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CHAPTER

Inthe SPOTLIGHT  PortionPac Chemical stands alone in its class.
PortionPac Chemical  After nearly half a century in existence, the
~ http//www.  chicago-based company remains a small

portionpaccorp.com  siness (especially when compared to the
industry giants against which it competes),
but it is doing just fine with 84 employees
and increasing sales. And because of the
way PortionPac puts people first, Winning
Workplaces (a national nonprofit organiza-
tion) and Inc. magazine named it a “2010
Top Small Company Workplace.” The recog-
nition was clearly deserved.

PortionPac specializes in what the
company calls Sustainable Solutions®,
providing a complete system of safe, effec-
tive, and environmentally friendly cleaning

© PortionPac Chemical Corporation

products—but that is only a small part of its
business formula. When it comes to working
with its employees and customers, the com-
pany is clearly exemplary. Who would have

guessed that a chemical company would get

_ i _ iy _ the “people side” of its business so right?
Identify challenges to Integrity that arise in small businesses, and explain The company’s culture emphasizes three

{_he benefits of i"teqﬂt-y-m?m-“'ﬁms‘ ; things—trust, satisfaction, and good
t; ernet and globalization on the relationships—and this shows up
in the satisfaction and loyalty of its
LOOKING employees. (In 2009, the company's
AHEAD turnover was a mere 2 percent,
- with average employee tenure of
13 years.) Out of respect for family
life, PortionPac never runs a third

After studying this chapter, you should be able to ...

Define integrity, and understand its importance to small businesses.

Explain how integrity applies to various stakeholder groups, including
owners, customers, employees, the community, and the government.
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shift, and it has been known to change work
schedules so that employees could spend more
time with their kids. The factory floor is more
like an atrium than a place to mix chemicals,
with natural light pouring in through skylights
to bathe a thriving assortment of plants. To
heip with the long hours the employees spend
working together, the machines on the floor
were designed to produce less noise, which
encourages conversation. Warren Weisberg,
co-owner and vice president of the company,
spends a lot of time in the factory, learning
from the employees and soliciting opinions
about their work. When employees request
personal time, it is usually granted, and their
special needs are always given serious consid-
eration. It figures that the company's workers
feel they are very well cared for.

But PortionPac’s concern for people does
not end with its employees—the company
also takes care of its customers, with a special
focus on janitors, who are the ultimate users
of the company’s products. To make their work
more manageable, the firm has narrowed the
range of products it sells from the dozens that
typically clutter supply closets to a few color-
coded basics that come in portion-controlled
packages. Beyond this, PortionPac offers in-
novative safety and effective cleaning classes
for janitors, and was the first in the industry to
hire a national education director to address
their needs. These actions reinforce the mes-
sage that custodians are part of a modern-day,
chemical-wielding nobility—an honorable
occupation that is more of a calling than a
ho-hum job.
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Marvin Klein, the company’s chairman
and co-founder, actually thinks beyond the
custodial staff when he points out that a
clean building can lead to improved student
performance and increased office productiv-
ity. But the firm's concerns are even more
far-ranging—PortionPac is very concerned
about the impact of harmful chemicals on the
environment. To help with this, the company’s
products come in premeasured packages to
reduce waste. And because they are sold as
concentrates that take up only one-tenth the
volume of products in their final mix, packag-
ing and shipping require far less energy. Jani-
tors are also encouraged to ease the burden
on landfills by reusing the spray bottles and
mixing containers for products. Taken to-
gether, these features of PortionPac’s strategy
underscore the firm's uncommon respect for
other people and its robust commitment to
the well-being of the planet—all without
hindering its financial performance. Despite
the slow economy, the company’s revenue
increased by 8 percent in 2009, with annual
sales approaching $20 million.

So, what should be the focus of a well-
managed firm? People or profits? PortionPac
proves that a company may not have to
choose hetween the two, and that's good news
for everyone involved.

Sources: Leigh Buchanan, “The Un-Factory,” Inc. Vol.
32, No. 5 (June 2010), pp. 63-67; “PortionPac,” http:/
www.portionpaccorp.com, accessed October 14, 2010;
and “RedOrbit,” http://www.redorbit.com/modules/
news/tools.php?tool=print&id=1877240, accessed
October 14, 2010.

ven a casual scan of this chapter’s opening Spotlight reveals that the company pro-
filed, PortionPac Chemical, is a unique small business. Its leadership is intensely
interested in financial performance, but they also pay very careful attention to the
crucial relationships (especially those involving employees and customers) that make

the business tick.

Some would say that it is precisely because of this emphasis on the people part of the
puzzle that PortionPac performs so well. This may very well be the case. Others will claim
that the company’s emphasis on the environment is also important and plays a key role in
generating positive results. This may also be true. The most important point, however, is
that the leadership of PortionPac has the freedom to emphasize important relationships
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as they see fit. And consistent with the values of the company’s founders, they have cho-
sen to give serious consideration to the needs and interests of those who impact or are
impacted by the firm’s operations. They see this as a matter of integrity—of being true to
the character of the enterprise and those who run it—and the emphasis seems to be pay-
ing off in many ways.

But what is integrity, anyway? That’s a very important question. And in this chapter,
we define and discuss this fundamental concept, recognizing that it is the foundation for
ethical behavior in small businesses. We also provide frameworks to guide you toward the
principled management of such enterprises.

What Is Integrity?

he seeds of business misdeeds are sown when individuals compromise their personal

integrity—that is, they do not behave in a way that is consistent with the noble values,

beliefs, and principles they claim to hold. According to Karl Eller—the highly suc-
cessful entrepreneur who turned the business of outdoor advertising into the revenue
powerhouse that it is today—a person has integrity if his or her character remains whole,
despite the pressure and circumstances of the worst of situations. In his words,

Definentegry, and "\
understand its importance
to small businesses.

[A person of integrity ] doesn’t fold in a crunch; doesn't lie, cheat, flatter; doesn’t fake

inteyrity credentials or keep two sets of books. He doesn’t blame others for his mistakes or steal
An uncompromising credit for their work. She never goes back on a deal: her handshake matches the tightest
adherence to the contract drawn up by the fanciest law firm in town.!

lofty values, beliefs,
and principles that an

individual claims to hold. In other words, integrity refers to a general sense of honesty and reliability that is

expressed in a strong commitment to doing the right thing, regardless of the circumstances.

Some acts, such as cheat-
ing on taxes, clearly violate
this standard, while others
are less obvious but just as
inappropriate. For example,
one entrepreneur who owned

Perceiving Integrity a flooring sales business

often sold sheets of linoleum
The integrity of a small business is determined at first-quality prices, even
mostly by the nature and quality of its relation- though they were graded as
ships. However, perceptions of integrity also make a “seconds” by the factory.
difference. As strange as it sounds, researchers Niels To hide his deception, he
van Quaquebeke and Steffen Giessner found that developed an ink roller that
people associate symmetrical company logos with changed the factory stamp
more ethical, socially responsible behavior. from “SECONDS” to read

“SECONDS TO NONE!
Those who caught the inac-
curacy probably figured it was
a typo and gave it no more thought, but unsuspecting customers were paying for first-
quality flooring, only to receive imperfect goods. By any measure, this shady business
practice reveals a lack of integrity on the part of the entrepreneur.
As discussed in Chapter 1, a successful entrepreneur seeks financially rewarding
opportunities while creating value, first and foremost, for prospective customers and the
firm’s owners. This perspective makes clear that relationships are critical and integrity is
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essential to success. Financial gain is important, but it cannot be the only goal of interest.
In fact, “doing anything for money” can quickly lead to distortions in business behavior.
There are numerous motivations for misconduct in companies, but inappropriate acts
such as price fixing, overcharging customers, using pirated software in the business, and
4 host of others are driven primarily by financial motives. To act with integrity, however,
requires an individual to think differently by considering the welfare of others.

Fortunately, many small business owners strive to achieve the highest standards of
honesty, fairness, and respect in their business relationships. Although unethical prac-
tices receive extensive attention in the news, most entrepreneurs and other business lead-
ers are people of principle whose integrity regulates their quest for profits.

Integrity and the Interests of Major Stakeholders

t is probably evident by now that the notion of integrity is closely tied to ethical issues,

which involve questions of right and wrong.? Such questions go far beyond what is legal

or illegal; entrepreneurs often must make decisions regarding what is honest, fair, and
respectful.

In order to pinpoint the types of ethical issues that are most troublesome for small
companies, a group of researchers from Baylor University asked small business own-
ers nationwide the following question: “What is the most difficult ethical issue that you
have faced in your work?” As might be expected, the question yielded a wide variety of
responses, which have been grouped into the categories shown in Exhibit 2.1.

These responses provide a general idea of the issues that challenge the integrity of
small business owners. As you can see in the exhibit, the issues mentioned most often
are related to customers and competitors, such as failing to disclose conflicts of interest
when representing clients in the same field, selling defective products, or misrepresenting
unfavorable test results. However, the second most common category is concerned with
the way a company treats its employees, including decisions about layoffs, workplace dis-
crimination, and fairness in promotions. That this set of issues received almost as many
responses as the first should not be surprising, given the challenges of the current business

Explain how integ

groups.

ethical issues
Issues that involve
questions of right
and wrong.

applies to various stakeholder

rity N\

(L EERE 72N The Most Challenging Ethical Issues for Small Businesses

)

Society and the
Supplier €nvironment

relationships

Customer
and competitor
relationships

Legal compliance
and reporting

Relationships with

management
Employment or
promotion decisions
Employee
obligations
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stakeholders
Individuals or groups
who either can affect
or are affected by the
performance of the
company.

environment. In fact, this category was near the bottom of the list when entrepreneurs
responded to the same survey six years earlier.” Times are definitely changing.

The third category is related to the obligations of employees to their employers,
focusing on the actions of personnel that may not align with the best interests of their
companies—for example, accepting kickbacks, taking supplies for personal use, or loafing
on the job. Fourth on the list are management processes and relationships, which can be
put at risk when an employee must report to an unethical supervisor, cover for a superior’s
lies, or face other such uncomfortable situations. Management relationship issues can be
especially disturbing because they reflect the moral fiber or culture of the firm, including
weaknesses in managerial actions and commitments. Other issues—legal compliance and
reporting, supplier relationships, and social and environmental responsibilities—received
less attention in the survey than the other categories.

The results of this survey reveal that entrepreneurs must consider the interests of
a number of groups when making decisions-—owners (or stockholders), customers,
employees, the community, and the government. The individuals in these groups are
sometimes referred to as stakeholders, indicating that they have a “stake” in the opera-

tion of the business. Though definitions vary, =tz ehzidar: are typically described as
those individuals or groups who either can affect the performance of the company or are
affected by it.

Because the interests of various stakeholder groups are different, they sometimes
conflict; thus, decisions can be very difficult to make. And because there may not be
one completely right or wrong position to take, managing the process can be extremely
complicated.*

One executive observed that running a business is sometimes like juggling (see
Exhibit 2.2). In his words, “I am given four balls to balance: the customers’, the employ-
ees’, the community’s, and the stockholders’, by which I mean profit. It’s never made clear
to me how I am to keep them all going, but I know for certain that there is one that I'd
better not drop, and that’s profit.””

Asif the job were not already difficult enough, we must add one more ball to the mix—
government.® Wandering beyond the limits of the law can quickly land a company in hot
water, and there is no more certain way to compromise its integrity and its reputation.

4 EXHIBIT 2.2 Juggling the Interests of Stakeholder Groups

and the Government

Employees
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However, the concerns of all of these groups are fundamental to the management of the
business. If neglected, any one group can use its influence to negatively affect the perfor-
mance of the company.

Nobel Prize-winning economist Milton Friedman outlined the responsibilities of
businesses to society in very focused terms: “There is only one social responsibility of
business—1to use its resources and engage in activities designed to increase its profits so
long as it stays within the rules of the game, which is to say, engages in open and free com-
petition without deception or fraud.””

Friedman argued that businesses should be expected simply to earn profits honestly;
any other use of the firm’s resources is justified only if it enhances the firm’s value. Though
we believe there is adequate room for entrepreneurs to adopt a broader view of their social
responsibilities, it is undeniable that owners have a clear and legitimate right to benefit
from the financial performance of the company.

Many businesses, even small ones, have more than one owner. When this is the case,
high standards of integrity require an honest attempt to promote the interests of all the
owners, which include a commitment to financial performance and protection of the firm’s
reputation. But this does not always happen, which Jeff Dennis learned the hard way.
In 1989, he and three co-founders started a financial investment company called Ashton-
Royce Capital Corporation, When the venture started to take off, two of the partners
decided to “check out” and spend a good part of their time in California in semiretirement,
This left the two remaining co-founders with more of the day-to-day work of the business
and a growing resentment about the unfairness of the situation. In time, the conflict led to
the dissolution of what had been a very profitable business.! Though entrepreneurs should
be able to make their own decisions about personal matters, they have an obligation to
make choices that protect the financial investment that others have in the company.

In many small businesses, a number of people own a small part of the enterprise but
have no direct involvement in its operation. When this is the case. questions concerning
proper conduct can show up in a number of areas. For example, entrepreneurs sometimes
face ethical issues when reporting financial information. They must decide the extent
to which they will be honest and candid. Because a firm has considerable discretion in
reporting performance results, financial reports can sometimes be misleading without
technically being illegal. But providing misleading financial information could easily per-
suade owners to make poor decisions regarding their investment in the company. The
same could also be said for some who do not have ownership, outsiders such as bankers
and suppliers who depend on a firm’s financial reports to be accurate. It is always best to
erton the side of honest disclosures that do not tend to mislead; doing so protects critical
refationships and the reputation of the firm.

“ARING ABOUT CUSTOMERS

What do you call a business without customers? Bankrupt! Customers are obviously one
of the most important stakcholder groups that a company must please. The fact that they
4r¢ central to the purpose of any business has implications for integrity. Entrepreneurs
who take customers seriously and care about them as individuals are apt to have more of
them. And those they have are likely to return often because of that attitude.

[is easy to fall into the habit of seeing every client as merely a dollar sign, but this
arrow and self-serving view can lead to a wide range of questionable practices. For
Example, entreprencurs are often tempted to take adva ntage of customers by being less
.t]um honest with them. And marketing decisions can be particularly complicated when
'Lcomes to ethical issues. Advertising content must sell the product or service but also
tell “the truth, the whole truth, and nothing but the truth.” Salespeople often must
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walk a fine line between persuasion and deception.
In some businesses, a sales representative might
obtain contracts more easily by offering improper
incentives to buyers or by joining with competitors
to rig bids. This is clearly illegal and eventually may
result in damage to the company’s reputation, which
will affect relationships with existing and potential
customers.

Caring for customers is always important, but in
some cases it can lead to life-or-death consequences.
Steelcase, Inc., an office furnishings maker, is explicit
about its commitment to integrity and customer care,
but this was tested when the company started sell-
ing panels that could be used for waist-high office
cubicles or be stacked to form floor-to-ceiling walls.
Building managers loved them because they offered
great flexibility, but there was a problem: The fire standards for full-length walls were
more demanding than those for cubicle panels. Many wanted to ignore the oversight—
including some very satisfied customers—but Steelcase’s CEO, Jim Hackett, recognized
that the company’s commitment to integrity would require him to recall the defective
panels from dealers and replace them with an improved, more fire-retardant product.
This was very costly, and Hackett and his executive team lost their bonuses that year.
But following the terrorist attacks that destroyed a part of the Pentagon building on 9/11,
authorities found that some of the walls installed in that part of the complex were from
Steelcase—and fortunately they were made of panels with the added fire-retardant mate-
rials. It was determined that these reduced the spread of burning jet fuel, saving many
lives and no telling how much pain and suffering.® It also allowed Steelcase to avoid some
very expensive lawsuits. The company has grown tremendously since it was a small office
furnishings startup, but its high standards of integrity and deep concern for customers,
as illustrated here, helped to fuel this growth. Though this situation is clearly unique, it
shows that a firm’s guiding principles sometimes can have a very serious impact on a busi-
ness and its customers.

Companies with integrity recognize the importance of treating their customers with
care, but it should be clear by now that this also just makes good sense. At its core, the for-
mula for business success is actually quite simple: When a company delivers an excellent
product with excellent service, customer satisfaction and healthy sales are almost certain
to follow. Mike Jacobs, owner of two Wetzel’s Pretzels franchises in California, believes
his success in the marketplace has come from building employee teams that make things
happen. With virtually no turnover since launching his businesses, Jacobs has commu-
nicated to his employees how important they are and how their performance impacts
the business. In fact, their service orientation generates well over $1.1 million in annual
sales.!” The returns from high-quality customer care are apparent.

VALUING EMPLOYEES

A firm’s level of integrity is also expressed by the value it places on employees. Through
management decisions, an owner affects employees’ personal and family lives. Issues of
fairness, honesty, and impartiality are inherent in decisions and practices regarding hiring,
promotions, salary increases, dismissals, layoffs, and work assignments. Employees are also
concerned about privacy, safety, and health issues, and these should not be ignored.

In communicating with employees, an owner may be truthful and fair, vague and mis-
leading, or totally dishonest. Some entrepreneurs treat outsiders with great courtesy but
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display demeaning behavior or attitudes toward subordinates, whom they regard as mere
pawns in the game of business. Showing proper appreciation for subordinates as human
beings and as valuable members of the team is an essential ingredient of managerial integ-
It is also wise, since employees are a firm’s most important resource.
Many entrepreneurs recognize the great importance of looking after the needs of their
employees, creating a positive work environment and rewarding them generously for their con-
tribution. Tom Rath, a researcher with The Gallup Organization and co-author of the book,
Wellbeing: The Five Essential Elements, found that workers in well-managed workplaces actu-
ally want to spend time with their bosses, if those bosses truly care about the individuals they
lead and are interested in what’s going on in their lives. And when employees feel socially con-
nected at work, they tend to be highly engaged and much more productive." To complete the pic-
ture, employees who are loyal to the business naturally want to pour themselves into their work,
which leads to high-quality service, very loyal customers, and ultimately, repeat business.'” Once
again, managing with integrity is the right thing to do, but it can also be very good for business.
Tony Hsieh recognized the virtuous cycle involved, a guiding concept that helped him
lead online shoe store Zappos from a struggling startup in 1999 to a colossal category
superstar worth $1.2 billion just a decade later. In his words,

rity.

We'd bet that by being good to our employees—for instance by paying for 100 percent
of health care premiums, spending heavily on personal development, and giving customer
service reps more freedom than at a typical call center—we would be able to offer better
service than our competitors. Better service would translate to lots of repeat customers,
which would mean lower marketing expenses, long-term profits, and fast growth."

Hsieh is so committed to supporting his people and protecting interactions with custom-
ers that he actually established a policy of paying employees $2,000 to quit if they were
unhappy with their jobs. In his mind, forming strong personal and emotional bonds with
customers is the surest way to provide unbeatable service, and from there, sales results
will naturally follow. Zappos certainly generated plenty of sales, which is why Amazon.
com decided to acquire the company on November 1, 2009. Signaling the importance of
Hsieh’s employee-centered philosophy to the company’s success, Amazon asked him to
stay on as CEO of the enterprise."

To be sure, small businesses do not always show the level of concern for employees that
Zappos expresses—not even within the limits of their resources—and we do not intend to
imply that Hsieh’s way of taking care of employees is right for every company. But there
are many ways that companies can stray from the integrity track. For example, some small
business owners give little thought to the standards of conduct that guide everyday behav-
lor, thinking that a shortcut here and there won’t
hurt anything. But lapses in integrity can easily be
passed down from superiors to subordinates, rep-
licating like a life-threatening virus that spreads
throughout the organization. As this influence
expands, employees of small firms are likely to face
pressure from various sources to act in ways that
conflict with their own sense of what is right and
wrong. For example, a salesperson may be pushed
to compromise personal ethical standards in order
tomake a sale. Or an office employee may feel forced
by her or his boss to act unethically, perhaps by
d_c.*;u-oying documents or misrepresenting produc-
tion data. Such situations are guaranteed to spawn
an organizational culture that erodes integrity.
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Fortunately, most employees of small firms do not face such expectations, as was dis-
covered by a research team at Baylor University.” In a nationwide survey of individuals
holding managerial and professional positions in small firms, nearly three-fourths of
the respondents (72.3 percent) reported an absence of pressure to compromise personal
standards. This is encouraging, but the study also revealed that more than one-fourth of
the respondents experienced either slight (24.1 percent) or extreme pressure (3.6 percent)
to give in, which leaves room for improvement. The ideal is to develop a business environ-
ment in which the best ethical practices are consistently and uniformly encouraged, where
employees feel completely free to do what they know is right.

Sometimes, employees may engage in unethical behavior at their employer’s expense.
They may fail in their ethical obligation to do “an honest day’s work.” Loafing on the job,
working too slowly, and taking unjustified sick leave are all examples of such failure. Some
employees even feign injury and draw fraudulent workers’ compensation checks, thereby
inflating the company’s insurance costs.

According to FBI statistics, employees who steal supplies, merchandise, tools, or
equipment from work cost employers as much as $150 billion dollars each year,'® a figure
that does not even include losses from embezzlement (that is, when an employee steals
money from the firm). These problems are serious, with some experts estimating that one-
third of all new businesses fail because of employee theft of one kind or another.”

SOCIAL RESPONSIBILITY AND SMALL BUSINESS

To most people, an ethical business is one that not only treats customers and employees
honestly but also acts as a good citizen in its community. These broader obligations of
citizenship are called social responsibilities,

Some regard social responsibility as a price of freedom to operate independently in
a free economy. They believe that the public has certain social expectations regarding
business behavior, not all of which are required by law. Accordingly, they regard some
expenditures on social responsibilities as proper, even when they are costly.

To varying degrees, companies have increasingly accepted responsibility to the com-
munities where they do business. Their contribution starts with creating jobs and add-
ing to local tax revenues, but many entrepreneurs feel a duty to give back even more to
the community in return for the local support they enjoy-—and they usually benefit from
increased goodwill as a result. It is important to recognize that opinions differ as to the
extent to which businesses are obligated to engage in socially desirable activities, and the
response of small businesses to those obligations also varies. Some emphasize environ-
mentalism, minority contracting, or regional economic development, while others focus
their attention on volunteerism, philanthropy, or day care for employees’ dependents. Still
others give only minimal attention to peripheral social issues.

Examples of Citizenship in the Community

Contributions to the community can take many different forms. Ryan Allis and Aaron
Houghton met when they were still students at the University of North Carolina. With
combined experience in Web marketing, Web design, and software development, they
soon joined forces and started a new company to sell an innovative Web-based e-mail
list management tool that Houghton had developed. They called their new venture iCon-
tact Corp., and the market loved their product. Because the venture was profitable from
its second year in business, Allis and Houghton chose to support charitable enterprises
very early on. They established a social responsibility policy called the “4-1s” program.
Under the program, iContact gives away 1 percent of its employee time, 1 percent of its
payroll, 1 percent of its product, and 1 percent of its equity to worthy nonprofit organiza-
tions. In raw numbers, for 2009 alone iContact gave away 475 days of employee time to
03 organizations, contributed $109,000 in cash donations, and allowed 700 nonprofits to
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use its product free of charge. And with projections for continued growth, these numbers
are very likely to increase in the years ahead.

In 1998, David Shapiro and Andrew Sherman started Fluid, an original music, sound
design, and visual effects studio located in New York City. Today, the company has more
than 20 employees, a growing list of very high-profile clients, and more than $6 million in
annual revenues, but the company also does a great deal of pro bono work—that is, free
service to the community. Many small businesses encourage their employees to make a
difference in the community by donating their time to worthwhile causes, but companies
like Fluid want more than just good PR from employee contributions of time and talent—
they want maximum impact, which happens best when specific job skills are put to use.’

This trend toward “skills-based volunteering” is growing rapidly; in fact, recent research
shows that around 40 percent of volunteers look for opportunities to put their specific skill
sets to use. The bottom line for Fluid: Nonprofit organizations receive services for free that
they would otherwise not be able to afford, and the company’s employees give back to their
community by doing what they love to do. Now they are all making beautiful music together.?

Entrepreneurs should think carefully about their community commitments, because
building a business on the foundation of “doing good” may add to a small company’s
financial burden. However, this is often more than offset by increased loyalty among cus-
tomers and employees who buy into the mission, which leads to improved productivity
and morale. It can also help to set a company apart from competitors that offer similar
products or services but make no charitable contributions. Perhaps most important, this
commitment is often rewarded by customers in two ways—repeat sales and a willingness
to pay a little more for what they get. These are strong incentives for a company to give
serious consideration to its dedication to the community.?

Differing Views on Social Responsibility

How do small business owners compare with big-business CEOs in their view of social
responsibility? The evidence is limited, but research suggests that entrepreneurs who head
small, growth-oriented companies may be more narrowly focused on profits and therefore
less socially sensitive than CEOs of large corporations. Because simple survival may be
the most pressing priority, many small, growing firms see social responsibility as a luxury
they simply cannot afford. And in defense of small firm owners, we note that they usually
spend their own money rather than corporate funds—it is much easier to be generous
when someone else is footing the bill. Small business philanthropy often takes place any-
way, but in the form of personal contributions by business owners.

Entrepreneurs must reconcile their social obligations with the need to earn profits.
Earning a profit is absolutely essential. Without profits, a firm will not be in a position
to recognize its social responsibilities for very long. But meeting the expectations of soci-
ety can be expensive. For example, small firms must sometimes make expensive changes
to conserve energy or emphasize recycling, and auto repair shops incur additional costs
when they dispose of hazardous waste responsibly. It is evident that acting in the public
interest often requires spending money, which reduces profits. There are limits to what
particular businesses can afford.

Fortunately, many types of socially responsible actions can be consistent with a firm’s
long-term profit objective.?’ Some degree of goodwill is earned by such behavior. A firm
that consistently fulfills its social obligations makes itself a desirable member of the com-
munity and may attract customers because of that image. Conversely, a firm that refuses
its social responsibilities may find itself the target of restrictive legislation or local protests
and discover that its customers and employees lack loyalty to the business.

Research conducted by Cone, Inc., a Boston-based strategic marketing firm, revealed
that eight out of ten Americans claim corporate support of causes earns their trust in
that firm. Eighty-six percent of respondents said they would be very or somewhat likely
to switch brands based on corporate citizenship commitments. Carol Cone, CEO of the
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research firm, concludes, “It’s clear from our research that the public wants to know . ..
what a company is doing in the community—good and bad.”?? Small businesses seem to be
responding to this message. A National Federation of Independent Business study found
that 91 percent of small businesses made contributions to their communities through
volunteering, in-kind assistance, and/or direct cash donations. The same study reported
74 percent of all small business owners volunteered for community and charitable activi-
ties, and the average commitment was just over 12 hours per month (which translates to 18
working days per year).? Overall, the evidence on performance impact is far from certain,
but it suggests that commitment to the community may very well be good for business.

GOVERNMENTAL LAWS AND REGULATIONS

Government at all levels serves a purpose, though there is room to debate whether it has
too much power or too little. It intervenes directly in the economy when it establishes laws
to ensure healthy competition. But its reach extends into other business matters as well—
workplace safety, equal employment opportunities, fair pay, clean air, and safe products,
to name a few. Entrepreneurs must comply with governmental laws and regulations if they
are to maintain integrity, and avoid spending time behind bars.

One glaring example of unethical behavior by small firm management is fraudu-
lent reporting of income and expenses for income tax purposes. This conduct includes
skimming—that is, concealing some income—as well as improperly claiming personal
expenses as business expenses. We do not mean to imply that all or even most small com-
panies engage in such practices. However, tax evasion does occur within some of these
firms, and the practice is common enough to be recognized as a general problem.

Tax avoidance can be flagrant and very intentional, but entrepreneurs often come up
short on their tax commitments because of casual accounting systems, single-minded focus
on their product or service, or both. One student entrepreneur confesses that he had a close
brush with the law because he and his friends were creating clothing in his dorm room
and selling it on his campus, but the company did not legally exist and he was not keeping
track of sales and expenses because he didn’t take seriously the obligations and advantages
of keeping good records. But after a close encounter with Internal Revenue Service (IRS)
agents, this young entrepreneur learned that accurate recordkeeping and legal formalities
are necessary to ethical practice and, just as important, to peace of mind.*

When the topic of tax avoidance comes up, most people think of income taxes, but
employee payroll tax—local, state, and federal obligations such as Social Security, Medi-
care, and unemployment—and other taxes must also be withheld. These often present the
biggest tax burden on small businesses because they are owed regardless of whether the
company makes a profit or not. And because tax authorities like the IRS do not always
push hard enough to collect these taxes, small
businesses can easily fall behind.?

This is what got Gus Rancatore into trouble.
As co-owner of Toscanini’s, a popular ice cream
shop in Cambridge, Massachusetts, he some-
times struggled just to stay one step ahead of the
business. As Rancatore puts it,

The bottom line is that, in the day-to-day
craziness of running a business that was in
danger of going off the rails, I missed tax
payments—mboth employment taxes and my
state meals tax. When it came to paying the
State on time or making payroll and paying
the milkman, I felt I had to worry about taxes
second,
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This financial neglect went on
for some time—but it could
not go on forever. Eventually,
Rancatore owed the govern-
ment a crippling $177,000,
and there was no way he
could come up with that kind
of cash on demand. So, on the
morning of January 17, 2008,
state authorities showed up
at the shop, padlocked the
door, and put a bright orange
“seized” sticker on the win-
dow. It was only with the
support of friends and loyal

Getting Assistance from the SBA

If all this talk of laws and regulation and compliance
seems daunting, take heart! The Small Business
Administration can help (go to http://www.sba.gov
and choose the “Starting and Managing a Business”
option). The information provided there can help
small businesses understand their legal require-
ments and lead them to helpful government
services from federal, state, and local agencies.
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customers that Rancatore was
able to convince officials to allow him to reopen, and it was a long and painful road
back from the financial abyss into which the business had descended.?’ And the damage
to Rancatore’s reputation is irreversible. Regardless of the circumstances, entrepreneurs
must meet all tax obligations to preserve their integrity—or even to stay in business.

The Challenges and Benefits of Acting with Integrity

mall companies sometimes face unique challenges to maintaining integrity, but the

benefits of integrity are real and can offer small businesses a distinct advantage in the |

marketplace. However, small companies are often vulnerable because of their size |
and their desire to succeed. We’ll discuss how the payoff from managing with integrity |
can make a small business, and how lack of it can break one.

3

Identify challenges
and benefits to integrity
that arise in small
businesses.

SMALL COMPANIES AND THE LEGITIMACY LIE

Walking the straight and narrow may be more difficult and costly on Main Street than
it is on Wall Street. That is, small, privately held firms that are not part of the corporate
world epitomized by Wall Street may face greater pressures than large businesses do to
act unethically. Indeed, because small firms usually do not have the deep pockets and
superior resources of their larger competitors, entrepreneurs may find it easier to rational-
ize, say, inappropriate gift giving or bribery as a way of offsetting what seem to be unfair
limitations in order to establish a level playing field. And at times it may seem that a “little
white lie” is justified when the life and future of the company are at risk. It’s easy to cave
in to the pressure when your back is against the wall.

Because startups do not have a history and a reputation to lean on when trying to sell
customers on their new product or service or to impress other important stakeholders,
entrepreneurs often are uniquely tempted to resort to telling what some researchers call
“legitimacy lies.”?® That is, they sometimes misrepresent the facts to mislead others inten-
tionally and earn their confidence. How do you feel about the following situations (which
actually took place)?

only a few local projects to work on. Profits were slim, but that didn’t stop him from
[ telling everyone that business was great. Consistent with this false storyline, he set
up an 800 number and launched a website to create an image of greater scale.”

|

|

|

+ An entrepreneur launched his own fundraising business in South Carolina with I
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A small business owner who
had just started a truck-

ing company in Michigan
sometimes used the phone in
“creative ways” to shade cus-
tomer impressions about the
business. For example, “she
pretended to transfer cus-
tomers to different lines and
used phony voices to make
the company seem bigger.”*

« Partners in an auto sales
startup rented a large lot for
their business but could af-
ford only four cars for inven-
tory—a turn-off for would-be
buyers. To adapt, the partners
offered free parking in their
lot to any employee of the big firm next door who would allow them to put a false price
tag on their car during the day as if it were for sale. Many accepted, and soon the lot was
full every morning and mostly empty by late afternoon. Passersby figured the company
must be doing a booming business, and predictably, actual sales soon followed.”

When small business owners create false impressions to make their companies look
good, are they being dishonest or simply resourceful? While there is nothing wrong with
setting up an 800 number or establishing a Web presence to gain scale advantages to
compete better against larger competitors, pretending to be something he or she is not is
less than forthright and can lead a small business owner into what is, at best, a gray area.
The drive and ingenuity of these entrepreneurs is certainly impressive, but their behavior
raises questions about ethical standards. Such moves may save companies, but how would
customers feel if they knew they were being manipulated in this way?

Telling legitimacy lies threatens the reputation of the business. If (when) the truth is revealed,
the news could spread like wildfire and future sales or support could very well be compromised.
It would be better—and much more honest—to understand the levers that move customers to
confidence in a purchase and provide honest information that backs up your appeal. Research
has shown that customers are less likely to decide to purchase if they have significant ques-
tions about three features of a new venture—the product or service that it offers, those who
represent and/or run the business, and the organization itself.* (We call these features PRO fac-
tors—standing for Products, Representatives, and the Organization—to emphasize that they
can promote firm performance when customers are satisfied with them.) Prospective customers
may have many different doubts and concerns about these factors, including the following:

Will the product (or service) serve my needs better than alternatives, and will it
be a hassle to change over from the brand I currently buy? (Research indicates
that product/service knowledge is the most important of the three factors when
customers make purchase decisions.”)

» Do the company’s representatives know what they are talking about, and will they
(can they) live up to their assurances?

* Will the organization still be around to stand behind its product or service if I have
a problem with it six months from now?
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Considered in light of your own purchasing decisions, it should be clear that these are
all reasonable concerns, and it is important that the new venture find a way to address
them. For example, advertising can help to get product or service information out to
prospective customers, but this can be expensive, so many new ventures choose to lean
on a well-crafted publicity program, social media tools, or other promotional strategies
instead (more on these in Chapter 17).

Often a small firm’s legitimacy is staked on the reputation of its owner, but it is
important to highlight and honestly bolster the credibility of anyone who represents
the venture. It is best to make the credentials (educational background, expertise,
industry experience, etc.) of key employees known, as well as to encourage the par-
ticipation of those employees in trade, business, and community organizations where
they can build important relationships and associations. The business itself can estab-
lish legitimacy by setting up a high-quality website, insisting on professional behavior
from all customer-contact employees, forming strategic alliances with well-respected
partner firms, and taking other, similar measures. The point is that a new venture or
small company may be at a legitimacy disadvantage when compared to established
competitors, but there are ways to close the gap. And while the research and our dis-
cussion above is concerned specifically with the reactions of customers, many of these
principles clearly apply to relationships with investors, suppliers, and other important
stakeholders as well.

THE INTEGRITY EDGE

The price of integrity is high, but the potential payoff is incalculable. For example, it
is impossible to compute the value of a clear conscience. The entrepreneur who makes
honorable decisions, even when it comes to the smallest of details, can take satisfaction
in knowing that she or he did what was right, even if things do not turn out as planned.

But integrity yields other important benefits as well. In his book Integrity Is All You've
Got, Karl Eller observes that through his long career as a successful entreprenecur, he has
seen one constant: the crucial role of integrity to achievement in business. As he puts it,
“Those who have [integrity] usually succeed; those who don’t have it usually fail.”* Eller
suggests that integrity lubricates the important traits of an entrepreneur so that they work
harmoniously together, which can give a company an enormous advantage over competi-
tors. Entrepreneurs with integrity are aware of the importance of the bottom line, but this
is not their singular focus; nonetheless, extraordinary financial performance often follows
their efforts.

A growing body of research supports the notion that ethical business practices
are good for business, pure and simple. Citing specific studies, the advocacy group
Business for Social Responsibility contends that there are numerous long-term ben-
cfits to adopting ethical and responsible business practices. These benefits include the
following:¥

* Improved financial performance

- Enhanced brand image and reputation

» Increased sales and customer loyalty

» Improved productivity and quality

* Better recruitment and reduced employee turnover
+ Fewer regulatory inspections and less paperwork

« Improved access to capital
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onsistent with research conducted by the Institute of Business Ethics, which found

ThisisC
llhi::1 firms operating according to a “clear commitment to ethical conduct” consistently
outperform those compa nies that do not, These findings prompted Philippa Foster Black,
cctor of the institute, to declare, “Not only is ethical behavior in the business world the
and principled thing to do, but it has been proven that ethical behavior pays off in

i

dit
right
fnancial returns.”

Perhaps the greatest benefit of integrity in business is the frust it generates. Trust
results only when the stated values of a company and its behavior in the marketplace
match. When a small business owner looks to the needs of others and follows through on
her or his promises, stakeholders notice. Customers buy more of what a firm sells when
they realize that the company is doing its best to make sure that its products are of high
quality and its customer service is excellent. Employees are much more likely to “go the
extra mile” for a small company when it is clear that they are more than simply replace-
able parts in an impersonal machine.

And members of the community also respond positively to business integrity. When
they are convinced that a firm is living up to its commitments to protect the environment
and pay its fair share of taxes, their support can keep the company going even if it falls on
hard times. It all comes down to trust. If they conclude that the business is simply taking
advantage of them, then all bets are off. There is no substitute for trust, and there is little
hope for trust without integrity.

Integrity and the New Economy

or the entreprencur with integrity, decisions are often complicated by developments

in the world economy. Businesses that operate across national boundaries must con-

sider the ethical standards that exist in other cultures, which often differ from those
of their own country. And firms using the Internet face a host of ethical issues that have
arisen in the online marketplace. As small firms move toward international commerce
and harness the power of the Internet to launch and sustain their enterprises, these issues
become all the more important.

NTEGRITY AND THE ONLINE WORLD

It is not surprising that issues of honesty, deception, and fraud have affected Internet-
based businesses, just as they have traditional commerce. It simply follows from the fact
that those who buy and sell on the Internet are the same people who participate in all
other arenas of the marketplace. One quickly encounters questions of right and wrong in
business relationships in every venue.

An issue of great concern to Internet users is personal privacy. Businesses and con-
sumers often disagree about how private the identity of visitors to websites should be.
For example, businesses can use cookies (digital “ID tags” that track online activity) to
collect data on patterns of usage related to a particular Internet address. In this way, a
business may create a detailed profile of customers, which it may then sell to other parties
for profit. Internet businesses—and even many of their customers—see the collection of
personal information as helpful. A bookseller might, for example, welcome a customer
back by name and tell him or her about a special book similar to those the customer
ordered previously. To address customer concerns, a number of firms have developed pri-
vacy policies—they either will not share personal data or will not share it if the customer
requests privacy.

The extent to which an employer may monitor an employee’s Internet activity is
also hotly debated. Many workers believe it is inappropriate for employers to monitor
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intellectual property
Original intellectual
creations, including
inventions, literary
creations, and works of
art, that are protected by
patents or copyrights.

their e-mail, a practice they consider to be an invasion of privacy. Employers, on the
other hand, are concerned that employees may be wasting company time dealing with
personal e-mail, shopping online, and surfing the Internet. And it appears there is rea-
son for concern. Business journalist David Freedman reviewed research indicating that
accessing the Internet at work for personal reasons is escalating rapidly. In an Inc.
article, he states,

American workers spent the equivalent of 2.3 million years” worth of 40-hour
work-weeks reading nonwork-related blogs while at work, according to a study by
Advertising Age magazine. And that’s just blogs. Millions more work years were spent
shopping online, checking eBay listings, cruising social networks, looking for vacation
deals, Googling old flames, and, of course, ogling porn. [ This research indicates that ]
employers spend nearly $760 billion a year paying employees to goof off on the Web.>

Freedman concluded that this Internet activity is not all bad (for example, everyone needs
a break now and then,*® and an employee who spends time on the Internet can spot emerg-
ing trends and bring that insight to his or her work). But many employers are convinced
such activity hinders workplace productivity and thus are taking steps to do something
about it.”

An increasing number of small businesses are installing software to monitor Internet
use, and one study found that 38 percent of firms go so far as hiring staff to read or oth-
erwise analyze employees’ e-mail.** Beyond productivity concerns, companies are very
worried these days about deliberate or accidental leaks of sensitive information, employee
access to inappropriate content, and system exposure to risky viruses and malware.
But these must be balanced against respect for employee privacy. In the past, the courts
tended to give firms great freedom to monitor personal e-mail accounts accessed from
company networks, but that is quickly changing. In a number of cases, the courts have
ruled that a firm does not have a legal right to monitor personal e-mail at work unless it
has explicitly informed employees that it may do so.* Most small companies choose not
to monitor workers’ Internet use, but those that do should be sure to develop a carefully
worded and legally sound policy first, and then ensure that all employees are aware of it
Taking such measures is very practical—it helps head off costly legal challenges—and it
also communicates that the firm respects its employees and signals sound commitment
to high standards of integrity.

Widespread use of the Internet has also focused attention on the issue of protecting
intellectual property. Traditionally, protection has been granted to original intellectual
creations—whether inventions, literary works, or artistic products such as music—in
the form of patents, copyrights, trademarks, design rights, and trade secrets. The law
allows originators of such intellectual property to require compensation for its use.
However, the Internet has made it easy for millions of users to copy intellectual prop-
erty free of charge. ‘

Protection of intellectual property is a political as well as an ethical issue. Recent
congressional hearings, lawsuits, and proposed legislation suggest that additions or
changes to current laws are likely, and international enforcement continues to be a
major problem. As Internet use continues to grow and practices such as online selling
and file sharing are made increasingly easier, it is safe to assume that property rights
will become more difficult to protect. Therefore, content providers and other intel-
lectual property owners will have to take stronger measures to guard what is legally
theirs.

The problem of intellectual property rights violations was highlighted recently when
accusations were leveled against eBay Inc., claiming that the online auction powerhouse
was materially responsible for the rise in the sale of counterfeit goods (that is, unauthorized
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copies of a legitimate prod-
uct). The Economist provides
an idea of how widespread
the problem has become:

! Managing Your Online Reputation

A few years ago sellers on
eBay were mostly private
individuals flogging second-
hand goods. But now eBay is
increasingly used by profes-
sional retailers selling new
items. Many of them sell
fakes. [The French company]
LVMH claims that out of
300,000 products [labeled]
Dior and 150,000 Louis Vuitton
handbags offered on eBay in
the second quarter of 2006,
Sully 90% were fake.®

Contrary to the old saying, what you don't know can
hurt you! With the rising popularity of social media,
the chances are good that someone is trashing your
company’s reputation online. And if they are, it's
important that you know about it so you can deal
with the potential fallout. Many firms are using tools
like Google Alerts, Yext Rep, Viralheat, and Trackur to
keep tabs on competitors and scan online customer
comments about their business. You can, too, and
for some of these tools there is no charge. For more
on managing your online reputation, see April
Joyner, “Who's Talking about You?" Inc., Vol. 32, No. 7
(September 2010), pp. 63-64.

Despite its aggressive fight against
counterfeiting, the problem continues to dog the Internet icon. In fact, eBay has already lost
Jawsuits in Burope to luxury goods makers, though the online company’s legal efforts have
been more successful in the United States.* Regardless of eBay’s legal liabilities, it is clear
that the sale of counterfeit goods, though increasing, is a violation of the law and a breach of
integrity. The practice cannot be defended.

INTERNATIONAL BUSINESS AND INTEGRITY

Every country faces questionable business behavior within its borders, but some must deal
with very serious forms of illegal business activity. For example, Italian police raided a
Chinese-owned counterfeiting factory in the Tuscan town of Prato and confiscated more
than 650,000 fake Gucci and Louis Vuitton handbags and accessories. Many such factories
are setting up shop in Tuscany to be close to European consumers and to be able to add a
“Made in Italy” label to their goods.* Other rogue businesses—some located in the United
States—routinely exploit the weak and vulnerable in ways that stray far from ethical
practice. For example, some companies exploit labor in countries with weak labor laws
in order to procure products at low costs. Though practices of this kind may be tolerated
(even encouraged) by local governments, labor activists and human rights organizations
have condemned them, and they are increasingly targeted by law enforcement authorities.

In operating abroad, U.S. businesspeople often encounter ethical issues thatare clouded
by cultural differences. So what are entrepreneurs to do? Frequently, they simply apply
U.S. standards to the situation. In some cases, however, this approach has been criticized
for resulting in ethical imperialism, an arrogant attempt to impose American perspectives
on other societies. Some guidance is provided by restrictions specified in the Foreign Cor-
rupt Practices Act, which makes it illegal for U.S. businesses to use bribery in their dealings
anywhere in the world. Regardless of local practices, American firms must comply with
these laws, even though “gray areas” exist in which there are no definite answers.

Another viewpoint is embodied in the saying “When in Rome, do as the Romans
do.” This philosophy, sometimes called ethical relativism, is troublesome, because it
implies that anything goes if the local culture accepts it. To define its ethical landscape
and work out its position on difficult issues, a small business must consider the nuances
of its particular international environment. Training is also needed to ensure that each
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The belief that the ethical
standards of one’s own
country can be applied
universally.

ethical relativism
The belief that ethical
standards are subject to
local interpretation.
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employee understands the firm’s commitment to integrity, and consulting an attorney in
the United States with appropriate expertise is highly recommended.

Also, bear in mind that one-time practices may set a pattern for future behavior.
Some business owners have observed that offering a bribe to make a business deal pos-
sible often creates expectations for more of the same in the future. Owners who refuse
to pay these “fees” say that they may have to deal with frustrating inconveniences in the
short term (for example, shipped products being held up by customs), but it is likely to dis-
courage such demands in the future. This is one of the ways in which integrity in business
may offer unanticipated rewards.

Building a Business with Integrity

he goal of an entrepreneur with integrity is to have a business that operates honor-

ably in all areas, which sets the entrepreneur on the path toward crafting a worthy

legacy, as discussed in Chapter 1. This goal is not reached automatically, however.
To build a business with integrity, management must provide the leadership, culture, and
instruction that support ethical perspectives and appropriate behavior.

5

Suggest practical
approaches for building
a business with

integrity.

THE FOUNDATIONS OF INTEGRITY

The business practices that a firm’s leaders or employees view as right or wrong reflect

underlying values their underlying values. An individual’s beliefs affect what that person does on the job
Unarticulated ethical and how she or he acts toward customers and others. Talk is cheap (that is, anyone can
beliefs that provide a sound ethical), but actual behavior provides the best clues to a person’s true underlying

foundation for ethical

- system of basic values. Business behavior generally reflects the level of a person’s commit-
behavior in a firm.

ment to honesty, respect, truthfulness, and so forth—in other words, to integrity in all
of its dimensions. Such values are often organized into the business enterprise’s mission
statement.

Values that serve as a foundation for integrity in business are based on personal views
of the role of humankind in the universe and, naturally, are part of basic philosophical
and/or religious convictions.* In the United States, Judeo-Christian ideals have tradition-
ally served as the general body of beliefs underlying business behavior, although there are
plenty of examples of honorable behavior based on principles derived from other religions.
Since religious and/or philosophical principles are reflected in the business practices of
firms of all sizes, a leader’s personal commitment to certain basic values is an important
determinant of a small firm’s commitment to business integrity.

Entrepreneurs who are deeply committed to underlying standards of integrity oper-
ate their businesses in ways that reflect their personal values and ideals. One business that
places the entrepreneur’s personal values above dollars is Ukrop’s Super Markets, a Rich-
mond, Virginia—based grocery chain that does not sell alcohol, closes every Sunday, and
donates 10 percent of its profits to charity. Several times, Forfune magazine has named
Ukrop’s in its list of the 100 best companies to work for. And customers are happy with
the company’s policies, such as having staff carry and load groceries and refusing to take
tips for this service.”

Steadfast devotion to integrity can lead to many other positive outcomes, as well. For
example, a long-time observer of high-tech startups commented on the significance of an
entrepreneur’s personal standards to investment decisions:

I can tell you, even with the smallest high-technology companies, the product had to be
good, the market had to be good, the people had to be good. But the one thing that was
checked out most extensively by venture capitalists was the integrity of the management
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