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Kraft and Heinz merged in 2015 to create a single, multinational corporation.
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CHAPTER

Organizing a Business
Corporations and Other Legal Structures

Kraft Heinz is a multinational corporation valued at over $100 billion in 2017. The
company sells an assortment of food products in over 100 countries under a variety
of brands, including Oscar Mayer, Jell-O, Planters, Kool-Aid, and Grey Poupon–and,
of course, Kraft and Heinz. The corporate giant obtained its global reach with over a
100-year history of successful deal making and product development, including the
2015 merger between Kraft and Heinz.
The company also had its share of missed opportunities. In 2005,
for example, Hamdi Ulukaya bought a food-processing plant Kraft
was closing and hired several former Kraft employees. Eventually,
Describe the different legal structures
he formed Chobani, which quickly grew to become the top seller of
of firms.
Greek yogurt in the United States. Unlike Kraft, Chobani was not a
Examine how corporations raise funds.
corporation, but rather a partnership owned primarily by Ulukaya and
other investors, with employees owning 10% of it.
Discuss the principal–agent problem and
In this chapter, we explore how businesses are organized: from
ways to minimize it.
small-town pizza shops with a single owner to partnerships like
Explain the main advantages and
Chobani to large multinational corporations like Kraft Heinz. We then
disadvantages of being a multinational
take a detailed look at the economic issues corporations face. We
corporation.
examine how they raise funds and what happens when stockholder’s
interests are not aligned with those of management. Finally, we explore
both the economic challenges and opportunities of being a multinational business.

Chapter Learning targets

9.1 The legal sTruCTures of Businesses
Henry Ford, Sandra Lerner, and Mark Zuckerberg all needed to make important
decisions when establishing their business. All three eventually decided to create
corporations: Ford Motor Company, Cisco, and Facebook. A corporation is a
business that exists as a separate legal entity from its owners. In the United States,
corporations account for the majority of business revenues and profits. Recall that
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Exhibit 1 Three Legal Structures of Businesses
Business Revenues
Sole Proprietorship
4%

Business Income

Number of Businesses

Sole
Proprietorship
16%
Corporation
18%

Partnership
15%

Corporation
81%

Partnership
27%

Corporation
57%

Sole
Proprietorship
72%

Partnership
10%

The most common structure is the sole proprietorship, though corporations have
considerably larger revenue and profit.
Data from: IRS.gov.

revenue (or total revenue) is the money a business receives from the sale of a product;
profit is business income equal to a firm’s total revenue minus its total costs.
Most businesses, however, are not corporations; they are sole proprietorships. A
sole proprietorship is a business owned by one individual. It is easy to find sole proprietorships on any commercial street in the United States, including locally owned
pizza restaurants, small retailers, general contractors, and many local real estate
agencies. This structure is also increasingly common among small online merchants,
such as those who sell on eBay and Etsy. Sole proprietorships tend to be small and
have substantially lower average profit and revenue than other business structures.
Finally, a partnership is a business owned by more than one individual, not formed
as a corporation. Partnerships are commonly found among groups of professionals like accounting firms, law firms, consulting agencies, and medical clinics. In the
United States, there are fewer partnerships than corporations and sole proprietorships.
Typically, they enjoy larger revenues and profits than found in sole proprietorships, but
lower revenues and profits than found in corporations.
Exhibit 1 displays the three major types of business structures by business revenue,
profit, and number of firms in the United States. In this chapter, we take a detailed
look at factors that determine how entrepreneurs decide among the three major legal
classifications of businesses. Each has its own strategic advantages and disadvantages.

Starting Small: Sole Proprietorships
corporation A business that
exists as a separate legal
entity from its owners.
sole proprietorship A
business owned by one
individual.
partnership A business
owned by more than one
individual, not formed as a
corporation.
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The simplest and easiest type of business to establish is a sole proprietorship. Owners of sole proprietorships are self-employed and have complete control over their
businesses. This structure gives businesses tremendous flexibility in decision making
compared to corporations and partnerships. If business conditions warrant a change
in strategy, only one person needs to agree with the decision to change—the owner.
In addition, profits are only taxed once, at the personal income level. (In contrast, the
profits of corporations are taxed twice.)
Sole proprietorships also have several major disadvantages. A sole proprietorship is not recognized as a “separate legal entity.” In practical terms, this means the
owner is legally responsible for all contracts he or she enters, even if the business
fails. The owner has unlimited legal liabilities. When lawsuits are brought against
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the firm, it is the owner of the sole proprietorship who is being sued, not the business itself. The business ends upon the death of the owner. Furthermore, sole proprietorships have limited ability for expansion. Financing is limited to what the
owners have or can borrow. There are limits on the size a business can achieve when
one owner needs to effectively control the entire business. After all, the owner faces
unlimited personal legal liability and will need to control all aspects of the business
to limit potential risks.

Teaming Up: Partnerships
A business owned by more than one individual, not formed as a corporation, is a partnership. From a legal entity standpoint, partnerships differ from sole proprietorships
only in the fact that partnerships are jointly owned. In general, partnerships have a
greater ability to raise money, as more than one person is able to secure loans. Since
each partner is an owner and maintains a vested interest in the success of the business,
less monitoring of partners is necessary. In contrast, sole proprietors must carefully
monitor employees who have no ownership stake and thus less vested interest in the
business’s success. Each partner can focus on a specific aspect of the business, without the other partners needing to fully understand every area of the business. This
allows for greater specialization. As with sole proprietorships, profit is taxed just once,
as personal income. Because partnerships have multiple owners, decision making is
more complex. When more than one person is involved in any decision, there will be
differences of opinion that need to be resolved. In addition, many p
 artnerships also
have unlimited personal legal liabilities. Each partner is fully at risk for actions and
debt incurred by any partner. The mistakes of one partner could expose all partners to
enormous liabilities.

Scaling Up: Corporations
As noted above, Kraft Heinz, Ford Motor Company, Cisco, and Facebook are all
corporations. A corporation is a business that exists as a separate legal entity from
its owners. Being a separate legal entity provides the corporation with the rights of
an individual. As a consequence, corporations provide owners limited liability, which
is perhaps the most important feature of a corporation. Limited liability means the
owners of a business are not personally responsible for the debt and other financial
obligations of a firm beyond what they put into it.
A corporation can legally enter into contracts with others. With most partnerships
and sole proprietorships, owners enter contracts as individuals and not as a separate
business. A corporation can sue and be sued for breach of such contracts, among other
circumstances. However, the owners of the corporation cannot be sued for its actions.
Since owners of corporations face limited legal liabilities, the most they can lose is
their investment in the corporation.
Corporations have an ability to raise the enormous sums needed for expansion in industries such as auto manufacturing, aerospace, and business computers.
They can do so by issuing stocks, taking out loans, issuing bonds, or retaining
their earnings. Another advantage of corporations is that a share in their ownership (stocks) has a perpetual existence. Since stocks are easily exchanged in the
world’s major stock markets, when a stockholder dies or otherwise wishes to end
his or her ownership stake, the stocks can simply be sold to a new owner and the
corporation continues with business as usual.
The major disadvantage of a corporation is that its profit is often taxed twice. Profit
is first taxed at the corporate level, through the corporate income tax. Remember,
corporations are a separate legal entity from their owners, and can be taxed as if they
were a person. As the owners of the corporation, stockholders are also typically taxed
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limited liability When the
owners of a business are not
personally responsible for
the debt and other financial
obligations of a firm beyond
what they put into it.
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Exhibit 2 Advantages and Disadvantages of Three Business Legal Structures
Advantage

Disadvantages

Common Examples

Sole Proprietorship

Partnership

Corporation

Easy to establish and
manage

Access to partner’s funds

Limited legal liability

Complete flexibility

Less monitoring and
greater specialization

Tremendous ability to raise
money

Income taxed as personal
income

Income taxed as personal
income

Perpetual existence

Unlimited personal legal
liability

Unlimited personal legal
liability

Complex to organize and
manage

Limited ability for
expansion

More complex decision
making

Possible double taxation of
income

Local pizza restaurant

Accounting and law firms

Ford Motor Company

Small retailers

Consulting agencies

Cisco

Small online merchants

Medical clinics

Kraft Heinz

Sole proprietorships, partnerships, and corporations vary in terms of the ease with which
they can be managed and formed, and their ability to raise funds, their tax treatment and
legal liabilities.

when they eventually receive their share of the corporate profits. Such income is subject to the personal income tax.
In the United States, there are far fewer corporations than proprietorships, but
these corporations are often quite large. They generate the bulk of business revenues
and the bulk of businesses profits. Exhibit 2 summarizes key aspects of a corporation
and other legal structures.

Other Options: Limited Liability Companies and Franchises

limited liability company
(LLC) A partnership whereby
some partners enjoy limited
liabilities.
franchise A purchased right
to operate under an
established brand name.
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Other hybrid legal structures of businesses exist that attempt to provide benefit of
single taxation of a sole proprietorship or partnership with the benefit of limited
liability or name recognition of a large corporation. These hybrid legal structures have
been used to organize businesses in many states and countries in recent decades.
A limited liability company (LLC) is a partnership whereby some partners enjoy
limited liabilities. Chobani, for example, legally formed as a LLC. In an LLC, some
partners will not be at risk if another partner makes costly mistakes (similar to owners of a corporations). Although such partners have limited liabilities, they typically
also have limited management control. Since the LLC is a partnership, profits are
taxed only once.
In addition, many large corporations allow others to operate under their name.
Domino’s Pizza Inc., for example, owns and operates many but not all Domino’s
restaurants. However Domino’s Pizza Inc. also sells Domino’s franchises to sole
proprietors, partnerships, and even other smaller corporations. A franchise is a purchased right to operate under an established brand name. Franchises are especially
common in the fast-food industry. Franchise owners typically have access to the
trademark and proprietary knowledge of the main business. However, franchise owners are not simply employers; they have an ownership stake in their local business
(not the national chain), and thus Domino’s Pizza Inc. allows owners of its franchise
to operate Domino’s restaurants in select areas—for a fee, of course!

Copyright ©2018 Worth Publishers. Distributed by Worth Publishers. Not for redistribution.

17/05/18 5:09 PM

Chapter 9

■

O r ga nizing a business

187

bUSiNESS bRiEF top Franchise Opportunities

Scott Nickel/Cartoon Stock

Franchises are common in the business world of fast food. For a few million dollars,
you can establish your own KFC, Wendy’s, McDonald’s, or Taco Bell. A franchise for
Moe’s Southwest Grill is only about half as expensive, and a SUBWAY franchise is
even less.
Franchises are not limited to fast food. If you wish to own a hotel, Hampton Inn,
Days Inn, and Super 8 all offer franchise opportunities. If operating a hotel is not your
thing, perhaps you’d prefer to open your own Ace Hardware or Aaron’s Automotive. Are you more interested
in retail clothing? Then maybe you’d like to own a Plato’s Closet. Hair styling? How about opening a Supercuts,
Great Clips, or Sport Clips store?
Each year, Entrepreneur magazine lists its top 500
franchise opportunities. In 2017, the top five franchise opportunities were 7-Eleven, McDonald’s, Dunkin’ Donuts,
the UPS Store, and Jimmy John’s gourmet sandwiches.*
Buyers of a franchise typically gain access to the trademark and proprietary knowledge of the main business,
and sellers are able to expand at a rapid pace while gaining a consistent source of revenue—a potential win-win
situation. And the parent company knows that franchise
owners will be highly motivated to do well, because they
get to keep the profits earned after they have paid the
franchise fee.
“2017 Top Franchises from Entrepreneur’s Franchise 500 List,” Entrepreneur, accessed October 29, 2017,
http://www.entrepreneur.com/franchise500.
*

9.2 CorporaTe finanCe: how CorporaTions
raise funDs
A vital requirement of any business is the ability to raise funds necessary for expansion
and current operating expenses. Since corporations are often much larger than other
business-related legal structures, they may need to raise more money than can be provided by any one individual. Corporate finance is the study of the financial activities
of a corporation. Corporations have three primary ways to raise money for expansion:
issuing new stocks, retaining earnings, and borrowing through bank loans and bonds.

issuing New Stocks
Corporations are unique in their ability to raise funds by selling stock to many different
investors. Partnerships and sole proprietorships do not have this option. A stock is a
share of ownership in a corporation. When a corporation sells new shares of ownership,
it is said to issue stocks or equities. Stockholders are the owners of a corporation. If a
large corporation has 1 million shares of stock outstanding and you own one share of
that company’s stock, then you own 1 millionth of the corporation—congratulations!
People often are confused on this point. A retired schoolteacher with a few shares of
General Motors stock is an owner of GM. The CEO of General Motors, who may earn millions of dollars per year and make major business decisions, is actually an employee of GM.
The CEO technically works for the schoolteacher with GM stock and, of course, many
other GM stockholders. That’s not to say CEOs can’t own stocks; they frequently do, but
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corporate finance The study
of the financial activities of
a corporation.
stock A share of ownership
in a corporation.
stockholders The owners of
a corporation.
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such a stock portfolio is separate from their role as a company employee. It is important
to note that stocks only generate funds for corporations when they are first issued. Shares
of existing stocks traded in financial markets, which have been previously issued, do not
raise additional funds for the corporation. We will look more closely at the stock market
from the viewpoint of those making personal financial investments in Chapter 10. Here,
we focus on how corporations raise funds.
When the corporation
that owns the world's
best-selling beer needed
funds, it issued new
shares of stock.

Bloomberg/Bloomberg/Getty Images

bUSiNESS bRiEF Owner of the World’s best-Selling beer to issue
New Shares
In 2016, China Resources Beer, owner of the world’s best-selling beer
brand Snow, announced its plan to issue as much as 800 million additional shares to raise over $1.2 billion. The ability to raise enormous sums of money to pay for expansion and other ventures is a
unique characteristic of corporations such as China Resources Beer.
Earlier that same year, the giant beer maker had agreed to buy out
SABMiller’s stake in China. The brewer also used the proceeds to fund
expansion by buying smaller rivals and microbreweries. On the announcement, the company’s stock price fell by over 4%.* A number of
factors could have caused the stock price to fall upon this announcement, but one possibility is what economists call the principal–agent
problem—the difficulty of making the CEO act in the best interest of
the stockholders. Perhaps investors worried that the expansion was
too ambitious, and that the CEO was more concerned with presiding
over a larger company than maximizing shareholders’ wealth.†

Donny Kwok, “China Resources Beer Plans $1.2 Billion Rights Issue to Buy SABMiller’s JV Stake,” Reuters,
July 6, 2016, http://www.reuters.com/article/us-china-res-beer-equity-idUSKCN0ZM04O.
*

†
Daisuke Harashima, “World’s Biggest Beer Market Keeps Getting Smaller,” Nikkei Asian Review, February 22,
2017, http://asia.nikkei.com/Business/Trends/World-s-biggest-beer-market-keeps-getting-smaller.

Dividends and Retaining Earnings

dividends The portion of
profits paid to stockowners
per share of stock.
retained earnings Profits
the corporation does not
immediately return to
stockholders.
bond A tradable legally
binding obligation to repay
borrowed money and
interest.
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When corporations earn a profit, they must decide how much of the profit to return
to stockholders and how much to invest to try to generate higher future profits. When
corporations decide to return some of the profit to stockholders, they usually do so by
paying dividends. Dividends are the portion of profits paid to stockowners per share
of stock. Other times, they will actually buy back stock from shareholders. This may
allow stockholders to benefit by selling their shares at a higher price than they originally paid for the stock.
Corporations generally do not return all profits to stockholders with dividends and
stock buybacks. They generally retain some of their earnings for future use. Retained
earnings are profits the corporation does not immediately return to stockholders. Retaining
earnings is often a good way for profitable corporations to fund new investments. Rapidly growing corporations will typically retain earnings and pay little or no dividends
because the owners (stockholders) prefer to reinvest the profit in the growing business.
This may be combined with other sources of money to fund business expansion.

borrowing through bank Loans and bonds
Corporations are also able to borrow money to fund current operations or new investments. This is done either through loans from banks and other financial institutions
or by issuing bonds. A bond is a tradable legally binding obligation to repay borrowed
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money and interest. Bondholders have no claim of ownership of the business. In many
ways, bonds are a type of loan. The crucial difference between bonds and other types
of loans is that bondholders may sell their bonds in the financial markets. Corporations
are able to borrow money by selling new bonds. By law, bondholders are paid before
owners (stockholders) in the unfortunate event of bankruptcy.
When corporations borrow directly from banks and other financial institutions,
they pay back the loan along with an interest payment. This is similar to consumers
borrowing to buy a home or car. As is the case with bonds, lenders to corporations
such as banks do not have an ownership claim of the corporation. And as is also the
case with bonds, by law, lenders must also be paid before owners (stockholders) in the
event of bankruptcy.

9.3 The Challenge of Corporate Ownership
Stockholders of major corporations typically do not directly run the business. Instead,
they hire managers who usually have at most a small ownership stake in the corporation. How can stockholders be sure that their managers will make decisions and pursue
strategies consistent with the goals of the owners?
When a business is structured as a sole proprietorship or partnership, then the
managers are also the owners. Thus, if a project is expected to be profitable, it will
generally get done. But what happens if a corporate manager is making decisions about
a project where her goals conflict with those of the stockholders?

The Principal–Agent Problem
Consider the following business anecdote based on an actual event. In the 1970s,
Kodak was by far the world leader in film and photography. A Kodak engineer named
Steve Sasson developed an idea—digital cameras. This was a novel concept for the
time period. He brought his idea to management; their response: “That’s cute, but
don’t tell anyone about it.”1
The Kodak manager to whom this invention was pitched could have spent m
 illions
of dollars developing a product that, if successful, would earn Kodak billions of
dollars in profits. Unfortunately, if unsuccessful, the manager would have just spent
millions of dollars and might have well lost his job. Although the corporation’s owners
would likely benefit from risking millions to make billions, the manager might not.
In hindsight, Kodak should have pursued the digital camera project when it was first
proposed. In 2012, Kodak was forced to declare bankruptcy in large part because its
reliance on profits generated by selling film, which disappeared in the digital age.2
A similar story may be told about IBM. Once the world leader in computer
technology, IBM stumbled when businesses such as Microsoft and Apple (then startup
companies) developed software and computers for everyday use. Ironically, in the
1980s, Microsoft had offered to sell its company to IBM, which was not interested at
the time. By 2000, Microsoft had become the most valuable company in the world, and
IBM undoubtedly regretted its decision. The process repeated itself a few years later.
However, Microsoft was now the slow-moving giant, a late and reluctant entrant into
the world of Internet search. Internet search was soon dominated by a new firm on the
scene—Google.
The principal–agent problem refers to the difficulty of making agents act in the
best interest of the principals that they serve. The goal of the principal is to maximize
profit, whereas the goal of the agent is likely to maintain employment or enhance his
or her career potential, or enjoy lots of vacation time. When the stock price of China
Resources Beer fell after announcing the company was going to raise $1.2 billion by
issuing new stocks, it may have been an indication that the principals were concerned
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The difficulty of making
agents act in the best
interest of the principals
that they serve.
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the agent (the CEO) was more concerned with presiding over a large company than
maximizing shareholders’ wealth.
The principal–agent problem is an extremely important issue that can create conflict in many other areas of life where one person is hired to help another, both in a
corporate and noncorporate setting:
• An automobile mechanic (agent) may have different goals (expensive
repairs) than the owner of the automobile (principal) being repaired.
• A real estate broker (agent) might have better information as to why to
not buy a specific home than the buyer (principal), but may attempt to
sell the property to earn a commission.
• A CEO (agent) may attempt to acquire another firm because of a personal
aspiration to manage a larger company, rather than basing his or her
decision on evidence that the acquisition will benefit the firm and its
shareholders (principal).
Information is the key advantage of the agent. In the above examples, the m
 echanic,
the real estate broker, and the CEO all had more information than the principals. In economics, this disparity is known as asymmetric information. Asymmetric information
occurs when one party in a transaction has more information than another. The mechanic
knows more about the repairs your car needs than you do, for example, and the real estate
broker likely knows more about the local real estate market (and about the specific house
you’re looking at). Principals often attempt to overcome the information disadvantage—
they might attempt to learn about needed car repairs and the local real estate market
online. Online services like Yelp provide ratings for businesses and help to reduce the
problem of asymmetric information.
Businesses have developed several methods to overcome the principal–agent problem and the related problems associated with asymmetric information. For example,
franchise owners have “skin-in-the-game.” If the location they choose is successful,
they can reap enormous profits. If their location is unsuccessful, they can incur losses.
Thus, they have an interest in furthering many of the goals of the parent corporation.
Monitoring the agent is another way to overcome the principal–agent problem.
Stockholders try to monitor the performance of its CEO, other senior managers, and
employees by requiring a board of directors to evaluate their performance.
Establishing the right incentives also seems to help. This can be accomplished by
rewarding employees who develop profitable business lines and not rewarding CEOs
who make poor decisions. In practice, it is not always easy to create the right
incentive system. Many companies offer managers and executives stock in the
Think & Speak Like an Economist corporation or an option to buy the stock at a discounted price in the future.
These stocks and options tend to be more valuable if managers pursue the
The notion of rational self-interest enables us to preprincipal’s goal of maximizing profit. This is similar to why Chobani gave its
dict how people change their b
 ehavior in response
employees a 10% stake in the business in 2016.
to changing incentives and circumstances. To overBut even profit sharing doesn’t completely eliminate the principal–agent
come the p
 rincipal–agent problem, a rational agent
problem, because most of the gains from improved efficiency go to other
shareholders, not the manager who is responsible for the profitable innomust be provided with incentives that align with the
 rincipal–agent problem is one of the central chalvation. Overcoming the p
goals of the principal.
lenges in the field of business management.

asymmetric information
When one party in a
transaction has more
information than another.
stakeholders Any group that
is impacted by corporate
policy decisions.
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Managing Conflicting Goals: Corporate Social Responsibility
Not everyone agrees that profit maximization is, or should be, the only corporate
goal. Many people have argued that corporations should not just focus on profits,
but rather on the well-being of all their stakeholders, any group that is impacted by
corporate policy decisions. These include stockholders, employees, lenders, customers,
governments (to which they pay taxes), and residents who live nearby (and who might
be impacted, e.g., by pollution).
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In recent years, a movement advocating corporate social responsibility has evolved.
Corporate social responsibility refers to the idea that corporations have a broader responsibility to society, not just maximizing profits. Recall that Adam Smith had pointed out
that businesses would often end up acting in society’s best interest, even when pursuing
the selfish goal of reaping a profit. Advocates of corporate social responsibility don’t deny
that the market often produces outcomes that benefit society, but also suggest that there
are many cases where profits and ethics may conflict. In such an instance, they argue, corporations have an ethical obligation to behave responsibly. For instance, they may oppose
corporations seen as exploiting cheap labor, polluting the air, or evading taxes. Others
suggest that corporations should donate some of their profits to worthy causes.
Not surprisingly, a lively debate has ensued over exactly where to draw
the line between the goal of enriching shareholders and meeting broader societal goals. Skeptics say that governments should set the rules on minimum
wages, or pollution limits, or appropriate taxes, and that corporations should
merely abide by the rules established by society. They argue that corporations
do the greatest amount of good by maximizing profits within the rules of the
game, and that the shareholders (owners) should decide where to donate
money, not the agents (CEOs) who work for them.
Others point out that government policies can never deal with all societal
problems, and because corporations are often quite rich and powerful, encouraging corporate social responsibility will make it easier to address society’s
challenges. Thus, it may be difficult to get Congress to pass legislation addressing global warming, and hence activists will instead directly lobby privately
owned utilities to burn less coal.
A third group suggests that corporate social responsibility may actually
be in the best interests of a company’s bottom line. There is some evidence of
companies with aggressive corporate responsibility policies doing well, even
in terms of profit growth. These advocates suggest that “doing good” is also
good for business. Donating money to communities and supporting other
worthy causes such as a clean environment may give a big corporation a more
positive image, leading to more receptive government regulators and more
eager customers, and making it easier to hire idealistic employees.
To summarize, there is no uniform agreement on exactly where to draw the
line on corporate social responsibility. However, it will almost certainly continue
to be an issue in the decades to come, and even skeptical corporations cannot
afford to completely ignore public opinion on this issue.

■

Corporate giving—not
advertising—created buzz
around Toms Shoes.

bUSiNESS bRiEF toms’s “One for One” Model
In 2006, Blake Mycoskie founded Toms, a company that sells shoes and eyewear.
What makes Toms unusual is the business’s approach to corporate social responsibility. When Toms sells a pair of shoes, it gives away a pair of shoes to a poor child.
When Toms sells a pair of glasses, part of the profit is used to help the vision of a
person in a developing country. In a similar vein, the company now sells coffee—
donating water with each cup of java sold. By 2015, the company had given away
35 million pairs of shoes and helped improve the vision of 300,000.
According to Mycoskie,* the business model is hugely successful:
For many retailers, their profit margins are low. They spend lots of money on
advertising. . . . Toms doesn’t have any ad spend. A big portion of our spend
goes on giving. But by giving, we build a community and people recommend
through word of mouth and on social media. (quoted in Anderson, 2015)
Elizabeth Anderson, “How Toms Made Hundreds of Millions of Dollars by Giving Shoes Away,” The Telegraph,
May 3, 2015, http://www.telegraph.co.uk/finance/enterprise/11580387/How-Toms-made-hundreds-of-millions
-of-dollars-by-giving-shoes-away.html.
*
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corporate social
responsibility The idea that
corporations have a broader
responsibility to society, not
just maximizing profits.
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9.4 MulTinaTional CorporaTions
Businesses have an incentive to go international, as this opens up many more market
opportunities. However, international business also raises many complex issues that do
not exist for purely domestic firms, such as working in an environment with very different
laws, cultural practices, and technical development. A multinational corporation (MNC)
is a corporation that produces and sells goods and services in more than one country.
For example, Sony Corporation produces and sells a wide range of consumer electronics products. Sony employs over 130,000 people worldwide. American automakers
General Motors and Ford produce many cars in Europe, Canada, Mexico, and China.
MNCs have a variety of economic challenges and opportunities to consider.

bUSiNESS bRiEF Forbes Global 2000 List of Multinational Corporations
Each year, using data on sales, profits, assets, and market value, Forbes ranks
multinational corporations. Although Sony Corporation is a large company, it
only ranked 449th on Forbes 2017 Global 2000 list of the largest multinational
corporations. Kraft Heinz ranked 117th. The top 20 multinational corporations are
listed in Exhibit 3. The largest two firms were Chinese banks owned by the Chinese
government. General Electric, a U.S.-based conglomerate (a firm in multiple different
industries), also produces a wide range of products, including aircraft engines,
power-generation equipment, household appliances, medical imaging machinery,
television content, and both consumer and business financing. General Electric
employs nearly 300,000 people and was ranked 14th on the Forbes 2017 Global 2000
list. Walmart employed 2.3 million people and ranked 17th.*
For a complete list, see Forbes, “The Global 2000.” https://www.forbes.com/global2000/#225e9ccd335d.

*

Risks of Global Expansion
Multinational corporations face many risks. When firms seek to expand, they are often
welcomed by foreign countries, particularly when they will bring new technology or
capital. However, this does not mean they are always welcome. Expansion into foreign
markets can lead to conflicts with the local culture and there is also the risk of a sudden
change in exchange rates.

multinational corporation
(MNC) A corporation that
produces and sells goods
and services in more than
one country.
country risk The risk that
the business environment
in a foreign country
unexpectedly changes.
currency risk The risk that
the value of a firm and its
financial obligations change
as the result of changes in
exchange rates.
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Country Risk Multinational firms must be aware of political issues, social attitudes,
cultural differences, and religious norms in the countries where they decide to expand.
They must also be familiar with the different tax laws, as well as the risk that the host
countries might change their tax rules. Country risk refers to the risk that the business
environment in a foreign country unexpectedly changes. Typically, unexpected changes
are political (i.e., a sudden change in the country’s leadership). In a few cases, a company might be nationalized, which means taken over by the foreign government.
Currency Risk In addition, expanding into a new country exposes companies to the
risk of fluctuating exchange rates. Currency risk is the risk that the value of a firm and
its financial obligations change as the result of changes in exchange rates. For example,
a U.S. firm buys products with an obligation to pay for the items in a specific foreign
currency two months into the future. If during the intervening two months the foreign
currency appreciates, the U.S. firm will need more U.S. dollars to convert into the
recently appreciated foreign currency to meet its financial obligation. A similar risk
occurs when borrowing or lending in foreign currencies or when a firm acquires assets
or incurs liabilities (debts) denominated in a foreign currency.
When a firm owes money in a foreign currency, it runs the risk that the foreign
currency appreciates. For a U.S. firm, it will take more dollars to convert into the same
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Exhibit 3 Top 20 Multinational Corporations on Forbes Global 2000 in 2017
Rank

Company

Country

Industry

1

ICBC

China

Banking

2

China Construction Bank

China

Banking

3

Berkshire Hathaway

United States

Investment Services

4

JPMorgan Chase

United States

Banking

5

Wells Fargo

United States

Banking

6

Agricultural Bank of China

China

Banking

7

Bank of America

United States

Banking

8

Bank of China

China

Banking

9

Apple

United States

Computer Hardware

10

Toyota Motor

Japan

Auto Manufacturers

11

AT&T

United States

Telecommunications

12

Citigroup

United States

Banking

13

ExxonMobil

United States

Oil and Gas

14

General Electric

United States

Conglomerate

15

Samsung Electronics

South Korea

Semiconductors

16

Ping An Insurance Group

China

Diversified Insurance

17

Walmart Stores

United States

Discount Stores

18

Verizon Communications

United States

Telecommunications

19

Microsoft

United States

Software and Programing

20

Royal Dutch Shell

Netherlands

Oil and Gas

Each year, using data on sales, profits, assets, and market value, Forbes ranks multinational corporations. In 2017, Sony Corporation, a consumer electronics firm, ranked
449th, while Kraft Heinz ranked 117th.
Data from: Forbes, https://www.forbes.com/global2000/list/#tab:overall.

amount of a foreign currency that appreciates. Of course, the opposite can occur. If a
U.S. firm that owes money in a foreign currency sees the foreign currency depreciate,
the company will need fewer dollars to pay off the money it owes.

Advantages of Global Expansion
While being a multinational corporation entails risks, it also brings opportunities. This
is why General Electric, Sony Corporation, Walmart, and many other firms operate in
multiple countries. Multinational firms have grown more important in recent decades
and this trend is likely to continue. The rewards include expanded opportunities to sell
in new markets, diversification benefits, currency opportunities, access to resources, a
reduced threat of tariffs, and potentially lower borrowing costs.
Expanded Business Opportunities and Customer Base Multinational firms
often attempt to expand into areas with few competitors. This allows them to earn
above-normal profit. Other multinationals may choose to expand into highly competitive markets for strategic reasons. For example, a firm may wish to expand into a
competitive market to prevent a rival from dominating it, or to increase sales so the
firm’s factories operate closer to capacity.
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Diversification Benefits Firms may not want to “put all their eggs into one basket.”
Multinationals can often reduce such risk by diversifying the location of their consumer
markets. For example, a multinational firm may have poor sales in one region of the
world, but remain profitable because of profits made in other parts of the world.
Currency Opportunities and Risk Reduction When a specific country’s currency depreciates, business operations in that country become less expensive. A multinational firm
has an opportunity to expand its production into such countries to take advantage of the
cost savings associated with the depreciated currency. In addition, currency risk (mentioned above) can be reduced when firms both produce and sell in multiple countries.
Japanese automakers built many American factories to reduce the risk of an unfavorable
change in exchange rates. Similarly, currency risk can be reduced by having assets (such
as any money a firm is owed) in one currency partially offset by liabilities (debts) denominated in the same currency.
Access to Resources Firms often expand to gain access to raw materials (e.g. oil, copper,
etc.) or to low-cost labor in countries such as China, India, and Mexico. Multinational
mining companies may possess technology that is lacked by low-income countries with
mineral reserves. Outsourcing occurs when a business obtains products or services from
another firm, one frequently located in a foreign country. For example, it is common for
automakers to outsource the production of certain parts to another firm. Also, many firms
have call centers located in foreign countries. In both cases, firms determine that they can
obtain these products or services at a lower cost by outsourcing.
From a business perspective, outsourcing lowers costs; thus, most economists
believe outsourcing improves overall economic efficiency. From society’s perspective,
outsourcing to foreign firms often displaces domestic workers, but society gains overall as the result of improvements in economic efficiency. In short, outsourcing results
in a trade-off analogous to the gains from free trade discussed in Chapter 2.
Reduced Threat of Tariffs A tariff is a tax on imports imposed by the country where
products are being imported. If a multinational corporation has production facilities
and hires workers in a foreign country, the foreign country is less likely to impose a
tariff. This is because the multinational corporation is contributing to domestic production and employment.
Lower Borrowing Costs Multinational corporations are often able to take advantage of
global financial markets and to borrow where the interest rate is lowest. They frequently
bring new technology and capital to poor and underdeveloped countries. Living standards
in such countries typically improve as a result. At the same time, products are produced
more efficiently, allowing for lower-priced goods and services worldwide. Overall, multinational corporations provide a benefit to society similar to the benefit created by increased
free trade. Not everyone benefits, but overall society is better off.

Business Takeaway

outsourcing When a
business obtains products
or services from another
firm, one frequently located
in a foreign country.
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Every business, from self-employed craftsmen to huge multinational corporations,
operates within a specific legal structure. For many entrepreneurs, a sole proprietorship provides flexibility, independence, and creative and practical control. While the
dream of being one’s own boss is appealing, the sole proprietorship model provides
limited opportunities for businesses to grow. Many businesses also establish themselves as a partnership, in which the risks and rewards of business ownership are
shared by two or more people. Partnerships range from mom-and-pop stores with a
few employees to large law firms and medical practices.
Most large businesses choose a corporate structure, which provides them
with much greater ability to raise money, limits the legal liability of their owners,
and provides for a perpetual existence beyond the life of the founder. Although
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corporations are less common than smaller business structures, they are far larger
and more profitable, in part because the rules that govern corporations allow them
to raise money and expand.
The principal–agent problem is an issue for any business with employees.
While this problem can never be entirely eliminated, it is important for firms to
encourage managers to operate in the best interests of their owners (stockholders).
Techniques to overcome the principal–agent problem involve both “carrot” and
“stick” approaches. Careful monitoring ensures that bad managers can be removed,
whereas incentives such as stock options can motivate good managers to do an even
better job.
Multinational corporations must be aware of country risk, especially the laws and
cultural norms of the countries where they operate. This is why it is often helpful to
hire local managers who understand the culture and laws. These corporations must
also pay attention to exchange rates in order to effectively manage currency risk. Multinational operations additionally provide corporations with some unique opportunities.
These include the opportunity to expand their customer base, diversification benefits, ways to benefit from changes in exchange rates, access to additional resources,
reduced threats of tariffs, and potentially reduced borrowing costs.

CHAPTER STUDY GUIDE
9.1 The Legal Structure of Businesses
A corporation is a business that exists as a separate legal
entity from its owners. Owners of corporations have
limited legal liability, a tremendous ability to raise money,
perpetual existence, complex m
 anagement issues, and
possibly experience the double taxation of their income. A
sole proprietorship is a business owned by one individual.
Sole proprietorships are easy to e stablish and manage, offer
complete flexibility in decision making, and their earnings
are taxed only once as personal i ncome. The owner of a sole
proprietorship faces unlimited legal liability and has l imited
ability for expansion. A partnership is a business owned
by more than one individual, not formed as a corporation.
It provides access to partners’ funds, involves less need
for monitoring, means its income is taxed only once,
has unlimited legal liability, and results in more complex
decision making than with a sole proprietorship. Limited
liability means the owners of a business are not personally
responsible for the debt and other financial obligations of
a firm beyond what they put into it. A limited liability
company (LLC) is a partnership w
 hereby some partners
enjoy limited liabilities. A franchise is a purchased right to
operate under an established brand name.

9.2 CORPORATE FINANCE: HOW CORPORATIONS
RAISE FUNDS
Corporate finance is the study of the financial activities of a corporation. Corporations have three primary
ways to raise money for expansion: issuing new stock,
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retaining earnings, and borrowing through bank loans
and bonds. A stock is a share of ownership in a corporation. When a corporation sells new shares of ownership,
it is said to issue stocks or equities. Stockholders are
the owners of a corporation. Dividends are the portion
of profits paid to stockowners per share of stock. Earnings not distributed in the form of dividends are often
retained. Retained earnings are profits the corporation
does not immediately return to stockholders. A bond is
a tradable legally binding obligation to repay borrowed
money and interest. Bondholders have no claim of ownership of the business.

9.3 The Challenge of Corporate Ownership
The principal–agent problem refers to the difficulty
of making agents act in the best interest of the principals that they serve. The essence of the principal–
agent 
problem is disparity in available information.
Asymmetric information occurs when one party in a
transaction has more information than another. The
principal–agent problem can be overcome with incentives or through monitoring. The term stakeholder
refers to any group that is impacted by corporate policy decisions. These include stockholders, employees,
lenders, customers, governments (to which they pay
taxes), and residents who live nearby (and who might
be impacted, e.g., by pollution). Corporate social
responsibility refers to the idea that corporations have
a broader responsibility to society, not just maximizing
profits.
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9.4 MulTinaTional CorporaTions
A multinational corporation (MNC) is a corporation
that produces and sells goods and services in more
than one country. Multinational corporations involve
added risks and opportunities. Country risk refers the
risk that the business environment in a foreign country
unexpectedly changes. Currency risk is the risk that the
value of a firm and its financial obligations change as the
result of changes in exchange rates. The opportunities
of a multinational corporation include expanded business opportunities, diversification benefits, currency
opportunities and risk reduction, access to resources,
reduced threat of tariffs, and lower borrowing costs.
Outsourcing occurs when a business obtains products
or services from another firm, one frequently located in
a foreign country.

tOP tEN tERMS AND CONCEPtS
1

Corporations

2

Sole Proprietorships

3

Partnerships and Limited Liability Company (LLC)

4

Franchises

5

Corporate Finance

6

Stocks and Bonds

7

Dividends and Retained Earnings

8

Principal–Agent Problem

9

Corporate Social Responsibility

10 Multinational Corporation

StUDY PRObLEMS
1. Julia is considering setting up a small flower business.
Explain the advantages and disadvantage of each legal
structure available to her. Also discuss how she can raise
funds.
2.

Julia is also considering forming her business as a
franchise. Explain what a franchise is.

3. Compare and contrast a limited liability company with a
partnership. With a corporation.
4. Which is the most common type of business structure?
Which legal structure has the greatest share of business
income? The greatest share of business revenues?
5.

For each of the following, identify if the organization
described is a sole proprietorship, partnership, or corporation. More than one answer may apply.
a. allows you to make your own decisions
b. limits your risk to the amount of your original
investment
c. reduces the monitoring cost of other owners
d. is capable of raising large amounts of funds
e. is subject to the principal–agent problem
f. is the easiest to establish
g. experiences the double taxation of its profits
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h. results in unlimited legal liability
i. continues beyond the death of the original owners
6. Explain the difference in the tax treatment of the dividends
of a corporation and profits on a sole proprietorship.
7. Explain why asymmetric information can be a problem. Is
it more likely to be a bigger problem in small businesses or
large businesses?
8.

List three ways a corporation can raise funds.

9. What is a share of stock? Do partnerships and sole
proprietorships issue stock?
10. Describe the principal–agent problem. How can owners
reduce it?
11. Suppose you are the CEO of a corporation. Should you
operate the company in the best interest of the owners, or
the best interest of all stakeholders? Discuss the pros and
cons of each point of view.
12. Explain the difference between country risk and currency
risk.
13. What is a multinational corporation? Name the advantages
and disadvantages of being a multinational corporation.
14.

Search for a news story on corporate social responsibility. Describe what occurred.
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