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Chapter 4
Sole Proprietorship

There are three very common forms of business ownerships. The first is sole proprietor-

ship. The second is partnership. The third is the corporation. There are more sole
proprietorships in this country than any other form ofbusiness ownership. They do not,
however, account for most business receipts and net profits. In ttris chapter you will learn

about sole proprielorships. Their advantages and disadvantages will be discussed too.

Sole Proprietorships and Their Advantages

Sole Proprietorships. A sole proprietorship is defined as a business owned by a single
person who receives all profis and assumes all risks. There are certain facts about sole
proprietorships which you should know. Owners of this form of business arc 'self-

employed"; usually the owners are the active managers. This form of business is the oldesr

form of business organization. It is also the easiest type of business to start, operaE, md

end. This may be the reason why it is the most common form of organization. In Frgure

4-1 you see a comparison of the three most common forms of businesses.

Figure 4-1. Comparison of Three tr'orms of Business
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From: Statlstlcal Abstract of the United States' 1985, I 05th edition
(U. S. Deparrnent of Commerce, Bureau of the Census, U. S.
Govemment Printing Office, Washington, D,C.), pg. 5f 6.
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You see that there are more sole proprietonhips than partnerships or corporations. AIso
depicted in Figure 4- I is that percentage of sales for sole proprietorships is far lower than
that for corporations.

Advantages. Sole proprietorships have certain advantages. A sole proprietorship is easy
and inexpensive to set up. There are major reasons why this is so. Fint, no state charter
isneeded. Second,nolegalagreementorfeeisrequired" Ifastateorcitytcenseisrequired,
it is easy to attain. The only other legal requirement is that the activity itself must be legal.
Consider an example of a sole proprietorship simply set up. Mr. Jones rented a stand to
sell some produce. At this point, he was in business as a sole proprietor.

Another advantage of sole proprietorship is that it allows the owner much freedom. The
ownercanmakebusinessdecisionswithoutconsultingaparfirerorboardofdirectors. He/
she can take action on decisions promptly. The owner can also change methods of doing
business quickly.

A third advantage of ilre sole proprietorship is that it encourages the owner to do well. All
profits go to the proprielor. This motivates him/her to work hard and !o use good judgment.

How Certain Disadvantages Affect Sole Proprietorships

Inability to raise large sums of capital. often, the sole owner is unable to raise enough
capital, hindering hiffier from starting or expanding the business, capital is the amount
of money that the proprietor has and can borrow to invest in the business. There are certain
reasons why the proprietor of a sole proprietorship has difficulty raising capital. Banks
oftenlendnomorethanthevalueoftheproprietor'spersonalassets. second,aproprietor's
credit rating is usually lower ttran that of a large firm, so a higher interest rate on money
bonowedmustbepaid. Third,theproprietorcannotatEactinvestorsbysharingownership

of the business. Finally, once in operation, profits alone are often too low to afford
expansion. Changing to some other form of business ownenhip may be required for
expansion.

Limitedlife. A soleproprietorship is legally endedupondeattr,bankruptcy,imprisonment,
or insanity of the owner. It is often so much a one-person business that it is profitable only
as long as the owner is active. Due to its uncertain limited life, other businesses are often
unwilling to make long-term financial commitments with the owner.

anfimited liabilityfor debts. Unlimiled liabiliry means the creditors may take the owner's
personal possessions ifdebts are not paid by the business. If the business fails, the owner
may lose most of hMer personal savings and possessions.
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Lack of assistance in managemenL The owner must often perform all functions of
management in the business. He/she may serve as general manager, sales manager,
purchasing manager, advertising manager, accountant, and personnel manager. Many
people are notqualified to fulfill all management functions, so certain areas of the business
suffer.

operational problems. problems in operating can hinder the progress made by a sole
proprietorship. certain operational problems do arise. First, poor location and inadequate
buildingsandequipmentmayhinderprogress. Second,rheneedtopayhighenoughwages
to attract good employees may not be met. Third, purchasing a large volume to get the best
discount may be impossible.

Summary

Averycommonformofbusinessownershipisthesoleproprietorship. Therearemoresole
proprietorships in our country than any other form of business organization. There are
several advantages of the sole proprietorship. It is easy to set up. It allows the owner much
freedom. In addition, it encourages the owner to do well. There are several disadvantages
of sole proprieorships too. It is difficult for the sole owner to raise money to start and
expand his/her business. A sole proprietorship is legally ended if something happens to
the owner. The owner risks losing his/her personal possessions if it fails. The owner must
fultill all functions of management. Unique operational problems may affect its success.

KEYTERMS

capital

unlimited liabiliry

sole proprietorship

QUESTTONS AND EXERCISES

l. Why are most small businesses sole proprietorships?
2. Describe three disadvantages of a sole proprietorship.
3. What is capital?
4. What does unlimitBd liabiliry mean?
5. How many sole proprietorships are in the area in which you live?


