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1. STARTING A BUSINESS

You Decide To Start a Business

Suppose you want to start a business of
your own. You decide to open an art
supply shop. You have worked in an art
supply store for several years, sO you
know alotaboutart supplies. Youare also
agood artist. Youcan sell your own paint-
ings and drawings in your store.

Figure 10-1 A Small Business,

MARKET EC

a Neighborhood Shop

BUSINESS AND
INVESTMENT IN A

ONOMY

Owningabusiness yourself wouldgive
you a lot of satisfaction. You like to work
hard, and you feel sure you can succeed.

vou like the idea of being your own
boss, making all the decisions about the
way to run your business. And since the
business will be all yours, the profits will
be all yours, also.

« A business owned by one person
is called a sole proprietorship.
The owner is called the sole pro-
prietor, O simply the proprietor.

—
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Figure 10-2 Banks Loan Money to Qualified Borrowers

You make a list of what you will need
to get started:

e ashop

¢ shop fixtures: display shelves,
counter, cash register

e inventory—supplies to sell, in this
case, art supplies

Since you plan to run the store your-
self, you won't need to hire employees.

Finding Investment Capital

Next, W“‘* mon:

vou hadn’t expected it to be so much.
You've been saving for quite some time,
but you only have $5,000.

Loans and Collateral

vou decide to get a loarn. Your credit
rating is good, 80 surely the bank will
agree to loan you $5,000.

«J'm starting an art supply business,”
you explain to the bank loan officer. “I've

ey yowllneed to rent a shop and fixtures,
pay utilities, and buy your inventory-

You figure it will take about three
months before you will be earning
enough profit to pay your monthly ex-
penses. You will need investment capital
of $10,000 to get started and run the
business for three months.’
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saved $0,00U,
more to get started.”

«What collateral do you have?” the
loan officer asks.
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The only thing you own is your cat,
but it is old. The bank will loan you on-
ly $1,000 on your car.

«This isn’t a personal loan,” you ex-
plain. “It's for my business. 11l be making
profits s00D- I'm sure 1 can repay the
loan.”

«Even for business loans we must have
collateral,” the loan officer says: “As the
sole owner of yourbusiness,you are com-
pletely liable for all the business’s debts.
A loan to your business is the same asa
personal loan as far as the bank is con-
cerned.”

Other Ways of Raising Investment Capital

“Perhaps a relative might give you a
loan,” the loan officer suggests. “Qr, you
could consider getting abusiness partner.

“Maybe youknow someone who would
be willing t0 help finance your business

.1, exchange for & share of your profits.”

chares the profits of the business and the
Jability for all its debts.

«However, you could choose t0 havea
limited partnership. A limited partner
invests money in the business and shares
its profits but has little if any decision-
making power. The limited partner is
not liable for all the debts of the busi-
ness. If the business fails, the limited
partner will lose only the amount of
money invested.”

Now you have a choice. You canl geta
personal loan from a friend or relative, OT
you can find someone willing to invest
in your business {n exchange for a share
of your profifs. '

-
2. KINDS OF BUSINESSES

Sole Proprietorships

geven out of every ten businesses in
the United States are sole proprietor-
ships. Almost one-fourth of all business
profits are earned DY sole proprieto’r-
ships. However, 1ess than $6 out of every
$100 in sales are made by sole Pro-
prietorships. '

- Asole proprietorship {s not necessari-
ly run by the owner. In fact, this type of
business may have many employees.
However, sole proprietorships tend to

“] don't k1o v interested  be small. ;
inrunninganart supply store g youreply ;

«Besides, 1 want to run this business in
my own way.”

«There are different kinds of partner-
ships,” the loan officer explains. “You can

arrange your business any way you want..

«p a general partnership, each part-
ner helps finance the business-and shares
in decision making. Each partner also

“Some 1yP le pro-
prietorships are—

o Professional offices, such as doc-
tors, dentists, and lawyers

. Services-producingbusinesses,sucl
as beauticians, laundry and dn
cleaning, plumbers, insurance an
real-estate brokers, and small co!
struction companies '
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o Small retail stores, such as grocery
stores, florists, and gift shops

The owner of a sole proprietorship has
the total responsibility for decision mak-
ing as well as for the debts of the busi-
ness. If the business does well, the owner
gets all the profits. If the business fails,
the owner can lose the business as well as
personal possessions to pay off business
debts. The failure rate for sole propri-
etorships is very high.

Partnerships

Only about one in ten of all businesses
in the United States are partnerships.
Partnerships account for less than $4 out
of every $100 in business sales.

Partnerships include many of the
same types of businesses as sole propri-
etorships. Professionals, such as doctors,
lawyers, and accountants, frequently form
partnerships.

Most partnerships are small busi-
nesses that require small amounts of in-
vestment capital.

Corporations

Many businesses require larger
amounts of investment capital than most
sole proprietorships or partnerships
have.

In order to get investment capital, a
business must have a large number of
investors. This is the major reason why
businesses incorporate, that is, form cor-
porations.

o A corporation is a business organi-
zation that is owned by a group of
investors, called its stockholders.
However, the law treats a corpora-
Hon as if it were a separate indi-
vidual.

The biggest businesses in the United
States are all corporations.

Hetor, OF
rietor.

Figure 10-3 Three Types of Business Ownership

—
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\Who Runs Corporations?

3. HOW CORPORATIONS
WORK Corporations are run by a board of
, directors chosen by the corporation’s
Incorporating: Beginning a owners, or stockholders. The board de-
Corporation cides— '
o What to produce

A corporation is a much more formal
organization than a sole proprietorship
or a partnership. People who want to
form a corporation must apply for a li-
cense, called a charter, from their state

How to produce it

o How much to produce

How to use the corporation’s profits
How much to pay stockholders in

government. In some states a charter dividends
costs a few hundred dollars. In other The board also—
states, it costs several thousand dollars.
The cost of incorporating is one reason o Hires managers and other person-
many individuals choose to operate their nel and appoints a chief executive
businesses as sole proprietorships or officer (CEO). In many corpora-
partnerships. tions the CEO is also the compaiy
A charter establishes a corporation asa president. In other corporations, the
Jegal entity. This means that a corpora- CEO and the president are separate
tion is treated as an individual in the eyes officers.
of the law. : o, . .
A corporation can do all of the follow- 4 (?01‘]_)01?&’(1011 s CE(,) Iareop onsible for
ing things: ceirrymg out the b(?ﬂl‘d s pollc}es anc'! run-
ning the corporation on a daily basis.
e Own property Figure 10-4 is a general pictui'e of
e Make contracts how corporations are organized.

e Sell stocks and issue bonds

o Hire workers

o Produce and sell products

o Make a profit

e Pay taxes ‘

e Sue others or be sued in a court of
Jlaw

o Stockholders provide investment
capital for the corporation.

e The board of directors makes the
basic decisions about how the cor-
poration is to operate.

o Corporate officers, including the

CEO, are in charge of carrying out

3

A corporation may continue to exist tire-boardie-policias :

even after its founders die or when its e Vice presidentshead the major divi-

directors or managers change. sions within the company. They re-
About onein every five American busi- port to the company CEO.

Lesses is a corporation. However, COrpo- + Department heads are responsible

rations are responsible for more than $90 to the vice presidents.

out of every $100 in sales in the United e Tach department head supervises

States and receive almost three-fourths employees who do the day-to-day
of all profits. work of the company.
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of Directors

Department Heads

Figure 10-4 Organization of a Corporation

Figure 10-5 shows five of the largest
corporations in the United States in a
recent year and the total sales of each in

billions of dollars.

Corporation Total Sales

investment Capital for
a Corporation

operating a corporation
takes MONEY: This money is called capi-

Raising

Starting and
tal. Corporations may raise capital from
jnvestors by—

o Borrow'mg money, which the com-

pany will then repay to investors

General Motors $TZ5 ifton
Exxon $105 billion
Ford Motor Co. $98 billion
IBM $69 billion
General Electric $58 billion

Figure 10-5 Corporations with Highest
Sales

;N'l'[h interest. W% on’s
promise to repay the loan is called
a bond.

gelling shares of ownership in a

company- These shares are called

stock.
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Bonds
Corporations
investors by selling bonds.

can borrow money from

Investors buy corporate bonds (bonds
issued by @ corporation] in order to make
a profit by earning interest on their in-

vestment. Buying 2 corporate bond does
jnvestor an owner of the

wever. The bond repre-
sents aloan to the corporation, not a pur-
chase of a share of ownership.

Stocks J
ise capital by sell-

Corporations alsoT1a
P ¢ ownership called stock.

chares of owner-
ghip in 2 corporation are called S}.la“.a-
Kholders. A corporation 18
d by all of its stockholders.
receive stock certificates
many shares of the com-

gell their shares if

1h

M OIl-

ish. If 2 corporation goes out of
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they don’t have t0 know anything about
running the businesses. They invest to

make a profit.
Part of the company’s profits are paid
to stockholders as dividends.

Also, if a business does well, the val-

ue of its stock may go up- Stockholders

may then sell their shares for a profit.
Corporations sell two different kinds

of stocks:

e Common stock, and
o Preferred stock

Stockholders who hold corrlmon
stock—

o Invest money in the company

« Vote for the board of directors who
run the corporation

e In some cases, yote on major
cies of the corporation

o May receive dividends, although
dividends on common stock are
not guaranteed

poli-

Stockholders who hold preferred
stock—

o Tnvest money in the company, just
1ike holders of common stock

Stockholdters are gomething like lim-
a partnership. Even

though stockholders own a corporation,

84

s Usually have no voice 1D TOnmng
the corporation

o Are guaranteed to receive divi-
dends from the corporation’s profits
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4. INVESTING

Suppose you have some extra money
that you don’t need for day-to-day €x-
penses. vouwd like this money to earn a
profit for you. Perhaps it’s time to learn
about investing.

You have heard that stocks and bonds
are sold by brokers. Soyou g0 to the office
of a brokerage firm that you choose from
the list of Stock and Bond Brokers in the
Yellow Pages.

“I’ 1 e O ] e
stocks,” you explainto Ms. Ray, one of the
brokers. “I have some exira money, an

ou, “comt

robab
anies gell

Know,” Ms. Ray tells

stocks and bonds to

ital, We usually call

.o operating © s
raise OP ponds gecurities. Bro-

these gtocks

i ke
Keorage firms
ties to investor Jike ourself.

«wThere ate

TS sell these securi-

thousands of corporations
4 bonds to investors.

gtoC S v
Eat ?ie:iof . orations 1ist their stocks
08

1792. 1t's lo

“ ! obabW
You've & hange.lt‘sthe Jargest stock

York gtock BXC

0
exchange 11 N
]

e
cated o wall Street in New
there 18 the American

on ONe of the stock exchanges-

heard of the New

rd. It was started in

York Clt};' o, The United States also
Stock ¥ jonal stock exchanges:
bas 1075 ¢ firms mustbe members ofa
“Brokers ip order to soll the securi-
StOCk. o exchange. Qur firm is a
tos List® New York Stock Exchange
membe” (:L merical stock Exchange.
¢ ‘i alsi 1 all OVET the country trade se-
.B.m ’ ir customers on these stock
writes otimes we do business by
exlc ha;gn firms guch as ours have
telep

e, bl
or Jines directly to the New York

change: .
St(iz]; ?\{Ne alsosell securities that are not
e stock gxchange. Often new

1'd like it to earn as much as it can.” Listed OB any ' o
«well, the stock market might be a comP anies OF gmall compaI]l&les seW Seclﬁ
good idea for you,” Ms. Ray says. “Let me Hes di ectly fhrough bro Bli. e ca
explain how it works.” his the @ I,the.cmmter ¥n'aI et.
wyhen you buy securities, you get a
soceipt that shows the value of the bond
P
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Figure 10-6 The New York Stock Exchange

or how many shares of stock you have
bought. This receipt is called a security.
That's how stocks and bonds came to be
called securities.” ‘

Bonds

«How would securities earn money for

Stocks

«What about stocks?” you ask.

«Gtocks earn money in two different
ways,” explains Ms. Ray. “They pay divi-
dends, and they may be sold at a higher
price than you bought them. Let me ex-
plain each way to you.” :

“Lets start with bonds,” says Ms. Ray.
“If you buy bonds, you earn a fixed rate
of interest every year for the life of the
bond. Then when the bond matures, you
get your original investment back plus
the last interest payment.

If you buy a five year, $1,000 bond,
you'll earn interest for five years and have
your $1,000 back at the end of that time.”

B“'l l

“First, corporations pay dividends
based on their profits. Most corpora-
tions pay dividends four times a year. It’s
called the quarterly dividend. Others
pay dividends once or twice a year. If a
corporation is not doing well, it might
not pay any dividend at all.”
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SUSINGSS AND WESTMENT IN A MARKET ECONOMY
10.
Selling Stock ChoosingBWuhlch Stocks or

«But the income from dividends i BondS to buy . ,
not the main reason people invest in the «pgow do 1 choc?se which com];;iny S
stock market. The value of your stocks  gtocks orbondslmlghtwantto buy?” you
may go up. If you buy stock today for $20 gk, , )
a share and that stock’s value goes up to wpiest of all” Ms, Ray answers, “you

$25 a share by the time you want to sell it,
you've made a profit of $5 for every share
of stock that you own. This kind of profit
is sometimes called a capital gain.

“However, stock prices don’t always
go up. Sometimes they go down. If the
value of your stocks is lower when youare
ready to sell than it was when you bought
those stocks, you'll take a loss.

«Stock prices go up and down depend-
ing on how many shares are for sale and
how much investors are willing to pay for
the shares. If a corporation is stable and
earning a profit, many investors may be
interested in buying its stock. We call
these stocks blue chip stocks.

“If investors lose confidence in a coI*
poration, they may deci deto sell theshares
they own in that corporation. This can
drive the stock’s price down.”

Speculation

“Some investors specialize in taking
chances buying stocks at low prices and
selling them when the price goes up. This

is called speculation. Butitis impossible

to know for sure exactly when a stock

i
)g:.
8

T
i

Price wittgonp——oreven aill.gQli]p at
all. So speculators can lose money as well
as make money.

“Stocks don’t always earn money for
the investor. Sometimes investors lose
money. That’s why you should never put
money into stocks unless you can afford
to lose that money,” Ms. Ray explains.
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should choose acorporation that’sin good
ghape. For bonds, look for a
ost rate. You also need to think
ng you want to tie your

about hs: %ﬁa’? Irslleans that you need to
Jook at the bond’s maturity date. Bonds
Jly comé in large units—$1,000,
usu(?()o or $10,000. 1f you have a smaller
i}sxioun,tto nvest, thenbonds mi chtnotbe

for‘};?u'ou’re interested in stocks, it de-
endsyoﬂ whether you want income OT
Jong-term growth of your investment. For
.Ongme Jook fora corporation that’s been
2 ,good dividends. For growth of
paymignvestment, look for a corporation
t}?;fhas a record of growth. You might
Le whose stock price 18 low

ChOOSe 0 ]
a]jslpared to what it has been recently.
c

Mutual Funds
wyou have another option,” Ms. Ray
«you could invest in a mutual

continues:
fund.

“p mutual fund is really a special kind
mpany that buys stock in other com-
allows many investors to pool
their m0neY to invest in a variety of cor-
poraﬁons. gome mutual funds invest 1n

ponds; others invest in stocks.”
1)

anies. It
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Tax-Free Investments

“If you were in a high income tax matter how low the prices go- A crash is
bracket,I'd suggestthatyoumightwantto the result of loss of confidence in: the
consider tax-free investments,” Ms. Ray value of investments. A stock market
adds. “Forexample, you don’thaveto pay crash isn’t the same thing as a depres-
income tax on the interest you earn on sion. However, the same economic prob-
bonds sold by state and local govern- lems that cause a crash can also bring on
ments. This kind of bond is called a mu- a depression.
nicipal bond. However, the interest rate “Government bonds are the safest be-
on municipal bonds is lower than on cause they are backed by the govern-
corporate bonds. So this may or may not ment. Some state and local government
be an advantage, depending on what per- bonds are also insured. Corporate bonds,
cent of your income you pay in taxes.” are safer than stocks. If a corporation

fails, it must pay its bondholders before
it pays its stockholders.

The Dow-jones |ndUStnal “Stocks are the biggest risk.

Average «well, 'm sure I've told you more
«How can I tell how stocks in general . than you ever wanted to know about the
are doing?” you ask. . stock and bond markets,” Ms. Ray says.
“Have you ever heard of the Dow Jones «Here are some data sheets about a few
Industrial Average?” Ms. Ray asks you. corporations you might be interested in.
A lot of people just call it the Dow.” Give me a call if you decide that buying
«Ygs, 1 hear how much the Dow goes stocks or bonds is the right investment
up ordown on the news every night,” you for you.”

tell Ms. Ray. “I always wondered what
that meant.”

«The Dow is the sum of the closing
prices ofa selected group of typical stocks.
When the Dow goes up, it is a sign that
the market is strong. People are buying
stocks. Investors have confidence in the
market. We call this a bull market. When
the Dow goes down, itis a sign that fewer

Think About it

sople are buying or ind k prices are
dropping. We call that a bear market.
“How safe are securities?” you ask.
«Pye heard people talk about stock mar-
ket crashes and the Great Depression.”
«Safety depends on which securities
you're talking about,” Ms. Ray tells you.
«Gtock markets crash when investors de-

cide to sell large quantities of stocks, no
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