such a 

high failure rate is the inability to manage the finances of the 

organization. From the start of the business, financial planning 
plays a key role. Try getting a loan without an accompanying 
budget/forecast of earnings and cash flow.

While obtaining a loan from a family member may be the 
easiest way to fund your business, it may cause more problems 
for you later on if you are unable to pay the money back as 
scheduled. Before heading to a lending officer at a bank, contact 
your local SBA center to see what assistance it might provide.

See for Yourself Videocase

Crowdfunding: Loans You Can Count On

Kiva is a nonprofit organization that accepts 
donations to crowdfund loans around the 
world. It was founded in 2005 when Premal 
Shah recognized that small business owners in 

developing countries didn’t have access to funding. Kiva takes 
donations on its site from people around the world who can 
donate a minimum of $25 for specific projects. Money is then 
given to recipients who are expected to pay back the loan 
over a set period of time. As the loan is paid back, the origi-
nal lenders can then either withdraw the money they donated 
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or use it to fund another loan. Kiva now backs thousands of 
loans each week at a variety of price points and has surpassed 
$1 billion in loans. Most Kiva loans go to help recipients build 
inventory or buy assets that will improve their productivity.

Technology is constantly changing the world around us. 
This is true in the financial world, too. Traditional banks and 
other financial entities are competing with new structures, 
like Kiva, that can provide similar services in an innovative 
way. By using crowdfunding on the Internet to award loans 
to broader audiences, Kiva has found a way to innovate in 
the financial loan industry. This is a form of shadow banking, 
where a company performs banking functions, like awarding 
loans, when the company is not a traditional banking institu-
tion and is not encumbered by traditional banking regulations. 
Lenders like Kiva, known as peer-to-peer lenders, create a 
human connection.

Even though Kiva does not have to follow many traditional 
banking regulations, the company must comply with regula-
tions imposed by countries around the world that they are 
operating in. Developing countries often have poor regulations 
that increase costs for Kiva and complicate the loan process. 
For example, money invested in India must stay in India for 
at least three years, which can create major cash flow prob-
lems. Another challenge for Kiva is dealing with infrastruc-
ture. These countries have very poor financial infrastructure 
systems, which is another challenge that Kiva has to overcome 
when trying to fund those in need.

While Kiva faces many challenges to operate in develop-
ing countries, it also faces challenges in the United States. 
Kiva started operating in the U.S. in 2010 when it recognized a 
need for a nontraditional loan financing system domestically. 
While the U.S. is one of the best countries in the world to start 
a small businesses and secure capital, young people without 
a credit history and immigrants often have trouble securing 
loans for their businesses. Kiva now aims to aid those who 
can’t secure a traditional loan in the United States through its 
existing crowdfunded loan system.

One of the most fascinating aspects of the Kiva system is 
Kiva’s choice to crowdfund loans instead of using donations. 

While donations are very helpful for aiding crisis efforts and 
natural disaster relief, Kiva believes that lending is a more 
effective way to combat poverty. The company believes that 
by lending, recipients will have a stable and ongoing source 
of capital for their business. Loan recipients can also use their 
Kiva loans as a credit history in order to try and secure loans 
with traditional financial institutions. Because of the payback 
structure of Kiva’s loans, Kiva is able to reinvest money that is 
paid back to fund other projects.

“Access to capital isn’t enough to end global poverty, but 
it is clearly necessary,” says Elliot Collins, a research and eval-
uations manager for Kiva. “Kiva’s network is reducing the cost 
of lending to entrepreneurs around the world, and our goal is 
to ensure that everybody can benefit from financial markets 
and help build their local economy.”

Thanks to its innovative take on crowdfunding loans, Kiva 
is able to reach those in need all around the world. Donors 
can give money and then reinvest paid back loans into other 
projects. Because of Kiva’s nontraditional structure, it is 
able to avoid many banking regulations. However, Kiva con-
tinues faces many challenges due to different government 
regulations and infrastructures. To stay competitive across 
the world, Kiva must continue to monitor regulations in the 
 countries in which it operates and pay close attention to 
how governments will treat shadow banking entities in the 
future.19

Critical Thinking Questions
 1. Explain the benefit of awarding loans instead of 

donations.

 2. What are the differences between Kiva and more 
traditional financial institutions?

 3. What challenges does Kiva currently face, and what 
future challenges could it face?

You can find the related video in the Video Library 
in Connect. Ask your instructor how you can access 
Connect.

Team Exercise

Mutual funds pool individual investor dollars and invest them 
in a number of different securities. Go to http://finance.yahoo.
com/ and select some top-performing funds using criteria 
such as sector, style, or strategy. Assume that your group has 

$100,000 to invest in mutual funds. Select five funds in which 
to invest, representing a balanced (varied industries, risk, etc.) 
portfolio, and defend your selections.
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Securities Markets

Learning Objectives
After reading this chapter, you will be able to:

 LO 16-1 Describe some common methods of managing current 
assets.

 LO 16-2 Identify some sources of short-term financing (current 
liabilities).

 LO 16-3 Summarize the importance of long-term assets and capital 
budgeting.

 LO 16-4 Specify how companies finance their operations and manage 
fixed assets with long-term liabilities, particularly bonds.

 LO 16-5 Explain how corporations can use equity financing by 
issuing stock through an investment banker.

 LO 16-6 Describe the various securities markets in the United States.

 LO 16-7 Critique the position of short-term assets and liabilities of a 
small manufacturer and recommend corrective action.
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Enter the World of Business

No Shock: General Electric Struggles after Poor 
Financial Management
You would be hard-pressed to find a more influential firm in American history than 

General Electric (GE). Starting out as a light bulb company founded by Thomas 

Edison, in 2017 it listed the following divisions: Power, Renewable Energy, Oil & 

Gas, Aviation, Healthcare, Transportation, Lighting, and GE Capital.

Perhaps the biggest mistake was expanding GE Capital into consumer loans. 

Originally, GE Capital helped customers finance their purchases of its locomo-

tives and airplane engines. However, GE expanded into consumer products 

such as credit cards, insurance, and mortgage lending through GE Capital. When 

the financial crisis hit, GE was forced to be regulated by the U.S. Federal Reserve 

as a bank. The decision was made to shrink GE Capital back to its original focus 

of lending to industrial customers. It sold off Synchrony Financial, its consumer 

finance area, and liquidated most of its consumer-oriented subsidiaries. GE 

Capital got out from under government regulation but lost almost $7 billion with 

more losses predicted.

The shareholder outrage at declining earnings peaked in 2017 when GE cut 

its dividend in half because of cash flow problems. After becoming the worst- 

performing stock in the Dow Jones Industrial Average, GE was booted from 

the Dow in 2018 causing the stock to plunge. The common stock continued to  

decline to under $10 per share as the company once again cut the dividend  

to $0.01 per quarter in October of 2018.

The problem GE faced was a mix of bad decisions and market conditions.  

It sold off divisions it bought years earlier for losses, bought companies that did 

not perform, and were in the wrong industries at the wrong time. To recover, GE 

plans to sell several divisions to create a simpler company. Time will tell whether 

GE can regain its reputation.1
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Introduction
While it’s certainly true that money makes the world go around, financial manage-
ment is the discipline that makes the world turn more smoothly. Indeed, without 
effective management of assets, liabilities, and owners’ equity, all business orga-
nizations are doomed to fail—regardless of the quality and innovativeness of their 
products. Financial management is the field that addresses the issues of obtaining 
and managing the funds and resources necessary to run a business successfully. It 
is not limited to business organizations: All organizations, from the corner store to 
the local nonprofit art museum, from giant corporations to county governments, 
must manage their resources effectively and efficiently if they are to achieve their 
objectives.

In this chapter, we look at both short- and long-term financial management. First, 
we discuss the management of short-term assets, which companies use to generate 
sales and conduct ordinary day-to-day business operations. Next, we turn our atten-
tion to the management of short-term liabilities, the sources of short-term funds used 
to finance the business. Then, we discuss the management of long-term assets such 
as plants, equipment, and the use of common stock (equity) and bonds (long-term 
liability) to finance these long-term corporate assets. Finally, we look at the securities 
markets, where stocks and bonds are traded.

Managing Current Assets and Liabilities
Managing short-term assets and liabilities involves managing the current assets 
and liabilities on the balance sheet (discussed in the “Accounting and Financial 
Statements” chapter). Current assets are short-term resources such as cash, invest-
ments, accounts receivable, and inventory. Current liabilities are short-term debts 
such as accounts payable, accrued salaries, accrued taxes, and short-term bank loans. 
We use the terms current and short term interchangeably because short-term assets 
and liabilities are usually replaced by new assets and liabilities within three or four 
months, and always within a year. Managing short-term assets and liabilities is some-
times called working capital management because short-term assets and liabilities 
continually flow through an organization and are thus said to be “working.”

Managing Current Assets
The chief goal of financial managers who focus on current assets and liabilities is 
to maximize the return to the business on cash, temporary investments of idle cash, 
accounts receivable, and inventory.

Managing Cash. A crucial element facing any financial manager is effectively 
managing the firm’s cash flow. Remember that cash flow is the movement of money 
through an organization on a daily, weekly, monthly, or yearly basis. Ensuring that 
sufficient (but not excessive) funds are on hand to meet the company’s obligations is 
one of the single most important facets of financial management.

Idle cash does not make money, and corporate checking accounts typically do not 
earn interest. As a result, astute money managers try to keep just enough cash on 
hand, called transaction balances, to pay bills—such as employee wages, supplies, 
and utilities—as they fall due. To manage the firm’s cash and ensure that enough cash 
flows through the organization quickly and efficiently, companies try to speed up 
cash collections from customers.

working capital 
management
the managing of short-term 
assets and liabilities.

transaction balances
cash kept on hand by a firm 
to pay normal daily expenses, 
such as employee wages and 
bills for supplies and utilities.

Describe some common  
methods of managing current 
assets.
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To facilitate collection, some companies have customers send their payments to a 
lockbox, which is simply an address for receiving payments, instead of directly to the 
company’s main address. The manager of the lockbox, usually a commercial bank, 
collects payments directly from the lockbox several times a day and deposits them 
into the company’s bank account. The bank can then start clearing the checks and get 
the money into the company’s checking account much more quickly than if the pay-
ments had been submitted directly to the company. However, there is no free lunch: 
The costs associated with lockbox systems make them worthwhile only for those 
companies that receive thousands of checks from customers each business day.

Large firms with many stores or offices around the country, such as HSBC Finance 
Corporation, frequently use electronic funds transfer to speed up collections. HSBC 
Finance Corporation’s local offices deposit checks received each business day into 
their local banks and, at the end of the day, HSBC Finance Corporation’s corporate 
office initiates the transfer of all collected funds to its central bank for overnight 
investment. This technique is especially attractive for major international compa-
nies, which face slow and sometimes uncertain physical delivery of payments and/or 
less-than-efficient check-clearing procedures.

More and more companies are now using electronic funds transfer systems to pay 
and collect bills online. Companies generally want to collect cash quickly but pay out 
cash slowly. When companies use electronic funds transfers between buyers and sup-
pliers, the speed of collections and disbursements increases to one day. Only with the 
use of checks can companies delay the payment of cash by three or four days until the 
check is presented to their bank and the cash leaves their account.

Investing Idle Cash. As companies sell products, they generate cash on a daily 
basis, and sometimes cash comes in faster than it is needed to pay bills. Organizations 
often invest this “extra” cash, for periods as short as one day (overnight) or for as 
long as one year, until it is needed. Such temporary investments of cash are known as 
marketable securities. Examples include U.S. Treasury bills, certificates of deposit, 
commercial paper, and eurodollar deposits. Table 16.1 summarizes a number of dif-
ferent marketable securities used by businesses and some sample interest rates on 

lockbox
an address, usually a 
commercial bank, at which a 
company receives payments 
in order to speed collections 
from customers.

marketable securities
temporary investment of 
“extra” cash by organizations 
for up to one year in U.S. 
Treasury bills, certificates of 
deposit, commercial paper, 
or eurodollar loans.

Interest Rate

Type of Security Maturity Seller of Security 6/23/2006 4/18/2016 11/01/2018 Safety Level

U.S. Treasury bills 90 days U.S. government 4.80% 0.22% 2.29% Excellent

U.S. Treasury bills 180 days U.S. government 5.05 0.35 2.43 Excellent

Commercial paper 30 days Major corporations 5.14 0.46 2.25 Very good

Certificates of deposit 90 days U.S. commercial banks 5.40 0.40 2.25 Very good

Certificates of deposit 180 days U.S. commercial banks 5.43 0.45 2.35 Very good

Eurodollars
90 days

European commercial 
banks

5.48 0.65 2.58 Very good

* Rate is as of April 19, 2018.

Sources: Board of Governors of the Federal Reserve System, “Selected Interest Rates (Weekly)—H.15,” November 2, 2018, www.federalreserve.gov/releases/H15/current/
default.htm (accessed November 7, 2018); Fidelity, “Certificates of Deposit,” www.fidelity.com/fixed-income-bonds/cds (accessed November 7, 2018); Eurodollars, Bank of 
England, bankofengland.co.uk (accessed November 7, 2018).

TABLE 16.1 Short-Term Investment Possibilities for Idle Cash
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these investments as of June 23, 2006, April 18, 2016, and November 1, 2018. The 
safety rankings are relative. While all of the listed securities are very low risk, the 
U.S. government securities are the safest. You can see from the table that interest 
rates declined between 2006 and 2016 but are on their way back up in 2018.

The Fed used monetary policy to lower interest rates to stimulate borrowing and 
investment during the recession of 2007–2009 and kept rates low into 2016 to stimu-
late employment and economic growth. The Fed raised interest rates 25 basis points 
(1/4 of a percent) in December 2015, again in 2016, three times in 2017, and three 
times in 2018. Most economists agree that rates will continue to rise as the economy 
continues its recovery.

Many large companies invest idle cash in U.S. Treasury bills (T-bills), which are 
short-term debt obligations the U.S. government sells to raise money. Issued weekly 
by the U.S. Treasury, T-bills carry maturities of between one week and one year. U.S. 
T-bills are generally considered to be the safest of all investments and are called risk 
free because the U.S. government will not default on its debt.

Commercial certificates of deposit (CDs) are issued by commercial banks and 
brokerage companies. They are available in minimum amounts of $100,000 but are 
typically in units of $1 million for large corporations investing excess cash. Unlike 
consumer CDs (discussed in the “Money and the Financial System” chapter), which 
must be held until maturity, commercial CDs may be traded prior to maturity. Should 
a cash shortage occur, the organization can simply sell the CD on the open market and 
obtain needed funds.

One of the most popular short-term investments for the largest business orga-
nizations is commercial paper—a written promise from one company to another 
to pay a specific amount of money. Because commercial paper is backed only by 
the name and reputation of the issuing company, sales of commercial paper are 
restricted to only the largest and most financially stable companies. As commercial 
paper is frequently bought and sold for durations as short as one business day, many 
“players” in the market find themselves buying commercial paper with excess cash 
on one day and selling it to gain extra money the following day.

During 2007 and 2008, the commercial paper market simply stopped function-
ing. Investors no longer trusted the IOUs of even the best companies. Companies 

that had relied on commercial paper to fund short-
term cash needs had to turn to the banks for bor-
rowing. Those companies who had existing lines of 
credit at their bank were able to draw on their line 
of credit. Others were in a tight spot. Eventually, 
the Federal Reserve entered the market to buy and 
sell commercial paper for its own portfolio. This is 
something the Fed was not in the habit of doing. 
But it rescued the market, and the commercial paper 
market is now standing on its own two feet without 
the Fed’s help.

Some companies invest idle cash in international 
markets such as the eurodollar market, a market 
for U.S. dollars held in foreign countries. Because 
the eurodollar market was originally developed by 
London banks, any dollar-denominated deposit in 
a non-U.S. bank is called a eurodollar deposit. For 
example, if you travel overseas and deposit $1,000 

Treasury bills (T-bills)
short-term debt obligations 
the U.S. government sells to 
raise money.

commercial certificates of 
deposit (CDs)
certificates of deposit 
issued by commercial banks 
and brokerage companies, 
available in minimum 
amounts of $100,000, which 
may be traded prior to 
maturity.

commercial paper
a written promise from one 
company to another to pay a 
specific amount of money.

eurodollar market
a market for trading U.S. 
dollars in foreign countries.

Companies can invest their idle cash in marketable securities such as 
U.S. Treasury bills, commercial paper, and eurodollar deposits.

©RomanR/Shutterstock
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in a London bank, you will have “created” a eurodollar deposit in the amount of  
$1,000. Because the U.S. dollar is an international currency, these dollar deposits can 
be used by international companies to settle their accounts. The market created for 
trading such investments offers firms with extra dollars a chance to earn a slightly 
higher rate of return with just a little more risk than they would face by investing in 
U.S. Treasury bills.

Managing Accounts Receivable. After cash and marketable securities, the bal-
ance sheet lists accounts receivable and inventory. Remember that accounts receiv-
able is money owed to a business by credit customers. Many businesses make the vast 
majority of their sales on credit, so managing accounts receivable is an important task.

Each credit sale represents an account receivable for the company, the terms of 
which typically require customers to pay the full amount due within 30, 60, or even 
90 days from the date of the sale. To encourage quick payment, some businesses 
offer some of their customers discounts of between 1 and 2 percent if they pay off 
their balance within a specified period of time (usually between 10 and 30 days). On 
the other hand, late payment charges of between 1 and 1.5 percent serve to discour-
age slow payers from sitting on their bills forever. The larger the discount for early 
payment, the faster customers will tend to pay their accounts. Unfortunately, while 
discounts increase cash flow, they also reduce profitability. Finding the right balance 
between the added advantages of early cash receipt and the disadvantages of reduced 
profits is no simple matter. Similarly, determining the optimal balance between the 
higher sales likely to result from extending credit to customers with less than sterling 
credit ratings and the higher bad-debt losses likely to result from a more lenient credit 
policy is also challenging. Information on company credit ratings is provided by local 
credit bureaus, national credit-rating agencies such as Dun & Bradstreet, and industry 
trade groups.

Consider Ethics and Social Responsibility

Making Every Woman Count: 
Improving Gender Diversity in 
Finance
Although more than half of financial managers in the U.S. 
financial services industry consist of women, only 13.8 percent 
of CFOs at Fortune 500 companies are female. This discrep-
ancy is a concern to companies that are trying to emphasize 
diversity in senior management. Although sexual discrimina-
tion is still a problem, studies suggest that other factors con-
tribute to this low percentage.

One theory is that women do not have as many connec-
tions with higher-level finance executives as men. According 
to a former portfolio consultant, because female employees 
do not often connect as well with male supervisors, they may 
inadvertently be passed up for future management opportu-
nities. Another problem could be attitudinal bias by gender. 
An assertive personality in a male employee may be perceived 

as being “pushy” in a female employee. The support of senior 
executives is often essential for career advancement because 
these executives can more successfully advocate on behalf of 
the employee.

A solution that some companies have implemented is to 
encourage female executives to form long-lasting relationships 
with senior executives. Goldman Sachs offers leadership train-
ing for women, as well as mentorship and sponsorship opportu-
nities where female employees are paired with senior leaders. 
Although the percentage of women in senior leadership finance 
positions is still low, its steady increase shows that more com-
panies are taking gender diversity in finance seriously.2

Critical Thinking Questions
 1. Why do you think there are so few female CFOs?
 2. What are some ways that companies are trying to promote 

senior management positions to female finance employees?
 3. Do you feel that a mentorship program will help close the 

diversity gap? Why or why not?
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Optimizing Inventory. While the inventory 
that a firm holds is controlled by both production 
needs and marketing considerations, the financial 
manager has to coordinate inventory purchases to 
manage cash flows. The object is to minimize the 
firm’s investment in inventory without experiencing 
production cutbacks as a result of critical materials 
shortfalls or lost sales due to insufficient finished 
goods inventories. Every dollar invested in inventory 
is a dollar unavailable for investment in some other 
area of the organization. Optimal inventory levels 
are determined in large part by the method of pro-
duction. If a firm attempts to produce its goods just 
in time to meet sales demand, the level of inventory 
will be relatively low. If, on the other hand, the firm 
produces materials in a constant, level pattern, inven-
tory increases when sales decrease and decreases 
when sales increase. One way companies manage 

inventory is through the use of radio frequency identification (RFID) technology. For 
example, Walmart manages its inventories by using RFID tags. An RFID tag, which 
contains a silicon chip and an antenna, allows a company to use radio waves to track 
and identify the products to which the tags are attached. These tags are primarily used 
to track inventory shipments from the manufacturer to the buyer’s warehouses and 
then to the individual stores and also cut down on trucking theft because the delivery 
truck and its contents can be tracked in real time.

The automobile industry is an excellent example of an industry driven almost 
solely by inventory levels. Because it is inefficient to continually lay off workers 
in slow times and call them back in better times, Ford, General Motors, and Toyota 
try to set and stick to quarterly production quotas. Automakers typically try to keep 
a 60-day supply of unsold cars. During particularly slow periods, however, it is not 
unusual for inventories to exceed 100 days of sales.

Although less publicized, inventory shortages can be as much of a drag on poten-
tial profits as too much inventory. Not having an item on hand may send the  customer 
to a competitor—forever. Complex computer inventory models are frequently 
employed to determine the optimum level of inventory a firm should hold to support a 
given level of sales. Such models can indicate how and when parts inventories should 
be ordered so that they are available exactly when required—and not a day before. 
Developing and maintaining such an intricate production and inventory system is 
 difficult, but it can often prove to be the difference between experiencing average 
profits and spectacular ones.

Managing Current Liabilities
While having extra cash on hand is a delightful surprise, the opposite situation—a 
temporary cash shortfall—can be a crisis. The good news is that there are several 
potential sources of short-term funds. Suppliers often serve as an important source 
through credit sales practices. Also, banks, finance companies, and other organiza-
tions offer short-term funds through loans and other business operations.

Accounts Payable. Remember from the “Accounting and Financial Statements” 
chapter that accounts payable is money an organization owes to suppliers for goods 

From materials management, race timing, or attendee tracking, RFID 
technology has many practical applications.

©nullplus/Getty Images

Identify some sources of 
short-term financing (current 
liabilities).
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and services. Just as accounts receivable must be actively managed to ensure proper 
cash collections, so too must accounts payable be managed.

The most widely used source of short-term financing, and therefore the most 
important account payable, is trade credit—credit extended by suppliers for the pur-
chase of their goods and services. Most trade credit agreements offer discounts to 
organizations that pay their bills early. A supplier, for example, may offer trade terms 
of “1/10 net 30,” meaning that the purchasing organization may take a 1 percent dis-
count from the invoice amount if it makes payment by the 10th day after receiving 
the bill. Otherwise, the entire amount is due within 30 days. For example, pretend 
that you are the financial manager in charge of payables. You owe Ajax Company 
$10,000, and it offers trade terms of 2/10 net 30. By paying the amount due within 10 
days, you can save 2 percent of $10,000, or $200. Assume you place orders with Ajax 
once per month and have 12 bills of $10,000 each per year. By taking the discount 
every time, you will save 12 times $200, or $2,400, per year. Now assume you are the 
financial manager of Gigantic Corp., and it has monthly payables of $100 million per 
month. Two percent of $100 million is $2 million per month. Failure to take advan-
tage of such trade discounts can add up to lost cash savings over the span of a year.

Bank Loans. Virtually all organizations—large and small—obtain short-term 
funds for operations from banks. In most instances, the credit services granted by 
these firms take the form of a line of credit or fixed dollar loan. A line of credit is 
an arrangement by which a bank agrees to lend a specified amount of money to the 
organization upon request—provided that the bank has the required funds to make the 
loan. In general, a business line of credit is very similar to a consumer credit card, 
with the exception that the preset credit limit can amount to millions of dollars.

In addition to credit lines, banks also make secured loans—loans backed by collateral 
that the bank can claim if the borrowers do not repay the loans—and unsecured loans—
loans backed only by the borrower’s good reputation and previous credit  rating. Both 
individuals and businesses build their credit rating from their history of borrowing and 
repaying borrowed funds on time and in full. The three national  credit-rating services 
are Equifax, TransUnion, and Experian. A lack of credit history or a poor credit history 
can make it difficult to get loans from financial institutions. The principal is the amount 
of money borrowed; interest is a percentage of the principal that the bank charges for 
use of its money. As we mentioned in the “Money and the Financial System” chapter, 
banks also pay depositors interest on savings accounts and some checking accounts. 
Thus, banks charge borrowers interest for loans and pay interest to depositors for the use 
of their money. In addition, these loans may include origination fees.

One of the complaints from borrowers during the financial meltdown and reces-
sion was that banks weren’t willing to lend. There were several causes. Banks were 
trying to rebuild their capital, and they didn’t want to take the extra risk of making 
loans in an economic recession. They were drowning in bad debts and were not sure 
how future loan losses would affect their capital. Smaller regional banks did a better 
job of maintaining small business loans than the major money center banks who suf-
fered most in the recession.

The prime rate is the interest rate commercial banks charge their best customers 
for short-term loans. For many years, loans at the prime rate represented funds at the 
lowest possible cost. For some companies, other alternatives may be cheaper, such as 
borrowing at the London Interbank Offer Rate (LIBOR) or using commercial paper.

The interest rates on commercial loans may be either fixed or variable. A  variable- 
or floating-rate loan offers an advantage when interest rates are falling but represents 

trade credit
credit extended by suppliers 
for the purchase of their 
goods and services.

line of credit
an arrangement by which 
a bank agrees to lend a 
specified amount of money to 
an organization upon request.

secured loans
loans backed by collateral 
that the bank can claim if 
the borrowers do not repay 
them.

unsecured loans
loans backed only by the 
borrower’s good reputation 
and previous credit rating.

prime rate
the interest rate that 
commercial banks charge 
their best customers (usually 
large corporations) for short-
term loans.
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a distinct disadvantage when interest rates are rising. Between 1999 and 2004, inter-
est rates plummeted, and borrowers refinanced their loans with low-cost, fixed-rate 
loans. Nowhere was this more visible than in the U.S. mortgage markets, where home-
owners lined up to refinance their high-percentage home mortgages with  lower-cost 
loans, in some cases as low as 5 percent on a 30-year loan. Mortgage rates rose to 
6.5 percent by mid-2006 but fell again after 2012, and in late 2018, homeowners 
could still get a fixed-rate mortgage for slightly more than  4 percent. Individuals and 
corporations have the same motivation: to minimize their borrowing costs. During 
this period of historically low interest rates, companies ramped up their borrowing, 
bought back stock, and locked in large amounts of debt at low rates.

Nonbank Liabilities. Banks are not the only source of short-term funds for busi-
nesses. Indeed, virtually all financial institutions—from insurance companies to pen-
sion funds, from money market funds to finance companies—make short-term loans 
to many organizations. The largest U.S. companies also actively engage in borrowing 
money from the eurodollar and commercial paper markets. As noted earlier, both of 
these funds’ sources are typically slightly less expensive than bank loans.

In some instances, businesses actually sell their accounts receivable to a finance 
company known as a factor, which gives the selling organizations cash and assumes 
responsibility for collecting the accounts. For example, a factor might pay $80,000 for 
receivables with a total face value of $100,000 (80 percent of the total). The factor 
profits if it can collect more than what it paid for the accounts. Because the selling 
organization’s customers send their payments to a lockbox, they may have no idea that 
a factor has bought their receivables.

Additional nonbank liabilities that must be efficiently managed to ensure maxi-
mum profitability are taxes owed to the government and wages owed to employees. 
Clearly, businesses are responsible for many different types of taxes, including fed-
eral, state, and local income taxes, property taxes, mineral rights taxes, unemploy-
ment taxes, Social Security taxes, workers’ compensation taxes, excise taxes, and 
more. While the public tends to think that the only relevant taxes are on income and 
sales, many industries must pay other taxes that far exceed those levied against their 
income. Taxes and employees’ wages represent debt obligations of the firm, which 
the financial manager must plan to meet as they fall due.

Managing Fixed Assets
Up to this point, we have focused on the short-term aspects of financial management. 
While most business failures are the result of poor short-term planning, successful 
ventures must also consider the long-term financial consequences of their actions. 
Managing the long-term assets and liabilities and the owners’ equity portion of the 
balance sheet is important for the long-term health of the business.

Long-term (fixed) assets are expected to last for many years—production facilities 
(plants), offices, equipment, heavy machinery, furniture, automobiles, and so on. In 
today’s fast-paced world, companies need the most technologically advanced, modern 
facilities and equipment they can afford. Automobile, oil refining, and transportation 
companies are dependent on fixed assets.

Modern and high-tech equipment carry high price tags, and the financial arrange-
ments required to support these investments are by no means trivial. Leasing is just 
one approach to financing. Obtaining major long-term financing can be challenging 

factor
a finance company to which 
businesses sell their accounts 
receivable—usually for a 
percentage of the total face 
value.

long-term (fixed) assets
production facilities (plants), 
offices, and equipment—all 
of which are expected to last 
for many years.

Summarize the importance of 
long-term assets and capital 
budgeting.
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for even the most profitable organizations. For less successful firms, such challenges 
can prove nearly impossible. One approach is leasing assets such as equipment, 
machines, and buildings. Leasing involves paying a fee for usage rather than owning 
the asset. We’ll take a closer look at long-term financing in a moment, but first let’s 
address some issues associated with fixed assets, including capital budgeting, risk 
assessment, and the costs of financing fixed assets.

Capital Budgeting and Project Selection
One of the most important jobs performed by the financial manager is to decide what 
fixed assets, projects, and investments will earn profits for the firm beyond the costs 
necessary to fund them. The process of analyzing the needs of the business and select-
ing the fixed assets that will maximize its value is called capital budgeting, and the 
capital budget is the amount of money budgeted for investment in such long-term 
assets. But capital budgeting does not end with the selection and purchase of a par-
ticular piece of land, equipment, or major investment. All assets and projects must be 
continually reevaluated to ensure their compatibility with the organization’s needs. If 
a particular asset does not live up to expectations, then management must determine 
why and take necessary corrective action. Budgeting is not an exact process, and man-
agers must be flexible when new information is available.

Assessing Risk
Every investment carries some risk. Figure 16.1 ranks potential investment projects 
according to estimated risk. When considering investments overseas, risk assessments 
must include the political climate and economic stability of a region. For example, the 
decision to introduce a product or build a manufacturing facility in England would be 
much less risky than a decision to build one in the Middle East.

The longer a project or asset is expected to last, the greater its potential risk because 
it is hard to predict whether a piece of equipment will wear out or become obsolete in 
5 or 10 years. Predicting cash flows one year down the road is difficult, but projecting 
them over the span of a 10-year project is a gamble.

The level of a project’s risk is also affected by the stability and competitive nature 
of the marketplace and the world economy as a whole. The latest high- technology 
computer product is far more likely to become obsolete overnight than an electric util-
ity plant. Dramatic changes in world markets are not uncommon. Indeed, uncertainty 
created by the rapid devaluation of Asian currencies in the late 1990s laid waste to 
the financial forecasts that hundreds of projects had relied on for their economic fea-
sibility. Financial managers have to consider the probability of changing  conditions 
that could affect their forecast when making long-term decisions about the purchase 
of fixed assets.

Pricing Long-Term Money
The ultimate success of any project depends not only on accurate assumptions of 
return on investment, but also on its cost of capital (equity and debt). Because a 
business must pay interest on money it borrows and generate returns for stock-
holders, the returns from any project must cover not only the costs of operating the 
project, but also the cost of capital used to finance the project. Unless an organi-
zation can effectively cover all of its costs—both financial and operating—it will 
eventually fail.

capital budgeting
the process of analyzing the 
needs of the business and 
selecting the assets that will 
maximize its value.
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Clearly, only a limited supply of funds is avail-
able for investment in any given enterprise. The most 
efficient and profitable companies can attract the 
lowest-cost funds because they typically offer rea-
sonable financial returns at very low relative risks. 
Newer and less prosperous firms must pay higher 
costs to attract capital because these companies tend 
to be quite risky. One of the strongest motivations 
for companies to manage their financial resources 
wisely is that they will, over time, be able to reduce 
the costs of their funds and in so doing increase their 
overall profitability.

In our free-enterprise economy, new firms tend 
to enter industries that offer the greatest potential 
rewards for success. However, as more and more 
companies enter an industry, competition intensifies, 
eventually driving profits down to average levels. 

FIGURE 16.1
Qualitative Assessment of 
Capital Budgeting Risk

Repair Old Machinery

Buy New Equipment for
an Established Market

Add to a Product Line

Introduce a New Product in
a Familiar Area

Expand into a New Market

Introduce a New Product in
Foreign Markets (risk depends

on stability of country)

Highest Risk

Lowest Risk

Pharmaceutical companies spend millions of dollars developing drugs 
such as Januvia without knowing if the drug will pass FDA approval 
and have a significant profit margin.

©George Frey/Bloomberg via Getty Images
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The digital music player market of the early 2000s provides an excellent example 
of the changes in profitability that typically accompany increasing competition. The 
sign of a successful capital budgeting program is that the new products create higher 
than normal profits and drive sales, profits, and the stock price up. This has cer-
tainly been true for Apple when it made the decision to enter the consumer electron-
ics industry. In 2001, Apple introduced the first iPod, and as the iPod became more 
popular, it made the iTunes Store possible. The iPhone, introduced in 2007, has now 
gone through many updates, and over time, iPhones took the place of iPods as music 
players and have become sophisticated cameras and 
mini televisions. The iPad was introduced in 2010 and 
is now the third best product after second-place Mac 
computers. In 2015, Apple introduced the Apple Watch, 
which is now in its fourth upgrade. Financial analysts 
always talk about Apple’s ecosystem, which allows all 
Apple products to be synchronized and be updated on 
whatever products the user owns.

Even with a well-planned capital budgeting program, 
it may be difficult for Apple to stay ahead of the com-
petition, and many people think Apple has lost its inno-
vation lead to Samsung and Amazon. However, Apple 
is now the most valuable company in the world, val-
ued at over $1 trillion on October 3, 2018. On June 9, 
2014, Apple split its stock seven for one, meaning that 
for every share you owned, you would get six more, for 
a total of seven shares. There is no real gain involved 
because the stock price is divided by 7, so stockholders  

Apple stock trades at approximately 100 times what it did nearly  
10 years ago.

©TuiPhotoEngineer/Shutterstock

Going Green

How Making Sustainability a Top 
Priority Helps the Bottom Line
Can sustainability improve a firm’s bottom line? American 
chemical company DowDuPont proves the answer is yes. At 
DowDuPont, sustainability is seen as a market-driven pro-
cess that enhances the bottom line and creates social value. 
Sustainability assists in the effective management of assets, 
liabilities, and owners’ equity.

DowDuPont’s quest for sustainability began two decades 
ago when the firm began analyzing how its plants were 
affecting the environment. It next turned its attention to 
energy and found that adopting more energy-efficient 
processes decreased energy costs. Since then, sustainabil-
ity has morphed into a strategic tool. The company has 
reduced global greenhouse gas emissions by over 30 per-
cent and water usage by over 19 percent since 2004. Its 
2020 Sustainability Goals include reducing greenhouse 
gas emissions intensity by 7 percent (2015 baseline) and 
energy intensity by 10 percent (2010 baseline), developing 

business-specific waste goals, and establishing water risk 
mitigation plans for select sites.

Finally, DowDuPont believes it can share what it has learned 
from best practices in sustainability with other companies. Its 
DowDuPont Sustainable Solutions business helps organizations 
adopt a triple-bottom-line (people-planet- profits) approach. 
This approach goes beyond the bottom line to incorporate 
human and environmental concerns. The company shares many 
of these practices with its suppliers to increase the sustainabil-
ity of the supply chain. DowDuPont is an example of a success-
ful company that has turned sustainability into a competitive 
advantage.3

Critical Thinking Questions
 1. How is DowDuPont using sustainability as a competitive 

advantage?
 2. Why is it important for DowDuPont to develop market- 

driven sustainability goals?
 3. How can DowDuPont’s sustainability initiatives improve 

financial management?
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still have the same value, just more shares at a lower price. An investor who bought 
$1,000 of Apple stock in 2003 for $0.91 (price adjusted for stock splits) would have 
Apple stock worth $229,109 on November 8, 2018. The problem is having the patience 
to continue to hold such a winner without taking some profits along the way.4

Maintaining market dominance is also difficult in the personal computer industry, 
particularly because tablet computers are taking away market share. With increasing 
competition, prices have fallen dramatically. Weaker companies have failed, leaving 
the most efficient producers/marketers scrambling for market share. The expanded 
market for personal computers dramatically reduced the financial returns generated 
by each dollar invested in productive assets. The “glory days” of the personal com-
puter industry have long since passed into history. Personal computers have essen-
tially become commodity items, and profit margins for companies in this industry 
have shrunk as the market matures and sales decline.

Financing with Long-Term Liabilities
As we said earlier, long-term assets do not come cheaply, and few companies have 
the cash on hand to open a new store across town, build a new manufacturing facility, 
research and develop a new life-saving drug, or launch a new product worldwide. 
To develop such fixed assets, companies need to raise low-cost long-term funds to 
finance them. Two common choices for raising these funds are attracting new own-
ers (equity financing), which we’ll look at in a moment, and taking on long-term 
 liabilities (debt financing), which we’ll look at now.

Long-term liabilities are debts that will be repaid over a number of years, such as 
long-term bank loans and bond issues. These take many different forms, but in the 
end, the key word is debt. Companies may raise money by borrowing it from com-
mercial banks in the form of lines of credit, short-term loans, or long-term loans. 
Many corporations acquire debt by borrowing from financial institutions such as pen-
sion funds, mutual funds, or life insurance funds.

Companies that rely too heavily on debt can get into serious trouble should the 
economy falter. During recessions, they may not earn enough operating income 
to make the required interest payments (remember the times interest earned ratio 
in the “Accounting and Financial Statements” chapter). In severe cases when the 
problem persists too long, creditors will not restructure loans but will instead 
sue for the interest and principal owed and force the company into bankruptcy or 
reorganization.

Bonds: Corporate IOUs
Much long-term debt takes the form of bonds, which are debt instruments that larger 
companies sell to raise long-term funds. In essence, the buyers of bonds (bondhold-
ers) loan the issuer of the bonds cash in exchange for regular interest payments until 
the loan is repaid on or before the specified maturity date. The bond itself is a cer-
tificate, much like an IOU, that represents the company’s debt to the bondholder. 
Bonds are issued by a wide variety of entities, including corporations; national, state, 
and local governments; public utilities; and nonprofit corporations. Most bondholders 
need not hold their bonds until maturity; rather, the existence of active secondary 
markets of brokers and dealers allows for the transfer of bonds from the owner (seller) 
to the buyer at an agreed-upon price.

The bond contract, or indenture, specifies all of the terms of the agreement 
between the bondholders and the issuing organization. The indenture, which can 

long-term liabilities
debts that will be repaid over 
a number of years, such as 
long-term loans and bond 
issues.

bonds
debt instruments that larger 
companies sell to raise long-
term funds.

Specify how companies finance 
their operations and manage 
fixed assets with long-term lia-
bilities, particularly bonds.
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run more than 100 pages, specifies the basic terms of the bond, such as its face 
value, maturity date, and the annual interest rate. Table 16.2 briefly explains how 
to determine these and more things about a bond from a bond quote, as it might 
appear in Barron’s magazine. The face value of the bond, its initial sales price, is 
typically $1,000. After this, however, the price of the bond on the open market will 
fluctuate along with changes in the economy (particularly, changes in interest rates) 
and in the creditworthiness of the issuer. Bondholders receive the face value of the 
bond along with the final interest payment on the maturity date. The annual interest 
rate (often called the coupon rate) is the guaranteed percentage of face value that 
the company will pay to the bond owner every year. For example, a $1,000 bond 
with a coupon rate of 7 percent would pay $70 per year in interest. In most cases, 
bond indentures specify that interest  payments be made every six months. In the 
preceding example, the $70 annual  payment would be divided into two semiannual 
payments of $35.

In addition to the terms of interest payments and maturity date, the bond indenture 
typically covers other important topics, such as repayment methods, interest payment 
dates, procedures to be followed in case the organization fails to make the interest 
payments, conditions for the early repayment of the bonds, and any conditions requir-
ing the pledging of assets as collateral.

Types of Bonds
Not surprisingly, there are a great many different types of bonds. Most are unsecured 
bonds, meaning that they are not backed by collateral; such bonds are termed deben-
tures. Secured bonds, on the other hand, are backed by specific collateral that must 
be forfeited in the event that the issuing firm defaults. Whether secured or unsecured, 
bonds may be repaid in one lump sum or with many payments spread out over a 
period of time. Serial bonds, which are different from secured bonds, are actually a 

unsecured bonds
debentures or bonds that 
are not backed by specific 
collateral.

secured bonds
bonds that are backed by 
specific collateral that must 
be forfeited in the event that 
the issuing firm defaults.

serial bonds
a sequence of small bond 
issues of progressively longer 
maturity.

Company (Ticker) Coupon Maturity Last Price Last Yield Est. Spread* UST** Est $ Vol (000s)

Abbott Laboratories (ABT) 4.9 30-Nov-46 108.439 4.375 124 30 290,079

AT&T (T) 4.3 15-Feb-30 97.418 4.585 164 10 250,720

Citigroup (C) 4.075 23-Apr-29 98.611 4.247 129 10 654,204

General Mills (GIS) 4.2 17-Apr-28 99.186 4.301 134 10 228,466

*Estimated spreads, in basis points (100 basis points is one percentage point), over the 2-, 5-, 10-, or 30-year hot run Treasury note/bond.

**Comparable U.S. Treasury issue.

Coupon—the percentage in interest payment that the bond pays based on a $1,000 bond

Maturity—the day on which the issuer will reissue the principal

Last Price—last price at which the security is traded

Last Yield—yield-to-maturity for the investor that buys the bond today and holds it until it matures

Est. Spread—amount of additional yield the investor will earn each year compared to a U.S. Treasury bond. For example, the General Mills bond would earn 1.34% more than a U.S. 
Treasury bond.

UST—U.S. Treasury bond

Est $ Vol (000s)—number of individual bonds that were bought and sold on the date indicated

Sources: MarketAxess Corporate BondTicker, www.bondticker.com; Barron’s, “Corporate Bonds,” March 31, 2017, http://online.barrons.com/public/page/9_0210-corpbonds.html 
(accessed April 21, 2018).

TABLE 16.2 U.S. Corporate Bond Quotes

For the week ending April 20, 2018
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sequence of small bond issues of progressively longer maturity. The firm pays off 
each of the serial bonds as they mature. Floating-rate bonds do not have fixed interest 
payments; instead, the interest rate changes with current interest rates otherwise avail-
able in the economy and the rate is usually reset every six months.

High-yield bonds, or junk bonds as they are popularly known, offer relatively high 
rates of interest because they have higher inherent risks. Historically, junk bonds 
have been associated with companies in poor financial health and/or startup firms 
with limited track records. In the mid-1980s, however, junk bonds became a very 
attractive method of financing corporate mergers; they remain popular today with 
many investors as a result of their very high relative interest rates. But higher risks 
are associated with those higher returns and the average investor would be well- 
advised to heed those famous words: Look before you leap! The best strategy is to 
buy a mutual fund specializing in high yield bonds. This provides diversification 
across lots of risky bonds.

Financing with Owners’ Equity
A second means of long-term financing is through equity. Remember from the 
“Accounting and Financial Statements” chapter that owners’ equity refers to the own-
ers’ investment in an organization. Sole proprietors and partners own all or a part of 
their businesses outright, and their equity includes the money and assets they have 
brought into their ventures. Corporate owners, on the other hand, own stock or shares 
of their companies, which they hope will provide them with a return on their invest-
ment. Stockholders’ equity includes common stock, preferred stock, and retained 
earnings.

Common stock (introduced in the “Options for Organizing Business” chapter) is 
the single most important source of capital for most new companies. On the balance 
sheet, the common stock account is separated into two basic parts—common stock at 
par and capital in excess of par. The par value of a stock is simply the stated value of 
one share of stock and has no relation to actual market value—the price at which the 
common stock is currently trading. The difference between a stock’s par value and 
its offering price is called capital in excess of par. Except in the case of some very 
low-priced stocks, the capital in excess of par account is significantly larger than the 
par value account. Table 16.3 briefly explains how to gather important information 
from a stock quote, as it appears on Yahoo’s website. You should be familiar with 
EPS from the “Accounting and Financial Statements” chapter. However, beta is a new 
term, and Nike’s beta of 0.58 indicates that its stock price is 58 percent as volatile as 
the Standard & Poor’s 500 Index. The market cap represents the total value of Nike’s 
common stock. The target price of $71.27 is the analysts’ consensus of the potential 
stock price in 12 months.

Preferred stock was defined in the “Accounting and Financial Statements” chapter 
as corporate ownership that gives the stockholder preference in the distribution of the 
company’s profits but not the voting and control rights accorded to common stock-
holders. Thus, the primary advantage of owning preferred stock is that it is a safer 
investment than common stock.

All businesses exist to earn profits for their owners. Without the possibility of 
profit, there can be no incentive to risk investors’ capital and succeed. When a corpo-
ration has profits left over after paying all of its expenses and taxes, it has the choice 
of retaining all or a portion of its earnings and/or paying them out to its shareholders 
in the form of dividends. Retained earnings are reinvested in the assets of the firm 

floating-rate bonds
bonds with interest rates that 
change with current interest 
rates otherwise available in 
the economy.

junk bonds
a special type of high interest 
rate bond that carries higher 
inherent risks.

retained earnings
earnings after expenses and 
taxes that are reinvested in 
the assets of the firm and 
belong to the owners in the 
form of equity.

Explain how corporations can 
use equity financing by issuing 
stock through an investment 
banker.

LO 16-5
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and belong to the owners in the form of equity. Retained earnings are an important 
source of funds and are, in fact, the only long-term funds that the company can gen-
erate internally.

When the board of directors distributes some of a corporation’s profits to the 
owners, it issues them as cash dividend payments. But not all firms pay dividends. 
Many fast-growing firms like Facebook retain all of their earnings because they 
can earn high rates of return on the earnings they reinvest. Companies with fewer 
growth opportunities like Century Link or Verizon typically pay out large propor-
tions of their earnings in the form of dividends, thereby allowing their stockholders 
to reinvest their dividend payments in other companies or spend their dividends. 
Retirees often prefer stocks that pay dividends. Table  16.4 presents a sample of 
companies and the dividend each paid on a single share of stock. As shown in the 
table, when the dividend is divided by the price the result is the dividend yield. The 
dividend yield is the cash return as a percentage of the price but does not reflect 
the total return an investor earns on the individual stock. If the dividend yield is 
4.87  percent on Verizon and the stock price increases by 4 percent from $48.43 to 
$50.37, then the total return would be 8.87 percent. Most large U.S. companies pay 
their stockholders dividends on a quarterly basis. High-growth companies tend to 
pay no dividends.

The last column in Table 16.4 is the payout ratio, which indicates what percentage 
of earnings is paid to the stockholders in dividends. Companies like Verizon and 
Procter & Gamble with high payout ratios have low expected growth rates. Companies 
like Amazon, Facebook, and Alphabet have zero payout ratios and are expected to 
grow fast because they are reinvesting cash flow into investment opportunities.

dividend yield
the dividend per share 
divided by the stock price.

Nike Inc. (NKE)—NYSE

66.09 ^0.36 (0.55%)

Previous close 65.73 Market cap 106.521B

Open 65.75 Beta 0.58

Bid 0.00 × 0 PE ratio (TTM) 28.6

Ask 0.00 × 0 EPS (TTM) 2.31

Day’s range 65.45–66.11 Earnings date Jun 27, 2018–Jul 2, 2018

52-week range 50.35–70.25 Forward dividend  
and yield

0.80 (1.19%)

Volume 10,402,847 Ex-dividend date 3/2/18

Average volume 8,106,114 1-year target estimate 71.27

1.  The 52-week high and low—the highest and lowest prices, respectively, paid for the stock in the last year; for Nike stock, the highest was 
$70.25 and the lowest price, $50.35.

2. Stock—the name of the issuing company. When followed by the letters “pf,” the stock is a preferred stock.

3. Symbol—the ticker tape symbol for the stock; NKE.

4. Dividend—the annual cash dividend paid to stockholders; Nike paid a dividend of $0.80 per share of stock outstanding.

5. Dividend yield—the dividend return on one share of common stock; 1.19 percent.

6.  Volume—the number of shares traded on this day; for Nike, 10,402,847 while the average volume over the last three months was 8,106,114 
shares.

7. Net change—the difference between the previous day’s close and the close on the day being reported; Nike was up $0.36.

Source: Yahoo! Finance, http://finance.yahoo.com/q?s (accessed April 20, 2018); bid/ask from E-Trade after hours.

TABLE 16.3 A Basic Stock Quote
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Investment Banking
A company that needs money to expand may be able to obtain financing by issuing 
stock. The first-time sale of stocks and bonds directly to the public is called a new 
issue or an initial public offering (IPO) and creates a stock that can be traded in 
the secondary market. Companies that already have stocks or bonds outstanding may 
offer more stock or a new issue of bonds to raise additional funds for specific projects.

New issues of stocks and bonds are sold directly to the public and to institutions in 
what is known as the primary market—the market where firms raise financial capital. 
The primary market differs from secondary markets, which are stock exchanges and 
over-the-counter markets where investors can trade their securities with other investors 
rather than the company that issued the stock or bonds. Primary market transactions actu-
ally raise cash for the issuing corporations, while secondary market transactions do not. 
For example, when Facebook went public on May 18, 2012, its IPO raised $16  billion  
for the company and stockholders, who were cashing in on their success. Once the 
investment bankers distributed the stock to retail brokers, the brokers sold it to clients 

in the secondary market for $38 per share. The stock got 
off to a rocky start and hit a low of $17.73 in September 
2012. However, by March 2014, it was at $71.97, and as 
you can see from Table 16.4, it was $168.10 on April 19, 
2018. You might want to check out its current price for fun.

primary market
the market where firms raise 
financial capital.

secondary markets
stock exchanges and over-
the-counter markets where 
investors can trade their 
securities with others.

Ticker  
Symbol Company Name

Price per  
Share

Dividend  
per  

Share
Dividend  

Yield

Earnings  
per  

Share*

Price  
Earnings  

Ratio
Payout  
Ratio

AEO American Eagle $ 21.29 $0.55 2.58% $ 1.13 18.84 48.67%

AMZN Amazon $1,556.91 $0.00 0.00% $ 6.15 253.16 0.00%

AXP American Express $ 102.37 1.40 1.37% $ 2.97 34.47 47.14%

AAPL Apple $ 172.80 2.52 1.46% $ 9.70 17.81 25.98%

CPB Campbell Soup $ 41.27 1.40 3.39% $ 3.47 11.89 40.35%

DIS Disney $ 100.89 1.68 1.67% $ 7.01 14.39 23.97%

F Ford $ 10.96 0.60 5.47% $ 1.90 5.77 31.58%

FB Facebook $ 168.10 0.00 0.00% $ 5.39 31.19 0.00%

GOOGL Alphabet $1,089.45 0.00 0.00% $ 18.00 60.53 0.00%

HOG Harley-Davidson $ 40.96 1.48 3.61% $ 3.02 13.56 49.01%

HD Home Depot $ 177.08 4.12 2.33% $ 7.29 24.29 56.52%

MCD McDonald’s $ 159.53 4.04 2.53% $ 6.37 25.04 63.42%

PG Procter & Gamble $ 74.95 2.87 3.83% $ 3.75 19.99 76.53%

LUV Southwest Airlines $ 54.80 0.50 0.91% $ 5.79 9.46 8.64%

VZ Verizon $ 48.43 2.36 4.87% $ 7.36 6.58 32.07%

* Earnings per share are for the latest 12-month period and do not necessarily match year-end numbers.

Source: Yahoo Finance, http://finance.yahoo.com/ (April 19, 2018).

TABLE 16.4
Common Stock Prices, 
Earnings, Dividends and 
Ratios for Selected 
Companies

DID YOU KNOW? A single share of Coca-Cola stock 
purchased during its original 1919 IPO would be worth more 
than $5 million today.5
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Investment banking, the sale of stocks and bonds for corporations, helps such 
companies raise funds by matching people and institutions who have money 
to invest with corporations in need of resources to exploit new opportunities. 
Corporations usually employ an investment banking firm to help sell their securi-
ties in the primary market. An investment banker helps firms establish appropriate 
offering prices for their securities. In addition, the investment banker takes care of 
the myriad details and securities regulations involved in any sale of securities to  
the public.

Just as large corporations such as IBM and Microsoft have a client relationship 
with a law firm and an accounting firm, they also have a client relationship with 
an investment banking firm. An investment banking firm such as Merrill Lynch, 
Goldman Sachs, or Morgan Stanley can provide advice about financing plans, div-
idend policy, or stock repurchases, as well as advice on mergers and acquisitions. 
Many now offer additional banking services, making them “one-stop shopping” 
banking centers. When Pixar merged with Disney, both companies used investment 
bankers to help them value the transaction. Each firm wanted an outside opinion 
about what it was worth to the other. Sometimes mergers fall apart because the 
companies cannot agree on the price each company is worth or the structure of 
management after the merger. The advising investment banker, working with man-
agement, often irons out these details. Of course, investment bankers do not provide 
these services for free. They usually charge a fee of between 1 and 1.5 percent of 
the transaction. A $20 billion merger can generate between $200 and $300 million 
in investment banking fees. The merger mania of the late 1990s allowed top invest-
ment bankers to earn huge sums. Unfortunately, this type of fee income is depen-
dent on healthy stock markets, which seem to stimulate the merger fever among 
corporate executives.

investment banking
the sale of stocks and bonds 
for corporations.

Entrepreneurship in Action

Sounds Like Spotify’s Non-IPO  
Was a Hit
Spotify
Founders: Daniel Ek and Martin Lorentzon
Founded: 2008 (launch date) in Stockholm, Sweden
Success: Spotify ended the first week as a public company 
with a market capitalization (total market value) of $27 billion.

Just like any entrepreneurial journey, Spotify started with 
an idea. Entrepreneurs Daniel Ek and Martin Lorentzon were 
looking up music on Ek’s home-theater computer and thought 
the process could be improved. They began working on the 
Spotify application in 2005 and officially launched the appli-
cation in 2008.

Spotify offers a free service where users can create, edit, 
and share playlists and tracks on social media, as well as make 
playlists with other users. Spotify provides access to more than 
30 million songs and has more than 140 million monthly active 
users. Spotify pays royalties based on the number of artists’ 

streams as a proportion of total songs streamed, instead of the 
traditional way of paying a fixed price per song or album sold.

On April 3, 2018, Spotify made its debut on the New York 
Stock Exchange with an opening price of $165.90 per share.  
The founders decided to do a direct listing, foregoing 
 investment-banking underwriters and opting not to raise any 
money for itself. This saved the company tens of millions of dol-
lars. About $940 million worth of Spotify’s shares exchanged 
hands on the first day, making it the fourth largest opening 
trade in a company going public since 2010.6

Critical Thinking Questions
 1. Why do you think Spotify was so popular among investors 

when it went public?
 2. What were the benefits of doing a direct listing when 

going public? What does this indicate about how Spotify 
sees itself from a financial perspective?

 3. How does Spotify’s business royalty model differ from more 
traditional models, and why do you think this is important?
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The Securities Markets
Securities markets provide a mechanism for buying and selling securities. They 
make it possible for owners to sell their stocks and bonds to other investors. Thus, 
in the broadest sense, stocks and bonds markets may be thought of as providers of 
 liquidity—the ability to turn security holdings into cash quickly and at minimal 
expense and effort. Without liquid securities markets, many potential investors would 
sit on the sidelines rather than invest their hard-earned savings in securities. Indeed, 
the ability to sell securities at well-established market prices is one of the very pillars 
of the capitalistic society that has developed over the years in the United States.

Unlike the primary market, in which corporations sell stocks directly to the public, 
secondary markets permit the trading of previously issued securities. There are many 
different secondary markets for both stocks and bonds. If you want to purchase 100 
shares of Alphabet (formerly Google) common stock, for example, you must  purchase 
this stock from another investor or institution. It is the active buying and selling by 
many thousands of investors that establishes the prices of all financial securities. 
Secondary market trades may take place on organized exchanges or in what is known 
as the over-the-counter market. Many brokerage houses exist to help investors with 
financial decisions, and many offer their services through the Internet. One such bro-
ker is Charles Schwab. Its site offers a wealth of information and provides educational 
material to individual investors.

Stock Markets
Stock markets exist around the world in New York, Tokyo, London, Frankfort, Paris, 
and other world locations. The two biggest stock markets in the United States are the 
New York Stock Exchange (NYSE) and the Nasdaq market.

Exchanges used to be divided into organized exchanges and over-the-counter 
 markets, but during the past several years, dramatic changes have occurred in the 
 markets. Both the NYSE and Nasdaq became publicly traded companies. They were 
previously not-for-profit organizations but are now for-profit companies. Additionally, 
both exchanges bought or merged with electronic exchanges. In an attempt to expand 
their markets, Nasdaq acquired the OMX, a Nordic stock exchange headquartered in 

Sweden, and the New York Stock Exchange merged 
with Euronext, a large European electronic exchange 
that trades options and futures contracts as well as 
common stock.

Traditionally, the Nasdaq market has been an elec-
tronic market, and many of the large technology com-
panies such as Microsoft, Alphabet Inc., Apple, and 
Facebook trade on the Nasdaq market. The Nasdaq 
operates through dealers who buy and sell common 
stock (inventory) for their own accounts. The NYSE 
used to be primarily a floor-traded market, where 
brokers meet at trading posts on the floor of the New 
York Stock Exchange to buy and sell common stock,  
but now more than 80 percent of NYSE trading is 
electronic. The brokers act as agents for their clients 
and do not own their own inventory. This traditional 
division between the two markets is becoming less 
significant as the exchanges become electronic.

securities markets
the mechanism for buying 
and selling securities.

The New York Stock Exchange is the world’s largest stock exchange by 
market capitalization.

©EdStock/iStockphoto.com

Describe the various securities 
markets in the United States.

LO 16-6
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Electronic markets have grown quickly because of the speed, low cost, and effi-
ciency of trading that they offer over floor trading. One of the fastest-growing elec-
tronic markets has been the Intercontinental Exchange (referred to as ICE). ICE, 
based in Atlanta, Georgia, primarily trades financial and commodity futures products. 
It started out as an energy futures exchange and has broadened its futures contracts 
into an array of commodities and derivative products. In December 2012, ICE made 
an offer to buy the New York Stock Exchange. When the NYSE became a public 
company and had common stock trading in the secondary market, rather than the 
hunter, it became the prey. On November 13, 2013, ICE completed its takeover of the 
NYSE. One condition of the takeover was that ICE had to divest itself of Euronext 
because international regulators thought the company would have a monopoly on 
European derivative markets. Also acquired as part of the NYSE family of exchanges 
was LIFFE, the London International Financial Futures Exchange. Many analysts 
thought that LIFFE was the major reason ICE bought the NYSE—not for its equity 
markets trading common stocks. What we are seeing is the globalization of securities 
markets and the increasing reliance on electronic trading.

The rise of electronic markets has led to the rise of robotic trading, sometimes 
referred to as “bots” or “algos” because they use algorithmic trading formulas to buy 
and sell based on market trends. Robotic trading looks for patterns in the market 
that will trigger a trade to buy or sell. These trading systems rely on programmed 
instructions that have the advantage of eliminating psychological trading errors. 
These systems also react to market trends faster than human traders. Using artificial 
 intelligence to enhance trading systems is in its infancy but is expected to have an 
influence on markets over time.

The Over-the-Counter Market
Unlike the organized exchanges, the over-the-counter (OTC) market is a network of 
dealers all over the country linked by computers, telephones, and Teletype machines. 
It has no central location. Today, the OTC market for common stock consists of small 
stocks, illiquid bank stocks, penny stocks, and companies whose stocks trade on the 
“pink sheets.” Because most corporate bonds and all U.S. government debt securities 
are traded over the counter, the OTC market regularly accounts for the largest total 
dollar value of all of the secondary markets.

Measuring Market Performance
Investors, especially professional money managers, want to know how well their invest-
ments are performing relative to the market as a whole. Financial managers also need 
to know how their companies’ securities are performing when compared with their 
competitors’. Thus, performance measures—averages and indexes—are very import-
ant to many different people. They not only indicate the performance of a particular 
securities market, but also provide a measure of the overall health of the economy.

Indexes and averages are used to measure stock prices. An index compares  current 
stock prices with those in a specified base period, such as 1944, 1967, or 1977. An 
average is the average of certain stock prices. The averages used are usually not  simple 
calculations, however. Some stock market averages (such as the Standard & Poor’s 
Composite Index) are weighted averages, where the weights employed are the total 
market values of each stock in the index (in this case 500). The Dow Jones Industrial 
Average (DJIA) is a price-weighted average. Regardless of how they are constructed, 
all market averages of stocks move together closely over time. See Figure 16.2, which 

over-the-counter (OTC) 
market
a network of dealers all 
over the country linked by 
computers, telephones, and 
Teletype machines.
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graphs the Dow Jones Industrial Average. Notice the sharp downturn in the market 
during the 2008–2009 time period and the recovery that started in 2010. Investors 
perform better by keeping an eye on the long-term trend line and not the short-term 
fluctuations. Contrarian investors buy when everyone else is panicked and prices are 
low because they play the long-term trends. However, for many, this is psychologi-
cally a tough way to play the market.

Many investors follow the activity of the Dow Jones Industrial Average to see 
whether the stock market has gone up or down. Table 16.5 lists the 30 companies that 
currently make up the Dow. Although these companies are only a small fraction of 
the total number of companies listed on the New York Stock Exchange, because of 
their size, they account for about 25 percent of the total value of the NYSE.

The numbers listed in an index or average that tracks the performance of a stock 
market are expressed not as dollars, but as a number on a fixed scale. If you know, for 
example, that the Dow Jones Industrial Average climbed from 860 in August 1982 to a 
high of 11,497 at the beginning of 2000, you can see clearly that the value of the Dow 

FIGURE 16.2
Recent Performance of 
Stock Market and Dow 
Jones Industrial Average 
(DJIA)
Source: “Dow Jones Industrial Average,” 
Yahoo! Finance, https://finance.yahoo.
com/quote/%5EDJI/chart?p=%5EDJI 
(accessed April 20, 2018).

3M Co Goldman Sachs Pfizer

American Express Co Home Depot Procter & Gamble

Apple Intel Travelers Companies Inc.

Boeing IBM United Health Group

Caterpillar Johnson & Johnson United Technologies

Chevron JPMorgan Chase Verizon

Cisco Systems McDonald’s Visa

Coca-Cola Merck Walgreens Boots Alliance Inc.

DowDuPont Inc. Microsoft Walmart

ExxonMobil Nike Walt Disney

Source: Barron’s Market Laboratory, p. M35, November 5, 2018.

TABLE 16.5
The 30 Stocks in the Dow 
Jones Industrial Average
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Jones Average increased more than 10 times in this 19-year period, making it one of 
the highest rate of return periods in the history of the stock market.

Unfortunately, prosperity did not last long once the Internet bubble burst. 
Technology stocks and new Internet companies were responsible for the huge 
increase in stock prices. Even companies with few sales and no earnings were sell-
ing at prices that were totally unreasonable. It is always easier to realize that a 
bubble existed after it has popped. By September 2002, the Dow Jones Industrial 
Average hit 7,461. The markets stabilized and the economy kept growing; inves-
tors were euphoric when the Dow Jones Industrial Average hit an all-time high of 
14,198 in October 2007. However, once the housing bubble burst, the economy and 
the stock market went into a free fall. The Dow Jones Industrial Average bottomed 
out at 6,470 in March 2009. The market entered a period of recovery, and by April 
2010, it hit a new high for the year of 10,975. By January 26, 2018, the Dow Jones 
Industrial Average hit an all-time record high of 26,616.71. The good news is that 
even when the market has been rather flat, an investor would have collected divi-
dends, which are not reflected in the index. Perhaps this roller coaster ride indicates 
why some people are afraid to buy common stocks. If you look at the long-term 
trend and long-term returns in common stocks, they far outdistance bonds and gov-
ernment securities.

Recognizing financial bubbles can be difficult. It is too easy to get caught up in 
the enthusiasm that accompanies rising markets. Knowing what something is worth 
in economic terms is the test of true value. During the housing bubble, banks made 
loans to subprime borrowers to buy houses. (Remember that the prime rate is the rate 
for the highest quality borrowers and subprime loans are made to those who have 
low credit ratings.) As more money poured into the housing market, the obvious 
supply and demand relationship from economics would indicate that housing prices 
would rise. As prices rose, speculators entered the real estate market trying to make 
a fast buck. States such as Florida, Arizona, Nevada, and California were the favorite 
speculative spots and the states with the largest decline in house prices. To make 
matters worse, banks had created the home equity loan years ago so that borrowers 
could take out a second mortgage against their house and deduct the interest pay-
ment for tax purposes. Many homeowners no longer thought about paying off their 
mortgages but, instead, used the increase in the price of their houses to borrow more 
money. This behavior was unsustainable and created 
a real estate bubble that burst with dire financial 
consequences for the whole economy, workers, and 
investors.

People defaulted on loans when they could no 
longer afford to pay the mortgage. Many of these 
subprime borrowers shouldn’t have been able to bor-
row in the first place. The defaults caused housing 
prices to fall, and some people who had home equity 
loans no longer had any equity left in their house. 
Some homeowners owed the bank more than the 
house was worth, and they walked away from their 
mortgage. At the same time, investors realized that 
the mortgage-backed securities they owned were 
not worth their face value, and prices of these assets 
plummeted. Banks and other financial service firms 
that had these assets on their books suffered a dou-
ble whammy. They had loan losses and losses on 

During the housing bubble, banks provided loans to riskier subprime 
borrowers. Although these loans were highly profitable, it was only a 
matter of time before the bubble burst.

©moodboard/Getty Images
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mortgage-backed securities that another division of the bank had bought for invest-
ment purposes. Soon, many banks were close to violating their capital requirement, 
and the U.S. Treasury and Federal Reserve stepped in—with the help of funding from 
Congress—to make bank loans, buy securities that were illiquid, and invest in the 
capital of the banks by buying  preferred stock.

The consensus of most economists is that through the actions of the U.S. Treasury 
and the Federal Reserve, the U.S. economy escaped what might have been another 
depression equal to or worse than the depression of the 1930s. The recession of 2007–
2009 lasted 18 months and was the longest recession since the 1930s. Some worry 
that as the Federal Reserve lets interest rates rise, the rising interest rates will have 
a negative effect on stock prices. This is always possible if corporate earnings do 
not increase enough to outweigh the impact of higher required returns motivated by 
higher rates and higher inflation.

For investors to make sound financial decisions, it is important that they stay in 
touch with business news, markets, and indexes. Of course, business and investment 
magazines, such as Bloomberg Businessweek, Fortune, and Money, offer this type of 
information. Many Internet sites, including CNN/Money, Business Wire, USA Today, 
and others offer this information, as well. Many sites offer searchable databases of 
information by topic, company, or keyword. However, investors choose to receive and 
review business news, doing so is a necessity in today’s market.

Taking classes in financial and securities management can 
provide many career options, from managing a small firm’s 
accounts receivables to handling charitable giving for a mul-
tinational to investment banking to stock brokerage. We have 
entered into a less certain period for finance and securities 
jobs, however. In the world of investment banking, the past 
few years have been especially challenging. Tens of thousands 
of employees from Wall Street firms have lost their jobs. This 
phenomenon is not confined to New York City either, leaving 
the industry with a lot fewer jobs around the country. This 
type of phenomenon is not isolated to the finance sector. 
In the early 2000s, the tech sector experienced a similar 
downturn, from which it has subsequently largely recovered. 
Undoubtedly, markets will bounce back and job creation 
in finance and securities will increase again—but until that 
happens, the atmosphere across finance and securities will 
be more competitive than it has been in the past. However, 
this does not mean that there are no jobs. All firms need 
financial analysts to determine whether a project should be 
implemented, when to issue stocks or bonds, or when to ini-
tiate loans. These and other forward-looking questions, such 
as how to invest excess cash, must be addressed by finan-
cial managers. Economic uncertainty in the financial and 

securities market has made for more difficulty in finding the 
most desirable jobs.

Why this sudden downturn in financial industry prospects? 
A lot of these job cuts came in response to the subprime lend-
ing fallout and subsequent bank failures such as Bear Stearns, 
which alone lost around 7,000 employees. All of these people 
had to look for new jobs in new organizations, increasing the 
competitive level in a lot of different employment areas. For 
young jobseekers with relatively little experience, this may 
result in a great deal of frustration. Uncertainty results in hir-
ing freezes and layoffs but leaves firms lean and ready to 
grow when the cycle turns around, resulting in hiring from the 
bottom up.

Many different industries require people with finance 
skills. So do not despair if you have a difficult time finding a 
job in exactly the right firm. Most people switch companies a 
number of times over the course of their careers. Many orga-
nizations require individuals trained in forecasting, statistics, 
economics, and finance. Even unlikely places like museums, 
aquariums, and zoos need people who are good at numbers. 
It may require some creativity, but if you are committed to 
a career in finance, look to less obvious sources—not just the 
large financial firms.7

So You Want to Work in Financial Management  
or Securities
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Review Your Understanding

Describe some common methods of managing 
current assets.

Current assets are short-term resources such as cash, invest-
ments, accounts receivable, and inventory, which can be 
converted to cash within a year. Financial managers focus on 
minimizing the amount of cash kept on hand and increasing 
the speed of collections through lockboxes and electronic funds 
transfer and investing in marketable securities. Marketable 
securities include U.S. Treasury bills, certificates of deposit, 
commercial paper, and money market funds. Managing 
accounts receivable requires judging customer creditworthiness 
and creating credit terms that encourage prompt payment. 
Inventory management focuses on determining optimum inven-
tory levels that minimize the cost of storing and ordering inven-
tory without sacrificing too many lost sales due to inventory  
shortages.

Identify some sources of short-term financing 
(current liabilities).

Current liabilities are short-term debt obligations that must 
be repaid within one year, such as accounts payable, taxes 
payable, and notes (loans) payable. Trade credit is extended 
by suppliers for the purchase of their goods and services. A 
line of credit is an arrangement by which a bank agrees to 
lend a specified amount of money to a business whenever 
the business needs it. Secured loans are backed by collat-
eral; unsecured loans are backed only by the borrower’s good 
reputation.

Summarize the importance of long-term assets 
and capital budgeting.

Long-term, or fixed, assets are expected to last for many 
years, such as production facilities (plants), offices, and 
equipment. Businesses need modern, up-to-date equipment 
to succeed in today’s competitive environment. Capital 
budgeting is the process of analyzing company needs and 
selecting the assets that will maximize its value; a capital 
budget is the amount of money budgeted for the purchase 
of fixed assets. Every investment in fixed assets carries 
some risk.

Specify how companies finance their operations 
and manage fixed assets with long-term 
liabilities, particularly bonds.

Two common choices for financing are equity financing (attracting 
new owners) and debt financing (taking on long-term liabilities). 
Long-term liabilities are debts that will be repaid over a number of 
years, such as long-term bank loans and bond issues. A bond is a 
long-term debt security that an organization sells to raise money. 
The bond indenture specifies the provisions of the bond contract— 
maturity date, coupon rate, repayment methods, and others.

Explain how corporations can use equity financing 
by issuing stock through an investment banker.

Owners’ equity represents what owners have contributed to 
the company and includes common stock, preferred stock, 
and retained earnings (profits that have been reinvested in 
the assets of the firm). To finance operations, companies can 
issue new common and preferred stock through an investment 
banker that sells stocks and bonds for corporations.

Describe the various securities markets in the 
United States.

Securities markets provide the mechanism for buying and sell-
ing stocks and bonds. Primary markets allow companies to 
raise capital by selling new stock directly to investors through 
investment bankers. Secondary markets allow the buyers of 
previously issued shares of stock to sell them to other owners. 
The two biggest stock markets in the United States are the New 
York Stock Exchange (NYSE) and the Nasdaq market. Investors 
measure stock market performance by watching stock mar-
ket averages and indexes such as the Dow Jones Industrial 
Average and the Standard & Poor’s (S&P) Composite Index.

Critique the position of short-term assets 
and liabilities of a small manufacturer and 
recommend corrective action.

Using the information presented in this chapter, you should 
be able to answer the questions in the “Solve the Dilemma” 
feature near the end of the chapter presented by the current 
bleak working capital situation of Glasspray Corporation.

Critical Thinking Questions

Enter the World of Business Questions

 1. Describe the financial mistakes GE made with GE Capital.

 2. Do you think GE Capital’s decision to expand into 
consumer financial products was a decision of bad timing 

(right before the financial crisis), or was it just a bad 
business move? Support your argument with reasoning.

 3. Is a breakup of GE the best option for the company? Why 
or why not?
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Learn the Terms

bonds 514
capital budgeting 511
commercial certificates of deposit 

(CDs) 506
commercial paper 506
dividend yield 517
eurodollar market 507
factor 510
floating-rate bonds 516
investment banking 519
junk bonds 516

line of credit 509
lockbox 505
long-term (fixed) assets 510
long-term liabilities 514
marketable securities 505
over-the-counter (OTC)  

market 521
primary market 518
prime rate 509
retained earnings 516
secondary markets 518

secured bonds 515
secured loans 509
securities markets 520
serial bonds 515
trade credit 509
transaction balances 504
Treasury bills (T-bills) 506
unsecured bonds 515
unsecured loans 509
working capital management 504

Check Your Progress

 1. Define working capital management.

 2. How can a company speed up cash flow? Why should it?

 3. Describe the various types of marketable securities.

 4. What does it mean to have a line of credit at  
a bank?

 5. What are fixed assets? Why is assessing risk important in 
capital budgeting?

 6. How can a company finance fixed assets?

 7. What are bonds and what do companies do with them?

 8. How can companies use equity to finance their 
operations and long-term growth?

 9. What are the functions of securities markets?

 10. What were some of the principal causes of the most 
recent recession?

Get Involved

 1. Using your local newspaper or The Wall Street Journal, 
find the current rates of interest on the following 
marketable securities. If you were a financial manager 
for a large corporation, which would you invest extra 
cash in? Which would you invest in if you worked for a 
small business?

 a. Three-month T-bills

 b. Six-month T-bills

 c. Commercial certificates of deposit

 d. Commercial paper

 e. Eurodollar deposits

 f. Money market deposits

 2. Select five of the Dow Jones Industrials from Table 16-5. 
Look up their earnings, dividends, and prices for the 
past five years. What kind of picture is presented by this 
information? Which stocks would you like to have owned 
over this past period? Do you think the next five years 
will present a similar picture?
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Build Your Skills

Choosing among Projects

Background
As the senior executive in charge of explora-
tion for High Octane Oil Co., you are constantly 
looking for projects that will add to the compa-
ny’s profitability—without increasing the com-

pany’s risk. High Octane Oil is an international oil company 
with operations in Latin America, the Middle East, Africa, the 
United States, and Mexico. The company is one of the world’s 
leading experts in deep-water exploration and drilling. High 
Octane currently produces 50 percent of its oil in the United 
States, 25 percent in the Middle East, 5 percent in Africa, 10 
percent in Latin America, and 10 percent in Mexico. You are 
considering six projects from around the world.

Project 1—Your deep-water drilling platform in the Gulf of 
Mexico is producing at maximum capacity from the Valdez 
oil field, and High Octane’s geological engineers think there is 
a high probability that there is oil in the Sanchez field, which 
is adjacent to Valdez. They recommend drilling a new series 
of wells. Once commercial quantities of oil have been discov-
ered, it will take two more years to build the collection plat-
form and pipelines. It will be four years before the discovered 
oil gets to the refineries.

Project 2—The Brazilian government has invited you to 
drill on some unexplored tracts in the middle of the central 
jungle region. There are roads to within 50 miles of the tract, 
and BP has found oil 500 miles away from this tract. It would 
take about three years to develop this property and several 
more years to build pipelines and pumping stations to carry 
the oil to the refineries. The Brazilian government wants  
20 percent of all production as its fee for giving High Octane 
Oil Co. the drilling rights or a $500 million up-front fee and 
5 percent of the output.

Project 3—Your fields in Saudi Arabia have been produc-
ing oil for 50 years. Several wells are old, and the pressure has 
diminished. Your engineers are sure that if you were to initi-
ate high-pressure secondary recovery procedures, you would 
increase the output of these existing wells by 20 percent. 
High-pressure recovery methods pump water at high pressure 
into the underground limestone formations to enhance the 
movement of petroleum toward the surface.

Project 4—Your largest oil fields in Alaska have been pro-
ducing from only 50 percent of the known deposits. Your geo-
logical engineers estimate that you could open up 10 percent 
of the remaining fields every two years and offset your current 
declining production from existing wells. The pipeline capacity 

is available and, while you can only drill during six months of 
the year, the fields could be producing oil in three years.

Project 5—Some of High Octane’s west Texas oil fields pro-
duce in shallow stripper wells of 2,000- to 4,000-foot depths. 
Stripper wells produce anywhere from 10 to 2,000 barrels per 
day and can last for six months or 40 years. Generally, once 
you find a shallow deposit, there is an 80 percent chance that 
offset wells will find more oil. Because these wells are shal-
low, they can be drilled quickly at a low cost. High Octane’s 
engineers estimate that in your largest tract, which is closest 
to the company’s Houston refinery, you could increase pro-
duction by 30 percent for the next 10 years by increasing the 
density of the wells per square mile.

Project 6—The government of a republic in Russia has 
invited you to drill for oil in Siberia. Russian geologists think 
that this oil field might be the largest in the world, but there 
have been no wells drilled and no infrastructure exists to 
carry oil if it should be found. The republic has no money 
to help you build the infrastructure but if you find oil, it will 
let you keep the first five years’ production before taking its  
25 percent share. Knowing that oil fields do not start produc-
ing at full capacity for many years after initial production, your 
engineers are not sure that your portion of the first five years 
of production will pay for the infrastructure they must build 
to get the oil to market. The republic also has been known 
to have a rather unstable government, and the last interna-
tional oil company that began this project left the country 
when a new government demanded a higher than originally 
agreed-upon percentage of the expected output. If this field 
is, in fact, the largest in the world, High Octane’s supply of oil 
would be ensured well into the 21st century.

Task

 1. Working in groups, rank the six projects from lowest risk 
to highest risk.

 2. Given the information provided, do the best you can to 
rank the projects from lowest cost to highest cost.

 3. What political considerations might affect your project 
choice?

 4. If you could choose one project, which would it be and 
why?

 5. If you could choose three projects, which ones would you 
choose? In making this decision, consider which projects 
might be highly correlated to High Octane Oil’s existing 
production and which ones might diversify the company’s 
production on a geographical basis.
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Solve the Dilemma

Surviving Rapid Growth

Glasspray Corporation is a small firm that 
makes industrial fiberglass spray equipment. 
Despite its size, the company supplies a range 
of firms from small mom-and-pop boatmakers 
to major industrial giants, both overseas and 

here at home. Indeed, just about every molded fiberglass resin 
product, from bathroom sinks and counters to portable spas 
and racing yachts, is constructed with the help of one or more 
of the company’s machines.

Despite global acceptance of its products, Glasspray has 
repeatedly run into trouble with regard to the management 
of its current assets and liabilities as a result of extremely 
rapid and consistent increases in year-to-year sales. The firm’s 
president and founder, Stephen T. Rose, recently lamented the 

sad state of his firm’s working capital position: “Our current 
assets aren’t, and our current liabilities are!” Rose shouted in 
a recent meeting of the firm’s top officers. “We can’t afford 
any more increases in sales! We’re selling our way into bank-
ruptcy! Frankly, our working capital doesn’t!”

Critical Thinking Questions
 1. Normally, rapidly increasing sales are a good thing. What 

seems to be the problem here?

 2. What are the important components of a firm’s working 
capital? Include both current assets and current 
liabilities.

 3. What are some management techniques applied to 
current liabilities that Glasspray might use to improve its 
working capital position?

See for Yourself Videocase

Tom & Eddie’s: Fed through Nontraditional 
Channels

With the motto “We Put Good Taste in Everything 
We Do,” Tom & Eddie’s—a former line of gour-
met burger restaurants in the Chicago area—
was launched in 2009. It was a difficult time 
to launch a new business because it was at the 

height of the recession and banks were not doing much lending 
to small startup businesses. The owners of Tom & Eddie’s, former 
McDonald’s executives Tom Dentice and Ed Rensi, both agreed 
that access to cash was a major issue. However, they refused to 
be deterred.

It began when Tom and Ed decided they wanted to cre-
ate their own upscale burger restaurant. Both men had retired 
from McDonald’s during the 1990s, but retirement was not for 
them. They conceived of a burger restaurant totally different 

from McDonald’s, with unique menu items, great customer 
service, and comfortable seating. The men had researched the 
market and knew that there was a strong demand for gour-
met burgers. To meet this demand, the men settled on fresh 
burgers of 100 percent beef with high-quality cheese such as 
smoked gouda and other toppings. For those who dislike ham-
burger, the restaurant also has Ahi tuna, edamame, and tur-
key options. Tom & Eddie’s used the nearby College of DuPage 
as a test facility for its menu items.

Although the men were certain their idea would be a suc-
cess, they knew banks at the time were reluctant to lend to small 
businesses. They ended up using their own money to finance 
the business and took on another partner. They also hired Brian 
Gordon, whom they knew from McDonald’s, to be the restau-
rant’s CFO. They knew the restaurant needed someone skilled in 
financial management on board for things like operating expen-
ditures, daily operational costs, and inventory management.

Build Your Business Plan

Financial Management and Securities Market

This chapter helps you realize that once you 
are making money, you need to be careful in 
determining how to invest it. Meanwhile, your 
team should consider the pros and cons of 
establishing a line of credit at the bank.

Remember the key to building your business plan is to be 
realistic!
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“In a small business, financial management is obviously 
very important. It’s really the linchpin that holds everything 
together,” said CFO Brian Gordon.

Immediate expenses for the restaurant included the cost 
for long-term assets, including the building, equipment, and 
furnishings and a sophisticated inventory management sys-
tem. The restaurant uses trade credit to purchase its products 
in which it orders the products and is later invoiced for them.

One early decision they had to make was whether to build 
their own restaurant. Building a restaurant is tempting because 
the owners can customize it to meet their vision. However, it is 
also highly expensive. Tom & Eddie’s made the decision to use 
buildings that already existed. As Brian Gordon explains, pur-
chasing existing locations saves the company up-front costs. 
It also buys rather than leases its own equipment.

It was difficult to earn a profit initially. Tom & Eddie’s 
struggled with the high cost of commodities, so it struggled 
to keep profit and loss under control. However, the restau-
rant proved popular among businesspeople, who tended to 
eat there during the day, as well as couples who came in the 
evening. The longer a restaurant stays in business, the more 
access it will have to lines of credit because it will be able to 
prove to the banks that it can earn money and pay back loans.

Tom & Eddie’s had a fourth location in Deerfield, Illinois. 
After three years, however, the restaurant was not performing 

up to par, and the owners made the difficult decision to close 
it. The closure occurred before the lease expired, which meant 
the restaurant was still responsible for honoring its financial 
agreement. The restaurant did so and was able to maintain a 
good relationship with the landlords, which is crucial toward 
developing profitable business relationships in the future.

Tom & Eddie’s overcame a number of obstacles, including 
a recession when banks were not lending to small businesses. 
While its strong financial management helped the business 
survive a period of major economic contraction, the restau-
rant quietly closed all locations in late 2017.8

Critical Thinking Questions
 1. Why was it difficult to open a new business in 2009? 

How did the owners of Tom & Eddie’s overcome this 
obstacle?

 2. Describe some ways the restaurant exhibited strong 
financial management in the early days of its operations.

 3. What are some of the costs involved with closing a 
business location that does not earn enough money?

You can find the related video in the Video Library 
in Connect. Ask your instructor how you can access 
Connect.

Team Exercise

Compare and contrast financing with long-term liabilities, 
such as bonds versus financing with owner’s equity, typically 
retained earnings, common stock, and preferred stock. Form 

groups and suggest a good mix of long-term liabilities and 
owner’s equity for a new firm that makes wind turbines for 
generating alternative energy and would like to grow quickly.
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Learning Objectives
After reading this chapter, you will be able to:

 LO A-1 Describe how the legal system resolves disputes.

 LO A-2 Outline regulatory agencies that oversee business 
conduct.

 LO A-3 Describe the laws that address business practices.

 LO A-4 Summarize laws that determine parameters and 
requirements for business decision making.

 LO A-5 Evaluate legal issues related to the Internet.

 LO A-6 Explain the Sarbanes-Oxley Act and its impact on 
business decisions.

 LO A-7 Demonstrate the impact of the Dodd-Frank Wall 
Street Reform and Consumer Protection Act on 
business decisions.
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Business law refers to the rules and regulations that govern the conduct of business. 
Problems in this area come from the failure to keep promises, misunderstandings, 
disagreements about expectations, or, in some cases, attempts to take advantage of 
others. The regulatory environment offers a framework and enforcement system in 
order to provide a fair playing field for all businesses. The regulatory environment 
is created based on inputs from competitors, customers, employees, special interest 
groups, and the public’s elected representatives. Lobbying by pressure groups who 
try to influence legislation often shapes the legal and regulatory environment.

Sources of Law
Laws are classified as either criminal or civil. Criminal law not only prohibits a spe-
cific kind of action, such as unfair competition or mail fraud, but also imposes a fine or 
imprisonment as punishment for violating the law. A violation of a criminal law is thus 
called a crime. Civil law defines all the laws not classified as criminal, and it specifies 
the rights and duties of individuals and organizations (including businesses). Violations 
of civil law may result in fines but not imprisonment. The primary difference between 
criminal and civil law is that criminal laws are enforced by the state or nation, whereas 
civil laws are enforced through the court system by individuals or organizations.

Criminal and civil laws are derived from four sources: the Constitution (constitu-
tional law), precedents established by judges (common law), federal and state statutes 
(statutory law), and federal and state administrative agencies (administrative law). 
Federal administrative agencies established by Congress control and influence busi-
ness by enforcing laws and regulations to encourage competition and protect consum-
ers, workers, and the environment. The Supreme Court is the ultimate authority on 
legal and regulatory decisions for appropriate conduct in business.

Courts and the Resolution of Disputes
The primary method of resolving conflicts and business disputes is through lawsuits, 
where one individual or organization takes another to court using civil laws. The legal 
system, therefore, provides a forum for businesspeople to resolve disputes based on 
our legal foundations. The courts may decide when harm or damage results from the 
actions of others.

Because lawsuits are so frequent in the world of business, it is important to under-
stand more about the court system where such disputes are resolved. Both financial 
restitution and specific actions to undo wrongdoing can result from going before a 
court to resolve a conflict. All decisions made in the courts are based on criminal and 
civil laws derived from the legal and regulatory system.

A businessperson may win a lawsuit in court and receive a judgment, or court 
order, requiring the loser of the suit to pay monetary damages. However, this does not 
guarantee the victor will be able to collect those damages. If the loser of the suit lacks 
the financial resources to pay the judgment—for example, if the loser is a bankrupt 
business—the winner of the suit may not be able to collect the award. Most business 
lawsuits involve a request for a sum of money, but some lawsuits request that a court 
specifically order a person or organization to do or to refrain from doing a certain act, 
such as slamming telephone customers.

The Court System
Jurisdiction is the legal power of a court, through a judge, to interpret and apply the law 
and make a binding decision in a particular case. In some instances, other courts will not 

business law
the rules and regulations 
that govern the conduct of 
business.

lawsuit
where one individual or 
organization takes another to 
court using civil laws.

jurisdiction
the legal power of a court, 
through a judge, to interpret 
and apply the law and make 
a binding decision in a 
particular case.

Describe how the legal system 
resolves disputes.

LO A-1
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enforce the decision of a prior court because it lacked jurisdiction. Federal courts are 
granted jurisdiction by the Constitution or by Congress. State legislatures and constitu-
tions determine which state courts hear certain types of cases. Courts of general jurisdic-
tion hear all types of cases; those of limited jurisdiction hear only specific types of cases. 
The Federal Bankruptcy Court, for example, hears only cases involving bankruptcy. 
There is some combination of limited and general jurisdiction courts in every state.

In a trial court (whether in a court of general or limited jurisdiction and whether in 
the state or the federal system), two tasks must be completed. First, the court (acting 
through the judge or a jury) must determine the facts of the case. In other words, if 
there is conflicting evidence, the judge or jury must decide who to believe. Second, 
the judge must decide which law or set of laws is pertinent to the case and must then 
apply those laws to resolve the dispute.

An appellate court, on the other hand, deals solely with appeals relating to the inter-
pretation of law. Thus, when you hear about a case being appealed, it is not retried, but 
rather reevaluated. Appellate judges do not hear witnesses but instead base their deci-
sions on a written transcript of the original trial. Moreover, appellate courts do not draw 
factual conclusions; the appellate judge is limited to deciding whether the trial judge 
made a mistake in interpreting the law that probably affected the outcome of the trial. 
If the trial judge made no mistake (or if mistakes would not have changed the result of 
the trial), the appellate court will let the trial court’s decision stand. If the appellate court 
finds a mistake, it usually sends the case back to the trial court so that the mistake can 
be corrected. Correction may involve the granting of a new trial. On occasion, appellate 
courts modify the verdict of the trial court without sending the case back to the trial court.

Alternative Dispute Resolution Methods
Although the main remedy for business disputes is a lawsuit, other dispute resolution 
methods are becoming popular. The schedules of state and federal trial courts are 
often crowded; long delays between the filing of a case and the trial date are com-
mon. Further, complex cases can become quite expensive to pursue. As a result, many 
businesspeople are turning to alternative methods of resolving business arguments: 
mediation and arbitration, the mini-trial, and litigation in a private court.

Mediation is a form of negotiation to resolve a dis-
pute by bringing in one or more third-party media-
tors, usually chosen by the disputing parties, to help 
reach a settlement. The mediator suggests different 
ways to resolve a dispute between the parties. The 
mediator’s resolution is nonbinding–that is, the par-
ties do not have to accept the mediator’s suggestions; 
they are strictly voluntary.

Arbitration involves submission of a dispute to one 
or more third-party arbitrators, usually chosen by the 
disputing parties, whose decision is final. Arbitration 
differs from mediation in that an arbitrator’s decision 
must be followed, whereas a mediator merely offers 
suggestions and facilitates negotiations. Cases may 
be submitted to arbitration because a contract—such 
as a labor contract—requires it or because the parties 
agree to do so. Some consumers are barred from tak-
ing claims to court by agreements drafted by banks, 
brokers, health plans, and others. Instead, they are 

trial court
when a court (acting through 
the judge or jury) must 
determine the facts of the 
case, decide which law or 
set of laws is pertinent to the 
case, and apply those laws to 
resolve the dispute.

appellate court
a court that deals solely 
with appeals relating to the 
interpretation of law.

mediation
a method of outside 
resolution of labor and 
management differences in 
which the third party’s role 
is to suggest or propose a 
solution to the problem.

arbitration
settlement of a labor/
management dispute by a 
third party whose solution 
is legally binding and 
enforceable.

When workers and management cannot come to an agreement, 
workers may choose to picket and go on strike. Going on strike is 
usually reserved as a last resort if mediation and arbitration fail.

©Tannen Maury/Epa/REX/Shutterstock
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required to take complaints to mandatory arbitration. Arbitration can be an attrac-
tive alternative to a lawsuit because it is often cheaper and quicker, and the parties 
frequently can choose arbitrators who are knowledgeable about the particular area of 
business at issue.

A method of dispute resolution that may become increasingly important in settling 
complex disputes is the mini-trial, in which both parties agree to present a summa-
rized version of their case to an independent third party. That person then advises 
them of his or her impression of the probable outcome if the case were to be tried. 
Representatives of both sides then attempt to negotiate a settlement based on the advi-
sor’s recommendations. For example, employees in a large corporation who believe 
they have muscular or skeletal stress injuries caused by the strain of repetitive motion 
in using a computer could agree to a mini-trial to address a dispute related to dam-
ages. Although the mini-trial itself does not resolve the dispute, it can help the parties 
resolve the case before going to court. Because the mini-trial is not subject to formal 
court rules, it can save companies a great deal of money, allowing them to recognize 
the weaknesses in a particular case.

In some areas of the country, disputes can be submitted to a private nongovern-
mental court for resolution. In a sense, a private court system is similar to arbitration 
in that an independent third party resolves the case after hearing both sides of the 
story. Trials in private courts may be either informal or highly formal, depending on 
the people involved. Businesses typically agree to have their disputes decided in pri-
vate courts to save time and money.

Regulatory Administrative Agencies
Federal and state administrative agencies (listed in Table A.1) also have some judi-
cial powers. Many administrative agencies, such as the Federal Trade Commission, 
decide disputes that involve their regulations. In such disputes, the resolution process 
is usually called a “hearing” rather than a trial. In these cases, an administrative law 
judge decides all issues.

Federal regulatory agencies influence many business activities and cover prod-
uct liability, safety, and the regulation or deregula-
tion of public utilities. Usually, these bodies have the 
power to enforce specific laws, such as the Federal 
Trade Commission Act, and have some discretion in 
establishing operating rules and regulations to guide 
certain types of industry practices. Because of this 
discretion and overlapping areas of responsibility, 
confusion or conflict regarding which agencies have 
jurisdiction over which activities is common.

Of all the federal regulatory units, the Federal Trade 
Commission (FTC) most  influences business activities 
related to questionable practices that create disputes 
between businesses and their customers. Although 
the FTC regulates a variety of business practices, it 
allocates a large portion of resources to curbing false 
advertising, misleading pricing, and deceptive pack-
aging and labeling. When it receives a complaint or 
otherwise has reason to believe that a firm is violating 
a law, the FTC issues a complaint stating that the busi-
ness is in violation.

mini-trial
a situation in which both 
parties agree to present a 
summarized version of their 
case to an independent third 
party; the third party advises 
them of his or her impression 
of the probable outcome if 
the case were to be tried.

private court system
similar to arbitration in 
that an independent third 
party resolves the case after 
hearing both sides of the 
story.

Federal Trade Commission 
(FTC)
the federal regulatory 
unit that most influences 
business activities related to 
questionable practices that 
create disputes between 
businesses and their 
customers.

Outline regulatory agencies 
that oversee business conduct.

LO A-2

The Federal Trade Commission regulates business activities related to 
questionable practices in order to protect consumers.
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If a company continues the questionable practice, the FTC can issue a cease-and-
desist order, which is an order for the business to stop doing whatever has caused the 
complaint. In such cases, the charged firm can appeal to the federal courts to have 
the order rescinded. However, the FTC can seek civil penalties in court—up to a 
maximum penalty of $10,000 a day for each infraction—if a cease-and-desist order 
is violated. In its battle against unfair pricing, the FTC has issued consent decrees 
alleging that corporate attempts to engage in price fixing or invitations to competitors 
to collude are violations even when the competitors in question refuse the invitations. 
The commission can also require companies to run corrective advertising in response 
to previous ads considered misleading.

The FTC also assists businesses in complying with laws. New marketing methods 
are evaluated every year. When general sets of guidelines are needed to improve busi-
ness practices in a particular industry, the FTC sometimes encourages firms within 

Agency Major Areas of Responsibility

Federal Trade Commission (FTC)
Enforces laws and guidelines regarding business practices; takes action to stop false and 
deceptive advertising and labeling.

Food and Drug Administration  
(FDA)

Enforces laws and regulations to prevent distribution of adulterated or misbranded foods, 
drugs, medical devices, cosmetics, veterinary products, and particularly hazardous 
consumer products.

Consumer Product Safety Commission 
(CPSC)

Ensures compliance with the Consumer Product Safety Act; protects the public from 
unreasonable risk of injury from any consumer product not covered by other regulatory 
agencies.

Interstate Commerce Commission (ICC) Regulates franchises, rates, and finances of interstate rail, bus, truck, and water carriers.

Federal Communications Commission 
(FCC)

Regulates communication by wire, radio, and television in interstate and foreign 
commerce.

Environmental Protection Agency (EPA)
Develops and enforces environmental protection standards and conducts research into 
the adverse effects of pollution.

Federal Energy Regulatory Commission 
(FERC)

Regulates rates and sales of natural gas products, thereby affecting the supply and 
price of gas available to consumers; also regulates wholesale rates for electricity 
and gas, pipeline construction, and U.S. imports and exports of natural gas and 
electricity.

Equal Employment Opportunity 
Commission (EEOC)

Investigates and resolves discrimination in employment practices.

Federal Aviation Administration (FAA) Oversees the policies and regulations of the airline industry.

Federal Highway Administration (FHA) Regulates vehicle safety requirements.

Occupational Safety and Health 
Administration (OSHA)

Develops policy to promote worker safety and health and investigates infractions.

Securities and Exchange Commission 
(SEC)

Regulates corporate securities trading and develops protection from fraud and other 
abuses; provides an accounting oversight board.

Consumer Financial Protection Bureau Regulates financial products and institutions to ensure consumer protection.

TABLE A.1 The Major Regulatory Agencies
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that industry to establish a set of trade practices 
voluntarily. The FTC may even sponsor a confer-
ence bringing together industry leaders and con-
sumers for the purpose of establishing acceptable 
trade practices.

Unlike the FTC, other regulatory units are lim-
ited to dealing with specific goods, services, or busi-
ness activities. The Food and Drug Administration 
(FDA) enforces regulations prohibiting the sale and 
distribution of adulterated, misbranded, or hazard-
ous food and drug products. For example, the FDA 
outlawed the sale and distribution of most over-the-
counter hair-loss remedies after research indicated 
that few of the products were effective in restoring 
hair growth.

The Environmental Protection Agency (EPA) 
develops and enforces environmental protection 
standards and conducts research into the adverse 
effects of pollution. The Consumer Product 
Safety Commission recalls about 300 products 
a year, ranging from small, inexpensive toys to 
major appliances. The Consumer Product Safety 
Commission’s website provides details regarding 
current recalls. The Consumer Product Safety 
Commission has fallen under increasing scrutiny 
in the wake of a number of product safety scan-
dals involving children’s toys. The most notable of 
these issues was lead paint discovered in toys pro-
duced in China. Some items are not even targeted to children but can be dangerous 
because children think they are food. Magnetic desk toys and Tide Pods have both 
been mistaken as candy by children.

Important Elements of Business Law
To avoid violating criminal and civil laws, as well as discouraging lawsuits from con-
sumers, employees, suppliers, and others, businesspeople need to be familiar with 
laws that address business practices.

The Uniform Commercial Code
At one time, states had their own specific laws governing various business practices, 
and transacting business across state lines was difficult because of the variation in the 
laws from state to state. To simplify commerce, every state—except Louisiana—has 
enacted the Uniform Commercial Code (Louisiana has enacted portions of the code). 
The Uniform Commercial Code (UCC) is a set of statutory laws covering several busi-
ness law topics. Article II of the Uniform Commercial Code, which is discussed in the 
following paragraphs, has a significant impact on business.

Sales Agreements. Article II of the Uniform Commercial Code covers sales 
agreements for goods and services such as installation but does not cover the sale 
of stocks and bonds, personal services, or real estate. Among its many provisions, 

Uniform Commercial  
Code (UCC)
set of statutory laws covering 
several business law topics.

Describe the laws that address 
business practices.

LO A-3

Allstar Marketing Group, the business behind the Snuggie, faced 
claims from the FTC that its ads were misleading. The company was 
required to pay its customers $7.2 million in refunds.

©Cyrus McCrimmon/The Denver Post via Getty Images
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Article II stipulates that a sales agreement can be enforced even though it does not 
specify the selling price or the time or place of delivery. It also requires that a buyer 
pay a reasonable price for goods at the time of delivery if the buyer and seller have not 
reached an agreement on price. Specifically, Article II addresses the rights of buyers 
and sellers, transfers of ownership, warranties, and the legal placement of risk during 
manufacture and delivery.

Article II also deals with express and implied warranties. An express warranty 
stipulates the specific terms the seller will honor. Many automobile manufacturers, 
for example, provide three-year or 36,000-mile warranties on their vehicles, during 
which period they will fix any and all defects specified in the warranty. An implied 
warranty is imposed on the producer or seller by law, although it may not be a 
written document provided at the time of sale. Under Article II, a consumer may 
assume that the product for sale has a clear title (in other words, that it is not stolen) 
and that the product will serve the purpose for which it was made and sold as well 
as function as advertised.

The Law of Torts and Fraud
A tort is a private or civil wrong other than a breach of contract. For example, a tort 
can result if the driver of a Domino’s Pizza delivery car loses control of the vehicle 
and damages property or injures a person. In the case of the delivery car accident, the 
injured persons might sue the driver and the owner of the company—Domino’s in this 
case—for damages resulting from the accident.

Fraud is a purposefully unlawful act to deceive or manipulate in order to damage 
others. Thus, in some cases, fraud may also represent a violation of criminal law. 
Health care fraud has become a major issue in the courts.

An important aspect of tort law involves product liability—businesses’ legal 
responsibility for any negligence in the design, production, sale, and consumption of 
products. Product liability laws have evolved from both common and statutory law. 
Some states have expanded the concept of product liability to include injuries by 
products whether or not the producer is proven negligent. Under this strict product 
liability, a consumer who files suit because of an injury has to prove only that the 
product was defective, that the defect caused the injury, and that the defect made the 
product unreasonably dangerous. For example, a carving knife is expected to be sharp 
and is not considered defective if you cut your finger using it. But an electric knife 
could be considered defective and unreasonably dangerous if it continued to operate 
after being switched off.

Reforming tort law, particularly in regard to product liability, has become a 
hot political issue as businesses look for relief from huge judgments in lawsuits. 
Although many lawsuits are warranted—few would disagree that a wrong has 
occurred when a patient dies because of negligence during a medical procedure or 
when a child is seriously injured by a defective toy and that the families deserve 
some compensation—many suits are not. Because of multimillion-dollar judg-
ments, companies are trying to minimize their liability, and sometimes they pass on 
the costs of the damage awards to their customers in the form of higher prices. Some 
states have passed laws limiting damage awards and some tort reform is occurring 
at the federal level. Table A.2 lists the state courts systems the U.S. Chamber of 
Commerce’s Institute for Legal Reform has identified as being “friendliest” and 
“least friendly” to business in terms of juries’ fairness, judges’ competence and 
impartiality, and other factors.

express warranty
stipulates the specific terms 
the seller will honor.

implied warranty
imposed on the producer or 
seller by law, although it may 
not be a written document 
provided at the time of sale.

tort
a private or civil wrong other 
than breach of contract.

fraud
a purposefully unlawful act 
to deceive or manipulate in 
order to damage others.

product liability
businesses’ legal 
responsibility for any 
negligence in the design, 
production, sale, and 
consumption of products.
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The Law of Contracts
Virtually every business transaction is carried out by means of a contract, a mutual 
agreement between two or more parties that can be enforced in a court if one party 
chooses not to comply with the terms of the contract. If you rent an apartment or 
house, for example, your lease is a contract. If you have borrowed money under a 
student loan program, you have a contractual agreement to repay the money. Many 
aspects of contract law are covered under the Uniform Commercial Code.

A “handshake deal” is, in most cases, as fully and completely binding as a writ-
ten, signed contract agreement. Indeed, many oil-drilling and construction con-
tractors have for years agreed to take on projects on the basis of such handshake 
deals. However, individual states require that some contracts be in writing to be 
enforceable. Most states require that at least some of the following contracts be in 
writing:

 ∙ Contracts involving the sale of land or an interest in land.
 ∙ Contracts to pay somebody else’s debt.
 ∙ Contracts that cannot be fulfilled within one year.
 ∙  Contracts for the sale of goods that cost more than $500 (required by the 

Uniform Commercial Code).

Only those contracts that meet certain requirements—called elements—are enforce-
able by the courts. A person or business seeking to enforce a contract must show that 
it contains the following elements: voluntary agreement, consideration, contractual 
capacity of the parties, and legality.

For any agreement to be considered a legal contract, all persons involved must 
agree to be bound by the terms of the contract. Voluntary agreement typically comes 
about when one party makes an offer and the other accepts. If both the offer and the 
acceptance are freely, voluntarily, and knowingly made, the acceptance forms the 
basis for the contract. If, however, either the offer or the acceptance is the result of 

contract
a mutual agreement between 
two or more parties that 
can be enforced in a court 
if one party chooses not to 
comply with the terms of the 
contract.

Most Friendly to Business Least Friendly to Business

South Dakota New Jersey

Vermont Kentucky

Idaho Alabama

Minnesota Mississippi

New Hampshire West Virginia

Alaska Florida

Nebraska California

Wyoming Illinois

Maine Missouri

Virginia Louisiana

Source: U.S. Chamber Institute for Legal Reform, “States,” www.instituteforlegalreform.com/states (accessed March 30, 2018).

TABLE A.2 State Court Systems’ Reputations for Supporting Business
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fraud or force, the individual or organization subject to the fraud or force can void, or 
invalidate, the resulting agreement or receive compensation for damages.

The second requirement for enforcement of a contract is that it must be supported 
by consideration—that is, money or something of value must be given in return for 
fulfilling a contract. As a general rule, a person cannot be forced to abide by the terms 
of a promise unless that person receives a consideration. The “something of value” 
could be money, goods, services, or even a promise to do or not to do something.

Contractual capacity is the legal ability to enter into a contract. As a general rule, 
a court cannot enforce a contract if either party to the agreement lacks contractual 
capacity. A person’s contractual capacity may be limited or nonexistent if he or she 
is a minor (under the age of 18), mentally unstable, intellectually disabled, insane, or 
intoxicated.

Legality is the state or condition of being lawful. For an otherwise binding contract 
to be enforceable, both the purpose of and the consideration for the contract must be 
legal. A contract in which a bank loans money at a rate of interest prohibited by law, a 
practice known as usury, would be an illegal contract, for example. The fact that one 
of the parties may commit an illegal act while performing a contract does not render 
the contract itself illegal, however.

Breach of contract is the failure or refusal of a party to a contract to live up to his 
or her promises. In the case of an apartment lease, failure to pay rent would be consid-
ered breach of contract. The breaching party—the one who fails to comply—may be 
liable for monetary damages that he or she causes the other person.

The Law of Agency
An agency is a common business relationship created when one person acts on behalf 
of another and under that person’s control. Two parties are involved in an agency 
relationship: The principal is the one who wishes to have a specific task accom-
plished; the agent is the one who acts on behalf of the principal to accomplish the 
task. Authors, movie stars, and athletes often employ agents to help them obtain the 
best contract terms.

An agency relationship is created by the mutual agreement of the principal and 
the agent. It is usually not necessary that such an agreement be in writing, although 
putting it in writing is certainly advisable. An agency relationship continues as long 
as both the principal and the agent so desire. It can be terminated by mutual agree-
ment, by fulfillment of the purpose of the agency, by the refusal of either party to 
continue in the relationship, or by the death of either the principal or the agent. 
In most cases, a principal grants authority to the agent through a formal power of 
attorney, which is a legal document authorizing a person to act as someone else’s 
agent. The power of attorney can be used for any agency relationship, and its use 
is not limited to lawyers. For instance, in real estate transactions, often a lawyer 
or real estate agent is given power of attorney with the authority to purchase real 
estate for the buyer. Accounting firms often give employees agency relationships in 
making financial transactions.

Both officers and directors of corporations are fiduciaries, or people of trust, who 
use due care and loyalty as an agent in making decisions on behalf of the organiza-
tion. This relationship creates a duty of care, also called duty of diligence, to make 
informed decisions. These agents of the corporation are not held responsible for 
negative outcomes if they are informed and diligent in their decisions. The duty of 
loyalty means that all decisions should be in the interests of the corporation and its 

breach of contract
the failure or refusal of a 
party to a contract to live up 
to his or her promises.

agency
a common business 
relationship created when 
one person acts on behalf 
of another and under that 
person’s control.

principal
the one in an agency 
relationship who wishes 
to have a specific task 
accomplished.

agent
the one in an agency 
relationship who acts on 
behalf of the principal to 
accomplish the task.
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stakeholders. After Wells Fargo was found to be engaging in widespread misconduct, 
a new board chair and several new board members were brought in to improve risk 
management and oversight.1

The Law of Property
Property law is extremely broad in scope because it covers the ownership and transfer 
of all kinds of real, personal, and intellectual property. Real property consists of real 
estate and everything permanently attached to it; personal property basically is every-
thing else. Personal property can be further subdivided into tangible and intangible 
property. Tangible property refers to items that have a physical existence, such as 
automobiles, business inventory, and clothing. Intangible property consists of rights 
and duties; its existence may be represented by a document or by some other tangible 
item. For example, accounts receivable, stock in a corporation, goodwill, and trade-
marks are all examples of intangible personal property. Intellectual property refers 
to property, such as musical works, artwork, books, and computer software, that is 
generated by a person’s creative activities.

Copyrights, patents, and trademarks provide protection to the owners of property 
by giving them the exclusive right to use it. Copyrights protect the ownership rights 
on material (often intellectual property) such as books, music, videos, photos, and 
computer software. The creators of such works, or their heirs, generally have exclu-
sive rights to the published or unpublished works for the creator’s lifetime, plus 50 
years. Patents give inventors exclusive rights to their invention for 20 years. The most 
intense competition for patents is in the pharmaceutical industry. Most patents take a 
minimum of 18 months to secure.

A trademark is a brand (name, mark, or symbol) that is registered with the U.S. 
Patent and Trademark Office and is thus legally protected from use by any other 
firm. Among the symbols that have been so protected are McDonald’s golden 
arches. It is estimated that large multinational firms may have as many as 15,000 
conflicts related to trademarks. Companies are diligent about protecting their 
trademarks both to avoid confusion in consumers’ minds and because a term that 
becomes part of everyday language can no longer be trademarked. The names aspi-
rin and nylon, for example, were once the exclusive 
property of their creators but became so widely used 
as product names (rather than brand names) that 
now anyone can use them. A related term is trade 
dress, which refers to the visual appearance of a 
product or its packaging. Coca-Cola’s contoured 
bottle and Hershey’s 12 rectangular panels for its 
chocolate bars are examples of visual characteristics 
protected as intellectual property. In order for these 
visual characteristics to receive protection, consum-
ers must strongly associate the shape or design with 
the product itself.2

As the trend toward globalization of trade con-
tinues, and more and more businesses trade across 
national boundaries, protecting property rights, par-
ticularly intellectual property such as computer soft-
ware, has become an increasing challenge. While 
a company may be able to register a trademark, a 

real property
consists of real estate and 
everything permanently 
attached to it.

personal property
all other property that is not 
real property.

intellectual property
refers to property, such as 
musical works, artwork, 
books, and computer 
software, that is generated 
by a person’s creative 
activities.

Christian Louboutin has received intellectual property protection  
for its signature red sole shoes. This type of protection is known as 
trade dress.

©denisfilm/123RF
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brand name, or a symbol in its home country, it 
may not be able to secure that protection abroad. 
Some countries have copyright and patent laws 
that are less strict than those of the United States; 
some countries will not enforce U.S. laws. China, 
for example, has often been criticized for permitting 
U.S. goods to be counterfeited there. Pacific Mall 
in Markham in Ontario, Canada, has been labeled 
as one of several notorious markets selling counter-
feit products at the same level as the Silk Market in 
Beijing and open air markets in Mexico City.3 Such 
counterfeiting harms not only the sales of U.S. com-
panies, but also their reputations if the knockoffs 
are of poor quality. Thus, businesses engaging in 
foreign trade may have to take extra steps to protect 
their property because local laws may be insuffi-
cient to protect them.

The Law of Bankruptcy
Although few businesses and individuals intentionally fail to repay (or default on) 
their debts, sometimes they cannot fulfill their financial obligations. Individuals may 
charge goods and services beyond their ability to pay for them. Businesses may take 
on too much debt in order to finance growth, or business events such as an increase 
in the cost of commodities can bankrupt a company. An option of last resort in these 
cases is bankruptcy, or legal insolvency. Some well-known companies that have 
declared bankruptcy include Hostess, American Apparel, and RadioShack.

Individuals or companies may ask a bankruptcy court to declare them unable to 
pay their debts and thus release them from the obligation of repaying those debts. 
The debtor’s assets may then be sold to pay off as much of the debt as possible. In the 
case of a personal bankruptcy, although the individual is released from repaying debts 
and can start over with a clean slate, obtaining credit after bankruptcy proceedings 
is very difficult. However, a restrictive allows fewer consumers to use bankruptcy 
to eliminate their debts. The law makes it harder for consumers to prove that they 
should be allowed to clear their debts for what is called a “fresh start” or Chapter 7  
bankruptcy. Although the person or company in debt usually initiates bankruptcy pro-
ceedings, creditors may also initiate them. The subprime mortgage crisis caused a 
string of bankruptcies among individuals, and Chapter 7 and Chapter 11 bankruptcies 
among banks and other businesses as well. Table A.3 describes the various levels of 
bankruptcy protection a business or individual may seek.

Laws Affecting Business Practices
One of the government’s many roles is to act as a watchdog to ensure that businesses 
behave in accordance with the wishes of society. Congress has enacted a number of 
laws that affect business practices; some of the most important of these are summa-
rized in Table A.4. Many state legislatures have enacted similar laws governing busi-
ness within specific states.

The Sherman Antitrust Act, passed in 1890 to prevent businesses from restrain-
ing trade and monopolizing markets, condemns “every contract, combination, or 
conspiracy in restraint of trade.” For example, a request that a competitor agree to 

Sherman Antitrust Act
passed in 1890 to prevent 
businesses from restraining 
trade and monopolizing 
markets.

Claire’s, a teen jewelry and accessories chain, filed for Chapter 11 
bankruptcy in the hopes of lowering its nearly $2 billion debt.

©James W Copeland/Shutterstock

Summarize laws that determine 
parameters and requirements 
for business decision making.
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Chapter 7

Requires that the business be dissolved and its assets liquidated, or sold, to pay 
off the debts. Individuals declaring Chapter 7 retain a limited amount of exempt 
assets, the amount of which may be determined by state or federal law, at the 
debtor’s option. Although the type and value of exempt assets vary from state to 
state, most states’ laws allow a bankrupt individual to keep an automobile, some 
household goods, clothing, furnishings, and at least some of the value of the 
debtor’s residence. All nonexempt assets must be sold to pay debts.

Chapter 11

Temporarily frees a business from its financial obligations while it reorganizes and 
works out a payment plan with its creditors. The indebted company continues 
to operate its business during bankruptcy proceedings. Often, the business sells 
off assets and less-profitable subsidiaries to raise cash to pay off its immediate 
obligations.

Chapter 13
Similar to Chapter 11 but limited to individuals. This proceeding allows an individual 
to establish a three- to five-year plan for repaying his or her debt. Under this plan, 
an individual ultimately may repay as little as 10 percent of his or her debt.

TABLE A.3 Types of Bankruptcy

Act (Date Enacted) Purpose

Sherman Antitrust Act 
(1890)

Prohibits contracts, combinations, or conspiracies to restrain trade; establishes as a misdemeanor 
monopolizing or attempting to monopolize.

Clayton Act (1914)
Prohibits specific practices such as price discrimination, exclusive dealer arrangements, and stock 
acquisitions in which the effect may notably lessen competition or tend to create a monopoly.

Federal Trade 
Commission Act (1914)

Created the Federal Trade Commission; also gives the FTC investigatory powers to be used in 
preventing unfair methods of competition.

Robinson-Patman Act 
(1936)

Prohibits price discrimination that lessens competition among wholesalers or retailers; prohibits 
producers from giving disproportionate services of facilities to large buyers.

Wheeler-Lea Act (1938)
Prohibits unfair and deceptive acts and practices regardless of whether competition is injured; places 
advertising of foods and drugs under the jurisdiction of the FTC.

Lanham Act (1946) Provides protections and regulation of brand names, brand marks, trade names, and trademarks.

Celler-Kefauver Act 
(1950)

Prohibits any corporation engaged in commerce from acquiring the whole or any part of the stock 
or other share of the capital assets of another corporation when the effect substantially lessens 
competition or tends to create a monopoly.

Fair Packaging and 
Labeling Act (1966)

Makes illegal the unfair or deceptive packaging or labeling of consumer products.

Magnuson-Moss 
Warranty (FTC) Act 
(1975)

Provides for minimum disclosure standards for written consumer product warranties; defines minimum 
consent standards for written warranties; allows the FTC to prescribe interpretive rules in policy 
statements regarding unfair or deceptive practices.

Consumer Goods Pricing 
Act (1975)

Prohibits the use of price maintenance agreements among manufacturers and resellers in interstate 
commerce.

Antitrust Improvements 
Act (1976)

Requires large corporations to inform federal regulators of prospective mergers or acquisitions so that 
they can be studied for any possible violations of the law.

TABLE A.4 Major Federal Laws Affecting Business Practices

(continued)
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fix prices or divide markets would, if accepted, result in a violation of the Sherman 
Antitrust Act. The FTC challenged the proposed merger between Staples and Office 
Depot because it believed the merger could significantly reduce the competition in 
the “ consumable” office supply market.4 The Sherman Antitrust Act, still highly rele-
vant 100 years after its passage, is being copied throughout the world as the basis for 
regulating fair competition.

Because the provisions of the Sherman Antitrust Act are rather vague, courts 
have not always interpreted it as its creators intended. The Clayton Act was passed 
in 1914 to limit specific activities that can reduce competition. The Clayton Act 
 prohibits price discrimination, tying and exclusive agreements, and the acquisi-
tion of stock in another corporation where the effect may be to substantially lessen 
competition or tend to create a monopoly. In addition, the Clayton Act prohibits 
members of one company’s board of directors from holding seats on the boards of 
competing corporations. The act also exempts farm cooperatives and labor organi-
zations from antitrust laws.

In spite of these laws regulating business practices, there are still many questions 
about the regulation of business. For instance, it is difficult to determine what con-
stitutes an acceptable degree of competition and whether a monopoly is harmful to 

Clayton Act
prohibits price discrimination, 
tying and exclusive 
agreements, and the 
acquisition of stock in 
another corporation 
where the effect may be 
to substantially lessen 
competition or tend to create 
a monopoly.

Act (Date Enacted) Purpose

Trademark 
Counterfeiting Act (1980)

Provides civil and criminal penalties against those who deal in counterfeit consumer goods or any 
counterfeit goods that can threaten health or safety.

Trademark Law Revision 
Act (1988)

Amends the Lanham Act to allow brands not yet introduced to be protected through registration with 
the Patent and Trademark Office.

Nutrition Labeling and 
Education Act (1990)

Prohibits exaggerated health claims and requires all processed foods to contain labels with nutritional 
information.

Telephone Consumer 
Protection Act (1991)

Establishes procedures to avoid unwanted telephone solicitations; prohibits marketers from using 
automated telephone dialing system or an artificial or prerecorded voice to certain telephone lines.

Federal Trademark 
Dilution Act (1995)

Provides trademark owners the right to protect trademarks and requires relinquishment of names that 
match or parallel existing trademarks.

Digital Millennium 
Copyright Act (1998)

Refined copyright laws to protect digital versions of copyrighted materials, including music and movies.

Children’s Online Privacy 
Protection Act (2000)

Regulates the collection of personally identifiable information (name, address, e-mail address, hobbies, 
interests, or information collected through cookies) online from children under age 13.

Sarbanes-Oxley Act 
(2002)

Made securities fraud a criminal offense; stiffened penalties for corporate fraud; created an accounting 
oversight board; instituted numerous other provisions designed to increase corporate transparency and 
compliance.

Do Not Call 
Implementation Act 
(2003)

Directs FCC and FTC to coordinate so their rules are consistent regarding telemarketing call practices, 
including the Do Not Call Registry.

Dodd-Frank Wall Street 
Reform and Consumer 
Protection Act (2010)

Increases accountability and transparency in the financial industry; protects consumers from deceptive 
financial practices; establishes the Consumer Financial Protection Bureau.

TABLE A.4 (Continued)
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a particular market. Many mergers were permitted that resulted in less competition 
in the banking, publishing, and automobile industries. In some industries, such as 
utilities, it is not cost effective to have too many competitors. For this reason, the gov-
ernment permits utility monopolies, although recently, the telephone, electricity, and 
communications industries have been deregulated. Furthermore, the antitrust laws are 
often rather vague and require interpretation, which may vary from judge to judge 
and court to court. Thus, what one judge defines as a monopoly or trust today may  
be permitted by another judge a few years from now. Businesspeople need to under-
stand what the law says on these issues and try to conduct their affairs within the 
bounds of these laws.

The Internet: Legal and Regulatory Issues
Our use and dependence on the Internet is increasingly creating a potential legal 
problem for businesses. With this growing use come questions of maintaining 
an acceptable level of privacy for consumers and proper competitive use of the 
medium. Some might consider that tracking individuals who visit or “hit” their 
website by attaching a “cookie” (identifying you as a website visitor for potential 
recontact and tracking your movement throughout the site) is an improper use of 
the Internet for business purposes. Others may find such practices acceptable and 
similar to the practices of non-Internet retailers who copy information from checks 
or ask customers for their name, address, or phone number before they will process 
a transaction. There are few specific laws that regulate business on the Internet, but 
the standards for acceptable behavior that are reflected in the basic laws and regula-
tions designed for traditional businesses can be applied to business on the Internet 
as well. One law aimed specifically at advertising on the Internet is the CAN-SPAM  
Act of 2004. The law restricts unsolicited e-mail advertisements by requiring the 
consent of the recipient. Furthermore, the CAN-SPAM Act follows the “opt-out” 
model wherein recipients can elect not to receive further e-mails from a sender 
simply by clicking on a link.5 Individual e-mail violations are subject to penalties of  
up to $41,484.6

The central focus for future legislation of business conducted on the Internet is 
the protection of personal privacy. The present basis of personal privacy protec-
tion is the U.S. Constitution, various Supreme Court rulings, and laws such as the 
1971 Fair Credit Reporting Act; the 1978 Right to Financial Privacy Act; and the 
1974 Privacy Act, which deals with the release of government records. With few 
regulations on the use of information by businesses, companies legally buy and sell 
information on customers to gain competitive advantage. Sometimes existing laws 
are not enough to protect people, and the ease with which information on customers 
can be obtained becomes a problem. For example, identity theft has increased due to 
the proliferation of the use of the Internet. A disturbing trend is how many children 
have had their identities stolen. One study of 40,000 children revealed that more than  
10 percent have had their Social Security numbers stolen.7 It has been suggested that 
the treatment of personal data as property will ensure privacy rights by recognizing 
that customers have a right to control the use of their personal data.

Internet use is different from traditional interaction with businesses in that it 
is readily accessible, and most online businesses are able to develop databases of 
information on customers. Congress has restricted the development of databases on 
children using the Internet. The Children’s Online Privacy Protection Act (COPPA) 
of 2000 prohibits website and Internet providers from seeking personal information 

Evaluate legal issues related to 
the Internet.
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from children under age 13 without parental consent. Companies are still running 
afoul of COPPA. Two app developers paid $360,000 to settle charges from the FTC 
that they had allowed third-party advertisers to collect personal information from 
children under the age of 13.8

The FTC rules for online advertising and marketing are the same as any form of 
communication or advertising. These rules help maintain the credibility of the Internet 
as an advertising medium. To avoid deception all online communication must tell the 
truth and cannot mislead consumers. In addition, all claims must be substantiated. 
Influencer marketing is relatively new compared with other forms of digital market-
ing, so it should be no surprise there have been road bumps for early adopters. Due to 
concerns about dishonest advertising, the FTC requires influencers to clearly disclose 
any connection they have with brands they promote. Neglecting to make a disclosure 
is viewed as deceptive advertising. Cases have been filed against Warner Bros. Home 
Entertainment, which paid PewDiePie (YouTube’s number one most subscribed 
channel) for an endorsement of its video game Middle-Earth: Shadow of Mordor, and 
Lord & Taylor, which paid various influencers to promote their dresses, all without 
disclosures. According to the FTC, any level of compensation much be disclosed, 
whether a partnership is paid or an influencer strictly receives free product.9

Legal Pressure for Responsible  
Business Conduct
To ensure greater compliance with society’s desires, both federal and state govern-
ments are moving toward increased organizational accountability for misconduct. 
Before 1991, laws mainly punished those employees directly responsible for an 
offense. Under new guidelines established by the Federal Sentencing Guidelines for 
Organizations (FSGO), however, both the responsible employees and the firms that 
employ them are held accountable for violations of federal law. Thus, the government 
now places responsibility for controlling and preventing misconduct squarely on the 
shoulders of top management. The main objectives of the federal guidelines are to 
train employees, self-monitor and supervise employee conduct, deter unethical acts, 
and punish those organizational members who engage in illegal acts.

A 2010 amendment to the FSGO directs ethics officers to report directly to the 
board of directors rather than simply the general counsel or top officers. This places 
the responsibility on the shoulders of the firm’s leadership, usually the board of direc-
tors. The board must ensure that there is a high-ranking manager accountable for 
the day-to-day operational oversight of the ethics program. The board must provide 
for adequate authority, resources, and access to the board or an appropriate subcom-
mittee of the board. The board must ensure that there are confidential mechanisms 
available so that the organization’s employees and agents may report or seek guidance 
about potential or actual misconduct without fear of retaliation. Finally, the board 
is required to oversee the discovery of risks and to design, implement, and modify 
approaches to deal with those risks.

If an organization’s culture and policies reward or provide opportunities to engage 
in misconduct through lack of managerial concern or failure to comply with the seven 
minimum requirements of the FSGO (provided in Table A.5), then the organization 
may incur not only penalties but also the loss of customer trust, public confidence, and 
other intangible assets. For this reason, organizations cannot succeed solely through 
a legalistic approach to compliance with the sentencing guidelines; top management 
must cultivate high ethical standards that will serve as barriers to illegal conduct. 
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The organization must want to be a good citizen and recognize the importance of 
compliance to successful workplace activities and relationships. In fact, the top con-
cern of corporate lawyers is ethics and compliance. Implementing ethics and com-
pliance ranks higher than any other concern, possibly due to the pressures placed on 
companies by the passage of Sarbanes-Oxley, the Dodd-Frank Act, and the Federal 
Sentencing Guidelines.11

The federal guidelines also require businesses to develop programs that can 
detect—and that will deter employees from engaging in—misconduct. To be consid-
ered effective, such compliance programs must include disclosure of any wrongdoing, 

Responding to Business Challenges

SEC Puts the Whistle Back 
in Whistleblowing
Whistleblowers may soon get new protections, thanks to a 
Securities and Exchange Commission (SEC) ruling limiting com-
panies’ abilities to censor and intimidate employees who report 
violations. The SEC offers financial incentives to some whis-
tleblowers reporting large-scale misconduct. If a report results 
in a company receiving fines of more than $1 million, the SEC 
may award the whistleblower 10 to 30 percent of the fines or 
penalties levied against the company. The SEC’s whistleblower 
program was created in 2010 as part of the Dodd-Frank Act. 
The intent of the program is to curb legal and ethical miscon-
duct before it leads to disastrous consequences, such as the 
global financial crisis.

Some companies are suspected of forcing workers to sign 
nondisclosure agreements and harassing employees who voice 
concerns over misconduct. This includes clauses in employ-
ment contracts that limit the ability of whistleblowers to 
receive financial rewards for reporting misconduct, effectively 

neutralizing the incentive of employees to expose company vio-
lations. The Ethics Resource Center has found that 21 percent of 
employees experience retaliation after reporting misconduct.

The SEC is fighting back and taking steps to protect the 
rights of whistleblowers. The government agency is requesting 
years of corporate training procedures, confidentiality agree-
ments, and even lists of terminated employees from certain 
companies to see whether they engaged in illegal discrimina-
tion against whistleblowers. These steps demonstrate the SEC’s 
commitment to whistleblower protection and could lead to 
fewer companies suppressing future reporting of misconduct.10

Critical Thinking Questions
 1. How is the SEC trying to prevent employers from silencing 

whistleblowers?
 2. Why does the SEC feel that it is unfair for an employment 

contract to limit the ability of employees to receive finan-
cial rewards for blowing the whistle?

 3. What is the SEC hoping to achieve by offering whistleblow-
ers rewards for large misconduct convictions against firms?

 1. Develop standards and procedures to reduce the propensity for criminal conduct.

 2. Designate a high-level compliance manager or ethics officer to oversee the compliance program.

 3. Avoid delegating authority to people known to have a propensity to engage in misconduct.

 4. Communicate standards and procedures to employees, other agents, and independent 
contractors through training programs and publications.

 5. Establish systems to monitor and audit misconduct and to allow employees and agents to 
report criminal activity.

 6. Enforce standards and punishments consistently across all employees in the organization.

 7. Respond immediately to misconduct and take reasonable steps to prevent further  
criminal conduct.

TABLE A.5 Seven Steps to Compliance
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cooperation with the government, and acceptance of responsibility for the miscon-
duct. Codes of ethics, employee ethics training, hotlines (direct 800 phone numbers), 
compliance directors, newsletters, brochures, and other communication methods are 
typical components of a compliance program. The ethics component, discussed in the 
“Business Ethics and Social Responsibility” chapter, acts as a buffer, keeping firms 
away from the thin line that separates unethical and illegal conduct.

Despite the existing legislation, a number of ethics scandals in the early 2000s 
led Congress to pass–almost unanimously—the Sarbanes-Oxley Act, which criminal-
ized securities fraud and strengthened penalties for corporate fraud. It also created an 
accounting oversight board that requires corporations to establish codes of ethics for 
financial reporting and to develop greater transparency in financial reports to inves-
tors and other interested parties. Additionally, the law requires top corporate execu-
tives to sign off on their firms’ financial reports, and they risk fines and jail sentences 
if they misrepresent their companies’ financial position. Table A.6 summarizes the 
major provisions of the Sarbanes-Oxley Act.

The Sarbanes-Oxley Act has created a number of concerns and is considered bur-
densome and expensive to corporations. Large corporations report spending more 
than $4 million each year to comply with the act, according to Financial Executives 
International. The act has caused more than 500 public companies a year to report prob-
lems in their accounting systems. Additionally, Sarbanes-Oxley failed to prevent and 
detect the widespread misconduct of financial institutions that led to the financial crisis.

Sarbanes-Oxley Act
a law that criminalized 
securities fraud and 
strengthened penalties for 
corporate fraud.

Explain the Sarbanes-Oxley 
Act and its impact on business 
decisions.

LO A-6

 1. Requires the establishment of a Public Company Accounting Oversight Board in charge of regulations administered by the 
Securities and Exchange Commission.

 2. Requires CEOs and CFOs to certify that their companies’ financial statements are true and without misleading statements.

 3. Requires that corporate boards of directors’ audit committees consist of independent members who have no material interests 
in the company.

 4. Prohibits corporations from making or offering loans to officers and board members.

 5. Requires codes of ethics for senior financial officers; code must be registered with the SEC.

 6. Prohibits accounting firms from providing both auditing and consulting services to the same client without the approval of  
the client firm’s audit committee.

 7. Requires company attorneys to report wrongdoing to top managers and, if necessary, to the board of directors; if managers 
and directors fail to respond to reports of wrongdoing, the attorney should stop representing the company.

 8. Mandates “whistleblower protection” for persons who disclose wrongdoing to authorities.

 9. Requires financial securities analysts to certify that their recommendations are based on objective reports.

 10. Requires mutual fund managers to disclose how they vote shareholder proxies, giving investors information about how their 
shares influence decisions.

 11. Establishes a 10-year penalty for mail/wire fraud.

 12. Prohibits the two senior auditors from working on a corporation’s account for more than five years; other auditors are 
prohibited from working on an account for more than seven years. In other words, accounting firms must rotate individual 
auditors from one account to another from time to time.

Source: Pub. L. 107-204,116 Stat. 745 (2002).

TABLE A.6 Major Provisions of the Sarbanes-Oxley Act
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On the other hand, there are many benefits, including greater accountability of 
top managers and boards of directors, that improve investor confidence and protect 
employees, especially their retirement plans. It is believed that the law has more ben-
efits than drawbacks—with the greatest benefit being that boards of directors and 
top managers are better informed. Some companies such as Cisco and Pitney Bowes 
report improved efficiency and cost savings from better financial information.

In spite of the benefits Sarbanes-Oxley offers, it did not prevent widespread cor-
porate corruption from leading to the most recent recession. The resulting financial 
crisis prompted the Obama administration to create new regulation to reform Wall 
Street and the financial industry. In 2010, the Dodd-Frank Wall Street Reform and 
Consumer Protection Act was passed. In addition to new regulations for financial 
institutions, the legislation created a Consumer Financial Protection Bureau (CFPB) 
to protect consumers from complex or deceptive financial products.

The Dodd-Frank Act contains 16 titles meant to increase consumer protection, 
enhance transparency and accountability in the financial sector, and create new finan-
cial agencies. In some ways, Dodd-Frank is attempting to improve upon provisions 
laid out in the Sarbanes-Oxley Act. For instance, Dodd-Frank takes whistleblower 
protection a step further by offering additional incentives to whistleblowers for report-
ing misconduct. If whistleblowers report misconduct that results in penalties of more 
than $1 million, the whistleblower will be entitled to a percentage of the settlement.12 
Additionally, complex financial instruments must now be made more transparent so 
that consumers will have a better understanding of what these instruments involve.

The act also created three new agencies: The Consumer Financial Protection 
Bureau (CFPB), the Office of Financial Research, and the Financial Stability 
Oversight Council. While the CFPB was created to protect consumers, the other two 
agencies work to maintain stability in the financial industry so such a crisis will not 
recur in the future.13 Although it is too early to tell whether these regulations will 
serve to create wide-scale positive financial reform, the Dodd-Frank Act is certainly 
leading to major changes on Wall Street and in the financial sector.

Demonstrate the impact of the 
Dodd-Frank Wall Street Reform 
and Consumer Protection Act 
on business decisions.

LO A-7

Review Your Understanding

Describe how the legal system resolves disputes.

The primary method of resolving conflicts and business dis-
putes is through lawsuits, where one individual or organization 
takes another to court using civil laws. All decisions made in 
the courts are based on criminal and civil laws derived from 
the legal and regulatory system. Courts must have jurisdiction, 
or the legal power, through a judge, to interpret and apply 
the law and make a binding decision in a particular case. In a 
trial court, the court must determine the facts of the case and 
the judge must decide which law or set of laws is pertinent 
to the case and must then apply those laws to resolve the 
dispute. An appellate court deals solely with appeals relating 
to the interpretation of law.

There are alternative methods of resolving disputes. 
Mediation is a form of negotiation to resolve a dispute by 
bringing in one or more third-party mediators, usually chosen 
by the disputing parties, to help reach a settlement. Arbitration 

involves submission of a dispute to one or more third-party arbi-
trators, usually chosen by the disputing parties, whose decision 
usually is final. A mini-trial is when both parties agree to pres-
ent a summarized version of their case to an independent third 
party. A private court system is similar to arbitration in that an 
independent third party resolves the case after hearing both 
sides of the story.

Outline regulatory agencies that oversee 
business conduct.

The Federal Trade Commission (FTC) most influences busi-
ness activities related to questionable practices that create 
disputes between businesses and their customers. If a com-
pany continues the questionable practice, the FTC can issue 
a cease-and-desist order, which is an order for the business to 
stop doing whatever has caused the complaint. The Food and 
Drug Administration (FDA) enforces regulations prohibiting 
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the sale and distribution of adulterated, misbranded, or haz-
ardous food and drug products. The Environmental Protection 
Agency (EPA) develops and enforces environmental protection 
standards and conducts research into the adverse effects of 
pollution. The Consumer Product Safety Commission recalls 
about 300 products a year, ranging from small, inexpensive 
toys to major appliances.

Describe the laws that address business 
practices.

Important elements of business law include the Uniform 
Commercial Code (UCC), the law of torts and fraud, the law 
of contracts, the law of agency, the law of property, and the 
law of bankruptcy. The UCC is a set of statutory laws covering 
several business law topics. Article II of the UCC deals with 
express and implied warranties. An express warranty stipu-
lates the specific terms the seller will honor. An implied war-
ranty is imposed on the producer or seller by law, although it 
may not be a written document provided at the time of sale.

A tort is a private or civil wrong other than a breach of con-
tract. An important part of tort law is product liability, busi-
nesses’ legal responsibility for any negligence in the design, 
production, sale, and consumption of products. Fraud is a pur-
posefully unlawful act to deceive or manipulate in order to 
damage others. A contract is a mutual agreement between 
two or more parties that can be enforced in a court if one 
party chooses not to comply with the terms of the contract.

An agency is a common business relationship created when 
one person acts on behalf of another and under that person’s 
control. Property law is extremely broad in scope because it 
covers the ownership and transfer of all kinds of real, personal, 
and intellectual property. There are also laws dealing with 
bankruptcy, which occurs when individuals or companies ask a 
bankruptcy court to declare them unable to pay their debts and 
thus release them from the obligation of repaying those debts.

Summarize laws that determine parameters and 
requirements for business decision making.

Laws that determine parameters and requirements for busi-
ness decision making include the Sherman Antitrust Act, 
the Clayton Act, and a number of other laws. The Sherman 
Antitrust Act, passed in 1890, is meant to prevent busi-
nesses from restraining trade and monopolizing markets. The 
Clayton Act prohibits price discrimination, tying and exclusive 

agreements, and the acquisition of stock in another corpora-
tion where the effect may be to substantially lessen competi-
tion or tend to create a monopoly.

Evaluate legal issues related to the Internet.

With the growing use of the Internet, privacy is becoming a 
major concern. Some consider that tracking individuals who 
visit or “hit” their website by attaching a cookie is an invasion 
of privacy. The CAN-SPAM Act of 2004 restricts unsolicited 
email advertisements. The Children’s Online Privacy Protection 
Act (COPPA) prohibits website and Internet providers from 
seeking personal information from children under age 13 with-
out parental consent.

Explain the Sarbanes-Oxley Act and its impact 
on business decisions.

The Sarbanes-Oxley Act criminalized securities fraud and 
strengthened penalties for corporate fraud. It created an 
accounting oversight board that requires corporations to 
establish codes of ethics for financial reporting and to develop 
greater transparency in financial reports to investors and other 
interested parties. Additionally, the law requires top corporate 
executives to sign off on their firms’ financial reports, and they 
risk fines and jail sentences if they misrepresent their compa-
nies’ financial position.

Demonstrate the impact of the Dodd-Frank Wall 
Street Reform and Consumer Protection Act on 
business decisions.

In 2010, the Dodd-Frank Wall Street Reform and Consumer 
Protection Act was passed. In addition to new regulations 
for financial institutions, the legislation created a Consumer 
Financial Protection Bureau (CFPB) to protect consumers from 
complex or deceptive financial products. The Dodd-Frank 
Act contains 16 titles meant to increase consumer protection, 
enhance transparency and accountability in the financial 
sector, and create new financial agencies. Dodd-Frank takes 
whistleblower protection a step further by offering additional 
incentives to whistleblowers for reporting misconduct. If 
whistleblowers report misconduct that results in penalties of 
more than $1 million, the whistleblower will be entitled to a 
percentage of the settlement. The act also created two other 
agencies: the Office of Financial Research and the Financial 
Stability Oversight Council.

Learn the Terms

agency 542
agent 542
appellate court 536
arbitration 536
breach of contract 542
business law 535

Clayton Act 546
contract 541
express warranty 540
Federal Trade Commission (FTC) 537
fraud 540
implied warranty 540

intellectual property 543
jurisdiction 535
lawsuit 535
mediation 536
mini-trial 537
personal property 543
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principal 542
private court system 537
product liability 540

real property 543
Sarbanes-Oxley Act 550
Sherman Antitrust Act 544

tort 540
trial court 536
Uniform Commercial Code (UCC) 539

Check Your Progress

 1. What are the sources of law relating to both criminal 
and civil actions?

 2. How does the court system work to resolve business 
disputes?

 3. Why is it important to understand how regulatory 
administrative agencies resolve disputes and protect  
the public?

 4. What are the major elements of business law?

 5. What are some of the most important laws that affect 
business practices?

 6. Why is there the need for additional regulation to resolve 
issues related to the Internet?

 7. What are the important steps to developing an ethics 
and compliance program?

 8. What was the purpose of the Sarbanes-Oxley Act?

Build Your Skills

Developing an Ethics and Compliance Program

The Federal Sentencing Guidelines for 
Organizations require a business’s governing 
authority to develop an ethics and compliance 
program. This places responsibility for implemen-
tation on the firm’s officers and board of direc-

tors. Organizations of all sizes can develop an ethics program. 
Below are the seven steps in developing an ethics and com-
pliance program. After each step provide some activities that 
would help accomplish these steps.

 1. Develop standards and procedures to reduce the 
propensity for criminal conduct.

____________________

 2. Designate a high-level compliance manager or ethics 
officer to oversee the compliance program.

____________________

 3. Avoid delegating authority to people known to have a 
propensity to engage in misconduct.

____________________

 4. Communicate standards and procedures to employees, 
other agents, and independent contractors through 
training programs and publications.

____________________

 5. Establish systems to monitor and audit misconduct and to 
allow employees and agents to report criminal activity.

____________________

 6. Enforce standards and punishments consistently across all 
employees in the organization.

____________________

 7. Respond immediately to misconduct and take reasonable 
steps to prevent further criminal conduct.

____________________
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BONUS CHAPTER

B Personal Financial 
Planning*

Chapter Outline
The Financial Planning 
Process
Evaluate Your Financial 
Health
The Personal Balance Sheet
The Cash Flow Statement
Set Short-Term and Long-
Term Financial Goals
Create and Adhere to a 
Budget
Developing a Budget
Tracking Your Budgeting 
Success
Manage Credit Wisely
Use and Abuse of Credit 
Cards
Student Loans
Develop a Savings and 
Investment Plan
Understanding the Power of 
Compounded Returns

The Link between Investment 
Choice and Savings Goals
Short-Term versus Long-Term 
Investment
Investment Choices
Planning for a Comfortable 
Retirement
Evaluate and Purchase 
Insurance
Automobile Insurance
Homeowners/Renters 
Insurance
Life Insurance
Health Insurance
Disability Insurance
Develop an Estate Plan
The Importance of Having a 
Will
Avoiding Estate Taxes
Adjust Your Financial Plan to 
New Circumstances

* This bonus chapter was contributed by Dr. Vickie Bajtelsmit.

Learning Objectives
After reading this chapter, you will be able to:

 LO B-1 Recall how to evaluate your financial situation.

 LO B-2 Determine short-term and long-term personal 
financial goals.

 LO B-3 Recall how to create and manage a personal 
financial budget.

 LO B-4 Explain how to manage and use credit in your 
personal life.

 LO B-5 Describe savings and investment choices.

 LO B-6 Evaluate how insurance is a part of personal 
financial planning.

 LO B-7 Explain the concept of estate planning.
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The Financial Planning Process
Personal financial planning is the process of managing your finances so that you can 
achieve your financial goals. By anticipating future needs and wants, you can take 
appropriate steps to prepare for them. Your needs and wants will undoubtedly change 
over time as you enter into various life circumstances. Although financial planning is 
not entirely about money management, a large part of this process is concerned with 
decisions related to expenditures, investments, and credit.

Although every person has unique needs, everyone can benefit from financial 
planning. Even if the entire financial plan is not implemented at once, the process 
itself will help you focus on what is important. With a little forethought and action, 
you may be able to achieve goals that you previously thought were unattainable.

The steps in development and implementation of an effective financial plan are:

 ∙ Evaluate your financial health.
 ∙ Set short-term and long-term financial goals.
 ∙ Create and adhere to a budget.
 ∙ Manage credit wisely.
 ∙ Develop a savings and investment plan.
 ∙ Evaluate and purchase insurance.
 ∙ Develop an estate plan.
 ∙ Adjust your financial plan to new circumstances.

Evaluate Your Financial Health
Just as businesses make use of financial reports to track their performance, good 
personal financial planning requires that individuals keep track of their income and 
expenses and their overall financial condition. Several software packages are read-
ily available to help track personal finances (for example, Quicken and Microsoft 
Money), but all that is really needed is a simple spreadsheet program. This bonus 
chapter includes some simple worksheets that can be reproduced to provide a starting 
point for personal financial planning. Comprehensive financial planning sites are also 
available on the Internet. For example, http://money.msn.com/ and www.smartmoney.
com both provide information and tools to simplify this process.

While it is possible to track all kinds of information over time, the two most crit-
ical elements of your finances are your personal net worth and your personal cash 
flow. The information necessary for these two measures is often required by lending 
institutions on loan applications, so keeping it up to date can save you time and effort 
later.

The Personal Balance Sheet
For businesses, net worth is usually defined as assets minus liabilities, and this is no 
different for individuals. Personal net worth is simply the total value of all personal 
assets less the total value of unpaid debts or liabilities. Although a business could not 
survive with a negative net worth since it would be technically insolvent, many stu-
dents have negative net worth. As a student, you probably are not yet earning enough 
to have accumulated significant assets, such as a house or stock portfolio, but you are 
likely to have incurred various forms of debt, including student loans, car loans, and 
credit card debt.

personal net worth
the total value of all personal 
assets less the total value of 
unpaid debts or liabilities.

personal financial planning
the process of managing 
your finances so that you can 
achieve your financial goals.

Recall how to evaluate your 
financial situation.

LO B-1
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At this stage in your life, negative net worth is not necessarily an indication of poor 
future financial prospects. Current investment in your “human capital” (education) is 
usually considered to have a resulting payoff in the form of better job opportunities and 
higher potential lifetime income, so this “upside-down” balance sheet should not stay 
that way forever. Unfortunately, there are many people in the United States who have 
negative net worth much later in their lives. This can result from unforeseen circum-
stances, like divorce, illness, or disability, but the easy availability of credit in the last 
couple of decades has also been blamed for the heavy debt loads of many American fam-
ilies. The most recent recession, caused partially by excessive risk-taking, has resulted 
in many bankruptcies and housing foreclosures. No matter the immediate trigger, it is 
usually poor financial planning—the failure to prepare in advance for those unforeseen 
circumstances—that makes the difference between those who fail and those who sur-
vive. It is interesting to note that we could say the exact same thing about business fail-
ures. Most are attributable to poor financial planning. If your net worth is negative, you 
should definitely include debt reduction on your list of short-and/or long-term goals.

You can use Table B.1 to estimate your net worth. On the left-hand side of the 
balance sheet, you should record the value of assets, all the things you own that have 

Assets $ Liabilities $

Checking accounts _____ Credit cards balances (list) _____

Savings accounts _____ 1 _____ _____

Money market accounts _____ 2 _____ _____

Other short-term investment _____ 3 _____ _____

 _____ Personal loans _____

Market value of investments (stocks, 
bonds, mutual funds)

_____ Student loans _____

 _____ Car loans _____

Value of retirement funds _____ Home mortgage balance _____

College savings plan _____ Home equity loans _____

Other savings plans _____ Other real estate loans _____

Market value of real estate _____ Alimony/child support owed _____

Cars _____ Taxes owed (above withholding) _____

Home furnishings _____ Other investment loans _____

Jewelry/art/collectibles _____ Other liabilities/debts _____

Clothing/personal assets _____  _____

Other assets _____  _____

TOTAL ASSETS _____ TOTAL LIABILITIES _____

PERSONAL NET WORTH = TOTAL ASSETS – TOTAL LIABILITIES = $ _____

TABLE B.1 Personal Net Worth
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value. These include checking and savings account balances, investments, furniture, 
books, clothing, vehicles, houses, and the like. As with business balance sheets, assets 
are usually arranged from most liquid (easily convertible to cash) to least liquid. If 
you are a young student, it should not be surprising to find that you have little, if any-
thing, to put on this side of your balance sheet. You should note that balance sheets 
are sensitive to the point in time chosen for evaluation. For example, if you always get 
paid on the first day of the month, your checking balance will be greatest at that point 
but will quickly be depleted as you pay for rent, food, and other needs. You may want 
to use your average daily balance in checking and savings accounts as a more accurate 
reflection of your financial condition. The right-hand side of the balance sheet is for 
recording liabilities, amounts of money that you owe to others. These include bank 
loans, mortgages, credit card debt, and other personal loans and are usually listed in 
order of how soon they must be paid back to the lender.

The Cash Flow Statement
Businesses forecast and track their regular inflows and outflows of cash with a cash 
budget and summarize annual cash flows on the statement of cash flows. Similarly, 
individuals should have a clear understanding of their flow of cash as they budget 
their expenditures and regularly check to be sure that they are sticking to their budget.

What is cash flow? Any time you receive cash or pay cash (including payments 
with checks), the dollar amount that is moving from one person to another is a cash 
flow. For students, the most likely cash inflows will be student loans, grants, and 
income from part-time jobs. Cash outflows will include rent, food, gas, car payments, 
books, tuition, and personal care expenses. Although it may seem obvious that you 
need to have enough inflows to cover the outflows, it is very common for people to 
estimate incorrectly and overspend. This may result in hefty bank overdraft charges or 
increasing debt as credit lines are used to make up the difference. Accurate forecast-
ing of cash inflows and outflows allows you to make arrangements to cover estimated 
shortfalls before they occur. For students, this can be particularly valuable when cash 
inflows primarily occur at the beginning of the semester (for example, student loans) 
but outflows are spread over the semester.

How should you treat credit card purchases on your cash flow worksheet? Because 
credit purchases do not require payment of cash now, your cash flow statement should 
not reflect the value of the purchase as an outflow until you pay the bill. Take for 
example the purchase of a television set on credit. The $500 purchase will increase 
your assets and your liabilities by $500 but will only result in a negative cash flow 
of a few dollars per month because payments on credit cards are cash outflows when 
they are made. If you always pay your credit card balances in full each month, the 
purchases are really the same thing as cash, and your balance sheet will never reflect 
the debt. But if you purchase on credit and only pay minimum balances, you will be 
living beyond your means, and your balance sheet will get more and more “upside 
down.” A further problem with using credit to purchase assets that decline in value 
is that the liability may still be there long after the asset you purchased has no value.

Table B.2 can be used to estimate your cash flow. The purpose of a cash flow 
worksheet for your financial plan is to heighten your awareness of where the cash 
is going. Many people are surprised to find that they are spending more than they 
make (by using too much credit) or that they have significant “cash leakage”—those 
little expenditures that add up to a lot without their even noticing. Examples include 
afternoon lattes or snacks, too many nights out at the local pub, eating lunch at the 
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Cash Inflows Monthly Annual

Salary/wage income (gross) $ _____ $ _____

Interest/dividend income   _____  _____

Other income (self-employment)   _____   _____

Rental income (after expenses)   _____  _____

Capital gains   _____  _____

Other income   _____  _____

Total income   _____  _____

Cash Outflows Monthly Annual

Groceries $ _____ $ _____

Housing   _____   _____

Mortgage or rent   _____   _____

House repairs/expenses   _____   _____

Property taxes   _____   _____

Utilities   _____   _____

Heating   _____   _____

Electric   _____   _____

Water and sewer   _____   _____

Cable/phone/satellite/Internet   _____   _____

Car loan payments   _____   _____

Car maintenance/gas   _____   _____

Credit card payments   _____   _____

Other loan payments   _____   _____

Income and payroll taxes   _____   _____

Other taxes   _____   _____

Insurance   _____   _____

Life   _____   _____

Health   _____   _____

Auto   _____   _____

Disability   _____   _____

Other insurance   _____   _____

Clothing   _____   _____

Gifts   _____   _____

TABLE B.2 Personal Cash Flow
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Cash Inflows Monthly Annual

Other consumables (TVs, etc.)   _____   _____

Child care expenses   _____   _____

Sports-related expenses   _____   _____

Health club dues   _____   _____

Uninsured medical expenses   _____   _____

Education   _____   _____

Vacations   _____   _____

Entertainment   _____   _____

Alimony/child support   _____   _____

Charitable contributions   _____   _____

Required pension contributions   _____   _____

Magazine subscriptions/books   _____   _____

Other payments/expenses   _____   _____

Total Expenses $ _____ $ _____

NET PERSONAL CASH FLOW = TOTAL INCOME – TOTAL EXPENSES = $ _____

TABLE B.2 Continued

Student Center instead of packing a bag, and regularly paying for parking (or parking 
tickets) instead of biking or riding the bus to school. In many cases, plugging the little 
leaks can free up enough cash to make a significant contribution toward achieving 
long-term savings goals.

Set Short-Term and Long-Term Financial Goals
Just as a business develops its vision and strategic plan, individuals should have a 
clear set of financial goals. This component of your financial plan is the roadmap that 
will lead you to achieving your short-term and long-term financial goals.

Short-term goals are those that can be achieved in two years or less. They may 
include saving for particular short-term objectives, such as a new car, a down pay-
ment for a home, a vacation, or other major consumer purchases. For many people, 
short-term financial goals should include tightening up on household spending pat-
terns and reducing outstanding credit.

Long-term goals are those that require substantial time to achieve. Nearly everyone 
should include retirement planning as a long-term objective. Those who have or antic-
ipate having children will probably consider college savings a priority. Protection of 
loved ones from the financial hazards of your unexpected death, illness, or disability 
is also a long-term objective for many individuals. If you have a spouse or other 
dependents, having adequate insurance and an estate plan in place should be part of 
your long-term goals.

short-term goals
goals that can be achieved in 
two years or less.

long-term goals
goals that require substantial 
time to achieve.

Determine short-term and long-
term personal financial goals.
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Create and Adhere to a Budget
Whereas the cash flow table you completed in the previous section tells you what 
you are doing with your money currently, a budget shows what you plan to do with 
it in the future. A budget can be for any period of time, but it is common to budget in 
monthly and/or annual intervals.

Developing a Budget
You can use the cash flow worksheet completed earlier to create a budget. Begin with 
the amount of income you have for the month. Enter your nondiscretionary expendi-
tures (that is, bills you must pay, such as tuition, rent, and utilities) on the worksheet 
and determine the leftover amount. Next list your discretionary expenditures, such as 
entertainment and cable TV, in order of importance. You can then work down your 
discretionary list until your remaining available cash flow is zero.

An important component of your budget is the amount that you allocate to savings. 
If you put a high priority on saving and you do not use credit to spend beyond your 
income each month, you will be able to accumulate wealth that can be used to meet 
your short-term and long-term financial goals. In the bestseller The Millionaire Next 
Door, authors Thomas J. Stanley and William D. Danko point out that most million-
aires have achieved financial success through hard work and thriftiness as opposed 
to luck or inheritance. You cannot achieve your financial goals unless your budget 
process places a high priority on saving and investing.

Tracking Your Budgeting Success
Businesses regularly identify budget items and track their variance from budget fore-
casts. People who follow a similar strategy in their personal finances are better able 
to meet their financial goals as well. If certain budgeted expenses routinely turn out 
to be under or over your previous estimates, then it is important to either revise the 
budget estimate or develop a strategy for reducing that expense.

College students commonly have trouble adhering to their budget for food and 
entertainment expenses. A strategy that works fairly well is to limit yourself to cash 

payments. At the beginning of the week, withdraw 
an amount from checking that will cover your 
weekly budgeted expenses. For the rest of the week, 
leave your checkbook, ATM card, and debit and 
credit cards at home. When the cash is gone, don’t 
spend any more. While this is easier said than done, 
after a couple of weeks, you will learn to cut down 
on the cash leakage that inevitably occurs without 
careful cash management.

A debit card looks like a credit card but works 
like a check. For example, in the Netherlands 
almost no one writes a check, and everything is 
paid by debit card, which drafts directly from a 
checking account. You do not build up your credit 
rating when using a debit card. Figure B.1 indicates 
that the use of debit cards has become the predom-
inant means of payment in the United States. On 
the other hand, credit cards allow you to promise 

budget
an internal financial plan 
that forecasts expenses and 
income over a set period of 
time.

Do you know whether your expenses are going up or going down? Use 
a budget to track them.

©Blend Images - JGI/Jamie Grill/Getty Images

Recall how to create and 
manage a personal financial 
budget.
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to pay for something at a later date by using preapproved lines of credit granted by 
a bank or finance company. Credit cards are easy to use and are accepted by most 
retailers today.

Manage Credit Wisely
One of the cornerstones of your financial plan should be to keep credit usage to a 
minimum and to work at reducing outstanding debt. The use of credit for consumer 
and home purchases is well entrenched in our culture and has arguably fueled our 
economy and enabled Americans to better their standard of living as compared to 
earlier generations. Nevertheless, credit abuse is a serious problem in this country, 
and the most recent economic downturn undoubtedly pushed many households over 
the edge into bankruptcy as a result.

To consider the pros and cons of credit usage, compare the following two scenar-
ios. In the first case, Joel takes an 8 percent fixed-rate mortgage to purchase a house 
to live in while he is a college student. The mortgage payment is comparable to alter-
native monthly rental costs, and his house appreciates 20 percent in value over the 
four years he is in college. At the end of college, Joel will be able to sell his house and 
reap the return, having invested only a small amount of his own cash. For example, 
if he made an initial 5 percent down payment on a $100,000 home that is now worth 
$120,000 four years later, he has earned $12,800 (after a 6 percent commission to 
the real estate agent) on an investment of $5,000. This amounts to a sizable return on 
investment of more than 250 percent over four years. This example is oversimplified 
in that we did not take into account the principal that has been repaid over the four 
years, and we did not consider the mortgage payment costs or the tax deductibility of 
interest paid during that time. However, the point is still clear; borrowing money to 
buy an asset that appreciates in value by more than the cost of the debt is a terrific 
way to invest.

In the second case, Nicole uses her credit card to pay for some of her college 
expenses. Instead of paying off the balance each month, Nicole makes only the mini-
mum payment and incurs 16 percent interest costs. Over the course of several years of 
college, Nicole’s credit card debt is likely to amount to several thousand dollars, typical 
of college graduates in the United States. The beer and pizza Nicole purchased have 

FIGURE B.1
Primary Payment Type
Sources: Mike Brown, “How Are People 
Making Payments in 2017?” Lendedu, 
September 25, 2017, https://lendedu.
com/blog/how-are-people-making-
payments/ (accessed May 9, 2018).
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Credit Card

31.77%

Explain how to manage and 
use credit in your personal life.
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long ago been digested, yet the debt remains, and the payments continue. If Nicole 
continues making minimum payments, it will take many years to pay back that original 
debt, and in the meantime the interest paid will far exceed the original amount bor-
rowed. Credit card debt in the amount of $1,000 will usually require a minimum pay-
ment of at least $15 per month. At this payment level, it will take 166 months (almost 
14 years) to pay the debt in full, and the total interest paid will be more than $1,400.

So when is borrowing a good financial strategy? A rule of thumb is that you should 
borrow only to buy assets that will appreciate in value or when your financing charges 
are less than what you are earning on the cash that you would otherwise use to make 
the purchase. This rule generally will limit your borrowing to home purchases and 
investments.

Use and Abuse of Credit Cards
Credit cards should be used only as a cash flow management tool. If you pay off your 
balance every month, you avoid financing charges (assuming no annual fee), you have 
proof of expenditures, which may be necessary for tax or business reasons, and you 
may be able to better match your cash inflows and outflows over the course of the 
month. There are several aspects of credit cards that you should be familiar with.

 ∙ Finance charges. Credit card companies make money by lending to you at 
a higher rate than it costs them to obtain financing. Because many of their 
customers don’t pay back their debts in a timely fashion (default), they must 
charge enough to cover the risk of default as well. Interest is usually calculated 
on the average daily balance over the month, and payments are applied to old 
debts first. Although there are “teaser” rates that may be less than 5 percent, 
most credit cards regularly charge 13 to 24 percent annual interest. The low 
introductory rates are subject to time limitations (often six months or less), and 
they revert to the higher rates if you don’t pay on time.

 ∙ Annual fee. Many credit cards assess an annual fee that may be as low as 
$25 or as much as $500 per year. If you regularly carry a very low balance, 
this amounts to the equivalent of a very high additional interest charge. For 
example, a $50 annual fee is the equivalent of an additional 5 percent on your 
annual interest rate if your balance is $1,000. Because the cards with fees do 
not generally provide you with different services, it is best to choose no-annual-
fee credit cards.

 ∙ Credit line. The credit line is the maximum you are allowed to borrow. This 
may begin with a small amount for a new customer, perhaps as low as $300. 
As the customer shows the ability and intent to repay (by doing so in a timely 
fashion), the limit can increase to many thousands of dollars.

 ∙ Grace period. The grace period for most credit cards is 25 days. This may 
amount to twice as long a period of free credit depending on when your 
purchase date falls in the billing cycle. For example, if you used your card on 
January 1 and your billing cycle goes from the 1st to the 31st, then the bill for 
January purchases will arrive the first week in February and will be due on 
February 25. If you pay it in full on the last possible day, you will have had  
55 days of free credit. Keep in mind that the lender considers the bill paid when 
the check is received, not when it is mailed.

 ∙ Fees and penalties. In addition to charging interest and annual fees, credit card 
companies charge extra for late payments and for going over the stated limit on 
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the card. These fees have been on the rise in the past decade, and $25 or higher 
penalties are now fairly common.

 ∙ ATM withdrawals. Most credit cards can be used to obtain cash from ATMs. 
Although this may be convenient, it contributes to your increasing credit card 
balance and may result in extra expenditures that you would otherwise have 
avoided. In addition, these withdrawals may have hidden costs. Withdrawing 
cash from a machine that is not owned by your credit card lender will usually 
cause you to incur a fee of $1 or $1.50. The effective interest that this represents 
can be substantial if you are withdrawing small amounts of cash. A $1 charge 
on a withdrawal of $50 is the equivalent of 2 percent interest in addition to any 
interest you might pay to the credit card lender.

 ∙ Perks. Most credit cards provide a number of additional services. These may 
include a limitation on your potential liability in the event your card is lost or 
stolen or trip insurance. Some cards promise “cash back” in the form of a small 
rebate based on dollar volume of credit purchases. Many credit card companies 
offer the opportunity to participate in airline mileage programs. The general 
rule of thumb is that none of these perks is worth the credit card interest that is 
charged. If, however, you use your credit card as a cash management tool only, 
paying off your balance every month, then these perks are truly free to you.

Student Loans
Student loans are fairly common in today’s environment of rising college tuition 
and costs. These loans can be a great deal, offering lower interest rates than other 
loans and terms that allow deferral of repayment until graduation. Furthermore, 
the money is being borrowed to pay for an asset that is expected to increase in 
value—your human capital. Don’t underestimate, however, the monthly payments 
that will be required upon graduation. The rate of student debt is increasing at a 
rate higher than inflation.1 For larger outstanding debt amounts, new college gradu-
ates in entry-level positions find that it is difficult to make the necessary payments 
without help.

Although the average student loan debt is $39,400, many students end up owing 
much more than that. The amount of student loan debt among Americans has reached 
more than $1.48 trillion across 44 million borrowers.2 Both political parties agree that 
something must be done to curb this debt, although they appear split on how to do so. 
In 2013, Congress passed the Bipartisan Student Loan Certainty Act, which bases the 
interest rate on federal student loans according to market rate fluctuations. The year 
in which the loan is borrowed will determine the interest rate for the life of the loan.3 
In 2014, President Obama signed an executive order mandating that repayments not 
exceed 10 percent of the borrower’s monthly income.4

Before borrowing for your education, check into federal student loans because 
they are less risky and less expensive than private loans. In order to see what kind of 
federal loans for which you qualify, fill out the Free Application for Federal Student 
Aid (FAFSA). It is important to keep track of the details of your loans, and keep 
your loan servicer updated on any changes in your information to avoid expensive 
late fees. For a list of all your federal student loans, frequently visit the National 
Student Loan Data System at www.nslds.ed.gov. Private loans can be accessed from 
your credit report, of which you can request a copy at www.annualcreditreport.com.

It is also helpful to understand your repayment plan options. The most common are 
standard repayment and income-driven repayment. Standard repayment is when the 
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same sum is paid every month, and while the payment may be high, you will pay off 
your loans more quickly and pay fewer interest payments. Income-driven repayment 
bases your monthly payments on a percentage of income. They require annual income 
verification and other paperwork, and interest charges are high. Visit the Department 
of Education at www.studentaid.ed.gov/repay-loans for information and calculators 
regarding the different repayment options. Those who work in government, nonprofit, 
and other public service jobs may be eligible for student loan forgiveness after 10 
years of faithful repayments. Other programs offer forgiveness of debt for teachers, 
military service members, or medical practitioners. More information can be found at 
www.studentloanborrowerassistance.org.5

Develop a Savings and Investment Plan
The next step to achieving your financial goals is to decide on a savings plan. A com-
mon recommendation of financial planners is to “pay yourself first.” What this means 
is that you begin the month by setting aside an amount of money for your savings 
and investments, as compared to waiting until the end of the month and seeing what’s 
left to save or invest. The budget is extremely important for deciding on a reasonable 
dollar amount to apply to this component of your financial plan.

As students, you might think that you cannot possibly find any extra dollars in 
your budget for saving, but, in fact, nearly everyone can stretch their budget a lit-
tle. Some strategies for students might include taking public transportation several 
times a week and setting aside the gas or parking dollars you would have spent, 
buying regular coffees instead of Starbucks lattes, or eating at home one more night 
per week.

Understanding the Power of Compounded Returns
Even better, if you are a college student living on a typically small budget, you should 
be able to use this experience to help jump-start a viable savings program after grad-
uation. If you currently live on $10,000 per year and your first job pays $30,000, it 
should be easy to “pay yourself” $2,000 or more per year. Putting the current max-
imum of $3,000 in an individual retirement account (IRA) will give you some tax 
advantages and can result in substantial wealth accumulation over time. An invest-
ment of only $2,000 per year from age 22 to retirement at 67 at 6 percent return per 
year will result in $425,487 at the retirement date. An annual contribution of $5,000 
for 45 years will result in retirement wealth of about $1 million, not considering any 
additional tax benefits you might qualify for. If you invest that $5,000 per year for 
only 10 years and discontinue your contributions, you will still have about half a 
million dollars at age 67. And that assumes only a 6 percent return on investment.

What happens if you wait 10 years to start, beginning your $5,000 annual savings 
at age 32? By age 67, you will have only about a half million. Thirty-five years of 
investing instead of 45 doesn’t sound like a big difference, but it cuts your retirement 
wealth in half. These examples illustrate an important point about long-term savings 
and wealth accumulation—the earlier you start, the better off you will be.

The Link between Investment Choice and Savings Goals
Once you have decided how much you can save, your choice of investment should be 
guided by your financial goals and the investment’s risk and return and whether it will 
be long term or short term.

Describe savings and invest-
ment choices.
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In general, investments differ in risk and return. The types of risk that you should 
be aware of are:

 ∙ Liquidity risk—How easy/costly is it to convert the investment to cash without 
loss of value?

 ∙ Default risk—How likely are you to receive the promised cash flows?
 ∙ Inflation risk—Will changes in purchasing power of the dollar over time erode 

the value of future cash flows your investment will generate?
 ∙ Price risk—How much might your investment fluctuate in value in the short 

run and the long run?

In general, the riskier an investment, the higher the return it will generate to 
you. Therefore, even though individuals differ in their willingness to take risk, it is 
important to invest in assets that expose you to at least moderate risk so that you can 
accumulate sufficient wealth to fund your long-term goals. To illustrate this more 
clearly, consider a $1 investment made in 1926. If this dollar had been invested in 
short-term Treasury bills, at the end of 2017 it would have grown to only $13.83. 
If the dollar had been invested in the S&P 500 index, which includes a diversified 
mix of stocks, the investment would be worth $2,393 in 2017, about 172 times more 
than an investment in Treasury bills. But this gain was not without risk. In some of 
those 70 years, the stock market lost money and your investment would have actually 
declined in value.

Short-Term versus Long-Term Investment
Given the differences in risk exposure across investments, your investment time 
horizon plays an important role in choice of investment vehicle. For example, sup-
pose you borrow $5,000 on a student loan today but the money will be needed to 
pay tuition six months from now. Because you cannot afford to lose any of this 
principal in the short run, your investment should be in a low-risk security such 
as a bank certificate of deposit. These types of accounts promise that the orig-
inal $5,000 principal plus promised interest will be available to you when your 
tuition is due. During the bull market of the 1990s, many students were tempted 
to take student loans and invest in the stock mar-
ket in the hopes of doubling their money (although 
this undoubtedly violated their lender’s rules). 
However, in the recent bear market, this strategy 
might have reduced the tuition funds by 20 percent 
or more.

In contrast to money that you are saving for near-
term goals, your retirement is likely to be many 
decades away, so you can afford to take more risk 
for greater return. The average return on stocks over 
the past 10 years has been around 8.1 percent. In 
contrast, the average return on long-term corporate 
bonds, which offer regular payments of interest to 
investors, has been around 4.6 percent.6 The dif-
ferences in investment returns between these three 
categories is explainable based on the difference 
in risk imposed on the owners. Stock is the riski-
est. Corporate bonds with their regular payments of 

Want to buy a car? How you have handled your debts will help 
determine if you get a loan.
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interest are less risky to you since you do not have to wait until you sell your invest-
ment to get some of your return on the investment. Because they are less risky, inves-
tors expect a lower percentage return.

Investment Choices
There are numerous possible investments, both domestic and international. The 
difficulty lies in deciding which ones are most appropriate for your needs and risk 
tolerance.

Savings Accounts and Certificates of Deposit. The easiest parking spot for 
your cash is in a savings account. Unfortunately, investments in these low-risk (FDIC-
insured), low-return accounts will barely keep up with inflation. If you have a need 
for liquidity but not necessarily immediate access to cash, a certificate of deposit 
wherein you promise to leave the money in the bank for six months or more will give 
you a slightly higher rate of return.

Bonds. Corporations regularly borrow money from investors and issue bonds, 
which are securities that contain the firm’s promise to pay regular interest and to 
repay principal at the end of the loan period, often 20 or more years in the future. 
These investments provide higher return to investors than short-term, -interest-bearing 
accounts, but they also expose investors to price volatility, liquidity, and default risk.

A second group of bonds are those offered by government entities, commonly 
referred to as municipal bonds. These are typically issued to finance government 
projects, such as roads, airports, and bridges. Like corporate bonds, municipal bonds 
will pay interest on a regular basis, and the principal amount will be paid back to the 
investor at the end of a stated period of time, often 20 or more years. This type of 
bond has fewer interested investors and therefore has more liquidity risk.

Stocks. A share of stock represents proportionate ownership interest in a business. 
Stockholders are thus exposed to all the risks that impact the business environment—
interest rates, competition from other firms, input and output price risk, and others. In 
return for being willing to bear this risk, shareholders may receive dividends and/or 
capital appreciation in the value of their share(s). In any given year, stocks may fare 
better or worse than other investments, but there is substantial evidence that for long 
holding periods (20-plus years) stocks tend to outperform other investment choices.

Mutual Funds. For the novice investor with a small amount of money to invest, 
the best choice is mutual funds. A mutual fund is a pool of funds from many inves-
tors that is managed by professionals who allocate the pooled dollars among various 
investments that meet the requirements of the mutual fund investors. There are liter-
ally thousands of these funds from which to choose, and they differ in type of invest-
ment (bonds, stocks, real estate, etc.), management style (active versus passive), and 
fee structure. Although even small investors have access to the market for individual 
securities, professional investors spend 100 percent of their time following the market 
and are likely to have more information at their disposal to aid in making buy and sell 
decisions.

Purchase of a Home. For many people, one of the best investments is the pur-
chase of a home. With a small up-front investment (your down payment) and rela-
tively low borrowing costs, modest appreciation in the home’s value can generate a 
large return on investment. This return benefits from the tax deductibility of home 
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mortgage interest and capital gains tax relief at the point of sale. And to top it off, 
you have a place to live and thus save any additional rental costs you would incur if 
you invested your money elsewhere. There are many sources of information about 
home ownership for investors on the Internet. What type of home can you afford? 
What mortgage can you qualify for? How much difference does investment choice 
make?

Everyone needs to have a place to live, and two-thirds of Americans own their own 
homes. Nevertheless, owning a home is not necessarily the best choice for everyone. 
The decision on when and how to buy a house and how much to spend must be made 
based on a careful examination of your ability to pay the mortgage and to cover the 
time and expense of maintenance and repair. A home is probably the largest purchase 
you will ever make in your life. It is also one of the best investments you can make. 
As in the example given earlier, the ability to buy with a small down payment and to 
deduct the cost of interest paid from your taxable income provides financial benefits 
that are not available with any other investment type.

Few people could afford to buy homes at young ages if they were required to pay 
the full purchase price on their own. Instead, it is common for people to borrow most 
of the money from a financial institution and pay it back over time. The process of 
buying a home can begin with your search for the perfect home or it can begin with 
a visit to your local lender, who can give you an estimate of the amount of mortgage 
for which you can qualify. Mortgage companies and banks have specific guidelines 
that help them determine your creditworthiness. These include consideration of your 
ability and willingness to repay the loan in a timely fashion, as well as an estimate of 
the value of the house that will be the basis for the loan.

A mortgage is a special type of loan that commonly requires that you make a 
constant payment over time to repay the lender the original money you borrowed 
(principal) together with interest, the amount that the lender charges for your use of its 
money. In the event that you do not make timely payments, the lender has the right to 
sell your property to get its money back (a process called foreclosure).

Mortgage interest rates in the past decade have ranged from 5 to 10 percent per 
year, depending on the terms and creditworthiness of the borrower. There are many 
variations on mortgages—some that lock in an interest rate for the full term of the 
loan, often 30 years, and others that allow the rate to vary with market rates of inter-
est. In low-interest-rate economic circumstances, it makes sense to lock in the mort-
gage at favorable low rates.

Several measures are commonly applied to assess your ability to repay the loan. 
In addition to requiring some work history, most lenders will apply two ratio tests. 
First, the ratio of your total mortgage payment (including principal, interest, property 
taxes, and homeowners insurance) to your gross monthly income can be no more than 
a prespecified percentage that varies from lender to lender but is rarely greater than 
28 percent. Second, the ratio of your credit payments (including credit cards, car loan 
or lease payments, and mortgage payment) to your gross monthly income is limited 
to no more than 36 percent. More restrictive lenders will have lower limits on both of 
these ratios.

Lenders also consider your willingness to repay the loan by looking at how 
you have managed debt obligations in the past. The primary source of informa-
tion will be a credit report provided by one of the large credit reporting agencies. 
Late payments and defaulted loans will appear on that report and may result in 
denial of the mortgage loan. Most lenders, however, will overlook previously poor 
credit if more recent credit management shows a change in behavior. This can be 

mortgage
a special type of loan that 
commonly requires that you 
make a constant payment 
over time to repay the 
lender the original money 
you borrowed together with 
interest.

principal
The original money borrowed 
in the form of a loan.

interest
the amount that the lender 
charges for your use of the 
money.

foreclosure
when the lender gets the 
right to sell your property 
to get its money back if 
you cannot make timely 
payments.
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helpful to college students who had trouble paying bills before they were gainfully 
employed.

The value of the home is important to the lender since it is the collateral for the 
loan; that is, in the event that you default on the loan (don’t pay), the lender has the 
right to take the home in payment of the loan. To ensure that they are adequately cov-
ered, lenders will rarely lend more than 95 percent of the appraised value of the home. 
If you borrow more than 80 percent of the value, you will usually be required to 
pay a mortgage insurance premium with your regular payments. This will effectively 
increase the financing costs by 0.5 percent per year.

To illustrate the process of buying a home and qualifying for a mortgage, consider 
the following example. Jennifer graduated from college two years ago and has saved 
$7,000. She intends to use some of her savings as a down payment on a home. Her 
current salary is $36,000. She has a car payment of $250 per month and credit card 
debt that requires a minimum monthly payment of $100 per month. Suppose that 
Jennifer has found her dream home, which has a price of $105,000. She intends to 
make a down payment of $5,000 and borrow the rest. Can she qualify for the $100,000 
loan at a rate of 7 percent?

Using Table B.3, her payment of principal and interest on a loan of $100,000 at 7 
percent annual interest will be $665. With an additional $150 per month for property 
taxes and insurance (which may vary substantially in different areas of the country), 
her total payment will be $815. Her gross monthly income is $3,000, so the ratio of 
her payment to her income is 27 percent. Unless her lender has fairly strict rules, this 
should be acceptable. Her ratio of total payments to income will be ($815 + $250 + 
$150)/$3,000 = 40.5 percent. Unfortunately, Jennifer will not be able to qualify for 
this loan in her current financial circumstances.

So what can she do? The simplest solution is to use some of her remaining savings 
to pay off her credit card debt. By doing this, her debt ratio will drop to 35.5 percent 
and she will be accomplishing another element of good financial planning—reducing 
credit card debt and investing in assets that increase in value.

collateral
assets pledged as security 
for a loan; if the loan is not 
repaid, the lender can use 
the assets pledged to settle 
the debt.

Annual  
Interest %

Amount Borrowed

$75,000 $100,000 $125,000 $150,000

4.0 $358 $477 $  597 $   716

5.0 $403 $537 $   671 $  805

6.0 $450 $600 $  749 $  899

6.5 $474 $632 $  790 $  948

7.0 $499 $665 $  832 $  998

7.5 $524 $699 $  874 $ 1,049

8.0 $550 $734 $   917 $  1,101

8.5 $577 $769 $   961 $  1,153

9.0 $603 $805 $1,006 $ 1,207

TABLE B.3 Calculating Monthly Mortgage Payments (30-year loan, principal and interest only)
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Planning for a Comfortable Retirement
Although it may seem like it’s too early to start thinking about retirement when you 
are still in college, this is actually the best time to do so. In the investment section, 
you learned about the power of compound interest over long periods of time. The ear-
lier you start saving for long-term goals, the easier it will be to achieve them.

How Much to Save. There is no “magic number” that will tell you how much to 
save. You must determine, based on budgeted income and expenses, what amount is real-
istic to set aside for this important goal. Several factors should help to guide this decision:

∙ Contributions to qualified retirement plans can be made before tax. This allows 
you to defer the payment of taxes until you retire many years from now.

∙ Earnings on retirement plan assets are tax deferred. If you have money in 
nonretirement vehicles, you will have to pay state and federal taxes on your 
earnings, which will significantly reduce your ending accumulation.

∙ If you need the money at some time before you reach age 59.5, you will be 
subject to a withdrawal penalty of 10 percent, and the distribution will also be 
subject to taxes at the time of withdrawal.

In planning for your retirement needs, keep in mind that inflation will erode the 
purchasing power of your money. You should consider your ability to replace prere-
tirement income as a measure of your success in retirement preparation. You can use 
the Social Security Administration website (www.ssa.gov) to estimate your future 
benefits from that program. In addition, most financial websites provide calculators 
to aid you in forecasting the future accumulations of your savings.

Employer Retirement Plans. Many employers offer retirement plans as part of their 
employee benefits package. Defined benefit plans promise a specific benefit at retirement 
(for example, 60 percent of final salary). More commonly, firms offer defined contribu-
tion plans, where they promise to put a certain amount of money into the plan in your 
name every pay period. The plan may also allow you to make additional contributions or 
the employer may base its contribution on your contribution (for example, by matching 
the first 3 percent of salary that you put in). Employers also may make it possible for 
their employees to contribute additional amounts toward retirement on a tax-deferred 
basis. Many plans now allow employees to specify the investment allocation of their plan 
contributions and to shift account balances between different investment choices.

Some simple rules to follow with respect to employer plans include the following:

 ∙ If your employer offers you the opportunity to participate in a retirement plan, 
you should do so.

 ∙ If your employer offers to match your contributions, you should contribute as 
much as is necessary to get the maximum match, if you can afford to. Every 
dollar that the employer matches is like getting a 100 percent return on your 
investment in the first year.

 ∙ If your plan allows you to select your investment allocation, do not be too 
conservative in your choices if you still have many years until retirement.

Individual Retirement Accounts (IRAs). Even if you do not have an 
 employer-sponsored plan, you can contribute to retirement through an individual 
retirement account (IRA). There are two types of IRAs with distinctively different 
characteristics (which are summarized in Table B.4). Although previously subject to 

defined benefit plan
a type of retirement plan that 
promises a specific benefit at 
retirement.

defined contribution plan
a type of retirement plan 
firms offer where they 
promise to put a certain 
amount of money into the 
plan in your name every pay 
period.
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a $2,000 maximum annual contribution limit, tax reform increased that limit gradu-
ally to $5,500. The critical difference between Roth IRAs and traditional IRAs is the 
taxation of contributions and withdrawals. Roth IRA contributions are taxable, but 
the withdrawals are tax-free. Traditional IRAs are deductible, but the withdrawals are 
taxable. Both types impose a penalty of 10 percent for withdrawal before the qualified 
retirement age of 59.5, subject to a few exceptions.

Social Security. Social Security is a public pension plan sponsored by the fed-
eral government and paid for by payroll taxes equally split between employers and 
employees. In addition to funding the retirement portion of the plan, Social Security 
payroll taxes pay for Medicare insurance (an old-age health program), disability 
insurance, and survivors benefits for the families of those who die prematurely.

The aging of the U.S. population has created a problem for funding the current 
Social Security system. Whereas it has traditionally been a pay-as-you-go program, 
with current payroll taxes going out to pay current retiree benefits, the impending 
retirement of baby boomers is forecast to bankrupt the system early in this century if 
changes are not made in a timely fashion. To understand the problem, consider that 
when Social Security began, there were 17 workers for each retiree receiving benefits. 
There are currently fewer than four workers per beneficiary. After the baby boom 
retirement, there will be only two workers to pay for each retiree. Obviously, that 
equation cannot work.

Does that mean that Social Security will not be around when you retire? Contrary 
to popular belief, it is unlikely that this will happen. There are simply too many voters 
relying on the future of Social Security for Congress to ever take such a drastic action. 
Instead, it is likely that the current system will be revised to help it balance. Prior to 
the heavy declines in the stock market in 2008–2009, there was some general support 
for a plan that would divert some of the current payroll taxes to fund individual retire-
ment accounts that could be invested in market assets. In addition, it seems likely 
that the retirement age will increase gradually to age 67. Other possible changes are 
to increase payroll taxes or to limit benefits payable to wealthier individuals. The 
proposed solutions are all complicated by the necessity of providing a transition pro-
gram for those who are too old to save significant additional amounts toward their 
retirement. Figure B.2 indicates that most people are concerned about receiving fewer 
Social Security benefits when they retire.

 Roth IRA Traditional IRA

2008–2010 allowable contribution $5,000 $5,000

Contributions deductible from current taxable income No Yes

Current tax on annual investment earnings No No

Tax due on withdrawal in retirement No Yes

10% penalty for withdrawal before age 59½ Yes Yes

Mandatory distribution before age 70½ No Yes

Tax-free withdrawals allowed for first-time homebuyers Yes No

TABLE B.4 Comparing Individual Retirement Account Options
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Evaluate and Purchase Insurance
The next step in personal financial planning is the evaluation and purchase of insur-
ance. Insurance policies are contracts between you and an insurance company wherein 
the insurer promises to pay you money in the event that a particular event occurs. 
Insurance is important, not only to protect your own assets from claims but also to 
protect your loved ones and dependents. The most common types of insurance for 
individuals are identified and briefly described next.

Automobile Insurance
In most states, drivers are required by law to carry a minimum amount of auto lia-
bility insurance. In the event that you are in a car accident, this coverage promises 
to pay claims against you for injuries to persons or property, up to a maximum 
per person and per accident. The basic liability policy will also cover your own 
medical costs. If you want to insure against damage to your own vehicle, you must 
purchase an additional type of coverage called auto physical damage insurance. If 
you have a car loan, the lender will require that you carry this type of insurance 
because the value of the car is the collateral for that loan and the lender wants to 
be sure that you can afford to fix any damage to the vehicle following an accident. 
The minimum limits in most states are too low to cover typical claim levels. Good 
financial planning requires that you pay for insurance coverage with much higher 
limits.

Auto physical damage insurance coverage is always subject to a deductible. A 
deductible is an amount that you must pay before the insurance company will pay. 
To illustrate this, suppose your policy has a $250 deductible. You back into your 
garage door and damage your bumper, which will cost $750 to fix. The insurer will 
only pay $500, because you are responsible for the first $250. Once you receive 
the check from the insurer, you are free to try to get it fixed for less than the full 
$750.

auto liability insurance
coverage that will pay claims 
against you for injuries to 
persons or property, up to a 
maximum per person and per 
accident.

auto physical damage 
insurance
coverage that will insure 
against damage to your own 
vehicle.

deductible
an amount that you must 
pay before the insurance 
company will pay.

Evaluate how insurance is 
a part of personal financial 
planning.

LO B-6

FIGURE B.2
Worker Confidence 
That Social Security 
Will Continue to Provide 
Benefits of at Least 
Equal Value to Benefits 
Received Today
Source: Statista, “How Confident 
Are You that Social Security System 
Will Continue to Provide Benefits of 
at Least Equal Value to the Benefits 
Received by Retirees Today?,” https://
www.statista.com/statistics/292108/
us-worker-confidence-social-security-
provisions/ (accessed May 9, 2018).
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Homeowners/Renters Insurance
Homeowners insurance provides coverage for liability and property damage in your 
home. For example, if someone slips and falls on your front steps and sues you for 
medical expenses, this insurance policy will pay the claim (or defend you against 
the claim if the insurer thinks it is not justified). If your house and/or property are 
damaged in a fire, the insurance will pay for lost property and the costs of repair. It 
is a good idea to pay extra for replacement cost insurance because, otherwise, the 
insurance company is only obligated to pay you the depreciated value, which won’t be 
enough to replace your belongings.

Renters insurance is similar to homeowners in that it covers you for liability on 
your premises (for example, if your dog bites someone) and for damage to your per-
sonal property. Because you do not own the house, your landlord needs to carry sep-
arate insurance for his building. This insurance is very cheap and is well worth the 
cost, since your landlord’s insurance will not pay anything to you in the event that the 
house burns down and you lose all your belongings.

Life Insurance
As compared to other types of insurance, the primary purpose of life insurance is 
to provide protection for others. Life insurance pays a benefit to your designated 
beneficiary (usually your spouse or other family members) in the event that you die 
during the coverage period. Life insurance premiums will depend on the face amount 
of the policy, your age and health, your habits (smoker versus nonsmoker), and the 
type of policy (whether it includes an investment component in addition to the death 
benefit).

The simplest type of life insurance is term Insurance. This policy is usually for 
one year and the insurer promises to pay your designated beneficiary only the face 
amount of the policy in the event that you die during the year of coverage. Because 
the probability of dying at a young age is very small, the cost of providing this prom-
ise to people in their 20s and 30s is very inexpensive, and premiums are fairly low. 
Term insurance becomes more expensive at older ages, since the probability of dying 
is much higher and insurers must charge more.

Other types of life insurance usually fall into a category often called permanent 
insurance because they are designed to provide you 
with insurance protection over your lifetime. To pro-
vide lifetime coverage at a reasonable cost, premiums 
will include an investment component. While there 
are many variations, typically in the early years of the 
policy you are paying a lot more than the actual cost of 
providing the death protection. The insurer takes that 
extra cost and invests it so that when you are older, 
the company has sufficient funds to cover your death 
risk. The primary difference between different types 
of permanent insurance is the way that they treat the 
investment component. Some policies allow the buyer 
to direct the investment choice and others do not.

Health Insurance
Health insurance pays the cost of covered medical 
expenses during the policy period, which is usually 

homeowners insurance
coverage for liability and 
property damage for your 
home.

renters insurance
similar to homeowners 
insurance in that it covers you 
for liability on your premises 
and for damage to your 
personal property.

life insurance
insurance that pays a 
benefit to your designated 
beneficiary in the event that 
you die during a coverage 
period.

term insurance
a type of life insurance that 
lasts usually for one year and 
the insurer promises to pay 
your designated beneficiary 
only the face amount of the 
policy in the event you die 
during the year of coverage.

health insurance
insurance that pays the cost 
of covered medical expenses 
during a policy period, which 
is usually six months to a year.

permanent insurance
insurance designed to protect 
you with insurance protection 
over your lifetime.

Medical costs can be astronomical. Part of keeping your finances in 
order is making sure you have health insurance.

©numbeos/Getty Images
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six months or one year. Most health insurance is provided under group policies 
through employers, but it is possible to purchase an individual policy. Because 
those who want to buy individual insurance are likely to be people who anticipate 
medical expenses, individual policies can be very expensive and are usually subject 
to exclusions, high coinsurance (the percentage of each dollar of expenses that you 
must pay out of pocket), and deductibles (the amount you must pay in full before 
the insurance pays).

From a financial-planning perspective, the type of health coverage that is most 
important is that which will protect you and your family from unexpected large 
medical costs. The usual checkups, shots, and prescription drugs are all budgetable 
expenses and need not be insured. At a minimum, you should have a policy that cov-
ers hospitalization and care for major disease or injury. This can be accomplished at 
relatively low cost by contracting for a large deductible (for example, you pay the first 
$1,000 of costs per year).

The two main types of health insurance plans are fee-for-service and managed care. 
In a fee-for-service arrangement, the insurer simply pays for whatever covered medical 
costs you incur, subject to the deductible and coinsurance. Blue Cross and Blue Shield 
plans are the best known of this type. Managed care includes health maintenance orga-
nizations (HMOs) and preferred provider organizations (PPOs). In these health insur-
ance arrangements, your health insurer pays all your costs (subject sometimes to small 
co-pays for office visits), but the care you receive is determined by your physician, who 
has contracted with the health insurer and has incentives to control overall costs. You 
are often limited in your choice of physician and your ability to seek specialist care 
under these plans.

Major changes in health insurance began to occur after the 2010 passage of the 
Patient Protection and Affordable Care Act. According to the law, individuals who 
are self-employed or who do not receive health insurance through their businesses 
can pay for insurance through state-based exchanges. Exchanges will also be created 
for small businesses to purchase health coverage, along with tax breaks for this pur-
pose. Employers with more than 50 full-time employees must also pay for health care 
coverage. The purpose of this legislation is to provide health insurance for the more 
than 32 million Americans who were uninsured. The act also puts limits on insurers. 
For instance, insurers can no longer deny coverage or benefits based on a preexisting 
condition. The Patient Protection and Affordable Care Act is having a wide-ranging 
impact on the health care industry, including how much you will pay for future health 
care insurance.7

Disability Insurance
One of the most overlooked types of insurance is disability insurance, which pays 
replacement income to you in the event you are disabled under the definition in your 
policy. One in three people will be disabled for a period of three months or more 
during their lifetime, so disability insurance should be a component of the financial 
plan for anyone without sufficient financial resources to weather a period of loss of 
income.

Develop an Estate Plan
As with retirement planning, it is difficult to think about estate planning when you 
are young. In fact, you probably don’t need to think much about it yet. If you have no 
dependents, there is little point in doing so. However, if you are married or have other 

disability insurance
insurance that pays 
replacement income to you 
in the event you are disabled 
under the definition of your 
policy.

Explain the concept of estate 
planning.

LO B-7
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dependents, you should include this as a necessary part of your financial plan. The 
essential components of an estate plan are:

 ∙ Your will, including a plan for guardianship of your children.
 ∙ Minimization of taxes on your estate.
 ∙ Protection of estate assets.

Estate planning is a complicated subject that is mired in legal issues. As such, 
appropriate design and implementation of an estate plan requires the assistance of a 
qualified professional.

The Importance of Having a Will
There are several circumstances that necessitate having a will. If you have a spouse 
and/or dependent children, if you have substantial assets, or if you have specific assets 
that you would like to give to certain individuals in the event of your death, you 
should have a will. On the other hand, if you are single with no assets or obligations 
(like many students), a will is probably not necessary—yet.

Having a valid will makes the estate settlement simpler for your spouse. If your 
children are left parentless, will provisions specify who will take guardianship of the 
children and direct funds for their support. You might also like to include a living 
will, which gives your family directions for whether to keep you on life support in the 
event that an illness or injury makes it unlikely for you to survive without extraor-
dinary interventions. Lastly, you may want to make a will so that you can give your 
iPad to your college roommate or Grandma’s china to your daughter. Absent such 
provisions, relatives and friends have been known to take whatever they want without 
regard to your specific desires.

Gender Differences Create Special Financial Planning Concerns. Although 
most people would agree that there are some essential differences between men and 
women, it is not as clear why their financial planning needs should be different. After 
all, people of both sexes need to invest for future financial goals like college educa-
tions for their children and retirement income for themselves. In the past few years, 
professionals have written articles considering this subject. The results are both con-
troversial and eye-opening.

 ∙ Even though 75 percent of women in the United States are working, they still 
have greater responsibility for household chores, child care, and care of aging 
parents than their husbands. This leaves less time for household finances.

 ∙ Women still earn much less than men, on average.
 ∙ Women are much less likely to have a pension sponsored through their 

employer. Only one-third of all working women have one at their current 
employer.

 ∙ Women are more conservative investors than men. Although there is evidence 
that women are gradually getting smart about taking a little more risk in their 
portfolios, on average they allocate half as much as men do to stocks.

 ∙ Most women will someday be on their own, either divorced or widowed.

Because women live an average of five years longer than men, they actually need 
to have saved more to provide a comparable retirement income. The combined impact 

estate plan
planning for the transfer of 
your wealth and assets after 
your death.
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of these research findings makes it difficult but not impossible for women to save 
adequately for retirement. Much of the problem lies in education. Women need to be 
better informed about investing in order to make choices early in life that will pay off 
in the end. If they don’t take the time to become informed about their finances or can’t 
due to other obligations, in the end they will join the ranks of many women over age 
65 who are living in poverty. But when women earn less, they don’t have access to 
an employer pension, and they invest too conservatively, it is no surprise that women 
have so little wealth accumulation.

In her book, The Busy Woman’s Guide to Financial Freedom, Dr. Vickie Bajtelsmit, 
academic director of the Master of Finance program at Colorado State University, 
provides a roadmap for women who are interested in taking charge of their financial 
future. With simple-to-follow instructions for all aspects of financial planning, from 
investing to insurance to home buying, the book provides information for women to 
get on the right financial track.

Avoiding Estate Taxes
As students, it will likely be many years before you will have accumulated a large 
enough estate (all your “worldly possessions”) to have to worry about estate taxes. 
Currently, the first $11 million for an individual and the first $22 million for a mar-
ried couple pays no estate taxes, so you probably don’t have to worry about this for 
a while. Although federal tax law changes eliminated the estate tax in 2010, the tax 
was reinstated and raised to 35 percent in 2011. Today, the estate tax is at a maximum 
of 40 percent of assets upon death.8 This is an area of law that frequently changes. 
Because no one can predict the date of his or her death, this implies that estate tax 
planning should be done assuming the worst-case scenario. Current estate taxes can 
take a big bite out of your family’s inheritance for wealthy taxpayers. Thus, much 
of estate planning is actually tax-avoidance planning. Professionals can help set up 
trust arrangements that allow all or part of your estate to pass to your heirs without 
incurring taxes.

Adjust Your Financial Plan to New  
Circumstances
Finally, to ensure the success of your overall financial plan, it is vital that you eval-
uate it on a periodic basis and adjust it to accommodate changes in your life, such as 
marriage, children, or the addition or deletion of a second income from your spouse. 
You may be preparing income tax returns now, but as your income increases, you may 
have to make a decision about professional assistance. Figure B.3 indicates that most 
Americans prepare their own taxes, but many taxpayers use a professional service. 
Your plan also must be adjusted as your financial goals change (for example, desires 
to own a home, make a large purchase, or retire at an early age). Whatever your goals 
may be, the information and worksheets provided here will help with your personal 
financial planning.
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FIGURE B.3
How Do Americans File 
Their Taxes?
Source: GOBankingRates.com.
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Review Your Understanding

Recall how to evaluate your financial situation.

Personal financial planning is the process of managing your 
finances so that you can achieve your financial goals. By 
anticipating future needs and wants, you can take appro-
priate steps to prepare for them. The two most critical ele-
ments of your finances you should track are your personal net 
worth, or the total value of all personal assets less the total 
value of unpaid debts or liabilities, and personal cash flow.

Determine short-term and long-term personal 
financial goals.

Short-term goals are those that can be achieved in two years 
or less. Long-term goals are those that require a substantial 
time to achieve. Short-term goals may include items such as 
a new car, a home, or a vacation. Long-term goals include 
retirement or college savings for children.

Recall how to create and manage a personal 
financial budget.

A budget shows what you plan to do with your cash in the 
future. It can be for any period of time but is most often done 
for monthly and/or annual intervals. A monthly budget would 
begin with the amount of income you have for the month. It 
is important to put high priority on investing and saving. It is 
also necessary to track how you are adhering to your budget.

Explain how to manage and use credit in your 
personal life.

Credit abuse is a serious problem in this country. A rule of 
thumb is that you should borrow only to buy assets that will 

appreciate in value or when your financing charges are less 
than what you are earning on the cash that you would oth-
erwise use to make the purchase. It is important to be famil-
iar with certain credit terms, such as finance charges, annual 
fees, credit lines, grace periods, fees and penalties, ATM 
withdrawals, and any perks associated with specific credit 
cards. An even bigger crisis than credit card debt, however, 
is student loans. Student loans are commonly used to pay for 
tuition costs, but it is important to manage student loan debt 
and look for favorable terms when selecting a loan. Students 
should also understand their repayment options.

Describe savings and investment choices.

Another major step is setting aside an amount of money for 
your savings and investments, as compared to waiting until 
the end of the month and seeing what’s left to save or invest. 
Investing in individual retirement accounts gives you tax 
advantages and can result in substantial wealth accumulation 
over time. Once you have decided how much you can save, 
your choice of investment should be guided by your financial 
goals, the investment’s risk and return, and whether it will be 
long term or short term. In general, the riskier an investment, 
the higher the return it will generate. Money invested for short-
term needs should be invested in low-risk securities, while 
money invested for the long-term needs could be invested in 
riskier securities that offer a higher rate of return. Investment 
choices include savings accounts and certificates of deposit, 
bonds, stocks, mutual funds, and purchase of a home.

Purchasing a home requires a mortgage. A mortgage is a 
special type of loan that commonly requires that you make a 
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constant payment over time to repay the lender the original 
money you borrowed (principal) together with interest. If you 
cannot make timely payments, the lender has the right to sell 
your property, known as a foreclosure. The value of the home 
is important to the lender because it can act as collateral for 
the loan.

In terms of saving for retirement, many employers offer 
defined benefit plans or defined contribution plans. Defined 
benefit plans promise a specific benefit at retirement. Defined 
contribution plans promise to put a certain amount of money 
into the plan in your name every pay period. For employees 
who do not have retirement benefit plans at their jobs, they 
can choose to contribute to retirement through a Roth IRA. 
Social security is a public pension plan sponsored by the fed-
eral government and paid for by payroll taxes equally split 
between employers and employees.

Evaluate how insurance is a part of personal 
financial planning.

In most states, drivers are required by law to carry a min-
imum amount of auto liability insurance, which is coverage 
that promises to pay claims against you for injuries to persons 
or property, up to a maximum per person and per accident. 
Ensuring against damage to your own vehicle requires auto 

physical damage insurance. Auto physical damage insurance 
coverage is always subject to a deductible, meaning a cer-
tain amount you must pay before an insurance company will 
pay. Homeowners insurance provides coverage for liability and 
property damage in your home. Renters insurance is similar to 
homeowners in that it covers you for liability on your premises 
and to your personal property. Life insurance pays a benefit to 
your designated beneficiary in the event that you die during 
the coverage period. The simplest type is known as term insur-
ance. It is usually for one year, and the insurer promises to 
pay your designated beneficiary only the face amount of the 
policy in the event that you die during the year of coverage. 
Permanent insurance is designed to provide you with insurance 
protection over your lifetime. Health insurance pays the cost 
of covered medical expenses during the policy period. Finally, 
disability insurance pays replacement income to you in the 
event that you are disabled under the definition in your policy.

Explain the concept of estate planning.

Estate plans involve your will, protection of estate assets, and 
minimization of taxes on your estate. If you have assets that 
you would like to leave to certain individuals in case of death, 
you should have a will. It is important to plan for estate taxes 
as they can take a big bite out of a family’s inheritance.

Learn the Terms

auto liability insurance 573
auto physical damage insurance 573
budget 562
collateral 570
deductible 573
defined benefit plan 571
defined contribution plan 571
disability insurance 575

estate plan 576
foreclosure 569
health insurance 574
homeowners insurance 574
interest 569
life insurance 574
long-term goals 561
mortgage 569

permanent insurance 574
personal financial planning 557
personal net worth 557
principal 569
renters insurance 574
short-term goals 561
term insurance 574

Check Your Progress

 1. How do you determine your personal net worth?

 2. What is the difference between short-term and long-
term financial goals?

 3. Why should you develop a budget?

 4. What are some of the dangers or abuses that occur 
when using credit cards?

 5. Why is it important even for entry-level employees to 
develop a savings plan?

 6. What should you know about investment choices in 
determining the best alternative for your risk tolerance?

 7. Why is it important to learn as much as possible about 
retirement plans?

 8. What are the different types of insurance decisions that 
you will have to make?

 9. What are some of the gender differences that create 
special financial planning concerns?

 10. What is an estate plan, and why is it important to have 
a will?
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Build Your Skills

Determining Net Worth

Task
On a separate sheet of paper, write down the 
information from Table B.1. Fill out the infor-
mation with details about your personal assets 

and your personal liabilities. Subtract your net liabilities from 
your net assets to determine your net worth.
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A
absolute advantage a monopoly that exists when a 
country is the only source of an item, the only producer of 
an item, or the most efficient producer of an item.

accountability the principle that employees who accept 
an assignment and the authority to carry it out are answer-
able to a superior for the outcome.

accounting the recording, measurement, and interpreta-
tion of financial information.

accounting cycle the four-step procedure of an account-
ing system: examining source documents, recording transac-
tions in an accounting journal, posting recorded transactions, 
and preparing financial statements.

accounting equation assets equal liabilities plus owners’ 
equity.

accounts payable the amount a company owes to suppliers 
for goods and services purchased with credit.

accounts receivable money owed a company by its cli-
ents or customers who have promised to pay for the products 
at a later date.

accrued expenses all unpaid financial obligations 
incurred by an organization.

acquisition the purchase of one company by another, usu-
ally by buying its stock.

administrative managers those who manage an 
entire business or a major segment of a business; they are 
not specialists but coordinate the activities of specialized 
managers.

advertising a paid form of nonpersonal communication 
transmitted through a mass medium, such as television com-
mercials or magazine advertisements.

advertising campaign designing a series of advertise-
ments and placing them in various media to reach a particu-
lar target market.

affirmative action programs legally mandated plans 
that try to increase job opportunities for minority groups 
by analyzing the current pool of workers, identifying areas 
where women and minorities are underrepresented, and 
establishing specific hiring and promotion goals, with target 
dates, for addressing the discrepancy.

agency a common business relationship created when one 
person acts on behalf of another and under that person’s 
control.

agenda a calendar, containing both specific and vague 
items, that covers short-term goals and long-term objectives.

agent the one in an agency relationship who acts on behalf 
of the principal to accomplish the task.

analytical skills the ability to identify relevant issues, 
recognize their importance, understand the relationships 
between them, and perceive the underlying causes of a 
situation.

annual report summary of a firm’s financial informa-
tion, products, and growth plans for owners and potential 
investors.

appellate court a court that deals solely with appeals 
relating to the interpretation of law.

arbitration settlement of a labor/management dispute by a 
third party whose solution is legally binding and enforceable.

articles of partnership legal documents that set forth 
the basic agreement between partners.

Asia-Pacific Economic Cooperation (APEC) an 
international trade alliance that promotes open trade and 
economic and technical cooperation among member nations.

asset utilization ratios ratios that measure how well a 
firm uses its assets to generate each $1 of sales.

assets a firm’s economic resources, or items of value that 
it owns, such as cash, inventory, land, equipment, buildings, 
and other tangible and intangible things.

Association of Southeast Asian Nations (ASEAN) a 
trade alliance that promotes trade and economic integration 
among member nations in Southeast Asia.

attitude knowledge and positive or negative feelings about 
something.

auto liability insurance coverage that will pay claims 
against you for injuries to persons or property, up to a maxi-
mum per person and per accident.

auto physical damage insurance coverage that will 
insure against damage to your own vehicle.

automated clearinghouses (ACHs) a system that per-
mits payments such as deposits or withdrawals to be made to 
and from a bank account by magnetic computer tape.

automated teller machine (ATM) the most familiar 
form of electronic banking, which dispenses cash, accepts 
deposits, and allows balance inquiries and cash transfers 
from one account to another.
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B
balance of payments the difference between the flow of 
money into and out of a country.

balance of trade the difference in value between a 
nation’s exports and its imports.

balance sheet a “snapshot” of an organization’s financial 
position at a given moment.

behavior modification changing behavior and encour-
aging appropriate actions by relating the consequences of 
behavior to the behavior itself.

benefits nonfinancial forms of compensation provided 
to employees, such as pension plans, health insurance, paid 
vacation and holidays, and the like.

blogs web-based journals in which writers can editorialize 
and interact with other Internet users.

board of directors a group of individuals, elected by the 
stockholders to oversee the general operation of the corpora-
tion, who set the corporation’s long-range objectives.

bonds debt instruments that larger companies sell to raise 
long-term funds.

bonuses monetary rewards offered by companies for 
exceptional performance as incentives to further increase 
productivity.

boycott an attempt to keep people from purchasing the 
products of a company.

brainstorming a technique in which group members 
spontaneously suggest ideas to solve a problem.

branding the process of naming and identifying products.

breach of contract the failure or refusal of a party to a 
contract to live up to his or her promises.

bribes payments, gifts, or special favors intended to influ-
ence the outcome of a decision.

brokerage firms firms that buy and sell stocks, bonds, 
and other securities for their customers and provide other 
financial services.

budget an internal financial plan that forecasts expenses 
and income over a set period of time.

budget deficit the condition in which a nation spends 
more than it takes in from taxes.

business individuals or organizations who try to earn a 
profit by providing products that satisfy people’s needs.

business ethics principles and standards that determine 
acceptable conduct in business.

business law the rules and regulations that govern the 
conduct of business.

business plan a precise statement of the rationale for 
a business and a step-by-step explanation of how it will 
achieve its goals.

business products products that are used directly or 
indirectly in the operation or manufacturing processes of 
businesses.

buying behavior the decision processes and actions of 
people who purchase and use products.

C
capacity the maximum load that an organizational unit 
can carry or operate.

capital budgeting the process of analyzing the needs of 
the business and selecting the assets that will maximize its 
value.

capitalism (free enterprise) an economic system in 
which individuals own and operate the majority of busi-
nesses that provide goods and services.

cartel a group of firms or nations that agrees to act as a 
monopoly and not compete with each other, in order to gen-
erate a competitive advantage in world markets.

cash flow the movement of money through an organiza-
tion over a daily, weekly, monthly, or yearly basis.

centralized organization a structure in which authority 
is concentrated at the top, and very little decision-making 
authority is delegated to lower levels.

certificates of deposit (CDs) savings accounts that 
guarantee a depositor a set interest rate over a specified 
interval as long as the funds are not withdrawn before the 
end of the period—six months or one year, for example.

certified management accountants (CMAs) private 
accountants who, after rigorous examination, are certified 
by the National Association of Accountants and who have 
some managerial responsibility.

certified public accountant (CPA) an individual who 
has been state certified to provide accounting services rang-
ing from the preparation of financial records and the filing of 
tax returns to complex audits of corporate financial records.

checking account money stored in an account at a bank 
or other financial institution that can be withdrawn without 
advance notice; also called a demand deposit.

classical theory of motivation theory suggesting that 
money is the sole motivator for workers.
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Clayton Act prohibits price discrimination, tying and 
exclusive agreements, and the acquisition of stock in another 
corporation where the effect may be to substantially lessen 
competition or tend to create a monopoly.

codes of ethics formalized rules and standards that 
describe what a company expects of its employees.

collateral assets pledged as security for a loan; If the loan 
is not repaid, the lender can use the assets pledged to settle 
the debt.

collective bargaining the negotiation process through 
which management and unions reach an agreement about 
compensation, working hours, and working conditions for 
the bargaining unit.

commercial banks the largest and oldest of all financial 
institutions, relying mainly on checking and savings accounts 
as sources of funds for loans to businesses and individuals.

commercial certificates of deposit (CDs) certificates 
of deposit issued by commercial banks and brokerage com-
panies, available in minimum amounts of $100,000, which 
may be traded prior to maturity.

commercial paper a written promise from one company 
to another to pay a specific amount of money.

commercialization the full introduction of a complete 
marketing strategy and the launch of the product for com-
mercial success.

commission an incentive system that pays a fixed amount 
or a percentage of the employee’s sales.

committee a permanent, formal group that performs a 
specific task.

common stock stock whose owners have voting rights 
in the corporation, yet do not receive preferential treatment 
regarding dividends.

communism first described by Karl Marx as a society 
in which the people, without regard to class, own all the 
nation’s resources.

comparative advantage the basis of most international 
trade, when a country specializes in products that it can sup-
ply more efficiently or at a lower cost than it can produce 
other items.

competition the rivalry among businesses for consumers’ 
dollars.

compressed workweek a four-day (or shorter) period 
during which an employee works 40 hours.

computer-assisted design (CAD) the design of compo-
nents, products, and processes on computers instead of on paper.

computer-assisted manufacturing (CAM) manufactur-
ing that employs specialized computer systems to actually 
guide and control the transformation processes.

computer-integrated manufacturing (CIM) a com-
plete system that designs products, manages machines and 
materials, and controls the operations function.

concentration approach a market segmentation 
approach whereby a company develops one marketing strat-
egy for a single market segment.

conceptual skills the ability to think in abstract terms 
and to see how parts fit together to form the whole.

conciliation a method of outside resolution of labor and 
management differences in which a third party is brought in 
to keep the two sides talking.

consumer products products intended for household or 
family use.

consumerism the activities that independent individuals, 
groups, and organizations undertake to protect their rights 
as consumers.

contingency planning an element in planning that deals 
with potential disasters such as product tampering, oil spills, 
fire, earthquake, computer virus, or airplane crash.

continuous manufacturing organizations compa-
nies that use continuously running assembly lines, creating 
products with many similar characteristics.

contract a mutual agreement between two or more parties 
that can be enforced in a court if one party chooses not to 
comply with the terms of the contract.

contract manufacturing the hiring of a foreign com-
pany to produce a specified volume of the initiating com-
pany’s product to specification; the final product carries the 
domestic firm’s name.

controlling the process of evaluating and correcting activ-
ities to keep the organization on course.

cooperative (co-op) an organization composed of indi-
viduals or small businesses that have banded together to 
reap the benefits of belonging to a larger organization.

corporate charter a legal document that the state issues 
to a company based on information the company provides in 
the articles of incorporation.

corporate citizenship the extent to which businesses 
meet the legal, ethical, economic, and voluntary responsi-
bilities placed on them by their stakeholders.

corporation a legal entity, created by the state, whose 
assets and liabilities are separate from its owners.
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cost of goods sold the amount of money a firm spent 
to buy or produce the products it sold during the period to 
which the income statement applies.

countertrade agreements foreign trade agreements 
that involve bartering products for other products instead of 
for currency.

credit cards means of access to preapproved lines of 
credit granted by a bank or finance company.

credit controls the authority to establish and enforce 
credit rules for financial institutions and some private 
investors.

credit union a financial institution owned and controlled 
by its depositors, who usually have a common employer, 
profession, trade group, or religion.

crisis management (contingency planning) an ele-
ment in planning that deals with potential disasters such as 
product tampering, oil spills, fire, earthquake, computer 
virus, or airplane crash.

culture the integrated, accepted pattern of human 
behavior, including thought, speech, beliefs, actions, and 
artifacts.

current assets assets that are used or converted into cash 
within the course of a calendar year.

current liabilities a firm’s financial obligations to short-
term creditors, which must be repaid within one year.

current ratio current assets divided by current liabilities.

customer departmentalization the arrangement of 
jobs around the needs of various types of customers.

customization making products to meet a particular cus-
tomer’s needs or wants.

D
debit card a card that looks like a credit card but works 
like a check; using it results in a direct, immediate, elec-
tronic payment from the cardholder’s checking account to a 
merchant or third party.

debt to total assets ratio a ratio indicating how much 
of the firm is financed by debt and how much by owners’ 
equity.

debt utilization ratios ratios that measure how much 
debt an organization is using relative to other sources of 
capital, such as owners’ equity.

decentralized organization an organization in which 
decision-making authority is delegated as far down the chain 
of command as possible.

deductible an amount that you must pay before the insur-
ance company will pay.

defined benefit plan a type of retirement plan that 
promises a specific benefit at retirement.

defined contribution plan a type of retirement plan 
firms offer where they promise to put a certain amount of 
money into the plan in your name every pay period.

delegation of authority giving employees not only 
tasks, but also the power to make commitments, use 
resources, and take whatever actions are necessary to carry 
out those tasks.

demand the number of goods and services that consumers 
are willing to buy at different prices at a specific time.

departmentalization the grouping of jobs into working 
units usually called departments, units, groups, or divisions.

depreciation the process of spreading the costs of long-
lived assets such as buildings and equipment over the total 
number of accounting periods in which they are expected to 
be used.

depression a condition of the economy in which unemploy-
ment is very high, consumer spending is low, and business 
output is sharply reduced.

development training that augments the skills and knowl-
edge of managers and professionals.

digital marketing uses all digital media, including the 
Internet and mobile and interactive channels, to develop 
communication and exchanges with customers.

digital media electronic media that function using digital 
codes via computers, cellular phones, smartphones, and other 
digital devices that have been released in recent years.

direct investment the ownership of overseas facilities.

direct marketing the use of nonpersonal media to commu-
nicate products, information, and the opportunity to purchase 
via media such as mail, telephone, or the Internet.

direct selling the marketing of products to ultimate con-
sumers through face-to-face sales presentations at home or 
in the workplace.

directing motivating and leading employees to achieve 
organizational objectives.

disability insurance coverage that pays replacement 
income to you in in the event you are disabled under the 
definition of your policy.

discount rate the rate of interest the Fed charges to loan 
money to any banking institution to meet reserve requirements.
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discounts temporary price reductions, often employed to 
boost sales.

distribution making products available to customers in 
the quantities desired.

diversity the participation of different ages, genders, races, 
ethnicities, nationalities, and abilities in the workplace.

dividend yield the dividend per share divided by the 
stock price.

dividends profits of a corporation that are distributed in 
the form of cash payments to stockholders.

dividends per share the actual cash received for each 
share owned.

double-entry bookkeeping a system of recording and 
classifying business transactions that maintains the balance 
of the accounting equation.

downsizing the elimination of a significant number of 
employees from an organization.

dumping the act of a country or business selling products 
at less than what it costs to produce them.

E
e-business carrying out the goals of business through uti-
lization of the Internet.

earnings per share net income or profit divided by the 
number of stock shares outstanding.

economic contraction a slowdown of the economy 
characterized by a decline in spending and during which 
businesses cut back on production and lay off workers.

economic expansion the situation that occurs when an 
economy is growing and people are spending more money; 
their purchases stimulate the production of goods and ser-
vices, which in turn stimulates employment.

economic order quantity (EOQ) model a model that 
identifies the optimum number of items to order to minimize 
the costs of managing (ordering, storing, and using) them.

economic system a description of how a particular soci-
ety distributes its resources to produce goods and services.

economics the study of how resources are distributed for 
the production of goods and services within a social system.

electronic funds transfer (EFT) any movement of 
funds by means of an electronic terminal, telephone, com-
puter, or magnetic tape.

embargo a prohibition on trade in a particular product.

employee empowerment when employees are pro-
vided with the ability to take on responsibilities and make 
decisions about their jobs.

entrepreneur an individual who risks his or her wealth, 
time, and effort to develop for profit an innovative product 
or way of doing something.

entrepreneurship the process of creating and managing 
a business to achieve desired objectives.

equilibrium price the price at which the number of prod-
ucts that businesses are willing to supply equals the amount 
of products that consumers are willing to buy at a specific 
point in time.

equity theory an assumption that how much people are 
willing to contribute to an organization depends on their 
assessment of the fairness, or equity, of the rewards they will 
receive in exchange.

estate plan planning for the transfer of your wealth and 
assets after your death.

esteem needs the need for respect—both self-respect 
and respect from others.

ethical issue an identifiable problem, situation, or opportu-
nity that requires a person to choose from among several actions 
that may be evaluated as right or wrong, ethical or unethical.

eurodollar market a market for trading U.S. dollars in 
foreign countries.

European Union (EU) a union of European nations 
established in 1958 to promote trade among its members; 
one of the largest single markets today.

exchange the act of giving up one thing (money, credit, 
labor, goods) in return for something else (goods, services, 
or ideas).

exchange controls regulations that restrict the amount 
of currency that can be bought or sold.

exchange rate the ratio at which one nation’s currency 
can be exchanged for another nation’s currency.

exclusive distribution the awarding by a manufacturer 
to an intermediary of the sole right to sell a product in a 
defined geographic territory.

expectancy theory the assumption that motivation 
depends not only on how much a person wants something 
but also on how likely he or she is to get it.

expenses the costs incurred in the day-to-day operations 
of an organization.

exporting the sale of goods and services to foreign markets.
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express warranty stipulates the specific terms the seller 
will honor.

extrinsic rewards benefits and/or recognition received 
from someone else.

F
factor a finance company to which businesses sell their 
accounts receivable—usually for a percentage of the total 
face value.

Federal Deposit Insurance Corporation (FDIC) an 
insurance fund established in 1933 that insures individual 
bank accounts.

Federal Reserve Board an independent agency of the 
federal government established in 1913 to regulate the 
nation’s banking and financial industry.

Federal Trade Commission (FTC) the federal regulatory 
unit that most influences business activities related to ques-
tionable practices that create disputes between businesses 
and their customers.

finance the study of how money is managed by individu-
als, companies, and governments.

finance companies businesses that offer short-term 
loans at substantially higher rates of interest than banks.

financial managers those who focus on obtaining 
needed funds for the successful operation of an organization 
and using those funds to further organizational goals.

financial resources (capital) the funds used to acquire 
the natural and human resources needed to provide products; 
also called capital.

first-line managers those who supervise both workers 
and the daily operations of an organization.

fixed-position layout a layout that brings all resources 
required to create the product to a central location.

flexible manufacturing the direction of machinery by 
computers to adapt to different versions of similar operations.

flextime a program that allows employees to choose their 
starting and ending times, provided that they are at work 
during a specified core period.

floating-rate bonds bonds with interest rates that change 
with current interest rates otherwise available in the economy.

foreclosure when the lender gets the right to sell your 
property to get its money back if you cannot make timely 
payments.

franchise a license to sell another’s products or to use 
another’s name in business, or both.

franchisee the purchaser of a franchise.

franchiser the company that sells a franchise.

franchising a form of licensing in which a company—the 
franchiser—agrees to provide a franchisee a name, logo, 
methods of operation, advertising, products, and other ele-
ments associated with a franchiser’s business in return 
for a financial commitment and the agreement to conduct 
business in accordance with the franchiser’s standard of 
operations.

fraud a purposefully unlawful act to deceive or manipulate 
in order to damage others.

free-market system pure capitalism, in which all eco-
nomic decisions are made without government intervention.

functional departmentalization the grouping of jobs 
that perform similar functional activities, such as finance, 
manufacturing, marketing, and human resources.

G
General Agreement on Tariffs and Trade (GATT) a 
trade agreement, originally signed by 23 nations in 1947, 
that provided a forum for tariff negotiations and a place 
where international trade problems could be discussed and 
resolved.

general partnership a partnership that involves a com-
plete sharing in both the management and the liability of the 
business.

generic products products with no brand name that often 
come in simple packages and carry only their generic name.

geographical departmentalization the grouping of 
jobs according to geographic location, such as state, region, 
country, or continent.

global strategy (globalization) a strategy that involves 
standardizing products (and, as much as possible, their pro-
motion and distribution) for the whole world, as if it were a 
single entity.

goal-setting theory refers to the impact that setting 
goals has on performance.

grapevine an informal channel of communication, sepa-
rate from management’s formal, official communication 
channels.

gross domestic product (GDP) the sum of all goods 
and services produced in a country during a year.

gross income (or profit) revenues minus the cost of 
goods sold required to generate the revenues.

group two or more individuals who communicate with one 
another, share a common identity, and have a common goal.
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H
health insurance insurance that pays the cost of covered 
medical expenses during a policy period, which is usually 
six months to a year.

homeowners insurance coverage for liability and prop-
erty damage for your home.

human relations the study of the behavior of individuals 
and groups in organizational settings.

human relations skills the ability to deal with people, 
both inside and outside the organization.

human resources (labor) the physical and mental abili-
ties that people use to produce goods and services; also 
called labor.

human resources management (HRM) all the 
activities involved in determining an organization’s human 
resources needs, as well as acquiring, training, and compen-
sating people to fill those needs.

human resources managers those who handle the staff-
ing function and deal with employees in a formalized manner.

hygiene factors aspects of Herzberg’s theory of motiva-
tion that focus on the work setting and not the content of 
the work; these aspects include adequate wages, comfortable 
and safe working conditions, fair company policies, and job 
security.

I
identity theft when criminals obtain personal informa-
tion that allows them to impersonate someone else in order 
to use their credit to obtain financial accounts and make 
purchases.

implied warranty imposed on the producer or seller by 
law, although it may not be a written document provided at 
the time of sale.

import tariff a tax levied by a nation on goods imported 
into the country.

importing the purchase of goods and services from for-
eign sources.

income statement a financial report that shows an orga-
nization’s profitability over a period of time—month, quar-
ter, or year.

inflation a condition characterized by a continuing rise in 
prices.

information technology (IT) managers those who 
are responsible for implementing, maintaining, and control-
ling technology applications in business, such as computer 
networks.

infrastructure the physical facilities that support a coun-
try’s economic activities, such as railroads, highways, ports, 
airfields, utilities and power plants, schools, hospitals, com-
munication systems, and commercial distribution systems.

initial public offering (IPO) selling a corporation’s 
stock on public markets for the first time.

inputs the resources—such as labor, money, materials, and 
energy—that are converted into outputs.

insurance companies businesses that protect their cli-
ents against financial losses from certain specified risks 
(death, accident, and theft, for example).

integrated marketing communications coordinating 
the promotion mix elements and synchronizing promotion 
as a unified effort.

intellectual property refers to property, such as musical 
works, artwork, books, and computer software, that is gener-
ated by a person’s creative activities

intensive distribution a form of market coverage 
whereby a product is made available in as many outlets as 
possible.

interest the percentage that the lender charges for your use 
of the money.

intermittent organizations organizations that deal with 
products of a lesser magnitude than do project organiza-
tions; their products are not necessarily unique but possess a 
significant number of differences.

international business the buying, selling, and trading 
of goods and services across national boundaries.

International Monetary Fund (IMF) organiza-
tion established in 1947 to promote trade among member 
nations by eliminating trade barriers and fostering financial 
cooperation.

intrapreneurs individuals in large firms who take respon-
sibility for the development of innovations within the 
organizations.

intrinsic rewards the personal satisfaction and enjoy-
ment felt after attaining a goal.

inventory all raw materials, components, completed or 
partially completed products, and pieces of equipment a 
firm uses.

inventory control the process of determining how many 
supplies and goods are needed and keeping track of quantities 
on hand, where each item is, and who is responsible for it.

inventory turnover sales divided by total inventory.

investment banker underwrites new issues of securities 
for corporations, states, and municipalities.
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investment banking the sale of stocks and bonds for 
corporations.

ISO 9000 a series of quality assurance standards designed 
by the International Organization for Standardization (ISO) 
to ensure consistent product quality under many conditions.

ISO 14000 a comprehensive set of environmental stan-
dards that encourages a cleaner and safer world by promot-
ing a more uniform approach to environmental management 
and helping companies attain and measure improvements in 
their environmental performance.

ISO 19600 a comprehensive set of guidelines for compli-
ance management that address risks, legal requirements, and 
stakeholder needs.

J
job analysis the determination, through observation and 
study, of pertinent information about a job—including spe-
cific tasks and necessary abilities, knowledge, and skills.

job description a formal, written explanation of a spe-
cific job, usually including job title, tasks, relationship 
with other jobs, physical and mental skills required, duties, 
responsibilities, and working conditions.

job enlargement the addition of more tasks to a job 
instead of treating each task as separate.

job enrichment the incorporation of motivational factors, 
such as opportunity for achievement, recognition, responsi-
bility, and advancement, into a job.

job rotation movement of employees from one job to 
another in an effort to relieve the boredom often associated 
with job specialization.

job sharing performance of one full-time job by two peo-
ple on part-time hours.

job specification a description of the qualifications nec-
essary for a specific job, in terms of education, experience, 
and personal and physical characteristics.

joint venture a partnership established for a specific proj-
ect or for a limited time.

journal a time-ordered list of account transactions.

junk bonds a special type of high interest rate bond that 
carries higher inherent risks.

jurisdiction the legal power of a court, through a judge, to 
interpret and apply the law and make a binding decision in 
a particular case.

just-in-time (JIT) inventory management a tech-
nique using smaller quantities of materials that arrive “just 
in time” for use in the transformation process and therefore 

require less storage space and other inventory management 
expense.

L
labeling the presentation of important information on a 
package.

labor contract the formal, written document that spells 
out the relationship between the union and management for 
a specified period of time—usually two or three years.

labor unions employee organizations formed to deal 
with employers for achieving better pay, hours, and working 
conditions.

lawsuit where one individual or organization takes another 
to court using civil laws.

leadership the ability to influence employees to work 
toward organizational goals.

learning changes in a person’s behavior based on informa-
tion and experience.

ledger a book or computer file with separate sections for 
each account.

leveraged buyout (LBO) a purchase in which a group 
of investors borrows money from banks and other institu-
tions to acquire a company (or a division of one), using the 
assets of the purchased company to guarantee repayment of 
the loan.

liabilities debts that a firm owes to others.

licensing a trade agreement in which one company—the 
licensor—allows another company—the licensee—to use its 
company name, products, patents, brands, trademarks, raw 
materials, and/or production processes in exchange for a fee 
or royalty.

life insurance insurance that pays a benefit to your desig-
nated beneficiary in the event that you die during a coverage 
period.

limited liability company (LLC) form of ownership that 
provides limited liability and taxation like a partnership but 
places fewer restrictions on members.

limited partnership a business organization that has at 
least one general partner, who assumes unlimited liability, 
and at least one limited partner, whose liability is limited to 
his or her investment in the business.

line of credit an arrangement by which a bank agrees to 
lend a specified amount of money to an organization upon 
request.

line-and-staff structure a structure having a traditional 
line relationship between superiors and subordinates and 
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also specialized managers—called staff managers—who are 
available to assist line managers.

line structure the simplest organizational structure, in 
which direct lines of authority extend from the top manager 
to the lowest level of the organization.

liquidity ratios ratios that measure the speed with which a 
company can turn its assets into cash to meet short-term debt.

lockbox an address, usually a commercial bank, at which 
a company receives payments in order to speed collections 
from customers.

lockout management’s version of a strike, wherein a work 
site is closed so that employees cannot go to work.

logistics the planning and coordination of inbound and 
outbound as well as third party services.

long-term (fixed) assets production facilities (plants), 
offices, and equipment—all of which are expected to last 
for many years.

long-term goals goals that require substantial time to 
achieve.

long-term liabilities debts that will be repaid over a 
number of years, such as long-term loans and bond issues.

M
management a process designed to achieve an organiza-
tion’s objectives by using its resources effectively and effi-
ciently in a changing environment.

managerial accounting the internal use of accounting 
statements by managers in planning and directing the orga-
nization’s activities.

managers those individuals in organizations who make 
decisions about the use of resources and who are con-
cerned with planning, organizing, staffing, directing, 
and controlling the organization’s activities to reach its 
objectives.

manufacturer brands brands initiated and owned by the 
manufacturer to identify products from the point of produc-
tion to the point of purchase.

manufacturing the activities and processes used in mak-
ing tangible products; also called production.

market a group of people who have a need, purchasing 
power, and the desire and authority to spend money on 
goods, services, and ideas.

market orientation an approach requiring organizations 
to gather information about customer needs, share that infor-
mation throughout the firm, and use that information to help 
build long-term relationships with customers.

market segment a collection of individuals, groups, or 
organizations who share one or more characteristics and 
thus have relatively similar product needs and desires.

market segmentation a strategy whereby a firm divides 
the total market into groups of people who have relatively 
similar product needs.

marketable securities temporary investment of “extra” 
cash by organizations for up to one year in U.S. Treasury bills, 
certificates of deposit, commercial paper, or eurodollar loans.

marketing a group of activities designed to expedite 
transactions by creating, distributing, pricing, and promot-
ing goods, services, and ideas.

marketing channel a group of organizations that moves 
products from their producer to customers; also called a 
channel of distribution.

marketing concept the idea that an organization should 
try to satisfy customers’ needs through coordinated activi-
ties that also allow it to achieve its own goals.

marketing managers those who are responsible for 
planning, pricing, and promoting products and making them 
available to customers.

marketing mix the four marketing activities—product, 
price, promotion, and distribution—that the firm can con-
trol to achieve specific goals within a dynamic marketing 
environment.

marketing research a systematic, objective process of 
getting information about potential customers to guide mar-
keting decisions.

marketing strategy a plan of action for developing, 
pricing, distributing, and promoting products that meet the 
needs of specific customers.

Maslow’s hierarchy a theory that arranges the five basic 
needs of people—physiological, security, social, esteem, 
and self-actualization—into the order in which people strive 
to satisfy them.

material-requirements planning (MRP) a planning 
system that schedules the precise quantity of materials 
needed to make the product.

materials handling the physical handling and movement 
of products in warehousing and transportation.

matrix structure a structure that sets up teams from dif-
ferent departments, thereby creating two or more intersect-
ing lines of authority; also called a project-management 
structure.

mediation a method of outside resolution of labor and 
management differences in which the third party’s role is to 
suggest or propose a solution to the problem.
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mentoring involves supporting, training, and guiding an 
employee in his or her professional development.

merger the combination of two companies (usually corpo-
rations) to form a new company.

microentrepreneur entrepreneurs who develop busi-
nesses with five or fewer employees.

middle managers those members of an organization 
responsible for the tactical planning that implements the 
general guidelines established by top management.

mini-trial a situation in which both parties agree to present 
a summarized version of their case to an independent third 
party; the third party advises them of his or her impression 
of the probable outcome if the case were to be tried.

mission the statement of an organization’s fundamental 
purpose and basic philosophy.

mixed economies economies made up of elements from 
more than one economic system.

modular design the creation of an item in self-contained 
units, or modules, that can be combined or interchanged to 
create different products.

monetary policy means by which the Fed controls the 
amount of money available in the economy.

money anything generally accepted in exchange for goods 
and services.

money market accounts accounts that offer higher inter-
est rates than standard bank rates but with greater restrictions.

monopolistic competition the market structure that exists 
when there are fewer businesses than in a pure- competition 
environment and the differences among the goods they sell 
are small.

monopoly the market structure that exists when there is 
only one business providing a product in a given market.

morale an employee’s attitude toward his or her job, 
employer, and colleagues.

mortgage a special type of loan that commonly requires 
that you make a constant payment over time to repay the lender 
the original money you borrowed together with interest.

motivation an inner drive that directs a person’s behavior 
toward goals.

motivational factors aspects of Herzberg’s theory of 
motivation that focus on the content of the work itself; these 
aspects include achievement, recognition, involvement, 
responsibility, and advancement.

multidivisional structure a structure that organizes 
departments into larger groups called divisions.

multinational corporation (MNC) a corporation that 
operates on a worldwide scale, without significant ties to 
any one nation or region.

multinational strategy a plan, used by international 
companies, that involves customizing products, promo-
tion, and distribution according to cultural, technological, 
regional, and national differences.

multisegment approach a market segmentation 
approach whereby the marketer aims its efforts at two or 
more segments, developing a marketing strategy for each.

mutual fund an investment company that pools individual 
investor dollars and invests them in large numbers of well-
diversified securities.

mutual savings banks financial institutions that are 
similar to savings and loan associations but, like credit 
unions, are owned by their depositors.

N
National Credit Union Administration (NCUA) an 
agency that regulates and charters credit unions and insures 
their deposits through its National Credit Union Insurance 
Fund.

natural resources land, forests, minerals, water, and 
other things that are not made by people.

net income the total profit (or loss) after all expenses, 
including taxes, have been deducted from revenue; also 
called net earnings.

networking the building of relationships and sharing of 
information with colleagues who can help managers achieve 
the items on their agendas.

nonprofit corporations corporations that focus on 
providing a service rather than earning a profit but are not 
owned by a government entity.

nonprofit organizations organizations that may provide 
goods or services but do not have the fundamental purpose 
of earning profits.

North American Free Trade Agreement (NAFTA)  
agreement that eliminates most tariffs and trade restrictions 
on agricultural and manufactured products to encourage 
trade among Canada, the United States, and Mexico.

O
offshoring the relocation of business processes by a com-
pany or subsidiary to another country. Offshoring is differ-
ent than outsourcing because the company retains control of 
the offshored processes.
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oligopoly the market structure that exists when there are 
very few businesses selling a product.

omni-channel retailing a type of retail that integrates the 
different methods of shopping available to consumers (for 
example, online, in a physical store, or by phone).

online fraud any attempt to conduct fraudulent activities 
online.

open economy an economy in which economic activi-
ties occur between the country and the international 
community.

open market operations decisions to buy or sell U.S. 
Treasury bills (short-term debt issued by the U.S. govern-
ment) and other investments in the open market.

operational plans very short-term plans that specify 
what actions individuals, work groups, or departments need 
to accomplish in order to achieve the tactical plan and ulti-
mately the strategic plan.

operations the activities and processes used in making 
both tangible and intangible products.

operations management (OM) the development and 
administration of the activities involved in transforming 
resources into goods and services.

organizational chart a visual display of the organiza-
tional structure, lines of authority (chain of command), staff 
relationships, permanent committee arrangements, and lines 
of communication.

organizational culture a firm’s shared values, beliefs, 
traditions, philosophies, rules, and role models for behavior.

organizational layers the levels of management in an 
organization.

organizing the structuring of resources and activities 
to accomplish objectives in an efficient and effective 
manner.

orientation familiarizing newly hired employees with fel-
low workers, company procedures, and the physical proper-
ties of the company.

outputs the goods, services, and ideas that result from the 
conversion of inputs.

outsourcing the transferring of manufacturing or other 
tasks—such as data processing—to countries where labor 
and supplies are less expensive.

over-the-counter (OTC) market a network of dealers 
all over the country linked by computers, telephones, and 
Teletype machines.

owners’ equity equals assets minus liabilities and reflects 
historical values.

P
packaging the external container that holds and describes 
the product.

partnership a form of business organization defined by the 
Uniform Partnership Act as “an association of two or more 
persons who carry on as co-owners of a business for profit.”

penetration price a low price designed to help a product 
enter the market and gain market share rapidly.

pension funds managed investment pools set aside by 
individuals, corporations, unions, and some nonprofit orga-
nizations to provide retirement income for members.

per share data data used by investors to compare the 
performance of one company with another on an equal, per 
share basis.

perception the process by which a person selects, organizes, 
and interprets information received from his or her senses.

permanent insurance insurance designed to protect you 
with insurance protection over your lifetime.

personal financial planning the process of managing 
your finances so that you can achieve your financial goals.

personal net worth the total value of all personal assets 
less the total value of unpaid debts or liabilities.

personal property all other property that is not real 
property.

personal selling direct, two-way communication with 
buyers and potential buyers.

personality the organization of an individual’s distin-
guishing character traits, attitudes, or habits.

physical distribution all the activities necessary to move 
products from producers to customers—inventory control, 
transportation, warehousing, and materials handling.

physiological needs the most basic human needs to be 
satisfied—water, food, shelter, and clothing.

picketing a public protest against management practices 
that involves union members marching and carrying anti-
management signs at the employer’s plant.

plagiarism the act of taking someone else’s work and pre-
senting it as your own without mentioning the source.

planning the process of determining the organization’s 
objectives and deciding how to accomplish them; the first 
function of management.

podcast audio or video file that can be downloaded from 
the Internet with a subscription that automatically delivers 
new content to listening devices or personal computers.
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preferred stock a special type of stock whose owners, 
though not generally having a say in running the company, 
have a claim to profits before other stockholders do.

price a value placed on an object exchanged between a 
buyer and a seller.

price skimming charging the highest possible price that 
buyers who want the product will pay.

primary data marketing information that is observed, 
recorded, or collected directly from respondents.

primary market the market where firms raise financial 
capital.

prime rate the interest rate that commercial banks charge 
their best customers (usually large corporations) for short-
term loans.

principal the original money borrowed in the form of a 
loan; the one in an agency relationship who wishes to have a 
specific task accomplished.

private accountants accountants employed by large cor-
porations, government agencies, and other organizations to 
prepare and analyze their financial statements.

private corporation a corporation owned by just one 
or a few people who are closely involved in managing the 
business.

private court system similar to arbitration in that an 
independent third party resolves the case after hearing both 
sides of the story.

private distributor brands brands, which may cost less 
than manufacturer brands, that are owned and controlled by 
a wholesaler or retailer.

process layout a layout that organizes the transformation 
process into departments that group related processes.

product a good or service with tangible and intangible 
characteristics that provide satisfaction and benefits.

product departmentalization the organization of jobs 
in relation to the products of the firm.

product layout a layout requiring that production be bro-
ken down into relatively simple tasks assigned to workers, 
who are usually positioned along an assembly line.

product liability businesses’ legal responsibility for any 
negligence in the design, production, sale, and consumption 
of products.

product line a group of closely related products that are 
treated as a unit because of similar marketing strategy, pro-
duction, or end-use considerations.

product mix all the products offered by an organization.

product-development teams a specific type of project 
team formed to devise, design, and implement a new product.

production the activities and processes used in making 
tangible products; also called manufacturing.

production and operations managers those who 
develop and administer the activities involved in transform-
ing resources into goods, services, and ideas ready for the 
marketplace.

profit the difference between what it costs to make and sell 
a product and what a customer pays for it.

profit margin net income divided by sales.

profit sharing a form of compensation whereby a per-
centage of company profits is distributed to the employees 
whose work helped to generate them.

profitability ratios ratios that measure the amount of 
operating income or net income an organization is able to 
generate relative to its assets, owners’ equity, and sales.

project organization a company using a fixed-position 
layout because it is typically involved in large, complex proj-
ects such as construction or exploration.

project teams groups similar to task forces that normally 
run their operation and have total control of a specific work 
project.

promotion a persuasive form of communication that 
attempts to expedite a marketing exchange by influencing 
individuals, groups, and organizations to accept goods, ser-
vices, and ideas.

promotional positioning the use of promotion to create 
and maintain an image of a product in buyers’ minds.

psychological pricing encouraging purchases based on 
emotional rather than rational responses to the price.

public corporation a corporation whose stock anyone 
may buy, sell, or trade.

publicity nonpersonal communication transmitted through 
the mass media but not paid for directly by the firm.

pull strategy the use of promotion to create consumer 
demand for a product so that consumers exert pressure on 
marketing channel members to make it available.

purchasing the buying of all the materials needed by the 
organization; also called procurement.

pure competition the market structure that exists when 
there are many small businesses selling one standardized 
product.

push strategy an attempt to motivate intermediaries to 
push the product down to their customers.
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Q
quality the degree to which a good, service, or idea meets 
the demands and requirements of customers.

quality control the processes an organization uses to 
maintain its established quality standards.

quality-assurance teams (or quality circles) small 
groups of workers brought together from throughout the 
organization to solve specific quality, productivity, or service 
problems.

quasi-public corporations corporations owned and 
operated by the federal, state, or local government.

quick ratio (acid test) a stringent measure of liquidity 
that eliminates inventory.

quota a restriction on the number of units of a particular 
product that can be imported into a country.

R
ratio analysis calculations that measure an organization’s 
financial health.

real property consists of real estate and everything per-
manently attached to it

receivables turnover sales divided by accounts receivable.

recession a decline in production, employment, and income.

recruiting forming a pool of qualified applicants from 
which management can select employees.

reference groups groups with whom buyers identify and 
whose values or attitudes they adopt.

reference pricing a type of psychological pricing in 
which a lower-priced item is compared to a more expensive 
brand in hopes that the consumer will use the higher price as 
a comparison price.

reinforcement theory states that behavior can be 
strengthened or weakened through the use of rewards and 
punishment.

renters insurance similar to homeowners insurance in 
that it covers you for liability on your premises and for dam-
age to your personal property

reserve requirement the percentage of deposits that 
banking institutions must hold in reserve.

responsibility the obligation, placed on employees 
through delegation, to perform assigned tasks satisfacto-
rily and be held accountable for the proper execution of 
work.

restructure to change the basic structure of an organization.

retailers intermediaries who buy products from manufac-
turers (or other intermediaries) and sell them to consumers 
for home and household use rather than for resale or for use 
in producing other products.

retained earnings earnings after expenses and taxes that 
are reinvested in the assets of the firm and belong to the 
owners in the form of equity.

return on assets net income divided by assets.

return on equity net income divided by owners’ equity; 
also called return on investment (ROI).

revenue the total amount of money received from the sale of 
goods or services, as well as from related business activities.

reward cards credit cards made available by stores that 
carry a benefit to the user.

routing the sequence of operations through which the 
product must pass.

S
S corporation corporation taxed as though it were a part-
nership with restrictions on shareholders.

salary a financial reward calculated on a weekly, monthly, 
or annual basis.

sales promotion direct inducements offering added value 
or some other incentive for buyers to enter into an exchange.

Sarbanes-Oxley Act a law that criminalized securities 
fraud and strengthened penalties for corporate fraud.

savings accounts accounts with funds that usually can-
not be withdrawn without advance notice; also known as 
time deposits.

savings and loan associations (S&Ls) financial insti-
tutions that primarily offer savings accounts and make long-
term loans for residential mortgages; also called “thrifts.”

scheduling the assignment of required tasks to depart-
ments or even specific machines, workers, or teams.

secondary data information that is compiled inside or 
outside an organization for some purpose other than chang-
ing the current situation.

secondary markets stock exchanges and  over-the-counter 
markets where investors can trade their securities with 
others.

secured bonds bonds that are backed by specific collat-
eral that must be forfeited in the event that the issuing firm 
defaults.

secured loans loans backed by collateral that the bank 
can claim if the borrowers do not repay them.
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securities markets the mechanism for buying and sell-
ing securities.

security needs the need to protect oneself from physical 
and economic harm.

selection the process of collecting information about 
applicants and using that information to make hiring 
decisions.

selective distribution a form of market coverage 
whereby only a small number of all available outlets are 
used to expose products.

self-actualization needs the need to be the best one can 
be; at the top of Maslow’s hierarchy.

self-directed work team (SDWT) a group of employ-
ees responsible for an entire work process or segment that 
delivers a product to an internal or external customer.

separations employment changes involving resignation, 
retirement, termination, or layoff.

serial bonds a sequence of small bond issues of progres-
sively longer maturity.

sharing economy an economic model involving the 
sharing of underutilized resources.

Sherman Antitrust Act passed in 1890 to prevent busi-
nesses from restraining trade and monopolizing markets.

short-term goals goals that can be achieved in two years 
or less.

small business any independently owned and operated 
business that is not dominant in its competitive area and 
does not employ more than 500 people.

Small Business Administration (SBA) an independent 
agency of the federal government that offers managerial and 
financial assistance to small businesses.

social classes a ranking of people into higher or lower 
positions of respect.

social entrepreneurs individuals who use entrepreneur-
ship to address social problems.

social needs the need for love, companionship, and 
friendship—the desire for acceptance by others.

social network a web-based meeting place for friends, 
family, co-workers, and peers that lets users create a profile 
and connect with other users for a wide range of purposes.

social responsibility a business’s obligation to maxi-
mize its positive impact and minimize its negative impact 
on society.

social roles a set of expectations for individuals based on 
some position they occupy.

socialism an economic system in which the government 
owns and operates basic industries but individuals own most 
businesses.

sole proprietorships businesses owned and operated by 
one individual; the most common form of business organi-
zation in the United States.

span of management the number of subordinates who 
report to a particular manager.

specialization the division of labor into small, specific 
tasks and the assignment of employees to do a single task.

staffing the hiring of people to carry out the work of the 
organization.

stakeholders groups that have a stake in the success and 
outcomes of a business.

standard of living refers to the level of wealth and mate-
rial comfort that people have available to them.

standardization the making of identical interchangeable 
components or products.

statement of cash flows explains how the company’s 
cash changed from the beginning of the accounting period 
to the end.

statistical process control a system in which manage-
ment collects and analyzes information about the production 
process to pinpoint quality problems in the production system.

stock shares of a corporation that may be bought or sold.

strategic alliance a partnership formed to create com-
petitive advantage on a worldwide basis.

strategic plans those plans that establish the long-range 
objectives and overall strategy or course of action by which 
a firm fulfills its mission.

strikebreakers people hired by management to replace 
striking employees; called “scabs” by striking union members.

strikes employee walkouts; one of the most effective 
weapons labor has.

structure the arrangement or relationship of positions 
within an organization.

supply the number of products—goods and services—that 
businesses are willing to sell at different prices at a specific 
time.

supply chain management connecting and integrating 
all parties or members of the distribution system in order to 
satisfy customers.

sustainability conducting activities in a way that allows 
for the long-term well-being of the natural environment, 
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including all biological entities; involves the assessment and 
improvement of business strategies, economic sectors, work 
practices, technologies, and lifestyles so that they maintain 
the health of the natural environment.

T
tactical plans short-range plans designed to implement 
the activities and objectives specified in the strategic plan.

target market a specific group of consumers on whose 
needs and wants a company focuses its marketing efforts.

task force a temporary group of employees responsible 
for bringing about a particular change.

team a small group whose members have complementary 
skills; have a common purpose, goals, and approach; and 
hold themselves mutually accountable.

technical expertise the specialized knowledge and train-
ing needed to perform jobs that are related to particular 
areas of management.

term insurance a type of life insurance that lasts usually 
for one year and the insurer promises to pay your designated 
beneficiary only the face amount of the policy in the event 
you die during the year of coverage.

test marketing a trial minilaunch of a product in limited 
areas that represent the potential market.

Theory X McGregor’s traditional view of management 
whereby it is assumed that workers generally dislike work 
and must be forced to do their jobs.

Theory Y McGregor’s humanistic view of management 
whereby it is assumed that workers like to work and that 
under proper conditions employees will seek out responsi-
bility in an attempt to satisfy their social, esteem, and self-
actualization needs.

Theory Z a management philosophy that stresses employee 
participation in all aspects of company decision making.

times interest earned ratio operating income divided 
by interest expense.

Title VII of the Civil Rights Act prohibits discrimi-
nation in employment and created the Equal Employment 
Opportunity Commission.

top managers the president and other top executives 
of a business, such as the chief executive officer (CEO), 
chief financial officer (CFO), and chief operations offi-
cer (COO), who have overall responsibility for the 
organization.

tort a private or civil wrong other than breach of contract.

total asset turnover sales divided by total assets.

total quality management (TQM) a philosophy that 
uniform commitment to quality in all areas of an organiza-
tion will promote a culture that meets customers’ percep-
tions of quality.

total-market approach an approach whereby a firm 
tries to appeal to everyone and assumes that all buyers have 
similar needs.

trade credit credit extended by suppliers for the purchase 
of their goods and services.

trade deficit a nation’s negative balance of trade, which 
exists when that country imports more products than it exports.

trademark a brand that is registered with the U.S. Patent 
and Trademark Office and is thus legally protected from use 
by any other firm.

trading company a firm that buys goods in one country 
and sells them to buyers in another country.

training teaching employees to do specific job tasks 
through either classroom development or on-the-job 
experience.

transaction balances cash kept on hand by a firm to pay 
normal daily expenses, such as employee wages and bills for 
supplies and utilities.

transfer a move to another job within the company at 
essentially the same level and wage.

transportation the shipment of products to buyers.

Treasury bills (T-bills) short-term debt obligations the 
U.S. government sells to raise money.

trial court when a court (acting through the judge or jury) 
must determine the facts of the case, decide which law or 
set of laws is pertinent to the case, and apply those laws to 
resolve the dispute.

turnover occurs when employees quit or are fired and 
must be replaced by new employees.

U
undercapitalization the lack of funds to operate a busi-
ness normally.

unemployment the condition in which a percentage of 
the population wants to work but is unable to find jobs.

Uniform Commercial Code (UCC) set of statutory laws 
covering several business law topics.

unsecured bonds debentures or bonds that are not 
backed by specific collateral.

unsecured loans loans backed only by the borrower’s 
good reputation and previous credit rating.
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V
value a customer’s subjective assessment of benefits rela-
tive to costs in determining the worth of a product.

venture capitalists persons or organizations that agree 
to provide some funds for a new business in exchange for an 
ownership interest or stock.

viral marketing a marketing tool that uses a networking 
effect to spread a message and create brand awareness. The 
purpose of this marketing technique is to encourage the con-
sumer to share the message with friends, family, co-workers, 
and peers.

W
wage/salary survey a study that tells a company how 
much compensation comparable firms are paying for spe-
cific jobs that the firms have in common.

wages financial rewards based on the number of hours the 
employee works or the level of output achieved.

warehousing the design and operation of facilities to 
receive, store, and ship products.

whistleblowing the act of an employee exposing an 
employer’s wrongdoing to outsiders, such as the media or 
government regulatory agencies.

wholesalers intermediaries who buy from producers or 
from other wholesalers and sell to retailers.

wiki software that creates an interface that enables users to 
add or edit the content of some types of websites.

working capital management the managing of short-
term assets and liabilities.

World Bank an organization established by the industrial-
ized nations in 1946 to loan money to underdeveloped and 
developing countries; formally known as the International 
Bank for Reconstruction and Development.

World Trade Organization (WTO) international orga-
nization dealing with the rules of trade between nations.
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Stumpf, John, 188
Stutman, Randall K., 200
Sugden, Joanna, 103
Sullivan, Elisabeth, 102
Sullivan, John, 328
Sundararajan, Arun, 167
Suri, Rajneesh, 398
Swanson, Ana, 360
Swant, Marty, 399
Swartz, Jon, 433
Sweeney, Erica, 399

T
Takeo, Yuko, 105
Tamte, Megan, 150
Tangel, Andrew, 103
Taplin, Nathaniel, 103
Tay, Juno, 32
Tayan, Brian, 502
Taylor, David S., 5
Taylor, Frederick W., 274–276
Taylor, Kate, 166, 232
Terlep, Sharon, 398
Tetzeli, Rick, 70
Thacker, Kenny, 119, 138
Thomas family, 257
Thomas, Andrea, 103
Thomas, G., 199
Thomas, Lauren, 231, 398
Tice, Carol, 167
Tilley, Aaron, 139
Timmermann, Mike, 305
Tita, Bob, 103
Tobin, Rachel, 199
Tomas, G., 34
Topping, Alexandra, 328
Toro, Ross, 266
Toscano, Paul, 33
Treacy, Michael, 360
Trottman, Melanie, 330
Trujillo, Edward, 116
Trump, Donald, 401, 439
Tsamis, Kristina, 433
Tschakert, Norbert, 472
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Tsukayama, Haley, 430
Tuttle, Brad, 199, 361
Tyler, Jessica, 371

U
Uchitelle, Louis, 199
Ulukaya, Hamdi, 188
Unsworth, Kerrie, 201
Useem, Jerry, 232

V
Van Grove, Jennifer, 360
Varshavskaya, Deena, 346
Vasarhely, Miklos, 472
Vasos, Todd, 333
Vats, Rachit, 397
Venable, James, 501
Venkova, Savina, 70
Verschoor, Curtis C., 501
Vieria, Paul, 103
Vigna, Paul, 501
Viswanatha, Aruna, 472
Vorabutra, Jon-Amerin, 266
Vroom, Victor, 283

W
Wagner, Honus, 109
Wakabayashi, Daisuke, 429
Waldron, Travis, 67
Walgrove, Amanda, 430
Walker, Joseph, 431
Wallman, Brittany, 361
Walsh, Bryan, 69, 266
Walsh, Mary Williams, 471

Walsh, Tom, 329
Walt, Vivienne, 103
Walton, Sam, 23, 153
Ward, Marguerite, 294, 359
Watanabe, Chisaki, 105
Wattles, Jackie, 294, 359
Watts, Jonathan, 70
Weber, Lauren, 328
Weil, Dan, 501
Weinberger, Matt, 169
Weise, Elizabeth, 433
Welch, David, 105
Wellins, Richard S., 232
Wells, Georgia, 329
Wetherbe, James, 267
Wetherill, Justin, 116
Wheeler, Brian, 104
White, Bobby, 68
White, Sarah K., 430
Whitehead, S. A., 233
Whitford, David, 167
Whitney, Eli, 21
Whitney, Kellye, 329
Whitten, Sarah, 231, 359–360
Wieczner, Jen, 68, 104
Wiener-Bronner, Danielle, 294
Wiersema, Fred, 360
Williams, Pete, 167
Wilson, Jacque, 67
Wilson, Jeanne M., 232
Wilson, Rebecca, 295
Wingfield, Nick, 138
Winkler, Rolfe, 168
Winning, David, 103

Wires, Natalie, 431
Wohlsen, Marcus, 71
Woods, Laura, 167
Woodyard, Chris, 103
Wright, Orville, 339
Wriston, Walter B., 105
Wyosocki, Bernard, Jr., 265

Y
Yancey, Kitty Bean, 103
Yang, Jerry, 73
Yarow, Jay, 231
Yazinski, Sarah K., 274
Yeomans, Michelle, 432
Yeung, Ken, 429
Young, Jay, 33
Yu, Roger, 68, 431
Yurieff, Kaya, 501

Z
Zahay, Debra, 429, 432
Zarroli, Jim, 433
Zarya, Valentina, 166
Zax, David, 71
Zeithaml, Valerie A., 238, 265
Zekman, Pam, 361
Zhang, Yon, 105
Zimmerer, Thomas W., 168
Zimmerman, Mike, 70
Zonis, Stephanie, 471
Zuckerberg, Mark, 122, 142, 271, 

299, 401
Zumbrun, Josh, 103
Zwirn, Ed, 531
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A
ABC, 12, 146, 151, 243
Abington Shoe Company, 220
Accompany Inc., 124
Ace Hardware, 129
Acer Group, 85
ACNielsen, 348, 366
Adecco, 240–241
Adobe, 61, 248
Adolph Coors Inc., 122
Aflac, 300
Aggieland Credit Union, 489
Airbnb, 41, 149, 179, 320
Al Dente Pasta Company, 443
Aldi, 377, 391
Alibaba, 73, 89
Allstar Marketing Group, 539
Alphabet, 119, 130, 519, 522
Aluminum Company of America, 22
Amazon, 7, 14, 22, 73–74, 111, 119, 

142, 147, 178–179, 192, 213, 
219, 239, 247, 250, 260, 264, 
341, 344, 347, 366, 372,  
378–379, 381, 383, 385, 403, 
405, 419, 519

America Movil, 82
American Airlines, 130, 482
American Apparel, 544
American Express, 45, 124, 482
American International Group  

Inc., 191
American Lung Association, 123
American Red Cross, 5, 41, 123
Amway, 147, 380
ANA Holdings, 94
Anthem, 124
AOL, 421
Apple, 23, 27, 45, 74, 85, 93, 112, 117, 

126, 142, 160, 204, 223, 236, 
245, 271, 273, 339, 345, 347, 
364–365, 464, 494, 515–516, 
522

AquAdvantage Salmon, 367
Arbitron, 348
Archer Daniels Midland (ADM), 378
Ashland Oil, 178
Asus, 85
AT&T, 121, 186, 205, 285–286, 303
ATA Engineering, 23
Audi, 414
Avon, 111, 147, 179, 380

B
Babies R Us, 61
Bain Capital, 55
Banana Republic, 62
Bank of America, 443, 495
Barney’s, 351
BASF, 95
Beer Hound Brewery, 119
Ben & Jerry’s, 23
Benjamin Moore, 3
Berkshire Co-op Market, 129
Berkshire Hathaway, 3, 187–188
Best Buy, 205, 344, 382
Biogen Inc., 119, 353
Birchbox, 406
The Black Tux, 145
BlackRock, 45
Blaze Pizza, 240
Bloomingdales, 482
Blue Bell, 47
Blue Nile, 406
BMW, 60, 74, 352–353, 375
Boeing Corporation, 125, 219, 491
BrandBacker, 407
Bristol-Myers Squibb, 40
British Airways, 210
British Petroleum, 95
Broadcast.com, 12
Burger King, 131, 240
Business.com, 126

C
Cambridge Analytica, 314, 401
Camp Bow Wow, 22
Campbell Soup’s, 364, 390
Canadian Tire, 388
Canon, 88
CareerBuilder, 302
Carnegie Mellon, 242
Cascade Engineering, 127
Caterpillar Inc., 93, 121, 126,  

210, 490
Celestial Seasonings, 207
Century Link, 519
Charles Schwab Corp., 174, 245, 404, 

492, 522
Chevron, 372
Chick-fil-A, 141
Chipolte, 302
Chipolte Mexican Grill, 47, 183
Chobani, 188, 413

Christian Louboutin, 391, 543
Cinnabon, 283
Cisco Systems, 160, 551
Citi, 62
Citibank, 488, 495
Citigroup, 488
City of Maricopa (AZ), 456
Claire’s, 544
Clairol, 411
Clif Bar, 285
Clorox, 374
CNN, 74
Coca-Cola Company, 45, 74, 83–84, 

92, 209, 218–219, 346, 364, 370, 
373, 520, 543

Coda Coffee, 243
Colgate-Palmolive Co., 96, 367–369
Colhoc Limited Partnership, 115
Columbus Blue Jackets, 115
Combekk, 177
Computer Science Corporation, 280
Consumer Fire Products, 148
Container Store, 238, 242, 308
Corning, 174
Costco, 214, 375
Coty, 179
Craftsman, 191
Credit Suisse, 56
CVS, 53

D
Daewoo, 88
Dallas Mavericks, 146
Daniels Fund, 123
De Vegetarische Slager (The 

Vegetarian Butcher), 249
Dell Computers, 23, 85, 112, 123, 142, 

153, 243, 287
Deloitte, 306, 437–438, 440
Delta Airlines, 482
Denver Broncos, 239
Deutsche Post, 11
Diageo, 209
Dick’s Sporting Goods, 378–379
Discover Card, 482
Disney, 27
Dollar General, 333
Dollar Shave Club, 376
Domino’s Pizza, 540
Don Chalmers Ford, 256
DowDuPont, 515

Company Index
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Dr. Pepper, 23
Duluth Trading, 379
Dunkin’ Donuts, 156
Duracell Batteries, 179

E
E-Trade, 493
Eastman Kodak, 131
Eaton Corporation, 52
eBay, 22, 97, 112, 147, 160, 238, 

385, 414
Edward Jones, 492
El Pinto, 257
Electrolux, 83
Eli Lilly and Company, 22–23
Elks Club, 123
Energizer, 131, 369
Equifax, 511
Ernst & Young, 27, 94, 117, 

437–438, 440
Estée Lauder, 338
Ethisphere Institute, 54
Etsy, 22, 147, 160
Euglena, 94
Evereve, 150
Everlane, 188
Expedia, 420
Experian, 511
ExxonMobil, 94–95, 452

F
Facebook, 23, 43, 45, 56, 122, 142, 

148, 158, 194, 236, 271, 299, 
302–303, 314, 321, 348, 350, 
401–402, 408–409, 464–465, 
519–520, 522

FarmLinks, 375
Federal Deposit Insurance Corporation 

(FDIC), 421
FedEx Company, 23
Fiat Chrysler Automobiles, 128, 409
Fidelity Investments, 240
Fiji, 177
Five Star Guitars, 155
Foodstirs, 156
Ford Motor Co., 93, 117, 119, 160, 

204, 240–241, 248, 335, 342, 
345, 352, 456, 491, 510

Foxconn Technology Group, 93, 223
Fred L. Turner Training Center, 307
Freshpet, 343
Frito-Lay, 180, 209
FUBU, 12, 146

G
Gallup, 309
Gazprom, 11
Geico, 3
General Electric, 93, 119, 160, 173, 

186, 212, 219, 258, 321, 340, 
414, 491, 505, 510

General Mills, 20, 119, 338
General Motors, 60, 91, 95, 126, 177, 

209, 236, 248, 345, 353
Giant TCR Advanced, 240
Gillette, 372, 376
Glassdoor, 314
Glo Skin Beauty, 341
GoFundMe, 496
Gold Violin, 159
Goldman Sachs, 282, 493, 508, 521
Google, 23, 27, 41, 47, 62, 74, 88, 

97, 112, 119, 130, 142, 174, 
204–205, 212, 279, 313, 348, 
371, 385–386, 402, 408, 411, 
417–418, 456, 494, 522

Grant Thornton, 204
Gulf Oil, 22

H
H&R Block, 92, 280
Habitat for Humanity, 4, 7, 123, 238
Habitat ReStore, 8, 123
Haney’s Appledale Farm, 158
Harley-Davidson, 252, 363
Harry’s, 376
Harvard University, 48, 142, 276
Hasboro Inc., 353
Herbalife, 147, 380
Hershey’s, 245, 248, 258, 353, 543
Hewlett-Packard, 85, 112, 186, 252, 

283
Hillerich & Bradsby Company Inc., 109
Hilton, 149
H.J. Heinz, 3, 178
Holiday Inn, 92
Home Depot, 8, 60, 124, 173, 180, 238, 

313, 403, 405, 422
Honda, 4, 84
The Honest Company, 382
Honeywell, 316
Hoover, 335
Hostess, 544
Howard University, 44–45
HSBC Finance Corporation, 507
Hyatt Hotels Corporation, 285
Hyundai, 84

I
IBM, 93, 95, 121, 160, 186, 190, 212, 

219–220, 244, 246, 252, 280, 
285, 350, 372, 382, 405, 521

Icelandic Provisions, 345
IKEA, 373
Illycaffé, 38
Industrious Office, 320
Instagram, 303, 413
Intel, 186, 219, 241, 313
International Bank for Reconstruction 

and Development, 90
International Finance Corporation, 90
Isuzu Motors, 94
iTunes, 371

J
JAB Holdings Company, 203
JCPenney, 147, 182
J.D. Power & Associates, 256
J.F. Hillerich & Son, 109
Jiffy Lube, 156
John Deere, 81, 341
Johnson & Johnson, 178, 212, 214
JPMorgan Chase, 422, 495

K
Kaiser Permanente, 183, 286
Kaplan, 286
Kayak.com, 420
Kellogg’s, 260, 339, 372
Kelly Services, 286
Keurig Green Mountain Coffee, 203
KFC, 178
Kickstarter, 147, 350, 496
Kindred Nursing and Rehabilitation 

Center, 256
King Arthur Flour, 275
KPMG, 437–438, 440
Kraft, 414
Kroger Co., 212, 244, 321, 388
Kylie Cosmetics, 372

L
La Poste, 10
TheLadders.com, 302
Lancome Cosmetics, 243
LegalZoom.com, 126
LEGO, 350
Lenovo, 85, 88, 338
Leukemia & Lymphoma Society, 

123, 354
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Levi Strauss and Co., 23, 142
Lexus, 352
LifeSpring Nutrition, 159
Limited Stores Inc., 403
LinkedIn, 94, 194, 301, 303, 350, 

408, 411
Litespeet TISL, 240
L.L. Bean, 337
Lockheed Martin, 130, 258
Lord & Taylor, 548
L’Oréal, 347–348
Los Angeles Rams, 129
Louisville Slugger, 109
Lowe’s, 142
Lyft, 41, 320, 404

M
M&M’s, 7, 273, 419
M-Pesa, 79
McDonald’s, 23, 74–75, 92, 96, 121, 

142, 146, 174, 204, 211, 231, 
240, 251, 254–255, 307, 316, 
364, 372, 543

McKinsey, 25
Macy’s, 379, 382, 406, 482
Maersk, 244
Mamma Chia, 366
Marketing Mentor, 149
Marriott International, 25, 352, 412
Mars, Inc., 96, 340, 343
Martin Marietta, 130
Mary Kay, 111, 147, 160
MasterCard, 62, 482, 488
Matsushita, 95
Mattel, 112, 338
Mayfield Robotics, 365
Maytag, 285
Memorial Herman Sugar Land 

Hospital, 256
Mercedes, 372
Merck, 223
Merrill Lynch, 404, 483, 492–493, 521
Microsoft, 23, 47, 142, 271, 442,  

450–451, 454–465, 521–522
MicroSolutions, 12
Mitsubishi, 88, 95
Mobile, 482
ModCloth, 131
Momentum Group, 256
Monster.com, 302
Morgan, Lewis & Bockius LLP, 116
Morgan Stanley, 493, 521
Mrs. Fields Famous Brands LLC, 129
MTV, 74, 414

N
Namasté Solar, 281
NASCAR, 349
National Aeronautics and Space 

Administration (NASA), 23, 
123, 216

National Basketball Association 
(NBA), 146

National Football League (NFL), 
37, 109

National Public Ratio (NPR), 4
National Retail Federation, 282
Necco Wafers, 153
Nespresso, 382
Nest Labs, 130
Nestlé, 95, 210–211, 244
Netflix, 179, 204, 377, 404, 419
Network Solutions, 113
New Belgium Brewing (NBB), 60, 160, 

189, 248
New England Patriots, 129
New York Jets, 129
Next Level Resource Partners, 384
Nielsen Marketing Research, 405
Nike, 212, 253, 353, 365, 378, 386, 

412, 414
Nintendo, 93, 371
Nissan, 60
Nordstrom, 204, 243, 337
NVIDIA Corp., 353

O
Ocean Spray, 129
Oculus Rift, 148
Office Depot, 546
Open Door Labs Inc., 154
Oracle, 142, 160, 275
Orbitz, 420

P
Pandora, 43, 347
Patagonia, 274, 286
PayPal, 421
PBS, 418–419
Pennzoil, 391
PepsiCo, 74, 92, 174, 177, 209, 216, 370
Petco, 375
Philip Morris, 119
Philips, 54
Pinterest, 414
Pitney Bowes, 551
Pixar, 521
Pizza Hut, 74

PlayStation, 128
Plenty Grocery & Deli, 147
Porch.com, 142
Priceline, 419–420
PricewaterhouseCoopers, 284, 286, 

437–438, 440
Primark, 84
Procter & Gamble, 5, 119, 121, 124–125, 

142, 179, 364, 386, 403, 519
Propel Electric Bikes, 110
Prosper, 496
Prudential, 219
Prudential Securities, 241
Publix Super Markets, 121, 212

Q
Quaker Foods, 209
Qualcomm, 94

R
RadioShack, 544
Rainforest Alliance, 24
Raleigh, 343
Ralph Lauren, 383
RE/MAX, 308
Rebecca Ray Designs, 177
Red Lobster’s, 337
REI, 129, 340
Rich Duncan Construction, 154
Ritz-Carlton, 6, 239, 336, 410
Rodan + Fields, 311
Rolls-Royce, 341
Royal Dutch/Shell Group, 95
Rubrik, 190

S
Safaricom, 79
Safeway, 212, 372
Saks Fifth Avenue, 351, 482
SamplingLab, 366
Sam’s Clubs, 375
Samsung, 43, 74, 88, 204, 241, 416, 

515
SAP, 286
Sara Lee, 372
Schweppes, 83
Sears, 379, 406
Sears Holding Corp, 191
Seattle Seahawks, 37, 129
See’s Candies, 3
Semiconductor Manufacturing 

International Corporation, 94
Sephora, 337, 382
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Sesame Workshop, 123
7-Eleven, 214
Shell Oil, 90, 94, 482
Shopify, 22
Siemens, 43, 95
Simply Hired, 302
Singer, 156
Skype, 112, 423
Snap Inc., 410
Snapchat, 117, 410–411, 413
Snapper, 242
Social capital, 318
Sony, 74, 88, 93, 119, 128, 280, 

313, 372
Southwest Airlines, 161, 187, 210, 239
Southwest Windpower Inc., 160
SpaceX, 23, 401
Spotify, 74, 347, 521
Square Inc., 417, 480
Sseko Designs, 151
Standard Oil, 22
Staples, 546
Starbucks, 25, 61, 74, 83, 95, 142, 183, 

205, 256, 312–313, 335, 337, 
341, 375, 409, 417

Starwood, 239
State Farm, 491
Sterling Drug, 131
Stitch Fix, 146
Structural Dynamics Research 

Corporation, 23
Sub-Zero, 375
Subway’s, 4, 74–75, 156, 179, 236
Sugar Bowl Bakery, 214
Sun Microsystems, 160
Suzuki, 88
Synthetic Genomics, 94
Sysco, 380

T
Taco Bell, 150
Takata, 48
Taobao, 73
TapInfuence, 407
Target, 388, 422, 482
TDAmeritrade, 493
Tennessee Titans, 129
Tesla, 60, 119, 176, 209, 236, 248, 

344–345, 401
Texas A&M University, 489
3M, 40, 96, 160, 210, 220
TIAA, 54
Tiffany & Co., 83

Timberland, 220
Times Internet, 82
TiVo, 371
Toms Shoes, 55, 143, 146
Toyota, 60, 88, 95, 245, 280, 510
Toys ‘R’ Us, 61
Trader Joe’s, 235, 372, 377
Transparency International, 46
TransUnion, 511
Triple Pte, 383
Tumblr, 412
Tupperware, 111
TurnItIn, 49
Twitter, 96, 188, 194, 236, 303, 348, 

350, 390, 405, 408–410
Tyson Foods, 244

U
Uber, 4, 41, 47, 82, 110, 148–149, 179, 

242, 320, 352, 404
uBreakiFix, 116
UGG Boots, 423
Under Armour, 383, 387
Unilever, 95, 209, 372, 378, 416
Unisys, 382
United Airlines, 482
United Record Pressing LLC, 371
United Services Automobile 

Association (USAA), 276
U.S. Air Force, 48
U.S. Airways, 130
U.S. Army, 211
U.S. Department of Defense, 320
U.S. Navy, 48
U.S. Postal Service, 123, 211, 239, 343
United States Steel Corporation, 22
UPS, 236
United Way, 61, 123
USAJobs, 302

V
Vault.com, 438
Vegetarian Butcher, 249
Verizon, 413, 519
Villy Custom, 243
Vimeo, 404, 413
VIP Moving & Storage LLC, 129
Virgin Atlantic Airways, 142
Viridian Energy, 347
Visa, 45, 482, 488
VM Ware, 286
Vodafone, 79

Volition, 406
Volkswagen, 24, 38, 60, 373
Volvo, 242, 352

W
W. Atlee Burpee and Co., 151
Walgreens, 214, 372, 416
Walmart, 14, 23, 39, 131, 160, 192, 

244, 320, 333, 364, 372, 377, 
379, 403, 405, 412, 451, 510

Walt Disney, 112, 521
Wanelo, 346
Warby Parker, 55, 146, 406
Warner Bros. Home Entertainment, 548
Warner Brothers, 421
Wave Analytics, 350
Waze, 174
Weight Watchers, 340
Wells Fargo, 24, 38, 48, 176, 188, 272, 

490, 495, 543
Wendy’s, 92
Western Electric Company, 276
Westin Hotel, 239
Westinghouse, 125, 308
WeWork, 176, 320–321
Wham-O, 148
Whole Foods, 25, 212–213, 333, 

372, 385
Williams & Sonoma, 286
Wilson Sporting Goods, 109
WorldCom, 52
Wrigley’s, 340
WTSC, 92
Wyndham Hotels and Resorts, 236

X
Xerox, 160, 220, 371

Y
Yahoo!, 73, 412, 518
Yammer, 193
Yelp, 350, 374, 408
Yoplait, 92
YouTube, 43, 74, 205, 404, 407,  

411–413, 422–423
Yum! Brands, 91

Z
Zales Jewelers, 414
Zappos, 189, 192, 204–206, 239, 404
Zoom Systems, 382
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A
Absenteeism, 304
Absolute advantage, 75
Abusive and intimidating behavior, 

43–44
Accessory equipment, 368
Accountability, 210, 551
Accountants, 438–440

private, 438–440
public, 440

Accounting, 438; see also Financial 
statements

bookkeeping vs., 440
data analytics and, 465
equivalent terms in, 448
forensic, 440
GAAP, 438, 447
importance of integrity in, 465–466
job opportunities in, 466
managerial, 441
nature of, 438–443

Accounting cycle, 445–447
Accounting equation, 444–445
Accounting information

external uses, 442–443
internal uses, 441–442
uses of, 440–443

Accounting process, 444–447
accounting cycle, 445–447
accounting equation, 444–445
double-entry bookkeeping, 445
example of steps in, 446–447

Accounting scandals, 439
Accounts payable, 455, 510–511
Accounts receivable, 455, 509
Accrued expenses, 455
Acid test, 463
Acquisition, 130
Active Corps of Executives (ACE), 158
Ad valorem tariff, 80
Administrative managers, 185
Advertising, 385–386

mobile advertisements, 416
online, 386

Advertising campaign, 386
Advertising media, 386
Affirmative action programs, 320
Affordable Care Act, 321
Age Discrimination in Employment 

Act, 306

Agency, 542
Agenda, 193
Agents, 380, 542
Agricultural economy, 20
Airline quality scorecard, 255
Alien corporation, 121
Alliances, 85–90
Alternative dispute resolution methods, 

536–537
arbitration, 536
mediation, 536
mini-trial, 537
private court system, 537

Alternative energy, 59–60
American Bar Association, 120
American Customer Satisfaction 

Index, 374
American economy, 18–25

early economy, 20
entrepreneur’s role in, 22–23
government in, 19, 24
history of, 20–22
importance of, 18–19
industrial revolution, 20–21
manufacturing and marketing 

economies, 21
service and new digital economy, 

21–22
small business in, 144–145
standard of living, 18
tax revenue in, 19

American financial system, 484–496
banking institutions, 487–490
electronic banking, 493–495
Federal Reserve system, 484–485
future of, 495–496
impact of financial crisis  

(2007-2008), 495
monetary policy, 484–487
nonbanking institutions, 490–493

Americans with Disabilities Act 
(ADA), 306

Analytical skills, 186–187
Annual report, 442
Antitrust Improvement Act, 545
Appellate court, 536
Applications (apps), 416–417
Applications for employment, 303
Arbitration, 317, 536
Articles of incorporation, 120
Articles of partnership, 115–116

issues and provisions in, 116
Artificial intelligence (AI), 223
Asia-Pacific Economic Cooperation 

(APEC), 88
Asset utilization ratios, 461–462

inventory turnover, 462
Microsoft example, 461–462
receivables turnover, 461
total asset turnover, 462

Assets, 444
current, 455
fixed assets, 455

Association of Certified Fraud 
Examiners (ACFE), 440

Association of Southeast Asian 
Nations (ASEAN), 89

At will employees, 310
Attitude, 351
Audited financial statements, 442
Authentic leadership, 188
Auto liability insurance, 573
Auto physical damage insurance, 573
Autocratic leaders, 187
Automated clearinghouses (ACHs), 

493
Automated teller machines (ATMs), 

493–494, 565
Automobile industry, 220, 256, 510

B
B corporation certification, 127
Balance of payments, 77
Balance sheet, 452

Microsoft Corporation example, 
456–457

sample balance sheet, 453–455
Balance of trade, 76
Bank loans, 511–512
Bank run, 490
Banking

electronic banking, 493–495
future of, 495–496
impact of financial crisis  

(2007-2008), 495
job opportunities, 496
mobile banking, 475
online banking, 494–495
shadow banking, 495–496

Banking institutions, 487–490
commercial banks, 488
credit unions, 489

Subject Index
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insurance for, 489–490
mutual savings banks, 489
savings and loan associations 

(S&Ls), 488
shadow banking, 495–496

Bankruptcy, 544–545
Bartering, 155, 476
Behavior modification, 283–284
Behavioristic segments, 344
Benchmarking, 256
Benefits, 312–314

fringe benefits, 313
Beta, 518
Biofuel, 94
Bitcoins, 243–244, 417, 483
Blockchain information technology, 

243–244, 483
Blogs, 407, 412
Board of directors, 123, 551
Body language, 83
Bonds, 516–517, 568

types of, 517–518
U.S. corporate bond quotes, 517

Bonuses, 312
Bookkeeping, 440

double-entry bookkeeping, 445
Bottom-up budgets, 441
Boycott, 316
Brainstorming, 191
Brand identity influencers, 407
Brand mark, 371
Brand names, 335
Branding, 371–372

manufacturer brands, 372
private distributor brands, 372
ten most valuable brands, 371

Breach of contract, 542
Brexit, 88
Bribes, 42
Brokerage firms, 492
Budget, 441, 562
Budget deficit, 17
Bullying, 44
Business, 4

business-friendly states, 160
challenges of, 152
digital media in, 403–404
economic foundations of, 8–17
ethical issues in, 41–42
ethics in, 24–25, 40–41
goal, 4–5
marketing and, 353–354
nature of, 4–8
overview of business world, 6

people and activities of, 5–7
reasons for study, 7–8
social responsibility in, 24–25, 38–40

Business analysis, 366
Business conduct, legal pressure for, 

548–549
Business ethics, 25, 38; see 

also Ethical issues; Social 
responsibility

abusive and intimidating behavior, 
43–44

bribery, 42–43
business relationships, 48–49
communications, 48
conflict of interest, 45–46
decisions about, 49–50
factors that influence, 50
fairness and honesty, 47–48
global trust in different industries, 39
improving ethical behavior, 50–52
least corrupt countries, 46
misuse of company resources, 44–45
misuse of company time, 43
organizational misconduct in U.S., 42
recognizing ethical issues, 41–46
responsible business conduct, 548–549
social responsibility and, 38–40, 53–55

Business law, 40, 535, 539–544
agency, 542–543
bankruptcy, 544
business practices and, 544–547
contracts, 541–542
Internet and, 547–548
property, 543–544
torts and fraud, 540
Uniform Commercial Code (UCC), 

539–540
Business ownership, 9

cooperatives, 129
corporations, 119–127
forms of, 110
joint ventures, 128
leveraged buyout, 131
limited liability companies, 128–129
mergers and acquisitions, 130–132
partnerships, 114–118
S corporations, 128
sole proprietorship, 110–114
trends in, 130–132

Business plan, 154
Business practices

laws affecting, 544–547
legal pressure for responsible 

conduct, 549–551

major federal laws, 545
Business products, 368

channels for, 382
Business relationships, 48–49
Business-to-business (B2B) marketing, 

341
Business-to-consumer marketing 

(B2C), 341
The Busy Woman’s Guide to Financial 

Freedom (Bajtelsmit), 577
Buying behavior, 336, 351–352

attitude, 351
culture, 352
learning, 351
motivation, 351
perception, 351
personality, 351
psychological variables, 351
reference groups, 352
social classes, 352
social variables, 352
understanding of, 352

Buzz marketing, 388, 407

C
C Corporations, 119
Cafeteria benefit plans, 314
CAN-SPAM Act of 2004, 547
Canada, 86
Capacity, 244
Capacity planning, 244–245
Capital, 8
Capital budgeting, 513

assessing risk, 513–514
pricing long-term money, 513–516
project selection, 513
qualitative assessment of risk, 514

Capital in excess of par, 518
Capitalism (free enterprise), 9–10, 11

laissez-faire capitalism, 11
Cartel, 82
Cash flow, 441

personal cash flow statement, 
559–561

Cash from financing activities, 459
Cash from investing activities, 459
Cash from operating activities, 457
Cash management, 506–509

commercial certificates of deposit 
(CDs), 508

eurodollar market, 508–509
investing idle cash, 507–508
short-term investments for, 507

Celebrity endorsements, 386
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Celler-Kefauver Act, 545
Centralized organization, 211
Certificates of deposit (CDs), 481, 

568
Certified fraud examiners (CFEs), 440
Certified management accountants 

(CMAs), 440
Certified public accountant (CPA), 

438, 465
Chapter 7, 11 and 13 bankruptcy, 

544–545
Chartering the corporation, 120
Check, 479, 481
Check Clearing for the 21st Century 

Act (Check 21 Act), 497
Check clearing, 487
Checking account, 479
Chief executive officer (CEO), 5, 123, 

181
CEO compensation, 124, 182–183, 

275, 282
Chief financial officer (CFO), 181
Chief operations officer (COO), 181
Chief privacy officer (CPO), 181
Children’s Online Privacy Protection 

Act (COPPA), 546–549
China, 76, 89, 253, 374
CIBERs (Centers for International 

Business Education and 
Research), 96

Civil law, 535
Civil Rights Act of 1964, 306
Classical theory of motivation, 

275–276
Classroom training, 307
Clayton Act, 545–546
Click-through rate (CTR), 418
Cloud computing, 221
Codes of ethics, 50–51, 550
Collateral, 155, 488, 570
Collective bargaining, 315–316
Collective bargaining process, 315
Commercial banks, 488
Commercial certificates of deposit 

(CDs), 508
Commercial paper, 508
Commercialization, 366–367
Commission, 311
Committees, 218
Common Market, 87
Common stock, 124, 518
Communications

customer relationships, 341
digital media, 404

e-mail, 224
ethical concerns in, 48
flow of, 222
formal and informal, 221–223
improving effectiveness of, 223–224
monitoring of, 223
in organizations, 220–224

Communism, 9–10
Community relations, 61
Company, 120
Comparative advantage, 75
Compensation, 311–314

benefits, 312–314
financial compensation, 311–312

Competition, 9, 13
invisible hand of, 11
monopolistic competition, 14
nature of, 13–14
pure competition, 14

Compliance, steps to, 549
Component parts, 368
Compound returns, 566
Compressed workweek, 286
Compulsory arbitration, 317
Computer-assisted design (CAD), 246
Computer-assisted manufacturing 

(CAM), 246
Computer-integrated manufacturing 

(CIM), 247
Concentration approach, 343
Conceptual skills, 186
Conciliation, 317
Conflict of interest, 45–46
Conglomerate merger, 131
Consumer bill of rights, 57
Consumer Financial Protection Bureau, 

490, 538, 551
Consumer-generated marketing

applications and widgets, 416–417
blogs and wikis, 412
digital media and, 409–417
media sharing, 413–414
mobile marketing, 414–416
social networks, 409–412

Consumer Goods Pricing Act, 545
Consumer Price Index (CPI), 18
Consumer Product Safety Commission 

(CPSC), 538–539
Consumer products, 367

channels for, 381–382
Consumer relations, 57
Consumer Reports, 374
Consumerism, 57
Contingency planning, 178

Continuous manufacturing 
organizations, 246

Contract, 541
Contract manufacturing, 93
Controlling, 180
Convenience products, 367
Cooperatives (co-op), 129
Copyright, 543
Corporate charter, 121
Corporate citizenship, 53
Corporate raider, 131
Corporations, 119–127

advantages of, 125–126
B corporation certification, 127
Board of Directors, 123–124
competitiveness of, 160–161
creation of, 120–121
disadvantages of, 126–127
disclosure of information, 127
double taxation, 126, 128
ease of transfer of ownership, 125
elements of, 123–124
employee-owner separation, 127
expansion potential, 126
external sources of funds, 126
forming of, 126
limited liability, 125
Model Business Corporation Act, 

120
perpetual life, 125–126
private corporation, 121
S corporations, 128
stock ownership, 124–125
types of, 121–123

Corruption Perceptions Index (CPI), 46
Cost of goods sold, 448
Cost-of-living escalator (COLA), 316
Counterfeit goods, 423, 544
Counterfeiting, 478
Countertrade agreements, 91
Coupon rate, 517
Coupon usage, 389
Court system

appellate court, 536
jurisdiction, 535
resolution of disputes, 535–536
states supporting business, 541
trial court, 536

Coworking, 320
Credit CARD (Card Accountability 

Responsibility and Disclosure) 
Act of 2009, 482

Credit card fraud, 483
Credit cards, 481–482

Final PDF to printer



fer88367_sidx_608-626.indd 611 11/15/18  12:44 PM

 Subject Index 611

use and abuse of, 564–565
Credit controls, 486
Credit line, 564
Credit union, 489
Credit usage (personal), 563–564
Credits, 445
Criminal law, 535
Crisis management, 178
Critical path, 254
Crowdfunding, 147
Crowdsourcing, 419
Cryptocurrency, 244, 483
Cuba, 81
Cultural behavioral differences, 84
Cultural differences, 83
Culture, 352
Currency, 476
Current assets, 455, 506

accounts receivable, 509
cash, 506–509
management of, 506–510
optimizing inventory, 510

Current liabilities, 455
accounts payable, 455, 510–511
bank loans, 511–512
management of, 510–512
nonbank liabilities, 512

Current ratio, 463
Customer departmentalization, 210
Customer-driven marketing, 364, 366
Customer relationship management 

(CRM), 341, 355
Customization, 243
Cybersecurity, 475

D
Data analytics, 465
Data privacy, 401
Debit card, 482–483
Debits, 445
Debt financing, 155–156, 516
Debt to total assets ratio, 463
Debt utilization ratios, 463–464

debt to total assets, 463
Microsoft example, 463–464
times interest earned, 464

Decentralized organization, 211
Decision making, 190–193

analyzing options, 191
decision situation, 190–191
developing options, 191
implementing decision, 192
monitoring consequences, 193
in partnerships, 116–117

selecting best option, 191–192
steps in, 190

Decline stage, 370
Deductible, 573
Default risk, 567
Defined benefit plans, 571
Defined contribution plan, 571
Deflation, 15, 477
Degree of centralization, 211–212
Delegation of authority, 210–211
Demand, 12
Demand curve, 12
Demand deposit, 479
Democratic leaders, 187
Demographic trends, small business, 

159
Demographics, 344
Departmentalization, 208–210

customer, 208, 210
functional, 208–209
geographic, 208–210
product, 208–209

Depository insurance, 487
Depreciation, 451
Depression, 16
Development, 307
Diagonal communication, 222
Digital Advertising Alliance (DAA), 421
Digital communication, growth and 

benefits of, 402–403
Digital economy, 21
Digital marketing, 402

apps and widgets, 416–417
characteristics of, 402
job opportunities, 424
legal and social issues, 419–423
mobile marketing, 414–416
online monitoring and analytics, 

418–419
social networks, 408–412

Digital media, 402
in business, 403–404
consumer-generated marketing, 

409–412
consumers and preferences, 419
distribution considerations, 406–407
impact on marketing, 423
legal and social issues in, 419–423
marketing mix and, 404–407
online monitoring and analytics, 

418–419
pricing and, 407
product considerations, 406
promotion considerations, 407

social media marketing, 408–409
Digital Millennium Copyright Act, 546
Diluted earnings per share, 464
Direct investment, 94
Direct marketing, 379
Direct selling, 147, 379
Directing, 179
Disability insurance, 575
Discount rate, 486
Discounts, 377
Dispute resolution, 316–317, 535–537
Distribution, 7, 346
Distribution strategy, 377–384

business products, 382
consumer products, 381–382
digital media and, 406–407
intensity of market coverage, 

382–383
marketing channels, 378–380
marketing strategy and, 384
materials handling, 384
physical distribution, 383–384
supply chain management, 380–381
transportation, 383
warehousing, 383–384

Diversified firms, 490–491
Diversity, 25, 57, 183, 317

benefits of, 318–320
characteristics of, 318
diversity recruiting, 184
HRM and workforce diversity, 

317–320
importance of, 317–318
in senior management, 509

Diversity recruiting, 184
Dividend yield, 519
Dividends, 119, 124, 452

world’s biggest payers, 120
Dividends per share, 464–465
Do Not Call Implementation Act, 546
Dodd-Frank Wall Street Reform and 

Consumer Protection Act, 40, 
52, 439, 488–489, 495, 546, 549, 
551

Domestic corporation, 121
Double-entry bookkeeping, 444–445
Double taxation, 126, 128
Dow Jones Industrial Average (DJIA), 

505, 523–525
Downsizing, 160, 174, 310
Downstream, 249
Downward communication, 222
Drones, 247, 250, 338
Dumping, 81
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E
E-business, 402
E-commerce, 22, 73, 415
E-mail, 224
Earnings before interest and taxes 

(EBIT), 449
Earnings per share, 449, 464
Economic contraction, 15
Economic cycles, 15–17

expansion and contraction, 15–16
productivity and, 15–17

Economic development, 78
Economic expansion, 15
Economic indicators, 17
Economic order quantity (EOQ) 

model, 252
Economic systems, 8–11

capitalism, 10–11
communism, 9–10
comparison of, 9
free-enterprise, 11–12
mixed economies, 11
socialism, 10

Economic trade barriers, 77–78
economic development, 78
exchange rates, 78

Economic trends
marketing environment, 353
small business and, 159–160

Economics, 8
Economy; see also American economy

measures of, 16–17
U.S. GDP, 16

Egalitarianism, 10
Electronic banking, 493–495

automated clearinghouses, 494
automated teller machines, 493–494
online banking, 494–495

Electronic funds transfer (ETF), 493, 
507

Electronic markets, 523
Embargo, 81
Employee assistance program (EAP), 

313
Employee empowerment, 189–190
Employee feedback, 223–224
Employee morale, 273
Employee motivation; see also 

Motivational strategies
classical theory, 274–276
equity theory, 281–282
expectancy theory, 283
goal-setting theory, 283
Hawthorne Studies, 276

Herzberg’s two-factor theory, 
278–279

historical perspectives on, 274–276
McGregor’s Theory X and Theory Y, 

279–280
Maslow’s hierarchy of needs, 

276–278
theories of, 276–283
Theory Z, 280–281

Employee-owner separation, 
corporations, 127

Employee performance assessment, 
308–309

Employee relations, 56
Employee stock ownership plans 

(ESOPs), 127, 312
Employees

compensation of, 311–314
how to retain, 274
recruiting and selecting, 301–305
trends in workforce management, 

320–321
unionized employees, 314–317

Employer retirement plans, 571
Employment, 9, 19
Enron scandal, 439
Entrepreneurs, 22, 142; see also 

Small business
job opportunities as, 132, 161
role of, 22–23
traits of successful, 149

Entrepreneurship, 142
nature of, 142–143
small business and, 142–143

Environmental issues
alternative energy, 59–60
pollution, 58–59
response to, 60–61

Environmental protection, 58–59
Environmental Protection Agency 

(EPA), 59, 160, 538–539
Equal Employment Opportunity 

Commission (EEOC), 306, 538
Equal Pay Act, 306
Equilibrium price, 13
Equity financing, 154–155, 516
Equity theory, 281–282
ESOPs (employee stock ownership 

plans), 127, 312
Estate plan, 576
Estate planning, 575–577

estate taxes, 577
wills, 576
women’s special concerns, 576–577

Estate taxes, 577
Esteem needs, 277
Ethical behavior, improving of, 50–52
Ethical issues, 41

abusive/intimidating behavior, 43–44
barriers to trade, 78–79
bribery, 42–43
in business, 41–42
conflict of interest, 45–46
decisions about, 49–50
fairness and honesty, 47–49
misuse of company resources, 44–45
misuse of company time, 43

Ethics; see also Business ethics
codes of ethics, 50–51
compliance and, 549
integrity in accounting, 466
legal pressure for responsible 

conduct, 548–551
role in business, 24–25, 40–41
world’s most ethical companies, 54

Ethics Resource Center, 44, 549
Eurodollar market, 508–509
Euronext, 522–523
European Commission, 47
European Community, 87
European Union (EU), 78, 80, 87, 

421, 442
Even/odd pricing, 377
Exchange, 324, 476
Exchange controls, 81
Exchange rates, 78
Exchange relationship, 324–325
Exclusive distribution, 383
Executive compensation, 124, 182–183, 

275, 282
Exit interview, 310
Expectancy theory, 283
Expenses, 451
Export agent, 91
Exporting, 75, 90–91

top exporting countries, 91
Express warranty, 540
External uses of accounting 

information, 442–443
Extrinsic rewards, 273

F
Facilities planning, 245–246

layout, 245–246
location, 245
technology, 246–248

Factor, 512
Factors of production, 8–9
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Failure rate, small business, 152–153
Fair Credit Reporting Act, 547
Fair Labor Association, 223
Fair Packaging and Labeling Act, 545
Fairness, 47
Family roles, 83–84
Federal Aviation Administration 

(FAA), 538
Federal Bankruptcy Court, 536
Federal Bureau of Investigation, 282, 

440, 494
Federal Communications Commission 

(FCC), 538
Federal Deposit Insurance 

Corporation (FDIC), 489
Federal Emergency Management 

Agency (FEMA), 178
Federal Energy Regulatory 

Commission (FERC), 538
Federal Highway Administration 

(FHA), 538
Federal Reserve Board, 24, 49, 439, 

476, 479, 484, 495
responsibilities of, 485

Federal Reserve system, 484–487, 508, 
526

check clearing, 487
depository insurance, 487
monetary policy, 485–487
regulating money supply tools, 485
regulatory functions, 487

Federal Savings and Loan Insurance 
Corporation (FSLIC), 489

Federal Sentencing Guidelines for 
Organizations (FSGO), 548–549

Federal Trade Commission (FTC), 11, 
40, 419–420, 537, 538–539, 548

Bureau of Consumer protection, 57
online marketing, 421

Federal Trade Commission Act, 11, 
545

Federal Trademark Dilution Act, 546
Fee-for-service, 575
Feedback, 223–224, 309
Fiat money, 476
Finance, 7, 476
Finance charges, 564
Finance companies, 493
Financial Accounting Standards  

Board, 438
Financial bubbles, 525
Financial compensation, 311–312
Financial crisis of 2007-2008, impact 

of, 495

Financial incentives, 275
Financial management, 506

current assets, 506–510
current liabilities, 510–512
employment in, 526
fixed assets, 512–516
investment banking, 520–521
long-term liabilities, 516–518
owners’ equity, 518–520
securities market, 522–526

Financial managers, 185
Financial planning process, 557
Financial resources (capital), 8, 154
Financial Services Modernization Act 

(Gramm-Leach-Bliley Bill), 488
Financial Stability Oversight Council, 

551
Financial statements, 447–459

balance sheet, 452–457
income statement, 448–452
personal financial statements, 

557–561
ratio analysis, 459–465
statement of cash flows, 457–459

Financial system; see also American 
financial system

banking institutions, 487–490
electronic banking, 493–496
money in, 476–483
nonbanking institutions, 490–493

Financing, 336
debt, 155–156
equity, 154–155
with long-term liabilities, 516–518
with owners’ equity, 518–520

Finished-goods inventory, 251
First Amendment, 48
First-line managers, 184
501(c)(3) organization, 123
Fixed assets, 512

long-term assets, 455, 512–513
management of, 512–516

Fixed-position layout, 246
Fixed tariff, 80
Flat organizations, 213
Flexibility of small business, 112, 150
Flexible manufacturing, 247
Flexible scheduling strategies, 285–287
Flextime, 285
Floating-rate bonds, 518
Focus of small business, 150
Food and Drug Administration (FDA), 

47–48, 176, 367, 538–539
Foreclosure, 569

Foreign corporation, 121
Foreign Corrupt Practices Act, 42
Forensic accounting, 440
Forest Stewardship Council, 60
Formal communication, 221–222

types of, 222
Four P’s of marketing, 344–348
Franchise, 156

fastest growing, 157
top 10 global franchises, 92

Franchisee, 92, 156
Franchiser, 92, 156
Franchising, 92, 156

advantages of, 156–157
short-comings of, 157

Fraud, 540
Free-enterprise, 10–11

basic individual and business rights, 
11–12

Free-market system, 10
Free-rein leaders, 187
Fringe benefits, 313
Functional departmentalization, 209

G
General Agreement on Tariffs and 

Trade (GATT), 85
General Data Protection Regulation 

(GDPR) privacy law, 88
General merchandise retailers, 379
General partnership, 115
Generally accepted accounting 

principles (GAAP), 438, 447
Generation Y, 159
Generation Z, 286
Generic products, 372
Geographic segments, 344
Geographical departmentalization, 209
Gig economy, 149, 320
Givebacks, 316
Glass Steagall Act (1929), 488
Global Business Ethics Survey, 42, 51
Global strategy (globalization), 96
Global Supplier Code of Conduct, 

259–260
Globalization. see International 

business
Goal-setting theory, 283
Goals, 176
Good, 344
Goodwill, 444, 455
Google Analytics, 418–419
Government, in American economy, 

19, 24
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Government regulation
public corporations, 127
sole proprietorship, 112

Grading, 336
Grapevine, 221–222
Great Depression, 16, 21, 85, 476, 

489–490
Great Recession, 16
Greece, 442
Green initiatives, 62, 248, 313, 417
Gross domestic product (GDP), 16, 

18–19
Gross income, 451
Gross profit, 449
Groups, 217

role in organizations, 217–218
teams vs., 218

Growth management, 153, 206
Growth stage, 370

H
Handshake deal, 541
Hawthorne studies, 274–276
Headhunters, 302
Health insurance, 574–575
Health maintenance organizations 

(HMOs), 575
Herzberg’s two-factor theory,  

278–279
High technology, 148
High-yield bonds, 518
Hispanic consumers, 342–343
Holacracy management, 192, 206
Home equity loans, 488
Home purchase, 568–570
Homeowners insurance, 574
Honesty, 47
Horizontal communication, 222
Horizontal merger, 130
Housing bubble, 525
Human relations, 272

morale, 273
nature of, 272–274

Human relations skills, 186–187
Human resource needs, planning for, 

300–301
Human resources, 8, 300
Human resources management 

(HRM), 300
assessing performance, 308–309
compensation, 311–314
employee retention, 274
job opportunities in, 289, 322
legal issues in, 305–307

nature of, 300
planning for, 300–301
recruiting and, 301–303
selection of employees, 303–305
training and development, 307–308
trends in, 320–322
turnover, 309–311
unionized employees, 314–317
workforce diversity, 317–320

Human resources managers, 185
The Human Side of Enterprise 

(McGregor), 279
Hygiene factors, 278, 311

I
Idea development, 365–366

new idea screening, 366
Identity theft, 421–422, 475
Implied warranty, 540
Import tariff, 80
Importing, 76, 90–91
Inbound logistics, 250
Income statement, 448–451

Microsoft Corp. consolidated 
statement, 450

sample income statement, 449
Income statement accounts, temporary 

nature of, 452
Incorporators, 120
Indenture, 516
Independence of small business, 

149–150
Individual income tax statistics, 19
Individual retirement account  

(IRA), 491–492, 566,  
571–572

Industrial revolution, 20–21, 339
Industrial services, 368
Industrialized nations, 78
Inflation, 15, 18
Inflation risk, 567
Infomercials, 387
Informal communication, 221–222
Informal organization, 221
Information systems, marketing 

research and, 348–351
Information technology, 402
Information technology (IT) 

managers, 185
Infrastructure, 78
Initial public offering (IPO), 122,  

520
Innovation, small business and, 

145–146

Inputs, 237
uniformity of, 240

Inside directors, 124
Insider trading, 46
Insourcing, 93
Inspection, 258–259
Institute of Management Accountants, 

440
Insurance, 573–575

automobile insurance, 573
disability insurance, 575
health insurance, 574–575
homeowners/renters insurance, 574
life insurance, 574

Insurance companies, 491
Intangible products, 236
Intangible property, 543
Integrated marketing 

communications, 385
Intellectual property, 543
Intellectual property theft, 422–423
The Intelligent Investor (Graham), 3
Intensive distribution, 382
Intercontinental Exchange (ICE), 523
Interest, 511, 569
Intermittent organizations, 246
Internal Revenue Service (IRS), 118, 

211, 440–441, 447
Internal uses of accounting information, 

441–442
International Association of Privacy 

Professionals, 181
International business, 74

balance of trade, 76–77
contract manufacturing, 93
direct investment, 94–95
exporting and importing, 90–91
job opportunities in, 97
joint ventures and alliances, 94
licensing and franchising, 92–93
offshoring, 93–94
organizational involvement in,  

90–95
outsourcing, 93
role of, 74–77
trade between countries, 75–76
trading companies, 92
why nations trade, 75

International business strategies,  
96–97

development of, 96
managing challenges of, 96–97

International Development 
Association, 90
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International Financial Reporting 
Standards, 447

International Franchise Association, 156
International Monetary Fund (IMF), 

90, 442
International Organization for 

Standardization (ISO), 242, 
257–258

International Renewable Energy 
Industry, 62

International trade barriers, 77–85
economic barriers, 77–78
economic development, 78
ethical, legal, and political barriers, 

78–79
exchange rates, 78
laws and regulation, 79–80
political barriers, 81–83
social and cultural barriers, 83–85
tariffs and trade restrictions, 80–81
technological barriers, 85

Internet, legal and regulatory issues, 
547–548

Internet bubble, 525
Internet marketing; see also Digital 

marketing; Digital media
identity theft and fraud, 421–422
intellectual property theft, 422–423
legal and social issues, 419–423
privacy and, 420–421

Interstate Commerce Commission 
(ICC), 538

Interview, 303–304
Intimidating behavior, 43–44
Intranets, 221
Intrapreneurs, 161
Intrinsic rewards, 273
Introductory stage, 369
Inventory, 251, 510
Inventory control, 251
Inventory management, 251–253
Inventory turnover, 462
Investment banker, 493
Investment banking, 521–522
Investment plan (personal), 566–567

home purchase, 568–570
investment choices, 568–570
short- vs. long-term investments, 

567–568
Invisible hand of competition, 11
ISO 9000, 258
ISO 14000, 258
ISO 14001, 245
ISO 19600, 258

J
Job analysis, 301
Job creation, small business and, 

144–145
Job description, 301
Job design, 284–288
Job enlargement, 285
Job enrichment, 285
Job opportunities

in accounting, 466
banking or finance, 496
in business changing world, 27
in business ethics/social 

responsibility, 62
digital marketer, 424
as entrepreneur, 132, 161
in financial management, 526
in global business, 97
human resources, 289, 322
management, 194
marketing, 355, 392
in motivating employees, 289
operations management, 260
organization culture and structure, 

225
in small business, 132, 161

Job rotation, 284–285
Job sharing, 286–287
Job specification, 301
Joint ventures, 94, 128
Journal, 447
Junk bonds, 518
Jurisdiction, 535
Just-in-time (JIT) inventory 

management, 252

K
Kenya, 79
Key performance indicators (KPIs), 

418

L
Labeling, 373
Labor, 8, 240–241
Labor contract, 315
Labor tactics, unionized employees, 

316
Labor unions, 56, 314
Laissez-faire capitalism, 11
Lanham Act, 545
Law, sources of, 535
Law of agency, 542–543
Law of bankruptcy, 544

Law of contracts, 541–542
Law of property, 543–544
Law of torts and frauds, 540
Lawsuit, 535
Leadership, 187–190

requirements for successful, 187
Leadership in Energy and 

Environmental Design (LEED), 
248

Lean In (Sandberg), 299
Learning, 351
Leasing, 512–513
Ledger, 447
Legal and regulatory environment; see 

also Business law
alternative dispute resolution 

methods, 536–537
barriers to trade, 78–79
courts and dispute resolution, 

535–537
Internet marketing, 419–423
Internet and privacy, 547–548
marketing environment and, 353
recruitment and selection process, 

305–308
regulatory administrative agencies, 

537–539
responsible business conduct, 

548–551
sources of law, 535

Less-developed countries (LDCs), 78, 
94

Leveraged buyout (LBO), 131
Liabilities, 444, 455
Licensee, 92
Licensing, 92
Licensor, 92
Life insurance, 574
LIFFE (London International Financial 

Futures Exchange), 523
Limited liability company (LLC), 128
Limited partnership, 115
Line-and-staff structure, 214–215
Line of credit, 155, 511
Line structure, 214–215
Liquidity, 455
Liquidity ratios, 462

current ratio, 463
Microsoft example, 463
quick ratio, 463

Liquidity risk, 567
Living will, 576
Location-based networks, 416
Lockbox, 507
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Lockout, 316
Logistics, 250, 383
London Interbank Offer Rate (LIBOR), 

511
Long-term (fixed) assets, 512–513
Long-term goals, 561
Long-term liabilities, 516

bonds, 516–518
financing with, 516–519

Long-term money, pricing of,  
513–516

M
McGregor’s Theory X and Theory Y, 

279–280
Magnuson-Moss Warranty (FTC) 

Act, 545
Major equipment, 368
Malcolm Baldridge National Quality 

Award, 256
Managed care, 575
Management, 6, 174

areas of, 184–185
controlling, 180
directing, 179–180
first-line managers, 184
functions of, 175–180
importance of, 174–175
job opportunities, 194
levels of, 181–184
middle management, 183–184
organizing, 179
planning and, 175–179
in practice, 193–194
span of, 212–213
top management, 181–183
types of, 181–185

Management by objectives  
(MBO), 283

Management tactics, unionized 
employees, 316–317

Managerial accounting, 441
Managerial inexperience/incompetence, 

153
Managers, 174

administrative managers, 185
analytical skills, 186
conceptual skills, 186
financial managers, 185
first-line managers, 184
global marketplace, 96
human resources managers, 185–187
information technology (IT) 

managers, 185

marketing managers, 185
middle managers, 183
production and operations 

managers, 185
salaries of, 194
skills needed by, 185–187
small-business managers, help for, 

157–158
technical expertise, 186
top managers, 181

Manufacturer brands, 372
Manufacturing, 236

flexible manufacturing, 247
labor required, 240–241
measurement of productivity, 241
nature and consumption of output, 

239–240
small business and, 148
sustainability and, 248
uniformity of inputs/output, 240

Manufacturing economy, 21
Maquiladoras, 86–87
Market, 341
Market coverage, intensity of,  

382–383
Market orientation, 340–341
Market performance, measuring  

of, 523
Market segment, 342
Market segmentation, 342

bases for, 344
Market value, 518
Marketable securities, 507
Marketing, 6, 334; see also Digital 

marketing
creating value with, 336–337
digital media’s impact, 423
exchange relationship, 334–335
four P’s of, 7
functions of, 336
importance to business/society, 

353–354
jobs in, 355, 392
nature of, 334–335
social media marketing, 408–409
viral marketing, 413

Marketing analytics, 350
Marketing channels, 378

consumer products, 381
Marketing concept, 337–339

evolution of, 339–341
market orientation, 340–341
product orientation, 339
sales orientation, 339–340

Marketing economy, 21
Marketing environment, 352–353

competitive and economic forces, 
353

marketing mix and, 354
political, legal, and regulatory 

forces, 353
social forces, 353
technological forces, 353

Marketing managers, 185, 392
Marketing mix, 7, 344–345, 364; see 

also Product strategy
development of, 344–348
digital media and, 404–409
distribution, 346–347
marketing environment and, 354
price, 345–346
product, 344–345
promotion, 347–348

Marketing research, 336, 348
information systems and, 348–349
online research, 349–351

Marketing strategy, 341, 364
development of, 341–343
distribution in, 346–347, 384
importance of, 391
market segmentation approaches, 

343–344
marketing mix, 344–345
price, 345–346
promotion, 347–348
target market, 341–343

Maslow’s hierarchy of needs, 
276–278

esteem needs, 277–278
physiological needs, 277
security needs, 277
self-actualization needs, 278
social needs, 277

Mass marketing, 342
Master budgets, 441
Master limited partnership (MLP), 115
Materials handling, 384
Materials-requirements planning 

(MRP), 253
Matrix structure, 216–217
Maturity stage, 370
Media sharing, 413–414
Mediation, 317, 536
Mentoring, 307
Merchant wholesalers, 380
Merger mania, 131
Mergers, 130–131

largest of all time, 130
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Mexico, 86–87
Microentrepreneur, 143, 144, 320
Middle managers, 183
Middlemen, 378
Millennials, 159, 286
The Millionaire Next Door (Stanley and 

Danko), 562
Mini-trial, 537
Mission, 175–176
Mission statement, 176
Misuse of company resources, 44–46
Misuse of company time, 43
Mixed economies, 11
Mobile advertisements, 416
Mobile applications (apps), 416
Mobile banking, 475
Mobile marketing, 414–416
Mobile marketing tools, 415–416
Mobile payments, 417
Mobile websites, 416
Model Business Corporation Act, 120
Modular design, 242
Monetary policy, 485–486
Money, 476

acceptability of, 477
certificates of deposit (CDs), 481
characteristics of, 477–479
credit cards, 481–482
debit card, 482–483
as difficult to counterfeit, 478–479
divisibility of, 477
durability of, 478
in financial system, 476–483
functions of, 476–477
as measure of value, 476–477
as medium of exchange, 476
money market accounts, 481
portability of, 477–478
pricing long-term money, 513–516
savings accounts, 481
stability of, 478
as store of value, 477
types of, 479–483

Money market accounts, 481
Money market fund, 492
Monopolistic competition, 14
Monopoly, 14, 547
Morale, 273
Mortgage, 155, 569
Motivation, 272, 351; see also 

Employee motivation
buying behavior, 351
buying behavior and, 351
classic theory of, 274–276

Hawthorne studies, 276
process of, 273

Motivation process, 273
Motivation theories

equity theory, 281–292
expectancy theory, 283
goal-setting theory, 283
Herzberg’s two-factor theory, 

278–279
McGregor’s Theory X and Theory Y, 

279–280
Maslow’s hierarchy of needs, 

276–278
Theory Z, 280–281

Motivational factors, 279
Motivational strategies

behavior modification, 283–284
flexible scheduling, 285–287
importance of, 288
job design, 284–287
job enlargement, 285
job enrichment, 285
job rotation, 284–285

Multidivisional structure, 216
Multimedia messages, 415
Multinational corporation  

(MNC), 95
Multinational strategy, 96
Multisegment approach, 343–344
Museum of Failure (Los Angeles),  

367
Mutual fund, 492, 568
Mutual savings banks, 489
Myers-Briggs Type Indicator Test, 

304–305
Mystery shoppers, 348

N
Narrow span of management, 212
NASDAQ market, 522
National Alliance of Businessmen, 62
National Business Ethics Survey 

(NBES), 48, 51
National Credit Union 

Administration (NCUA), 489
National Fraud Center, 421
National Labor Relations Act of 

1935, 321
National Student Loan Data System, 

565
Natural resources, 8
Net income, 449, 451
Networking, 158, 193
New issue, 520

New product development, 364–367
business analysis, 366
commercialization, 366–367
idea development, 365–366
new idea screening, 366
product development process, 365
test marketing, 366

New York Stock Exchange (NYSE), 
141, 522–524

Niche marketing, 343
Nonbank liabilities, 512
Nonbanking institutions, 490–493

brokerage firms, 492–493
diversified firms, 490–491
finance companies, 493
insurance companies, 491
investment banks, 492–493
mutual funds, 492
pension funds, 491–492

Nonprofit corporations, 123
Nonprofit organizations, 4–5, 24
North American Free Trade 

Agreement (NAFTA), 86
NOW (Negotiable Order of 

Withdrawal) account, 481
Nutrition Labeling and Education 

Act, 546

O
Objectives, 176
Occupational Information Network, 

301
Occupational Safety and Health 

Administration (OSHA),  
56, 538

Office of Financial Research, 551
Offshoring, 93
Oligopoly, 14
Omni-channel retailing, 407
On-the-job training, 307
Online advertising, 386
Online banking, 494–495
Online fraud, 421–422
Online marketing research, 349–351
Online monitoring and analytics, 

418–419
Online retailing, 22
Online surveys, 350
OPEC (Organization of Petroleum 

Exporting Countries), 82
Open economy, 18
Open market operations, 486
Operational plans, 178
Operations, 6, 236
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Operations management (OM), 236
job opportunities in, 260
labor required, 240–241
measurement of productivity, 241
nature of, 236
nature and consumption of output, 

239–240
in service businesses, 238–239
supply chain management and, 

259–260
transformation process, 237–238
uniformity of inputs/outputs, 240

Operations processes
blockchain, 243–244
customization, 243
designing of, 242–244
modular design, 242–243
standardization, 242

Operations systems
designing processes, 242–244
planning and designing, 241
product planning, 241–242

Organizational chart, 206
Organizational culture, 204–205
Organizational layers, 213–214
Organizational misconduct in the U.S., 

42
Organizational structure, 204

assigning responsibility, 210–214
assigning tasks, 207–210
centralized organizations, 211
decentralized organizations,  

211–212
developing, 205–206
forms of, 214–216
line-and-staff structure, 214–215
line structure, 214
matrix structure, 216–217
multidivisional structure, 216

Organizations
committees, 218
communication within, 220–224
groups and teams, 217–220
task forces, 218–219

Organizing, 179
Orientation, 307
Outbound logistics, 250
Outputs, 237

nature and consumption of, 239–240
uniformity of, 240

Outside directors, 124
Outsourcing, 75, 93, 253–254
Over-the-counter (OTC) market, 523
Overcentralization, 211

Overspecialization, 207
Owners, social responsibility issues 

and, 56
Owners’ equity, 444, 455–457

financing with, 518–519

P
Packaging, 372–373
Par value of a stock, 518
Participative decision making, 189
Partnership capital, 115
Partnerships, 114–118

advantages of, 115–117
articles of partnership, 115
availability of capital and credit, 

115–116
business responsibility, 117
combined knowledge and skills, 116
decision making, 116–117
disadvantages of, 117–118
distribution of profits, 118
ease of organization, 115
keys to success, 114
life of, 117–118
limited sources of funds, 118
regulatory controls, 117
taxation of, 118
types of, 115
unlimited liability, 117

Patent laws, 14
Patents, 543
Patient Protection and Affordable Care 

Act, 575
Penetration price, 377
Pension funds, 491
People for the Ethical Treatment of 

Animals (PETA), 387
Per capita income, 18
Per share data, 464

dividends per share, 464
earnings per share, 464
Microsoft example, 464–465

Perception, 351
Performance assessment, 308–309
Permanent insurance, 574
Personal balance sheet, 557–559
Personal financial planning, 557

balance sheet, 557–559
budgeting, 562–563
cash flow statement, 559–561
credit management, 563–566
estate planning, 575–577
financial health evaluation, 557–561
home purchase, 568–570

insurance needs, 573–575
retirement planning, 571–572
review and adjustments, 577
savings and investment plan, 

566–570
short- and long-term goals, 561

Personal net worth, 557–558
Personal property, 543
Personal selling, 387
Personality, 351
Personality tests, 304–305
Personnel management, 300; see also 

Human resources management 
(HRM)

PERT technique, 254–255
Phishing, 421
Photo sharing sites, 413–414
Physical distribution, 383–384

logistics, 383
materials handling, 384
transportation, 383
warehousing, 383–384

Physiological needs, 277
Picketing, 316
Plagiarism, 49
Planning, 175

capacity, 244–245
contingency planning, 178
facilities, 245–246
human resources needs, 300–301
materials-requirements planning 

(MRP), 253
operations systems, 241–243
product, 241–242
strategic and tactical plans, 177

Plans, 177
Podcasts, 414
Poison pill, 131
Political barriers

marketing environment, 353
to international trade, 78–79, 81–83

Pollution, 58
Posting, 447
Power of attorney, 542
Preemptive right, 125
Preferred provider organizations 

(PPOs), 575
Preferred stock, 124, 518
Price, 345

equilibrium, 13
marketing mix, 345–346

Price discounting, 377
Price risk, 567
Price skimming, 377
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Pricing objectives, 376
Pricing strategy, 375–377

digital media and, 407
discounting, 377
new products, 376–377
objectives, 376
psychological pricing, 377
reference pricing, 377

Primary data, 348
Primary market, 493, 520
Prime rate, 511
Principal, 511, 542, 569
Privacy, 420–421, 547
Privacy Act, 547
Private accountants, 440
Private corporation, 121
Private court system, 537
Private distributor brands, 372
Process layout, 246
Processed materials, 368
Procurement, 249, 251
Product, 4, 9; see also New product 

development
calculating value of, 376
digital marketing and, 406

Product classification, 367–368
business products, 368
consumer products, 367
convenience products, 367
shopping products, 368
specialty products, 368

Product departmentalization, 209
Product development. see New product 

development
Product development process, 365
Product-development teams, 219
Product identification, 371–374

branding, 371–372
labeling, 373
packaging, 372–373
product quality, 373–374

Product labeling, 373
Product layout, 246
Product liability, 540
Product life cycle, 368–371

decline stage, 370–371
growth stage, 370
introductory stage, 369
maturity stage, 370–371

Product line, 368
Product management, 7
Product mix, 368
Product orientation, 339
Product planning, 241–242

Product quality, 373–374
Product strategy, 364–367; see also 

New product development
classifying products, 367–368
identifying products, 371–374
product life cycle, 368–371
product line and mix, 368

Production, 236
Production and operations managers, 

185
Productivity

economic cycles and, 15–17
measurement of, 241

Profit, 4, 9, 451
Profit and loss (P&L) statement, 448
Profit margin, 460
Profit sharing, 312
Profitability ratios, 460–461

Microsoft example, 460–461
profit margin, 460
return on assets, 461
return on equity, 461

Program Evaluation and Review 
Technique (PERT), 254–255

Project organization, 246
Project selection, capital budgeting 

and, 513
Project teams, 219
Promotion, 7, 309, 347
Promotion mix, 385–389
Promotion strategies, 384–391

advertising, 385–387
digital media and, 407
objectives of, 390–391
personal selling, 387
promotion mix, 385
publicity, 387–388
push or pull, 389–390
sales promotion, 388–389

Promotional positioning, 391
Property law, 543–544
Protective tariffs, 80
Proxy, 125
Psychographic segments, 344
Psychological pricing, 377
Psychological variables of buying 

behavior, 351
Public accountants, 438–440
Public Company Accounting  

Oversight Board (PCAOB),  
438, 466

Public corporation, 121, 127
Public relations, 388
Publicity, 387–388

Pull strategy, 390
Purchasing, 251
Pure competition, 14
Push strategy, 389

Q
QR scanning app, 416
Quality, 373–374
Quality-assurance teams (or quality 

circles), 219–220
Quality circles, 219
Quality control, 256
Quality management, 255–259

inspection, 258–259
ISO standards, 257–258
sampling, 259
TQM approach to, 256

Quasi-public corporations, 123
Quick ratio, 463
Quota, 81

R
Radio frequency identification (RFID), 

252, 510
Ratio analysis, 459, 460–466

asset utilization ratios, 461–462
debt utilization ratios, 463–464
liquidity ratios, 462–463
per share data, 464–465
profitability ratios, 460–461

Raw materials, 368
Raw materials inventory, 251
Real property, 543
Receivables turnover, 461
Recession, 15
Recruiting, 301–305

internal/external sources, 301
legal issues in, 305–307
nontraditional methods, 302

Recycling, 60
Reference checking, 304–305
Reference groups, 352
Reference pricing, 377
Regulatory administrative agencies, 

537–539
major agencies, 538

Reinforcement theory, 284
Renters insurance, 574
Reputation, 151
Reserve requirements, 486
Responsibility, 210
Restructure, 216
Retailers, 159, 378, 379
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Retailing
omni-channel retailing, 407
small business and, 146–147

Retained earnings, 518
Retirement planning, 571–572
Return on assets, 461
Return on equity, 461
Return on investment (ROI), 461
Revenue, 448–449
Reward cards, 482
Rewards, 275
Right-size, 160
Right to be heard, 57
Right to be informed, 57
Right to choose, 57
Right to Financial Privacy Act, 547
Right to safety, 57
Risk assessment, 513, 567

qualitative assessment, 514
Risk taking, 336
Robinson-Patman Act, 545
Robots, 247
Roth IRA, 492, 572
Routing, 254

S
S corporation, 119, 128
Salary, 311
Sales agreements, 539–540
Sales orientation, 339–340
Sales promotion, 388–389
Sampling, 259
Sarbanes-Oxley Act, 123, 439, 466, 

546, 549, 550–551
major provisions of, 550

Savings accounts, 481, 568
Savings goals, investment choice and, 

566–570
Savings and loan associations 

(S&Ls), 488
Savings plan, 566–567
Scheduling, 254
Secondary data, 349
Secondary market, 493, 520
Secured bonds, 517
Secured loans, 511
Securities and Exchange Commission 

(SEC), 45, 52, 127, 438, 453, 
465, 538, 549

Securities markets, 522–526
measuring performance, 523–526
over-the-counter market, 523
stock markets, 522–523

Security needs, 277

Selection, 303
Selection process, 303–305

application, 303
interview, 303–304
legal issues in, 305–307
reference checking, 304–305
testing, 304

Selective distribution, 382
Self-actualization needs, 278
Self-directed work team (SDWT), 

220
Selling, 336

direct selling, 147, 379
personal selling, 387

Separations, 310
Serial bonds, 517
Service, 344
Service Corps of Retired Executives 

(SCORE), 158
Service economy, 21
Services

characteristics of, 238
labor required, 240–241
measurement of productivity, 241
nature and consumption of output, 

239–240
operations management in, 238–239
small business and, 148
uniformity of inputs/output, 240

Shadow banking, 495–496
Shareholders, 119
Sharing economy, 41, 148
Shark repellant, 131
Sherman Antitrust Act, 544, 545–546
Shopping products, 368
Short- vs. long-term investments, 

567–568
Short-term goals, 561
Short-term investments for cash, 507
Small business, 142, 143

approaches to starting, 156–157
business plan, 154
buying existing business, 156
costs of, 150
debt financing, 155–156
defined, 143–144
demographic trends, 159
economic trends, 159–160
entrepreneurship and, 142–143
equity financing, 154–155
failure rate of, 152
financial resources, 154–156
forms of ownership, 154
franchising, 156–157

future of, 159–160
industries that attract, 146–149
innovation and, 145–146
job creation, 144–145
jobs in, 132, 161
manufacturing, 148
retailing, 146–147
role in economy, 144–146
services, 148
sharing economy, 149–150
starting, 153–159
technological trends, 159–160
technology, 148
wholesaling, 147–148

Small Business Administration 
(SBA), 113, 144, 154–155, 
157–158, 444

Small Business Development Centers 
(SBDCs), 158

Small Business Institutes (SBIs), 158
Small business managers, help for, 

157–159
Small business ownership

advantages of, 149–151
costs, 150
disadvantages of, 151–153
failure rate, 152–153
flexibility, 150
focus, 150
inability to cope with growth, 153
independence, 149–150
managerial inexperience or 

incompetence, 153
reputation, 151
stress levels, 151–152
undercapitalization, 152–153

Smartphones, mobile app 
activities, 415

SMS messages, 415
Social classes, 352
Social and cultural barriers

international trade, 83–85
marketing environment, 353

Social entrepreneurs, 143
Social entrepreneurship, 55
Social media, 193, 402

finding employees via, 411
social networks, 409–412
use by platforms, 405

Social media marketing, 385, 408–409
Social needs, 277
Social networks, 350, 409

Facebook, 409–410
LinkedIn, 411–412
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Snapchat, 410–411
Twitter, 410
YouTube, 411

Social responsibility, 24–25, 39
alternative energy, 59–60
arguments for/against, 55
business ethics and, 38–40
community relations, 61
consumer likelihood to address, 59
consumer relations, 57
corporate citizenship, 53
employee relations, 56–57
environmental issues, 60–61
issues of, 56–62
nature of, 53–55
owners/stockholders relations, 56
pollution, 58–59
stages (requirements) of, 53
sustainability issues, 58–60
timeline of, 40
unemployment, 61–62

Social roles, 352
Social Security, 492, 494, 571–572
Social variables of buying 

behavior, 352
Socialism, 9–10
Soft benefits, 314
Sole proprietorship, 110–114

advantages, 111–113
closing the business, 113
disadvantages of, 113–114
distribution and use of profits, 112
ease and cost of formation, 111–112
flexibility and control, 112
government regulation, 112
lack of continuity, 113–114
lack of qualified employees, 114
limited skills, 113
limited source of funds, 113
secrecy, 112
taxation, 112, 114
unlimited liability, 113

Span of control, 212–213
Span of management, 212–213
Specialization, 207, 275
Specialty products, 368
Staffing, 174
Stakeholders, 5
Standard & Poor’s Composite 

Index, 523
Standard of living, 18
Standardization, 242
Statement of cash flows, 457

Microsoft example, 458–459

personal cash flow statement, 
559–561

Statistical process control, 257
Stock, 119, 568
Stock markets, 522–523

measuring performance, 523–526
over-the-counter market, 523

Stock ownership, corporations, 124
Stock quote, 519
Stockholders, 119

social responsibility issues and, 56
Storing, 336
Stranded assets, 453
Strategic alliance, 94
Strategic plans, 177
Stress, 151–152
Strikebreakers, 316
Strikes, 316
Structure, 205; see also Organizational 

structure
Student Loan Certainty Act, 565
Student loans, 565–566
Subchapter S Corporation, 128
Supplies, 368
Supply, 12
Supply chain management, 7, 235, 

249–251, 346
blockchain and, 244
economic order quantity model, 252
inventory management, 251–253
just-in-time inventory management, 

252–253
material-requirements planning, 253
operations and, 259–260
outsourcing, 253–254
procurement, 251
routing and scheduling, 254

Supply chain managers, 260
Supply curve, 12
Supply and demand, 12–13
Susan G. Komen Breast Cancer 

Foundation, 353
Sustainability, 58, 515

manufacturing and, 248
Switzerland, 478
Symbolic/prestige pricing, 377

T
T-bills, 508
Tactical plans, 177
Tall organizations, 213
Tangible products, 236
Tangible property, 543
Target market, 341–342

Tariffs, 80–82
Task forces, 218
Tasks

assignment of, 207–210
departmentalization, 208–210
specialization, 207

Tax Cut and Jobs Act of 2017, 451, 460
Tax revenue, 19
Taxation

corporations, 126
double taxation, 126
partnerships, 118
sole proprietorship, 112, 114

Teams, 189, 217, 219–220
groups vs., 218
product development teams, 219
project teams, 219
quality-assurance teams, 219–220
role in organizations, 217–218
self-directed work teams, 220
virtual teams, 218

Technical expertise, 186
Technological barriers

marketing environment, 353
to international trade, 85

Technological trends, small business 
and, 159–160

Technology
small business, 148
transformation process, 246

Telecommuting, 287
Telephone Consumer Protection 

Act, 546
Tender offer, 131
Tennessee Valley Authority, 11
Term insurance, 574
Test marketing, 366–367
Testing, 304
Theft, 47
Theory X, 279–281
Theory Y, 280–281
Theory Z, 280–281
Theory Z--How American Business Can 

Meet the Japanese Challenge 
(Ouchi), 280

Third-party logistics, 250
360-degree feedback system, 309
Thrifts, 488
Time deposits, 481
Times interest earned ratio, 464
Title VII of the Civil Rights Act, 306
Top-down master budgets, 441
Top managers, 181
Tort, 540
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Total asset turnover, 462
Total-market approach, 342
Total quality management (TQM), 256
Trade; see also International trade 

barriers
between countries, 75–76
reasons for, 75

Trade agreements, alliances, and 
organizations, 85–90

Asia-Pacific Economic Corporation 
(APEC), 88–89

Association of Southeast Asian 
Nations (ASEAN), 89–90

European Union (EU), 87–88
General Agreement on Tariffs and 

Trade (GATT), 85–86
International Monetary Fund, 90
North American Free Trade 

Agreement (NAFTA), 86–87
United States-Mexico-Canada 

Agreement (USMCA), 86–87
World Bank, 90

Trade balance, 18
Trade credit, 155, 511
Trade deficit, 76, 77
Trade dress, 543
Trade restrictions, 80–81
Trademark, 372, 543
Trademark Counterfeiting Act, 546
Trademark Law Revision Act, 546
Trading company, 92
Training, 307
Transaction balances, 506
Transfer, 309
Transformation process, 237–238
Transportation, 336, 383
Treasury bills (T-bills), 486, 508
Trial balance, 447
Trial court, 536
Turnover, 309–311

U
Undercapitalization, 152
Unemployment, 15, 61–62

Unemployment rate, 15, 18
Uniform Commercial Code (UCC), 

539, 541
express warranty, 540
implied warranty, 540
sales agreements, 539–540

Uniform Partnership Act, 114
Uniformity of inputs, 240
Uniformity of output, 240
Unionized employees

collective bargaining, 315–316
labor tactics, 316
management of, 314–317
management tactics, 316
resolving disputes, 316–317

U.S. Bureau of Labor Statistics, 312
U.S. Census Bureau, 317
U.S. Chamber of Commerce’s Institute 

for Legal Reform, 540
U.S. Department of Commerce, 24, 

96, 157
U.S. Department of Education, 566
U.S. Department of Energy, 160
U.S. Department of Labor, 306
U.S. Mint, 479
U.S. Patent and Trademark Office,  

372, 543
U.S. Treasury Department, 526

Bureau of the Public Debt, 17
United States-Mexico-Canada 

Agreement (USMCA), 86–87
Unsecured bonds, 517
Unsecured loans, 511
Upstream, 249
Upward communication, 222
Uruguay Round (1988-1994), 85

V
Value, 336

money as measure/store of,  
476–477

Venezuela, 82, 483
Venture capitalists, 146, 155
Vertical merger, 130

Vietnam, 89
Viral marketing, 413
Virtual teams, 218
Virtual testing, 349
Voluntary agreement, 541

W
Wage/salary survey, 311
Wages, 311
Warehouse managers, 260
Warehousing, 383–384
The Wealth of Nations (Smith), 11, 

207
Wheeler-Lea Act, 545
Whistleblowing, 51–52, 549, 551
White knight, 131
Wholesalers, 380
Wholesaling, small business and, 

147–148
Wide span of management, 212
Widgets, 416–417
Wikis, 412
Will, 576
Work-in-process inventory, 251
Worker productivity, 18
Workforce development, 307–311

performance assessment, 308–309
training and development, 307–308
turnover, 309–310

Workforce diversity, 317–320
affirmative action, 320
benefits of, 318–320
characteristics of, 317–318
importance of, 317–318
top 10 companies for, 319

Working capital management, 506
Working group, 218
World Bank, 90
World Trade Organization (WTO), 

85
Worldcom scandal, 439

Z
Zimbabwe, 477 
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