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This book would not have been possible without the aid and support of
my research assistant, James Souvay, and my personal assistant, Alison
Bock. Their tireless dedication to checking facts, locating information,
searching out forms, and copyediting resulted in a reference guide that
everyone can use.

Also, this book would not have been started without the simple words of
Jeffrey Rose, accountant extraordinaire, who said, “John, I think you should
write a book.”  Hey, Jeff, I finally took your advice.  Don’t let it go to your
head.

This book is dedicated to my wife and best friend, Melinda, who put up
with the long hours of work. And it is dedicated to my son, Matthew
(a.k.a. “Mr. Matthew”), who continues to amaze me every day with his
accomplishments.  Someday soon he will snatch the pebble from my hand.

And now a word from our lawyers...

THIS BOOK IS INTENDED TO OFFER GENERAL INFORMA-
TION ON MANY ISSUES PERTINENT TO SMALL BUSINESS
OWNERS. NEITHER SILVER LAKE PUBLLISHING  NOR THE
AUTHOR IS ENGAGED IN OR ATTEMPTING TO RENDER LE-
GAL OR PROFESSIONAL ADVICE OR SERVICES. THOUGH
GREAT CARE HAS BEEN TAKEN TO ASSURE ACCURACY,
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SOME MATERIAL MAY BE AFFECTED BY CHANGES IN LAWS
SINCE THIS BOOK WAS COMPLETED. IF LEGAL OR OTHER
EXPERT ADVICE IS NEEDED OR APPROPRIATE, YOU ARE
ADVISED AND ENCOURAGED TO OBTAIN THE SERVICES OF
A COMPETENT PROFESSIONAL.

THIS CLAUSE LIMITS OUR LIABILITY: THE PUBLISHER AND
AUTHOR HAVE USED THEIR BEST EFFORTS IN PREPARING
THIS BOOK. THE PUBLISHER AND AUTHOR MAKE NO
REPRESENTIONS OR WARRANTIES WITH RESPECT TO THE
ACCURACY OR COMPLETENESS OF THE CONTENTS OF THIS
BOOK AND SPECIFICALLY DISCLAIM ANY IMPLIED WAR-
RANTIES OF MERCHANTABILITY OR FITNESS FOR A PAR-
TICULAR PURPOSE. THERE WARRANTY MAY BE CREATED OR
EXTENDED BY SALES REPRESENTATIVES OR WRITTEN SALES
MATERIALS. THE ACCURACY AND COMPLETENESS OF ITS
CONTENTS ARE NOT GUARANTEED OR WARRANTED TO
PRODUCE A PARTICULAR RESULT  FURTHER, THE ADVICE
AND INFORMATION CONTAINED HEREIN MAY NOT BE SUIT-
ABLE FOR EVERY INDIVIDUAL OR BE APPROPRIATE IN EV-
ERY CIRCUMSTANCE. NEITHER THE PUBLISHER NOR AU-
THOR SHALL BE LIABLE FOR ANY LOSSES OR ANY OTHER
DAMAGES WHETHER SPECIAL, INCIDENTAL OR CONSE-
QUENTIAL.

In other words, if you want the best advice for your situation, spend the
money to retain a good attorney or other competent professional.  Come
on, it’s only a book.

—John Thaler
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Chapter 1

Welcome, Bienvenue, Shalom...

The two most engaging powers of an author
are to make new things familiar, familiar things
new.

—William Makepeace Thackeray

Running a business is never simple. But it can be simplified if you
invest the time to learn the basic elements. If you don’t, owning and oper-
ating your own business will likely become a complex nightmare of un-
foreseen and unresolved problems. I know. As an attorney who special-
izes in dealing with business problems, I have a lot of experience with
complexity. Let me start this chapter with one good example.

On a chilly November afternoon, a couple of guys sat in the office,
the location from which they operated several small businesses. The older
man rested comfortably in the black faux leather recliner. He leaned back
slightly as he looked at his younger partner who was seated across the
desk in a chair normally reserved for clients. They looked at each other
for a few seconds, neither uttering a word.

Then: “The deal looks good,” said the older man. “Make the call.”
The younger man nodded his agreement. At long last, they would

purchase the nightclub. These guys were not freshmen, they were not



8

The Elements of Small Business

beginners and they were not neophytes to the intricate details of operating
a small business. In fact, they owned other clubs and thought this one
would be a great addition. And they were certain that the purchase price
for the land, the improvement (a euphemism for the building) and the busi-
ness fell far below their true value.

After telephoning the seller and arranging a meeting, they hopped in
the car and drove to “escrow.” Once there, they met with the purported
owner. Actually, they met with the alleged sole shareholder of the corpo-
ration that owned the land, the building and the improvement. A nice enough
guy. He had operated the club for more than a decade under the auspices
of a corporation. During the course of the meeting, they agreed once again
on the price and then shared the information with the escrow agent.

Everything about the deal seemed simple: the corporation would be
sold in a stock share purchase. The buyers would pay partly in cash and
partly through financing. The deal would close in 30 days. During that time
the entertainment and dance permits along with the alcohol permit would
be revised to reflect the names of the new shareholders. What could go
wrong? Everything.

Remember: Escrow is not the place where agreements are
written. No, that special place is located in your attorney’s
office. Escrow is like that neutral corner where a boxer stands
when his opponent is being counted out. Most people asso-
ciate it with buying and selling their home. Escrow is nothing
more than trusted party ensuring that anything agreed to by
the parties is carried out to the letter. That’s all.

Do you know that in most states agreements for the purchase of real
property or agreements that include real property, such as a lease with an
option to buy, must be in writing? Neither the buyers nor the seller knew.
Do you know that the allocation of the total purchase price to the land, the
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improvement, and the business triggers different tax ramifications and li-
abilities? Neither the buyers nor the seller knew. Do you know that there
are different ramifications between an asset purchase versus a stock share
purchase? Do you know about a “UCC 6” bulk sales announcement,
when to use it, and how it removes potential creditor liabilities in an asset
purchase? Do you know what permits are required to operate a club
serving alcohol or to operate a club where dancing will take place.

We’re not done yet.
 Do you know whether any zoning ordinances changed that might

result in the denial of a transfer of the permit? Do you know whether all
tax returns been filed, whether payroll taxes been paid, whether all sales
taxes been paid, especially in a stock share purchase? Do you know if a
workers’ compensation policy and liability policy (not to mention fire in-
surance policy) are in effect? Do you know how to get these policies?

How many employees are on the payroll? Are they doing a good
job? Will they remain under new management? If not, who will manage
the business? Are they trustworthy, especially in a business that sees a lot
of cash. Are more employees needed? Do you know if there are any liens
from lawsuits? Any community property issues?

Lots of Rude Surprises
Within a few weeks, the nightclub buyers discovered that the sole

shareholder had not filed any federal tax returns or state tax returns in
more than ten years—resulting in a suspension of the corporation many
years previous. So the buyers hired an accountant. They spent $88,000 in
back taxes and tax return preparation. The process took more than three
months. The suspension was lifted and so the sale continued…or not.

Then the buyers discovered that the shareholder had been married
and that, per the divorce judgment, the ex-wife held 50 percent interest in
the shares. They also discovered that per the terms of the divorce, she
had a right to review any purchase offers since she would be receiving one
half of the sale proceeds. She had a lawyer. And he wanted to review
everything. More delays.
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Then the buyers discovered that the sales taxes had not been paid for
at least five years when an investigator for the state taxing authority called
to see about collecting the debt. With the suspension of the corporation,
that resulted in the retail sales license and its liability being “transferred” to
the seller. It also resulted in an audit and findings that more than $100,000
was owed. Not to be outdone and in going for that perfect record, the
payroll tax payments were a bit lacking as was the worker’s compensa-
tion insurance payments. More delays. And then there was the Labor
Board lien from an employee who had won a judgment against the corpo-
ration or the individual or from somebody.

The buyers’ financing company held on for a while but could not tie
up hundreds of thousands of dollars waiting for the deal to finish. Every
time the buyers reported that the deal was a “go,” they had to call back
telling the company that it was a “maybe.” Ultimately, the financing com-
pany lost interest in this mess and pulled out. Almost one year of time and
effort and $88,000 in damages later, no financing.

This 30-day escrow meandered into its eleventh month no closer to
resolution that it was on that November afternoon a year earlier. The deal
finally closed 16 months after the initial handshake.

Any attorney who specializes in business transactions has agreement
forms for asset purchases and for stock purchases. Those forms require
the seller to guarantee that each of the above taxes has been paid. And
they require the seller to guarantee that the business, including the stock, is
not encumbered (like subjecting any deal to the approval of an ex-spouse).
For less than $500, the buyers would have known that a problem existed
or would have had a great fraud suit against the seller.

A good attorney would have provided a checklist to the buyers
and made sure that they reviewed all necessary records and per-
mits. Meanwhile, the attorney would have checked on zoning
and permit transfers. And the attorney would have examined the
insurance or made certain that liability and worker’s compensa-
tion insurance was available and at a reasonable rate.
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You might recall an episode of I Love Lucy where Lucy decides to
write a book about her life with Ricky and the Mertz’s. Her manuscript is
rejected by everyone except one publisher. When the publisher’s agent
came to visit, naturally Lucy is very excited. That is until she learns that
only a portion of the manuscript will be used in a textbook entitled, “Don’t
Let This Happen to You.”

That is the theme of this book.

My Experience
I come from a long line of lawyers. My father is a lawyer. During my

misguided youth (that which I can recall), I observed many small busi-
nesses. Some succeeded; others failed. I watched and I learned. And
then I became a lawyer, much to my own chagrin.

What many people don’t realize is that a law practice is a small busi-
ness. In addition to the briefs that must be filed, the court hearings that
require my presence, the filing deadlines for complaints and motions, the
recycled paper requirement, and the stringent court-imposed deadlines
on everything, I have to bill clients and hope that they pay. I have to hire
and fire. I have to pay taxes. I have to manage and pay expenses and
apportion my time. Sound familiar?

In the past 10 years, I have had three clients wipe out my bills by
filing for bankruptcy. Recently, I was retained by a client who was a lead-
ing executive in the fashion industry. This woman had an annual income of
over $500,000 without consideration of her bonus. She and several other
parties were sued by a financial entity that had loaned money to a corpo-
ration in which they owned stock and to which they had pledged their
stock shares as security for the loan. After only three months, I convinced
the plaintiff’s lawyer to dismiss my client voluntarily. A motion requesting
dismissal would have cost at least $5,000.

You would think the client would have been grateful. Sure. On a total
bill of less than $2,000 for all the services provided over the course of six
months she sent $100 checks for a few months and then stopped. I wrote
her several letters. Finally, she sent a check for one half of the remaining
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balance and a nasty letter telling me she would not pay any additional
amounts since I screwed up her case. In truth, I saved her tens of thou-
sands of dollars in litigation costs.

I have a saying: the practice of law would be great if it weren’t for the
clients.

Not all clients are like the fashion maven. Most of my clients pay on
time, send me thank you letters and even refer their friends and relatives to
me. Nonetheless, like you, I need a place of business and that means
leasing office space. I need a billing system. I need a few employees in-
cluding a secretary to handle everything from filing hundreds of pieces of
paper each week to answering over thirty telephone calls per day. I need
to purchase or lease certain equipment such as computers and copy ma-
chines. I need a constant stream of new business and I need (or pray for)
payment of my bills.

For more than a decade, I have dispensed advice to clients who
intend to create small businesses and to clients who already have them.
Some listen to me; others don’t. For the first and only time in this book, let
me paraphrase self-help guru Anthony Robbins: If you want to be suc-
cessful, observe successful people and do what they do. That sounds
simple. For reasons only sociologists can explain, the practice of that ad-
age is far more elusive.

People are far more emotional than logical. And when they be-
come fixated on an idea, there is no technique or empathic dia-
logue that will permit me—or any advisor—to talk them out of a
bad idea. But the marketplace is the ultimate judge of good and
bad ideas. That’s what’s refreshing about business.

The fact is business requires hard work. But it is not just about hard
work. While feeling passionate about your business helps you to get up
every morning, having a narcissistic and narrow view that you can place a
restaurant on a site where 10 others have failed defies all logic. Success is
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about observation. What products or services are needed? How will you
fill that need? Are other businesses doing what you want to do? Are they
successful? If so, what you can discern from their success? If they are not
successful, can you really do it better? How will you do it better?

There are 24 million businesses in the United Stated defined as
“small.” You can bet that the proprietor works 18 hour days for the
privilege of not having a boss. And by the way, being on your own
means you will receive none of the customary benefits big com-
panies provide—such as cheap medical insurance, cheap life in-
surance and employer contributions to your retirement plan.

Instead you get long hours, the agony of decision making, the ex-
pense of health insurance or the thrill of belonging to an HMO, and a
crash course in employer-employee relations when the secretary you hand
picked after countless interviews (all of which interfered with the time you
needed to develop new business) thinks that the work day begins at 10:00
A.M. and ends at 3:45 P.M. Also, if you can make the time for a vacation,
it’s not a paid vacation since you are not at your desk cultivating clients or
accounts (and neither is that new secretary).

Owning and operating a small business is not for everyone and prob-
ably is not for most people. But, if you are tired of making millions for
someone else—if you have the strength, the passion, the discipline and
dedication required—owning your business can be quite satisfying. You
answer to no one. You set the hours, you hire the employees, you choose
the direction the business will travel and you make it happen. The spoils
are yours to enjoy.

Consider this book to be a vocational testing device. If it all makes
sense when you get to the end, then operating your own business might be
right for you.
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This Book Is Your Starter
This book is not the only one of its kind. So what distinguishes this

one from the others? That’s easy. Many authors and publishers claim that
with the author’s instruction you do not need an attorney or an accountant
or other professionals and specialists. Even if attorneys have evolved only
to one step below garden slugs, attorneys and other professionals are
absolutely essential components of operating a successful business.

In fact, you cannot be successful in small business without the advice
and assistance of a smart lawyer and a deft accountant. Anyone who tells
you different probably has some swampland in Florida or a bridge some-
where in the Brooklyn area of New York that he wants to sell.

The fact is you don’t know what you don’t know. No “how-to”
book in the world can make up for three years of law school, two years of
MBA study or years of testing and work credits leading to a CPA cre-
dential. And nothing, really nothing, can ever substitute for the years of
experience these experts possess.

There is no crime in ignorance. But there is stupidity in stub-
bornly refusing to seek out those who have the knowledge
and experience.

In our system of laws, rules and regulations, there are many loop-
holes and ambiguities. It took me three years of law school and many
years of practice to get to know them. I specialize in this stuff. You don’t.
You need the help of lawyers and accountants and other experienced
professionals to avoid situations that may hurt you. If you don’t believe
me, ask anyone you know who operates a successful small business. And
ask anyone who found himself or herself or their business in litigation.

My lawyer friends and I have a saying: It doesn’t take 100 clients to
build a successful law practice. It takes five who never listen. Don’t be
one of those five.
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Our journey begins with the issues of choosing to buy an existing
business or building your own from the ground up, including an examina-
tion of the different business entities available, including their pros and
cons. We’ll tell you how to go about making a partnership agreement,
should you decide to open that tack and feed store with your Cousin
Barry. One of your possible business choices is franchising.

We will then discuss how to determine if franchising is right for you,
including how they operate and the requirements for buying one. Next,
you’ll need to get some money for start-up capital, and we’ll tell you
where to look and give you some ideas on how to get it.

Once you’ve got the money, you’ll want to tackle the infamous busi-
ness plan and think about marketing your product or service. More than
likely, an office or other space for your operation is needed. We’ll tell you
how to deal with commercial leases and the landlords that inadvertently
go with them. A tour through financing and operations is discussed along
with insurance and those dreaded taxes.

While almost every business is different, small business generally
falls into two categories: sale of goods from manufacturing to
retail or services from plant maintenance to business consulting.
Most of the topics in this book relate to both. Where little differ-
ence exists, little or no distinction is made. However, where sig-
nificant differences exist, I will point them out to you.

Starting a business can be a most exciting and rewarding experience.
However, you may have to deal with some unpleasant situations. Some of
the most common unpleasant situations arise between partnerships in busi-
ness. And although there are good times to be had running your business,
there may be other unfortunate incidents to deal with, like divorce or bank-
ruptcy.

After all your hard work starting and running a successful business,
you will also want to look into retirement planning for yourself and your
employees, if you have any.
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While the task at hand may seem overwhelming, the point here is not
to make you memorize a lot of information. Rather, this book will provide
you with the background necessary to understand the issues you face.
Business is a process of responding to changing conditions. You don’t
know what you don’t know. This is not a book for dummies. After read-
ing this book, when an issue arises you won’t panic; you will know what
to do or who to call. That alone will increase your chances for success.

We have provided some forms for you to review. Unlike other books
that leave you with hundreds of forms or a CD-Rom, we have chosen to
include a sampling of what you can expect— because the fact is you must
learn to rely on the expertise of others if you want to succeed in your own
business.

So go to it and good luck.
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Chapter 2

Economics 101

If all economists were laid end to end, they
would not reach a conclusion.

—Anonymous

Anyone in business needs to have sharp understanding of business
elements. But this doesn’t have much to do with all the chattering about
the stock markets or economic trends that you see on cable television,
hear on the radio or read in most newspapers.

Sure, economic trends affect business. In a recession, everyone has
less money to spend and small businesses are more likely to fail. But these
things happen in many steps. Most business journalism simply tries to
locate trends.

Check out the headlines of any major newspaper: “The recession
will not subside until next year, economists say.” Or: “Economists predict
greater sales in the high tech sector but a slowdown in durable goods this
holiday season.” Or: “Housing Starts will continue to grow, economists
conclude. What is a housing start? How does it finish? Who are these
economists and why are they so important?

Most Americans are uneducated when it comes to economics. Maybe
they took a class in college…or maybe not.
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How will the trade deficit affect your business venture? How will the
federal deficit affect interest rates and borrowing? What are durable goods
and who orders them? And what about the strength of the Yen as com-
pared to the dollar as compared to the Euro?

This book is not a dissertation on economics. However, before you
decide to take the plunge and take it with your life savings, you
must consider the economic environment that faces you. This is
especially important if you rely on parts or supplies from overseas
where the economy of foreign countries and the currency ex-
change rates affect you’re your operating costs.

Paying attention to the changing economic climate and knowing how
it will affect your business is important. So let’s examine a few key terms
and conditions and how they might relate to you. But remember: this is not
a treatise. It is meant to assist you in recognizing the effects of external
economic conditions on your new business venture.

Recession
A recession occurs when too many goods have been produced ver-

sus the number of buyers. Why is this a problem? Because if warehouses
are filled with goods no one is purchasing, then manufacturers have no
reason to manufacture. Profits decline as the retail prices decline. Busi-
nesses lay off workers. In turn, the workers apply for government benefits
and pay little or no taxes back to the government. That causes increased
deficits. Depending on the party in power, higher deficits, especially at the
state level may result in higher taxes. That places additional burdens on
new businesses.

But a recession also creates certain advantages. It is an employer’s
market when so many skilled workers are unemployed. If manufacturers
have built too many widgets and your business depends on widgets, then
your purchase costs will be greatly reduced. And for consumers, the final
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product, sitting in the warehouse, will go on sale long before the after-
Christmas sale.

In fact, a recession can be one of the best times to create a
business and to hire employees. As the economy recovers,
your business is ready to go.

Futurist Alvin Toffler wrote a well known book entitled Futureshock.
Among his many observations was the analysis that technology is devel-
oping faster than the average person can adjust to using it. Do your par-
ents have a computer? If so, do they think that if they hit the wrong button
the planets will collide? Mine do. Actually, a recent example of this prob-
lem involves Personal Digital Assistants (PDAs).

The people who build PDAs spent most of the late 1990s building
new and improved PDAs with more and more features no one could
understand and would never use. The manufacturers did not consider that
they were creating technology at a pace the average consumer could not
understand. If they could not understand it, then they were not going to
buy it. And they didn’t. As a result the early 2000s saw a glut of PDAs in
the marketplace—and a recession for PDA makers and their suppliers.

Building the better mousetrap does not always result in a sale. In
business, a warehouse full of the best mousetraps is the worst
possible scenario.

Inflation
Inflation occurs when the cost of goods rises faster than the income

of those who have to pay for them. Sometimes this happens because
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consumers are purchasing goods and services at a rate faster than com-
panies can manufacture or provide them. Or this results from external
factors such as shortages in raw materials which in turn create higher prices.
Or this results from increased requirements (i.e., taxes) by the state or
federal governments to cover employee benefits such as health care or
family leave—with the added cost being passed on to you.

In the early 2000s, people in the United States have seen inflation
result from changes in oil prices. Wide fluctuations have caused unleaded
gasoline to range from $1.35 to more than $2.00 per gallon. Think about
it. If your company depends on shipping or if your business involves pizza
delivery, gas prices make a difference.

Higher costs to manufacturers and service providers mean higher
prices to consumers. So do increases in the minimum wage or
increases in insurance costs, workers’ compensation costs or em-
ployee benefits. If California passes a law requiring employers to
cover medical expenses for employees, that cost often results in
job cuts or higher prices for the goods and services—or both.

Then we have the minimum wage. When I was a child, I asked my
mother why the government could not just give everyone a million dollars.
Everyone would be a millionaire. My mother gave the only answer she
could: “I don’t know. Go ask your father.”

The fact is most of our inflation gets exported. That is, companies
beat inflation and increases in the minimum wage by building factories
overseas and paying far less labor costs. In the past few years, service
industry jobs have traveled overseas. Check out the Microsoft annual
report with respect to the number of high tech jobs performed in India.

Or people get laid off. Several years ago while on vacation, I met a
man who owned a Baskin Robbins franchise in Lemon Grove, California,
a suburb of San Diego. The state had just raised the minimum wage from
$5.85 to $6.25. Between the higher hourly wage and the various payroll
taxes (a subject I will discuss in detail later), he was left with two choices:
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raise the price of the ice cream or hire one less high school student during
summer vacation.

But sometimes, like with increased gasoline prices or increased raw
material prices, there are no alternatives for businesses except to raise
prices. Hence inflation.

Gross Domestic Product (GDP)
In measuring the state of the economy, economists often discuss the

GDP figures. GDP does nothing other than measure the number of trans-
actions in the economy regardless as to whether the transactions are posi-
tive or negative. It is measured on a quarterly basis.

What constitutes a transaction? Basically, any exchange of money
for a product or service. For example, if you go to the supermarket and
purchase a Hostess Cupcake, that is one transaction. If you tip the bag
boy and he uses that tip to purchase a cheeseburger at McDonald’s, then
you have another transaction. And so forth.

Why is this figure so significant? Three reasons: firstly, a recession is
defined as two or more straight quarters of negative GDP; secondly, the
more transactions in the economy, the more people who have to be in-
volved in the transactions. So a high “GDP” figure often equates with
higher employment or at least the need to hire more people.

Projections of higher GDP in the future mean more people working.
The third reason: the greater number of transactions, the more taxable
events. When you purchased the cupcake, you paid sales tax. When the
bag boy bought the cheeseburger, he paid a sales tax. And so on.

Economist Arthur Laffer, famous for the “Laffer Curve,” opined in
the 1980s that the country could grow its way out of deficits by
lowering tax rates. Less taxes would mean more spending and
more spending would result in more taxable events via higher
GDP. Many economists laughed at him. But his curve reflected the
dynamic nature of the GDP.
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In the late 1990s when the country ran budget surpluses, it was due
primarily to a strong GDP. The increase in taxable transactions actually
eliminated the deficit. In fairness, many economists do not believe that a
reduction of taxes on the rich stimulates the economy; they’d prefer re-
ductions that focused on middle class households. But no one can deny
that, for a short time, the budget was balanced as a result of growth.

Federal Funds Rate
Unlike many European countries, the United States does not have a

central bank. Instead, it has a Treasury Department (those nice folks who
print the money) and an independent Federal Reserve Board. The Board
members set monetary policy. The Federal or “Fed” Funds Rate is the
rate of interest the government charges banks for borrowing money. This
rate is set by the Federal Reserve Board.

Lower interest should result in more borrowing because the rate ulti-
mately affects the interest you pay on a loan or line of credit from your
neighborhood bank. More borrowing means more spending and more
spending means higher GDP.

Periodically, the Federal Reserve Board meets to discuss and deter-
mine the interest rates. The Board also states its future intentions. If you
intend to apply for a bank loan or a line of credit, interest rates may play a
significant role. If you have reason to believe that rates will increase in the
future and you have plans for expansion or for start-up, you might want to
obtain a loan before the rates increase. Also, if you plan to buy large
quantities of supplies from manufacturers, you can bet that their higher
borrowing costs will result in higher costs to you; so, if you know you’ll
need a million widgets, you should get them sooner later rather than later.

Exchange Rates & More Information
As we discussed previously, the rate of exchange can have a signifi-

cant effect on your business. Are you buying raw materials from afar or
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are you importing goods from foreign countries to sell in this country?
Fluctuations in currencies can have a significant impact.

When this book was being written, the Japanese Yen is trading at
110 Yen to the Dollar. But a year earlier, the Yen was trading at 124 Yen
to the Dollar. If your raw materials or finished goods come from Japan, a
ten percent change just raised the costs of your goods. And that means
either a lower profit margin for you or an increase in prices to cover the
difference.

While the number of daily newspaper subscribers has decreased with
the advent of cable television and cable news, there is no substitute for in-
depth coverage. The Wall Street Journal (like its main competitor,
Investor’s Business Daily) provides a wealth of information on the go-
ings on of business, current trends and future trends. To understand re-
cessions, inflation, Fed Funds rates and exchange rates along with busi-
ness trends and the strategies of your competitors, read these daily news-
papers.

Unless you majored in business or have received an MBA, a lot
of the material in these periodicals may seem like a foreign
language. But hang in there. As issues arise in your business,
you will be surprised how many abstract terms have a direct
affect on what you do...and how many other small business
owners are having the same experience.

Conclusion
As you will see in the next chapter, you don’t have to be a genius to

operate a successful business. However, knowledge is the key to success
and the most important element in operating any small business. Don’t
skimp on studying economics and reading business papers and maga-
zines. You would be surprised at how far a little knowledge will take you.
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Chapter 3

Business Formation

Most are engaged in business the greater part
of their lives, because the soul abhors a
vacuum and they have not discovered any
employment for man’s nobler faculties.

—Henry David Thoreau

If there is one place where impulse buying is the most dangerous, it is
the purchase of a business. Many small businesses fail. Not because of
bad economic times and not because of bad management, but because of
a failure to do the homework in advance of the purchase.

In this case, homework involves questions. Lots of questions.
Is this the right location? Is there local competition? Do the demo-

graphics of the marketplace support the business in the mid- and long-
term? What are demographics of the marketplace? How do the channels
to market (distributors, wholesalers, resellers) work?

Does the business have seasonal highs and lows? How quickly do
clients or customers pay? How quickly do vendors or suppliers expect to
be paid? Does the business need employees? How many? What kind?

And so the journey begins…
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Research, Research, Research
Whether your talent is law or advertising or computer programming,

chances are someone already operates the business of your dreams. That’s
okay. You don’t need to monopolize the marketplace.

Business experts say that controlling ten percent of the mar-
ket is all you need. Think about it. How many companies
build cars or produce laundry detergent or canned coffee?
How many gas stations do you find at any given intersection?

One client who informed me that she wanted to open a business. She
had driven around her neighborhood and noticed that the area had many
fast food restaurants but lacked a certain kind of food. Based on her
knowledge of the neighborhood, she believed that this type of food would
sell well. So she contacted the parent company that sells franchises for
that type of food and is currently looking for space to lease.

With the expansion of the Internet, researching successful businesses
and why they are successful is easier than ever. If your business is local,
such as a fast food restaurant, then you will want to examine the neighbor-
hood. Is your area expanding or has everyone been laid off from the wid-
get factory and leaving town? Does your area have a lot of couples in their
twenties? Does it have a lot of children?

Children love to eat fast food and parents love to avoid cooking,
especially when both parents work.

If you will be providing a service, such as dry cleaning, you may want
to review the number of clothing or department stores in the area and the
percentage of adults whose income is above the median (higher than the
average). High-scale clothing stores or department stores or even stores
featuring big and tall suits for men mean more clothes sold that require dry
cleaning. And those clothes are more likely to be purchased by adults
with higher than average incomes.
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Location, Location, Location
In purchasing residential real estate, this is the only rule and it simply

means that where the house is situated makes all the differences to its
current value and any increases in future value. For a business, location
has more to do with these issues:

• foot traffic;
• vehicle traffic;
• lease costs per square foot;
• property taxes;
• property purchase costs;
• available labor pool;
• signage and zoning restrictions; and
• parking.

Most people understand that no matter what the business, taxes will
be paid to the Internal Revenue Service. And most people are aware that
many states grab their share of the tax pie. But what about local city and
county government? In the City of Los Angeles, a business tax is levied
based on the revenue of the company; while, in nearby Beverly Hills,
taxes are computed based on a set-fee structure derived from the number
of employees.

These differences in abutting areas can make a huge differences
to your bottom line. If you have few employees but a high income,
Beverly Hills may be a better location than Los Angeles. On the
other hand, a business with many employees will want to pay
taxes based on revenue, not head count.
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And let’s not forget property taxes. If you buy, you pay; if you rent,
the landlord likely will require that you pay or at least pay a proportional
share if other businesses exist at the same location.

High volume foot traffic and vehicle traffic also can be crucial for
retail sales—but they’re less important to manufacturing or servicing where
the local community is not the customer. For example, an intersection that
receives a lot of traffic is likely to have a higher volume of fast food sales
than an area of light volume. On the other hand, if you are intending to
manufacture or provide services outside of the local community, then you
may wish to place an office or build a plant where the rent and related
costs are cheaper—the outskirts of town.

This is where signage comes in. Those golden arches mean some-
thing. If you can see them from the street or freeway, you might stop in; if
you don’t know the business is there, then you won’t.

If your business will rely on traffic, you may wish to check the
zoning ordinances in the community you intend to place your
business. Many towns have banned signs and billboards or strictly
reduced their height and size.

That leads us to lease costs and property purchase costs. If you are
building a factory, then you want to go where the land is cheap. Beverly
Hills is out of the question. If you drive from Los Angeles to Phoenix,
approximately 25 miles west of Phoenix is the town of Goodyear. You get
three guesses as to how the town got its name.

Many manufacturers build their plants on the outskirts of the city or
even a little farther away because the land and its taxes are cheaper to
purchase or to lease. In fact, outlying areas or small suburbs may provide
certain incentives such as tax breaks so as to encourage you to establish
your business in that town.

One of the least considered danger zones is labor force. If you pur-
chase a Baskin Robbins franchise, your labor force will consist of mini-
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mum wage workers—that is if you intend to make a profit. So building the
ice cream parlor near a high school may be the best location for business
and for employees. You get instant customers and you get teenagers who
need jobs.

If you are manufacturing, consider this: Is the area large enough to
provide for a number of skilled and unskilled workers needed now and in
the future should you wish to expand? If not, or if you find a shortage, will
potential employees move to your town?

UCLA has a great deal of difficulty recruiting professors from the
East Coast because the cost of living and the cost of housing in the
East is significantly less than the West. So UCLA must either sub-
sidize the housing or increase salaries. A difficult choice, at best.

What the Heck Is It?
One of the most confusing aspects of small business is trying to un-

derstand the different types and the ramifications of choosing one type
over another. To confuse you more, state legislatures have been adding to
the list. Prior to 1990 hardly anyone had ever heard of limited liability
companies or limited liability partnerships. Yet, they are almost as widely
used in many states as corporations.

Before we explore how to start our new business, we need to under-
stand structure. The most common business structures are:

1) Sole Proprietorship
2) Closed Corporation
3) Limited Liability Company/Limited Liability Partnership
4) Limited Partnership
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Sole Proprietorship
A sole proprietorship is simply a business often owned by an indi-

vidual or a family. It is likely that the owners have used their first or last
name or initials in the title such as “Jane’s Flower Shop” and that they
have registered the name as a fictitious business name, also known as a
“dba” ( for doing business as), in the county where the business is lo-
cated.

There are no shares of stock or bylaws or board members or offic-
ers. The income (and expenses) belongs to the owner(s).

Unless your name is part of the business name (e.g., Joe Smith Ac-
counting), most states or counties require that you register any fictitious
business name. It is a good idea to register the name of the business with
the county where it is located. Usually, this consists of filling out a simple
form and paying a few dollars to a county registrar. [Form 3-1] Even
corporations can operate under a fictitious name.

For example, Green Corporation might be in entertainment. So it
might have a dba called “Green Television” and another called “Green
Records.” If it were in the greeting card business, it might have a dba
called “Green Cards.”

As these businesses develop clients, the names become as-
sets and may have value if they are known to the public. If
you purchase the stock shares, these names will come with
the package. If you purchase the assets, make sure that the
names are included.

The advantage of the sole proprietorship is simplicity. You go to work
every day. Hopefully you make more than you spend and you pay taxes
on the difference. Most lawyers who practice without partners are sole
proprietors. Just make sure to purchase adequate insurance.

The disadvantage of this business type is that any lawsuits, whether
for a slip and fall on your premises or for the cut received by a customer
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from the thorn on the rose your assistant failed to snip off, falls on your
shoulders.

Closed Corporation
Often referred to as “C” corporations, most corporations are closed

corporations. The term “closed” comes from limitations on the number
of shareholders. In most states, that number is one hundred or less.

It also refers to the fact that the shares are not publicly traded on an
open market such as the New York Stock Exchange or the NASDAQ.
Those companies are known as “public” companies and are subject to
complex rules and regulations by the state where they are headquartered
and by the Federal government.

If you ever grow to the point that your corporation could move from
private to public, you will need the services of multiple accountants, law-
yers and investment bankers. And the fact is, they will likely find you. Few
closed corporations ever make the move, so it is not a topic covered by
this book. Just note that the preliminary steps often used to go public,
such as private placement offerings, are not steps you can accomplish
without experts.

 Take note that in the event a closed corporation intends to have
more than the maximum number of shareholders permitted in its
home state but is not intending to be publicly traded, states have
developed an intermediate category. Often it requires filling out
and filing a form with the office of the Secretary of State in the
state of incorporation.

A corporation has shareholders, but does not have “owners” be-
cause a corporation is an independent entity. The corporation begins with
filing “Articles of Incorporation” along with paying a fee to the office of the
Secretary of State in the state where the incorporation occurs. [Form 3-
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2] The Articles contain the corporation’s name and the maximum number
of shares it can to sell or distribute. The incorporator determines the num-
ber of shares that are available for distribution.

Choosing to have one million shares does not mean that you need to
distribute them. Many businesses anticipate future expansion through sales
of shares— to friends and relatives or in private placement offerings made
to the general public. So at the time of filing, the incorporator will provide
for a high number of shares in the Articles of Incorporation but only issue
one share to himself at the time of start-up. That will leave the corporation
with plenty of shares to sell later on.

Figuring the number of shares you wish to create in the business de-
pends on what you want to do with the business. If you are in a “partner-
ship” or have investors, they may want to own a certain percentage of the
business. You can fulfill their dreams by issuing more shares. Each time
you issue shares, they need to be so designated on a shareholder’s certifi-
cate. [Form 3-3]

The certificate is really nothing more than a fancy looking piece of
parchment containing the name of the company, the certificate number (as
they are sequentially numbered) and the number of shares the certificate
represents.

If a party purchases one hundred at one time, the certificate will indi-
cate that. If that party purchases more shares in the future, you issue an-
other certificate for the new purchase. You note the distribution of shares
in any certificate in the corporate records.

Tip: Where an investor purchases a certain number of shares
and then later purchases more shares, you may be tempted
to take back the first certificate and issue a new one for the
totality of the shares. Don’t. While no rules or laws would be
broken, this “simplification” can cause accounting night-
mares, especially if the purchases occur in different calendar
or fiscal years. That is because the certificate will imply a
single purchase. Yet, the revenue received by the company
will reflect the lesser total amount paid from that second
purchase. In figuring out all of this, your accountant will
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have an anxiety attack forcing hospitalization and when his
disability runs out, he and his children likely will starve—all
because you wanted to make things simple.

The Articles of Incorporation also states the corporation’s purpose
for its existence and provides for an “agent for service of process” who
can accept official documents including lawsuits. Anyone over 18 years
old can be the accepting agent for the company—the main shareholder,
the president, the attorney or a partner.

Tip: Some states require that you specify the nature of the
business. Other states have no such requirement. If your state
has no such requirement, then you should make the broad-
est statement possible such as “Any and all business that
may be legally conducted in the State of California.” That
way if you change direction, you do not have to amend the
articles or form a new corporation.

Also, If you need to change the number of shares available in the
future, you can file an amendment to the Articles of Incorporation and pay
a fee to the state of incorporation. But why bother to do this? If you
consider future expansion at the time of filing, you can avoid the time effort
and expense in the future.

The comprehensive operating rules are contained in bylaws. This
document contains when and where meetings are to take place. Usually,
notice of an annual meeting or special meeting must be provided. It states
how many directors and officers will be elected by the shareholders, what
their term of office will be and their responsibilities. It is approved at the
first or initial meeting of the shareholders. Many states require that certain
positions be designated with a named individual. For example, you may
be required to provide for a president, a secretary and a treasurer.
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However, this does not prohibit you from having other officers with
other titles and designations. To determine the requirements that apply to
you, check with the Secretary of State’s Office in the state you will be
operating your business and in which you will be incorporating, if it is
different. Often, that information is readily available over the Internet.

I know what you’re thinking: what is the difference between a direc-
tor and an officer? Plenty, though the degree of difference likely depends
on the size of the company. Members of the Board of Directors are re-
sponsible for the overall direction of the company while officers run the
joint on a day-to-day basis.

In a small company or one that really comprises a partnership
between two or three people, the officers and the directors are
likely to be one and the same.

In larger companies, and especially publicly traded corporations, the
board of directors might consist of as many as 20 to 30 people; but the
company may not have 20 to 30 officers. And, while officers traditionally
are also members of the board of directors, they do not have to be.

Directors who are not officers and have no other daily connection
with the corporation are called “outside” directors. The reason for having
outside directors is to obtain feedback from time to time regarding the
direction of the company from those who are not so intimately familiar that
they have little objectivity or are potentially biased. “Outside” directors
can provided a fresh perspective. Also, they can ward off trouble by pre-
venting financial shenanigans such as Enron-style “creative” accounting.
In larger corporations directors often are paid for their services; in smaller
or charitable corporations, board members normally serve free of charge.

Meanwhile, in small businesses, the incorporator, the agent, the share-
holder, the officers and directors can be and often are one and the same
as well. This is especially true if the business is family operated or benefi-
cially owned by one or two persons, such as a husband and wife.



37

Chapter 3: Business Formation

The advantage of a corporation is the separation between you as
beneficial owner of the company and the company itself. If mom and pop
own a taco stand by way of a corporation and a customer suffers from
food poisoning, the suit likely will be limited to the corporation as defen-
dant and not to mom and pop as shareholders.

A danger zone does exist where liability can be placed on the share-
holders or on the officers or directors of the corporation, not just on the
corporation. This is called “alter ego” liability or “piercing the corporate
veil.” Certain conditions can result in the ability of a suing party to break
through the separateness of the corporation. In Chapter 16, we will dis-
cuss this topic in greater detail including where and when a party can
pierce the veil and the steps you can take to avoid the problem.

Tip: Many large corporations are incorporated in Delaware
because that state’s laws governing corporations are consid-
ered more favorable to corporations than to individual share-
holders or third parties. Also, as a result of so many large
corporations choosing to incorporate businesses in Delaware,
the law is considered to be more settled in Delaware than in
other states.

But location of the corporation—its domicile in legal terms—is more
an issue for large businesses than small ones. Don’t be fooled by radio or
television commercials that advertise incorporating a new business in an-
other state. While you can incorporate anywhere, you still have to regis-
ter your corporation in any state where it conducts business. And you
have to pay taxes in that state.

For example, if you incorporate your business in Nevada but the
business is actually operating in California, you will have to file for “for-
eign” corporation status in California and then pay California taxes. So
what did you get out of having a Nevada corporation? Nothing unless you
consider the expense of paying some company to act as the corporation’s
agent for service of complaints or other official documents.
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The “S” Turn
You may have heard of the term “S Corporation.” Actually, there is

no such entity. However, under a certain subchapter of the Internal Rev-
enue Code—the “S” subchapter, of course—individual shareholders can
have the income after expenses pass through the corporation and filter
down to the shareholders.

Each shareholder must receive an amount equal to the percentage of
shares they have in the corporation. Also, all shareholders must be indi-
viduals. Another corporation can’t be a shareholder in an “S” corp.

If you plan to raise capital through a private placement offer-
ing or if you think you may go public in a few years, desig-
nating the corporation as an “S” is not for you. In those cases,
you will want file the business as a “C” corporation.

Traditionally, the standard “C” permitted deductions for certain ex-
penses not available to the “S.” However, the leftover income was usually
taxed at a rate of approximately 35 percent. Though a smaller range of
deductions was permitted for the “S,” the remaining income to the owner
was often taxed at that person’s rate, usually far below 35 percent.

More recently, many of the advantages of the “C” have been
eliminated by tax laws that permit “S” corporations or the indi-
vidual shareholders to use alternative methods to obtain the same
deductions.

These changes have underscored the fact that the significant differ-
ence in the two types of filing is whether you intend to seek investors—
especially corporate investors—or go public.
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Limited Liability Companies
For those who want the liability protection of a corporation but do

not want or need the formalities, many states now permit Limited Liability
Companies (LLCs) and/or Partnerships (LLPs). [Forms 3-4, 3-5]

Prior to the acceptance of LLCs, some states created LLPs for cer-
tain business types that traditionally had more than one owner. This al-
lowed multiple owners to have the protections of a corporation without all
the fuss.

Today there is essentially no difference between the LLC and the
LLP in most states—except that the LLP still requires a partnership,
such as lawyers in a firm.

An LLC or LLP runs like an “S” corporation. The income after ex-
penses passes through the business and down to the partners in propor-
tion to their partnership interest. When LLC’s and LLP’s first were ap-
proved by states, lawyers and accountants often shied away from them
and did not recommend them to clients.

Despite the removal of formalities attendant to corporations, LLCs
and LLPs are still required to make filings with the state. So, rather than
Articles of Incorporation, you now have articles of company or articles of
partnership. Also, most states require some form of operating document
such as a partnership agreement in place of bylaws. (I discuss the me-
chanics of partnership agreements in detail in the next chapter.)

In the event of litigation, the company assets or partnership assets
are on the line. If the veil of the company is pierced, liability runs only to
the partner who screwed up. For example, in a malpractice case, the
claimant might sue the partnership or company. If the claimant success-
fully pierces the veil, the partner who made the error may be liable. In an
LLP, if other partners participated in the bad act the veil could be pierced
to all of them—no different than had the company incorporated.
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Limited Partnership
This type of entity grew out of a desire by investors to invest collec-

tively in a business but without liability as officers, directors or sharehold-
ers. At the top sits a “general partner,” who operates the limited partner-
ship. The general partner can be a person or persons or it can be a corpo-
ration or an LLC or LLP. Often, the general partner is a corporation, thus
shielding the individual from liability.

Limited partners are part owners of the business but they
have little or no say in the operations of the business. They
are passive investors. In return they enjoy immunity from
liability for the acts of the general partner.

The limited partnership operates under a lengthy agreement similar to
a corporation’s bylaws, only longer and more detailed. The limited part-
ners have detailed information on the duties and responsibilities of the
general partner and, more importantly, when the limited partners will get
paid. The general partner receives a fee for managing the affairs of the
business. But the general partner cannot be fired or removed unless there
is a violation of the agreement or some illegal act.

If you wanted to purchase a car wash but were short on cash, you
might create a limited partnership. You would then form a corpo-
ration that would serve as the general partner and would manage
the business. Friends and family could provide you with the oper-
ating capital you need and in return be limited partners. In that
way, they own a piece of the action. Meanwhile, Aunt Edna has
no power to show up one day and tell you that you are cleaning
the windshield all wrong.
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Once the target income less expense has been reached, similar to an
“S” corporation, that money is distributed to the limited partners based on
each partner’s percentage of ownership.

Limited partnerships can be quite helpful to small business and are
especially common in the restaurant industry.

Limited partnerships do require registration in most states with either
the Secretary of State or other designated agency. The reason for the
registration is that limited partnerships often raise money from outsiders
(non-relatives, non-friends or others whom you do not have a prior busi-
ness relationship). Most states like to ensure that offeror is not a con-
victed felon before solicitations are made.

Purchasing an Existing Business
Let’s face it: There are a lot of businesses. Regional newspapers or

the local paper will carry advertisements for the sale of companies, some
big, some small. Other resources include the Internet. But best of all is the
business broker. Whether you are buying or selling, business brokers con-
stantly look for opportunities to put buyers and sellers in touch with each
other— for a commission.

A good broker knows the marketplace and, like a real estate broker,
may have key knowledge about the business, its history and its level of
success along with the success of similar businesses in the same area. If
you do not know what to research or review or what documents to re-
quest from the seller for review, the broker can help. Also, he can draw
up sales documents and select an escrow company to handle the transfer
of money in exchange for stock or assets.

Never start a business all on your own. Most people think of ac-
countants as those old men that tend to their 1040 forms every
April. But accountants, especially those who specialize in small
businesses, are crucial to the purchasing process.
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And that is because businesses do not fall into the format of one size
fits all. There are many types of businesses and many types of business
structures. These structures affect many aspects of your purchase and
may affect the structure that you decide will be the best for you, especially
with respect to taxes you might owe or taxes you might pay in the future.

All businesses file taxes with the Internal Revenue Service. Most states
also charge an income tax to businesses and to individuals. Fortunately, if
your business operates in two states or if your state of incorporation is not
the state where you conduct business, you do not pay taxes twice. In-
stead, you attribute the proportion of revenue received by the state in
which it was received. Who would know something obscure like that?
Your accountant, that’s who.

If the seller is an individual who owns the business as a sole propri-
etorship, the most relevant tax information will appear on a “Schedule C”
of the tax return. You might also examine other schedules that show de-
preciation of business equipment and use of vehicles for the business. If
the business is a corporation, the entirety of the return will be helpful.

In addition, many businesses maintain monthly or quarterly profit and
loss statements and income and expense statements along with a balance
sheet. We will discuss these documents and other financial statements in
greater detail in the accounting chapter. For now, you should know that
these documents indicate the revenue received and the bills paid.

Tip: Don’t be surprised by a tax return that shows the com-
pany is losing money or barely breaking even. “C” corpora-
tions generally show losses or minimal gains. This is a struc-
tural phenomenon set up by accountants to avoid the high
corporate tax rate. Should you choose a “C” corporation as
your structure, your accountant will help you create a finan-
cial environment where most of the revenue is spent on busi-
ness related expenses. These might include your vehicle,
your cellular telephone, your health insurance and other ex-
penses. When your accountant reviews the financial docu-
ments, he will recognize those expenses created in whole or
in part to reduce income.
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If the business of your dreams is losing money, this doesn’t necessar-
ily mean that you shouldn’t buy it. But you need to be very careful to see
that the losses are not coming from situations you will not be able to change.

For example, you would like to buy a restaurant, but it has been
incurring losses. The previous owners also incurred losses and
you think the reasons for the losses are operational—too high of a
cost of food or personnel or gas and electric or all of the above. So
ask yourself why your management will make a profit for the
business. Chances are if several different owners incur losses do-
ing business at the facility, you will, too.

The value of the business is key to any purchase. In addition to a
traditional accountant, some accountants do nothing but perform business
valuations on small and medium revenue companies. These accountants
examine assets, liabilities and “going concern” value. The term going con-
cern is also known as goodwill. When the liabilities are subtracted from
the assets, we have the “book value.”

But there is more: going concern value measures the effect of a
business’s name and reputation in the community. It measures the business’s
client base, which aids in predicting future revenue, and it measures the
possibility of product licensing to other companies.

Because going concern value measures the intangibles, and is a sub-
jective assessment of the company’s worth, this figure is often in dispute.
The seller will claim a relatively high value and the buyer will claim a lower
value. Like the relationship you have with a car salesman, this is where
you get to use your negotiating skills.

So with that in mind, these are the most significant issues to examine
for each business entity.
• For the sole proprietor: A sole proprietorship is a business that is

owned by an individual. There is no corporation; there is no limited
liability company; there is no limited partnership. Rather, there is sim-
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ply a person and his or her business. To make this purchase, you may
want to purchase the name of the company, its assets and possibly its
location. So you will request a copy of the lease and speak to the
landlord about taking over the monthly payments. And you will want
to ensure that the seller cannot go down the street and start anew
taking all of his clients and their loyalty with him.

Sole proprietorships using a trade name (e.g., Jane’s Flowers) are
required to file a dba. You will want to make sure that it was actually
filed. Since a sole proprietorship has no shareholders, by definition
the purchase of a sole proprietorship would be a purchase of the
assets only including, in some instances, the name of the business. You
are not required to buy the name or keep the name. However, if the
business has been around for a long time, if the community is familiar
with the name, and if the business has a great reputation, you will most
likely want to keep the name.

• For the corporation: As we will discuss in more detail later on, there
are two methods by which a corporation is purchased: an asset pur-
chase or a stock purchase. In a stock purchase, the buyer is purchas-
ing all of the shares of the corporation. In so doing, the buyer gets all
the assets, including everything the corporation owns. But he also re-
ceives all of the liabilities— all the debts or other negatives.

In an asset purchase, the buyer is not purchasing the stock. Rather,
he is buying the stuff that makes the corporation valuable including its
inventory and its clients. More often than not, the asset purchase is the
better method. But the sales price can be less in a stock purchase since
the buyer is taking on all the assets and all the liabilities. Also, if the buyer
plans to capitalize on the name or location, continuity can be important.
So purchasing all the assets may not be the best bet.

If you choose an asset purchase, then you will want to do three things:
1. Make certain that the corporation owns what it says it owns
and that none of the assets has been pledged as security for a
loan;
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2. When available, remove the ability of the corporation’s credi-
tors to make any claim against the assets by purchasing through a
specialized escrow under section 6 of the Uniform Commercial
Code. Section 6 provides that if notice is given to creditors by
way of publishing the sales transaction, and none of the creditors
lodges a complaint against the sale, they must forever hold their
peace. And you don’t have to worry about creditors attempting
to collect their monies through the stuff you just bought;

3. Include in the sales agreement a representation by the seller
that seller will indemnify you for any undisclosed liens, debts or
taxes.

Whether you’re buying stock or assets, you will want to obtain the
tax returns, the income and expense statements and any other
related financial documents. And, as with buying a sole propri-
etorship, you will want to obtain a copy of the lease and confirm
that the landlord will allow you to continue in the space if you
plan to use that facility.

If you’re buying assets, make sure that the assets you’re purchasing
are owned by the seller and that none is the subject of a security agree-
ment. A security agreement occurs when a vendor or seller of equipment
for the business (for example) still retains a vested interest in that equip-
ment. In other words, it hasn’t been paid off yet. So whoever sold the
equipment will be breaking your kneecaps instead of the previous owner’s!

If you’re buying stock, make sure the shares are free and clear of any
encumbrances and that the seller has provided all information concerning
debts, if any.

Encumbrances come in several forms. For example, there may be a
number of restrictions placed on any sale that need to be met before the
shares are sold. This could arise if the shares have been used to secure a
loan. Or the corporation may have a right to first refusal—meaning that
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the corporation would have to be provided with the chance to repurchase
the shares for the same amount as the bid made by the other purchaser. In
other words, the corporation gets first dibs on buying the shares back.

Presumably, a stock purchase of all the outstanding shares will not
come with any objection regarding restrictions as the corporation and its
board or officers can eliminate the restriction for purposes of the sale. But:
if the shares have been pledged against a loan taken by the corporation
then you will want to obtain the permission of the loaning party. Often, it
will permit the purchase to proceed so long as the buyer takes the shares
subject to the loan, and of course makes payment on that loan.

Tip: In the confusion of all the paperwork required to buy a
corporation, one of the most overlooked liabilities is taxes. Be
sure that the all taxes to the federal, state and local govern-
ments have been paid. More important, make sure that all
payroll taxes and sales taxes have been paid. We will discuss
these taxes in detail later. Payroll taxes are the monies with-
held, the social security withheld, and the unemployment
and disability withheld from employees’ paychecks. Since
the tax returns and the income and expense statements may
not indicate that these taxes have been paid and are up to
date, you need to ensure that you or your accountant do it.

Since a corporation operates under its own name, it does not require
or need a fictitious name. However, corporations can use fictitious names
the same way a sole proprietor uses a name. If the name known to the
public is a DBA and not the corporation name, you will want to confirm
that the DBA papers were properly filed. If you are making a stock pur-
chase, you should check to be sure that the corporation filed taxes as they
claim, under “C” or “S.” With corporations, you are buying either the
shares or the assets. When purchasing the assets, you do not assume the
liabilities. If you buy the shares and become the main shareholder, you
become liable to all creditors. This can become very complicated.
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So why would you ever buy shares? If you are purchasing a liquor
store or some other business subject to a state or local permit, it may be
easier to take over the existing license by obtaining approval with you as
the new sole or majority shareholder than to start the whole process again.
If you by the assets only, you may have to provide a new application. This
process could be more expensive and more time consuming.

Conversely, if you are purchasing a rental car company, one which
has been run into the ground and is debt ridden, you would only want to
purchase the assets (i.e., the cars) so as not to assume responsibility for all
of the debts and other problems the seller has incurred.
• For the LLC or LLP: For all practical purposes the purchase of an

LLC or LLP is an asset purchase unless you are intending to become
a partner. Remember, although LLC or LLPs don’t have stock shares,
they operate in a manner similar to corporations. Though in most ju-
risdictions individuals can form LLCs, most of the time a group comes
together to be partners in a venture with profits distributed per the
percentages of ownership in a manner similar to a subchapter “S”
corporation. But without stock there can be no stock purchase and
therefore an asset purchase is the only vehicle available.

Before purchasing the assets of an LLC or LLP, you absolutely must
consult with your professionals because of the various complications
that each entity ensues. And of course, every case is different, so your
lawyer will be able to sift through the garbage and tell you exactly how
to make the purchase.

• For Limited Partnerships: Purchases of limited partnerships can be
a little tricky. While technically considered an asset purchase, since
limited partnerships are often created to conduct a specific business,
it has the look of a stock purchase. For example, some years ago, I
represented a limited partnership. Its asset was a car wash in an ob-
scure California town. After operating the car wash for a number of
years, the general partner received an offer to lease the business to a
small group of individuals with an option for the group to buy the
business at a later date. Before the sale, the limited partners divided
the profits based on the percentage of ownership as delineated in the
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Limited Partnership Agreement. Once leased, the profit was the
monthly rent and would have been the purchase monies had the group
chosen to exercise the option.

Similar to the LLC or LLP, you and your attorney will want to be sure
that none of the assets are encumbered.

• For the franchise: While you can start your own franchise, it is also
possible to purchase a franchise. Normally, the franchisor will have to
approve the sale. So be prepared to show your credentials such as
your income, your credit and your business acumen. The franchise
most likely has a predetermined method of operation with its own set
of restrictions pertaining to the products or services that you sell.

When you purchase a franchise, you will sign a franchise agreement,
which could simply replace the previous owner’s name with yours.
However, the franchise owner may draft, at his discretion, a new agree-
ment, which can change certain aspects of how the business is to be
run. You will still want to get a hold of the Profit and Loss and Balance
Statements of the franchise to review with your accountant.

Tip: A successful franchise organization, such as McDonald’s
or Subway or Las Vegas Golf and Tennis, does not necessarily
mean your specific outlet is or will be successful. Also con-
sider that the success of a franchise may depend on intan-
gible factors. For example, if you start up or purchase a Las
Vegas Golf and Tennis franchise in Bozeman, Montana, sales
during the winter months will be weak due to the weather.
We will delve into the wild world of franchising in Chapter 5.

Forms and the Corporate Kit
When you form the corporation or the limited liability company/part-

nership, you or your attorney should also obtain a “corporate kit.” The kit



50

The Elements of Small Business

is usually in notebook form with a hard cover that fits in a box. The kit
contains a number of useful documents.

If you have formed a corporation, those documents will include by-
laws, minutes of the first meeting of the board of directors, an IRS Form
SS-4 and an IRS Form 2553. [Forms 3-6, 3-7] If you have formed an
LLC or LLP, the forms will include rules of governance or some other
form of agreement between the partners as to the operational rules for the
company in place of bylaws, minutes of the first meeting, and an IRS
Form SS-4.

First the bylaws or rules of governance. Many states seem to feel
that one size fits all. That does not mean that the document must be ac-
cepted in its entirety. You can modify the provisions or even eliminate
clauses or sections that do not apply to your situation.

Also, if you are the sole shareholder or owner of the LLC (or you
have only two or three partners in the LLP), you do not have to stand on
ceremony. You only need a document that sets forth the basic rules of
operations for the business.

This document begins with the address of the principal office. Then it
provides for the duties of management and how management personnel
will be chosen. It includes rules for when and how meetings of the part-
ners or principals or shareholders will occur. And if the business is a cor-
poration, it provides for how officers and directors will be chosen. At the
conclusion, the document should be signed by the Secretary of the corpo-
ration or the individual in the LLC or LLP designated to act as a secretary
for purposes of maintaining the minutes and other records.

Minutes of the organizational meeting are intended to solidify the
actual process of choosing leaders and provide for the names of
those chosen or elected to lead. It also provides for the approval of
the bylaws or other operational documents. If you have formed a
corporation, the distribution of shares is noted along with any
consideration (i.e. money) paid for the shares. If the business is
an LLC or LLP, then the minutes will provide for the ownership
percentages of the parties.
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Other information such as bank, bank accounts and who has the
power to sign checks is traditionally included. It might also include the
name of the attorney and the name of the accountant retained by the busi-
ness. Finally, any other related issues such as employee benefit plans and
retirement plans can be included. At the end, the document should be
signed by the secretary as well as the person charged with leading the
business such as a Chief Executive Officer or managing partner.

Tip: Though many states do not require mom and pop busi-
nesses to maintain formal records such as bylaws and min-
utes of annual meetings or special meetings, you should pay
attention to these issues. The maintenance of corporate docu-
ments aids in the prevention of casting liability on the indi-
vidual shareholders or owners/partners of the business in the
event of a lawsuit.

Don’t become so complacent that you don’t issue the stock share
certificates to yourself and to other shareholders. It is the issuance of shares
that marks the start of the corporation. Even though many states have
relaxed the rules and formalities for corporations with few shareholders,
the failure to distribute the share certificates can result in a determination
that the protections granted normally to individual shareholders from law-
suits are suspended.

At or before the time of the initial meeting, you will need to obtain
from the IRS an identification number. As an individual you are often iden-
tified, especially with the IRS or state taxing authority, by your Social
Security number. As a business entity, the company is identified by its
EIN—employer identification number. The SS-4 form should be com-
pleted with name, address, name of principal officer or partner, type of
business, when it started, and the current number of employees. The prin-
cipal party executes the document and then faxes it to the nearest desig-
nated IRS office. Yep, with all of the high tech methods of communication,
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the IRS has chosen the fax machine for receiving your request and then
returning to you the document with a number in the upper square.

Tip: the IRS continually experiments with the method by
which one can obtain an identification number. As of this
writing, you can fax a request or call the IRS. If you call, you
will need to fax the SS-4 form to the agent with whom you are
speaking.

With respect to corporations only, for an “S” election, all sharehold-
ers have to agree and all must be individuals. Form 2553 must be com-
pleted and filed with the IRS. In addition to providing the same informa-
tion as that contained in the SS-4 form, the name of each shareholder, his
or her signature, Social Security number, the number of shares and the
date they were acquired must be provided. The form is then filed with the
IRS. Be sure to check with the Secretary of State’s office in your state or
with your accountant as to whether your state requires the filing of that
form or a similar form.

Zoning and Permits
If you acquire a space from which to run your business or even if you

acquire a business through a stock or asset purchase, the local officials
may not be generous about extending existing permits to you or supplying
you with new ones. In these cases, you may have to get creative.

Tip: If your new venture consists of an office or two in a high
rise, then zoning issues likely will not apply to you. But if you
operate from a stand-alone facility or in a strip mall or near
residences, Mr. Zoning Guy will be your best or worst friend.
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There is nothing logical about the ways of zoning. For example: One
of clients recently leased a warehouse that he intended to turn into a res-
taurant. The property had fifty parking spaces. But because of the size of
the building, the maximum occupancy was approximately 500 people.
Assuming two persons per vehicle, “full” would translate into 250 cars,
far more than the property could handle.

In fact, the problem wasn’t really a problem. The locale was sur-
rounded by light industry where everyone went home at night. The result
was plentiful street parking after 5:00 p.m. The local zoning office did not
care. It would not permit the restaurant to open until it solved the di-
lemma. So, my client was forced to lease parking space at a nearby build-
ing. No one ever used the second lot. But my client still had to pay the
monthly lease fees to the nearby building.

I have another, even more personal experience with bizarre zoning
issues.

In 1995, a large law firm wanted to lease all of the space on the floor
where my office was located. The firm agreed to provide office space
with a separate entrance for me. Until this time, for the previous 30 years,
the names of the business or those in business had been posted on the
main entrance door to each office. Because of the extensive renovations
necessary for the new firm, all new codes—local, state and federal—had
to be implemented.

One of the codes prohibited any names or information on doors.
The code was based on the disability needs of nearsighted people.

There was a nearsighted persons’ interest group that had lobbied against
names on doors. It was concerned that any near sighted person might get
so close to the door in order to read the names on it that he or she could
be struck in the face if the door were opened at the same time. No, I am
not kidding...that was reason for the zoning.

The getting struck in the face story might at least have some marginal
merit except: All of the doors in the building, including all of the doors on
that floor, opened in. So it would not have been possible for some near-
sighted person to be hit in the face. Did that matter to anyone? No. The
names came off the doors in favor of a little sign on the walls next to the
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doors. Your tax dollars and bureaucrats at work— making the world safe
for...well, no one.

You may have certain zoning requirements or necessary permits
in order to operate legally the business you want. And you may be
subject to certain restrictions including hours of operation. You
can check with the local zoning department office to see what
your property is zoned for or talk with a qualified broker. If you
hired a broker who found the business, he or she should know the
zoning designation of the business and any other operating re-
strictions.

Permits are another issue. Did you know that in many states you
must have a permit if you want to put a pool table in your establishment?
Did you know that you also must have a permit if you want to have karaoke
or have an open microphone night at your coffee house? Your trusty law-
yer can help you when it comes to the plethora of permits you may need
to obtain. Your broker should also know this information. Make sure you
ask and get any response confirmed in writing.

Conclusion
Most of the difficulties—tax structures, partnership agreements,

leases, zoning and permit problems—that plague my clients after they start
or buy a business are issues that could have been avoided if they had
visited me before completing the transaction. It’s not a good idea to try to
save money in the closing stages of the purchase by foregoing expert ad-
vice. It will come back to haunt you. And the cost will be ten or twenty
times more than the bill for advice and for reviewing all of the documents
attendant to buying a business.

The last thing you want to do is get shut down simply because $35
wasn’t paid for a certain permit you didn’t know you needed.
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Chapter 4

Partnership Agreements

It is more shameful to distrust our friends than
to be deceived by them.

 —Honore de Balzac

Yeah, but did Balzac ever have to dissolve a business partnership?
In a sole proprietorship, you have all of the control. In a limited part-

nership, the general partner has the control. But when you and partners
form a corporation or form an LLC or LLP, certain agreements must be
created to ensure the stability and governance of the business. At a mini-
mum, two agreements should be considered:

1) an agreement regarding the duties and responsibilities of each
partner; and

2) an agreement providing for an exit strategy when circumstances
result in one partner being unable or unwilling to participate in the
business.

Since most small businesses—especially in the services and profes-
sional services sectors—are some form of partnership or partnership LLC,
I’ll spend this chapter discussing the mechanics of and strategies behind
different sorts of partnership agreements.
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Partnership/Employment Agreements
Let’s start with a simple situation. Suppose you and your partner buy

a liquor store. Who opens the store in the morning? Who closes the store
late at night? Who is in charge of ordering product? Who hires the em-
ployees? Who handles the bookkeeping? If one party will be in charge of
daily operations while the other partner supplies the capital but otherwise
manages another unrelated business, how much should the working part-
ner get paid?

Even simpler issues—such as where to bank, whom to hire for legal
expertise, and whom to hire to perform the accounting and tax return
preparation functions—could lead to conflict if not addressed.

And then there are more profound issues. What if one partner
simply decides to leave? Or what if one partner dies or is disabled?

The lack of any agreement in writing as to the duties and responsibili-
ties of the parties almost always results in disputes and possibly lawsuits.
At the beginning of the relationship, things always seem so rosy and no
one wants to rock the boat. In my experience, efforts to convince clients
that they need a piece of paper with a list of duties and obligations often
fall on deaf ears.

And then your partner fails to show up at the office for a few
weeks…or takes vacations every month…or leaves the work to you while
he takes the Porsche for a spin. Without a written agreement, how can
you—and the other partners, if any—exercise discipline over him? What
if he just doesn’t want to be involved in the business anymore? Can he sell
his interest to someone else? Anyone else? Do you have a right to first
refusal or a right to object to the sale of his interest to some third party?

You get the problem. The solution is easy and not very expensive.
You need an agreement. Whether it is called a “Partnership” Agreement
or “Shareholder” Agreement or “Employment” Agreement, you need an
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agreement between you and the other principals so that everyone knows
what is expected of you. [Form 4-1] And you need a “Buy-Sell” agree-
ment to provide continuity and solutions when a partner or partner-share-
holder is unwilling or unable to continue. [Form 4-2]

The Key Point: Define Partners’ Duties
If the partnership is a proprietorship or if you have formed an LLC or

LLP, then the agreement is simply called a “Partnership Agreement.” If
you and your friends have formed a corporation, then the document is
commonly called a “Shareholder Agreement.” For our purposes, these
agreements are virtually identical. For purposes of this chapter and in an
ode to simplicity, we will discuss the agreement from a partnership per-
spective.

What are the duties of each partner? Since few businesses intend to
have the partners performing the same tasks and since each partner often
has certain unique skills he or she brings to the table, an agreement as to
the duties, responsibilities and salary, if any, should be spelled out in writ-
ing advance.

What are the duties and responsibilities of each partner? What if a
partner fails to carry out his or her duties? Does the non-performing part-
ner have the right to any notice and time to correct the situation? Along
with detailing the duties and responsibilities, the bases for firing a partner
should be included.

In very small businesses, the failure of a partner to perform
may result in the termination of the business. This occurs
because the failing partner cannot be replaced without fi-
nancial hardship to the business. However, larger businesses
with greater cash flow and a significant number of employ-
ees do not have to fold. Instead, another partner or a non-
partner employee might take over the tasks previously as-
signed to the partner.
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The Buy-Sell Agreement
While the shareholder agreement covers the duties and responsibili-

ties of the partners, the Buy-Sell agreement covers three additional topics:
death, disability and “Please stop the ride, I wanna get off!”

With respect to the death of a partner, in the absence of an agree-
ment his shares go to his spouse or other heirs.

The easiest way to resolve this issue is through the use of an insur-
ance policy. We will discuss insurance issues in more detail later. For now,
you should know that “Key Man” policies provide benefits to the com-
pany by paying the company the monies needed to buy out the spouse.

For example: Your business has three partners with evenly di-
vided shares. The partners decide that the value of one interest is
$500,000. So, they purchase a life insurance policy in that amount,
which pays to the company that sum upon the death of the first
partner. When a partner dies, the $500,000 is paid to the com-
pany and then to the surviving spouse or to any other beneficiary
chosen—ahead of time—by the dead partner.

The disability of a partner creates certain complicated issues, too. A
serious disability such as a stroke or cancer or even the loss of a limb
clearly disrupts a partnership.

One solution is for the business to provide for a disability insurance
policy for all partners. In the event of the disability, payment is made di-
rectly to the disabled member. Such a policy covers about 75 percent of
the salary the partner was making for the length of the disability.

Beyond those payments, the partnership agreement would describe
how the remaining partners would treat the disabled partner’s equity while
he or she is out of the picture.

If the disability is permanent, the agreement might also provide for
additional payments over time in exchange for the return and cancellation
of that partner’s shares thus terminating his or her interest.
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A partner leaving the business creates far more trouble than an inca-
pacitated or deceased partner. Since you won’t have the benefit of the
insurance policy, some other formula must be created for buying him or
her out of their interest.

When I draft a Buy-Sell agreement, the most common solution is to
provide for an accountant who specializes in business valuations. He or
she would be retained for that purpose. If the accountant declares that the
business has a value of $1.5 million, then (assuming three equal partner/
shareholders) a formula is provided that permits the other two partner/
shareholders to pay the $500,000.00 usually over a specified period of
time to avoid financial hardship.

Why Buy-Sell Agreements Matter
A client called to inform me that her partner, an equal shareholder of

the corporation they used to operate their business, wanted out of their
business. Rather than sit down with my client and discuss a buy out, the
partner sent in the lawyer. (Imagine Dragnet theme music playing here.)
He stated that the business was worth $300,000 and that his client wanted
$150,000 paid within 10 days. Sure.

My client replied with a request to know how the lawyer arrived at
such a high figure. He stated that an unnamed business appraiser had
reviewed some financial information for the company and that the ap-
praiser came to the conclusion that the business was worth $300,000.

There’s nothing like the omission of details to spark my ire.
Next, this self-styled hardball player stated that, if the matter were

not resolved, his client would sue to have the business dissolved. Nothing
like a threat to motivate me to write a letter.

In my letter, I informed the lawyer that since no Buy-Sell agreement
had ever been created or executed, his client was free to walk away from
the business and forgo her salary—but she had no right to force a buyout
of her interest from my client. She was a shareholder. Nothing more. I
suggested that the parties agree on a neutral business evaluator and medi-
ate a final price by which my client would purchase her partner’s shares.
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Without a Buy-Sell agreement, you may not have an automatic
right to dissolve the business unless there’s been gross misman-
agement or criminal activity. Simply put, you can’t just walk away
and expect that the other principals will buy out your interest in
the operation. Moreover, any value the business may have could
be destroyed in a dissolution, especially if the business is a service
provider with no tangible assets.

In this case, my client was willing to purchase the other half of the
business for its fair market value. As a result, a court would have no rea-
son to dissolve the company. Instead, at best the court would order an
appraisal and for my client to pay the other shareholder—just as I had
suggested in the first place.

As I was writing this book, the relationship between the two partners
remained unresolved. Because my client’s partner wanted her name (and
all of the responsibility that goes with it) removed from the loans and lines
of credit—and because banks don’t like doing that—the buyout remained
pending. And it might remain so for years.

A Buy-Sell agreement or a Shareholder Agreement with provisions
for one partner to jump ship would have resolved this problem simply and
easily. Chances are the agreement would have required a business ap-
praiser to be hired that the parties both accepted. He or she would have
provided a value with an explanation as to how the value was derived. My
client would have paid one-half and that would have been that.

No lawyers. No lawyer letters.

Families, Spouses and Significant Others
One issue that comes up frequently in partnership agreements—but

gets little attention in most business books—is family matters. At the be-
ginning of this chapter, I mentioned briefly that a partner’s death can mean
partnership with a spouse, child or significant other that you don’t know…or
don’t like.
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Like Paul McCartney, you too could get stuck doing business with
your own Yoko Ono. Or you could wind up in a partnership with the idiot
son who thinks that watching every episode of The Apprentice makes
him the next Donald Trump.

Tip: While not a requirement, it is a good idea to have the
spouses of partners execute the Buy-Sell agreement, espe-
cially if you reside in a community property state. While most
courts will reject any circumvention of the agreement, espe-
cially if the consideration (payment) for the decedent’s shares
is adequate, the shares held by your partner are also “owned”
by his or her spouse. If the compensation appears to be inad-
equate, the spouse may refuse to return the shares or may
sue for additional compensation.

The key point here is that, if things are going well in your business,
you don’t want the death of a partner to derail the form of the partnership
that the business has taken. An interruption of even a few weeks during a
pivotal contract negotiation or sales season can do damage that lasts months
and even years.

On a related note, you shouldn’t enter into a partnership with anyone
who refuses to pay an attorney for advice or who refuses to execute the
appropriate Buy-Sell agreement or similar Partnership Agreement reviewed
by that attorney—and, separately, by your attorney.

If you think the divorce rate is high, you should examine the partner-
ship dissolution rate. The breakups are almost as ugly (and I have seen a
few that are uglier).

Following this marital metaphor, it’s often useful to think of the
Buy-Sell agreement as a pre-nup for your partnership.
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The absence of an agreement will cost you far more than its creation
and adherence to its terms. A refusal to enter into written agreements is a
red flag. Don’t let it fly too long.

Conclusion
You cannot prepare for every contingency. But you can take all rea-

sonable steps to keep the business in operation regardless of the disasters
that often occur. Being prepared really will help you and your partner to
sleep better at night. Remember: it isn’t just 50 percent of marriages that
end in divorce. Partnerships fail every day. Lawsuits are filed and the
lawyers make out while your dreams are erased. Don’t let this happen to
you.
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Chapter 5

Franchises

…we can be as separate as the fingers, yet one
as the hand in all things essential to mutual
progress.

 —Booker T. Washington

Name recognition can be a very significant factor in establishing a
successful business, especially in the service industry. A franchise pro-
vides this opportunity. From McDonald’s to 7-Eleven to Las Vegas Golf
& Tennis, these names are recognized and trusted.

A franchise is a business operation where a complex relationship
exists between the creator (the franchisor) and the purchaser (franchisee)
by way of an agreement.

Franchising offers people a business alternative to inventing the wheel
or reinventing the wheel, so to speak. Franchised businesses distribute
products and services related to every industry from sales of tools to in-
come tax preparation to restaurants and exercise centers.
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Few days pass by without my using an expression coined by me to
describe many of my clients. When the task or tasks at hand appear to be
so taxing, I say they are “overwhelmed by the task.” For many, the pros-
pect of work involved in starting a business from scratch and then adver-
tising can be quite daunting. And let’s face it: If you have read this far, you
may already feel overwhelmed. Instead of taking the risks to reap the
rewards, the daunted end up sitting on the couch eating Bon-Bons, frozen
by the monumental task before them.

To avoid the work and risk involved with starting a new and inde-
pendent business with no customers or name recognition, many
potential small business owners look to franchising—the chance
to buy into a recognized brand name—as the best choice for them.

The person or company that controls a franchise is called a franchisor;
the person or company that pays for its use is the franchisee. Generally,
the franchisee sells goods or services that are supplied by the franchisor.
The franchisor oversees the method or system of conducting business
between the two parties.

Think of your franchisor as your entrepreneurial governor. For a piece
of the action—often a substantial piece—franchisors provide:

• business expertise, such as marketing plans;
• management guidance;
• financing assistance;
• training and support services for both management and staff;
• product suggestions; and
• collective advertising.

This method of conducting business is tried and true; franchises have
been tested and proven successful for decades. Some forms of the fran-
chise have even been in use since the Civil War! Although each franchise
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offers a unique system of operation, it is up to you to determine which one
will best satisfy your needs as a budding entrepreneur.

Even though the success rate for franchise-owned businesses
is significantly higher than many independently run busi-
nesses, your success as a franchisee is never guaranteed,
and there will always be a risk when involved in a business
venture. Franchising is not for everyone, so it is important to
research thoroughly before entering into an agreement.

Is Franchising Right for You?

There are four preliminary questions that you need to ask yourself
before you get started in a franchise business:

1) How much money do you have to invest in the venture—
including marketing and advertising, once the business is ready to
operate?

2) What are your abilities as an entrepreneur in the industry you
have chosen?

3) What knowledge do you have about operating a small busi-
ness? and

4) What are your professional and personal goals?

The answers to these questions will contribute to the type of fran-
chise you choose. This is also a good thing to do at the very beginning
because these few questions will quickly narrow the scope of your efforts,
making the rest of the process more manageable and therefore, enjoy-
able. Getting it down on paper is a good idea as well, so you can easily
see the project in front of you.
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Qualifications
The step-by-step flowchart that appears on the opposite page fol-

lows the process of qualifying for and buying a franchise. The amount of
time it  takes to complete each phase will vary from franchise to franchise.

Beyond these steps, you should consider several other factors:

Investment Capabilities
Your investment capabilities can easily determine what happens as

you begin your franchising venture. Or shall we say AD-venture? There
are many start-up costs that need to be paid before your grand opening.
You can refer to the “Capital Formation” chapter for additional ideas for
gathering dollars. Also, financing is often available for franchise newbies,
but the level of investment required can vary greatly, from $10,000 to
$250,000 or more.

Even within the same franchise there may be different start-up pack-
ages available based on the amount of money you wish to invest. How
much money you have to invest can also be determined by how much
money you can afford to lose. If your franchise fails, you may be left with
loan payments for years following the demise of your efforts. If you need
to refer to the Bankruptcy chapter, do so now.

Finally, your credit rating will affect the amount of money you will be
able to dig up. Obtaining your franchise with one or more partners can
lower your investment requirements, but will most likely lower your in-
come as well. With or without partners, you should have additional in-
come or money set aside to live on during the start of your franchise, as
money will only come after you have opened your business.

Knowledge of the Industry
If you were a Literature major in college, chances are you may not

know the first thing about repairing an automobile or preparing taxes. One
of the biggest mistakes made in the creation of a small business and in
purchasing a franchise is the desire to start a business that the franchisee
knows nothing about. It is never a good idea to create, operate or even
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invest in a business or franchise without knowledge of the product or
service it provides. Makes sense, right?

Yet, this may be the most common error committed by would-be
entrepreneurs.

Additionally, you need to check out the franchise’s requirements re-
garding technical or other experience because you may need training or
education. Take note that although many franchisors offer training, the
training may delay your start date. And consider this: what knowledge or
training can you bring to a business? Have you ever managed a business?
Even with the support usually provide, you need to make a preliminary
assessment.

Your Goals
Putting your goals on paper is also a good preliminary assessment,

not just for your franchise research. Outlining where you want to be, both
personally and professionally, gives you a sort of written statement to which
you can respond and accomplish those goals you set for yourself.

• What kind of income do you require or desire?

• What field do you want to pursue?

• Would you rather go into retail sales, or perform a service?

• How many hours can you work and do you want or need to hire
a manager?

• Will this business be your primary source of income?

Most franchise agreements last anywhere from 10-20 years.
So if you can see yourself operating the business in two de-
cades, you have probably found a match.



73

Chapter 5: Franchises

Many franchisees enjoy their business so much and are so successful
that they may want to operate more than one outlet. In fact, many fran-
chises are bought by existing franchisees in the company, which can be a
clue to the business’ success and level of franchisee satisfaction. In some
instances you may be required to buy more than one outlet. For example,
Del Taco requires franchisees to purchase three to five outlets.

Selecting a Franchise
Name recognition is often the primary reason to purchase a fran-

chise, because then you can use a name that is already well-known. This
is important because it is hard to build a loyal client base in any field.
Franchising with a company that already has a name recognizable by the
largest demographic possible will most likely draw customers who are
familiar with your business.

If the franchise is not well-known to you, find out how long the fran-
chise has been in operation and what the reputation is. You can contact
the Better Business Bureau at www.BBB.com for information regarding
the franchise organization. The bureau keeps records of complaints against
local businesses and gives a rating of the business.

Since franchising requires capital and that creates a risk, you should
consider certain factors when deciding on which franchise is right for you
and which will most likely be successful in the location you choose:

• Is there a demand for the products or service you offer?

• What is the competition like now?

• What will be the competition in the future?

• How much distance is there or will there be between your fran-
chise or sales territory and that of existing or future franchisees?

Ask questions. Investigate the franchisor’s history, growth, and level
of support by contacting its franchisees. The franchisor’s history can show
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what kind of relationship you may have with your entrepreneurial gover-
nors. Remember, what they say goes. So, even though the company’s
name itself may be known far and wide, the inner-workings are important
to consider.

The good thing about franchises is that many of them have been op-
erated very successfully and have years of experience under their belts.
Some franchises began with the average person operating one small shop
that grew.

The Subway sandwich shop chain is one such franchise. It was
founded by Fred DeLuca and several family members as a way to
raise money for college for Fred. What was first started in 1965 with
a plan to open 32 stores in the first ten years (that goal was actu-
ally reached in the first year) has since grown into an empire with
over 17,000 stores in 75 countries.

It is important to consider how much experience your franchisor has
so you can gauge their assurance of support and have trust in the system
they have created for the franchise.

The Ratings
A fast-growing franchise could mean a successful business. Subway

has been named number one 10 times in the Franchise 500 rating by
Entrepreneur magazine. The Franchise 500 rating is determined by the
company’s growth rate and size, financial strength, and stability. If the
franchise you’ve selected is growing, which it should, this increases the
chances of customers available to you. However, a successful franchisor
doesn’t always mean a successful franchisee. Check out the financial as-
sets of the company and also their staff. A company that grows too quickly
can collapse for lack of internal support.
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Even though the franchise fee includes assistance above and beyond
the name rights and format or system developed by the company, the
support that you get from your franchisor will vary.

7-Eleven, the largest convenience chain in the world, offers its
franchisees training, counseling, bookkeeping, auditing, finan-
cial reports, advertising, and merchandise assistance. Aside from
regular consultant visits to maximize business performance, 7-
Eleven even has a 90-day trial period! Some franchises may have
a weekend of training and an operating manual, or provide you
with advice on hiring employees, marketing, and management.

Some franchisors include support continuing beyond your grand open-
ing, such as toll-free assistance numbers, periodic seminars and work-
shops, and monthly newsletters. Find out the kind of training required to
operate your franchise, the quality of training from them as opposed to
other places, and how that compares to other franchisees in the same
company. If you have previous or formal training in the area it can help
tremendously when you start your franchise

Site selection
One of the services a franchisor will most likely provide is site selec-

tion. You may be offered a franchise opportunity in an existing outlet, or
one in an existing building, or one that hasn’t been built yet. Depending on
the franchise you choose, you may also have architecture or interior de-
sign requirements.

Ever notice how all Del Tacos look alike? It is important, then, to
consider the demand for products or services in that particular area. Con-
sider also the fact that your franchise’s products or services may have a
seasonal or temporary demand as many new products become obsolete
within several years.
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Once you have determined the demand for the franchise’s offerings
in the community in question, you should assess your competition. Are
there other competing companies that offer the same business, and do
they get their inventory and equipment for a cheaper price?

If you open a dry-cleaning franchise but the mom-and-pop shop down
the street charges half of your prices because they live in the apartment
upstairs and own their building, you might be out of luck. What about
competition from franchises in the same company and in the same area?
On the other hand, you may have wider name-recognition and have ac-
cess to the advertising needed to be successful.

The more you consider when deciding which franchise is right for
you, the happier you’ll be when you finally sit down to sign the franchise
agreement. Even if you come to the conclusion that franchising isn’t your
thing, you will have at least done your preliminary research for an inde-
pendent business venture and outlined some of your life goals in the pro-
cess.

Franchise Expositions
Franchise expositions are like job fairs and car shows. Lots of booths

in really big rooms. Actually, you have myriad franchise details, proposals
and networking possibilities right in front of your eyes. But you must be
careful to filter the information you are receiving, because exhibitors are
there to sell their franchise systems. Some will do so aggressively. Then
again, don’t reject a hard sell automatically. Everyone’s gotta make a buck;
that’s why you’re going into business in the first place.

Doing your homework before an exposition will make the whole
experience most rewarding. You can find out about exposi-
tions in your area by accessing the Franchise Info Web site
(www.franchiseinfosite.com) and clicking on Upcoming Fran-
chise Expos.
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There are many expositions held all over the country and around the
world which you may attend throughout the year. You will want to decide
ahead of time what your investment capabilities are, along with your goals
and your abilities assessment. It is easy to get caught up in the excitement
of everything, and you want to make sure you have some definite figures
and ideas in your head before you jump in the shark pen.

The advantages of attending an exposition are comparison shopping
and pooling your information. You can visit many exhibitors and ask nec-
essary questions during their presentations or in discussion. Find out:

• how long they’ve been in business,

• how many outlets exist and their locations,

• what controls the franchise imposes upon its franchisees,

• what kind of assistance they provide and if it’s ongoing and,

• of course, you’ll want to talk about money. What are the initial
start-up costs and what are the ongoing costs?

Because franchises are based around using a trademark or symbol,
there is almost always a royalty fee that you must pay to the franchisor. I’ll
explain more later as to what types of costs you can expect to incur.

Some franchisors may tell you that you can earn a specific  amount
of income by investing in their company. Take such claims with
extreme caution. You can bet they are telling you about their top-
performing franchises. The Federal Trade Commission, an agency
that regulates interstate commerce, requires franchisors who make
claims regarding income and/or profits to “substantiate” their
claims in writing. Make sure they do that.

Requesting information and start-up packages from separate com-
panies can be costly and time-consuming; but attending a franchise expo-
sition can relieve a lot of that stress. Do not feel pressured in any way
when speaking with an exhibitor. Just get your information so you can
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take it home and study further. But taking notes is essential, because there
is no possible way you will remember the answers to all of the questions
you asked. Plus, you will have spoken directly with a number of people,
thereby establishing a personal relationship with a representative of your
franchise of interest.

Disclosure Documents and Other Fun Things
The Federal Trade Commission (www.ftc.com) has a lovely little

concept which goes by the name of Franchise Rule. The Franchise Rule
imposes six requirements concerning “advertising, offering, licensing, con-
tracting, sale or other promotion” of a franchise in or affecting commerce.
Under this, a franchisor must provide you with a Franchise Offering Cir-
cular (FOC). This is fancy government talk for a disclosure document.

The FOC contains a number of “disclosures” which are of significant
value to you and any other investors you may carry.

Most franchisors are legitimate business; but, as in any field, some
are scams. The bad ones are designed to grab money from eager franchi-
sees, while offering little or nothing in return—and bad ones often flood
the marketplace with too many franchisees.

The FOC is particularly helpful in avoiding scams by disclos-
ing information about the people involved in a franchisor. In
the document, you can find a number of provisions cluing
you in about the backgrounds of the franchisors. You can see
what experience they have with the company as well as other
information—whether they have criminal records, bankrupt-
cies, been involved in lawsuits, etc.  If you’re considering a
franchise, make sure you review the FOC.

Typical items in the FOC also include detail issues such as franchise
fees and other fees you will incur. You have certain rights under the FTC’s
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franchise rule in case of misrepresentation on the part of your franchisor.
You will also learn what the obligations are of each party with respect to
territory, trademarks, restrictions on sources of products and services,
restrictions on what you may sell, and how renewals and terminations of
agreements will be handled.

FOC Required Items of Disclosure

• the full legal name of the franchisor, its predecessors and affiliates;

• any bankruptcies of the principals or any previous franchises un-
der their control;

• current litigation involving principals;

• business experience of principals;

• initial franchise fee;

• total initial investment;

• franchisee’s obligations;

• restrictions on sources of products and services;

• restrictions on what the franchisee may sell;

• financing offered to franchisees;

• territories;

• trademarks, patents, copyrights and proprietary information;

• any obligations or requirements that franchisees participate di-
rectly in the actual operation of the franchise business;

• renewal, termination, transfer and dispute resolution;

• list of outlets;

• substantiation of any earnings claims;

• franchisor financial statements;

• standard operating agreements and contracts.
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The FTC requires that you receive this information at least 10 busi-
ness days prior to signing any contract. Though you should not have to
ask for it, don’t be afraid to do so. Get to know this document. Get
clarification of anything that is vague.

Read the FOC yourself. Good ones are written in plain English.
If you need help, the Franchise Profiles International Web site
(www.franchise411.com) has a page outlining the best way
to read and interpret the FOC. If you don’t understand what
the document says, get your lawyer to help you. Do this be-
fore you sign any franchise agreement.

Comfort Zone
Once you review and understand the sections of the FOC, you should

write down your concerns and questions of each section. Pay attention to
the different provisions of the document, and then compare these with
your franchise’s competitors, even if they aren’t franchised companies.
Then you can look at the difference between your company and the com-
petition to see if you feel comfortable with your company’s policies.

The next thing you should do is to contact other franchisees of your
company. Interview them. Find out what they like. Find out what they
would like to change. Find out if there was anything they found out about
after they had signed the agreement. Visit their stores.

Be aware of franchisees that have been recommended for contact by
the franchisor. Some franchisees may be compensated to say good things;
so, call franchisees of the company that aren’t on the recommended list.
In fact, try to find at least one franchisee who’s not happy with the com-
pany (even good franchisors have a few of these at any given time) and try
to understand his or her complaints.

This helps you to see through any hype or exaggerations there may
be regarding the franchise.
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Red Flags of Franchising
Below is a list of things to consider when weighing the advantages

and disadvantages of the system you are considering, taken from the Fran-
chise411 Web page, for use in studying the Franchise Offering Circular:

Red Flag Yes/No
1. Low job satisfaction or lack of challenge ______

2. High employee count or turnover ______

3. Long or unpredictable work or store hours ______

4. Complicated or lengthy paperwork ______

5. Saturated or Highly Competitive Industries ______

6. High or unpredictable real estate or store costs ______

7. Product obsolescence or possible technology change ______

8. Existing or imminent industry regulation or red tape ______

9. Large minimum inventory or equipment purchases required ______

10. Physically demanding or skilled employee requirements ______

11. High insurance costs or liability exposures ______

12. Lack of outlet for personal talents or skills ______

13. Poor socio-economic/educational traits of employees ______

14. Restrictions on growth or expansion or relocation ______

15. Political or social scrutiny of product or service ______

16. High volume sales required for break-even ______

17. Salesmanship or high advertising/marketing costs ______

18. High maintenance or perishable or shrinkage costs ______

19. High capitalization of equipment or real estate ______

20. High initial financial exposure/high downside risk ______
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If you answer “Yes” to any of these Red Flags, you should proceed
carefully. If you answer “Yes” to several, you should reconsider the fran-
chise opportunity you’re seeking.

Don’t Rush
Aggressive franchisors may pressure you to make a quick decision

about buying in. Their representatives might talk about how quickly prime
locations are being taken, etc. This doesn’t necessarily mean that the
franchisor is crooked; it just means it’s…aggressive.

Don’t cave to sales tactics. A legitimate franchise opportunity won’t
vanish in a few weeks.

And the FOC isn’t the only place to find information about your
franchisor. Additional financial information on any company can be found—
for a fee—through commercial reporting agencies such as Dun &
Bradstreet.

You can also check with the local or state Better Business Bureau to
see if any complaints have been filed by consumers, and if and how they
were resolved.

Your lawyer or accountant may be able to give you good advice
regarding the integrity of the franchisor and the franchise. And they may
have clients with experience regarding a particular company. And make
sure to have them go over your franchise agreement to point out any clauses
that are of interest to you or are confusing.

In addition to all of the other issues presented here, don’t
forget the advice I offered in the introduction: The economic
climate— local, state and national—can have a big influence
on the success of any business, including a franchise. Cer-
tain businesses do quite well in hard economic times, while
others fail. If you do not pay attention to these conditions,
you might have the nicest store no one ever visits.
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Responsibilities of a Franchisee
It is good to know the answers to every discrepancy you might find

in the FOC and learn what your duties are as franchisee. This will help
eliminate any future dissatisfaction once you sign the agreement. Keep in
mind that, although the investment risk is lower when starting a franchise
than an independent business, you may have to give up control of many
aspects of your business in order to operate within the agreement.

Depending on the type of franchise you buy, you may or may not
incur the following costs or be subject to specific business controls.

For example, if your franchise of interest is a home-based Internet
consulting firm, you probably won’t be paying for building an outlet or
certain types of insurance. You probably will, however, pay for the do-
main name on the Web.

Costs
The first thing you will most likely need to pay is the franchise fee.

The franchise fee gives you a format or system developed by the franchisor,
rights to use the name for a limited time, and assistance in various ways, as
stated before. The franchise fee can range from a few thousand dollars to
a few hundred thousand dollars, depending on these factors and what
type of franchise you are buying.

You may have to pay to rent, lease, or build your own outlet. De-
pending on the type of business, you may need to purchase the initial
inventory, and all or part of the operating licenses and insurance. After
your grand opening, you may have to pay ongoing royalties to the franchisor
for the right to use their name. This could be any given percentage of your
revenues, even if you don’t earn a profit for some months.

Some franchises will provide your advertising for you, in which case
you will pay ongoing advertising fees, or place a certain percentage of
your revenue into a type of advertising fund that contributes to national
advertising. An extra contribution may supply you and other franchises in
your area with promotions and marketing for your specific community.
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Sometimes it is optional and sometimes it is required. Know the differ-
ence before the bill comes.

The following is an example of the financial preview for a 7-Eleven
franchise. Note that income is received only once the gross profits have
been paid to the company, and you have used your share to cover neces-
sary expenses.

Fifty-two percent (52%) of the store’s gross revenue goes to
7-Eleven’s corporate parent for:

• Property and building rent

• Equipment rent

• Property taxes

• Some utilities (heat/cooling/lights/water)

• National advertising

• Bookkeeping and audits

• Financial reports

• Merchandising

• Product selection/price recommendations

• Point-of-sale materials

• General business advisory assistance

• Local and national franchisee advisory counsels

The Franchisee keeps the rest (48%) of the store’s gross rev-
enue to pay for:

• Payroll and payroll taxes

• Employee group insurance

• Equipment repair

• Laundry



85

Chapter 5: Franchises

• Business taxes and licenses

• Janitorial services

• Landscaping

• Security

• Extra advertising for the store

• Cash variation

• Bad merchandise

• Store supplies

• Inventory variation

• General maintenance

• Telephone

• Miscellaneous store expenses

The franchisee keeps anything left from the 48 percent cut. While it
seems that there would be little or nothing to keep, note how many 7-
Eleven stores (or Circle K stores) are in your area. Someone’s making
money somehow.

Business Controls
Because franchises are territorial by nature, it is possible that the only

available site is on the other side of town. Or maybe in another town
altogether. Or maybe you would have to move to a different state because
the franchisor’s needs have been met in your state. Are you willing to do
this? Weigh out the advantages and disadvantages of a career move such
as this and a personal move.

When a site has been approved for you, chances are that research
has been done to maximize customer attraction. However, you may be
limited to this area only because of other franchisees. So you may be out



86

The Elements of Small Business

of luck if you want to purchase more than one outlet in the same area.
Your area may also be restricted to limit the competition between you and
another franchisee nearby. That could limit your growth potential.

If you set up shop at one location but, later, want to move to another
location, approval must be obtained by the franchisor.

Make sure to review the clause addressing territorial rights in
your agreement. This is definitely one of the larger chunks of
field research you should do when exploring your franchis-
ing options, especially if it isn’t addressed in your Franchise
Offering Circular.

There may be certain design or architecture requirements for your
franchise to ensure the same identifiable look for each location. You also
may be required to keep up with design changes and the renovations that
go with it. This may not be too often, but if your franchise does seasonal
display changes, the costs can add up.

The franchisor may place restrictions on the sale and purchase of
specific goods and services pertaining to your business. Those who are
looking for structure in their businesses may like this aspect. But if you
notice in your restaurant, for example, that customers never buy a certain
menu item, you may still have to carry that item in stock.

If you are operating a fitness establishment and would like to add a
specific service, like massage, you may not be allowed to per your fran-
chise agreement, even though you know it would bring in more new cli-
ents or better satisfy your current clients. Some franchisees feel that some
of the creative management or marketing opportunities are curbed by these
restrictions.

And if you think that is control, you may be surprised to learn that
you must operate during specific business hours, wear certain uniforms (a
la the Hot Dog on a Stick fast-food chain), use predetermined book-
keeping procedures and advertise in a specific manner or with only ap-
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proved signage. These requirements will vary from one establishment to
the next.

If you sign a franchise agreement and then fail to pay royalties or
operate by the standards required, you could be held in breach of con-
tract. Remember, agreements can run anywhere from 10 to 20 years, and
if you break this you will most likely lose your investment. Even if your
franchise experience is all that you hoped it would be and you want to
renew the agreement, those entrepreneurial dictators can raise your roy-
alty payments and/or enforce new standards and restrictions.

Recently, an acquaintance of mine sought a license from a well-known
manufacturer to create stores selling the manufacturer’s products to the
general public. After obtaining the license, he decided that selling fran-
chises would be the fastest way to grow.

All states require that a franchiser register its information and obtain
state approval before proceeding. The acquaintance had missed that class
and began selling franchises anyway. Bad idea.

When one state agency regulating the sale of franchises discovered
this, it issued a cease-and-desist order. Simply, my acquaintance was or-
dered to stop. “Aren’t I allowed to make a living?” he whined.

Not without the approval of the state.
Make sure that any franchise opportunity includes proof that the state

has approved of the offering. And if you plan to franchise your business,
seek the assistance of a qualified attorney before you begin.

Conclusion
Owning a franchise means you have marketing, market research,

advertising and name value immediately. But you have to pay for that. So
pay attention to the fine print. The franchisors are your landlords and you’re
their proverbial tenants. This is the lease of your life. Be good. Franchise
responsibly.
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Capital Formation

The business of government is to keep out of business—that
is, unless business needs government aid.

 —Will Rogers

When Marx and Engels wrote The Communist Manifesto, they
concluded that socialism was a natural outgrowth of capitalism.  The im-
plication was that a society could not get to socialism without a capital
base—MONEY!

Okay, so now I can write off that college education. But the fact is
capital is necessary to achieve and be successful in business. In the real
world, Hong Kong remains a mecca of capitalism even under Chinese
control because the Chinese understand that they make money from the
sale of goods and services. That income allows them the luxury of ruling
all others with an iron fist.

Every business needs money. But how you get it could mean the
difference between success and failure. Some people go to friends or
family to raise money for their business. This may include a “gift” up to
$10,000 per person, a method originally devised for parents to provide
down payment funds for an adult child’s first home purchase. At the time
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this book was published this amount was current, but tax laws change so
rapidly that it is a good idea to ask your beloved accountant.

Assuming that Aunt Edna did not leave you a small fortune or Uncle
Ralph just could not find anything else he could do with his lottery win-
nings, outside sources will be required. The methods available depend on
the type of business formation you have chosen. In fact, the type of for-
mation you choose may come as a result of how you intend to raise capi-
tal. Loans from a variety of sources, as well as capital contribution and
selling of shares as ways to raise money for your business are discussed in
this chapter.

First, you must assess the amount you will need—really need—to
make the business work.

There are many things to consider when figuring the capital needed
for start-up. If you are incorporating, you will need to factor in the cost of
the fees, taxes, and government filings. You will likely need to lease equip-
ment in advance, rent a space, and purchase insurance. Make sure you
make a start-up list alongside of your budget. And don’t forget to factor in
the costs of retaining that accountant and attorney to advise you on the
formation of your business and the tax ramifications.

One of the most common mistakes is to  set the amount needed
to get the business started—but not have enough money set
aside to advertise the product or service.  It’s great to have
the best widgets in town.  But what if no one knows you have
them? You should project up to six months of expenses, in-
cluding advertising or giveaways or other promotions, while
counting on only a little income to offset the expenses.

 Several years ago, a client of mine decided to open a sports bar and
restaurant.  To sell alcoholic beverages, he had to obtain a license from
the state’s Department of Alcoholic Beverage Control. He never both-
ered to discuss the matter with me—and proceeded, anyway. He was a
successful real estate guy with plenty of access to money; but he knew
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nothing of the rules and regulations regarding alcohol permits. And he
didn’t realize that the department could reject his application for reasons
that had nothing to do with him.

He agreed to purchase an alcohol license from a private party
who’d run a local bar but was getting out of the business. This
kind of transfer was allowed, under certain conditions. Per the
instructions of the state, my client set up an escrow account and
submitted the transfer application. All of this was done during the
construction and equipment leasing—the business matters my
client considered most important.

Soon, my client had spent more than $500,000 on a business with-
out having secured the essential permit. That’s a lot of speculation, even
for a successful guy with good banking relationships.

Then it came: The rejection letter. The vice squad of the local police
department had to sign off on all alcohol permit transfers—and it wasn’t
going to approve this one. The police claimed that the crime rate in the
neighborhood was too high (including some gang activity) and that the
area already had too many bars.

And so began a two-year odyssey of appeals and hearings. Ulti-
mately, we prevailed and got the permit transferred. But the victory was
Pyrrhic.

During the period from the rejection to the reversal and transfer, my
client couldn’t open the doors to a business he’d spent heavily to start. He
covered all of his debts; but, ultimately, the financial burden on the busi-
ness was so high that the restaurant lasted only three years—struggling the
whole time to service its larger-than-originally-expected debt.

My client hadn’t contacted me until after the rejection of the permit
application, so his capital structure wasn’t what he needed to make the
business a success. He was a smart, experienced guy; but he didn’t know
how much money his business really needed.
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Bank Loans
Your bank can give you a loan. Often, it comes in the form of a line of

credit. That means the bank makes available to you a maximum sum that
you can use as necessary. You pay back what you use. Of course, you
will pay interest on what you borrow while you borrow it.

On occasion, the interest rate for the loan is fixed—meaning that it
will not change through the repayment. However, many banks prefer to
offer a variable rate. These rates are tied to changes in a particular index.

The most common variable is the prime interest rate. This is a rate
set by the Federal Reserve Board and represents the lowest rate banks
charge their best customers. A common loan rate might be “prime plus
2.5 percent.”

Tip: If you choose a variable rate, make sure you understand
the index upon which your rate is set and that the rate has a
cap so that it can never be higher than a certain percentage
or raised in any period, often quarterly, more than one-half
of a point. Certain indices tend to move faster to the upside
and down side, while others, such as the 11th District Cost of
Funds Index moves very slowly in either direction.

Another Tip: When loan percentages are provided, you will
see two numbers. The first is the interest rate and the other,
referred to as the Annual Percentage Rate (APR) is the actual
rate you pay. Why the difference? Ask yourself :  How is the
interest accruing?  Monthly? Quarterly? Annually? The faster
the interest accrues, the higher the APR. When the rate and
the APR are close, then that is a good deal.  But be wary of
very low rates.

I have seen rates on car loans advertised as 1.9 percent but with an
APR of 3.5 percent. The real rate you will be paying will be that 3.5
percent. So maybe it was not such a bargain in the first place.
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Your credit rating will determine the amount of your line of credit. If
you have formed a corporation or LLC and you have been in business for
more than five years, the business’ tax returns and profit and loss state-
ments may be adequate.

If the money is for a new business venture, then your personal tax
returns will be requested regardless of whether you have formed a corpo-
ration. Also, the bank may wish to review a formal business plan (which
we will discuss a little later) and your credentials.

SBA Loans and Other Options
Just about all types of businesses can obtain loans from the federal

agency known as the Small Business Administration. These loans are made
by banks, secured by the federal government, and come with an interest
rate as low as three percent.

“Secured by the federal government” simply means that if you default
on the loan the bank can be reimbursed by the Federal government. You
can obtain an application from bank personnel.  The bank will supply you
with an SBA loan with a much lower interest rate than their own because
they will most likely get other business from you as well.

For more information on SBA loans and financing options, you can
visit www.SBA.gov.

If you’re a member or are eligible to be a member of a credit union,
you might use its services. A credit union operates in a manner similar to a
bank. Generally, credit unions are owned and operated by their members;
membership generally consists of belonging to a union, trade group or
other organization.

If you attended a major college or university, you may have the right
to belong to a credit union. Recently, the federal government changed the
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membership requirement so that the general public could receive the ser-
vices of credit unions. Thus many credit unions are openly soliciting the
public.

The advantage of seeking loans from credit unions is that they tend to
have lower rates of interest and can be less stringent in their requirements
for providing loans to their members. Also, you often receive a higher rate
of interest on your savings accounts and certificates of deposit (CDs).

Tip:  if you borrow money from friends or family, the IRS
requires a minimum interest rate for the loan.  So Uncle Hank’s
offer to loan you “a few grand” really is a loan and if Uncle
Hank fails to declare the interest as income, the IRS will do it
for him at the next audit—along with its charges for penalties
and interest on the unpaid taxes.  However, parents and other
family members can give up to $10,000.00 each to a child as
a gift.  This rule was set up to assist parents in providing a
down payment for their adult child’s first home but can be
applied for just about anything including the creation of a
business.

Capital Contributions and Loans
If your business is set up as a corporation or LLC or LLP, you or

other shareholders or partners are permitted to provide funds to the cor-
poration. The funds fall into two categories: Capital contribution or loan.

A capital contribution is monies provided to the company that are
not intended to be repaid. This money is not considered income and there-
fore is not taxable. It also does not provide a tax write-off to you.

A loan from a shareholder or officer works in the same manner as if
the money had been borrowed from a bank. While there is no tax conse-
quence to a loan, if the money is ever repaid, the minimal IRS interest rate
must be declared by the loaning party as income.
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Security Agreement
If the amount of the loan is substantial, the loaning party may want

something of value to secure the loan—something that the loaning party
can sell off to cover the debt you failed to pay.

Think of it this way: When you buy a home, the bank lends you
money. In exchange, it holds the deed to your nice new home. A mort-
gage is born.

In the world of securities, a stock pledge agreement or a security
agreement uses shares of stock as collateral for the loan. If you default
(fail to pay), the lending party gets the shares. If the number of shares
pledged is substantial, that party may be able to take over the business. If
not, maybe he or she can sell them.

Bottom line: Unless the company becomes worthless, don’t default.
Several years ago, a client retained me to defend her in a suit filed by

a creditor. She and other major shareholders had pledged their shares as
security (something tangible the creditor can take and sell if you don’t
pay) in order to raise capital for investment. When it came time to make
payments on the loan, the corporation did not have the money. Rather
than selling the shares right then and there, the creditor inexplicably chose
to wait.

Several months later, the company failed. That eliminated the option
of the creditor selling the shares. So, it sued the individuals who had pledged
their stock. Since the loan was provided to the corporation and since the
only collateral was pledge of the shares of stock, in the absence of fraud
or other intentional mismanagement, the creditor was out of luck. Case
dismissed.

Selling Shares
Selling stock in your company is another option.  Friends or relatives

may take a liking to you or your cause and want to invest their money.
After all, there is a chance that you really know what you are doing and
that they can go along for the ride.  For these purchasers, they give you
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money, you give them some stock. In most cases, the stock or “security”
and its sale does not require approval by any state agency.

If your business is small and intended to be family operated with
a handful of employees with friends and family owning the busi-
ness or the shares, then this next section doesn’t apply to you—
directly. (But think big. Read it, anyway.)

For situations where hundreds of thousands of dollars or even a few
million dollars will be needed, another set of rules applies.

To begin, you will want to develop a “prospectus.” Similar to a busi-
ness plan, it explains to investors who you are and what you are trying to
do. You must file or register the prospectus and other related information
with every state in which sales of shares may take place.

Don’t attempt this on your own or the planets will collide. In fact,
failure to use an attorney may result in serious consequences. Nonethe-
less, you should know the tenets of raising money this way. So we con-
tinue...

For these investors, you will create and provide to them the pro-
spectus and a “subscription agreement.”  This agreement basically states
that the investment is not guaranteed and that you could lose all of your
money.  Often, a section of the agreement or a separate document re-
quests that the investor declare that he or she is a “qualified” investor—
that the individual has participated in similar investments, is able to lose the
money investment, and knows what he or she is doing.

Do not take any money from investors without obtaining their
signature on the subscription agreement prepared by an ex-
perienced attorney. In the event the company fails, that
agreement may be the only thing that protects you from a
lawsuit. Nothing breeds lawsuits like a good business failure.
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 Depending on how much money you intend to raise, you may have
different kinds or classifications of investors. For businesses requiring a
lot of capital, “angel” investors may be necessary. These are the first big
money folks (sometimes referred to as “venture capitalists”).

Since their contribution has just paid your bills for the next year, the
term “Angel” is fitting. In exchange for making your dreams come true, the
angels receive a number of benefits such as stock, stock options and buyouts
of their shares at a certain strike price—meaning that if the stock develops
a certain value, they can require the company to purchase their shares.

In short, angels provide the bulk of the start-up capital. However,
they are arms-length investors. Selling shares to them or to the
general public triggers a set of rules and requirements far more
stringent that the rules for sales to people whom you know. This is
a good time to retain a securities attorney.

Depending on the type of investment and its status, if you want to sell
shares to the public you will have to register the investment prospectus
with the “Department of Corporations” and/or the office of the Secretary
of State in each state where you will be soliciting potential investors.

The prospectus is a fascinating collection of information about you,
the company, what it does and why one would want to invest in it. It also
has a multi-page disclaimer which when broken down really informs the
investor that he or she could lose all of his or her investment and it ain’t
your fault.

If you sell shares to random investors in multiple states, you may also
need to register the investment with the SEC (www.sec.gov). The Secu-
rities and Exchange Commission regulates the sales of anything defined as
a “security.” And the fact is any investment sold through interstate com-
merce is a security. Even if you live in Phoenix and call a potential investor
in Tucson, this activity is considered to be “interstate” since you used
interstate telephone lines to make the call. Again, time for that securities
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lawyer.  Just think:  if it all goes wrong, at least you can sue him or her for
malpractice.

Types of Shares
Most small businesses will have one type of stock—common stock.

In certain cases, you may wish to consider different classes of common
stock or different series of common stock.  The rules and restrictions of
issuing separate classes or series very from state to state.  Often, a corpo-
ration will use different classes or series of stock at different intervals of
sales.  For example, if at start-up the corporation sells shares for $1.00,
that might be termed Class “A.”

 The following year, the stock offering might be set at $2.00 per share
and be termed Class “B.”  The corporation might have rules granting it a
right of first refusal to purchase Class A shares at a certain set price be-
fore those shares can be sold to the general public. Or the different clas-
sifications may result in different distributions of proceeds from a sale of
the company.  Before you create separate categories you should seek
advice from a competent professional.

In addition to separate categories for common stock, businesses can
have separate types of stock.  The most common of these is “preferred
stock.”  These shares often come with certain rights that common stock
does not have:

• priority on the assets in case the corporation is dissolved;

• special voting rights on certain specified issues;

• priority over dividends, if paid by the corporation;

• possible right to convert to common stock at a discount;

• other rights that protect the shareholder’s interests.

You don’t have to have a completed product in order to solicit inves-
tors. A client wanted to develop an animated television show for children.
The only problem was that he knew nothing about television shows for
children especially animated shows.  Always a good start.  Knowing what
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he did not know, he found those who did. One of those he found had
already developed on paper a concept for a superhero style of show. The
cost of producing an entire episode would run as high as $600,000. A
three-minute trailer would cost on tenth of that amount.

So, my client decided to produce the trailer after the client raised the
money necessary. With trailer in hand, the client could show others who
might invest enough money to pay for the first episode and maybe more.

By creating a prototype and by working through a realistic process
of raising enough money to create a viable product to be used to make
more money, the client was able to meet his goal of creating an animated
show. Had he attempted at the beginning to raise all of the money without
the benefit of a trailer, it is likely he would not have been successful or if
so, he would have worked for months without knowing whether in the
end he would be able to raise all the money needed.

Factoring
If you have a small business but receive really big orders, you may

have the ability to borrow enough money to cover the raw material and
packaging costs of a 100,000 unit order but waiting for thirty to sixty days
for payment will grind the business to a halt. Maybe you can rely on a line
of credit. Maybe not. So now what?

A factor or factoring company will lend you money based on pur-
chase orders you’ve gotten from customers or your accounts receivable—
for a fee. Usually the fee is a percentage of the purchase orders or receiv-
ables. In exchange, you assign collection of the receivable to the factor.
Your profit will not be as high, but at least you have operating capital.

Tip:  Ever buy that king size jar of grape jelly because it was
cheaper per ounce than the smaller size?  Is it still sitting in
the refrigerator half full?  Unless you fear a shortfall of certain
raw materials, don’t stock too much of anything.  Years ago
when the price of gold was over $400.00 an ounce, a client in
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the jewelry manufacturing business simply never figured that
the price would go lower.  So he bought a lot of gold.  The
price then dipped to $300 and has ranged between $268 and
$420 for the past five years.  Ouch.  Since the company could
not raise prices in a competitive market, the company could
not recoup such a loss and has since folded.

Another Tip:  While we have not included a chapter on ship-
ping, beware that shipping prices are bizarre, illogical, and
can vary by five times from company to company.  Fluctua-
tions in gasoline or diesel fuel prices can result in fuel sur-
charges.  If you are in the manufacturing business or retail
sales that include shipping, make sure to shop around and to
negotiate rates.  Find out if increases in the cost of fuel will
result in price increases.  If possible, check with your com-
petitors to see what they are paying.  There are a lot of ship-
ping companies and many will work out deals for the exclu-
sive rights to ship your goods.

Conclusion
The fact is capital comes in a plethora of forms—from banks, indi-

viduals, venture capitalists and from family and friends. The best method
for you will depend on the amount you wish to raise and the type of busi-
ness you are starting.

But be forewarned: Don’t try to raise money from anyone without
consulting any attorney or an expert in raising capital. Once again, the few
hundred dollars you spend at this stage could be the difference between
fulfilling your dreams and law suits costing tens of thousands of dollars or
even criminal charges.
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Chapter 7

Business Plans

To be a success in business, be daring, be first, be different.

—Marchant

If you want others to understand what you do and why, the creation
of a business plan is key. In fact, a business plan provides three benefits:

• A road map for your business to which you can review at any
time to keep focused.

• A format by which others can understand what you are doing or
trying to do,  especially if you intend to convince potential inves-
tors that you “have a plan” for making the big bucks.

• A brochure for bidding on certain jobs.

If you are not intending to raise money from investors, then a busi-
ness plan is not a necessity.  However, one of the biggest mistakes small
businesses make is expanding into areas where the owner or management
has little knowledge and experience, or expanding before ironing out all of
the bugs in the primary area of the business.  A plan assists you in staying
focused on your goals, so it may be a good idea to get one on paper even
if you don’t seek financial help.



104

The Elements of Small Business

If you are considering investment from outside sources a business
plan is essential.

Other than you speaking directly, the plan is the best tool for
describing what you do, why you do it and how much money
can be made. Investors take more seriously those who have
spent the time to put their ideas on paper in detail. Consider
this: the fewer questions investors have to ask, the more they
will believe that you are educated about the business.

It is very difficult to operate a company without capital.  As I dis-
cussed in the “Capital Formation” chapter, the sale of shares of stock or
other company interest is the sale of a “security.” Most states require that
the sale be registered and that the state approve the company’s plan to
sell shares or interests prior to conducting any sale. Failure to do so can
lead to civil and criminal penalties.

As I mentioned before, the exception to this rule involves sales to
friends, family, or others with whom you or the company have done busi-
ness in the past. However, it is always a good idea to have these individu-
als or entities execute a waiver. A waiver is a simple lawyer term for a
document that states roughly, “If I invest in a company that has not started
yet and remains untested, I cannot sue when my money is lost.”

Business plans also provide those operating a business guidelines
to prevent them from losing focus on the big picture.

While no one format fits all, remember that others will be reading the
plan. If they do not understand it, then how can you expect them to in-
vest? Also, this may be your only opportunity to impress people who are
considering signing their name to a really big check. So don’t blow it.
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Business plans have no set rules except for having the capacity to
inform the reader as to the nature of the business, who will be in charge,
what qualifications those in charge have, and why this particular business
has a revenue model (a fancy term for how the business intends to make
money). Think of the plan as a newspaper article. You are answering to
the “who, what, when, where, how and why.”

The Business Plan
While no rules exist, over the years business plans have taken on a

certain format that is generally accepted and expected by investors. Be-
low is a common arrangement for a fictitious company. While one size
does not fit all, it provides a good template for you.  If all of this seems a
bit overwhelming, and it should, you can hire a professional to write your
business plan.

Expect the cost to run from $2,500 to $5,000 depending on the
sophistication of the business structure and complexities of the proposed
financing scheme. We will use the fictitious company name “Hotronix,
Inc.” to illustrate the issues. Note that a good cover sheet states the name
of the company and what the product or service is— in ten words or less.
[Form 7-1]

Executive Summary
It is always helpful to tell the reader what he or she will be reading.

This can be executed by attaching a summary at the beginning. Just think
of it as “Mini-Me.” This way, the reader knows what to expect and whether
your concept is a good one—at least from his or her perspective.

In addition to explaining the revenue model, or how on earth you
think you are going to make a fortune selling a rock resting on a bed of
straw in a small cardboard box (remember the Pet Rock?), the summary
includes basic information about strategy, key personnel, market research,
and other factors that you believe make the business valuable. The execu-
tive summary should not be longer than two pages.
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Environmental Analysis
No, we are not saving the rain forest here.  Rather, this section pro-

vides valuable information regarding the current economic environment.

Consider this: In a recession, why would anyone buy your product
when they have less disposable income? Or maybe your product
is less expensive than a similar product thus making it more af-
fordable in tougher economic times. Or you may declare why your
product is necessary and why you think people will buy it. You
should include historical data regarding income and the eco-
nomic climate.

If your product has certain markets that are overseas or purchases
raw material from overseas, you should discuss the current political situa-
tion in that region of the world. And if your markets are foreign, don’t
forget to discuss geopolitical issues including treaties. For example, the
North American Free Trade Agreement, passed in 1994, removed many
of the tariffs and barriers to selling goods manufactured in Canada, the
United States, and Mexico in the other’s country.

“Most Favored Nation” trading status, a designation given to foreign
countries where most, if not all, tariffs have been eliminated, may also be
significant. Countries not so designated may have significant tariffs and
other barriers for products coming from or going to the United States, and
in turn the United States may be imposing certain tariffs or barriers on that
country’s products.

Assuming that it is not your goal to develop the business and then sell
it, you may wish to examine the future economic climate. While no one
has a crystal ball (or a good psychic), if you intend to borrow money, the
direction of interest rates will matter. If you manufacture goods and any
raw materials come from overseas, you had better make sure the origin of
those materials is not subject to civil unrest or that you have an alternate
supplier just in case. Or if you have a product or service that you believe
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will be immune to negative changes in the economy, then you should dis-
cuss that issue.

The more you show investors that you understand the issues
that can derail your business ventures and that you have
planned for such contingencies, the better off you are and
the more likely investors will trust you. Let’s face it: Anything
that makes you look smart and thoughtful can’t be  bad.

Industry Profile
Unless you really believe you have invented something that has never

been invented before, you will need to research every aspect of your
competitors’ tactics, including manufacturing, marketing and sales. Many
small businesses assume that they need to be the first on the block to do
whatever it is they do or that they have built the better mousetrap. Not
only is this a bad idea, it’s irrelevant.

Sometimes the better mousetrap doesn’t prevail. Remember the
Sony Beta videocassette player/recorders? Sony introduced home
video with the Beta format around 1980. But it refused to license
its technology to others. So a number of other companies con-
sulted and came up with a VCR using the “VHS” format. Sony
showed the VHS developers that a market existed for the product.
The VHS developers did it better.

Why do you find more than one gas station on the corner?  Because
there is enough business to go around. And that is the key. Who are the
major competitors and what do they do? Financial wizards will often tell
you that you do not need one hundred percent of the market, but rather
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ten percent. So, how much business revolves around your type of prod-
uct and what are you going to do to capture the market?

One way to show your genius is to discuss the industry.  For those of
you who saw the movie Other People’s Money, you might recall that,
during the proxy fight, Danny DeVito’s character talks to the shareholders
about buggy whips. He points out that the last buggy whip manufacturer
must have been rather pleased knowing he had no competition...except:
“The easiest way to go out of business is to obtain an increasing share of
a decreasing market.”

Simply put, you are better off having a small share of an
increasing market than having one hundred percent of a
decreasing market.  Showing your potential investors that
your product will become a “household” item and why may
just be the key your success in gaining investors.

And then there are the competitors. While intuitive reasoning may
hold that having the market place all to yourself is a good thing, the fact is
an analysis of competitors and even having competitors shows that other
companies see the marketplace in the same way you do. Yes, that strength
in numbers thing is a valuable tool and can work to your advantage since
investors will be impressed if you can show how your thingamabobber is
better than the other thingamabobbers currently available to consumers.
Simply, a product type already selling in the marketplace can be more
impressive than trying to explain why people will purchase something un-
known in their universe.

Also, the advertising and marketing efforts that your competitors have
already put forth served to educate the public about the functionality of
the product. Consider the personal digital assistant (PDA). How would
you like to be the inventor of the Palm Pilot? Consider the fun in explaining
how the darn thing works and the cost in doing that. Then, after years of
advertising and explaining why you can’t live without one, BlackBerry



109

Chapter 7: Business Plans

comes along with a better and more sophisticated product capable of
more functions and more practical business functions. It provides a full
keyboard, albeit for the fingers of children and simpler access to e-mail.
Now, you can get a PDA or BlackBerry as part of your cellular tele-
phone. What will they think of next?

Internal Analysis
This section usually includes:

• company background (introduction of the major players),

• financial overview,

• operations overview,

• value chain analysis, and

• resource-based view analysis.

So who are you and why are you qualified to create this business and
make it work?  A little bit about each major player in the company should
be included along with an ORG or organizational chart—a chart indicat-
ing the names of the officers and those who will work for them.

And how about them earnings?  If you have been in business for any
reasonable length of time, you should discuss the company’s revenues
from existing products and future products in development.  Even if you
are just starting up, you can base your (projected) revenues from those of
similar businesses and any other relevant factors. This can be arranged in
a table format for easy viewing.

Don’t forget an overview of the operations. When I interviewed for a
job with the District Attorney’s office just after graduating from law school,
another D.A. said I should ask about a typical day—what would I be
doing. I asked and got a good answer. I didn’t get the job so take that for
what its worth. But don’t ignore the question. If you are entering the inte-
rior plantscape business, then a diatribe about watering plants probably is
not interesting.  But other business situations require more in depth infor-
mation, especially if your product or service is not unique.

The example I’ve provided for you contains a “value chain analysis”
or an analysis of the value of the product or products within the product
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and distribution chain. This section is not a requirement unless you believe
that the investors will not understand what value your products or services
might have and how your product or services fits into the industry.

You might consider this as a  flowchart or diagram to depict pictori-
ally how the product fits in the “food chain” for the particular industry.

SWOT Analysis
SWOT stands for Strengths, Weaknesses, Opportunities, and

Threats. The most human of traits is to paint the rosiest picture of any-
thing.  In the wacky world of business plans, this is a bad idea.  Anyone
who has business experience knows that any venture comes with posi-
tives and negatives. Your ability to recognize both is crucial to your cred-
ibility.   That is why most businesses use the SWOT method of analysis to
assess the company’s performance and the factors that will affect it.

The first half of the SWOT anagram (SW) concerns interior aspects
of your business, or what we could call “in-house” factors.  These are the
things your business can control. In the Hotronix example, the plan author
noted the following positives, or strengths, in the company:

• Hotronix(tm) brand name and reputation

• production of high quality products

• new management team

• sales representative training program

The author then notes the negatives, or weaknesses:
• poor inventory management

• limited strategic planning process

• limited emphasis on innovation

• lack of investment in advertising/promotion activities

The “out-of-house” or exterior factors affecting your business, are
addressed by the second half (OT)—the opportunities and threats.  These
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issues are normally outside of your direct control.
In our example, the author listed these opportunities:

• reduction in trade barriers (i.e., NAFTA pending)

• Internet popularity

• alternative distribution channels

• low labor costs in foreign territories (i.e., Asia, Mexico)

• increased number of households globally

• growing environmental concerns

And finally, the threats:
• international importers

• slow market growth

• shift in consumer trends

• growing environmental concerns

I have a friend who is an investment advisor. On speculative invest-
ments such as start-up companies, he calls clients and says, “Hey George,
how would you like to lose $10,000?” No painting of the rosy picture
there.

Your ability to recognize the pluses and minuses of your venture and
to discuss how you intend to address both will impress investors.  Don’t
get me wrong. You should be optimistic and excited and your plan should
be positive and enthusiastic. You can accomplish all that while reminding
the potential investor that nothing in business is certain.

You would be amazed at how far honesty gets you.

The Strategic Plan
So, now you have laid out the pros and the cons about your business

and provided a comprehensive background. To paraphrase the crazy
Carpenter kids, you’ve only just begun. Now it is time to share your vi-
sion by way of a strategic plan. The strategic plan methodically addresses
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all aspects of your company, from marketing strategies to labor disputes.
It is also extremely beneficial to iron the bugs out of your system, prepar-
ing yourself for possible situations.

The Mission Statement
Your strategic plan starts with the mission statement or what do you

intend to accomplish and how you intend to make it happen.  You may
want to think of this as your thesis statement for the entire business. Most
businesses like to feel that their products or services are bettering the
community in some way or another.

 A fine-tuned mission statement can help you when performing valu-
ations of your company.  (I’ll talk more about valuations in the upcoming
Accounting chapter.)

The Marketing Plan and Strategy
Your plan should provide for a strategy on how you will inform oth-

ers of your product or service—not to mention the fact that you need such
a strategy. The first step with your product or service is to establish a goal.
So, in our example, an overview with goals (realistic goals) begins this
section.  It is very nice that the company intends to increase sales by leaps
and bounds. But remember that you will have to include specific informa-
tion later.

After the overview, it is time to get to the specifics starting with mar-
ket research, to packaging to store placement to advertising on radio or
television or billboard. If you have strategic partners, the plan should dis-
cuss ways in which the other companies will be assisting you in enhancing
your product. Just think of McDonald’s and the Olympic Games or
children’s movies and any fast food chain.

If you have or intend to have retail outlets or service centers,
the issue is how many, where they will be located and why
they will be located in those locations. If there is a sales force,
who are they and where are they going to be located?
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There ain’t no use in building the better mousetrap if no one knows it
exists.  It is not enough to set aside investment dollars.  Since funds will be
limited, you have to consider the best resources that will reach the  most
potential customers.

Unless your venture is unique, you should take every opportunity to
observe what your competitors are doing—right and wrong.  Note the
customers they appear to have. Are they advertising? If so, where? If you
think they’re competent, let them do your research for you.

For example: The sports sections of most newspapers contain ads
for business equipment. It should occur to you that these compa-
nies have spent millions of dollars on advertising and have deter-
mined that the readers of the sports pages are their customers.

It is important to realize that advertising is but one step.  For retail
sales packaging matters. Certain colors matter. The inclusion of real life
pictures matters. Displays matter.  Endorsements, especially celebrity en-
dorsements matter.

So, once you have considered all of these possibilities, assemble a
game plan. Show the investors that you have a strategy and that it has
been well thought out.

Tip:  Newspapers and magazines need advertising to make
money.  Their internal advertising departments have a great
deal of knowledge and want you to succeed.  If you succeed,
they succeed.  They will be happy to prepare your ads and
tell you where they should be placed to get the maximum
exposure for your market.
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The Financial Plan and Strategy
All of this planning leads to the denotation of a financial strategy.

After an overview, the specifics provide potential investors with that which
you will do with the hard earned cash of the investors.

Knowledgeable investors will ask questions about the strategy
and will expect answers.  For example, how did the company
decide to issue dividends and how did you arrive at the amount of
the dividend. Even if you don’t have such demanding investors,
it’s god to think this way yourself.

When I was in college, a longtime friend began a mail order business.
One of his products was a “breast enhancer.” This brilliant invention looked
like the “Thigh Master” except that is was for use with the hands and
arms, not the thighs. By squeezing the device, muscles around the breasts
were supposed to gain mass giving the illusion that the breasts themselves
had enlarged.

It may not surprise you that a quarter page ad in the National Enquirer
turned out to be the best resource for cultivating sales.

After a few months of running ads, collecting checks and shipping the
enhancers, my friend asked me to “chart the demographics”—a fancy
term for “Where am I receiving the bulk of my sales?” It turned out that
Florida and Georgia were high on the breast enhancer. I dared not ask
why.

Armed with that information, my friend concentrated his advertising
to that region of the country.  Because the targeting brought in more money,
he could afford to run ads in newspapers of higher circulation and thus his
profits increased along with the breasts of many satisfied customers.

Operations
Maybe one of the greatest errors a young business can make is pay-

ing such close attention to sales of its products and services that it forgets
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about the operations of the company. For example, an attorney spends
thirty percent (30 percent) less on his secretary’s salary than other more
highly trained secretaries. His theory is he saves money. But does he?

A highly qualified legal secretary costs more. But if she is
more efficient in handling her job duties, the difference in
billable hours will surpass the cost. Think about it. At $300
per hour, an extra billable hour or two per week exceeds the
costs of the more efficient and qualified secretary.  It is not
just the adage that cheaper is not always better, the lesson
here is that increasing spending in one area, especially in
operations, can result is significant profit increases.

Another operational issue concerns inventory and supply. The busi-
ness plan should explain how you intend to get products from your plants
(or your vendors’ plants) to your customers. And it should include some
thoughts about alternate plans—in case you have problems with vendors
or transport. Or if business is either better or worse than you project.

Either extreme can be difficult. There’s an old saying among sea-
soned entrepreneurs: The worst problem is no business; the sec-
ond worst problem is a lot of business.

You might have seen the commercial for the company that goes on-
line. As the employees gather around the computer, they see a few pur-
chases coming in.  They smile as an additional few hundred more orders
come in. But then the orders just keep coming and coming and coming.
And as they do, their faces move from smiles to looks of shear terror.
Buyers just are not too happy when it takes four to six weeks for their
stuff to arrive. Plan for this happy problem.
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Appendicies
The supporting data and documentation should be included in an

appendix.  This may include research information, sales forecasts and analy-
sis, and the dreaded pro forma—the projected financial information in-
cluding income and expenses.  It might also contain the resumes or cur-
ricula vitae of the principals.

If you or your partners have special qualifications, then do tell.  In-
vestors want to know they are entrusting their money to people who have
a history of success or a history in the same or similar business.

Conclusion
A good business plan will serve several purposes at once. It will give

potential investors confidence in your venture. It will act as a sort of mar-
keting tool—promoting your venture to people, whether or not they in-
vest. And, finally, it can be a management tool, a map for making sure the
company stays on track.

Remember that a plan is only a plan. The brilliant—in more than just
court—U.S. federal Judge Learned Hand once noted that the worst rea-
son for following a rule was that it was laid down in the time of Henry
VIII.

The purpose of the plan is to help others to understand what you are
doing not to determine how well you can copy that which has come be-
fore you. Don’t be so rigid in following your plan that you cannot adapt to
changing economic conditions. Be aware of trends and be aware of eco-
nomic forecasts. They may be boring but they are required for the survival
of any business.
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Chapter 8

Marketing

Nothing’s so apt to undermine your confidence in a product
as knowing that the commercial selling it has been approved
by the company that makes it.

—Franklin P. Jones

So you built the better mousetrap...

For many years, I have represented a marketing company. It serves
as the middleman between creator/manufacturers of products and the re-
tailers who sell the products to the public.

The main challenge to this client’s business: Inventors usually lack a
realistic perspective on the value of the things they create. Because every-
one who “invents” the next product consumers can’t live without believes
that consumers can’t live without their invention, I assisted the marketer in
adding an introduction to its presentation. It was titled, So You Think You
Built the Better Mousetrap.

While this book is not intended to be a primer on marketing strate-
gies and techniques, we should pay some attention to the issues.  And we
have done so throughout this book.  Nonetheless, it struck me that those
of you who are creating a product and even those of you providing a
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service will need to bring home the bacon. If no one knows what you do
or what you make, then it doesn’t matter that you do it or make it.

What Exactly Is Marketing?
Marketing is the art of convincing someone that he or she cannot live

without your product or service. Think it can’t be done? Remember Cab-
bage Patch Kids, Beanie Babies or Furbies? Remember all of those scream-
ing shoppers racing through the store just to nab one? Remember those
teary-eyed parents who failed on their mission?  It’s all in the marketing.

Effective marketing starts with knowing who buys your prod-
uct or who retains your services. For example, if you choose
to open a coffee bar with jazz music performances on the
weekends you will need to consider the age group of your
potential patrons—you will want to put the business in a lo-
cation where people of that demographic reside.

If your likely patrons are singles between the ages of 25 to 40, then
opening the business in a planned community of families with young chil-
dren probably is not a slick business move. The older couple will be so
busy taking care of the kids that they will not have the time to patronize the
business on weeknights and probably seldom on weekends unless a cheap
babysitter is available. Even if the adults get out of the house, they may
have little remaining disposable income.

Assuming you locate your business in a beneficial location, then you
have to consider where and how to advertise. The mistake many new
businesses make is that all of their monies go to building and operations
and employees without any monies reserved to tell people about the new
business.
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A few years ago, a friend decided to purchase a barely existing bar
and renovate it into a quality restaurant.

Well, actually, the bar existed with a crowd that looked like some-
thing out of Star Wars.

Renovations took three times longer than expected and cost five times
the amount estimated in the budget. By the time the restaurant opened, the
owner had no money for advertising. For the three people (not counting
my friend’s family) who knew about the place, they were treated to scrump-
tious mouth watering delights. For the rest of the population, which did
not discover the restaurant during its six months of operation, well...they
missed out. The business filed for bankruptcy protection and that was
that—$150,000 later.

Selling the Better Mousetrap
For service providers, few rules apply.  If the service is needed and

you can explain clearly why it is necessary, then you have a good shot at
success.  But for manufacturers, the picture is much different.

The American model of retailers is not only counterintuitive, it is also
designed to prevent the better products from reaching the consumer.  Yes,
the picture is that bleak. Most major chain stores have buyers who meet
with sales representatives from product manufacturers or sales and mar-
keting to examine their products. Small companies have a difficult time
arranging for such meetings because the buyers believe small businesses
do not have the cash flow or the production capacity to meet the needs of
the chain.

Even if you get lucky, the worst thing that can happen is having
a major chain order 100,000 units with an expected delivery in
forty-five days when you have no cash or facility for fulfilling the
order. Ouch. That’s a good time to consider factoring and to have
a company in place to factor your orders before you receive them.
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So how do we solve these problems? Actors have agents who rep-
resent them to studios.  Writers have agents who represent their works to
publishers. Manufacturers and inventors have their own version of this.
Sales and marketing companies make their money representing your blood,
sweat and tears to retailers. They have reputations with the stores and
their buyers.

Marketing companies charge a commission on sales or charge
a monthly retainer—or both. They know what each retailer
wants and how to package and present your product in the
most favorable manner. Using a network of independent sales
representatives who have developed long-standing relation-
ships with retailers, you can improve you product’s chances
of having its day in the retail sun.

Whether you hire a marketing firm or not, issues you will confront
even before your product is presented include packaging, price point and
advertising and the advertising budget.

Packaging
Strangely, it’s the little things that consumers see that give them the

impetus to buy a product. How many times have you bought the crayons
in the yellow and green box because you know they are Crayolas and
therefore the “best” crayons? What about the pink tub of Knudsen’s cot-
tage cheese because it also is the “best”? What makes most people buy
white eggs instead of brown? Welcome to the psychology of advertising.

Once upon a time, the inventor of the binocular microscope attempted
to sell his invention. But he found no customers. He was surprised, since
he had created better optics and focus and the price was only a little more
than monocular microscopes. And he had made it lighter for easier move-
ment around the laboratory.
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After having no success for many months, the inventor showed the
thing to a friend who specialized in marketing. The man examined the
microscope. He picked it up and set it down several times. Finally, he
said, “I know what the problem is and I can fix it.” Surprised, the inventor
handed off the microscope to his friend and anxiously awaited its return.

A few days later, the microscope and the friend returned. The inven-
tor looked at the microscope noticing that it looked exactly the same as
when it had left. Then he picked it up. It was heavy, really heavy—several
pounds heavier from dead weight added to the base of the unit. When the
inventor asked why, the friend said, “It was so light that no one was taking
your invention seriously.”

At first the inventor did not believe his friend. However, when he
took the microscope to the same naysayers to whom he had seen
previously, they were very anxious to buy. And they did.

So the answer to all of your marketing concerns is dead weight.  Okay,
not exactly.  But you get the point: People buy a product (or service)
when they perceive value in it. And perceptions of value are not always
the same thing as actual value.

When it comes to product (and, to some degree, service) packaging,
the color scheme you choose, the design elements and pictures or illustra-
tions all can make a tremendous difference in perceived value.

Store buyers and merchandise managers are happy to tell
you that they hate your color scheme or your design or other
stuff related to the packaging of your product—before they
even consider its actual merits. They judge books by  covers.
The key point for you: Don’t take this personally. The com-
ments don’t have anything to do with the quality of your
product. They’re strictly marketing concerns. Listen…and
apply as many as you can.
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The Price Point
Every once in awhile someone invents a totally new product. But

more likely you will be improving an existing product. So your mission is
to convince the buyer that in addition to being a better product more units
of your product will sell than the other five similar products. Another con-
sideration will be the proposed price. When the retailer has five similar
products, the issue is whether the profit margin will be greater than those
already for sale.

Why would a retailer want to displace a product with predictable
sales and profits in favor of your unknown product? If you think your
protests that your invention is better will help, you’re WRONG!

Welcome to the American business model.  No one cares whether
you have built the better mousetrap. Rather, they are concerned about
profits. Period. If the buyer is interested, he will “suggest” a price point at
which the store(s) would receive the profit  in its model.

You’re trying to sell your excellent widgets to a store for $5
per widget—and expect it to charge customers $8 per. The
store believes that widgets can’t be priced above $7; so, it
rejects your widgets, even though they really are excellent.
The store would rather sell an ordinary widget for $6.95, even
if that means keeping a little less profit on each sale. Your
best bet: Adjourn to a room with a calculator and cell phone
and try to reduce the cost of your excellent widgets to meet
the store’s target. If you don’t meet the price point, you
won’t get the purchase order.

Advertising
One way to beat the system is to provide for an advertising budget

on your own and inform the store buyer.  The buyers love radio and tele-
vision advertising.  But that is only one portion of the story.  Buyers are
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even more excited by displays. Whether designed for the floor or pop up
boxes on shelves, colorful displays attract consumers and increase sales.
Also, floor displays do not take up shelf space and therefore do not dis-
place other products.

You might have noticed all of those two or three page flyers stuck in
your mailbox or included in your daily newspapers. Many retailers include
this form of advertising, known as a circular, with daily or Sunday news-
papers. The buyers will ask whether you are willing to pay a portion of
expenses for the inclusion of you product in the circular. This is not a good
place to say “no.”

Some retailers may place your product in the circular anyway and
then withhold your share of the proceeds as payment.  When you
raise a fuss, they simply return your product to you with a rather
terse letter stating that you have not fulfilled the terms of their
marketing program.

Complain all you want.  But they have the gold and they make the
rules... which also means they can break them. Certain chain stores are
known for providing a forty-five day pay period under which they pay
you in ninety days. Others are notorious for “deciding” without consulting
you that you will be paying to advertise your product in the newspaper
circular coming out next week. Well, you don’t really pay them.  Instead,
they remove the money from your payment.

Don’t like that? Who cares?  The store is more than happy to pack
up your product and ship it to you C.O.D.

Factoring....Again
As we have discussed in the chapter on finance, the last time you

heard the terms “factor” or “factoring,” you were probably falling asleep
in math class. I know I was. That’s why I became a lawyer and not a
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nuclear scientist. In business, factoring is a process whereby a company
with little capital can borrow against its receivable accounts. Simply, when
the chain of hardware stores buys one hundred thousand units and you
don’t have the money, a factoring agent will loan you the money secured
by the purchase order from the stores.

Because the issue of cash on hand is so universal to small businesses,
every major city and even a few minor ones have companies that factor
purchase orders or accounts receivable. If you use a marketing firm or
independent agents to represent your products, they likely will know of
companies that factor orders.

Even the retailer who orders your product may be a good source of
information since they have a vested interest in your ability to fulfill orders.

The Bottom Line
As we have discussed previously, building the better mousetrap does

not guarantee sales. In the United States, retailers look at profit margins
more than they seek out the best product. If you are creating a retail
product, hiring a marketing company to represent your invention at meet-
ings of the major chains may be crucial.

One of my clients has such a marketing company and a love/hate
relationship with clients, especially those who are entering the market place
for the first time. The inventor-manufacturers all think they have created
the better mousetrap and believe that if only their product is seen by the
right people, they will make millions.

Despite all the warnings to the contrary, manufacturers often
blame the marketing company when it turns out that Home Depot
does not want the new garage floor stain remover because it has
five similar products all with a better than turnkey profit, a eu-
phemistic expression meaning profits of more than double the
cost to the retailer.
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Sometimes the retailers are polite and suggest new packaging or price
structure.  But the inventor/manufacturers often don’t care.  Unfortunately,
these people spend more time on calls to the Better Business Bureau
complaining about those requesting the changes than they do listening the
experts.

The bottom line (for real this time) is that you should consult and
quite possibly retain a professional in marketing and have to be prepared
to make changes in your product to meet with the needs of retailers. Don’t
scoff and don’t laugh. The retail buyers will make or break your product.
So they get what they want.

Isn’t There Anything Else I Can Do?
There still is one option, other than the late night infomercial.  You

might consider licensing your product to another larger company that al-
ready has distribution channels.

Private labeling, as it is known, is quite common and a decent way
to make money without a celebrity spokesmodel for that late night
infomercial and without spending a fortune on a sales and marketing firm.

Visit any larger retail store. Next to most of the brand name prod-
ucts are ones bearing the name of the store.  Yes, it’s often actu-
ally the same product. Really. It says so on the box: Compare to
the brand name.

You can negotiate for an annual fee with unlimited use of your for-
mula or for a royalty paid to you from the sale of each unit, or both.  Many
manufacturers enjoy licensing their products since they avoid retailers and
store buyers.

The difficulty here is that you need to take steps to protect your rights
to your product or formula such as patenting your formula, if available, or
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at least requiring the execution of the nondisclosure and non-competition
agreement so that the licensee can’t steal your product.

And you need to have accounting rights if you are expecting
to receive a fee for each unit sold. A standard licensing agree-
ment provides that in the event you believe the licensee has
not paid all that is owed, you have the right to bring in Uncle
Bernie, your mother’s brother and your accountant to review
the licensee’s books and records.

One of my clients is an inventor of colloid based cleaners. Not colon,
colloid. Don’t know what a colloid is? Think of it as super soap. It has a
density greater than most oils and grease. As a result, when mixed with
grease and grime, it breaks apart the molecules of the yuck and thereby
cleans up the mess. The client makes everything from oven cleaners to
products that clean army tanks. Moreover, the cleaners are nontoxic and
biodegradable, making them safe to have around the house.

But the client does not have any desire to package and market the
products he created. So he licenses formulae to various companies, some-
times on an exclusive basis and sometimes on a nonexclusive basis. Pay-
ment is made on delivery to the licensee. So, he gets paid whether the
retail products are sold or not.

Marketing Magic
As I said at the beginning of this chapter, if your business consists of

providing a service, then you will need to market yourself or your com-
pany in a manner where consumers think they cannot live without you.

When I was in college, a neighbor started a “plantscape maintenance”
business. He had aprons and buckets and dusters and watering cans. For
all practical purposes, he watered indoor plants.
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In the beginning, he had three accounts, one of which was the office
of a neighbor. Not exactly an auspicious start. However, within three years,
the company grew from revenues of $3,500 per year to $350,000. I’ll
bet you never thought watering plants could be so lucrative.

In his case, my neighbor realized that soliciting a single business at a
time would create an impossible situation. It could take years to make his
millions. In fact, flyers placed at businesses and on cars netted about three
calls for every one thousand fliers. So he targeted chains and franchises,
including Denny’s restaurants. After one year, my neighbor and his new
employees serviced more than forty-five Denny’s restaurant over a fifty-
mile radius.

As you can see, my buddy created for himself an empire by showing
his clients that his services were unparalleled and absolutely necessary.
Could they have had their custodial engineers water the plants? Well, okay.
But he convinced them that only he could ensure growth and beauty (just
like Hugh Hefner)...with a guarantee of replacement if he failed.

They bought it. And so his enterprise became successful by focusing
on a specific target market to maximize business potential. Twenty years
later, the business still exists and is still successful.

Catalogue Sheets
If you sell a product, you will want to have a catalogue sheet. Also

called a sell sheet, this device is usually an 8.5” x 11” sheet of card stock
paper. On the front is the name of the company, a description of the prod-
uct and a picture of the product. The back contains the product’s specifi-
cations. That might include ingredients, material safety data (especially if
chemicals are involved) and sales information such as minimum order quan-
tities and pricing.

Also, the back page will include the UPC (Uniform Product Code)
or bar code.  The necessity of bar codes will be discussed later.  These
sheets are like enlarged business cards.  They can be provided to poten-
tial buyers at meetings or trade shows.  [Form 8-1]
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Larger companies print these sheets at excerpts from their big cata-
logues, because most customers—especially new customers—are only
interested in one or two products. Many aggressive smaller companies
use catalogue sheets to promote their products long before they have an
actual catalogue.

Tip: When possible, place color images in the front only.  In
printing lingo, this is referred to as a four-over-one (4/1)—
meaning that, in order to reproduce the color, the sheet has
to pass through the printer four times on the front side but
only once on the back side. The absence of color and four
passes on the back page can save you a lot of money.

Level One Literature
When introducing your business to a potential customer or client,

you’ll need some kind of written material. A business card is probably not
enough; a business plan is probably overkill.

Instead, you should use what marketing professionals call level one
literature—or what the rest of us call a brochure.

Like a miniature business plan, the brochure should provide the
company’s name and contact information. And it should state that which
the company does. If you or another individual is well known in your
industry, then by all means you should say so. Also, you should provide
any information that distinguishes you from your competitors.  [Form 8-2]

Most current word processing programs provide templates for a
three panel brochure—an 8.5” x 11” paper folded into three sec-
tions. This actually gives you six sections (front and back) for text
and images. While that sounds like a lot of space, it isn’t. So, be
sure to include only the essential information.
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Some companies spend a lot on designers to develop brochures.
But, if you have a computer and even crude design skills, this isn’t neces-
sary. Or you can do what my publisher does: Hire a professional designer
to set up a template for a generic brochure—and then design each spe-
cific version yourself.

As with any marketing piece, make your brochure vivid. If there
are colors that go with your industry, use them. If not, use vibrant
colors that stand out. Show the prototype to your friends and
clients. Get their feedback. After all, sometimes we are not the
best judge of our own work.

As to printing, in some instances you can print your own brochures.
This option only works when you have a high resolution color printer.
Otherwise, most major chain office supply stores or print shops can do
the job. Also, professional print shops can do the job. Shop around for
the best price. You will be surprised at the differences, especially if you
print more than 500 brochures at a time.

The Marketing Plan
If you’ve made a good business plan, a separate marketing plan may

not be necessary. But some smart business people prefer to keep the two
plans separate. After all, the primary purpose of a business plan is to
attract investors; and potential investors don’t usually care about the de-
tails of marketing and promotion.

Another point: You may show your business plan to lots of people.
Why give them every marketing detail? There’s mot much to steal
in the general plan of a business—but there can be ideas to steal
in the specifics of how you plan to reach your market.
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In my example, the plan starts with generalized goals and objectives.
More simply put, what do you want to accomplish? Whether you are
manufacturing a product or providing a service, certainly, recognition of
your brand name is very important.

Everyone knows Roto Rooter drain cleaning or Frigidaire refrigera-
tors. But that was not always the case. Most people don’t need a drain
cleaning service—or at least not very often. After years of television ad-
vertising, people know the Roto Rooter name. When you need a refrig-
erator or a washer/dryer, the Frigidaire name is likely to pop up. Again—
years of television advertising.

The basic outline of a marketing plan looks like this:

1. Goals/Objectives
2. Strategy
3. Target Market
4. Marketing Mix

a. Promotion Strategy (pushing and pulling)
b. Distribution
c. Price
d. Tactics
e. Product
g. Promotion
h. Distribution

For the rest of this chapter, I’ll consider each of these parts in turn.

Goals and Objectives
As the song goes, “...everybody wants to rule the world.” If your

goal is to control the entire market, think again. You won’t and it ain’t
necessary. Moreover, for a start-up business, capturing between five to
ten percent of the marketplace in the first five years is just fine. So be
realistic. Set obtainable goals and do that which is required to get there.
Then move on to the next goal.
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Strategy
Okay, so you know what you want to do, now it is time to be the

Ways & Means committee and figure out how to get there. This is espe-
cially important when you have a limited budget. And let’s face it: if you
had unlimited sources of money, you probably would not be engaged in
starting up a new business.

The plan provides a number of strategies.  However, the first thing to
do is look at similar products or services.  What do they do, where do
they advertise, and do consumers know their name?

Part of this process is to identify your target market. Just like my
college friend running regional ads in the National Enquirer for the breast
enhancer, you can identify your market by charting the demographics.
Ask yourself:

• Who needs your product or service? Teenagers or young adults?
New parents or older folks?

• Who wants your product or service? Are there any significant
differences between the people who need it and want it?

• Is your product affordable to most people—or only to high in-
come earners?

• Where are the people who want or need your product? In certain
regions of the country? In cities? Suburbs? Campuses?

• What other things do your target customers buy? Houses? Cars?
Clothes? Candy?

• What activities do your target customers spend time on? Watch-
ing TV? Driving places? Working? Traveling? Reading?

While this may seem obvious, the challenges in providing a product
or service that is unique are quite different than distinguishing your prod-
ucts or services from those of others.

Even the best marketers sometimes trip over the right markets. In the
early 2000s, Honda Motors spent a lot of time doing market research on
a boxy but versatile SUV it eventually called the Element. After spending
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millions of dollars on database research and focus groups, Honda con-
cluded that the best market for the Element would be young males re-
cently out of school and looking for their first new car.

When the Element reached the showrooms, it was a modest suc-
cess. But an entirely different sort of person was buying it. The young guys
weren’t so interested; but mothers with small children liked boxy but ver-
satile a lot.

Go figure.

Target Market
Sketching the who of your market equation allows you to reach other

conclusions. Where do products similar to yours sell?  How do they sell?
One advantage to observing those who have come before you with a
similar product or service is that you can glom on to their market research.

 For example, if they are using a yellow wrapper, chances are they
spent tens of thousands of dollars to determine that the yellow wrapper
causes the most people to purchase the product.  Did you really think the
M&M’s with peanuts is in that wrapper by accident?

The most successful retailers cater to specific demographics.
For example, lower income families shop at Wal-Mart; higher
income families shop at Macy’s. But it’s not always easy to
know which is the best channel to market for a given prod-
uct. And the best profits don’t necessarily come from the
highest demographics.

Consider Mossimo, a clothing line designed for the young and the
hip. At the start, Mossimo made deals with high end department stores.
In the sounded-like-a-good-idea-at-the-time category, the projected
profit margin looked quite high. One problem: High end stores have a
tendency to pay when they feel like it and return merchandise when only a
single thread is out of place.
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Eventually, the profits on paper became losses in reality. Rather than
pull out of department stores altogether, Mossimo made a deal with Tar-
get stores and created lower cost items to be sold at prices affordable to
middle income families. The change has proven to be a success. Busi-
nesses that cannot adapt to changing market conditions fail. At one point,
Mossimo was close to bankruptcy. Today it is a success.

Even more important than the stores, the consumers love to get the
“great buys.” Recently, a local supermarket chain ran a promotion called
“10 for 10”—a mix and match, no-limit sale where you get 10 items for
10 dollars, ranging from boxes of Kleenex and trash bags to makeup
remover and navel oranges. So customers flocked there to snag this great
deal, speeding through the isles grabbing 10 packages of this and 10 pack-
ages of that.

My assistant, being the frugal shopper that she is, got to the checkout
counter, she loaded twenty items onto the belt and then asked the checker
about the deal. He quietly informed her that she didn’t have to buy ten
items to get the discount. Everything was one dollar. But, the chain adver-
tised this as “10 for 10” knowing that people would come in to buy a
couple of things and then leave with ten. Good plan? I think so.

Marketing Mix
Once you identify your target market, you need to develop a promo-

tional strategy commonly known as advertising. Radio? Television? News-
papers? Magazines? If customers need to know your telephone number
then radio ads may present a problem to listeners who are driving (or
maybe not). The Wall Street Journal contains advertising for high end
luxury products such as Mercedes, Lexus and Infiniti automobiles. Alter-
native newspapers like the L.A. Weekly contain ads for liposuction, botox
and Internet dating services. A strange symmetry.

Price point is another issue. As we discussed, with respect to prod-
ucts, your concern needs to be price point and profit margin. In retail, you
can’t charge substantially more than the five similar products the store
already carries. Additionally, if the difference between the store’s cost
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and the retail price is substantially less than the other products, then the
store has no reason to purchase your product.

For service providers, you can’t charge substantially more than
the competition. If the carpet cleaner company down the street
charges $49.95, a charge of $69.95 will serve only to get you to a
bankruptcy sooner. The same constraints apply at every level. On
the high end of my profession, expensive New York law firms
watch carefully the fees  that their rivals charge—and match
quickly and precisely.

Still, pricing isn’t always uniform. Different regions pay different
amounts for the same things. And, even within the same region, more
affluent areas will usually pay more money for the same service. Investi-
gate your competition—check local retail stores everywhere you can—
examine their prices and set yours accordingly.

Chargebacks and Product Returns
And speaking of stores, we have discussed the time lag between

fulfilling the order and payment. Also, be prepared for charge backs and
product returns.  Charge backs occur when a consumer returns your prod-
uct. Returns occur when the store returns the product.

With consumers, the returns are the likely result of a defect. If you
mass produce any product, you can expect a certain number of
defects on a consistent basis. With stores, the returns consist of
their notion that a defect exists. If a retailer has too much of your
inventory or your products aren’t selling as fast as the store would
like, it will often invent defects so that it does not have to pay for
the some or all of the units.
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For the past five years, a company I operate has been shipping prod-
ucts to a major Internet retailer. Recently, we received a box of nine units
and a note stating that the enclosed units had broken packaging. In fact,
only the first unit had broken packaging—probably broken once in the
seller’s care.

I e-mailed the company three times asking why the other units were
returned before it responded by stating that it never makes mistakes and
that I must not have examined carefully the returned units.

Of course when I asked for contact information on the person who
rejected the units, I did not receive any response. I then returned to the
retailer the remaining unbroken eight units in the next order, and viola!
They accepted them.

If you manufacture and sell a product, you will learn quickly
about spillage and shrinkage. Originally referring to missing
ounces of beverage, spillage refers to the mysterious per-
centage of merchandise that just doesn’t make it to the ware-
house or from the warehouse to the customer—mostly due
(whether real or imagined) and sometimes due to theft. Also,
the major department stores are notorious for returns whether
the merchandise is defective or not. Shrinkage means the
same thing, with a slightly heavier focus on theft.

If you don’t plan for these little inconveniences or if you count on
payment simply because you shipped your products, you are in for a rude
awakening. It is a wise idea to include provisions in your budget for situ-
ations such as these. Again, your marketing company or independent rep-
resentatives know which retailers are more prone to spillage. Ask for their
advice.

In 1983, I noticed that the “Cabbage Patch” doll was coveted by
every child. Mothers everywhere stormed the beaches of Normandy just
so that their child would not miss out. The maker of the doll was Coleco.
Just before Thanksgiving I purchased shares of Coleco. A week later,
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after the mother invasion, I sold the shares.  I made a profit of $6.50 per
share.

Conclusion
Marketing is about observing— what people want and the lengths

they will go to obtain it.  Or how you can make them think they can’t live
without it.  I’ll bet that if you received a Cabbage Patch doll you have no
idea where it is now.  But boy how you wanted one in 1983.

Don’t reinvent the wheel.  Large corporations spend millions on market
research.  If bright colors are used for laundry detergent boxes it is be-
cause those companies know that bright colors are needed to sell the
product.  Don’t buck the trend with light pastel colors.  Watch, listen, and
learn.  It works!
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Chapter 9

Leases, Landlords and You

When Marx spoke of ‘private property’ he was not referring
to ‘personal property.’ Private property meant the means of
production of the capitalist who hires property-less individu-
als under conditions the latter is forced to accept.

 —Erich Fromm

I remember the days of rotary dial telephones and answering ma-
chines the size of stereo receivers. Today, computers with modems and
high speed data lines give a lot of flexibility to small businesses. The big-
gest effect of these technology advances: You can operate a fairly sophis-
ticated business from home. Certainly, costs are reduced—especially be-
cause there is no lease of space required.

But, running a business from home can blur any sense of separation
and boundaries. The expression “taking your business home with you”
takes on a whole new—more literal—meaning. And, while running down
to the office at 2:00 a.m. to get a brilliant idea into the computer may seem
like a great idea, I guarantee you that your spouse and your children will
be less enthusiastic about it.

Also, if clients are an important part of your business, you lose some
privacy when you have meetings in your living room. Some people are
more at ease with this proposition than others.
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Some people are better at managing distractions—the dog bark-
ing, the telephone ringing, the kids playing, the gardeners mow-
ing—than others. Some people ably negotiate a 15,000-unit pur-
chase order with SpongeBob Squarepants yelping in the back-
ground. Others can’t concentrate like that.

At some point in the growth of any business, it’s time to move into
commercial space. This is a happy—and scary—rite of passage. In this
chapter, we’ll talk about how to make the move well.

Commercial Leases
If your main experience with leases has been renting a house or apart-

ment, throw out all that you think you know.
Commercial leases are far more complicated, cover many more is-

sues and require meticulous examination. The laws governing commercial
leases are quite different, often far more favorable to the landlord, and
have significantly different consequences in case of a breach by either the
landlord or the tenant.

As we discussed previously, in purchasing an existing business, it is
likely you will want to continue operating in the same location in order to
preserve the going concern value.

If this scenario applies to you, A first piece of advice: Get a
lawyer and a broker. Despite claims or implications made by
other books, my experience has been that almost half of the
litigation faced by any business relates either directly or indi-
rectly to its lease.
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Many of these disputes could have been prevented if the business
had an expert review the lease at the beginning.

Transferring of an Existing Lease
Whether you buy assets or the stock of a business, the advantage of

remaining in the same location is that customers already know where to
find you. This reduces your advertising costs significantly.

As part of the purchase, you will want to review the seller’s lease.
If the terms and conditions meet your needs, then set up a meet-
ing with the landlord.

It is important to note that most commercial leases do not allow for
the seller simply to transfer or assign the lease to a buyer without the
landlord’s permission. If you intend to stay in the same location, you should
include a contingency in the escrow for the transfer of the lease.  That way
you can cancel the sale if the landlord rejects the assignment or refuses to
provide a new lease.

The landlord will probably want to see your financial records. If your
business has operated for more than two or three years, then the tax re-
turns will be important; other relevant information will include profit and
loss statements and income and expense statements. Even with this infor-
mation, if your business is just getting started, the landlord will want to
know your personal financial history—including the amount of money
you have in the bank and whether you have ever filed a bankruptcy. The
landlord may also want to run your credit report.

All of this seems terribly intrusive; but landlords know that, in the
event of a business failure or in the event of a bankruptcy, it may be many
months before the space is returned to their control…and several addi-
tional months before the property is rented again.
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Negotiation of a New Lease
If you are starting a new business or if you prefer a different location

for an existing business, then choosing a location and negotiating a lease
will be your first step.

Unlike residential or apartment leases, commercial leases are al-
most never month-to-month or for one year. Rather, landlords
often require a minimum of five years often with an option for an
additional five year period.

In most cities, vacancies are indicated by signs that tell you space is
available and then include the name of the broker and company in charge
of the lease. Call the broker and tell him or her you would like to visit the
property.

Don’t be afraid to ask questions. Important questions may include
maintenance, security, access on weekends, plumbing, or trash disposal.
Also, you will want to review the financial condition of the building owner
to ensure a bankruptcy is not near. And you will want to review past
charges to tenants for maintenance and upkeep.

Further, though you may like the size of the space and the location,
you may not like where the walls are located. Other than “load bearing”
walls, many can be torn down and rebuilt to fit your needs.  Also, certain
businesses must meet certain unique requirements.

For example, doctors often have x-ray equipment on their pre-
mises. Many states require that the walls surrounding x-ray ma-
chines have lead shielding in the dry wall.  Also, developing equip-
ment requires certain plumbing needs and disposal of potentially
hazardous waste. So make sure the broker (or landlord) fully un-
derstands your business’ needs.
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Many landlords recognize that each business is different and if you
are intending to execute a long-term lease, the landlord will offer “tenant
improvements.”  This is money spent by the landlord customizing the space
for your needs.  The longer the term of the lease the more money a land-
lord is likely to spend.

If you have partners or if you have trusted employees, you might
bring them along. Since they will be working in the space too, their opin-
ion is very important.

Tip:  the landlord’s broker works for the landlord.  He or she
traditionally gets paid by the landlord based on a percentage
of the lease amount.  You too can have a broker.  Just like a
real estate agent, a commercial broker is familiar with land-
lords, locations, lease terms and maybe even the specific
needs of your business.  However, unlike a residential real
estate transaction, the commission is not always paid by the
landlord.

Once you have found the space you want, the broker will hand you a
monstrous document he calls a lease. You will call it War and Peace.

Generally, the lease comes in two parts: the standard form and the
addenda—attachments that apply specifically to your situation.

The Standard Form Lease
The real estate departments of most states have created forms for

residential and commercial leases. If you have ever purchased a home,
then you will have seen similar documents. This form contains the terms
commonly found in leases such as the name of the parties, the term of the
lease, and the monthly payment and when it is due. It also contains other
clauses that bear review. These include parking spaces, assignment and
sublet, and HVAC—the air conditioning system. Settling all issues and
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discrepancies before you sign a lease will relieve business headaches much
more quickly and much less expensively than any after-the-fact legal
Excedrin.

While we’ve discussed the general issues facing a tenant, the specific
issues within the agreement are addressed below. We won’t discuss ev-
ery term as many are what lawyers consider boilerplate, or terms gener-
ally found in all agreements.

Most of these are self-explanatory; other terms—and those that are
not easily understood—we will address.

Specific Provisions of the Standard Form
Commercial leases generally run 30 to 100 pages of small type (and

you thought this book was long). On the surface, this does not make a lot
of sense; once you understand all of the contingencies, you will under-
stand why these agreements rival Gravity’s Rainbow.

Description
The opening paragraph contains the names of the parties and the

date the agreement is effective. Thereafter, the lease contains a descrip-
tion of the premises. The description is extremely important, especially
with respect to square feet. It is not uncommon that the advertisement for
the lease contains a measurement with a disclaimer that the measurement
is only an approximation. Fine. But you should always confirm the amount
of square footage in the lease to the advertisement.

Term
The term of the agreement provides for the length of time the lease

will bind you.  In commercial leases, five years with options for additional
years is quite common. If the space is going to be modified, you may try to
set the commencement date for a period shortly after the completion of
the modifications. After all, why should you pay for a space you cannot
move into?
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Rent
While this part may seem simple, it is likely the most significant sec-

tion of the lease—especially if the lease will be in effect for a number of
years. Some leases have specific increase amounts; others have increases
based on increases in the cost-of-living index.

You may also responsible for a pro rata share of “operating costs.”
In this case, your share includes insurance, property taxes, parking lot
maintenance, and any and all state and local taxes related to the tenancy.

At least the tenant receives an itemized list of the expenses included
in the lease and has the right to object to any items. You should be sure to
include a right of accounting that includes copies of the actual bills. Also,
this lease specifically defines pro rata. But in other leases the term could
refer to a percentage based on the number of tenants or based on the
square footage of each tenant. Obviously, if you have a large space then
the former is a better deal.

Security Deposit
Tenants are required to pay a security deposit. The amount is usually

provided in the first few pages of the lease. Fair enough. However, the
uses to which the landlord can put the money should be spelled out some-
where in the agreement.

As the lessee, you want to make sure that the landlord keeps your
deposit in a reasonably easy-to-access place. If the lease ends sooner
than expected, through no fault of yours, you don’t want that money tied
up somewhere it can’t be obtained.

Permitted Use and Use Prohibited
These seem like a simple phrases. In fact, this part of the contract

can cause serious problems. Most lessees have a pretty good idea of the
type of business they intend to run.  But, if the marketplace changes, so
might the business. If the business simply makes minor changes—such as
selling football helmets instead of baseball caps, the landlord has no basis
to complain. If you change from selling helmets to selling sex toys, though,
you may expect an eviction notice.
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Also note that any change in the business that results in an in-
crease in the landlord’s insurance premiums will be passed on to
you. Any activity that prevents the landlord from retaining or
obtaining a policy of insurance will be prohibited.

While anyone creating a new business has no expectation of aban-
doning the leased premises, it happens for two reasons:

1. the lessee is going out of business and simply leaves; or

2. the lessee finds a better space and moves out.

Another possibility, though less likely, is that the business goes under
but no one moves out.

Condition of the Premises
The condition of the premises concerns what you are getting and

whether the space is ready to go. Here, the landlord states that he is not
responsible in the event the particular business you have is not proper for
the zoning regulations or other similar regulations.

The condition is also an essential element of when the lease should
begin. If the former tenant made a mess that has yet to be cleaned up, the
landlord should provide for the janitorial services needed. However, if the
landlord isn’t willing to clean the space, then the start of payment under
your lease should be delayed until the premises are ready to be inhabited.

 Insurance
Insurance is always a requirement. Most landlords require that ten-

ants maintain at least $1 million of insurance and that the landlord be named
as a co-insured. This is a fundamental issue in any lease.

Several years ago, a client of mine was cleaning with linseed oil. He
was not careful in checking the disposal bin where he threw away the rags
with the oil. The bin was full of other flammable materials that, mixed with
the linseed oil, had the ability to start a fire. They did. And his business
went up in flames.
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Other Common Topics
In most agreements, the tenant pays for utilities. This is easy when

separate meters are installed for each unit; but that isn’t always the case.
Instead, these charges are divided in a pro rata manner between all ten-
ants. Also, the lease makes the tenant responsible for personal property
taxes. Many states have eliminated this tax.  But other states have not.

As in most agreements, alterations of any significance require per-
mission from the landlord.

Also, a number of other requirements may be added. For example,
while in most agreements the tenant can employ any professional who
holds proper credentials, many landlords insist on the tenant retaining pro-
fessionals only after approval from the landlord. The disadvantage of this
is that the landlord has full control over the work, when it is done and how
it is done. Since the landlord has a vested interest in anything structural but
also in saving money, corners might be cut.

On the other hand, when the landlord retains the professionals, the
landlord bears responsibility for anything that goes awry.

In some lease situations, maintenance and repairs provide the tough-
est of issues for the tenant and the most likely paths to future litigation.

In most contracts, the maintenance and repairs section begins
with a waiver by the tenant stating that, when he or she moves in,
he or she accepts that the premises are in proper condition and
ready for use. If your lease includes this kind of language, make
sure you have a professional inspector examine the space care-
fully—and agree that it is, in fact, in good condition. Don’t let a
pressing schedule or anything else prevent this. It will matter a
lot, the first time the HVAC system breaks down.

Most agreements require the tenant to pay for any and all expenses
including the hiring of air conditioning service companies and other similar
professionals. However, structural issues such as the condition of the roof,
foundation and exterior walls are the responsibility of the landlord. This
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section also provides for notice by the tenant. It’s vital that the tenant
notify in writing the landlord of any repairs needed. And keep a copy of
the letter just in case litigation ensues.

Another critical issue is entry by the landlord.  As a general rule, the
tenant enjoys an absolute right to control over the space. But, if you have
requested repairs, the landlord or any repair person must have access—
especially if safety issues are involved. Otherwise, most agreements re-
quire advance notice, usually 24 hours.

Parking and the use of common areas also provide fodder for
legal actions. As we’ve discussed, you will need a certain
number of parking spaces for your employees. But don’t for-
get your clients and patrons.  Also, if your business receives
deliveries on a routine basis, be sure to check out the delivery
bay, if any, and service elevators. It is common for landlords
to limit when heavy materials can be supplied or removed.

Several years ago, one of my clients decided to increase the size of
his business after his neighbor moved out.  The landlord provided permis-
sion to open the wall that separated the two offices and to build the area
into one larger office. With the larger office, came more staff and more
patrons. But my client failed to request any additional parking.

The issue came to a head when my client received threats of cancel-
ing the lease because patrons and staff were using too many spaces. The
result was a client having to move out in less than a year after the build-out
at a loss of thousands of dollars.

Common areas can vary significantly from building to building.
Over the past twenty years, the larger complexes have made ef-
forts to provide areas for lunch or for cigarette smoking.  Rules for
the uses of these areas are often included with the lease.  If your
lease does not have these rules, ask for them.
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We’ve discussed the issue of insurance and the need for a policy.
Many business policies provide for business interruption payments.  So, if
you burn down your unit, the insurer will pay a certain sum to make up for
the loss of business. But, when your unit is damaged by your neighbor’s
fire, neither your insurance nor your neighbor’s insurance nor the landlord’s
insurance may provide any coverage. Also, you may not be entitled to
break the lease and move out.  Often, certain types of destruction do not
permit the tenant to break the lease unless the landlord does not intend to
repair the premises.

Another famous contract phrase is force majuere, also known as
an act of God. A tornado or an earthquake that destroys the pre-
mises constitutes such an act.  Generally, if the landlord can make
and will make speedy repairs, then the tenant is not permitted to
break the lease. But there are no hard and fast rules as to how long
is too long. Make sure you and your insurance agent or lawyer
review carefully the terms of the lease and the parameters of the
insurance with respect to interruption.

A lesser known issue is condemnation. This is not a diplomatic term
for what a righteous man does to cheese eating surrender monkeys or for
roach-infested apartments. It refers to a situation where a government
agency, under a right of eminent domain, decides to take over the land
where a business or residence is located in order to place something else
on the land. For example, new freeway construction often requires the
removal of businesses and residences. In the lease, either the landlord or
the tenant can terminate the lease.

But, if the termination comes from the tenant, he receives nothing
other than a bill from Manny and the moving guys.

One of my clients is in the car rental business. He’s been informed by
his local government that a new line of the subway system is going to run
under his business and a station will be placed on his land. He has been
told he has to leave the property.  However, the government agencies
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involved must pay the fair market value for the property, for the improve-
ments and for the relocation of the business.

Assignment and Subletting
Two of the most confusing terms in a commercial lease are assign-

ment and subletting.
An assignment occurs when the tenant finds another party to take

over the lease. A sublet occurs when the tenant permits another party to
come onto the premises without a transfer to the lease.

An example of assignment: You decide your business needs more
space than it can get at its present location. But your landlord
won’t let you out of the lease; So, you find another business that
needs the kind of space you have, does something like what you
do and has good credit. With the landlord’s approval, the lease
may be assigned to the new tenant. The landlord may not remove
you from liability to the lease. So, if the new tenant goes bust or
fails to pay, you may be liable for the lease payments.

In a sublease, you decide you need more space but you don’t want
to give up your existing lease over the space. Maybe rents have gone up
so much that you can make a few extra bucks by renting the space to
someone else. You invite another business to take over the premises. You
still make monthly payments to your landlord; but you become landlord to
the subtenant.

Increasingly, commercial leases state that—if you sublease
the space for more than you’re paying—you have to split the
profit with your landlord.
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The other likely sublease situation arises if you have more space than
you can use. So, you bring in another tenant to take some of your space
and pay a pro rata share of the rent.

This occurs often with doctors and lawyers or with similar profes-
sionals. The tenant remains liable under the lease and the subtenant is
liable to the tenant.

Most commercial leases specifically require the approval of a sub-
tenant or assignment before the tenant can enter into any such
agreement.  However, many states provide statutes that prevent a
landlord from rejecting a sublease of a part of the tenant’s space
when the sublessee is in the same or similar business.

To limit assignment and subleasing, some leases state that a tenant is
in default when it abandons the location.

Finally, two obscure legal terms—subordination and estoppel cer-
tificate—have to do with the landlord’s version of assignment and sub-
lease. They refer to a situation where the landlord is attempting to refi-
nance or even sell the building.

A subordination occurs when the landlord uses the proceeds from
the lease to secure financing. In essence, the agreement acts like a deed to
property.  If the landlord fails to pay the mortgage, the mortgage company
has the ability to obtain payment by demanding that you send the rent to it
and not to the landlord.  The estoppel certificate is a verification that the
tenant has a lease and the amount it’s paying under the deal.

The remaining clauses are standard fare. However, the work of the
tenant is not finished.

Addenda
The addenda to a lease often run longer than the agreement itself.

The first addendum in our template lease concerns the work or “build-
out” that the landlord has agreed to perform.  In addition to the writing, a
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schematic or floor plan should be included. That way there will be no
question about the nature and scope of the work

Rules and regulations also take an appendix. These rules cover op-
erational issues such as identifying the common areas and the behavior
permitted there. They also cover signage such as that on the door and that
on any larger billboard or sign at the front of the premises. And the rules
might provide for logistics such as parking, trash disposal, and use of the
service elevator.

On the surface, these rules and regulations may seem like minor
details; but you can trip up on them if you’re not careful. One of
my clients moved into a building as a subtenant—taking a portion
of space from the main tenant. Because my client and the tenant
were friends, my client didn’t bother to read the rules and regu-
lations that had been provided to the tenant. They stated plainly
that the building was not readily accessible on weekends. My
client needed to see customers on Saturdays. Call in the lawyers.

Make sure that any and all terms meet with your needs before you
move in.

If you’ve ever rented an apartment, then you know to ask whether
the rent includes utilities. Commercial leases that include utilities are often
referred to as “gross” leases. Unfortunately, most leases do not include
such amenities.

These leases are known as “net” leases.
The most common form of net lease requires the tenant to pay for a

proportionate share of utilities, operating costs such as security, cleaning
service and trash disposal and so-called “common area maintenance”
(CAM) charges.  These might include gardening and landscaping and other
expenses related to the upkeep of the building and its grounds.
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While you have little chance of bargaining to eliminate these
charges, it is most important that you know for what you are
paying and figure that into your expenses. Here’s a tip:  Spend
the money to retain a real estate attorney to review the agree-
ment. The cost of having a professional review the lease and
explain to you many of the clauses will save you money in not
having disputes or litigation.

In my experience, landlords or their brokers sometimes “forget” to
include the additional parking spaces you requested or that first month
discount for having signed a five year lease. With the multitude of pages
and clauses, it’s easy to miss something. Paying an attorney is like pur-
chasing an insurance policy.

And, if he gets something important wrong, just think of the fun you
will have suing him.

One of my clients entered into a sublease for a portion of a suite
occupied by the main tenant. After six months, the main tenant filed for
bankruptcy, nullifying the main lease and leaving my client high and dry.

My client hadn’t considered the financial situation of the tenant and
didn’t meet the landlord in order to form his own relationship—either
legal or personal. He was left with the choice of moving out or taking over
the lease of a space that was twice what he needed. Unfortunately, there
wasn’t much I could do for him.

Another client, Yolanda, entered into a lease with a receiver during a
bankruptcy proceeding. She realized that this could be trouble; but she
thought it was going to be a good deal.

Yolanda had heard horrible things about the landlord owner; she en-
tered into a five-year lease anyway because she figured that the owner
was unlikely to get the building back and the receiver was offering a good
rental rates.



156

The Elements of Small Business

The receiver is an official appointed by the court to manage assets
during a bankruptcy proceeding. In real estate bankruptcies, the
receiver acts like a substitute landlord. But many businesses don’t
like renting from receivers, because no one’s ever sure how bank-
ruptcies will turn out. (This is especially true of real estate bank-
ruptcies, where judges often encourage landlords and their credi-
tors to work out deals that allow the landlords to keep their
properties…but manage them differently.) As a result, receivers
often have to offer discounted rents to attract tenants.

As luck would have it, nine months after Yolanda moved in, the nasty
owner took back control of the building.

Had Yolanda consulted with me before she signed the lease, we might
have added a clause that allowed for her to terminate the lease and vacate
the premises in the event the bankrupt owner took back the building.
(That’s a clause I always suggest if you’re considering renting from a re-
ceiver.) Instead, the landlord lived up to his bad reputation and Yolanda
was stuck for another four years.

When the Landlord Fails to...
Obviously, the lease contains all sorts of requirements for the tenant.

But it also provides for the landlord’s responsibility. This responsibility
mostly consists of actions that render the property or space usable for the
purposes specified by the tenant at the time the lease was executed. These
actions might range from fixing leaky faucets to maintaining smoke detec-
tors or security systems.

For example, tenants generally are not permitted to make structural
repairs. So what happens when the rain leaks into the rented space and
the landlord fails to uphold his or her end of the bargain?

The answer depends on the size of the problem and the cost of re-
solving it. Similar to residential leases, in most states a tenant has the right
to make repairs and deduct the repair costs from the next monthly pay-
ment. Before the tenant does this, I always insist that my clients contact
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the landlord in writing when a problem is discovered and that the client
follow up all telephone calls with letters confirming the problem, the solu-
tion provided and the response of the landlord or representative.

If several telephone calls and letters yield no results, I advise
my clients to inform the landlord in writing that—if the nec-
essary repairs are not performed within 48 hours—the client
will hire a professional to perform the repairs and then de-
duct the cost from the rent payment.  If the repairs aren’t
made, I advise my clients to proceed.

For many repairs, repairing and deducting from the rent resolves the
problem. But what if the costs of repairs far exceed the rent payment?

There are few good solutions in this scenario. Most agreements con-
tain “warranties” made by the landlord that the premises are fit for the
purposes of that which the tenant intends to do and that the premises are
habitable. Even where no warranties are specifically stated, most states
have statutes that provide for fitness and habitability.

A statute is a law passed by the state legislature and signed into
law by the governor. Often you will hear these referred to as
“codes.”

In residential leases, tenants have a right to “quiet enjoyment.” This
means they have the right to be free of any disturbances that make living
difficult. Noisy neighbors, leaky roofs and toilet overflows violate this right.
A failure of the landlord to resolve a significant or expensive problem is
grounds to terminate the lease.

In commercial leases, a similar principal applies. If the problem is too
expensive to repair and deduct and the landlord refuses to make the nec-
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essary repairs you have the option of terminating the lease and moving
out.

However, under no circumstances are you permitted to remain on
the premises and refuse to pay the rent.

One of my clients was renting a little office space in a ten story build-
ing. The building owner filed for bankruptcy and another party purchased
the building.

Unlike residential leases, commercial leases can usually be termi-
nated upon the purchase of the property by a new party.

The new owner first stated that all of the tenants could stay. Two
weeks later, the owner told the tenants to leave—because it wanted to
renovate the building. So, my client made plans to move out. Then, the
new owner informed the tenants that some of them might be able to stay;
but they would have make a formal request and get a specific confirma-
tion. My client sent several letters requesting to stay. No one responded.
So, three weeks later, he moved.

Imagine his surprise when he was served with a lawsuit from the new
owner for breach of lease.

It only took a few days to get the lawsuit tossed out of court; but this
example illustrates the level of confusion that occurs when ownership
changes. Fortunately, my client had put everything in writing and could
back up his claims that he made every effort to advise the new owner of
his predicament.

Sometimes, even diligent efforts can’t prevent major landlord
trouble—because the landlord or its representatives are just scheming
weasels. I was involved in a residential rental case that stands out in this
regard. Even it wasn’t about a commercial lease, it’s still a memorable
example.

My client and his wife found a house to rent. On the day they viewed
the house, it still had paper over the carpeting that had been cleaned the
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day before. When they inspected the garage, they found that it smelled of
cat urine.  Not a big problem—or so they thought.

Within two weeks of moving in, the entire house reeked of urine. Of
course, the broker and the owner denied any knowledge of the problem.

My clients were beside themselves over the smell. I suggested they
do some detective work about the carpet-cleaning job that just taken
place when they inspected the house. They did, asking around until they
found the carpet cleaner who’d done the job.

That guy told my clients that he’d been hired specifically to mask the
urine smell left by the previous tenant. And, at that time, he’d told the
landlord’s broker that removing the smell could cost up to $3,000. One
firm letter (with a copy to the landlord), telling the broker that he seemed
to have knowingly misled my clients, resulted in the clean-up job that
should have happened in the first place.

Ask About the Landlord
As I wrote earlier in this chapter, you will want to review the financial

condition of the landlord.  Reputable brokers often will know the details
of which landlord is easygoing, which is difficult, and who may be going
out of business soon.  But often times the larger players will hide their
financial distress for fear of tenants leaving and new ones looking else-
where.

In most states, a residential tenant is not automatically displaced by a
bankruptcy or a purchase of the building or house from the trustee of the
bankruptcy court—at least not until the lease expires. But the rules for
commercial properties are different.

In the event of a bankruptcy and a sale of the premises, a new land-
lord may not be required to honor the leases. While you will receive no-
tice, moving a business unexpectedly in 30 to 60 days can result in chaos
and a loss of income during the time of the relocation and office set up.

In some of these situations, you can file suit for breach of contract
and collect damages including the costs of moving and any business lost
due to the problem and/or the move from the premises. But you will need
a lawyer, money and time to press these claims. And, even though most
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lease agreements provide for the attorneys fees and costs to the prevailing
party, the time and expense of litigation is rarely worth your while.

A point on attorney’s fees in lease or contract disputes: Judges
rarely award businesses all of their attorney’s fees—even when
the business wins the suit. So, anything you can do to resolve
the situation short of litigation is worth your while.

Several years ago, I was retained to file a suit against tenants who
had leased a client’s car wash with an option to purchase it after a certain
amount of time. When one of the three partner lessees could not come up
with the rent, the other two partners refused to help. For several months
the rent remained unpaid.

I filed a suit to force out the tenants and to recover damages in the
amount of the rent and other damages caused by the tenants.

A suit to remove a tenant is called an “unlawful detainer” action.
Unlike typical civil matters, unlawful detainer proceedings are
“expedited” proceedings. For example, unlike the typical thirty
days to file an answer to a complaint, in unlawful detainer the
defendant has only five days to file an answer.

After two hours of trial, the judge entered a verdict in favor of my
clients. Then came the motion for an award of attorney’s fees. The judge
gave my clients one-half of the fees they had requested.

The judge’s reasoning: The case had been heard in a rural area of
California and she figured that the average local attorney fee was $150 an
hour—half of what I was charging my clients. None of the attorneys in-
volved in the case was local and my clients’ request was quite reasonable
under the circumstances. But the judge wouldn’t change her mind.
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The judge’s ruling on an award of attorney’s fees doesn’t have any
impact on the fees. It only applies to how much the losing side has to pay.
If she says they have to pay half, you still have to pay the other half. So,
don’t base your decision to sue or be sued on the clause that provides for
attorney’s fees.

When You Get Sued...
In another weasel landlord case, my client rented a space that had a

heating unit in the floor of an old building. Little did she know that the
landlord had failed to clean or maintain the furnace. During the first cold
day in October, the furnace turned on automatically and debris in the heater
caught fire.

Luckily, my client was there when this happened and put out the fire
with minimal damage. But the trouble was just starting. She didn’t receive
a call from the landlord to thank her for saving his building from certain
destruction; in fact, he decided not to fix the heater and claimed my client
was at fault for “waste.”

Then, the landlord filed for unlawful detainer.
We responded by threatening suit for habitability and fitness and got

the furnace fixed. But, a few weeks later, my client got a bill charging a
ridiculous sum for “maintenance and repair” which was promptly taken
out of her security deposit at the end of the lease.

Bad landlord! Bad! We had to sue to put an end to the nonsense.

If you have requested necessary repairs to no avail and you
have had to deduct their cost from your rent, you can bet the
landlord will make all possible efforts to make your life a
living hell. And one recourse is to file a suit for unlawful
detainer.

In many states, the prelude to filing an unlawful detainer action is a
notice to pay the rent your landlord claims you owe.  The notice sets forth
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the amount of rent due and provides a timetable as to when payment must
be made in order to avoid a suit.  When you have not paid and the time
specified in the notice has expired, the unlawful detainer action will be
filed and served on you.  [Form 9-1]

As we discussed earlier, unlike typical civil suits, an answer to an
unlawful detainer complaint is required much faster.  If you fail to heed the
deadline, a default will be taken against you.

A default is not a judgment. But is does prevent you from participat-
ing any further in the judicial proceedings. Ultimately, the landlord will
apply for a “prove-up” hearing where he will put on evidence of how
much he is owed under the lease. The landlord does have a duty to miti-
gate—to make every effort to re-rent the premises. But, of course, this
has not happened in circumstances where you have failed or refused to
vacate the premises.

So you should answer the complaint and appear at the trial. While
jury trials are available in most jurisdictions, unlawful detainer suits are
rarely tried before a jury. You should hire an attorney to represent you
from the first moment you receive the notice to pay or vacate. But if that is
not an option, bring with you all of your documentation with copies for the
judge and the other party.

Keep in mind that the judge has heard it all and seen it all
before.  Judges are quite capable of determining whether
you are just another deadbeat or whether you had a  legiti-
mate problem that the landlord failed to solve. Make sure to
have your documents in writing and even bring witnesses
whenever possible. Also, dress the part. An organized and
prepared party neatly attired always impresses the judges. If
you look like a deadbeat, the court will see you that way and
it will taint your case, regardless of its merits.

If the issue is not payment or deduction of the rent for repairs, your
landlord might give you notice based on waste.  This occurs when you



163

Chapter 9: Leases, Landlords and You

cause serious damage to the leased space. Just like a failure to pay the
rent, the destruction of the premises also is a ground to terminate the lease
and have you removed.

Conclusion
As we discussed in the introduction, owning your own business can

be quite satisfying. But that does not alleviate the need to retain profes-
sionals to protect your rights. If you are a manufacturer or a retailer, you
will have enough legal issues arise.  If you provide a service, you will have
plenty of issues with clients. You do not need trouble with the landlord.

Read your lease and then provide it to a qualified attorney for review.
Believe me, it is money well spent.
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Chapter 10

Insurance

If all our misfortunes were laid in a common heap whence
everyone must take an equal portion, most people would be
contented to take their own and depart.

—Socrates

In Woody Allen’s movie Take the Money and Run, Allen plays a
failed criminal. After he disobeys the warden, he is ordered to spend a
night in the box—with an insurance salesman dressed in the appropriate
seersucker suit. Now that’s torture!

About the only people disliked more than attorneys are insurance
salesman. But the fact is you cannot run a business without insurance.
There are two types: Protection from things that go wrong (liability and
workers’ compensation); and continuity of the business (disability protec-
tion and key man policies).

A good general insurance agent is essential to any business. Having
insurance often provides for legal representation with the fees paid by the
insurer. Since most litigation can cost in the tens of thousands of dollars,
making your insurer pay is well worth the expense of the premiums.
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It is also worth noting that, while corporations or limited li-
ability companies often provide insulation from liability for
individual partners or shareholders, sole proprietorships or
simple partnerships have no such protection. As a result,
getting the best policies with the highest coverage limits
protects not just you but also your family from an economic
calamity related to your business.

Types of Damages
Small business is subject to two types of legal entanglements. These

are called tort damages and contract damages. They will either arise
from breach of an agreement or arise from injuries incurred by consumers
of your products or services.

A tort damage consists of two elements:
1. Unquantifiable damages, such as pain and suffering and referred

to by lawyers as general damages.

2. Actual or quantifiable damages, such as a broken leg with result-
ing medical bills—often called special damages by lawyers.

A contract damage takes on of one of three forms and depends on
the circumstances of the breach:

1. Reliance damages.  If I order widgets for $1,000 and you prom-
ise delivery in two weeks and you don’t get it to me for eight
weeks—causing me to lose profits from the sale of the widgets—
then my reliance damage would be any increase in costs (e.g. a
“rush” production to meet the deadline) and lost profit from sales.

2. Restitution damages. If I pay you $1,000 for an order of 6-inch
widgets and you give me 4-inch widgets, I can return the noncon-
forming goods. If you refuse to refund my money, I can sue for the
$1,000 plus any costs in having to obtain the right widgets some-
where else.
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3. Expectation damages. This measure is similar to restitution dam-
ages but focuses almost exclusively on lost profits, because let’s
face it: you don’t care about widgets; you care about the profit
that would have been used to by the Porsche 911.

Because calculating expectation damages can get very complicated,
many business contracts already include provisions should any damages
be incurred during the term of the contract.

Clauses that fix the loss are called liquidated damages provisions.
Many standard real estate purchase forms provide a liquidated damage in
the event the buyer or seller backs out of a real estate transaction.

Standard business insurance policies are designed to protect you
against claims for both tort and contract damages. The coverage
for tort damages is relatively broad; the coverage for contract
damages is defined more narrowly.

Start With Property Coverage
The term business insurance includes a number of different kinds of

coverage. The most basic coverage is a Commercial Property Policy (CPP).
This insurance protects your premises—offices, warehouse, factory, shop,
etc.—your inventory and your equipment against damage, loss or court
judgments.

A CPP is roughly analogous to a homeowners policy. It protects
structure as well as possessions; and it offers a basic level of liabil-
ity protection. However, it’s usually defined more specifically to
the type and needs of your business.
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A CPP is the “insurance” that your landlord will require if you lease
commercial space…or your lender will require if you buy it.

For smaller businesses, some insurance companies offer a package
of coverages called a Businessowners Plan (BOP). These policies usually
offer lower coverage amounts, a broader range of things and actions cov-
ered and are cheaper, generally.

BOPs make the most sense for small businesses that are at the
stage of moving out of a home-based environment and into a
more formal commercial one. Some landlords will accept BOP
coverage as sufficient to support a commercial lease, other
will not. The landlord’s position will usually reflect how much—
and what kind of—space you’re leasing.

Workers’ Compensation
After property coverage, the risk that most businesses dread is inju-

ries to their employees.
In the early 1900s, many states were concerned that the uncertainty

of damage awards from lawsuits and judgments obtained by employees
could result in the bankruptcy of many businesses. To fix this problem,
workers’ compensation insurance was created. The advantage of having
workers’ comp coverage is the fixed amount you pay each month. If you
have three accidents within a one-month period you won’t have to bank-
rupt your business in order to pay for the injuries.

Worker’s comp also pays injured employees replacement wages
while they recover from a work-related illness or injury.
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If your employee drops his pen at work and bends underneath the
desk to pick it up and bumps his head on the way up, suffering a concus-
sion that prevents him from being able to work for a week, he gets as
much as 75 percent of his wages for that week through worker’s comp.

Through this type of insurance, employees receive a range of
benefits for both minor injuries to death or serious disfigurement
in industrial accidents. The injury doesn’t have to take place on
the factory floor; it can happen anywhere, as long as it occurs in
the course of work. And workers’ comp also covers illnesses or
conditions—like  lung problems, carpal tunnel syndrome or even
psychological problems—that might emerge over a long period.

Workers’ compensation is a no-fault system. Businesses pay pre-
miums to insurance companies. In exchange, a worker injured while on
the job receives medical benefits and lost wages; but, unlike in personal
injury lawsuits, the worker does not receive general or pain and suffering
damages. If the injury prohibits return to the same type of job, monies are
provided for retraining in a different job.

Each state regulates workers’ comp coverage in its own way.
In California, worker’s comp insurance is calculated using
the employees’ salary and the number of hours worked per
week. California’s premiums are among the highest in the
U.S. In Texas, on the other hand, rates are relatively cheap
and the state doesn’t even require very small companies to
carry the coverage. Contact your state’s Department of In-
surance for the details that apply to you.

In most states, every company that has even one employee must
have some form of  workers’ comp coverage. Many states fine (or other-
wise penalize) businesses that don’t have the coverage; and most provide
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the coverage to businesses—usually smaller ones—that can’t get the cov-
erage from a private-sector insurance company.

Liability
Commercial property and workers’ comp policies can protect your

business from most of the liabilities you’re likely to face. But, as your
business grows, you may need to arrange separate business liability cov-
erage.

Also, depending on your business, your landlord may require sepa-
rate or additional liability coverage. This is especially true if you run a
high-traffic retail business.

In insurance jargon, this separate coverage is provided by a Com-
mercial General Liability (CGL) policy.

A standard commercial lease often requires that you obtain
liability insurance, usually consisting of $1 million in protec-
tion so that if an injury or death occurs on the leased property
you and the landlord are protected.  While costs vary from
state to state, you can expect to pay about $2,000.00 for
such a policy if the business is relatively safe and a whole lot
more if you have vats of hydrochloric acid on the premises.
There are software programs available with the American As-
sociation of Insurance Services (www.aais.org) to calculate
costs for all commercial liability policies.

For a number of years, I have been retained by a client that produces
laser light shows. The company has been in business for almost 35 years.
Recently, a venue negotiated with the company to put the show in one of
its theatres. Negotiations lasted a few weeks, a contract was drawn and
executed and equipment delivered. Then came the problem— the venue
required a $1 million liability policy.
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In 35 years, my client had never been sued and it was not aware of
any injuries. Moreover, the type of laser used would not be likely to cause
injury. Nonetheless, to comply with the venue’s requirement, it sought the
liability insurance. The price quotes for one year ranged from $35,000 to
$50,000. But the projected net annual profits of the show would be sub-
stantially less than the cost of the insurance. My client called agent after
agent to no avail.

When my client informed me of the problem, I investigated its plight.
A standard liability policy would in fact cost between $35,000 and
$50,000. Time for Plan B. And I found one—an insurer that would charge
the client a certain amount for each ticket sold based on an immediate
annual estimate of ticket sales and adjustments made quarterly. That re-
duced the price of the insurance to $11,000. And that premium could be
financed. Problem solved.

Negligence and Liability
A customer comes into your store and slips on a banana peel that

some other customer left on the floor. She breaks her leg and sues you for
negligence. The damages totals $10,000. Aren’t you lucky that you bought
that liability policy? The issues in determining whether you are liable for
negligence are:

A. Did you have a duty to make the premises safe?

B. Did you breach that duty by committing an act or failing to commit
an act that resulted in the premises being unsafe?

C. Did your act or omission proximately cause the patron to break
her leg and could you have reasonably foreseen that your act or
omission would result in an injury to the patron?

D. Was there a resulting measurable damage?

If you open the business to the public, you have a duty to make the
premises safe. Simple enough. Obviously, the woman would not have
been injured had she not been in your store. However, whether you
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breached your duty may depend on the color of the banana peel.  That’s
right. The “Banana Peel Rule” has been plaguing law students since the
days of early days of America.

If the banana peel were yellow, a jury might conclude that the peel
had recently fallen to the floor and no reasonable manner of diligence on
your part, other than luck, would have led you to find the peel and remove
it. On the other hand, if the banana peel were brown, the jury might con-
clude that the peel had been on the floor for quite some time, and your
failure to spot it and remove it constituted a breach of your duty.

This is why lawyers like me get paid the big bucks... and why every
small business needs a good one.

Product Liability
If you intend to sell any product, whether directly or through retail

outlets, you will need a policy of products liability insurance. In fact, it’s
likely that no retail store will sell your product unless you have the policy.
These policies commonly provide $2 million in coverage and name the
retailer(s) as an insured.

One of the factors that make this protection so valuable is the strict
liability that attaches to products.

“Strict liability” doctrines provide that, as long as the buyer uses
the product in a manner foreseeable to the manufacturer or to the
seller, those parties and any other parties that assisted in placing
the product into the “stream of commerce” can be held liable for
damages resulting from the product’s use.

You decide to sell gel candles.  Some you sell yourself and some you
sell through a retail store. A man buys a candle from such a store. When
he lights it the whole things blows up and burns his hand off.



173

Chapter 10: Insurance

In traditional negligence cases, the injured party has to prove
that the defendant breached its duty of reasonable care. But
that is not the case regarding the purchase of products. Sim-
ply put, duty and breach of duty are not in issue. If you sold
it, you are responsible for it even if you did not make it.

Because the man was using the gel candle in the manner with which it
was intended, he is entitled to compensation. If you manufactured it, the
store will look to you and to your insurance carrier for the retaining of
competent attorneys and coverage for any loss.

Prices of product liability insurance vary depending on the product
being sold. Items that are dangerous or potentially dangerous, such as
chemical cleaners or ladders, require policies with premiums in the thou-
sands of dollars. However, most benign products require policies costing
in the upper hundreds or a little over $1,000.

Social Host Liability
Insurance companies also sell various kinds of speciality policies that

cover particular kinds of liability that can come up the course of business.
If you start a business where alcohol will be served, you may con-

sider getting social host liability or tavern-keeper liability insurance. This
specialty coverage isn’t usually required by law—but, if you’re renting the
space, the landlord may require it.

Someone comes into your bar, has a few drinks and drives away
drunk. A few blocks away, he causes an accident, killing some-
one in another car. Whoever served the drunk driver alcohol can
be held at fault. Although this seems ridiculous, the repercus-
sions from this occurring even once can be severe.
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You need to run a bar to need social host liability coverage. If you
have an art galley where you serve beer and wine at openings…or, if your
business involves a lot of boozy client dinners…you might consider it.

Social host liability isn’t cheap. But, like most speciality coverages,
it’s usually priced very specifically to your business circumstances.

Key Man Insurance
A partner’s death can mean the end of the business, and when part-

ners have an agreement providing for a surviving partner to purchase the
interest or shares of the deceased partner, insurance can save the day.
But “key man” insurance is not exactly the typical personal life insurance
you may be considering to protect your family.

The “key man” is logically defined as the key person or persons in
the business without whom the business might fail.  It could be
the owner, the founder, or a couple of senior employees.

Should a key man die unexpectedly, the insurance policy will pay for
the business either to shut down properly (pay off debts, distribute monies
to investors, and pay employee severance) or to pay the estate or heirs of
the key man in exchange for his ownership in the company. With continu-
ity being a critical issue in any business, shareholder or partnership agree-
ments should provide for contingencies including the death of a partner.

In the absence of such an agreement, the heirs can seek an evaluation
of the business and then demand that the surviving partners cough up the
dead person’s share. To avoid valuation issues, the partners often agree
to a set value of each other’s interest and then purchase a policy covering
that amount. Depending on how much you can afford and the relative
value of the business, your insurance agent can obtain competitive quotes
for policies ranging anywhere from $100,000 to $1 million and beyond.
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Most life insurance agents will be able to sell you key man
insurance. But be aware that life insurance agents often over-
sell their products.  Buy a policy within your budget that will
accommodate your financial needs in the wake of tragedy.
Just don’t forget that the business is likely to grow.  So, try to
get a policy that covers expected growth or that can be modi-
fied to cover increases in value.

A $100,000 key man policy might seem like plenty right now. But it
won’t in 10 years, when the business is worth millions and you try to pawn
off a hundred grand on your partner’s widow.

Can you say “Litigation?”

Directors and Officers Liability
For those in charge of larger corporations, errors and omissions in-

surance—sometimes also called directors and officers liability insurance—
is often a good idea. These coverages protect individuals from financial
liability for the reasonable decisions they make or actions they take in the
course of running the business.

This insurance is especially valuable in two cases:
1) where other shareholders or joint venture investors might sue if

revenue or profit falls far short of projections on any given deal;
and

2) where you want to attract well-known people to the Board of
Directors. Chances are they will not want to serve if they could be
liable for any decisions of the Board that they ratify.

Note that you might consider putting well-known people on your
board of directors especially if you intend to raise money. I don’t mean
celebrities (the troubles faced by Planet Hollywood proved they’re not
worth so much on a board); but, rather, people known in your particular
industry for their expertise. Investors tend to trust companies directed by
people who have good reputations.



176

The Elements of Small Business

Sexual Harassment
Many states have adopted specific statutes with respect to sexual

harassment.  These statutes have limited the liability of companies for fail-
ing to prevent continuing harassment or ignoring the complaints of work-
ers claiming they are being harassed.

For example, if the harassed employee fails to report the incidents
or fails to follow guidelines contained in the employee manual,
damages to the business may be limited.

But, if the employee reported the incidents and the owners or man-
agers were asleep at the wheel, the business could be in big trouble. That
is also true if the harasser has a known history of harassing—and the
harasser doesn’t have to be another employee. It can be a client or other
business contact.

Standard Commercial General Liability policies specifically exclude
coverage for sexual harassment. The specialty insurance that does cover
things like sexual harassment (and racial or gender discrimination) is called
Employment Practices Liability (EPL) coverage.

EPL coverage is expensive—and gets sharply more so if your com-
pany has had harassment problems in the past. If you don’t have or can’t
afford a policy to cover sexual harassment, at the very least create a clearly-
stated procedure by which complaints shall be investigating and make
sure that the employees are aware of that mechanism.

Health Plans
The mechanics of health coverage in the U.S. are complex and con-

stantly changing. There’s not enough room in this book to discuss them in
detail. But a quick review of the basics should be useful.
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First and most important: While most Americans get their
health insurance from plans offered at their work, businesses
are not required to provide health insurance for their em-
ployees. Companies that do offer health coverage usually
have made the decision that the benefit attracts better em-
ployees. If you’re at the point that attracting and keeping
good workers is important, offering health coverage is—next
to paying more—the best way to do this. But be aware that
some states are toying with the idea of requiring businesses
with a certain number of employees to provide health cover-
age. Beware of these changes.

While large corporations provide employee benefits from disability
and life insurance to health and dental insurance, small business rarely
have the purchasing power to provide these benefits.

Nonetheless, for small businesses the number of options has grown
over the years.  While including dental and vision care and disability and
life insurance may be too much, medical insurance premiums are not as
prohibitive as you might think. Also, if the city where you operate your
business has more jobs than employees to fill them, your company will be
competing with other companies for those workers—so, offering cover-
age can help.

Meet with a qualified and experienced insurance agent and map out
an affordable strategy.  If you can be competitive, you will get the better
employees and retain them.  In the long run, it beats turnover and training
and turnover and training...

Conclusion
While only certain types of insurances are required by law, the lon-

gevity of your business depends on your ability to prevent litigation from
bankrupting the company. Liability protection and continuity protection
are essential elements and part of the cost of doing business successfully.
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Business Equipment

It is questionable if all the mechanical inventions yet made
have lightened the day’s toil of any human being.

 —John Stuart Mill

It might seem obvious that, to have a successful business, you need
to have equipment. If you are in the service industry, then computers,
printers, fax machines, copiers and possibly vehicles will be required.

If you are manufacturing a product or two, then you will need lots of
equipment and possibly equipment especially made for your needs. If you
are selling wares to the public, then you may need a little of both.

In obtaining equipment, you have many options. You can lease, you
can buy, or you can lease to own. Often, some form of leasing option
sounds quite appealing since most equipment leases provide that you own
the equipment at the end of the payment term and you do not tie up pre-
cious capital in the meantime. But beware. Not all leases are the same.

The equipment most common to any business is the computer sys-
tem, telephones, faxes, printers and copiers. Unless you are hiring many
employees at once and installing a computer network with a server, com-
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puters should always be purchased, not leased unless the lease provides
for system upgrades along with maintenance and repairs. Printers, fax
machines and other peripherals are often provided with the computer sys-
tem. As such, the decision to lease or purchase these devices generally
falls into the same analysis as we use for computers.

Copiers are an entirely different matter. Most major manufacturers
of business equipment provide a line of moderately sophisticated equip-
ment at reasonable lease prices. For example, if you make less than fifty
copies each day, a sophisticated copying system with double side copying
that collates, staples, hole punches and generally throws out the garbage
once a week is unnecessary for very small businesses.

Tip: Though your copy count may be less than fifty today,
you should consider what your needs will be next year or the
following year.  Whether you purchase or lease, be sure that
expansion will not result in a financial disaster.  Ask whether
the supplier has a plan for trade-ins or replacement.

Another Tip: We are inundated with copy centers.  From
Kinko’s to Office Depot to Staples, these stores provide copy-
ing services at a reasonable cost. They have the machines
and they pay for the maintenance. So why should you? Be-
fore you commit yourself to anything, check out the copy
centers in your neighborhood.  If you can charge clients for
the costs of copies, then you only give up a small conve-
nience by owning or leasing your own machine.

For those who need sophisticated copiers, the experience of choos-
ing the machine and executing a lease is quite unsettling.  First, most manu-
facturers do not sell or lease their products directly to the consumer.  Rather,
the lease comes from an unaffiliated finance company that could care less
whether the leased product works.  Second, just like cellular phone deal-
ers, copiers are provided by independent companies.  And third, also just
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like cellular phones, knowing which brand is the best will require a little
research.  Or maybe a lot.

If you have friends or relatives in similar businesses, ask them about
their systems and repair contracts.  Also check with magazines like Con-
sumer Reports that research products and rate them.  It is easy to allow
some salesperson to convince you that his copier is the best.  Maybe it is.
But maybe it is not.  While name brands abound, not all make great copi-
ers.  And each has its own unique design and features that render it easy
or difficult to repair.

What Is  “Lease to Own”?
When you finance that multifunction machine you will notice that the

paperwork will likely refer to the financing as a “lease” and not a purchase
even though you will own that machine when all forty-seven payments are
made.  The reason is hyper-technical at best.  Leasing permits the finance
company to charge you in ways that it cannot if the transaction is defined
as a purchase.

The most significant difference is the manner in which the inter-
est is charged. While each state has its own rules with regard to
financed purchases, most require that a certain portion of each
monthly payment must be applied to principal.

For example, if the copier you have been eyeing is priced at $5,000
and you finance it over five years at an interest rate of ten percent, each
monthly payment must have a certain percentage applied to the reduction
of the $5,000 price.

This just ain’t so in a “lease.”  And the consequences can be devas-
tating if you have any intention of replacing the copier prior to the end of
the lease.
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A client of mine in marketing and sales decided to enter the wacky
world of product videos— five minute presentation on the inner workings
of “Crete Clean.”  No, not a method by which one scrubs Mediterranean
islands; it was a method for cleaning your driveway.

Since my client had no familiarity with video equipment or produc-
tion, a “partner” had to be located. He was. And my client provided an
unlimited budget to “purchase” the equipment necessary.

The purchase was really a lease-to-own arrangement. When the part-
nership ended—and it did, rather abruptly—my client decided to sell the
equipment and pay off the finance company. He was shocked to learn
that, after two years of payments, the principal had not been reduced.

How is this possible?  In a lease-to-own transaction, finance compa-
nies take the total sum owed over the term of the lease including the total-
ity of the interest. When you make a payment, you reduce the total. De-
pending on the interest rate and the term, the total may be almost double
the original sum.

Two years of payments brought my client back to even. Mean-
while, the equipment had deteriorated and depreciated by al-
most two-thirds of its original value. The result? My client still
owed the original purchase price on equipment with equipment
worth less than half its original value.

Interest-only financial packages might make sense in real estate. They
make no sense in equipment leasing.

The “Security” Interest
The other important factor in a lease or purchase to own is that the

finance company has a “security” interest in the leased or financed prod-
uct. In the event you fail to make the payments, the equipment can be
repossessed.
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Warning:  The company that supplies the copiers or faxes or
computers or printers, etc., often is not the same company
that finances them. This poses a problem: If you have diffi-
culties with the equipment or if the sales company provided
you with lemons when you ordered limes, you still have to
pay the leasing company.  Moreover, check the contract you
signed. Chances are it places jurisdiction for any legal action
in some state you never visited and is not geographically
desirable.

While a lawyer may not be required to review the agreement, make
sure you read it carefully. The young kid who hands you the agreement is
interested only in his commission. He knows nothing about the lease/pur-
chase agreement and does not care. So don’t expect to get answers (or at
least not good answers) from him.

Again, check the venue for any legal disputes arising out of an equip-
ment; many lease agreements make it a different state than the one where
you are. Unless you enjoy meaningless and expensive travel, try to nego-
tiate for the venue to be your state and county.  If that doesn’t work, cross
out the venue clause and initial it before signing the agreement.

Several years ago, a client retained me to reengineer his business.
“Reengineering” is a fancy term for restructuring a business—usually a
bigger or older one—to remove antiquated systems or equipment and
replace them with updates to make the whole operation more efficient.

On the first day, the client informed me he had a problem with the
two copy machines he had leased. Now this client was one of those who
spent more of his productive day negotiating for the better deal on any-
thing rather than making money. When confronted with a copier sales-
man, he had badgered the guy into a “great deal.” Rather than 3.5 cents
per page, the client received a deal of 3.0 cents per page.

As we have discussed, the sales and leasing company is not the fi-
nancing company.  And therein came the problem...

Two months later, when the machines broke down, the sales com-
pany could not be located. Apparently, it had folded. But that did not stop
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the lessor financing company from sending a monthly bill. Two lawsuits,
countless telephone calls and lawyer letters later, the finance company
agreed to pick up the machines and drop the lawsuit.

The half-cent-per-page savings ultimately cost far more than any-
thing that could have been saved from cheap copies.

Technology Updates
Those of you who have cellular telephones know that your carrier’s

rate plans change all the time. For the most part, the plans become cheaper.
But your carrier usually chooses to share this information with you or any
other information that might result in lowering your costs only when you
ask for it. So it pays to look at the carrier’s Web site and visit its official
store if one is near you.

All technologies, including those for fax machines, telephone
systems and copiers advance very rapidly.  If you don’t block
out some time every few months to review pricing changes
you could be wasting money.

Since the mid-1970s, a family member held a 50-percent interest in
a travel agency. The agency was run by the other partner until his death in
1997. It had only one full-time employee, who had worked in the agency
for more than fifteen years. He was given authority to manage the joint.
He did any adequate job…but the agency seemed stuck.

Shortly thereafter, I wandered in. The business had two problems.
First, it was located in a low rise office building on the second floor where
no one could see it; second, it had a computer system more than 10 years
old. The system barely ran—and had a slow dial-up modem.

Worse yet, the computer had no Internet access and, therefore, in
order to book fights, cars, trains, hotels, etc., it used a direct dial system
to the appropriate approved booking company.
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Because the system was a relic, the cost for the direct dial system
was $400 per month. The cost of logging into the site by Internet was $50
per month. Now here’s a no-brainer: Spend $1,000 on a viable upgraded
computer and spend $35 per month on a cable modem. We did—and
have saved thousands of dollars per year on better and faster technology.

Conclusion
You need equipment—and have to deal with equipment costs.

Whether you are buying or leasing or leasing to buy, read the contract
very carefully, ask questions and always comparison shop.

Tip: Some companies offer great deals on financing equip-
ment. Often the contract provides that if you are late with
even one payment, the interest rate on the financing jumps
from three percent to thirteen percent or higher.  Some states
allow for interest rates on financing or leasing up to twenty-
five percent. Now that hurts. And finally, always ask the
dealer/agent what the consequences would be if the dealer/
agent went out of business.  You don’t want to get stuck with
broken equipment on a financing contract where you are still
required to make monthly payments.

The old saying applies: If the deal looks too good to be true, it prob-
ably is. Make sure you understand the financing options and any interest
on the remaining balance.

Also, read the lease—no matter how impatient the salesperson is.
Read the purchase contract. And read the financing disclosures. If you
don’t understand, ask someone who does.  Also, check the reputation of
the company providing the product and don’t be penny wise and pound
foolish.
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Chapter 12

Accounting and Taxes

In business, the earning of a profit is something more than an
incident of success.  It is an essential condition of success.  It
is an essential condition of success because the continued
absence of profit itself spells failure.

 —Justice Louis D. Brandeis

If you have never owned a business, then balancing a checkbook is
the closest thing you likely have ever done by way of accounting. And I’ll
bet you never found that $13.95 deficit from three years ago….

Accounting skills, or a lack thereof, often become the downfall of
many businesses. Sure, you enjoy operating that restaurant or coffee house
or golf store or foundry. So who has time for bookkeeping?

You.
First, you need to pay taxes—payroll taxes, income taxes, sales taxes,

city taxes and possibly property taxes. A failure to pay these taxes or
even to pay them on time can result in penalties and interest in addition to
the principal sum that should have been paid.

Second, some states charge additional penalties. For example, the
California Labor Board charges $1,000.00 per each employee who is
not currently covered by Worker’s Compensation insurance. While the
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states and the Federal government seem forgiving and are willing to pro-
vide payment plans, why would you want to tie up your operating capital
in back tax payments with exorbitant penalties and interest rates?

Third, you need to evaluate your expenses regularly to determine
whether monies are being wasted or whether expenses are too high in any
particular area.

Several years ago I was retained to restructure a mortgage loan busi-
ness. The mortgage brokers spent most of their time in the field with cli-
ents or potential clients while processors in the office input the data and
information into the computers. All of the brokers had cellular phones and
all with separate companies and separate rate plans. The total bill per
month ran as high as $6,000. No one actually knew because no one ever
reviewed an expense statement.

When I began my work, my first step was to gather all expenses and
review the various costs to see where monies could be saved. Simply by
putting all of the brokers under the same cellular phone company and
under one plan, the monthly costs decreased from $6,000 per month to
$1,200 per month. That amounted to a savings of more than $50,000 per
year.

Fiscal Year or Calendar Year?  (Huh?)
It is well understood that on April 15, tax returns and tax payments

for individuals are due for the previous year. That is, the previous calendar
year. Sole proprietorships, limited liability companies or partnerships and
corporations filing under Subchapter S must file their returns on a calen-
dar year basis.

Corporations not filing under Subchapter S have the option of filing
their taxes on a calendar year basis or on a fiscal year basis. By fiscal year,
we mean a 12-month period that begins on the first day of a month other
than January 1. The exception is corporations that perform personal ser-
vices.  For example, if you and your corporation perform consulting ser-
vices, the IRS requires that your corporation file its taxes on a calendar
year basis.
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What is the advantage of filing on a fiscal year basis? Who knows? In
this day and age, the calendar year and fiscal year probably make little
difference to the small business.

For larger corporations, fiscal year filing allows the corporation to
prepare its financial statements and returns during the period
where business is slower or where the previous quarter’s profits
were so high that they mask the lousy quarters that came earlier
in the “year.”

For small business, the advantage of fiscal year filing is that you can
deal with your corporation’s finances at a time where it does not interfere
with your personal return and beating that April 15 deadline.

If you have more than one business, spreading out the taxes may be
quite helpful.

Also note that corporations, regardless of type or type of business,
do not file taxes on April 15. Calendar year corporations file on March
15— two months plus fifteen days. If the corporation’s fiscal year runs
from July 1 to June 30, then the return would be due on September 15.

Businesses are expected to make tax payments quarterly based on
an estimate of their income. If the business is a corporation, then esti-
mated payments are due on the fifteenth day after the end of the quarter.

If the business is a sole proprietorship, then estimated payments are
due on April 15, June 15, September 15 and January 15.  Leave it to the
IRS to come up with oddball dates.

If you fail to make estimated tax payments quarterly and
instead wait until the annual tax return is prepared, you will
pay interest on the monies you should have paid.
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Cash or Accrual Method (Huh...Huh?)
The next issue, which applies to all forms of business entities, is whether

to account on an accrual or cash method.  This is simpler than it sounds,
but there are specific reasons for doing either one.

The Cash Method

The cash method is the most common.  Under this method, rev-
enue is counted when it is received.  You receive payment of
$100.00. You then book that amount of revenue.  Simple, eh?  If
you don’t get paid, you have no income.

The Accrual Method

The accrual accounting method consists of booking the revenue
at the time the services are rendered or the time that goods are
provided regardless of whether payment is received.

For most small businesses, the cash method is the best way to ac-
count for revenue.  Firs, it is simple.  You receive payment; you record
having received it.  Second, at the end of your tax year, you know what
the business made.

For larger businesses, the accrual method has two advantages. First,
if you sell products to clients who pay on thirty or sixty or ninety day
schedules or whenever they feel like it, the accrual method will show an
even cash flow. Second, if you intend to sell the business, the accrual
method might indicate a higher income—thus improving the books.

Federal Income Taxes
It is said that the only certainties are death and taxes. While medical

science or cryogenic labs may prevent death, taxes appear to be omnipo-
tent. You owe them and you must pay them. In fact, whether you are a
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sole proprietor or you choose to operate under a corporation, as we
discussed above state and federal income taxes are paid quarterly based
on your projection of income during the course of your fiscal or calendar
year. That’s right—Uncle Sam has no desire to wait a year to see its share
of the take.

Don’t spend too much time buying those books or listening
to those who tell you that you are not required to pay taxes
and that the collection of taxes is illegal. Taxes are not illegal.
You owe them. And if you don’t pay them intentionally, you
will surely find yourself in a room at the federal country club
penitentiary with Big Bubba and his tennis racket.

State Income Taxes
Most states require payment of income taxes on businesses. Pay-

ment is also made on a quarterly basis and is due at the time the Federal
quarterly taxes are paid.

A few states don’t have an income tax.  But be wary that the lost
revenue is not replaced through other assessed taxes.

Local Business Tax
Many businesses do not know that they owe local taxes until the tax

assessor sends that nasty letter informing them that in addition to owing
the monies, they owe interest and penalties as well. Cities love to  charge
businesses simply for the privilege of being located in their area. Some
cities charge a flat rate, some charge based on a percentage of estimated
revenue, and some charge based on the number of employees.

As you can imagine, these taxes are not very popular. As a result,
many businesses simply “forget” about them. Local governments have
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responded to this by making arrangements with the state taxing authorities
to review the business returns of those who list their city as the principal
place of business.  When the listing is made on the state return but no local
filing has been made, the business is up a creek without a paddle.  You will
get a nasty letter and an even nastier bill.

Payroll Tax
In addition to income taxes, any business with employees must pay

certain taxes to cover a portion of the employees’ social security along
with unemployment compensation, and disability. Additionally, employers
withhold income taxes owed by their employees.

If you use a payroll service, the payroll taxes will be automati-
cally debited from your payroll account on or near the same
day that the service delivers your checks. If you do your pay-
roll yourself—or your accountant does it—you’ll usually make
two checks with your payroll checks. These other checks are
usually made payable to your bank and include a coupon
with your tax identification information for the Federal gov-
ernment and state government. Your bank then forwards
that money to the appropriate agencies.

Payroll taxes can be paid monthly—or even quarterly—instead of
every two weeks, with payroll. However, if you pay the taxes on these
other schedules, make sure that all of your paperwork and the payments
are sent in on time. If you don’t make payroll tax payments on a timely
basis, the IRS and state agencies take collection actions quickly.

Sales Tax
If you are selling a product directly to consumers, you will be re-

quired to charge a tax on all of those sales. That tax consists of a state
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imposed tax and a local (city or county) imposed tax. The highest total
rate currently in the United States is approximately 8.6 percent. The low-
est rate is approximately 4.0 percent.

You collect the sales tax and then you pay it to the state and local
governments. Many states require payment of sales taxes on a
monthly basis. Payment is made with a form you or your accoun-
tant fill out and you or another partner or officer signs. The form
requires information on gross sales and gross taxable sales, as not
all sales are taxable to the buyer.

So what sales are taxable? That question is not always as easy as it
seems. Most states have some authority of appointed bureaucrats that
decide these things. Merchants then have to decipher the convoluted rules
and regulations. Food sales are the most confusing because ready-to-eat
snacks are treated differently than a bag of potato chips. However, most
sales are going to be taxable events. The only exception is interstate sales
and Internet sales, and even these sales can be tricky.

Interstate sales occur when someone is Akron, Ohio purchases a
product from a business in Tucson, Arizona.  In theory, the buyer is sup-
posed to pay the sales tax to his or her state.  Some do.

Internet sales are a bit trickier. When “e-commerce” first became a
hit, Congress decided that taxes would not be charged on sales. Since
then, many states have complained that they are losing revenue that other-
wise would be theirs. As a result, intrastate purchases are often taxed and
some Internet companies are now voluntarily collecting taxes. If your busi-
ness will include Internet sales, check with your accountant for current
requirements and any future changes in the tax laws.

Recently, a client purchased a bar. The owner had placed it for sale
and my client decided he just had to buy it. As an attorney, I keep a
template for the purchase of stock or assets of any business. These tem-
plates require the seller to warrant (guarantee) that all of the taxes owed
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have been paid including payroll taxes, sales taxes, and income taxes.
The templates also require the seller to warrant that he has the right to sell
the business.

In the case of the bar deal, no one bothered to ask for my help and
no such agreements were prepared or executed. Guess what? The pur-
chase price didn’t even cover all of the taxes owed. Since my client had
chosen a stock purchase and was about to assume all of the liabilities
along with the assets, he would have been responsible for more than
$250,000 in unpaid taxes, penalties and interest.

Sure, he could have sued the seller—if my client could find him
and, having won the case, collected such a large judgment. Two
big ifs. In the meantime, all of the capital needed to run the
business would have been paid to tax authorities and to lawyers.

Luckily—for my client—he did ask me to review the purchase agree-
ment before he signed. I saw it didn’t say anything about taxes owed and
was able to raise the right questions before my client signed anything.

Resale License
For those of you who are buying or are intending to purchase goods

for resale to the public, you will need to obtain a resale license.

Under this license, the business does not pay sales taxes on goods
it purchases and does not have to collect taxes on goods sold to
other licensees who intend to sell to the public. However, the
business does have to pay sales taxes collected from sales made to
the general public.
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Financial Statements
Of course, there’s more to running a business than paying taxes—

even though it’s easy to forget that sometimes. And the reporting aspect
of accounting can be an important management tool.

The ability to “see” your income on a quarterly basis can provide
other benefits. While some businesses are truly seasonal (such as the beach
resort that makes more income in the Summer than in the Winter), other
businesses are not so obvious. The ability to determine when your busi-
ness receives its greatest revenue helps you to establish a budget and the
number of employees you will need to meet demand.

On the expense side, as we discussed earlier, it is hard to know
where or what to change if you do not know how the money is being
spent.  If you are ordering supplies, either as a component of manufactur-
ing or for sale or for the continuing operations of your business, the time
you buy and the quantity of materials you buy can save you thousands of
dollars.

For example, the cost of those paperclips may be significantly
cheaper if you make one bulk purchase of paperclips at the be-
ginning of the year rather than purchasing throughout the year.
Your expense reports can help you see how you spend paperclip
money over the course of a year—and make any adjustments that
you might need.

Reviewing expenses also assists in tax planning. For example, most
businesses are required to pay taxes to the Internal Revenue Service on a
quarterly basis. If you know that in the first quarter your income will be
significantly less than your fourth quarter income, then you might consider
paying one-fourth of the total projected taxes at each interval so as to fix
your expenses. Or you may opt to utilize the additional operating capital
to develop new products. At least you know where you stand.
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The Balance Sheet
The balance sheet is probably the most common financial document.

While it does not contain itemized income or expenses or itemized profits
or losses, it does measure the health of the company.  [Form 12-1]

While a balance sheet can be created for any business, it is a tool
normally reserved for corporations or limited liability companies or part-
nerships. In a nutshell, here is everything you need to know (but were
afraid to ask).

The left side of the balance sheet consists of the assets. This may
include cash on hand, receivables (monies due and owing), tangible prop-
erty, real property, and possibly intellectual property such as patent or
trademark. In short, the left side of the balance sheet consists of all things
that give the business a value.

The right side of the sheet provides for the liabilities and comes in
two parts.  The first is actual liabilities— those debts or costs that reduce
the value of the company such as accounts payable, loans due, tax liabili-
ties etc.  The bottom portion (referred to in corporations as “shareholder
equity”) is the difference between the assets and the actual liabilities.

So if the assets amount to $1 million and the liabilities amount to
$500,000, the value of the company to its shareholders can be assessed
at $500,000.

In a publicly traded company, one can realize the “book value”
by multiplying the number of shares outstanding to the price
at which those shares are selling on the exchange. When the
price of the shares on the market falls below the shareholder
equity as reported by the corporation in its annual report,
you might be looking at a good investment opportunity.

Ultimately, the balance sheet of a small business or of a large busi-
ness may be of little value since it does not take into account the external
financial conditions such as a recession or such as competition and be-



197

Chapter 12: Accounting and Taxes

cause it does not provide a sense of whether the product or service may
become obsolete in the near future.

Also, as we will discuss below, certain expenses such as capital ex-
penditures do not have to be included. But it adds to the picture and it acts
as just one more method by which you can measure the relative success
or failure of your business or a business you want to purchase.

Income and Expense Statements
As we discussed earlier in this chapter, knowing the sources of your

income and expenses can make a significant difference to the profitability
of your business.  [Form 12-2]   Depending on the size and revenue of the
business, these statements should be prepared either quarterly or semian-
nually.

Your accountant can prepare these statements. Also, most of the
accounting software you are likely to use will be able to create an income
and expense table or even a pie chart and in living color.

Once you know where the biggest cuts of the budget are being paid,
you can work on reducing those costs.

Profit and Loss Statements
For small businesses, profit and loss statements may not be neces-

sary as the income and expense statement since for a small business the
information on them will be the same. But there are a few subtle differ-
ences. For example, fringe benefit monies spent on employees for coffee
or bottled water or paper or printer cartridges or telephone service or
insurance are “expenses” and are applied against earnings to determine
the business’ taxes. But they are not losses. [Form 12-3]

Then we have the “capital expenditure.” Purchased items designed
to increase profits, either in the short term or long term, are not treated as
an ordinary “expenses.” That is because these are “investments.” If the
office computer system runs on a P2 Intel processor at 250 megahertz,
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and that is resulting in long delays in file processing, then you may wish to
buy the newest system:  a P4 processor at 2.5 gigahertz.

For purposes of taxes, this purchase is still an expense to be applied
against income. But it may not require you to characterize it as an “ex-
pense” on your balance sheet. In fact, it could be an “asset” because the
cost (the amount you paid) can be depreciated.

Simply put, because you bought something that helped the busi-
ness operate and make money, you can take certain tax deduc-
tions for the related expense. That deduction reduces your tax-
able income and thus reduces your taxes. As a result, expenses
that can be classified as capital expenditures are positive.

Capital expenditures remain one of the most abused areas of corpo-
rate finance.  In the past few years a number of well-known publicly traded
companies have been investigated for listing items of ordinary expense as
capital expenditures and then depreciating the purchase price.  That is a
big no-no and could land you in the hoosegow.

Tip: Over the years I have seen accountants play all sorts of
games with their client’s returns— often because they don’t
think the IRS will catch the questionable activity and some-
times because they don’t think the client will catch it. Some-
times overzealous accountants will try to “help” you and your
business by restating expenses and other taxable items in
order to reduce your taxes. While the tax forms can be terri-
bly complex, make sure you go over the forms with your
accountant and be sure to ask questions about anything you
don’t understand. If the accountant is unwilling to explain
the issue to your satisfaction, fire him. Just like lawyers, there
are a lot of good accountants—and a lot of bad ones.
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Cash Flow Statements
The most valuable information may reside within the cash flow state-

ment.  Cash flow statements show the ebb and flow of dollars.  It helps
small businesses understand from where their income is derived and where
their expenses get paid.

More significantly, it provides a business with “seasonality.”  For ex-
ample, a golf store in Montana will make most of its income from April
through August. After all, who needs a new set of irons when the snow is
four feet high? Or consider accountants who spend January through April
preparing tax returns often working fourteen hour days but may have less
than eight hours of work per day in all other months. [Form 12-4]

If your business has certain seasons when sales are higher, you
will want to consider the timing of any significant purchases and
whether you will need to borrow money or draw down from a line
of credit during the off-season in order to replenish inventory.

Many accounting software programs provide for the creation of cash
flow statements based on the income and expenses you provide.

Popular Software Programs
The most popular software programs (such as Quicken/QuickBooks

or Microsoft Money) can help you create financial statements including
balance sheets, income and expense, profit and loss, and cash flow.

Just remember the adage: Garbage in, garbage out.  If you get lazy
and fail to input the information, your statements will not be accurate. So,
if you choose to utilize the software, it can help you immensely—but it’s
imperative that you make time to do the work.

The more you know, the more likely you will make the right decisions
for your business. While small businesses don’t require all of the bells and
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whistles of a Fortune 500 company, the various financial statements still
provide a wealth of information.  Between you, your accountant and the
software you choose, these statements are easily created and easy to
read.  So don’t be afraid just because math was a foreign language to you
when you were in school.

Conclusion
For some, accounting is not rocket science.  For me and for most of

us, it is.  And when God realized that Adam could not keep track of the
apples in the garden, he created the Certified Public Accountant.

 Find one with a solid reputation and experience and never make a
move without his or her advice and consent.  You will be amazed at the
monies saved in the long run.

Yes, Virginia, it is worth the price.
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Chapter 13

Computers and E-Commerce

In a few minutes a computer can make a mistake so great
that it would take many men months to equal it.

—Merle L. Meacham

So the only thing you know about your computer is where to turn it
on. And a floppy disc is that condition requiring back surgery. That’s okay.
For many Americans, a computer and the Internet can be extremely in-
timidating. My mother fears that, if she hits the wrong key, the computer
will explode and planets will collide. They won’t. And it doesn’t have to
be that way.

In this chapter, we will discuss the hardware and software available
to assist you in operating your business. For those of you who think soft-
ware is a cashmere sweater and hardware is a set of tools for the holi-
days, welcome to the 21st century. In this section we will explore the
basics of your computer and how it can make you money.

This is not intended to be a crash course in computers. Rather, it is an
overview of the systems, the software and related technology. Most com-
munity colleges and private learning companies offer computer classes for
all levels. And there are a plethora of books that take you step by step
through the programs. Whether you are creating a Web site strictly to
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provide information to potential customers and the public at large or
whether you are considering a virtual store where customers can pur-
chase items over the Internet, there is a class and a book right for you.

Common Hardware Issues
Want a computer? Start with some plastic and add a motherboard, a

processor, a few slots for cards, a few ports (serial, parallel and USB),
maybe a CD or DVD player/burner, a 40 gigabyte hard drive, a floppy
disk drive—and voila! Mass confusion.

Actually, all of this stuff is quite simple. The hard drive is the storage
area of your computer. It is where your programs sit until you are ready to
use them. When you create a file—whether it’s a program for making 3-
D holograms or a letter to your mother—the hard drive is where the file is
stored.

The motherboard is simply the large rectangular thing that contains all
the soldered electronic connections. (Sure, that helped.) In this time of
“solid state” electronics, every stereo, television or transistor radio has a
motherboard.  It is the group of electronic processors to which and from
which all roads lead.

The processor is the device that makes the system work—a little
like gasoline hitting the spark plugs. It is the conduit through
which the data travels, whether to you because you have re-
quested certain information or to the hard drive to be stored. In
most computers made in the 2000s, the main processor is about
the size of a quarter. But it’s the computer’s main brain; it deter-
mines how quickly and how reliably the machine works.

Today, most processors for new computers are ten times faster than
they were ten years earlier. And storage space has quintupled. So, the
likelihood is you will never run out of room.
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Each motherboard has slots for certain cards. Cards are translators
between the hard drive and processor, on the one hand, and some unique
function. For example, to hear sounds—whether from a CD you decide
to play or from the nice AOL guy who says “You’ve got mail!”—the
sound card translates information or data into sound.

Likewise, the video card translates data into video images.  For ex-
ample, if you want to see that report from National Geographic on le-
mur migration patterns, the data is translated by the video card into an
image just like the picture you would see on the television.

Ports are the places where other devices are connected to the com-
puter. For example, the printer is a separate device. A cable connects the
printer to the computer so that when you print a document, the computer
can send the information to the printer. The most common types of ports
are serial, parallel and USB.

The serial port usually connects the monitor (screen); the parallel
port usually connects the printer. The USB ports are the wild cards
of connectivity. There are usually at least four in most new com-
puters; they connect other devices, such as digital cameras, wire-
less keyboards, specialty printers, CD players not built in, etc.

Also, many newer computers have ports for “fire wire” connections.
These ports are often used to load large volumes of data into your com-
puter such as the video from little Jimmy’s third birthday party.

What Kind of Computer Should You Buy?
For most small businesses, two types of computers are most com-

mon: The PC, which stands for personal computer and is based on the
combination of processors made by companies like Intel and software
made by Microsoft; and the Mac, which stands for Macintosh and oper-
ates on its own, proprietary software.
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Many companies manufacture PCs, including Sony, IBM, Compaq,
Dell, Gateway, and Hewlett-Packard. Macs are built by Apple Com-
puter and no one else.

For the most part, anything a PC can do a Mac can do—and vice-
versa. Those who swear by their Macs claim that it has the most stable
operating system so it freezes up the least. Many users also claim that the
Mac is the simplest system to use.

The stability issue is debatable. What’s more certain is that,
for years, Mac has been the standard computer system in
graphic design field. As a result, most of the best-known
design software programs were built for Mac machines…and
then modified to work on PCs.

If you intend on performing desktop publishing or designing bro-
chures or creating graphic arts or editing music or video, then most ex-
perts agree that a Mac is the better buy.

But Macs are usually more expensive and have fewer software titles
available to them.

Also, as we will discuss in more detail later, businesses and their
clients often share files or send information between themselves through
files attached to e-mail.  If the sender is using a PC system and the re-
ceiver is using a Mac system, the receiver may not be able to read the
attached file.

PCs use Microsoft’s Windows operating software. And most of what
we call computers—that is, not industry-specific workstations or high-
end supercomputers—fit in this category. More than 85 percent of the
general-use computers use some version of Windows.

That phrase “some version” covers a lot of ground. Most new PCs
come with the XP version of Windows. Previous versions include Win-
dows 95, Windows 98, Windows 2000, Windows ME and Windows
NT. Most of these versions are just updates of earlier versions, adding



207

Chapter 13: Computers and E-Commerce

some quicker features and fewer reasons for system failures. However,
some of the versions are intended for specific uses. NT was meant for
computers that serve as the central hub of a computer network—anchor-
ing systems in which each of many users can access the same databases,
programs and files. ME was meant for nonbusiness home use.

The current favorite, XP, is more user-friendly for people who like to
use multimedia software, such as programs that edit music or videotape
you shot at the family Christmas party.

Most computer experts (those not employed by Microsoft) say
that the most stable version for business uses is Windows 2000. It
provides the best overall performance with the fewest errors or
problems.

Common Software Issues
Most current business software (financial accounting programs, sales

and marketing database programs and legal or business forms packages)
will run on any version of Windows 98 and newer. On the other hand,
some older software does not enjoy the XP experience. So, look for
software that states on the box that it is compatible with your system.

Installing computer software is a lot easier today than it was a de-
cade ago. Most programs come on a CD; you just turn on the computer
and place the CD in the CD ROM drive. Most programs automatically
open and guide you through the installation process on screen. If not, they
come with simple instructions for installation.

Sometimes, your computer will reject the installation of new soft-
ware. This can happen if particular programs (often called drivers) re-
lated to the new software conflict with drivers related to other software
already on the computer.
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Drivers are like bridges that connect software to the operating
system (Windows or other) and the hardware of your computer.
This bridging—computer geeks call it interfacing—involves lots of
variables. For example, if you have a Compaq computer with an
Epson printer, the people at Compaq and Epson have loaded their
various machines with programs that control how the keyboard
types and how the printer prints. When you install Intuit QuickBooks
accounting software onto this computer, it needs to load drivers
that will interface with the Compaq and Epson programs.

On my system, I have an Epson printer and a Hewlett-Packard printer.
The first is an inkjet that prints in color; the second is a laser jet that prints
in black. Both are connected by way of USB cables. When they were
installed, I put the H-P into the first USB slot and the Epson into the
second USB slot. I tried to print. Nothing happened. So, I switched them.
They worked.

Why did this happen? Probably because the Epson drivers were
trying to read the H-P code even when I had sent the document to print
on the H-P printer. That caused the drivers to collide and nothing got past
the traffic accident.

Another solution is to turn off the computer, turn it on and try again.
And, when you do, make sure that other programs are not running, as
they may interfere with the process of transferring the software from the
diskette, Web site or CD to the computer’s hard drive.

If simple solutions do not work for you, call a computer techni-
cian. Whether you are running one computer or a small network
of computers, you’ll probably need to have a local tech available
to maintain your system and to make any needed repairs. A good
tech doesn’t have to be Bill Gates to help you. All he or she needs
to have is a lot of experience with smoothing out the kinks and
conflicts in small business and small network systems.



209

Chapter 13: Computers and E-Commerce

Some software comes in bundles, meaning that several programs
that integrate with each other are available as a unit.  The most widely-
used software bundle is Office. Another Microsoft product, Office con-
tains Word, a word processing program, Excel, a spreadsheet for ac-
counting or other organizational documents, Powerpoint, a presentational
program, Access, a database for information such as customer names and
address, and Outlook, a program for sending and receiving e-mail.

The value of this—or any—bundle is in its integration.  For example,
if you enter the name and address along with an e-mail address of a client
in Access, you can send an e-mail to that person from Outlook just by
importing the information from the first program to the second.

Or, if you are writing a letter that requires the inclusion of financial
information and you want to place the information in the body of your
letter, you can create the financial document in Excel and import that
information to a letter you write in Word.

You don’t have to buy bundled software. Software manufac-
tured by companies other than Microsoft is usually designed
to integrate with Microsoft programs or programs created for
the PC by other companies. But it’s always a good idea to do
some checking before you buy any software program. Ask
your friends who use their computers for business. If they
have been using computers for awhile, they will be a terrific
source of information on what works and what does not. Just
try to ask more than one—people are sometimes eccentric
about which programs they like.

One last general note on software. In the 2000s, a growing number
of computer experts have started using Linux as an alternative to Win-
dows and other Microsoft programs.

Linux is an operating system, like Windows; but it’s more than that,
too. It’s the basis for a number of specific applications that compete with
programs like Word, Excel, Outlook, etc.
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The main distinction about Linux is that it’s free. Its developers, a
group of European programmers working on their own time, be-
lieved that if they built a computer operating system that was
open—available to everyone at no cost—then people would de-
velop a wider range of applications that would ultimately be bet-
ter than anything made by corporate giants.

In order to run Linux, you have to download the Linux operating
system “kernel” from the Internet and remove Windows from your sys-
tem. This is more than most businesspeople feel comfortable doing; so,
Linux has been limited somewhat to computer geeks with time and hard-
ware to spare.

Still, some larger companies have switched at least parts of their com-
puter systems to Linux. And more are likely to do so in the coming years.
Even if Linux itself doesn’t catch on with business users, some form of
open programming may. Eventually.

Software Specifics
In the meantime, the most popular word processing program—for

both PC and Mac systems—is Word. This Microsoft program provides
everything you will need to write business letters.  It comes with templates
or pre-designed formats for letters, labels and other documents. It also
can offer tips on how to improve your writing (though some people find
these tips annoying and disable that function).

The second most popular program is Word Perfect. Prior to Win-
dows, the operating system most widely used was DOS; and Word Per-
fect was the top word processing program in that era. Today, Word Per-
fect comes in a Windows version and can perform essentially all of the
same functions as Word.

The most popular spreadsheet program is another Microsoft prod-
uct—Excel.  A spreadsheet is simply a fancy name for a place where lists
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of data can be placed.  When opened, you see rows and columns where
the information can be placed.  When the information is numbers, columns
or rows can be added with the click of a button.

Excel also can perform other, more complex functions. Each
box can be tied to a formula or a component part of a for-
mula. For example, during your business career, a common
issue we have already discussed is whether to lease equip-
ment or purchase it. Using Excel, a series of questions can be
created with either “yes” or “no” responses and/or with nu-
meric responses. Since each box is set to a component of the
desired formula, the responses can provide a conclusion of
yes or no to the lease.

Access is another type of database. Say you have clients all over the
country or even all over the world. You will want to manage those con-
tacts—by manage, I mean place that information in some usable applica-
tion or program. That information may consist of the name, address, tele-
phone number and type of merchandise purchased. With Access, you can
sort the data by name, location or product.

If your business is managing a rock band and the band intends to
perform in Tulsa, being able to send an e-mail to fans in that area
is quite valuable. Or if you are in the clothing business and you are
preparing to order more merchandise, the database can provide
information on how many of each item was sold. If 1,000 t-shirts
were sold but only 100 sweatshirts were sold, you might want to
modify that order for 550 of each.

The combination of Microsoft’s email program Outlook and Access
may be one of the best business tools available. Outlook is used primarily
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to receive e-mail—but it also contains a calendar of events and contact
information. And the information you placed into the Access database,
including e-mail addresses, can be moved into Outlook with the click of a
few buttons. This permits the business to send the e-mail to all fans in the
Tulsa area.

If you still don’t see the value, take a look at your mail.  I bet that
on any given day you receive between five and 10 pieces of junk
mail. Each piece costs money, even at bulk rates. But e-mail is
free—that’s right, it’s free! (Well, it doesn’t cost anything more
than buying a computer, loading it with software and setting up
a Web site or on-line email account.)

Powerpoint is used for presentations. Most recently built computers
can be connected to screens or televisions. If you want to make a presen-
tation but putting pen to paper just is not glamorous enough, then this
program is for you. It comes with templates and examples so that you can
simply input the information or create your own look. And the presenta-
tion has moving parts. Powerpoint can be bought already installed or you
can buy it as a separate software program.

For example, if you want to show how four elements of your busi-
ness come together, Powerpoint takes your information and displays it as
any of several prefabricated graphics. For your presentation, you choose
a group of jigsaw puzzle pieces. The pieces spin around and dance around
before coming together—and all before the eyes of those whom you are
trying to impress. In Powerpoint, a particular display page is called a
slide. In addition to jigsaw puzzle pieces, other templates are available for
creating slides.

It is hard to believe that just ten years ago most small businesses did
not operate with the assistance of a computer and did not have available
to them the plethora of software programs available for less than $100.
You can purchase programs for accounting, for check writing, for general
business agreements, and for corporate operations.
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My rule of thumb about software is, if I have to read the
manual to figure out how the program works, then I ain’t
buying it. So, with that in mind, let’s consider the programs
available to the business owner that resolve common issues
and are not so complex that you will need to hire an informa-
tion technology specialist in order to run them.

Printing Checks and Other Documents
Until recently most businesses and individuals could not print their

own checks because those wacky looking numbers on the bottom were
printed with magnetic ink.

Now, the systems use optical scanners so the composition of the ink
makes little difference. Companies such as Versacheck provide the soft-
ware and the blank checks for printing.

This program is simple to use. It requests your name and address,
the name and address of the bank and the numbers printed on the bottom
of the check. Then it asks for a file name so that the information is saved
as a file. This comes in handy when you or your business uses multiple
accounts. And then you print the information onto pre-designed blank
templates. Also, Versacheck is compatible with Quicken and with
Microsoft’s Money, the two most widely used personal finance programs.

Accounting
The best selling accounting software is the Quicken series released

by Intuit.  Quicken makes programs from the simple check register to the
complex business proposals and bid estimating for potential jobs.  If you
are not operating a business that requires forecasting and estimating, then
the middle-end program, Quicken Home & Business probably is your
best buy.
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Home & Business provides a check register where you enter de-
posits and withdrawals or transfers just as you would in a checkbook
register.  It allows you to write checks by filling out a template that looks
like a check and then by printing that information on the Versacheck tem-
plates. Voila! Instant checks suitable for bill paying.

QuickBooks, from the makers of Quicken, is a more complex ac-
counting program.  Many community colleges offer courses to learn how
to use QuickBooks and other widely used business software programs.
It is probably also the bestselling program for a more complicated and
involved businesses.

Some love QuickBooks—and others hate it—for its ease of manipu-
lation.  The advantages of Quickbooks are its ability to forecast, to
create proposals and estimates, and to change data previously
entered.  Adjustments on the ledger, for example, are easy to
make, so unlike other programs, your profit and loss statements
can be changed around, much to your accountant’s dismay!

The boxes containing the Quicken programs provide a comparison
of the differences between each. Quicken is like a Chevrolet, whereas
Quickbooks is a Cadillac—same basic platform but with a number of
additions and variations. There is no point in purchasing the Porsche just
to drive to the supermarket; likewise, you don’t need to buy more soft-
ware than you need.

But don’t forget to consider growth. If cost estimation or competitive
bidding is in your future, get the program that will meet those needs.

Computer-based Legal Forms
Intuit, the company that makes Quicken, also makes a program called

Family Lawyer.  The program contains forms routinely used by individu-
als and families. These forms include simple wills, dispute letters and some
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basic agreements. If Family Lawyer doesn’t fulfill your latent Perry Ma-
son tendencies, then Business Lawyer will. It contains employment agree-
ments, articles of incorporation, powers of attorney, bills of sale and other
documents routinely used by business.

Both Family Lawyer and Business Lawyer are full of disclaim-
ers about not giving legal advice. And they don’t. They’re
just collections of standard legal forms. If you’re at all uncer-
tain about how to use a form…or any language in it…call
your real lawyer for a few minutes and discuss the matter.

After the Intuit products, the most well-known legal forms packages
come from Nolo Press. Nolo was started and is run by lawyers, so its
material tends to be more technically precise and—in some cases—a little
less easy to use. But its forms are usually thorough and well-explained.

Nolo Press also has a particularly good Web site (www.nolo.com).
If you’re interested in legal forms for your computer, that site is often a
good place to start.

E-Commerce
There is an old adage: Your output is dependent on your input. Or

garbage in, garbage out. Or, if you lie down with dogs, you get up
with fleas. But enough of the platitudes. So far, few companies are mak-
ing a profit selling their wares via the Internet. And those that do fill a niche
or an area where a traditional marketplace does not exist.

For example, the most successful Internet company is E-Bay. Unless
you have no knowledge of the computers or the Internet and believe World
War II is not yet over, you know that E-Bay provides a platform for
owners of almost everything—including, literally, the Pet Rock—to sell
their items to others, auction style. The company makes money by charg-
ing a fee for the use of its service.
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With hundreds of thousands of items listed for sale, E-Bay collects a
lot of fees.

If you want to win a bet with friends, just bet them that you can find
used socks up for auction on E-Bay.  I won $10 doing this. There were
more than eighty pairs listed. And most had bids of more than one dollar.

Some small companies decide it’s faster, easier and cheaper
to list their products for sale on E-Bay than develop their own
Web sites. Others market on E-Bay in addition to setting up
their own sites. Generally, selling on E-Bay works well if you
have one-of-a-kind items to sell. If you mass-produce things,
it’s not as effective a channel.

Another well-known on-line commerce company is amazon.com.
This company began as a seller of books and then quickly moved to com-
pact discs, DVDs and other entertainment products. It now sells an as-
sortment of consumer items in many categories.

Despite its popularity and high revenue, amazon.com has lacked
profitability. Simply put, it receives less money than it pays out
every year; and some on-line business experts say that
amazon.com’s most profitable activity is charging publishers and
record companies for preferred placement on its site.

If your business model consists of Internet sales as a primary or sole
source of the company’s revenues, you may want to rethink your model.
But that does not mean that the Internet has little value even if your busi-
ness plans do not include sales of goods. The Internet can take the place
of expensive brochures by informing customers about your products or
services. And it can be used to create a database or list of customers.
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When you are conducting a sale, you can send an e-mail to those custom-
ers.  Imagine being able to reach hundreds or even thousands of potential
buyers without the cost of U.S Mail.

Building Your Own Web Site
After years of unofficial sites carrying the load, a well-known rock

band launched an official Web site. The site included a forum for its fans
and a store for merchandise. In order to use the forum, a user had to sign
up. Great idea. That way, the band and its management would have a
database of core fans. That would come in handy when offering discounts
on merchandise or holiday specials or even on publicity of upcoming con-
cert events. When a new CD was released, one fan told management that
it should let the fans know about any radio stations receiving the new CD
so that the fans could e-mail or call the station to request that songs from
the CD be played.

One problem: Neither the band nor its management understood the
Internet or how to use it. There were no discount sales on merchandise;
there were no holiday gift ideas; there were no discounted tickets. In fact,
the fans who signed up received absolutely nothing for their troubles. So,
the band lost out on tens of thousands of dollars, maybe more than
$100,000.  Sometimes you can’t teach an old dog new tricks.

Still, if you’re in business, you probably need a Web site. If nothing
else, it’s an inexpensive brochure and a place for employees to received
email; and, in some markets, you will seem out of touch if you don’t have
a site.

The first thing you will need is a domain name. Internet sites are
designated by an address known as a universal record locator or URL.
This address is actually a series of numbers. But who can remember those?
So, you can link your URL to a catchy name—called, less formally, an
Internet address. For example, Cable News Network has the address
www.cnn.com. When the address is entered on an Internet browser, your
computer searches for code numbers connected to the address. And voila!
Up pops a list of Larry King’s guests for that night.
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Because of the sheer number of businesses with Web sites, your first
choice in names may not be available. You can check name availability
and actually obtain a URL at Network Solutions, the best-known of sev-
eral firms that specialize in issuing domain names.

In fact, (as if this were a surprise) the easiest way to secure the
name of your choice is to log onto www.NetworkSolutions.com
and follow the instructions.

You may have heard of or seen Internet addresses ending in “.com”
or “.net” or “.org” or “.edu” or others.  Originally, these designations were
created to inform the Internet user about the type of business with which
he or she was viewing.  The “.com” designation indicated a commercial
for profit business or information site.  The “.net” designation generally
referred to a business directly involved in the Internet.  For example, sev-
eral portals (Internet service providers)—such as Earthlink—use this ex-
tension.

The “.org” designation usually was and is held by nonprofit groups
(ORGanizations). Finally, the “edu” designation is used by schools or uni-
versities (EDUcation).

Since these designations were created, many countries have created
and reserved their own extensions. The most popular is “.tv” since televi-
sion stations can use it instead of “.com.”

Hosts and Servers
Once you have picked an address and designed a few pages that

explain your business, you need to load everything onto a server. A server
is a computer that provides for a direct connection to the web. As we’ve
discussed, the name of the site you type in the box is really a number
sequence.  When you attempt to view a Web site, your computer is search-
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ing for a match of code numbers. This also works in reverse. When you
have a Web site, customers need to find it when they type in the name of
the business.  This occurs through a computer linked directly to the
Internet—the server.

The host refers to the company that owns the server.  While anyone
can have their own server, this can be expensive to build and maintain.
Fortune 500 companies usually have their own servers. Small businesses
usually pay a monthly fee to let some other entity do this for them.

The cost of renting the host’s space varies and mostly de-
pends on the amount of computer space you need. If your
site consists of a few pages of information or even a method
by which customers can order product, then the costs likely
will not run more than $30 to $50 a month.

Costs can vary between hosts companies.  And so can the quality of
service. This is yet another opportunity to ask friends and your web de-
signer for referrals. You will want to know if the server has ever “crashed”
or “gone down.” Simply, has the server been broken before and how long
did it take for the company to fix. Also, you will want to know whether a
technician is available twenty-four hours each day to resolve any prob-
lem. Can you call the technician? Can you call anyone in the event of a
problem?

While describing all of the qualifications to look for in a host com-
pany is easy, finding a good designer and webmaster can be far more
challenging.  Unfortunately, the yellow pages are not the most helpful for
finding a good webmaster.  Once again, if you have friends with sites, ask
them for recommendations.

If that does not help, search the web for companies similar to your
business.  Often, the webmaster will have his or her contact information
on the bottom of the “homepage” or the first page that comes up when
you enter the site address.  If they are good for your competitors, they are
good for you.
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Conclusion
Computers are an integral part of business.  E-commerce and tech-

nological dependence provide for more and more businesses basing com-
puters around their everyday operation.  Computers provide better orga-
nization of the office and daily business activities to networking throughout
the world and marketing products and services.  Familiarize yourself with
the types of computer systems and software packages available to you in
the marketplace.  Your business in return will most likely become more
efficient and productive in today’s competitive market.
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Chapter 14

Employees and Contractors

I think that maybe in every company today there is always at
least one person who is going crazy slowly.

—Joseph Heller

You have the corporation and the location and the computer system
with software and the copier. Now you need someone to operate all of it.

The toughest thing you may ever do is go through the process of
hiring (and firing) employees. That is because there are many rules and
regulations, questions you can ask and can’t ask, acceptable conduct and
unacceptable conduct, and responsibilities for the conduct of the employ-
ees toward each other. So let’s get started.

The Hiring Process
Most businesses require employees. Obviously, everyone wants to

hire workers qualified to do the job. While placing a Help Wanted sign in
the window may attract attention and maybe even a few applicants, it is
not likely a sign will bring in all of the qualified personnel necessary espe-
cially if your business requires certain special skills.
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Finding qualified people can be time consuming.  But you will soon
discover that the costs of firing an employee, searching for a replacement,
interviewing potential candidates and hiring a new person with the right
training are significant—and draining of time and money.

The Search
In addition to advertising in the window of your business (unless

you are located on the twelfth floor) and in the newspaper, you might
consider occupational colleges. For example, if you are an attorney and
you need a secretary who knows something about law, you could post an
ad with a vocational college that provides paralegal or legal secretary
training. Or you can post an ad in relevant trade magazines. If you need a
welder, try a magazine or periodical about construction.

In the 2000s, the Internet has emerged as a location from which
employers and potential employees can hook up. There are a number of
sites where those searching for jobs can post their resumes and where
employers can review them.

On the corporate end, there are popular Web sites like
www.monster.com and www.careerbuilder.com; on the cre-
ative end, www.craigslist.com is among the most popular.

There’s a fee for posting a job on these sites (usually under $100);
but that’s cheap, when you consider that the services of an executive re-
cruiter often cost one to three months of the employee’s starting salary.

If the position is a skilled position, resumes should be requested in
advance of any scheduled interviews. Generally, most job applicants will
have a resume that provides you with their education and experience.
You should review the resumes and choose to interview personally those
individuals who meet your needs. During the interview, you will want to
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question the candidates about their past experiences and their relationship
with other employees and bosses. You have a right to call previous em-
ployers and inquire as to the candidates’ past job performance.

If a job candidate previously worked for a large business, the
response likely will be nondescript and relegated simply to “yes
we employed Mr. Smith” and “these were the dates of his employ-
ment....”

The terse responses are a result of former employees filing defama-
tion lawsuits after the statements of former employers resulted in a rejec-
tion from a potential employer. On the other hand, a ringing endorsement
should be taken as a positive sign.

When I graduated from law school, traditional law-firm jobs were
hard to find. One classmate found a temporary job with a local firm.  After
a few months, my classmate discovered that some of the activities of the
partners were not up to ordinary ethical standards. Without too much
fuss, he found a way to exit gracefully.  Then he applied for new jobs with
several firms.

Of course, those firms wanted to contact his previous employer. While
my classmate did not know whether the potential employers were calling
his former bosses, he did realize that no one was hiring him. So he asked
me to call the old bosses and pretend to be a potential employer. I called.
The old bosses were saying bad things about this former employee. There
was a sickened silence on the other end of the phone when I described
the lawsuit their firm was about to receive.

Each state has established guidelines as to what potential employers
are entitled to know and what cannot be asked. Often, these rules are
convoluted and difficult to enforce. But, in the abstract, the rules are quite
simple and are designed to avoid any invasion of privacy or any collection
of private information that might be used to disqualify wrongfully a poten-
tial employee.
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For example, as a prospective employer, you can ask whether
there are any circumstances under which a candidate might not
be able to work a full 40-hour week. But you cannot ask whether
the candidate has children that have to be picked up occasionally
before 5:00 p.m.

An employer cannot ask about sexual orientation and cannot ask
about religious affiliation unless there is a direct relationship to the job.
For example, if the position requires the candidate to work on Saturdays,
asking whether his or her religion might prevent him or her from working
on Saturdays might be appropriate. However, the better question would
be, “Is there anything that would prevent you from working here on Sat-
urdays?”

Also, employers can order a drug test and can test employees before
or after they have been hired. Even lie detectors can be used regarding
any statements made the candidate during the interview process or placed
on the resume. Of course, this might scare away potential employees, not
because they take drugs or lie, but simply because the perceived restric-
tive work environment may not be viewed as a pleasant place to be. And
it probably isn’t.

One of my clients applied for a job as a receptionist at a plumbing
conglomerate. The company required a urine specimen and a lie detector
test. Another client applied for a position as a computer software pro-
grammer. He had to provide hair samples for drug testing. Since the po-
tential employer informed my client of the test several days in advance, my
client spent a lot of hours combing the Internet for hair treatment products
that would remove any trace of drugs. Whatever he found must have
worked because he got the job.

Asking questions of job applicants is a little like selecting a jury. You
have very little time to assess the pros and cons, strengths and weak-
nesses. A little known trick—er, I mean question—we lawyers ask po-
tential jurors is to state the magazines and newspapers they read regularly.
If they get Newsweek, then it’s likely they are slightly liberal and a “pro-
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gressive” thinker.  With U.S. News and World Report or The Wall Street
Journal, then they probably have a college degree and lean toward tradi-
tional family values. If they read InStyle and Us, then…well, then the job
had better involve clerical work.

You get the picture.  There is no law that prohibits asking about maga-
zines and periodicals. On the other hand, certain questions may yield little
data. A few years ago, Jay Leno stood on the grass just below one end of
the podium as college graduates received their degrees.  As the first walked
by, he stopped her and asked, “How many moons does the Earth have?”

“I don’t know, I didn’t take Astronomy,” was the shocking reply.
Then her friend, also a new graduate, walked over. Again, “How

many moons does the Earth have?”
Without missing a beat:  “Three,” she insisted.
So much for the college degree.

An attorney friend usually asks a series of questions during
the interview.  But only one question is pivotal.  If the appli-
cant fails this one question, he or she does not get the job:
“What is seven times eight?” Ninety percent of the appli-
cants either answer incorrectly or do nothing other than ex-
plain that they have lousy math skills——apparently regard-
ing concepts known to most second graders.

Even if the job candidate seems to pass the interview, make sure they
fill out an application form that requests information about past jobs, edu-
cation and experience.  [From 14-1]

While you may not need to refer to this document during the inter-
view, it can be of great advantage if the employee is ever terminated and
considers suing you or your company.  That is because there is a growing
trend throughout the states that, if the employee lied on the application,
they lose all rights to sue except for discrimination-related issues.
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Employee Leasing
Chances are that to date the only thing you have ever leased is your

car and maybe—if you’d never read my Chapter 11—a copy machine or
two. Well, you can lease employees too.

Small businesses often have difficulties attracting employees because
they cannot offer the same benefits that larger companies can offer—
benefits such as health care, dental care, vision care, life insurance, dis-
ability, retirement plans, etc. Also, in certain states, such as California,
workers’ compensation insurance for a small business with five or six
employees might charge more money than an employer can afford.

One solution to these problem is employee leasing. In this scenario,
workers that you would hire are actually hired by another company that
does nothing other than hire employees who work for other businesses.
This is not a “temp agency”—but it’s similar in some critical ways.

Leased workers work for you full-time and permanently, under a
contract between your company and the leasing agency. But,
because they’re actually employed leasing agency, the agency’s
purchasing power for benefits and insurance reduces your costs
and gives you access to the benefits necessary to attract a quali-
fied workforce.

The leasing experience also solves the issue of complying with fed-
eral and state laws. For example:

• For companies with 15 or more employees, the Civil Rights Act
prohibits employment discrimination based on race, color, reli-
gion, sex, or national origin and the Americans with Disabilities
Act prohibits employment discrimination against qualified individu-
als with disabilities.

• For companies with 20 or more employees, the Age Discrimina-
tion Act prevents job termination of workers who are 40 years of
age or older.
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• For companies with 50 or more employees, the Family and Medical
Leave Act requires the employer to provide job security and un-
paid leave for those who have family health emergencies.

• For companies with 100 or more employees, the Worker Ad-
justment and Retraining Notification Act requires you to provide
notice to employees 60 days in advance of covered plant closings
and layoffs.

Some states have even more stringent requirements. With the lease,
these issues cease to be your problem.

Now, this doesn’t mean you can sexually harass an employee. You
can’t. And if you do, suit will be filed and a judgment likely. But you do
not have to concern yourself with compliance of so many rules and regu-
lations. Rather, the leasing agency does that for you.

The U.S. Department of Labor projects that by the year 2020, more
than half the employees in the United States will be working
through some form of leasing agency.

Advantages of Employee Leasing
1. It saves money. You can probably get a better rate on workers’

compensation through a leasing agency because the policies they
offer and their know-how about the policies are not available to
you. Leasing agencies tend to handle claims efficiently and know
how to root out fraudulent claims that can end up costing big bucks.
Savings gained through risk management alone can offset the fees
paid to the leasing agency.

2. Business focus. As a business owner, you want to focus your time
and energy on the “business of your business” and not the “busi-
ness of employment.” Using a leasing agency allows you to con-
centrate on your business.
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3. Human Resources expertise. Most business owners don’t have
the necessary human resource training, payroll and accounting skills,
knowledge of regulatory compliance, or background in risk man-
agement, insurance and employee benefit programs to meet the
demands of being a good employer. That is one of the greatest
resources you gain when you use a leasing agency.

4. Legal advice. A leasing agency can help with guidance concern-
ing terminations, as well as any obligations to comply with em-
ployment and workplace laws and regulations that seem to change
every year.

5. Paperwork. Background checks and other hiring services are usu-
ally done through the leasing agency, which saves time, expense,
and trouble.

6. Better benefits. You can secure all your employee benefits at the
same time, from general health insurance to dental coverage and
retirement plans. You can save a great deal when purchasing these
for you employees, or you can make them available to your em-
ployees without you paying for them.

7. Taxes. Once you have signed on with a leasing company, there’s
no longer any need to collect, process, and forward your work-
ers’ FICA, SUTA or FUTA payments. The agency is responsible
for all of these.

8. Hiring decisions. When you want to hire a new employee, you
can rely on the advice of the agency about your hiring decision.
Because the agency will be the employer of the record, it would
make certain you are hiring the right employee.

I have several clients who swear by this method of employment. The
Internet is a good tool to learn more about these companies; also, it is
likely your accountant will have clients using these agencies. So before
you hire, check with your accountant to determine if employee leasing has
benefits for your business.
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Executive Search Firms
If you are hiring a waitress or a busboy, you risk less by doing it

yourself. If your business needs management-level employees, you might
consider the services of an executive search firm.

These businesses represent skilled personnel looking for new em-
ployment or a change of employment from their current job.  The advan-
tage is that a reputable firm will have screened the potential employee and
will provide only those who meet the qualifications you set.

The disadvantage is the cost. You usually have to pay the
search firm a fee equal to a percentage—often a third—of the
employee’s first year salary.

Posting the Rules
Once you’ve hired your employees, the real fun begins.
Most states require that employment rules and regulations, such as

minimum wage, withholding, workers’ compensation rules and disability
benefits be posted in plain sight of employees. If you have a break room
or dressing room, those are good spots to post the legal disclosures.

In addition to government rules, you need to articulate your own
rules for employment. The best way to do this is to assemble your
company’s workplace policies in a employment handbook that is given to
every new employee on his or her first day.

A good employment handbook should state, as clearly as possible:
• normal business hours and the hours employees are expected to

work;

• dress and grooming codes for various positions;

• standard break and meal periods;
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• expected late and sick notices, if an employee is either;

• vacation and sick day allowances and rules for use;

• standard review cycles and periods;

• the company’s definition of and any requirements related to pro-
fessionalism and professional behavior;

• the company’s policy toward alcohol or drug use on the premises
and in the course of employment off-premises;

• the company’s policy—zero-tolerance is best—toward illegal ra-
cial, gender, age, disability or other discrimination (including ha-
rassment);

• reporting and/or complaint policies which employees can follow if
they witness or experience any illegal discrimination;

• the company’s policy on receiving tips, gratuities or gifts from cli-
ents or customers.

This is by no means a complete list of what your employment manual
should include. But it will give you an idea of the sorts of things that you
need to establish with employees from the start.

The actual form of the handbook can be anything from a
leather-bound folio to three sheets of paper stapled together.
The key point is that it’s written in clear language and every-
one reads it.

The value of the handbook does not rest in the ability to send an
employee home for wearing Bermuda shorts. Rather, it provides cover
for the employer.

For example, many states do not permit recovery for sexual harass-
ment claims from the employer if the employer did not know about the
allegations. If the company offered a procedure for reporting a problem
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and an employee fails to do so, it will reflect poorly on any complaint the
employee makes later.

In fact, for certain causes of action to be viable, the employee either
has to report the situation to a superior or the superior had to have known
the situation was occurring.

A number of resources are available for the creation of a handbook.
Check out software at your local office supply store.  Also, your attorney
may have a template for the handbook and can make simple changes or
additions to meet your specific needs.

It’s a good idea to include with the employment manual a page
which states that the employee has read and understands the
contents of the manual. Have every employee sign and date this
page within a few days of accepting the job. Keep the signed
statement in his or her employment file.

If you have a employment manual, make sure that every new hire—
without exception—reads it and signs the statement that he or she has.
When it comes to employment matters, consistency is essential.

Employment Contracts
Should you offer an employment contract? If so, on what condi-

tions? For how long?
There is seldom a right or wrong answer to any of these questions. If

your type of business has a high rate of employee turnover, especially
employees moving laterally (same job, different company), then locking a
good hire in with a contract may be a good idea.

However, if you are operating an ice cream parlor where skilled la-
bor consists of washing the scooper before re-use, then contracts would
be a waste of time.
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Most employees in the United States do not work under a written
contract. When no contract is involved, the employee is consid-
ered terminable at will—which means he or she can be fired for no
particular reason (unless the firing occurs as a result of discrimi-
nation or similar violation of some public policy). When possible,
this at will status is a good thing for an employer to keep.

On the other hand, a contract locks in the employee for the term
specified in the document.  It specifies the duties of the employee and the
compensation to be paid by the employer. It also provides a basis for
termination with cause (good reason) or without cause, including whether
severance pay will be provided. [Form 14-2]

A well known company hired one of my clients as a middle-level
manager. The company gave her a five-year contract. She could be fired
either for cause (such as failing to show up at work or committing illegal
activities) or without cause. If she were fired for cause, then she would be
owed nothing. If she were terminated without cause, she would continue
to receive her salary and benefits for the remainder of the contract term.

Fair enough.
About two years into the five-year term, the company chose to

downsize. My client’s employment was terminated. Since the termination
was without cause, the company had to keep paying her salary.

This was a strange decision. Rather than reassigning my client or
finding special projects for her to tackle, the company terminated her with
the requirement of paying her for three years…of nothing.  The company’s
stock price had been depressed for several years (part of the reason for
the layoffs). Any wonder?

Employee Retention
How do you keep the good employees from leaving? And what makes

them want to leave? Employers, executive search firms, psychologists and
sociologists disagree. While intuitive logic suggests that everything is about
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money and that periodic raises equal higher retention, the statistics prove
otherwise.

Recently, a major recruiting firm—Mercer Human Resource Con-
sulting—conducted a survey on employee retention. Mercer reviewed
data from large corporations over a 10-year period. The survey con-
cluded that employees moved on when they felt that their supervisors
were not listening to them or when they felt that their supervisors were not
treating them fairly or were not appreciated for their efforts.

Providing raises made little difference.
The survey also found that the higher a company’s retention rate, the

higher its productivity. In other words, the more turnover, the less profits.
So, whatever it takes to keep employees at your company, do it.

Spying on Your Employees
The fact is few rules exist about when, where and how you can run

surveillance on your employees.
Most states do not prohibit video surveillance in the office. However,

many states do not permit audio surveillance. The states do not prohibit
reviewing e-mail or e-mail accounts of employees.

Don’t assume that years of watching police dramas on televi-
sion have taught you anything about spying on your em-
ployees. The constitutional limits that apply to police searches
don’t apply to private employers. But hold on, Big Brother:
Federal and local privacy statutes sometimes do.

The United States Supreme Court and most state courts have held
that, where a reasonable expectation of privacy exists, employers or busi-
ness owners cannot spy.  Obviously this leaves a lot of gray areas.  Before
you engage in undercover action or allow others to do it for you, check
with your attorney for the status of current laws in your state.
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Payroll and Payment for Services
If you have employees, you have payroll taxes.
So, you’ve been operating your business for awhile and you realize

that those payroll taxes are taking a big bite out of your profits. You de-
cide to make everyone an independent contractor to lessen your tax bur-
den. Bad idea.

If you incorrectly categorize those working for you, the Internal Rev-
enue Service and your state taxing authorities will be happy to explain the
rules as they charge you for the unpaid payroll taxes plus interest and
penalties. Also, your “independent contractors” may sue you for the ben-
efits such as unemployment compensation or disability that they should
have received and would have received had they been classified properly.

The Internal Revenue Service and many state taxing authorities
have created rules with respect to classifying those providing
services to you or your company. Note that these rules are not
always in sync. For example, while a worker may qualify as an
independent contractor under the IRS guidelines, the worker may
not qualify for such status under the state law.

To make things even more confusing, the IRS has a “safe harbor”
statute that provides for the classification of a worker as an independent
contractor even when the requirements are not met if the type of business
you own commonly and traditionally classifies the workers as indepen-
dent contractors. But states are not required to follow the rules of the IRS
and often do not do so.

Also: Just because the IRS classifies a worker as an independent
contractor or allows for an exception, the state in which you reside does
not have to recognize the exemption. In California, real estate sales people
do not qualify as independent contractors under the IRS test or the Cali-
fornia State Franchise Tax Board rules. However, an exception has been
created by the state and is recognized by the IRS. So, real estate sales
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people—who receive commission for each property they sell—are con-
sidered independent contractors. But this exception is an exception to the
rule.

The Test
The following IRS guidelines provide the test for employment status:

a.  Does the worker only work for one company?

b.  Does the worker have the autonomy to come and go as he or she
pleases?

c.  Is the worker able to complete the task in any manner he or she
sees fit or are the guidelines set by the company?

d.  Is the worker paid by the hour or by the task?

e.  Can the worker do some or all of the work at a location of the
worker’s choosing?

f.  Is the job one that traditionally has been considered that of an
independent contractor?

As with the real estate agents in California, some states recognize
independent contractor status where the guidelines would other-
wise not support it. But this is an exception, not a rule. So don’t
count on an exception to save you. More importantly, it makes no
difference if the employee wants to be classified as an indepen-
dent contractor.

In the infamous case of Borello & Sons, the California Supreme Court
was asked to examine the following situation: Borello was a produce grower
in California’s Central Valley. One of its fields was used to grow cucum-
bers for a pickle company.  The contract with the pickle company permit-
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ted the pickle company to purchase or not purchase the cucumbers as it
saw fit. As a result, one year Borello chose not to grow cucumbers or
anything else on the land.

The soon-to-be-out-of-work employees visited Borello’s upper man-
agement. They had a proposition: They would be given full control of the
field for the purposes of growing cucumbers. They would plant, water,
grow and harvest the cucumbers. They would use their own tools. If the
pickle company purchased the cucumbers, then the profits would be split;
if not, then Borello would not have lost a dime. Borello agreed.

The Worker’s Compensation Board audited Borello and discovered
this special arrangement. To the chagrin of the workers and the company,
the Board claimed that the situation should have been classified as em-
ployee-employer and not independent contractor. Ultimately, the Califor-
nia Supreme Court agreed with the Board.

Changing the status of workers from employees to independent con-
tractors is never a good idea.

A more recent example: One of my clients owned a gentleman’s club.
The bartenders, disc jockeys, security personnel and management were
paid as employees. The dancers were not. They were contractors, paid a
percentage on each private dance and all tips when they danced on stage.

Because they’re in a cash business, most of the dancers never filed a
tax return. However, the average dancer in my client’s club was making
more than $50,000 per year, an amount well above minimum wage. One
testified that she routinely pocketed more than $17,500 per month. (Don’t
reach for your calculator: That’s $210,000 year…more than most law-
yers, doctors or publishers make.)

All this money didn’t stop the dancers from filing a class action law-
suit against more than 10 clubs—including my client’s—to recover the
minimum wage they supposedly did not receive.

A few points of interest here.
1) Several years before the suit, the dancers had been paid wages

by my client with all appropriate taxes withheld. But, when other
clubs changed to paying a percentage of private dances (and,
thus, eliminating any taxable income), the dancers told my client
that if he didn’t follow the practice they’d go to other clubs.
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2) “Employees” cannot chose their designation and any agreement
between the worker and the company that the worker is an inde-
pendent contractor does not stop a reclassification from the IRS
or from your state’s taxing authority.

3) The penalties in most states are not just the taxes. They can in-
clude fines and penalties for failing to pay proper payroll taxes
and for failing to have workers’ compensation insurance.

By the way, my client settled the case just before declaring bank-
ruptcy and avoiding payment of the settlement.

Keeping the Record Clean
If a worker is an employee, at the start of the employment you will

provide the worker with a W-4 form. [Form 14-3]  This short form re-
quires the worker’s legal name, address, and social security number.  It
also requires the worker to include the number of “dependents” or those
people the worker supports financially such as a spouse or children.  The
higher the number, the lower the taxes removed from each paycheck since
the worker will have more deductions from his or her taxes.

Every paycheck to an employee will contain a check for the net sum
being paid along with a stub containing itemized information about each
deduction taken by the employer. Often, the stub will also contain the total
amount taken year to date for each category. On or before January 31 of
the following year, you will be required to provide to your employees a
W-2 statement. [Form 14-4]  This statement contains the gross total of
monies paid and the gross totals of the monies removed for taxes.

For independent contractors, a simple check will suffice as no mon-
ies are deducted. You will need to obtain their tax identification number,
either a Social Security number or another identification number obtained
from the IRS, if you intend to deduct from your gross receipts the amount
you paid the independent contractor. [Form 14-5]

On or before last day of February—unless your accountant files elec-
tronically, in which case you have until the end of March—IRS form 1099s
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for all contractors from the previous year must be filed and a copy sent to
the contractor. [Form 14-6]  That statement provides the total sum paid
to the contractor. The contractor is then responsible for his or her own
taxes. If the contractor is an individual, he or she will place the gross sum
and any relevant deductions on a Schedule C attached to the 1040 form.

Remember, monies paid to employees or independent con-
tractors are tax deductible to the employer.  When you file
the tax return on behalf of the business, the sums paid in-
cluding the taxes are subtracted from the total income gen-
erated by the business.

Employee Grievances
At some point in the life of your business, you can expect grievances.

Sometimes complaints are minor, such as a request to change an uncom-
fortable chair; but the complaint may be very serious, such as an em-
ployee complaining that his or her immediate supervisor is sexually ha-
rassing (don’t snicker at that his—sexual harassment complaints by men
are a booming business for labor lawyers) or that the supervisor of the
widget manufacturing unit is allowing defective widgets to be shipped.

If the complaint is serious, you need to take it seriously.  The
easiest way to ensure an employee lawsuit is to dismiss a com-
plaint or act in such a nonchalant manner that the employee
believes you don’t care about the problem and you have no inten-
tion of investigating or resolving the matter.

As I mentioned earlier, a good employment handbook goes a long
way to providing a procedure both for the employee and for the employer
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to investigate and adjudicate the dispute. In smaller companies, you might
consider retaining the services of an outside ombudsman who arbitrates
or mediates the dispute.

One problem arises when one employee accuses another of wrong-
doing—especially sexual harassment—but has no witnesses to support
the claim. In that event, it would be difficult to fire the accused but also
difficult to reject the concerns of the accuser. The best anyone can hope
for is that the parties can be separated so that their contact is limited.

Tip:  Bad people do not all of sudden act in a bad manner.
Harassers harass. For example, if a female employee com-
plains that she is being harassed by a male counterpart, you
will want to question other female employees who work with
the male employee. If their experiences are markedly differ-
ent than those of the accuser, there is a chance that either
the accuser is exaggerating the behavior (either intention-
ally or unintentionally) or she has an axe to grind with the
accused. On the other hand, if other have had the same ex-
perience as the accuser, time to call the lawyer.

Termination
There is nothing easy about terminating an employee. First, if the

termination is for cause, make sure that you have documented in writing
the incident(s) that provide the grounds for the termination. Second, if
possible, the employee should be given the opportunity to correct his or
her behavior before termination. Third, when terminating an employee,
have at least one other person in the office during the conversation.  In the
event a wrongful termination lawsuit is filed, at least you will have a wit-
ness to the issues raised and discussed in the fateful meeting.

In the absence of a contract, employees are terminable at will.  If you
have reason to believe an employee will be a problem, provide some
severance pay in exchange for a waiver of any rights to sue the company.
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And by the way, put all that in writing with the help of a lawyer. You will
save tens of thousands in lawsuit prevention. Also, while most employees
will not sue, the few dollars needed to provide a severance in exchange
for a waiver of any rights to sue the company can be quite cheap.

Many states have reduced the risk of wrongful termination by
placing it under the rubric of contract law and not under personal
injury (tort) law. The result: Pain and suffering or “general” dam-
ages are not available. Instead, the former employee can be
awarded lost wages less any monies that he or she would have
made had they mitigated their damages by finding another job.
This is a good thing for businesses.
However, if the termination was conducted in violation of “public
policy,” such as illegal discrimination or a refusal of the employee
to engage in an unlawful activity, additional damages and poten-
tially punitive damages can apply. That is why making a record of
the employee’s performance and placing any warnings in writing
is so important.

If you plan to fire an employee or if you are interviewing an employee
as a result of a grievance, it is a good idea to have a witness present or to
audiotape the interview.  Note: if you audiotape or videotape an employee,
make sure that they state clearly their permission for you to do so as some
states have prohibitions against taping without permission.

Tip: Termination does not come solely from firing an em-
ployee.  Most states recognize “constructive termination” as
a situation where the workplace becomes so intolerable that
any reasonable person could not and would not continue to
subject him or herself to the nefarious condition.  In that
sense it is similar to a constructive termination of a lease
agreement where the landlord creates an environment where
the business can no longer operate— such as failing to repair
the air conditioner during summertime.
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Several years ago a friend called me. He had been terminated from
his job working in a bank and wanted to know if…there was anything I
could do. When I asked him what the reason was for the termination, he
explained that he had been late for work on a few occasions. I asked
whether he had received written or verbal warnings. The bank had pro-
vided warnings orally and had him sign the written confirmation. That con-
firmation was placed in my friend’s employment file.

It turned out that my friend had been late more than 50 percent of the
time and had received three warnings over twelve months before the bank
finally let him go. No wrongful termination suit there.

Tip:  Many state courts have held that a former employee who
sues for wrongful termination can have the suit dismissed if
the employer/defendant discovers that any part of the
employee’s resume was false or that the employee lied or
mislead the employer at the time of the interview.  This rule
applies even if the lie had nothing to do with the termination.
So take copious notes at the time of the interview and save
the employee’s resume.

Conclusion
It only takes one rotten employee to kill a small business; so, don’t

take the hiring process lightly. Make your interview questions count and
do your homework. And, above all, interview more than one person for
the job.

There is no magic formula for hiring the best employee or asking the
right questions that get you there. Asking about previous employment and
verifying that the employee’s resume is accurate are a good start. Refer-
rals also help. If the potential employee worked for a company you know
and respect then that may increase the chances for success.
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Chapter 15

Lawsuits and Lawyers

If you think that you can think about a thing, inextricably
attached to something else, without thinking of the thing it is
attached to, then you have a legal mind.

—Thomas Reed Powell

Speaking of soap operas, George Carlin points out—that regardless
of that title—doctors and hospitals always show up. The soap doesn’t
have to be about doctors. But just wait; they’ll appear.

In business, lawyers will appear. Whether you are entering into a
contract or suing for failure to pay an invoice, you will have a lawyer, they
will have a lawyer and even the lawyers likely will have lawyers.

The statistical data suggests that your business has a one in three
chance of being sued at any given time. In reality, despite the claims of
Dan Quayle, the United States has only 13 percent of the world’s law-
yers. However, 90 percent of the lawsuits involve business disputes, not
fender benders or other personal injuries. Simply, it is a fact of life that
parties breach contracts—sometimes with reason and often without.

In this chapter, we’ll explore those heinous possibilities along with
ways to protect yourself.
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The first point: Don’t count on courts for justice. It’s estimated that,
in the Los Angeles County civil court system, each judge has approxi-
mately 10,000 cases assigned to him or her at any one time. That means
the judge knows little about you, little about your opponent and little about
your dispute. Judges don’t have time to care.

So, an ounce of prevention is essential.

Causes of Action
At the formation of this country’s legal system, two types of courts

heard civil disputes: Courts of law and courts of equity. Courts of law
concerned themselves with disputes under common law—issues that had
grown out of cases and situations.  Such issues included breaches of con-
tract, fraud and negligence.

Courts of equity were concerned with fairness and therefore were
less structured. Also, courts of equity solved problems where ac-
tions in law were not available.  Typical equity actions include
promissory estoppel (a/k/a detrimental reliance), quantum meruit
(the value of services provided) and unjust enrichment (the re-
sulting value of the services conferred on the receiving party who
hasn’t bothered to pay for the services).

For example, if two parties enter into a written agreement, then chances
are that, when one party fails to perform, the other will sue in a court of
law for breach of contract.

But what if there were no written contract when you painted your
neighbor’s house? Your neighbor said he would pay you $100 if you did.
You never said “yes.” He leaves for a week-long vacation and while he’s
gone you paint and paint and paint. He returns to a freshly painted house.
You go to collect your money only to hear, “Hey I was just kidding and
you never said yes to the offer.”
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Since no contract existed between the parties, no remedy would have
been available in a court of law. In a court of equity, the judge would
recognize that a benefit had been bestowed on your neighbor. If you showed
that your reliance on your neighbor’s words was reasonable, the judge
might enter judgment for the value of the services or the benefit bestowed.

It is worth noting that courts of equity did not have juries. During the
later half of the 19th Century, the two courts merged so that remedies in
law and equity were heard before the same court. However, even to this
day, causes of action in equity are not decided by juries, only judges.

Retainer Agreements
In every state, lawyers are required to provide a written agreement

to clients regarding the scope and terms of any legal representation.  Though
each state has its own requirements, the agreement should set forth the
names of the client and attorney and the matter in which the attorney will
be representing you.  Then it should provide for the “retainer”—the initial
payment and then the hourly rate.

If other attorneys or paralegals will be involved, it should provide for
their hourly fees. And it should describe other charges, such as photo-
copies, faxes and postage.  Finally, it should provide for remedies such as
lawsuit or arbitration in the event of a dispute between you and your law-
yer. Some states require attorneys to state whether they have malpractice
insurance and, if so, whether the policy meets certain minimum limits.

Read the agreement (sometimes called a letter of engagement) care-
fully.  If it is silent as to malpractice insurance, ask the attorney if he carries
insurance and make him add that information to the agreement.

If the agreement states that the attorney will represent you
through trial only, then be sure to ask what happens if an
appeal is required. If the attorney says that he or she does not
“do” appeals, you may have to find other representation.
Since the new attorney will have to familiarize himself  with
your case, the switch could cost additional thousands.
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Issues in Law
Most disputes between businesses consist of failures to pay bills or

failure to manufacture some item in the manner specified in the contract.
Most disputes between businesses and customers consist of harm from a
product sold to the customer or the failure of the purchased item to per-
form as advertised.

Below are the most common issues from which lawsuits arise. In
addition to arming you with information, understanding the potential li-
abilities may prevent you from acting in such a manner that could result in
being sued. Note that not all states recognize the causes of action listed
here. And some states may recognize causes of action not mentioned.
Your attorney will know these things and will act accordingly.

Between businesses, causes of action include:
• breach of contract,

• fraud,

• interference with contract,

• interference with prospective economic advantage,

• breaches of warranty under the UCC,

• bad faith denial of contract, and

• slander or libel.

Breach of Contract
A breach of contract occurs when one party fails to perform per the

terms required while the other party performs all of the terms required of
it. Generally, the term must be material; put more plainly, delivering the
widgets in a gray tub instead of a black tub is not likely to be a good case.
But delivering four inch widgets when the contract requires six inch wid-
gets is the kind of situation that makes lawyers salivate.
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Fraud
Fraud results when one party makes misstatements to the other party

that the first party knows are false but are made with the intent of getting
the second party to rely on the representations and thereafter perform
some action that results in damages to the second party.

When the second party relies on the misstatements and injured as a
result, the fraud has been completed. In addition to the compensatory
damages, acts of intentional wrongdoing can result in punitive damages,
especially if the defrauding party acts maliciously or in conscious disre-
gard of the other party’s rights.

Interference with Contract
Most states recognize interference of contracts between businesses

or businesses and their customers as being a viable cause of action.  Inter-
ference is not the same as competition. Businesses have the right to com-
pete against each other. Offering a better deal is not interference. Instead,
the interference comes when a person or party intentionally tries to disrupt
the business operations of another, usually for no other reason than simply
to harm that business.

For example: A landlord decides he does not like a tenant and asks
the tenant to vacate voluntarily the premises. The tenant refuses.
So the landlord or his representatives begin a campaign to disrupt
the tenant’s business—by failing to keep the premises open on
weekends, by making surprise inspections of the premises during
business hours and in the presence of clients, by strictly enforc-
ing rules never enforced before or by filing meritless legal actions.

I was involved in a case once where a former employee sued for
wrongful termination. She knew that her former employer had an insur-
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ance claim outstanding after a water leak at a storage facility damaged
various goods. The former employee believed the claim had been inflated—
but she had no proof. In order to force a settlement of her suit, she con-
tacted the insurer and informed it that the claim had been “padded.” The
insurer investigated her charge…but concluded it was the bogus story.

Still, the processing of the claim was delayed by several months thus
preventing the business from restocking its inventory and selling new goods.
That’s an interference with contract.

Interference with Economic Advantage
If a contract does not yet exist, then the actions of the employee

might constitute an interference with potential monies earned from a future
contract.

For example, if the business in last case had been searching for an
insurer and the employee had told the potential insurer that the business
had inflated a previous claim, that would be interference with economic
advantage.

More commonly, this kind of suit arises when an action is taken to
disrupt the business’ ability to make sales or gain new ventures.

A virus strategically placed in a computer that disrupts the busi-
ness’ systems would qualify as interference. So would the making
of false statements to potential clients and customers.

And that takes us to trade slander/libel.

Trade Slander/Libel
Slander is a false oral statement of fact made against another.  Libel is

a false statement of fact made in writing against another. In business, mak-
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ing false statements that a particular product does not perform as adver-
tised when the speaker knows that it does is slander/libel.

Some readers may remember “rumors” about a certain imported
beer that used less than pure water in its brewing. If that rumor
had been started by a competitor who knew the statement to be
false, then “trade” slander/libel may be present.

As in personal matters, statements of opinion are not actionable. If
you think the beer tastes bad, you can say so. Competition between busi-
nesses is highly respected; competitors making similar products often use
comparisons in their commercials. If the statements are false then a suit
might follow. But a lawsuit is more likely if the statements of one company
are intended to harm the revenue of the other.

Within the pharmaceutical industry, many manufacturers make simi-
lar medications. For example, for heartburn and stomach upset, you have
Prilosec, Prevacid and Pepcid. It’s one thing for the manufacturer to rep-
resent that its product works the “fastest” or the “longest” by some stan-
dard or according to some study. But, if the manufacturer claims that the
other product is no better than a placebo, you can expect the lawyers to
be working overtime.

Bad Faith Denial of Contract
This cause of action is fairly new and not recognized in all states. In

fact, I am aware of only one case on the subject.  However, I have seen
situations arise in recent years that lend themselves to this kind of lawsuit.

In a day and age where individuals seem more willing to lie, even
under oath, business professionals have been known to lie as to whether a
contract was ever formed between them and other businesses in the first
place.
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The gravamen of this action occurs generally when parties have a
series of agreements. When one party contends that a breach has oc-
curred in a contract and the other contends that a contract never existed
between the parties, the first party can assert a bad faith denial of con-
tract—especially if the second party has used the claim of breach to stop
performing on the other agreements or on other aspects within the same
agreement.

Violations of the Uniform Commercial Code
In all states (except Louisiana), the Uniform Commercial Code (UCC)

has been adopted in whole or in part. So who cares? Well, you do if you
are involved in the sale of goods.

While parties may contract in any manner they desire, in the
absence of contract terms covering certain issues, the Uniform
Commercial Code governs.

Section Two of the UCC covers the sale of goods. And it states that
the sale of any product comes with a warranty that the product is fit for the
intended purpose.

So, if an auto parts store sells you a distributor for a 1976 Datsun B-
210, it is likely you will not have to execute a contract. So there are no
terms to that sale other than you gave up your hard earned money and
received a distributor. Well, it turns out that the distributor is for a 1978
Toyota Corolla. You go back to the store and tell the store manager.

Certainly, there was an express or implied contract that acknowl-
edged your purchase as being specifically related to a part that would
function in the B-210. But you don’t have to go that far.  In the absence of
a separate and distinct contract term regarding this issue, the customer is
protected by the UCC and the store must replace the part with the cor-
rect one.
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Section Two of the UCC covers almost all issues likely to arise
regarding the sale of goods. If you are starting or acquiring a
business where the sale of goods plays a significant role, you
should review the code’s provisions and make sure that any
contracts cover those issues where you do not like the appli-
cable code’s provisions.

You might also take some interest in the first section of the Uniform
Commercial Code. Under that section, you can retain a security interest
in the product you have provided to the buyer or in some other property
owned by the buyer.

For example: I represented a client that sold or leased meat packing
and meat smoking equipment to restaurants. Since most restaurants can-
not afford to purchase equipment outright, they request and enter into
payment plans or lease payment plans.

Under a lease, the owner of the title is the lessor, so the lessee can’t
run off with the goods or otherwise try to pawn them. But, when the
situation is a purchase and the purchaser will be paying over time, it would
nice to have the ability to retrieve that model 6661 Ticonderoga Meat
Smoker in the event of default.

There is another advantage to having a UCC security interest: In
the event the lessee files for bankruptcy, you won’t get paid but
you will get your smoker back.

Issues in Equity
One of the most common questions I hear from my clients is:  “Well,

we really never finalized the deal so there is no written contract.  But I did
what they asked and now they say they don’t need the widgets I built to
their specifications. Can you help me?”
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Tip: Always, always, always have a contract or something in
writing that provides the essential terms of the deal.  If those
with whom you are doing business either refuse to sign an
agreement or continually fail to sign, it is a red flag.  Stop
doing business with them.  As I said earlier, paying the law-
yer to prepare contracts is far cheaper than paying the law-
yer while you go bankrupt from being unable to collect from
the buyer.

Despite the error in judgment in failing to hire the attorney in the first
place, the law has provided equitable solutions to the current problem.
These include:

a. Promissory estoppel
b. Quantum Meruit
c. Unjust Enrichment

d. Specific Performance
As we discussed earlier, promissory estoppel arises when one party

relies on the representation of another and the reliance was reasonable in
light of the circumstances.

For example: A party promises a $40,000 contract to an individual if
he helps find investors for the project. He uses his contacts and finds the
investors, just like he was asked. In the interim, he was paid a couple
thousand dollars. When the investors signed on to the project,  the party
promptly fired the individual and revoked its contract offer.

Because no contract was signed, the hiring party isn’t obligated to
pay him the $40K; however, the individual can collect the money on the
grounds of promissory estoppel.

Quantum Meruit/Unjust Enrichment
Quantum meruit provides the party performing the services a sum

equal to the value of the services performed. Unjust enrichment provides
to the performing party the value received by the other party.
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These actions often occur together.
For example: An individual and a company negotiate for a long term

contract. During the negotiations, the company asks the individual to per-
form services using the promise of a longer contract as an incentive. The
individual performs certain services that will likely add significant value to
the company, but before a contract is executed, the company terminates
the services of the individual.

Since no contract was ever signed, a breach of oral contract ac-
tion might be available, but may prove difficult to prosecute. But
the company utilized the services resulting in a significant profit.
Quantum meruit will provide the value of the services provided
and unjust enrichment is available to provide the individual with
compensation for the value the company received.

Specific Performance
This cause of action is most often associated with real estate. In gen-

eral business, it often arises when a property lease contains an option to
purchase the land.

For example: Your business leases the land where a factory is built
and the lease contract provides for the right to purchase the property
upon notice. You give the notice—but the landlord refuses to execute the
sales documents. Specific performance would be available in the form of
an order from the court requiring the landlord to complete the sale.

One other issue that comes up from time to time is declaratory relief.
This comes in the form of a request to the court that it declare…something.
Often that something is a clause in a contract. For example: You suffer a
loss for which you file an insurance claim. The insurer refuses to cover the
loss on the grounds that the loss is not covered by the policy. Among
other causes of action, you might ask the court to declare whether the
policy does cover the loss.
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Of course, the best advice is to take all necessary precautions to
prevent litigation. Do business with reputable individuals and companies
who sign agreements and abide by them. Interestingly, reputations abound.
Ask others about their experiences with a potential supplier or manufac-
turer or client.

But if you can’t stop all litigation, and the statistics show that
you can’t, then there are steps you can take to minimize
costs. As we have already discussed, insurance may be avail-
able if certain events occur such as a product liability lawsuit
or a sexual harassment suit. Moreover, you can place certain
terms in your contracts that may reduce legal costs and judg-
ment or provide for costs to the prevailing party.

The Litigation Process
If you are sued or you have no alternative other than to sue, the first

step will be to retain a reputable attorney.  If you have friends in business,
especially similar businesses, it is likely they will know of an attorney or
will have retained an attorney in the past.

Over the years, I have had a number of clients whom I have never
met—either because their matter was resolved quickly or because the
legal action I filed on their behalf did not require their participation. Sounds
strange. But certain kinds of lawsuits require little or no participation of
the plaintiff.

However, unless you’ve had the same attorney for years, take the
time to visit him or her before signing a retainer agreement. Be sure to ask
questions about the attorney’s background and whether he or she has
represented clients in similar matters. While attorney-client privilege may
apply in certain situations, you can always ask for references.

If you don’t feel comfortable with the attorney, don’t retain him or
her. You will be working closely together—and you will probably have to
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trust this person with intimate personal and business details—so, make
sure you and the attorney have no personality clashes.

Tip:  Don’t have Aunt Sadie’s third cousin who mostly handles
workers’ compensation claims represent you in complex con-
tract litigation. I know that $50 per hour sounds like a good
deal. It isn’t. I make the majority of my income as an attorney
cleaning up the messes made by predecessors. If you want to
make people like me rich, hire that third cousin.

Once you have selected the attorney, you will be asked to execute a
“retainer agreement.” All states require attorneys to place the terms and
conditions of their representation in writing.  Other requirements vary from
state to state.

In California, a retainer agreement is required for any services
where the fee is likely to exceed $1,000.  In the event there is no
such agreement and the client refuses to pay the bill, the attorney
cannot sue for breach of contract.  Instead, he or she must take
his or her chances with a judge on quantum meruit.

Also, some states require that the retainer agreement must declare
whether the attorney carries a policy of malpractice insurance and whether
that policy meets or exceeds the minimum value set by the state. The
minimum value is usually $100,000. If your matter is worth more than
that, you might ask the attorney for the name of the insurer and the value
of the policy.

Tell the lawyer everything. Let me repeat that: Tell the lawyer ev-
erything. During my years in practice, rarely have I heard the full story in
the first meeting. Everything you say is confidential and can never be dis-
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closed to any other party.  Attorneys have heard it all.  And while you may
feel a little uncomfortable or embarrassed because you did something dumb,
get over it quickly.

A failure to do this will only slow down your case, especially if you
are the party being sued.

But don’t go the other way. Your confidentiality only extends
to the attorney and his staff. It does not extend to anyone
else. So don’t tell your troubles to everyone. Friends and busi-
ness acquaintances can be required to testify and, if any of
them do not like you at the time their number is called, you
won’t fair well.

A little-considered issue is what court and in what location can the
suit be filed. There are federal courts and state courts. Federal courts
have jurisdiction over two types of matters. The first is known as “federal
question.” This type of jurisdiction occurs where an issue touches and
concerns the Constitution or a federal regulation.  It also occurs when you
drink too much at the Yellowstone Park Lodge and then get pulled over
by a park ranger.

The other type of federal jurisdiction is “diversity.”  This occurs when
the parties come from different states. For example, you drive from your
state to Las Vegas where you get into a car accident with someone who
drove to Las Vegas from another state. Diversity jurisdiction currently
requires damages over $50,000.

If the damages are below $50,000, you have to file the suit in the
state court where the other party resides. If you are suing a business or
individual residing in your state, then the suit will be filed in the state court.
Generally, the proper venue within the state is within the county where the
defendant resides.

The next step will be filing the complaint or responding to the com-
plaint. There are a number of different ways to respond to a complaint.
However, they are too complex to tackle in this book.



259

Chapter 15: Lawsuits and Lawyers

Shortly thereafter, discovery will commence. Discovery is exactly
that which the name implies. It is the search for information to support
your claims or defeat those of your opponents. It includes interrogatories
(written questions), requests for production of documents, requests for
admission (such as “Admit that the widgets you constructed are greater
than six inches in diameter), and depositions where a party or a witness
answers questions under oath posed by the opposing attorney and some-
times by the witness’ own attorney.

After all of this fun, finally you get to spend a week or two in a court-
room. While lawyers can never accurately gauge the total cost of litiga-
tion, you can expect fees and costs to rise above $100,000 if you pro-
ceed through a jury trial.

Warning: Beware of cocktail party attorneys. Fairly often, I
get a call on Monday from a client.  He or she was at a cocktail
party on Saturday night and met an attorney. The attorney
chose to comment on my lawyering skills having reviewed
nothing or investigated anything. It always ends up with
what I am doing wrong and how he can do it better. With so
many attorneys in our country, this loose talk is inevitable. It
rarely turns out to be worth anything.

Usually, I ask the client whether he or she relayed certain facts, usu-
ally the embarrassing facts, to the attorney.  Often that terminates the con-
versation, at least on that issue. With other clients, I simply ask: “What
time do you intend to come by and pick up your file?” They respond:
“You mean you don’t want to represent me anymore?” Or they get the
implication and just break into an apology.

If you file a suit, you can expect the other side will conduct reason-
ably extensive discovery. You sued, so you must answer the questions.
Your attorney will object to anything improper. But you are now a partici-
pant and you have forced others to participate involuntarily. There are
requirements, there are deadlines and you must meet them.
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In certain matters, I have been forced to fire the client for failure to
work with me to prepare his case. The worst instance occurred when a
client sued his doctor for malpractice. The doctor’s attorney sent out in-
terrogatories and scheduled my client’s deposition. My client continually
asked me to get extension after extension on both.

After the fifth occurrence, I gave up. I explained to the client that he
could not sue someone and then claim a busy schedule as the excuse for
noncompliance with the rules. He then commented on my abilities as a
lawyer or lack thereof and then suggested that I do something anatomi-
cally impossible. I was happy to mail him his file the same day.

On another occasion, I filed suit for a client against his former law
firm. The firm had filed a complaint which it amended the following day.
Bad sign. The firm then filed a motion for a preliminary injunction, which it
lost. The opposing firm filed a motion to dismiss the lawsuit. It won and
the action was thrown out. Then my client got the bill.

Before I disclose the amount, you should note that the firm did not
have to research anything because the client’s other former attorneys al-
ready had done so and had included all of the research in the materials
provided to second firm.

Why did my client change attorneys?  He thought that a major
firm with a name and reputation was better suited to handle his
case. It wasn’t. And he didn’t feel that way anymore, after his suit
was dismissed and the bill for $95,000 came in the mail.

In addition to insurance, there are other ways to reduce litigation
costs. For the rest of this chapter, we explore a few of them.

Arbitration
If you have been to a doctor lately or if you belong to an HMO, then

you might have seen the arbitration clause in that fine print.  Arbitration is
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an adjudication of a dispute without court intervention. An arbitration is
commenced by one party filing a “claim” with the arbitration service named
in the agreement or some other reputable service. The two largest organi-
zations are the American Arbitration Association and the Judicial Arbitra-
tion and Mediation Services

Tip: Though many agreements contain arbitration clauses,
they often fail to specify which service is to be used. The
failure to specify a particular service can lead that service to
require a stipulation from the parties that they agree to use
AAA or JAMS. If the situation is contentious, when you sug-
gest AAA, the other side will demand JAMS. Just another few
thousand dollars to the attorneys who will have to go to court
to sort out this mess.

Once the claim has been filed, the other party is served usually by
mail, not “personal” service. That party typically files a response and may
file a cross-claim. Shortly thereafter, the parties receive a list of possible
arbitrators. The choices include retired judges or attorneys who specialize
in the area of law appropriate to the case. Once the parties have agreed
on an arbitrator, or in some cases a panel of three arbitrators, a discovery
schedule will be created.

Ultimately a hearing is held where witnesses will be questioned and
evidence presented. The hearing officer or officers will take the matter
under submission—they will contemplate after you have left the building
and then they will send a written decision.

If you do not like part or all of the decision, you can request
reconsideration of a particular issue or issues. If the arbitrator says
not, then you are done. Most arbitration judgments are not ap-
pealable unless the hearing office clearly violated a legal tenet in
reaching the decision.
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Sample Arbitration Clause
Some variation on the following clause is usually included in con-

tracts and agreements.

In the event that any dispute arises from the alleged breach of any
term in this agreement, the matter shall be submitted to binding
arbitration before the American Arbitration Association exclusively
in Las Vegas, Nevada under the rules for commercial arbitration.
Further, Nevada law exclusively shall govern the decision of the
arbitrator or arbitration panel. The prevailing party shall be en-
titled to reasonable attorneys fees and costs and said fees and
costs may be awarded by the arbitrator or arbitration panel. Any
award may be reduced to a judgment by a court of competent
jurisdiction.

But arbitration isn’t the cure-all that some people make it out to be.
So, you have an arbitration judgment in your favor in your hand. Of

course the other party will pay, right? Maybe. When the other party does
not pay, and often it or they will not, you can take the award and file a
petition with your local court requesting entry of the award as a judgment.
Assuming the arbitration was conducted by a reputable agency, you should
have little difficulty obtaining the judgment as the losing party has little or
no grounds for an objection.

Then the real fun begins: Collections.

Getting the Money After You’ve Won
A week rarely passes without a client calling me to inquire as to why

the opposing party has not paid the small claims court judgment he or she
received last week. I say: “Because they don’t have to.” And then comes
the long pregnant pause before they ask: “What do you mean?”
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There is no debtor’s prison in the United States (unless you fail to
pay on a child or spousal support order and get held in contempt). That
means the failure to pay on a civil court judgment does not result in any
criminal proceeding. Nonetheless, you have options for collecting the
money, all of which can make life a living hell for the judgment debtor.

• Wage Garnishment. If your debtor has a job, then you can ob-
tain an order for the garnishment of wages and then serve it on the
employer. It requires the employer to divert a percentage of the
debtor’s wages to you. Most states limit the amount of the gar-
nishment to twenty-five percent of income. Further, your debtor
can seek assistance to the court to lower the amount of the gar-
nishment due to hardship or other related circumstances.

• Writs of Execution. The court can execute an order prepared
by you that allows the local law enforcement to obtain funds from
a bank account. Of course, you’ll need to know where the debtor
banks.  But once you have that information, the rest is easy.  The
sheriff grabs the money and then holds it for a period of time
during which the debtor can seek a partial or full exemption for
hardship or other related problem.

• Abstract of Judgment. Most states permit the recording of the
judgment with the office of the county recorder. That is the place
where real estate ownership is recorded. The Abstract must be
settled at the time the property is sold. If not, the buyer of the
property will not be able to obtain a policy of title insurance thus
rendering the property unmarketable. Most of the time, you will
not receive your money until the property is about to be sold—
but at least someday you can collect.

• The Judgment Debtor Examination. Similar to a deposition
during the course of litigation, a judgment debtor examination can
be conducted by the creditor under supervision of the court. Sim-
ply, you get to ask the questions such as where do you bank and
where do you work?  Most questions regarding finances and as-
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set ownership are fair game. And many courts have created a
form that debtors are required to fill out. The questions on the
form are designed to elicit information regarding finances and as-
sets. With this information, you can pursue the debtor in the man-
ners outlined above.

• Foreclosure. If you have a security interest in real or personal
property, you can obtain that property and sell it. For example, if
you fail to pay your mortgage, the bank sells your home. If you fail
to make a car payment, the vehicle gets repossessed. If you loan
money to a business or individual, try to obtain some security in
support of the loan.

• Collection Agencies. Another method available is the collection
agency.  Debts, whether realized in a judgment or from the simple
failure to pay a bill, can be collected by an agency that is designed
to accomplish exactly that—collect money.

Agencies can be successful, especially if the fear of a negative credit
rating runs in deep in the heart of the debtor. But the price can be quite
steep. Many agencies charge on a percentage of the amount they col-
lect—and that can be as much as 50 percent.

You may have heard the expression that only the lawyers win in liti-
gation. I thank God every day that the adage is true. However, if you start
with investigating those from whom you will be purchasing goods or to
whom you will be selling them, it can save a lot of heartache.

Conclusion
And now for a little dose of reality.  The best news of all is that most

of your clients and patrons will pay and pay on time. The economy could
not survive if it were otherwise.

Businesses that don’t hire attorneys and don’t play by the rules are
prone to lawsuits. But, as I said in the introduction, proper understanding
of the pitfalls helps you to prevent them.
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Proper retention of an attorney at the start of your business or when
deals are going to be made is a cheap insurance policy from the costs of
terminating a problem after it has commenced.
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Chapter 16

Miscellaneous Issues

It is a very sad thing that nowadays there is so little useless
information.

—Oscar Wilde

There are other issues that deserve a mention. Some of these may
apply to you and some may not. I discuss them only in passing. If some or
all of them apply to you, then you may wish to discuss them with your
attorney before proceeding.

Confidentiality Agreements
Whether your employees are under contract or not, you still may

have trade secrets that if divulged could damage your business. A trade
secret could be anything from a formula to a way of conducting business
to interpersonal activities. For example, McDonalds has its “secret sauce,”
Coca-Cola has its formula, and KFC has it’s the special herbs and spices.
Many famous actors require their employees to sign agreements not to
provide any information to the media, especially the tabloids.

To protect your secrets, you can have your employees sign a nondis-
closure agreement that requires them not to make public anything they
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learn about you or your business.  [Form 16-1]  But what if a company
wants to purchase your business?  It will need to review financial informa-
tion, operational information and intellectual property.  An agreement will
be required to ensure that the information provided and obtained is not
disseminated to the public.

Non-Competition Agreements
A close kin to the nondisclosure agreement is the non-competition

agreement.  This measure is used to prevent an employee from learning all
there is to know about your business and then starting his or her own
business.  [Form 16-2]  Many states prohibit agreements that prevent an
employee from finding another job or even starting a new business.

For example, California forbids such agreements except under cer-
tain circumstances.  Once such circumstance occurs when separate con-
sideration (i.e. money) is paid to the potential competing party.

Also, if you purchase a business, via asset or stock, the law per-
mits a covenant not to compete.  Otherwise, if the former owner
can open a competing business down the street, all of the cus-
tomers may follow and thus the value of your investment may be
diminished.

UPC Codes
Often referred to as a “bar” code, the Uniform Product Code is

nothing more than a series of numbers represented by bars. As you know
from visits to the supermarket, scanners read the code and then list the
item and price on your receipt. Any product sold in the retail marketplace
must have a bar code. In addition to the manner in which the cost of the
item is displayed and placed on your receipt, businesses, especially retail-
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ers, use the code to determine the amount of any particular item in their
inventory.

When the products arrive, their codes are scanned. The total number
of items is stored in a database. At each purchase, the database is in-
formed. When the number of any product falls below a certain bench-
mark, more units are ordered. The number of  products reordered is de-
termined by a calculation as to how many products sold in what period of
time.

Anyone can obtain a code—for a little over $500. The Uniform Code
Council is located in Dayton, Ohio. Upon receipt of your application, a
six digit number is selected and sent to you with instructions. Each type of
product uses a certain prefix code.

For example, a compact disc is different from a can of soup. So
depending on the type of product, the first few digits/bars will
describe the category of product. Then comes your six digits.
Then comes your chosen numbers for that particular product.
And then comes a “calculated” number. Any graphic artist or
printer with the program necessary to print the UPC code on your
labels will have the software program for inserting the numbers
you provide. The program has a feature that takes the inputted
numbers and formulates a final number.

For more information, visit the UCC Web site at www.uc-council.org.

Intellectual Property Rights
If you did not go to college (or if you attended school in California),

not to worry. Intellectual property has nothing to do with intelligence.  Rather,
it is any idea or thought, that has a value. Typical examples include songs,
drawings, writings, or the design of your latest invention.
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Copyrights
Obviously, the type of intellectual property determines the method of

protecting it.  For creative writings, fiction or nonfiction, you can apply for
copyright protection. The United States Patent & Copyright Office has
forms. Its Web site is www.uspto.gov. You fill out the forms, pay a small
fee and then send in the requested number of copies of the property.
That’s all.

Before we get too excited, let’s make sure we understand what we
have done. By registering the work first in time, you have provided proof,
if necessary in the future, to show when you first created the work. That
does not stop someone from claiming that he or she created the work
first. The claimant would have to prove it. If he or she does, then your
copyright is worthless. In other words, the failure to apply for a copyright
does not result in a loss of rights to the creator of the work; it just makes
ownership a little harder to prove.

You might have heard of the “Poor Man’s Copyright.” In order to
prove when something was created, the creator places the writing into an
envelope, seals it with wax or similar substance and then mails it to an
attorney or other trusted person. That person keeps the envelope safe,
secure and unopened. The postmark shows the date of the mailing.

Does this method work?  Most attorneys advise against it. But
in reality, it can be effective to prove when the property was
created. And, for creations less likely to need protection, it
only costs the amount of the postage and envelope.

Patents
Remember the better mousetrap?  Maybe the new design could be

patented.  By that we mean that something unique about the design might
be of value and thereafter unusable to others without your permission.
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Patents fall into two categories: design and utility.  Generally, a utility
patent protects the way an article is used and works; a design patent
protects the way an article looks. Both types may apply to a single inven-
tion and can be obtained for that invention if the invention resides both in
its utility and ornamental appearance.

There is one other type of invention for you horticulturists out there.
Since I could not figure out a way to describe this, I will let the govern-
ment do it for you:

A plant patent is granted…to an inventor who has invented
or discovered and asexually reproduced a distinct and new
variety of plant, other than a tuber propagated plant or a
plant found in an uncultivated state. The grant, which lasts
for 20 years from the date of filing the application, protects
the inventor’s right to exclude others from asexually repro-
ducing, selling, or using the plant so reproduced.

If you think you have developed a better mousetrap or Venus Flytrap
or a whole new device then you should find a reputable patent attorney.
To file for a patent, an attorney must be registered with the U.S. Patent &
Trademark office. And you will need a qualified attorney. Many patent
attorneys majored in engineering and are capable of creating or interpret-
ing schematics or blue prints.

A qualified patent attorney isn’t cheap. You can expect the cost of
patent legal fees alone to start at $5,000.

Not every new idea or improvement is worthy of patenting. Before
you spend the money, you should determine whether your creation can be
duplicated easily or whether others will want to duplicate your invention
and could do so without copying from your design. How many cellular
telephone manufacturers are in business today?

 Trademarks
The trademark might just be the least understood aspect of intellec-

tual property.  Simply, a trademark is a word, phrase or drawing that has
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taken on such a unique look or meaning that it is associated with your
product. Think of those that you see every day: Coke, Pepsi, Kleenex,
Jell-O, and Band-Aid. These terms are not English words. Rather, they
are names created by various companies to identify a particular product.

In most circumstances, a trademark cannot be descriptive term or
a term that simply restates the actual name of the product. For
example, Kleenex is fine; “tissue” is not. Coke is fine; “soda” is
not. Jell-O is fine; “gelatin” is not.

Symbols or unique methods of displaying the business’ name also
can be trademarked. For example, most people are familiar with Univer-
sal Studios. At the beginning of any movie it makes, you see a three di-
mensional Earth rotating with the words “Universal Studios” as a banner
across the globe.

Some states permit the registration of a trademark. But it’s usually
better to register your mark with the federal government so that it applies
throughout the country. To do so, you must follow certain requirements.
As usual, there is a form to fill out and monies to pay. Expect this to set
you back a few hundred dollars. You must choose a category covering
the product or thing where the mark will be adorned.

Also, you must provide the material where the product will be dis-
played. If the mark is on a label, then you will provide the requested
number of labels. Further, since you are applying for a trademark presum-
ably used throughout the country, you will need to declare that the goods
have been sold to a consumer in another state.

This is where Aunt Bessie in North Dakota comes in. Sell her one of
the units and then declare on the application that the goods have been sold
in interstate commerce.

From filing to response, you could be waiting for months. When the
response comes, if it is not favorable you can contact the bureaucrat and
appeal. Sometimes the issue is minor and can be resolved in a matter of
minutes. Otherwise, the appeal could take more months.
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Work for Hire Agreements
So you won the lottery and have chosen to cut a record.  You know

nothing about music but that did not stop your under-appreciated
songwriting talents. So you hire a few musicians. They create a sound.
The rhythm section creates a good beat and the brass creates a strong
background. Guess what? Each musician owns the rights to his or her
performance.  Unless....

Unless you have them execute work for hire agreements or contracts
with a clause that provides that anything created by the employee or inde-
pendent contractor shall remain the property of the company.

If your employees or consultants or anyone you are paying
are working on anything that might have an intellectual prop-
erty value, the work is owned by them, not you unless they
execute a “work for hire” agreement. This agreement clearly
states that the ownership of the property rests with you—a
work for hire. If in doubt, have them sign one.

The following is a good example of a “Work for Hire” clause.

WORK PRODUCT OWNERSHIP.  This agreement constitutes a “work
for hire” situation.  Any copyrightable works, ideas, discoveries,
inventions, patents, products, or other information (collectively,
the “Work Product”) developed in whole or in part by Smith in
connection with the Services contemplated under this agreement
shall be the exclusive property of Jones.  Any royalties in any form
received in connection with the Work Product shall be paid to
Jones.  All royalties received as a result of the publishing of the
songs shall be paid to Morales or his designee.  If necessary, Smith
shall sign all documents necessary to confirm or perfect the ex-
clusive ownership of Jones to the Work Product.
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Power of Attorney
The most common types of powers of attorney are “Durable” pow-

ers of attorney or “Healthcare” powers of attorney. The latter provides
powers to a friend or relative to make healthcare decisions for you in the
event you are not competent to make them for yourself. For example, the
document might contain a “DNR” or do not resuscitate order or it might
describe conditions where life support would be shut off. A healthcare
power of attorney is an essential part of estate planning but has little direct
connection to business.

On the other hand, a durable power of attorney covers anything you
specify. For example, if your house is for sale at a time when you will be
out of the country, you might provide to your spouse a power of attorney
that permits him or her to sign your name to counteroffers or acceptance
agreements. It might also permit him or her to execute other documents to
complete the sale. This works far better than sending documents to Zim-
babwe by overnight express.

In a business partnership, if you will be away from the office, a power
of attorney providing certain powers to your partner might be necessary.
Or if you have no partners, a power of attorney to your attorney or spouse
or trusted friend might be helpful. Again, the power of attorney can pro-
vide as much or as little power as you decide.

Note that powers of attorney must be signed and notarized to
be valid and are void upon the death of the person who ex-
ecuted it.  In my practice I have come across situations where
the power of attorney was used instead of the probate pro-
cess to transfer assets.  Since the bank and brokerage did not
know of their client’s death, the holder of the document was
able to transfer or withdraw funds.  Not a good idea, espe-
cially if the beneficiaries discover that you deprived them of
monies and other assets belonging to them.
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Retirement Planning

From the errors of others a wise man corrects his own.

 —Publilius Syrus

Every morning, millions of people read their horoscope to discover
what will happen to them in the future. Many people go to psychics for
“readings” on their future. Apparently not enough horoscopes or psychics
mention retirement planning—the simple concept that you need lots of
money if you don’t work.

If you’re running a small business, you may think you’re too busy to
think about retirement…or that, when the business takes off, it will be
your retirement plan. But don’t think like this. When it comes to retire-
ment matters, treat yourself like an employee.

There is no specific formula that can determine the amount of savings
you will need to maintain your life-style in retirement. Some experts esti-
mate that, if you plan to retire at age 65, you won’t want to draw down
more than four percent of your principal each year. So, if you have $1
million, you shouldn’t use more than $40,000 per year.

While living on $40,000 (especially after kids are grown) may not
sound so bad, getting a liquid million is tough for just about anyone.

Despite the warnings that it will take well over $1 million in savings to
retain the life-style of the average middle-class American in his or her
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retirement, most Americans fail to take advantage of retirement plans avail-
able through their employers or available to them as sole proprietors or
available to them as members of the human race. Many of these programs
provide significant tax breaks and are simple to use or create.

If you are hiring employees, any retirement benefits you can
provide may make all the difference between qualified indi-
viduals choosing to work for you or choosing another place of
employment.  Simply put, it ain’t just the salary that attracts
employees or that keeps them from leaving.

I have one client that operates a business in Las Vegas, Nevada.
Everyone knows that Las Vegas operates twenty-four hours a day. While
that is great for tourists, especially those with insomnia, it hurts small busi-
nesses because the job market belongs to the employees. Operating around
the clock requires a lot of qualified employees. As an incentive, most of
the large business and the casino/hotels provide significant benefits includ-
ing medical and dental coverage, disability and retirement plans.

Small businesses have a much more difficult time obtaining these benefits
at an affordable cost.

The good news is that employers have more choices than ever be-
fore and can leverage their buying power through organizations designed
to assist small business.

The main reason that most owners of small businesses join profes-
sional associations, industry trade groups or civic organizations is
that these groups offer benefits programs—often health and re-
tirement plans—to their member companies. This doesn’t make
the plans free; but it does make them much cheaper. Working
through one of these groups, a business with six employees has
the buying power of one with thousands.
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And remember: If you are employed by your own corporation, you
too are entitled to the same retirement benefits as your employees. So, if
you intend to operate a small business with employees, here are a few
things you might consider for yourself and for them.

The 401(k)
The 401(k) is the most common plan used by employers. Compa-

nies hire an administrator to organize and control a pool of money in-
vested by the employees, often with contributions from the employer. The
employees have the money deducted from their paychecks pre-tax and
then invested.

Normally, the employee has some choice as to how the money is
invested. For example, a portion might be placed in mutual funds, a por-
tion might be placed in the company’s stock, and a portion might be placed
in a money market account. The administrator usually provides a booklet
explaining the investment options and how to invest based on how many
years you are from retirement.

The pre-tax feature of the plan is quite significant. The percentage
you designate is subtracted before taxes are applied. As a result, your
income taxes are based on lower earnings figure while you make the
choices as to how your money is invested.

Usually, you can make changes in the allocation at any time. So, if
stocks are taking a tumble, money can be reallocated to a money market
fund or a bond fund.

Another advantage of this plan is that the employer can match a
percentage of each worker’s contribution to his or her fund. And
that matching contribution—usually between 50 percent and 100
percent of whatever the worker puts in—is tax-deductible for the
employer.
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 While there is no apparent disadvantage to the 401(k), it does come
with a few rules. For example, the government has set a maximum limit as
to how much money can be contributed pre-tax. Currently, that amount is
$11,000 per year but is set to rise over the next few years to $15,000.

 The choices made available to you by the plan administrator can
sometimes become an issue, as well. While most plan administrators and
companies provide many investment options, they cannot offer every-
thing. Also, investments that might have provided solid growth five years
ago may not be the best bet now. So for better or worse, you are stuck
with the choices they provide.

 Though subject to change, another current annoyance is the rule that
if you or your spouse has a 401(k) plan available, generally you are not
eligible to receive the before tax contribution benefits normally associated
with a traditional Individual Retirement Account (IRA)—even if you don’t
make use of the 401(k).

Recent legislation has changed some of this by making available to
small businesses a plan known as a Simple 401(k). So, a self-employed
individual or even a corporation of one or two shareholders could create
their own 401(k) plan and choose the investment options.

Other than the 401(k) investment limit, there is no income limit for
these plans. So, if your spouse is contributing before tax dollars to
her 401(k) and you contribute before tax dollars to your Simple
401(k), you can double the pre-tax retirement savings.

The Traditional IRA
Individual Retirement Accounts provide for the ability to deposit cer-

tain sums into an investment account without tax on the money. An ac-
count can be opened at a bank or any brokerage. Once established, the
money contributed can be placed in almost any legitimate investment—
including stocks, bonds, mutual funds and real estate.
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Currently, at the federal level an individual can contribute up to $3,000
and a couple up to $6,000 per year. These sums are deductible from
income in the same manner as the 401(k). The money can be withdrawn
beginning at age 55; a certain percentage must be withdrawn by age 71.

Once withdrawn, the monies taken are taxed at your tax bracket
at that time. The advantage here is that your tax bracket in retire-
ment tends to be less than that while you are working. On the
other hand, the penalties for early withdrawal are harsh. Certain
exceptions have been carved out recently so that monies can be
deducted for major healthcare expenses or other catastrophes.

The Roth IRA
A new feature of retirement planning is the so-called “Roth IRA.”

Most of the rules for traditional IRAs apply to the Roth IRAs—with one
significant difference. Roth monies are deposited after tax. So instead of
the tax break you receive from a deposit into the traditional IRA, you
receive no tax break with the Roth.

But when you withdraw the Roth monies, you pay no taxes on either
the money or the gain on the money from your investment choices.

Life Insurance
Most people think of life insurance as money to be received in the

event of the death of a specific person. Term life insurance is exactly that:
You pay a premium and, upon death, the insurer pays the beneficiary. The
policy has no cash value.

Whole life and universal life insurance policies are different.
A whole life policy is really an investment. While you pay a premium

with benefits paid at death, the policy gains in value and ultimately reaches
or exceeds the amount of the face value of the policy.
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For instance, a $100,000 policy will be worth $100,000 to you at
some point in the future depending on the premiums you pay.  And those
premiums are quite a bit higher than the premiums paid for term life.  For
example, a $100,000 policy might require annual payments of $1,000 per
year for 20 years; whereas, a term life policy for the same value would
likely cost only $200 per year.

Universal life is similar to whole life except that you control the in-
vestment vehicle. In whole life, the investment is controlled by the insurer.
Thus, the insurer makes you pay a flat premium over the years that a
premium is required.  For a $100,000 policy, you don’t pay premiums
totaling that amount—because the return on the investment of your premi-
ums covers the difference. So depending on age, a $100,000 might re-
quire annual premiums of $1,000 for 20 years.

With a universal life policy, you decide on the investment scheme.
The insurer requires that same premium and increase in value from the
investment. If you invest wisely, the gain will meet with the percentage
increase required to hold the value of the policy. You might even reduce
you premium. If you guess wrong, then in addition to the premium, you
have to pay the difference (loss) in order to maintain the policy’s value.

Many financial advisors point out that paying for the term life
policy and then investing the remaining balance in mutual funds
or other traditional investments makes more sense. But this is
highly dependent on the conditions of the market. The advice is
correct, for example, when stocks are doing well or when other
traditional investment are producing significant gains in value.
But, when most traditional investment are flat, the whole life or
universal life insurance policies provide modest increases in value.

Quick Plan Descriptions
• 401(k). Sponsored by the employer, allows employee to invest-

ment pre-tax dollars up to a certain limit. Employers often pro-
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vide matching contribution from 50 to 100 percent. Monies can
be placed in almost any legitimate investment.

• Simple 401(k). Same rules as a traditional 401(k), but designed
for small business owners, including corporations, LLCs or LLPs
and sole proprietors. All can create this plan and contribute pre-
tax dollars.

• Traditional IRA. Similar to the Simple  401(k). Individuals and
couples can contribute tax free dollars into most legitimate invest-
ments. Withdrawal rules and penalties also apply. But the amount
of the contribution is limited to approximately one-third of the
sum that can be contributed into the 401(k) or Simple 401(k).

• Roth IRA. Same rules as a traditional IRA. But the contributions
are not tax deductible. Good for those whose wages are subject
to the lower tax brackets.

• Life Insurance (Whole Life). Premiums paid over a long pe-
riod of time result in cash value usually up to the amount of the
policy. Policy holder has little latitude in selecting investments.
Premiums may be tax deductible on certain circumstances.

• Life Insurance (Universal Life). Similar to whole life with flex-
ibility on the choices where investments may be placed. But pos-
sibility of having to make up difference in any losses.

Conclusion
Whatever you do about retirement, doing nothing is not an option.

Consider that Social Security payments probably won’t exceed one thou-
sand dollars per month. What are your current expenses? At what age did
you intend to hit the links?

Get the point?
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Marriage and Divorce

Marriage is a three-ring circus—first the engagement ring,
then the wedding ring and then the suffering.

—Lou Costello

Marriage and divorce have a bigger impact on small business than
academics report and economists realize. As someone who works with
lots of small businesses, I’ve seen firsthand how many companies come
undone—closed, sold or gone bankrupt—because of the end of an
owner’s marriage. It’s a major business issue.

Like some marriages, this chapter is short but vitally important to
anyone operating or intending to operate a small business. If you’re like
Joanne Woodward and Paul Newman, happily married for more than 40
years, you can skip this chapter; if you’re like everyone else who’s ever
worked in Hollywood, pay attention.

Reno, Nevada, is the home of Judge’s College. You’d be amazed
how many great legal minds flunk the course on how to put on a black
robe. (Rim shot, please.)

Actually, Judge’s College is helpful to men and women who’ve been
appointed or elected to the bench for the first time. Not all judges go; but
those who do say the short courses are full of practical advice.
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One of the most memorable lessons: Don’t worry too much about
criminal defendants turning violent during their proceedings. Murderers,
rapists, thieves and gangsters usually want to avoid any more trouble.

Instead, the new judges are warned to be wary of the father who
hears that he can only see his children every other weekend. That’s the
person most likely to pull out a weapon and lunge at his ex…or the judge.

Over the years, my experience bears out that lesson. Most acts of
violence occur in  the Family Law courts. While many couples have seen
the light and worked out a settlement before seeing (and paying) the attor-
neys, other couples—often, those with the highest financial stakes—still
choose to litigate. It truly is ugly out there.

My father has been an active member of the California Bar for more
than 45 years. He has been a leading Family Law attorney for more than
30 years. From time to time he attends weddings.

He hates weddings but does especially enjoy the aisle seat. As the
happy couple marches toward wedded bliss, in a voice only a few can
hear, he says, “There goes inventory.” He’s not kidding. By now, most
Americans know that divorces occur in a little over half of all marriages.

When I was in college, my father was involved in a high profile case
that made the news almost every night. One of my professors was in the
process of his own tough divorce at the same time; he watched the nightly
news and saw my father. Eventually, the professor figured out who I was
and would occasionally vent to me about some of his experiences. Before
class one day, we were talking about the costs of a divorce when another
student overhead the conversation.

“How much is it costing you?”
“About $25,000,” replied the professor.

The student was incredulous.  She just could not comprehend
such a high price for a breakup, even the breakup of a marriage.
However, the professor told the student that such a price tag was
cheap, especially when juxtaposed with the emotional trauma of
a lengthy battle.
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As the son of a well-known divorce attorney, I seldom could get
away from rueful comments. Divorces stick with people. One time, I was
traveling up a ski lift. My skis were marked with my last name for identi-
fication. I didn’t know the guy sitting next me, but I was about to get an
introduction...

“Hey, are you related to Howard Thaler?”
I’ve been asked this question before, often by still-irate ex-husbands

who had the misfortune of having their wives represented by my father.
So, I waited until the lift was only ten feet above the snow when tentatively
I replied:  “Yes, I am. He is my father.”  I always assume that “father” thing
evokes a calm image of family and puppies licking a child’s face.

I got lucky that time. The skier told me that my father had repre-
sented him and had really stuck it to his ex. Go dad!

People who have success in business sometimes show a sur-
prising level of emotion. Maybe it’s just the nature of love
and marriage; or maybe it’s that successful people aren’t
accustomed to losing. And a divorce—no matter who gets
what—is a kind of loss. But a better way to treat a divorce is
the same way you’d treat any business trouble: Isolate the
problem, resolve it as quickly as possible and move on.

Community Property
The rules of Family Law can wreak havoc on any business. While

only nine states are officially community property states, most states sub-
scribe to the underlying philosophy.

Community property refers to the designation of property or assets
accumulated during the time of the marriage as being owned by both
spouses regardless of which spouse made the purchase.

Is there any separate property?  Yes, but only if you inherit or had the
dough to begin with—and even that may not help. Let me explain. Money
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or property inherited belongs to the person who inherited it. And assets
you had prior to marriage remain your assets.  But, if you commingle your
separate assets or if you use a combination of separate property assets
and community property assets for anything, your spouse likely will be
entitled to a piece of whole pie.

For example: You inherit money from Aunt Sadie. You use that
money for a down payment on a house for you and your wife. Over
the years, you make the mortgage payments from monies you
earn at your job. And then, suddenly, your wife says she’s met
someone else and wants a divorce. You used your money to get
the house and you used the profits of your labor to pay for it. Too
bad. While you would be entitled to a reimbursement or an offset
for the down payment, the equity in the property (the amount of
the mortgage payments applied to reduce the mortgage) and the
increase in value are shared equally.

What’s Your Business Really Worth?
 The same situation applies to the business or to your interest in the

business. Just because you started the business and you worked 12-hour
days does not mean that your spouse is not entitled to one half of its value.
As a result, in the event of a divorce, the business will have to be valued.

The thrill of valuation belongs to forensic accountants, who charge
more money than the budget of many third world countries. They evaluate
the business and render an opinion as to value. Since both sides usually
hire their own experts and since each provides a different opinion, the
court often simply splits the difference. Either the other spouse receives
half of that value in cold hard cash or in cash equivalents, such as your
half-interest in the family residence.

This valuation process can take many months.  If you have a partner-
ship, whether through a corporation or an LLC/LLP, imagine the excited
look on your partner’s face when your soon-to-be ex announces he or
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she intends to park his or her butt at the office for a while to protect a
community property interest.  Imagine how excited you would be if your
partner’s spouse does this to you.

Imagine the excited looks on your employees’ faces when forensic
accountants march into the office and announce that they will be reviewing
all of your records. Can you say, “IRS” or “tax evasion?” And, yes, the
judge can report any unseemly conduct to the proper taxing authorities.

Retirement Plans
Retirement plans and benefits are also shared by your spouse—at

least those benefits accumulated during the time of marriage.
Since the money from a retirement plan will not be readily available a

qualified domestic relations order (known by the vaguely Roman Empire-
sounding acronym QDRO) will be prepared and provided to the retire-
ment plan administrator. It will instruct the administrator on the percentage
of benefits that you and your ex-spouse will receive when the first one
reaches retirement age.

Let’s Go Public…The Bad Way
There is one other element of a divorce that is often overlooked.

Most of the time, the proceedings and papers filed are open to the public.
That means everyone gets to know your business. This can have many
unintended consequences.

Just ask Jack Welch, the former CEO of General Electric. During his
divorce, it was revealed that GE had provided him with an embar-
rassingly rich retirement package. Shareholders were furious about
the unreported deal. However, the soon-to-be-ex Mrs. Welch was
ecstatic—since she was entitled to half. Ultimately, GE was forced
to rescind some of the Welches’ most lavish benefits.
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Hide and Go Seek
Don’t make the mistake of thinking you are going to hide assets.

First, judges have seen it all; their ability to sniff out fraud can be remark-
able.  Second, many states require that the parties make a full disclosure
of their assets. States such as California require the parties to exchange
information and then send a declaration to the court stating that the ex-
change has been made. Many states allow the property settlement portion
of the divorce to be set aside and the nondisclosing party penalized.

Translation: If you’re caught hiding assets, you’ll pay more than
you would have if you’d been honest from the start.

Recently, a lottery winner learned this lesson the hard way. A mar-
ried woman won the lottery. She didn’t tell her husband about the winning
ticket but did tell him she wanted a divorce. When it came time to prepare
and exchange the asset disclosures, the wife left out her new-found riches.
The divorce was finalized and the spouses parted. A few months later, the
husband discovered that his ex was spending quite a bit of money. A little
research turned up the lottery winnings.

Had the wife disclosed the winnings, she would have been required
to give up half. The judge was less than pleased over her deceit and or-
dered the wife to turn over all of the lottery money to the husband.

The lottery-winner isn’t the only dim bulb when it comes to dealing
with marital assets.

In late 2001, the government of New Zealand, passed a law provid-
ing that on February 1, 2002, all couples who had lived together for two
years or more were to be considered “married” and all assets were to
become community.

The government thought this new rule would create instant families
and that many good folks would run out to get married as soon as pos-
sible. Wrong. On January 31, 2002 the entire country broke up just to
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avoid the community property rules. This problem was especially poi-
gnant since many small businesses in New Zealand are family-owned and
-operated and passed down to the next generation.

Several years later, small businesses in New Zealand are still sorting
through the chaos.

Prenuptial Agreements
While I am not advocating a prenuptial agreement for everyone, it is

a good idea for some.  Like the New Zealand situation, fortunes or items
belonging to the “family” often are intended to stay in the family.  (I bet
Jack Welch’s next wife will be required to sign an agreement.)

The best reason to make a pre-nup is protect one spouse’s interest in
a family-owned business. And this kind of agreement doesn’t have to be
ruthless. It can allow the non-business-owning spouse financial consider-
ation if the marriage ends; but it defines the family business ownership
clearly as an asset that predated the marriage. And the agreement can
also state that the business ownership can’t be sold, broken up, pledged
or encumbered (borrowed against) to finance a divorce settlement.

If a prenuptial agreement is your cup of tea, make sure to
contact a lawyer who is experienced in family law and pren-
uptial agreements. Family law is a state-by-state patchwork;
and many states have extremely stringent requirements. For
example, each party must be represented by an attorney—
preferably his and her own. The party who benefits from the
agreement may be required to disclose assets and motiva-
tions behind the agreement so that the other party under-
stands what he or she is giving up.

Forcing the bride-to-be to sign an agreement scribbled on a cocktail
napkin just prior to the marriage ceremony is highly disfavored.
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Common Law Marriage
You need to know your rights in the event of a failed marriage and

even, wherever possible, take steps to minimize the trauma and the cost.
Know the law in your state.  Some states recognize common law mar-
riage—and this can cause problems for small businesses.

Common law marriage is the legal concept embraced by some states
that if you and a person of the opposite sex live together for a certain
period of time (usually between five and 10 years) or present yourselves
as a couple for a lengthy time you are—legally—married. And this kind of
marriage comes with all the rights and liabilities that a formal marriage has.

Here is a solution: If you have a business partner or partners,
create an agreement executed by all of the partners and their
spouses that provides a purchase clause triggered at the time
of any marital dissolution. The agreement would state an
amount to be paid to the “other” spouse as his or her com-
munity property share.

You can all agree to an amount or a formula for calculating an amount.
And unless the amount is utterly ridiculous (that is, way too small), chances
are the court will support the agreement and deny any challenge.

Make sure that all parties receive advice from counsel as some states
might consider such an arrangement as being similar to a prenuptial agree-
ment and can determine the agreement to be void unless many of the same
requirements are met.

Palimony
In an age that debates gay marriage and settles for vaguely defined

domestic partner relationships, the notion of “palimony” seems quaint.
But it does come up in business contexts occasionally.
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Actually, palimony—legal rights of a non-married domestic partner—
does not exist in any state; but breach of contract exists on every one.

In the famous case of Lee Marvin and Michelle Triola Marvin, Michelle
claimed that she and Lee Marvin had entered into a contract wherein she
would give up her career to take care of their household in exchange for
Lee Marvin taking care of her for the rest of her life. Since that case, the
breach of contract theory has been the predominant cause of action in
claims for support from non-married parties living together.

Conclusion
Frankly, staying together in a difficult marriage for the sake of the

business may make more sense than staying together for the sake of the
kids. It is a rare thing for a small business—even a successful one—to
survive the divorce of a principal without some damage.

But, sometimes, divorce is inevitable. The best thing a business owner
can do is proceed carefully.

No attorney can ever plan for every contingency. But planning as
best you can with your attorney for any and all contingencies is of utmost
concern. While you cannot see the future, you know the statistics on mar-
riage failures. Many businesses suffer financially for no other reason than
neglect as a result of the emotionally charged nature of a divorce. By
understanding your rights and obligations, you may not satisfy your emo-
tions, but you will spend less time fighting and more time operating your
business.
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Chapter 19

Nonprofit Organizations

The formula for Utopia on earth remains always the same: to
make a necessity of virtue.

—Clifton Fadiman

We have not yet discussed the mysteriously compelling nonprofit
organization. If you love animals, then you know PETA. If you like moun-
tains, forests and streams, then you know The Sierra Club.  If you belong
to a church, synagogue or mosque then you a part of a nonprofit organiza-
tion. Some people speak of “starting a nonprofit” as if it were an industry
sector unto itself.

But what does it really mean to be nonprofit?
This chapter will explain what the heck is really going on with nonprofits

and what you have to do to become one.
Many nonprofits get their money from their members. That involves

setting up a membership program, collecting dues, and providing some-
thing special to them for being a member.  Because everyone wants to be
special, especially if they are giving ridiculous amounts of money to be
part of your organization.

The first questions you must ask are these:  If you are doing public
good, can you make enough revenue without soliciting donations?  Is
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there any other financial value in being a nonprofit organization?  For ex-
ample nonprofits often are exempt from paying property taxes. This is
something that the people running Kabbalah—a religious nonprofit orga-
nization that the singer Madonna has supported—seem to understand.
They used the singer’s contributions to buy themselves mansions in L.A.

Recently, a referred client called. She headed a dance troop and
wanted to form a nonprofit organization for it to operate. I asked her,
“Why?”  She said she wanted to raise money through donations. Again I
said, “Why?”  Apparently, the troop needed money and this seemed like
a good way to get it. “How about charging for the performances?”

Here’s the deal: Nonprofit organizations have plenty of ad-
vantages, especially where membership and membership fees
are involved. Churches and synagogues are good examples.
And they have advantages when services normally billable
are going to be performed without remuneration—such as
medical or mental health clinics or homeless shelters. While
many symphony orchestras are nonprofit, it is because pri-
vate benefactors or public funds are spent in an effort to
show civic culture (and for a few rich folks who need to have
their names on a plaque). But there’s no inherent reason that
an altruistic venture should go through the legal process of
becoming a nonprofit.

Another point: soliciting donations is tough work. Most major cor-
porations will not provide grants or even consider requests until the orga-
nization has been in business for at least five years.

While cultural and ethnic dancing is important, it pales in comparison
to cancer research or the Red Cross or the United Way. There is only so
much money to go around—and dance troops just aren’t a high priority,
especially when they can charge for the work.

So, I told the dancing client to review a prospective business plan
that included revenue from performance admission. If the revenue ex-
ceeded expenses, then she could forget the nonprofit situation.
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What Does  Nonprofit Mean?
A nonprofit organization is a business, incorporated or not. How-

ever, nonprofit does not mean non-income producing. It does not mean
that the business runs without money. The term “nonprofit” means that
profit is not distributed to the owners or shareholders but rather it is used
to service or expand the business.

Consider the three most common types nonprofit businesses:
• religious organizations;

• businesses that operate for the public good such as a homeless
shelter or soup kitchen; and

• entities that serve the needs of a specific constituency, such as the
American Association of Retired Persons (AARP).

Most nonprofit organizations are designated with 501(c)(3) status
under the Internal Revenue Code. However, the exemption is only for
income. It does not relieve the business from payroll taxes or workers’
compensation.

Property taxes generally apply to most businesses except religious
institutions, state taxes may apply, and workplace rules concerning safety
remain.

Religious Organizations
No matter your religion, the place you go to worship likely operates

in a nonprofit format. The rabbi, priest or minister is paid a salary from
which taxes are deducted. And there are other employees from teachers
and assistants to clerks and secretaries to janitors and custodial engi-
neers. Individuals or families pay a fee, usually on an annual basis, to be
members.

As the saying goes, membership has its privileges. In religious orga-
nizations, members may get to vote on salary increases for the minister or
serve on committees. Also, members choose the Board of Directors, of-
ficers and possibly the “President” of the organization.
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In addition to funds raised from membership, religious organizations
may solicit additional donations from members or others in the commu-
nity.  This could encompass everything from passing the collection plate
on Sundays to bake sales.

Monies given are likely to be “donations” and thus may be tax de-
ductible to the donor. Or the organization may have a “bake sale” or a
carnival or a dinner or other related fund raising events.

Public Good Businesses
Schools, universities, hospitals, homeless shelters, and mental health

clinics provide benefits to the public. Unlike religious institutions, these
organizations do not have members. Instead they may charge fair market
value for services (hospitals, schools and universities), or they might charge
a lesser amount or nothing at all (clinics and shelters).

Either way, these businesses raise money often through private
donations from the community.

Similar to any for-profit business, these organizations traditionally have
a board of directors, officers and a chief executive officer or president in
charge. Employees receive salaries and taxes are withheld. In fact, all
other formalities of a business are followed.

Depending on the type of business and its structure, monies given
may be classified as donations subject to a tax deduction for donors

Constituency Businesses
Certain nonprofit organizations exist to assist a certain segment of

society. For example, the AARP provides information and assistance to
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anyone age 55 and older. The National Rifle Association exists to protect
gun ownership rights. The community youth theatre offers classes and
puts up musicals for theater-goers.

These organizations traditionally operate from membership dues
and other contributions. However unlike the religious organiza-
tions and public good businesses, contributions, including mem-
bership fees likely are not tax deductible.

So You Want to Start a Nonprofit?
Most of the same elements of business apply to nonprofits-offering

products and/or services, marketing, client satisfaction, accounting, and
acquiring insurance specific to the business. But one thing stands out much
more prominently in the nonprofit sector than the private: fund-raising.

Fund-raising is a key element within nonprofits, so important in fact
that many choose to hire outside fund-raisers with the job of doing just
that: motivating prospective donors to philanthropy.

There are essentially ten elements of a well-rounded nonprofit orga-
nization. They are:

• Board

• Facilities

• Finance

• Fund-raising

• Legal

• Marketing/ Public Relations

• MIS (Management Information Systems)

• Planning
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• Human Resources

• Staff and Volunteers

Aside from doing your filings (for incorporation) and setting up your
taxes (with your trusty accountant), you will want to register with the state
agencies (Secretary of State’s Office) and get advice from...guess who?

That’s right, lawyers
As we discussed in the Business Plan section, knowing where you

are going and keeping focus is essential. A nonprofit organization needs a
mission statement. All businesses benefit from having one—but nonprofits
thrive on them.

A mission statement is especially important for potential do-
nors to understand because, after all, you want them excited
about what you are doing. You want them to want to
donate...this is how you make your money.

If this all sounds like too much business for your delicate non-mate-
rialistic sensibilities, you are not the right person to be running a nonprofit.

The Board
Because most nonprofit organizations are corporations, the Board of

Directors is an essential element in starting yours.
There is a difference between nonprofit board members and the se-

nior management of the same organization:  The Board of Directors is
comprised of a group of individuals who monitor and regulate business,
but who are not involved in the everyday running of the business, while
senior managers such as CEOs and CFOs actually run the operations and
are responsible to the Board.

It is the Board’s job to set the bar regarding business practices of the
senior management and others involved in the company.
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The goal of the Board is to act in the best interest of the nonprofit
organization by keeping in line with and continuously working to fulfill their
mission statement. This is called the “legal standard of care” and is ac-
complished through the three Ds—A Duty of Care, a Duty of Loyalty,
and a Duty of Obedience. This is an easy-to-remember way to ensure the
following:

1. To carry out business in good faith with care and skill a person of
prudence would exercise under similar circumstances.

2. To maintain allegiance to the organization, serving not for per-
sonal gain, but in the best interest of the organization.

3. To establish the mission of the organization and follow established
policy while remaining loyal to said mission.

There are a number of responsibilities designated for the Board of
Directors. They should represent various viewpoints or constituencies in
the community it serves within its members. As the Board is responsible
for ensuring the organization has the money it needs, many members per-
sonally make a financial contribution to the organization, organize fund-
raisers, or even solicit donations themselves.

The following are some typical duties of board members:
• Write bylaws and resolutions to establish rules for the board

• Establish, maintain, and revise policy (goals, objectives, proce-
dure and timetables)

• Monitor policy of the board, personnel, and operations

• Monitor finances and material transactions

• Select, hire, monitor, and fire Executive Director and other senior
managers

The board is responsible for major policies and decisions, while the
Executive Director should be responsible for more ground level decision-
making related to issues that affect the every day operations of the orga-
nization such as minor policies, standard operating procedures, and rules
of conduct.
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You may decide to pay your board members a “reasonable compen-
sation” for their duties. However, board members are not commonly paid.
Sometimes there is crossover—where an individual serves on the board
without compensation but provides legal counseling or accounting ser-
vices for a fee.

For further clarification, you may wish to visit a web site dedicated
entirely to Boards of Directors for nonprofit organizations with some great
FAQ sections.

The National Center for Nonprofit Boards changed its name in
2002 to BoardSource, but the Web site is the same:
(www.ncnb.org). Don’t miss their mission statement!

Legal Issues
Taxes are a big issue in nonprofit organizations. There are two IRS

forms that are important to remember in the nonprofit sector.  If you wish
to acquire funds in the form of tax-deductible contributions, you will want
to register as a 501(c)(3) charitable organization, but you may be able to
acquire deductible donations outside of the (c)(3) realm.  The 501(c)(3)
has become somewhat of a catchall designation for nonprofits, although
the entire 501(c) Tax Code from (1) through (27) deals with nonprofit
organizations.

You are not required to incorporate to receive tax-exempt status.
This is a common misconception.  The benefits of incorporating your non-
profit are the same as those for a for-profit: A corporate veil that can
protect directors and members from liability and the guidance you receive
from the law regarding corporations.

Organizations that file for 501(c)(3) status should repeat after me:
“My organization must serve a charitable, religious, educational, literary
or scientific purpose and must be beneficial to the public interest.”
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If you do not fall within these categories, don’t apply for tax exempt
status. You won’t enjoy the consequences when the IRS demands the
back taxes.

As we discussed earlier, organizations that receive exempt status
do not pay federal corporate tax and may not pay state or local
taxes. But you must register in the state from which you operate.
Many states have different laws regarding taxation of its nonprofit
organizations. In order to be exempt from the other taxes you may
need to file additional applications with those other taxing au-
thorities. Check these sites for additional information:  www.irs.gov
and www.sec.gov. And always remember to file tax returns for
the organization. Just because your company is exempt doesn’t
mean returns don’t have to be filed.

Another necessary form includes IRS form 990. This is required as
an annual information form, summarizing your organization. It states the
names of the Board of Directors, if there were insider transactions, the
highest paid salary, and the financial situation of the company.  It is impor-
tant take all these factors into account and make sure your company looks
appetizing because this document is public. Anyone can request to see
this document, but prospective donors are the ones who will most likely
review it before they donate.

Insurance
By now you should have sought legal help regarding start-up of your

nonprofit. Even if your organization is a corporation, it is a good idea to
take out an insurance policy to protect the organization’s liability and that
of its Board.

Errors and Omissions coverage for board members and directors is
essential, just in case you or other Board members do screw up.  Get an
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agent who has experience with nonprofits.  They will assess your needs,
and possible risk issues as pertain to your nonprofit. Plus, they can help
you outline a strategy to limit exposure and manage your risk.

Human Resources
Human Resources is the section of business that deals with employ-

ees. Some common duties of a human resources department are:
• recruiting, interviewing and hiring personnel;

• providing them with a safe workplace;

• setting compensation levels;

• implementing employee grievance policy;

• disciplining employees;

• establishing benefits and retirement programs;

• evaluating employee progress;

•  developing job descriptions;

•  recruiting interns and volunteers;

•  creating and keeping employee records;

• tracking complaints or warnings given;

• conducting exit interviews; and

•  issuing bonuses and complying with income tax guidelines.

Although Human Resources is a viable and important element in the
nonprofit sector (as well as the for-profit,) chances are the company will
be too small to have a department devoted to just that.  Most likely, it will
be you who addresses all these issues. Or, you can appoint a human re-
sources committee to accomplish the operational and strategic goals set
for the year and for the organization in general.
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Staff and Volunteers
Because donations come from donors who are most likely interested

in philanthropy or another worthy cause, it is logical to receive only a
modest salary for the work you do. Other employees also must receive
income, but make sure the salaries you set are well within the boundaries
that would encourage someone to donate to your cause, not your income.

Running a nonprofit is not a part time job. It is a career. That is why
it is important to integrate volunteers into organization. When you sell vol-
unteers on giving their time for free, you might tell them that they may
deduct expenses such as gas and oil  from their taxes as well as parking,
tolls, transportation and lodging and a portion of meals should they have
to travel overnight.

Fund-raising
Fund-raising may be the most essential and most complicated aspect

of operating a nonprofit organization. The easiest way to get money for
your organization is to ask for it. Prospective donors need direction and
motivation.

The good news is that once they give, statistically they are more likely
to give again. Go to the people with a history of philanthropy before you
forge the uncharted waters of unknowns. This will give you a solid base of
supporters who know you and who will back you in the future. Also, this
will boost your credibility when you seek new prospects.

Tip: Everyone involved in your nonprofit, no matter what
level, should invest in it financially. Don’t make anyone break
the bank, of course. That would be dumb. Then no one would
work for you. But even if they donate a small chunk of change
every month, they will feel personally invested in the cause,
and the kicker is that everyone will feel more comfortable
asking others to donate.
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The Capital Campaign
A good place to start is people you do business with, and then local

businesses and community leaders.  They may or may not give to you, but
they may reduce costs of services they provide to you—leaving more
money for your mission—or they may direct you to a larger company or
corporate headquarters that can give generously to your organization.

All you have to do is ask. And don’t forget what you are doing for
them.  By giving to philanthropy, companies have the opportu-
nity for more publicity, and good publicity at that.

Many large corporations seek to increase their visibility in positive
ways by forming foundations funded by a small percentage of corporate
funds and possibly funds from additional fund-raiser event. These founda-
tions then give grants to a number of worthy causes. Once you have made
the list, it is likely that your organization is set for life— at least with that
foundation.

Most foundations require that the organization be in busi-
ness for at least five years and that it show an ever increasing
stream of revenue and growth. Also, foundations require fairly
sophisticated literature that describes in detail what the or-
ganization does, why it is needed, how funds are raised, and
how funds are spent. In essence a business/marketing plan.
In this context, it is often referred to as the “Grant Proposal.”

A marketing plan may be implemented before a capital campaign to
raise awareness in the community of the nonprofit before asking for dona-
tions.  The research you do before the campaign can help determine the
giving potential of prospects in order to make realistic solicitations.
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When executing a capital campaign, you should ask for “major gifts”
first. Identify through research those prospects who are capable of donat-
ing $25,000 to $100,000…and more. These large amounts donated to
the organization make up the bulk of the funds raised during the campaign.

Major gift prospects should be solicited in person. It is always better
to meet face to face with them.  Doing anything by mail or computer could
delay the actual decision-making prospect, and you do not want delays.
Set up an appointment with a major prospect and set an amount to ask
for. This should not be a shot in the dark. You want to ask for something
that they are likely able to give, without ever undershooting. But if you
overshoot, they’ll merely decline and send you on your way.

I work with a nonprofit organization that specializes in part
with educating the families of special needs children.  For
the annual fund-raiser dinner, the keynote speaker often is a
well-known individual who has a special needs child or who
has a sibling with special needs.  Obviously, the speaker feels
more connected to the organization and therefore is more
inclined to participate.

Everyone has certain skills at which they excel. Choose wisely the
person who will represent the organization with famous individuals or cor-
porations or foundations. Personality does matter. And that person had
better know the facts.

Also, if you are concerned with toning down the bluntness of the
message, try setting up a meeting with a mutual friend and donor to break
the ice. Once you have asked for the gift, let them think about it. It is okay
to ask them what level they would be comfortable giving at if you suggest
an amount that is too high. You want to close the deal at any level, so you
may want to convey the best part of your pitch one more time.

If they decide to donate, thank them graciously for their gift and ask
them for contact information of another person who may be interested in
giving.  If you don’t close the deal, try to set up a follow-up appointment.
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It is a lot easier to set up a second meeting in person, and if you don’t you
run the risk of not being able to get them to meet with you again. But
pressure or guilt will fail. Remember your friendly motivating skills here.

Always follow up with a note or phone call, and if they do say no,
there are always more prospects. Don’t get discouraged by rejection.  It
is bound to happen in fund-raising. Be patient, a good listener, be sincere,
and most of all, believe in your cause. Prospects will see that.

Once you have finished your major gift solicitations, you can so-
licit through other means: mailings, telemarketing, or other fund-
raising projects, such as silent auctions or benefit dinners. Some
charities like to send return address labels as an incentive for you
to donate. Generally it is illegal, however, to require that one pay
for these “incentive gifts.”

Grant Proposals
The grant proposal is part of a process of seeking funds. Think of it

as a business plan for your nonprofit. You will share it with others to edu-
cate them about your business.

A grant proposal cannot stand alone, however. You need to build
a database of potential donors from whom you seek grants. This
involves planning, research, outreach, and creation of relation-
ships with these people.

You need to provide information about your organization and, if ap-
propriate, the specific program you intend to add. How you will conduct
it, who will be involved, what the expenses will be, and a timeline of the
project need to be part of the proposal? Of course, you will not be able to
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determine exactly that amount of funds needed for the project, but a gen-
eral outline should be done to ensure a successful outcome of your en-
deavors. That will also help you see if the project is even feasible, and you
can make adjustments to your budget before it is too late and your do-
nors’ funds are ill spent!

The Foundation Center has a free proposal writing “short course”
posted on its Web site (www.fdncecnter.org/learn/shortcourse.)  It gives
advice on how to put together a smashing proposal for submission to
foundations and other potential donors.

Your proposal should be a product of extremely thorough market
research and planning on your part.  The Foundation Center’s short course
elaborates on each of the following:

• The Executive Summary:  A general statement of the case you are
presenting and a summary of the following proposal.

• The Statement of Need:  Why the project is necessary and im-
portant to society in general and certain individuals specifically/

• The Project Description:  This is where you get to explain the
specifics-the inner workings of your nonprofit and how you in-
tend to implement  the program and make evaluations.

 • The Budget:  A financial overview of the nonprofit with explana-
tions of how you arrived at those numbers.

 • Organization Information:  An overview of the history and struc-
ture of your nonprofit, including main activities, target market and
services or products.

 • Conclusion:  A recap of your proposals main points.

Writing a grant proposal will give you solid direction and knowledge
when it comes to asking for grants. It will teach you about your own
business, cause you to become accountable for furthering your mission,
and inform others about all the wonderful thing you are doing to make the
world a better place.
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Professional Fund-raisers
So now your head is swimming. You are not a good salesman. You

are confident and passionate about your project, but something still makes
you feel uncomfortable about asking for money—maybe a repressed child-
hood memory about seeking that increase in allowance. That’s okay. And
it’s fairly common. Hence, the invention of companies that will raise your
funds for you. They do it for a fee, of course, and some will simply take a
percentage of what they collect.

When choosing an outside fund-raiser, you must remember that this
company will represent your business. It is important to take measures
necessary to ensure that their behavior is appropriate to your expecta-
tions—so as to avoid disputes, less money collected, or even legal action.
You can ask other nonprofits in your area whom they have used and do
some research on your own.

Some fund-raisers specialize in grants, some specialize in mailers,
and some specialize in event planning such as golf tournaments or dinners.

Once you have an idea of what you think will work best for the
organization, you can start interviewing the professional fund-raisers.  Have
them send you literature and a sample contract before you get involved.
Find out how they will raise the funds. Find out how much of the contribu-
tion actually goes to you, and require them to provide financial reports.
Find out what they may be doing besides collecting money, like selling
concert tickets or merchandise. Find out how much control you have over
how the funds are solicited and if any subcontractors will be used.

The fund-raisers work for you. Make sure you have the ultimate
control, but remember that these people are professionals and
they are trying to make the most money possible as well. Some
states require professional fund-raisers to be licensed or bonded.

It is also a good idea to get a list of references and contact them.
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When you sign a contract with a professional fund-raiser, you will
want to review it with your lawyer.  It should include the following:

• the services to be provided;

• financial responsibility of each party;

• whether subcontractors may be used;

• compensation to be paid and how;

• the contract period; closing and settlement dates;

• cancellations criteria;

• require detailed reporting of results;

• specify ownership of lists.

Remember that you are ultimately responsible for the behavior of the
fund-raiser you hire. You should have control over the materials mailed
and scripts to be performed during sales calls.  Keep in contact with them
through out the campaign, track complaints and resolve them immedi-
ately, and keep tabs on your money!

You can contact the Better Business Bureau’s Wise Giving Alliance
(www.give.org) or the American Institute of Philanthropy
(www.charitywatch.org) for more detailed information regarding fund-rais-
ing standards.

Marketing and Public Relations
If you are the typical philanthropic type, chances are you will give

second priority to marketing. But nonprofits are still businesses, and you
must do your part to compete for your target demographic in order to
make your business successful.  In addition to grant proposals designed
for specific potential donors, will you need your standard marketing plan,
but you must be prepared to answer any and all questions about your
organization should opportunity rise.

Your marketing plan should reflect the size and scope of your organi-
zation. Do not skimp on design and printing costs. Often, a postcard or
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advertisement is the first thing that people see of your company.  Your
goal is to appear as though you are the most professional organization to
offer your products or services, especially when the majority of your funds
come from those who aren’t receiving the benefit of your services.

There are some less obvious ways that a nonprofit can market
itself.  Press releases, public service announcements, charity
benefits, and newsletters are all viable marketing options for
nonprofit organizations.  It’s like marketing incognito...you
get to advertise your cause and your programs without people
saying “Hey, they’re just trying to get my money.”  Even
though you are.

Note that many television and radio stations provide spots for non-
profit organizations and run “calendars” of events on their Internet sites
where you can list upcoming events.

Planning
Aside from your marketing plan, you should perform a needs assess-

ment evaluation. There should be an initial evaluation as you start your
nonprofit organization and then periodic ongoing evaluations.  (Refer to
the chapter on Business Plans for a complete explanation of SWOT analysis,
and include the needs assessment in your business plan.)

These evaluations can be done by taking surveys of members and
current or potential donors, the general public, and of course, personal
interviews of employees, senior managers and board members.

Compile the surveys and interviews you have taken into separate
“cases.”  With this information you will be able to gauge motivations levels
inside and outside your organization, how current and previous donors
and other constituents view you, what you do well or poorly, and how
effective your staff,  volunteers and board members are.
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Performing regular evaluations of your nonprofit, either with a con-
sultant or on your own, should produce the following:

• clear mission and vision statements;

• SWOT analyses and program evaluations;

• well defined client needs and member concerns;

• general priorities and specific goals, objectives and strategies;

• an annual operational plan.

As time goes on, nonprofits should return to evaluations as a tool to
create new strategies and monitor progress.

What is the difference between a strategic plan and an opera-
tional plan, you ask? An operational plan is more detailed, but
should outline procedure and business policy for a one-year pe-
riod based upon what the strategic plan has outlined. It includes
goals and objectives for the year which will further the mission
statement of the organization.

Guidelines for action by individuals involved in daily operations, which
duties are expected of each responsible party, and the deadlines they can
expect to adhere to are all part of the operational plan. Draw up the op-
erational plan at the same time you do your budget. Involve the board as
needed.

The strategic plan is a long-term plan which establishes priorities and
direction, focuses vision, and ensures that all members are working to-
ward the same goals.

Conclusion
Now you know that nonprofit businesses are not limited to those

philanthropic, frugal caretakers that everyone looks at like they’re crazy
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because they’re taking salaries well below their competency levels.  The
nonprofit sector is just as competitive and cutthroat as the rest of them,
and many fail before they even get off the ground.  But if the guidelines of
the nonprofit organization match you goals and objectives as a small busi-
ness owner and entrepreneur, then jump on in.

Nonprofits carry with them a number of philosophies and leadership
practices that may not exist on other types of businesses, although most
for-profit businesses could gain from studying the nonprofit ethic.

The Duties of Care, Loyalty and Obedience may sound more like
the vows you say before joining a convent, but what better way to create
a team of solidarity, encouragement and support within your business.
When people see the tremendous passion and drive coming from those
who represent your business, potential donors will be quickly moved to
give, and give generously.
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Chapter 20

Exit Strategies

You never know where bottom is until you plumb for it.
—Fredrick Laing

The statistics on business failures within the first five years of opera-
tions are so astounding that printing them here might result in scaring read-
ers away from ever starting any businesses.

If you’re scared off, you won’t need this book. So, in the name if
better sales, let’s move ahead to the point where you either want to get
out…or need to get out.

As any good military planner will say, you need to have an exit strat-
egy before your ever commit resources to any activity. In business, this
means you have to think at least a little bit about what the end of your
business venture might be. Some common reasons for developing an exit
strategy include:

• struggling to make a profit and declaring bankruptcy when the
fight gets too difficult,

• making decent profit for a few years and then closing up shop
when the marketplace changes away from your business,

• selling out to partners,
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• handing the operations over to children or younger family mem-
bers,

• selling out to a bigger competitor,

• taking money from venture capitalists,

• selling the company to public shareholders (or “going public”).

Of course, there are dozens of variations on each of these options.
To simplify slightly, I say there are two ways1 to exit a business:

1) selling out, and

2) shutting down.

In this chapter, we’ll consider each of these exits in just enough detail
that you can keep some idea of what the light at the end of your business
tunnel might be.

Selling Out
Just about anyone who runs a business spends some idle moments

thinking about what they’d take to sell their operation. Some start their
businesses with a clear goal of growing it up and selling it; others think
about selling at the end of a particularly hard day. And many start thinking
about selling when friends and family members who work in conventional
jobs start retiring.

The first question that you need to ask yourself, if you’re serious
about selling, is: What does your business have that someone else might
want? If you’ve done any commercial financing, you’ve generated bal-
ance sheets and asset lists for bankers and finance companies. But for the
purpose of this exercise, you might think more broadly. The value in your
business might include obvious and not-so-obvious assets.

The obvious, tangible assets are the things that your bankers have
asked about. They usually include:

1 Of course, you might argue there’s a third option: Passing the business on to children or
family. I don’t really consider that exiting a business. But, for a good discussion of family
business succession, see Silver Lake Publishing’s book Family Money (2002).
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• inventory;

• equipment;

• real estate;

• contracts, licenses, franchise deals, royalties, etc.;

• accounts receivable;

• cash.

Bankers understand these kinds of assets; likewise, financial buy-
ers will understand these kinds of assets. Like bankers, though, financial
buyers won’t always see the full value of your business—the market share
you’ve carved out, the relationships you’ve built, the reputation you’ve
established. A person or company that understands those values is a stra-
tegic buyer.

If you’re thinking of selling, it’s usually best to look for a
strategic buyer. This can be another company already in your
market, a similar company that’s not in your market but wants
to be…or a particularly knowledgeable person or firm that
understands your business.

Strategic buyers will look beyond tangible assets to the less obvious,
intangible value your business might have. These intangibles can include:

• branding (trademarks and less formal business identity);

• client or customer lists;

• client or customer relationships;

• products designs, packaging or patents;

• products in development;

• key personnel.
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As we discussed in the early parts of this book, you can buy a busi-
ness through a business broker. Obviously, the process can be reversed
and you can sell a business through a broker.

One key advantage to using a business broker: Some owners, who
are aggressive about every other aspect of their business, become
shy or reticent about selling the business itself. Owners may find
the process too…personal; or they may take a “let the buyers
come to me” approach. So, the somewhat disinterested broker
can be the impersonal boost that a sale needs.

If you’re not familiar with business brokers in your area, ask other
small business owners. You can also ask any trade or industry groups to
which you belong. As a last resort, you can always search on-line or
through the Yellow Pages.

However you find a business broker, make sure to ask for refer-
ences—and check with the references that the broker offers. Business
brokers are usually not licensed or regulated as closely as insurance agents
or real estate brokers; as a result, their experience, knowledge and ability
can vary sharply from broker to broker.

Some people compare business brokers to real estate bro-
kers. But the comparison is limited, at best. Selling a busi-
ness is more complicated, time-consuming and particular
than selling a house. Even an expensive house. The sale of a
business can involve contract assignments, sharing trade
secrets, personnel issues, real estate transfers…or all of these.

There are many opinions about what makes the best business bro-
ker. Is it a small operation with local focus? Is it a common-sense industry
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specialist who understands the details of your operation; or an ambitious
financial specialist who prefers the term “investment banker” to “business
broker?” There are no right answers to these questions. The best ap-
proach is to use your own experience as your guide. What kind of broker
would you be most likely to trust?

Hiring a Business Broker
Once you’ve selected a broker, you’ll usually be provided with a

listing agreement or contract. Read the contract carefully yourself; then
send it to your attorney and have him or her review it. Key issues usually
include:

• Price and terms. How much do you want for the business; and
does the purchase have to be in cash? In many small business
sales, the owner agrees to some form of deferred payment—of-
ten in the form of a private note or an “earn out” arrangement
based on the business’ revenues. Will you accept that sort of ar-
rangement? Can the broker offer it initially? Or only after consul-
tation with you?

• The broker’s commission or fee. Is it a fixed amount or a per-
centage of the sale price? A combination of both? Does the fee or
commission increase as the sale price does? Are there any bo-
nuses or “kickers” if the broker makes a sale quickly to reaches
other goals?

• Terms of agency. How long will the broker be the broker? Un-
der what terms or conditions can you fire the broker?

• Retainers or advances. Does the broker require any up-front
payments? If so, will these payments be used for specific market-
ing activities? How will they be allies to final fees? If the deal
doesn’t go through, will advanced payments be returned?

• Advertisement and marketing. How will the sale be promoted
or publicized? Will an ad in the local newspaper do anything to
hurt your day-to-day business? Will an ad in trade journal tip off
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competitors or scare existing clients? Will you get to review every
ad or promotion before it goes out?

• Broker access. How often and under what conditions can the
broker “show” the business to potential buyers? Are specific times
of day better—in terms of not interfering with your regular work?
Will you need a specific amount of advanced notice?

Again, there’s no right answer to any of these questions. You need to
make the arrangement that will get the best price for your business without
interrupting or doing damage to ongoing operation.

Generally, though, cash is better than an earn-out—even if you have
to accept less in a sale. Broker fees vary dramatically by location and
industry; but they usually range between five and 10 percent of the sale
price (and should be on the low end of that range, most of the time).

Since selling a business is more complex than selling a house, most
broker contracts will give the broker at least six months to try to get a deal
done. That’s reasonable. Retainers are more problematic; avoid them, if
at all possible. Even if the contract calls for a refund, it’s very hard to get
money you’ve advanced back. If the only broker you like demands an
advance, establish how the money will be used (advertising, other mar-
keting, even research). That way, if there’s a dispute later, you can de-
mand proof that the money was spent as it should have been.

Most advertising and marketing in business brokerage is done “blind.”
That means the broker keeps details of the business private until potential
buyers have been vetted and qualified. Make sure that your broker un-
derstands this policy and follows it. Loose talk about your business being
for sale can make customers nervous.

Access can be a big deal. Many business broker arrangements
that end badly do so because the broker claims that the business
was not available or “showable” to potential buyers. State clearly
from the start when and under what conditions potential buyers
can see the business. Intelligent ones will understand that Friday
at 8 p.m. is not a good time to check out a restaurant.
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Assembling Your Information
Once the broker contract has been hammered out, your work has

just begun.
Usually, the broker will begin by researching recent sales of similar

businesses in your area. This will help support your asking price and es-
tablish standard terms—but it will also help identify possible buyers.

In the meantime, the broker will usually give you a list financial and
commercial information that will need to prepare. This list will usually in-
clude the following items:

• at least three years of tax returns,

• three years of profit and loss statements,

• three years of balance sheets,

• detailed accounts payable and receivable reports,

• list of lenders or financing companies related to current or long-
term liabilities—and details on whether these items are assumable
or assignable,

• payroll details and employment contracts,

• key customer contracts or distribution agreements,

• complete customer or client list,

• complete vendor list.

If you’re well organized, this information can be generated in half
an hour from your accounting software and a quick check of a few
files. Most small businesses aren’t so well organized.

Even if it takes a few days of digging, it’s essential that you assemble
a standard “package” of this information for potential buyers to review.



324

The Elements of Small Business

You can keep this information for when you meet a potential buyer…or
you can give your broker a master copy…but the important thing is to
have the basics ready in advance of any negotiation.

Buyers will usually demand it.

The Mechanics of a Sale
As we discussed at the beginning of this book, business transactions

can take the form of either an asset sale or a stock sale.
In an asset sale, you sell the things that make up your business but

keep the corporate structure of your business and responsibility for pay-
ing off any debts, obligations or liabilities.

In a stock sale, you sell the entire business, including assets, liabilities
and whatever corporate structure the business takes.

Asset sales are easier—mechanically—to structure than stock sales.
And they usually mean a larger sale price. But they leave a considerable
amount of work for the seller. After you’ve agreed on a purchase and sale
agreement and sold the assets that constitute the business to the new owner,
you usually have to pay off debts, pay out partners, close up shop (some-
times literally) and lay off workers.

Of course, you also have the option of using your remaining cor-
porate structure to start some sort of new venture.  However, since
the asset buyer will usually ask you to sign some form of non-
compete agreement, your new venture may have to be in an
entirely new field.

Stock sales are a little more complicated. In most cases, once you’ve
agreed on the purchase and sale agreement, you will have open an es-
crow account. An escrow officer will handle the transfer of stock for
cash…and make sure that the stock actually represents the complete,
unencumbered ownership of the business. This can be a time-consuming
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process that involves searches for any claims or liens under the Uniform
Commercial Code, title searches of any real estate involved and searching
public databases of lawsuits or other claims in any places where your
business has done business.

In some cases, the background checks can hold up the close of the
sale for weeks…or longer. And, in a few cases, the escrow or title agents
may require that some of the sale proceeds be held after the close as
security against any pending actions.

This process can be a tough one. Complete honesty about
any business or legal hassles will help make it go more
smoothly. If you know that you’ve got a skeleton or two out
there, you’ll be nervous during the escrow period. And you
should be. Escrow is designed to dig up skeletons—and it
usually does. Therefore, it’s usually best to have a lawyer or
broker manage the escrow process for you.

The upside to a stock sale is that, once the deal closes, you don’t
need to worry about business liabilities anymore. In almost every case,
they are the new owner’s concern. In this litigious age, that’s a good thing.

About Real Estate
Real estate is an interesting matter when it comes to selling a busi-

ness. On the balance sheets, it’s an asset; but, in the course of a sale, it can
emerge as either a good thing or a bad thing.

Many business owners consider buying real estate—or leasing it for
a long term—as a kind of hedge against the ups and downs of their busi-
ness cycles. But, when it comes to selling a small business, the same “as-
sets” can seem like liabilities.

A Southern California chain of frozen yogurt stores was a good ex-
ample of this kind of shift. Its owners had signed a number of long-term
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leases for stores in pricy, high-traffic neighborhoods. They considered
these contracts to be assets; the deals locked them into desirable loca-
tions for 10 years or more at fixed, below-market rates.

Then, several years sooner than any of the owners expected, a larger
frozen yogurt chain approached them about selling. The offer was attrac-
tive—with one exception. The larger buyer didn't want the long-term leases
on commercial space (it had its own stores in many of the locations).
Suddenly, the real estate switched from being a good thing to being an
unwanted drag on the deal.

The owners of the smaller chain agreed to sell the assets of their
company to their larger competitor. But they agreed to keep all responsi-
bility for the long-term leases on several dozen locations.

They made money from their sale—but they had to sublet or buy out
the leases they kept. That took time and ate into the profits they made
from the sale.

Real estate can be a good hedge. But, if you buy a building or
lease a lot of retail space, it’s a good idea to establish a sepa-
rate entity (corporation, LLC or real estate trust) for owning or
controlling those assets. That way, you can keep the real
estate apart from the other business operations; and, if you
get rid of the business, you can either get rid of the real
estate, too, or keep it  and be a landlord, etc.

Shutting Down
If you keep your tangible assets separate—or don’t have many tan-

gible assets—and sales have declining for several years while your mind
has turned to thoughts of golf and shuffleboard, you might consider simply
shutting down the business.

Dissolving a business can be easy or difficult, depending on the form
of the business and how many debts you have.
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If the form of your business is a sole proprietorship and you don’t
have significant debt or bills due, all you need to do is stop doing business,
pay off your vendors and move on to the next thing.

If you’ve borrowed money from the bank or a commercial finance
company, you’re still responsible for that debt. But, since you’ve
borrowed the money as a sole proprietor, the lenders don’t usually
care how you make the payments—as long as you make them. So,
you can move on to a traditional job and pay those debts. Or you
can set up a new business and pay them.

If the form of your business is a corporation, LLC/LLP or limited
partnership, shutting down is a little more complex.

To begin, you’ll need to get the written authorization to shut down
from all partners or members. Once you have this, you will usually have to
file a notice of termination with the Department of Corporations, Secre-
tary of State or similar agency in the state where the business is domiciled
…and anywhere it has facilities or does significant business.

You may also have to publish a notice of intent to terminate in a local
newspaper or journal of record. And you’ll need to give notice of termi-
nation to any person or company with whom you have a contract or legal
agreement.

It can take anywhere from two weeks to six months to get the final
termination paperwork back from the states. The time lag is designed to
do two things:

1) give the state time to make sure that you’ve paid all appropriate
taxes and fees;

2) give the public—and, more specifically, your vendors or credi-
tors—the chance to make any legal of financial claims they have
against your business.

Once you’ve filed all your termination paperwork, paid off all your
vendors and creditors and paid all of your taxes, you can distribute the
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business’ assets among the owners. If you’re the only owner, that’s easy.
If there are partners, you will have draw up a letter or more formal con-
tract that explains how the assets are being distributed and that all owners
agree to the deal.

Just as you should use a lawyer to draft your corporation or
LLC filings—especially if you have partners—you should use
one to help with the termination. Many states make the ter-
mination process slow and complicated, in order to keep fees
flowing as long as possible. A good corporate counsel can let
you know where the snares lie.

Once everything has been distributed and all contracts have been
ended, you’ll have to sent a final notice to the state. In some cases, you
may have to post a bond or pledge some other form of financial security
against taxes or fees which might come to light in the future. But, if no tax
issues exist, you will receive a letter indicating that the termination (it may
be called a “dissolution”) is complete.

Be aware: If labilities surface after the corporation, LLC or limited
partnership has been dissolved, members may be held respon-
sible for these issues—usually, up to a share of the liability equal
to their ownership percentage in the dissolved entity.

Bankruptcy
Some businesses end up adrift in a sea of red ink that even Moses

couldn’t part. In these cases, selling out is not an option and neither is a
simple dissolution. Instead, bankruptcy may be the best choice.
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Probably no other word in the business language has such a pejora-
tive meaning as bankruptcy. Yet, the number of business failures in the
1990s and 2000s has resulted in a record number of bankruptcies.

Unlike most of the court battles you might have, bankruptcy is con-
trolled by federal statutes and by the federal judiciary.  However, the rules
are not uniform in each state.  In fact, the states have certain rights to set
parameters for qualifications.

Bankruptcy rules are organized into categories called chapters. Each
treats debts and obligations—and how they’re paid—differently.

When you choose to declare bankruptcy and you have few assets
and own no property, then you may not need an attorney other than for
the assistance with the filing.  The papers necessary to commence a bank-
ruptcy can be quite voluminous and cover topics that may not be well-
understood by the lay person.  However, if you own a business, a home,
or shares in a corporation, then an attorney is essential.

Chapter 7
Bankruptcy is available to businesses and to individuals.  The most

widely used form of bankruptcy for both is liquidation under Chapter 7.
This section provides for the liquidation of your assets or your company’s
assets.  You start with filing a whole lot of papers [Form 20-1] that pro-
vide a list of all assets and all debts, including receivable income and pay-
able expenses.  In theory, since the reason for filing a bankruptcy is a lack
of money, chances are there will not be an issue with having more assets
than liabilities.

Note that your creditors will receive notice of the bankruptcy and
will have the right to question you or even make objections.  How-
ever, upon filing the bankruptcy, all collections cease.  If your
home is being foreclosed on or is about to be foreclosed on, all
proceedings are halted, at least temporarily.
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Once filed, all of what you have or your business has is called the
“bankruptcy estate.” While a judge oversees the estate, the administration
of it is handled primarily by a “trustee.” The trustee is an attorney who is
appointed by the judge to administer the estate, or put simply, the trustee
is charged with gathering your assets, if any, and distributing them to your
creditors. By hiring a reputable attorney who specializes in bankruptcy, he
or she likely will know the trustee and his or her propensities. Your attor-
ney also will have some knowledge of the judge and the best ways to
make the process go smoothly.

Generally, four to six weeks after the initial filing, you will be required
to appear at a 341(a) hearing. At this hearing, which your attorney will
attend, the trustee asks questions about the information contained in your
paperwork. While the questions vary between a business bankruptcy and
an individual bankruptcy, the crux of the questions centers on your assets
and how you concluded that they were valueless or lacked any substantial
value.

By the way, acting distraught or forlorn at bankruptcy hear-
ings won’t help. The trustee does not get paid by you or the
court. Instead, the trustee is entitled to a percentage of mon-
ies he recovers for the creditors. For example, when a “se-
cret” Swiss bank account is discovered and turned over to
your creditors, the trustee gets his slice of the pie. The best
way to act is quietly and professionally.

If you file as an individual but operate a corporation or LLC, then the
fun really begins. While the corporation is not your personal asset, the
shares of the corporation that you hold are. Thus, they are subject to the
bankruptcy. If your business is in the same financial condition as your
personal finances, then the shares of stock have little or no value. How-
ever, if your personal finances are in the dumpster but the business is
making money, the trustee has the authority to sell your shares of the busi-
ness in order to pay off your creditors.
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If you have partners in the LLC or corporation, the value of
their equity can be affected by your personal bankruptcy. If
you try to hide your filing from them, you’re probably violat-
ing your fiduciary duty to the business. Don’t do that. It will
only add to your problems.

Once again, a good lawyer with experience in bankruptcy is essential
here. For example, if the business is performing well, your attorney might
argue that your personal abilities provide the value to the business and
therefore a sale of your shares would not create much value for creditors.
Or, if permits are required for the operation of the business, your attorney
might point out that the time and expense of transferring the permits would
make the business difficult to sell and, again, not create much value.

At the 341(a) hearing, your creditors have the right to ask questions
about your assets and their valuation. Typically, arms length creditors and
unsecured creditors such as credit card companies will not send any rep-
resentatives. But secured creditors may be more inclined to ask ques-
tions. While your attorney has little ability to object at this stage, the trustee
will not allow the questioning to progress too far unless certain information
comes to light such as hidden or unreported assets.

Also, creditors have a right to take your deposition known as a “2002
examination.” That process involves questioning of you under oath by an
attorney for one or more of your creditors about the veracity of the docu-
ments you filed and any assets you undervalued or failed to report. A
2002 examination is not relevant unless the creditor believes you have not
been truthful—so, it’s usually a pretty nasty exchange.

Then there is the possibility of a lawsuit. While judgments, current
and potential liabilities are subject to discharge in bankruptcy, intentional
wrongdoing is different. For example, if before filing the bankruptcy, you
intentionally misrepresented something—committed a fraud—the filing will
not save you.  If no lawsuit has been filed prior to the bankruptcy filing,
one can be filed within the bankruptcy court. The suit will proceed like
any other suit, except that the case is heard by the judge without a jury.
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Ultimately, you or your company will be discharged from Chapter 7
bankruptcy and the debts and creditors will go bye-bye. And then you
begin again with Chapter One of this book.  So remember not to abuse it
or make too many dog ears.

Chapters 11 and 13
Okay.  So what happened to Chapters 1 through 6 and 8 through

10?  Who knows?

Actually, these other Chapters (really, they’re sections of the bank-
ruptcy law) are reserved for local governments and other particu-
lar legal entities. Most of them do not have anything to do with
ordinary businesses or individuals.

Chapter 11 provides a way to continue doing business for businesses
that believe they can be successful—if only their creditors will give them a
break.

Before you undertake this filing, make every attempt to work out
deals with your creditors. Many will prefer to give you more time or even
forgive part of your debt, in order to avoid dealing with a bankruptcy. As
most bankruptcy lawyers will tell you, you have the most leverage to re-
negotiate with creditors before you file. Once you’re in the system, nei-
ther you nor your creditors are in charge. The trustee is.

And you’re spending your time and scarce money dealing with pro-
cess, rather than earning your way out of trouble.  In addition to filing all of
the applicable paperwork, you will be required, either individually or in
behalf of your business, a plan to pay your creditors on which they will
agree. Simply said, you can’t suggest a plan to pay 50 cents on the dollar
and then expect the trustee or the judge to force that solution down the
throats of the creditors.
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Don’t be confused by the Chapter 11 filings of large public compa-
nies where the companies seem to have control over the creditors. In their
cases, millions of dollars are at stake and tens of thousands of jobs de-
pend on a viable plan…and liquidation of the assets may not yield enough
money to pay all the creditors. So the creditors have an interest in work-
ing with the debtor company.

In a small business, you won’t have so many employees and many
may have been laid off long before you file. Most of your debts likely
include leasing companies who have enabled you to finance certain items
but have a lien on them. While the leasing companies have little desire to
foreclose on the goods, at least they have that option.

The trustee will take of this into account when he or she assembles a
plan that splits the difference between what you can afford and what your
creditors are likely to accept. If that doesn’t work—if the creditors don’t
agree to the plan—then you will be forced into a Chapter 7 liquidation
whether you like it or not.

Chapter 13 is a bankruptcy for individuals only—businesses need
not apply. Like Chapter 11, Chapter 13 provides time to pay creditors.
However, they must be paid and you’ll usually have only three to five
years in which to do it.

Chapter 13 is especially popular where Chapter 7 is not possible.
For example, if you are employed but don’t have the cash necessary to
pay your monthly debt service, Chapter 13 provides a longer timetable in
which to make payments. The payments are then made to the court via
the trustee and distributed among your creditors.

Don’t File Unless You Have To
A client who owned a flower shop called me. The business was not

incorporated and was running into cash flow problems. She and her hus-
band had accumulated credit card debt in the tens of thousands of dollars
and could not keep up with the payments.  They wanted to file a Chapter
7 bankruptcy. But they had a problem: They owned a house with equity
well over $250,000. Since their total debt fell below the equity in the
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house, thus resulting in more assets than liabilities. They weren’t eligible
for a Chapter 7 filing. They could have taken their chances on a Chapter
13 filing, gambling that the creditors wouldn’t push them to sell their resi-
dence. But, since they had so much equity in the house, this wasn’t a good
bet either.

After talking with the husband and wife for a while, I realized that
they hadn’t even tried to ask their creditors for extended terms.

Granted, those phone calls can be tough ones to make—admitting
that you’re short of cash and are going to need some weeks or
months to pay your bills—but they’re a lot easier that sitting
through bankruptcy hearings. And most creditors are used to
customers in cash crunches. What they usually want is good in-
formation about how much time you’ll need and how you’re go-
ing to get out of the bind.

Why file for a bankruptcy if you don’t have to?  Before you bail out,
consult an attorney who specializes in bankruptcy and has experience in
business. Maybe the lawyer can make the hard calls. If your creditors
understand your dire financial condition, they may be willing to enter into
an arrangement to extend payments or even suspend them for a period of
time. You’ll never know if you don’t ask.

The Paper Chase
If bankruptcy is inevitable, get ready to do a lot of paperwork. If you

thought tax return forms were difficult, wait until you see the Bankruptcy
Petition (for simplicity’s sake, in this section, I’ll reference a Chapter 7
filing—it’s the most common).

The cover sheet and second page contains the names of the parties,
the chapter under which you are filing, the name of the attorney (though
you’re not required to have one), and other basic information.  Then come
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the schedules. The pages, similar to that which you might file with a tax
return, contain the specific information about your assets and liabilities.

First, a “Summary of Schedules” is created. It tells the trustee what is
to come. Schedules include lists of the following:  real property, personal
property, exempt property, secured creditor claims, unsecured creditor
claims, contracts and leases, co-debtors, current income, and current ex-
penditures.

Real property is any land you own, whether its use is for business or
residence. You are required to provide a description, your interest includ-
ing whether the property is community, the value of the property and the
amount of any secured claim. If you lease your home and/or your office,
then this page will be left open.

Personal property has a broad definition. First, it starts with the
cash you have including any money you have in your bank accounts. It
also includes any deposits you made to utility companies to get your utili-
ties started. Remember those deposits and the curse words you muttered
when you realized you had to pay them?  Then comes household goods—
books, pictures, antiques, records, tapes, and even that Carly Simon CD
must be accounted for in terms of their total value. Have any furs not
painted by PETA or any jewelry?  They must be declared.

How about insurance policies or annuities? Or stocks and bonds?
Or retirement plans? These must be disclosed as well. (Though most rec-
ognized retirement plan dollars are exempt.)

And then there is alimony and inheritances— which I include in the
same section since if you are paying alimony you will need an inheritance.

Own any intellectual property?  Did you write a hit song or an award
winning script?  Have any crops or any barnyard animals? Have any ma-
chinery or any farming equipment?

And there is the “E” answer: all of the above. In this case, you put
down the value of anything not covered by the specific categories.

The next section concerns exempt property. Your lawyer will advise
you on the specifics.  In most cases, you are allowed to stay alive. And
you are allowed to make a living.  So, cash on hand used to pay for
necessary expenses often is exempted. Your average household goods
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are exempt as is your clothing, and as we said above, retirement savings
are generally exempt.

Next are the secured claims. If the bankruptcy is filed on a corpora-
tion, then the secured claims likely will include any business equipment
subject to a lease, regardless of whether the lease results in ownership. If
the bankruptcy is personal, then secured creditors might include depart-
ment store merchandise purchased with the department store card. Un-
like the typical Visa or Mastercard purchase, the store credit card pro-
vides in the fine print that the store has a lien on any items purchased with
that card. In the event of a bankruptcy, Circuit City can actually try to
recover the big screen TV you bought for that Super Bowl Party.

Then come the unsecured claims. They are the “all others” of whom
you owe money. Major credit card debt is the most common. Also, if
someone has a court judgment, that judgment should be included—and
can be discharged.

Following the creditors are executory contracts and leases. And
then there are the co-debtors. If you have partners, this is where you get
to give their names and information.  Just think how much they will appre-
ciate the gesture.

Once you have covered all that you have, it becomes time for the
income and expenses.

A word to the wise:  if you claim to have $5,000 per month in
expenses, it helps to show approximately $5,000 in income.  While
showing too much income obviously makes no sense, showing
too little is equally troubling, especially if the mortgage or lease/
rent payment is more than you claim to make.

The next section is the “Statement of Financial Affairs.” In addition to
business or employment income, you are asked to list individually and
verify everything you totaled on the Summary of Schedules.

Then you are asked about your intentions, especially concerning the
secured debts. “Winning the lottery” is not what the trustee will be looking
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for. This schedule will inform the court and the trustee as to whether you
intend to give up certain secured property or attempt to keep it. Many
individuals who have a house, try to keep it. That is acceptable so long as
you inform the mortgage company, the trustee and the court.

Finally, a proof of service by mail containing names and addresses of
all of the creditors must be provided to show the court and the trustee that
you have informed everyone about the bankruptcy so that they can come
to the 341(a) hearing and make you feel like a deadbeat.

Don’t feel bad.  When you get to the hearing, there will be a slew of
other deadbeats, many in far worse financial condition than you. Your
lawyer will walk you through the process and will deal with any problem
creditors. And just think: Once discharged, you can return to the start of
this book and begin the process all over again.

Conclusion
The grande finale of your business can come in many forms: sale,

dissolution or even bankruptcy. Each has its complexities and challenges.
I hope you’ve done well enough with business during its run that the exit is
worth the effort.

No matter which of these exit strategies you choose, your attorney
and accountant will be critical in making yours a smooth exit. Generally,
any exit will require some manner of final accounting of how the business
has done—for a buyer, tax man or bankruptcy trustee.

As in any major business transaction, make sure to read all of the
relevant documents carefully. I’m always amazed at how many business
people don’t do this. If you’re off to Sun City, you don’t want to have to
worry about old problems finding you.

And, if you’re on to your next adventure, see you back at Chapter
One.
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Epilogue

Parting Glances

Do what you can, with what you have, where you are.

 —Theodore Roosevelt

So now you know the whole story.  It’s lonely at the top.  It’s tire-
some.  It’s difficult.  And the buck stops with you.  But you make the
rules, you choose the road (even the one less traveled), and you reap the
benefits of the blood, sweat, and tears.

The fact is there is no trick or magic formula to learn.  Just be smart.
Don’t be governed by emotion and recognize that you have certain costs
associated with your success.  Plan for them and budget for them.  And
recognize that you have certain limitations. But you can turn to experts for
advice.  The earlier you consult the lawyers or accountants or other ex-
perts, the better you will feel, the faster the problem will get solved and the
cheaper the solution will be.

Remember:  no one ever said, “I did too much research” or “I ob-
served too much how others operated their businesses.”  Watch, listen
and learn.  And one day the neophytes will be learning from you.

Good luck!
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Business Forms and Reports

The following list is a recap of the essential business forms, reports
and government documents described in this book.

Because some of these are long (and others change periodically),
I've posted them on Silver Lake Publishing’s Internet Web site at
http:\\www.silverlakepub.com\thaler.

1. Sample registration form for fictitious business name [Form 3-1]

2. Sample Articles of Incorporation [Form 3-2]

3. Sample shareholder’s certificate [Form 3-3]

4. Sample operating agreement for Limited Liability Company
(LLC) [Form 3-4]

5. Sample operating agreement for Limited Liability Partnership
(LLP) [Form 3-5]
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5. IRS Form SS-4 [Form 3-6]

6. IRS Form 2553 [Form 3-7]

7. Sample Employment Agreement for operating or managing part-
ner [Form 4-1]

8. Sample “Buy-Sell” Agreement among partners [Form 4-2]

9. Sample company description from business plan [Form 7-1]

10. Sample catalogue sheet [Form 8-1]

11. Sample company brochure [Form 8-2]

12. Form of an unlawful detainer action [Form 9-1]

13. Sample balance sheet [Form 12-1]

14. Sample sources of income and expense report [Form 12-2]

15. Sample profit and loss statement [Form 12-3]

16. Sample cash flow statement [Form 12-4]

17. Sample employment application [From 14-1]
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18. Sample employment contract [Form 14-2]

19. IRS Form W-4 [Form 14-3]

20. IRS Form W-2 [Form 14-4]

21. Sample nondisclosure agreement [Form 16-1]

22. Sample non-competition agreement [Form 16-2]

23. Sample list of assets and liabilities for bankruptcy proceeding
[Form 20-1]
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