Small Business
| Entrepreneurship.

AN ETHICS AND ﬁﬁ:*
| T HUMAN | RELA S

ECTIVE

. iy




SMALL BUSINESS
ENTREPRENEURSHIP

An Ethics and Human
Relations Perspective

Lavern S. Urlacher

Prentice Hall
Upper Saddle River, NJ 07458



Library of Congress Cataloging-in-Publication Data
Urlacher, Lavern S.
Small business entrepreneurship : an ethics and human relations perspective / Lavern S. Urlacher.
p. cm.
Includes index.
ISBN 0-13-636408-X
1. Small business—Management. 2. Small business—Moral and ethical aspects. 1. Title.
HD62.7.U75 1999
658.02"2—dc21 98-30843
CIP

Acquisitions Editor: Elizabeth Sugg

Editorial Assistant: Maria Kirk

Director of Production and Manufacturing: Bruce Johnson

Managing Editor: Mary Carnis

Editorial/Production Supervision and Interior Design: Tally Morgan, WordCrafters Editorial
Services, Inc.

Cover Design: Miguel Ortiz

Manufacturing Buyer: Ed O'Dougherty

Marketing Manager: Danny Hoyt

© 1999 by Prentice-Hall, Inc.
Simon & Schuster/A Viacom Company
Upper Saddle River, New Jersey 07458

All rights reserved. No part of this book may be reproduced, in any form or by any means, without per-
mission in writing from the publisher.

Printed in the United States of America

100 9 8 76 5 4 3 21

ISBN 0-13-b3k40&-X

Prentice-Hall International (UK) Limited, London
Prentice-Hall of Australia Pty. Limited, Sydney
Prentice-Hall Canada Inc., Toronto

Prentice-Hall Hispanoamericana, S.A., Mexico
Prentice-Hall of India Private Limited, New Delhi
Prentice-Hall of Japan, Inc., Tokyo

Simon & Schuster Asia Pte. Ltd., Singapore

Editora Prentice-Hall do Brasil, Ltda., Rio de Janeiro



To my wife, Joyce Muggli Urlacher, for her support and encouragement, and to my
children: Brian, who provided much needed computer technical support; Wyatt,
whose artistic talent was put to use in drawing the bridge model; and Janna, who
sacrificed time with her dad so that this book could be written.

I would also like to acknowledge every teacher who ever looked into the eyes
ofastudent and saw the promise of a better tomorrow. I would especially like to thank
those teachers who gave me hope, who strived to build me up and not tear me down.



Preface

A Letter to the Students« s ccceeceeeeee..

It is my profound hope that this book will have a positive impact on your life. If you
or anyone else had asked me if I would ever write a book, much less a textbook, I
would have answered “never in a million years.” In the end I wrote this book be-
cause I thought it needed to be written. I wrote it out of frustration. As a adjunct
professor, I was teaching a class in small business management, and was frustrated
with the textbook.

Partially, this was because of my experience with small businesses. I spent fif-
teen years as a small business owner and as a manager in three different types of
businesses before attending graduate school to pick up an advanced degree. After
graduation I worked part time as an adjunct professor and full time as an unem-
ployment tax representative for the state of South Dakota. I worked exclusively with
businesses and wound up doing a lot of coaching and consulting with new propri-
etors. One day I walked into a new establishment and visited with the new entre-
preneur. As I was helping this person set up her payroll and handing her the
appropriate forms for both state and federal filing requirements, I discovered that
she had just graduated from college with a degree in accounting. She had been
taught a lot about accounting, but not from a practical how-to, small business
perspective. She had never seen the forms and did understand the steps required to
get a business off the ground from a legal-requirement point of view.

It is my intent in this book to fill in many of those gaps. I discuss what forms
must be filed when and with whom. You will find the forms to file income tax and
payroll in an appendix at the end of Chapter 10. You will find the forms to file a loan
request with the SBA. I have included a format to form a franchise, buy a business
on a contract for deed, and to deal with many with similar concepts. You will find
an interview with a lender and two formats with which to file a business plan as
well as an in-depth look at marketing research prior to the marketing plan format.
In this type of course, more than any other in a typical business degree curriculum,
the focus should be on a step-by-step, how-to framework. The only problem is that
in a small business the steps are rarely sequential. It often seems that everything
progresses at the same time, or remains stagnant.

I have developed a bridge model, which the book elucidates. This model was
the outcome of an attempt to demonstrate to my students how the functional
areas are integrated into a small business system. The model confirms that busi-
ness is supported by people and systems that must generate an acceptable level of
quality in the products and services that are produced. The model demonstrates
that successful long-term business endeavors must be grounded in honesty and
integrity—that a business must be grounded in ethical conduct if it intends to be
successful. The ethical conduct a business engages in is most evident within the
human relationships that support the business and also in the products and ser-
vices the business produces. The model demonstrates that small businesses make
decisions as an ongoing process. To make good-quality decisions, good information
systems must be an integral part of the business structure.
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In this book I have used many of my own experiences and have made exten-
sive use of interviews with small business owners and with people in firms that tend
to work with and support small business. I used this format to demonstrate how
similar small businesses are but how unique they are in bringing their products or
services to the marketplace. Although their problems and challenges are similar,
they require very different approaches. It is my hope that the generosity of these
people in sharing their life and business experiences will inspire readers not only
to learn from them but to really gain an aptitude for creative problem solving.

The businesses that I chose to profile are truly entrepreneurial endeavors.
These are not the sons and daughters of wealthy people who were groomed in the
family business to take over when their parents retired. These are everyday work-
ing people who had a dream and possessed the ability and courage to pursue that
dream. That doesn’t mean they found the gold at the end of the rainbow. The
process of running their businesses goes on in a very daily sort of way. These peo-
ple were willing to share their hopes, fears, successes, and failures with the hope
that you might learn from them. In the telling, take what you can and leave the
rest. [ am very grateful to those who opened their doors to me to share with us.

The focus of this book is not the SBA’s definition of small business, which for
most of us is big business, but on a much smaller scale. The intent is not to pre-
clude or limit the size of the prospective entrepreneur’s dream, only the size of the
beginnings. I have a special appreciation for the fact that starting a small business
involves an extensive search for information. Starting and running a small busi-
ness often seems to be a continuous quest for solutions to ever-changing problems.
To help simulate that process, I added a number of outside-the-classroom activi-
ties, to involve you in your communities in the search for firsthand information.

In small business management so many of the decisions that need to be made
are financial in nature that I felt it particularly important that readers have a thor-
ough understanding of the time value of money concepts. Included is a segment in-
tended to expand your understanding of that concept, with a special focus on the
capital budgeting process, which is what a business plan is really all about.

I hope that this book will act as a resource for you after this class has ended.
It is my hope that the information contained in the book teaches lessons that are
larger than just an exercise in academics. I would also like to thank you for allow-
ing me to share in this part of your educational experience.

A Note to the Instructore <+« cccceeeee..

This text is written to be used with a very hands-on approach. Although I believe
there are several ways in which this course could be taught using this text, in one
sense the content resembles a bell curve, with the more general information at the
very beginning of the book, in Part I, and also at the end, in Part III. If the book is
used in a 17-week semester-length course, my recommendation would be to spend
no more than a week each on the three chapters in Part I, to spend approximately
12 weeks in Part II, and to finish with a week each on the two chapters in Part III.

One suggested method of teaching the course using this text would be with
the use of a class project that attempts to simulate the starting of a new business.
[ have found it useful to divide the class into teams of three to five, depending on
the size of the class. I have allowed approximately one hour a week of class time, of
which I float between the groups to lend support and ideas. The intent is to have
the students come up with a workable small business concept and to prepare a busi-
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ness plan, which includes a marketing plan, on a small business proposal. Once
complete, I have the groups present their business plans to a peer loan committee
for approval. Peer grading may be incorporated. Once the loan committee approves
the business plan, I will run the students through the SBA loan guarantee process,
which includes obtaining an SBA loan package for a 7(a) loan. I generally set a tar-
get date of around week 12 for the project to reach this point, and the completion
of Chapter 9. If you are teaching under a quarter system, this process will have to
be accelerated. The time frame may vary depending on the groups as well, but with
the start of Chapter 10, I follow the project with small business accounting princi-
ples. From the pro forma income statements I will have the groups set up a check
register, prepare a schedule C and form SE, and file a 1040. Once the income tax
process is complete, I run the students through the payroll process, starting with
the SS-4 federal identification number application and all the federal and state
forms to complete a full year’s payroll. Nearly half of the federal government’s bud-
get comes from the payroll tax. From personal experience I know many businesses
that fail because of gaps in knowledge of these expenses. I have included all the
forms in the appendix to Chapter 10, with the exception of state-specific forms. The
South Dakota forms that are included as samples could be assigned to demonstrate
the general use of state forms.

Because small business management is heavily involved in making financial
decisions, in Chapter 7 I address ratio analysis, time value of money, and capital
budgeting. In the time value of money discussion we use present and future value
tables exclusively. The answers to the worksheet, work problem, and minicase-type
problems are given at the end of the chapter. This chapter could be handled by stu-
dents through self-study, but they may need a little guidance. I have found that few
students understand the concepts well enough to get through the problems on
their own; they usually need a few pointers along the way. I have also found that
most students are very appreciative of the knowledge and skills they obtain in this
segment, because the applications are so universally applicable. The capital bud-
geting process can be emphasized as well. Most students have been exposed to that
process in a finance class, but I have found that few students know how to apply a
sensitivity analysis to a capital budgeting process. I leave it up to the instructors’s
discretion whether to cover this material.

Another approach to teaching small business management or entrepreneur-
ship using this book would be to use the outside-the-classroom exercises exten-
sively, either in addition to a project or in lieu of a project. At the end of some of the
chapters are suggested outside activities to get the students involved in information
seeking and problem solving processes. It has been my experience that as a small
business owner, a constant search for information from primary sources is a re-
quirement. These activities are intended to get students involved in actively seek-
ing out resources and experiences that emulate the activities of a small business
manager.

I believe this text could also be used to teach small business management in
a very traditional way. I have included end-of-chapter questions that attempt to
force the student back into the chapter to identify the main points. A video series
such as Growing a Business could also be used to support the text. Additional video
recommendations are provided in the instructor’s manual.

A central theme of the book is the bridge model, which I developed after years
of personal experience owning and managing several small businesses and after
many years of consulting with small business owners as an unemployment tax rep-
resentative. The bridge model was actually developed for the classroom while I was
teaching small business management as a adjunct professor. I needed a tool that
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would attempt to demonstrate the interrelatedness of the functional areas in which
a small business owner must perform. The bridge model is also intended to em-
phasize and prioritize the critical element of management: the premise that small
business, actually all business, must be grounded in ethical conduct. A position of
honesty and integrity will provide a foundation that allows a business to survive
over the long haul. I attempted to emphasize with the pillars that business success
comes from people. The quality of the internal and external relationships influence
whether a business succeeds or fails. The model demonstrates that the quality of
human relationships also affects the quality of products and services that a busi-
ness produces, and that quality is a major pillar of support for any business. The
functional areas, which are each important, must be supported by the human sys-
tems and quality pillars, and all are tied together with information. Thus the gird-
ers of management and customer information systems make the business
complete. The bridge model also demonstrates that we operate in a larger envi-
ronment as well.

Within this book are a number of entrepreneurial profiles. I wanted to include
real stories of real people to demonstrate the similarities and uniqueness of each
business venture. I also felt it would lend credibility to the book and to the bridge
model to relate these entrepreneurial stories, including my own. I believe the chal-
lenges of small business ownership are best described by the people currently ex-
periencing those challenges. The advice and lessons given in the entrepreneurial
profiles are intended to represent and emphasize the functional areas. For example,
Hurly’s Candies’ primary constraint is the production process, whereas Prairie Gar-
dens is faced with a huge marketing dilemma. In support of almost every major
topic, I conducted interviews with people in that line of business. The book is sup-
ported heavily with primary research and personal examples.

Thank you for selecting this book; I hope it serves you well.

Vern Urlacher



Acknowledgments 0000000000000 0 (

Thank you to every expert, both corporate and academic, who contributed to
the content of this work. Special recognition goes to Rebecca Legleiter of Tulsa
Community College; Patti L. Wilber, Ph.D., Northwestern Oklahoma State Univer-
sity; and Cal Taillefer, Crestwood, Ontario.

I would also like to extend a special thanks to Dana Lee Meltzer of Prentice
Hall for assisting me with this project. Without her unwavering support and en-
couragement, this text would never have been written.



SMALL BUSINESS
ENTREPRENEURSHIP

An Ethics and Human
Relations Perspective



Contents

Preface, xi

Acknowledgments, xv

Part I. The Bridge Model

1

Part Il. The Key Functional Areas for Small
Business: Finance, Marketing, Accounting

Entrepreneurial Beginnings, 1

Chapter Objectives, 1

The Bridge Model, 2

Why Start a Business? 9
Questions for Discussion, 17

Entrepreneurial Qualities, 19

Chapter Objectives, 19

Characteristics of a Successful Entrepreneur, 20
What Type of Business to Start, 25

Elements of Small Business Management, 35
Questions for Discussion, 45

Ethics: A Foundation You Can Build On, 47

Chapter Objectives, 47

Ethical Conduct, 48

Ethics in the Exchange Relationship, 55
Ethics and Morality, 56

A Look Back, 58

Code of Ethics, 61

Ethical Business Behavior, 64
Questions for Discussion, 68

and Management

4

Financing Your Business, 69

Chapter Objectives, 69
The Five C’s Perspective, 70

Business Plan Outline: Employing the Five C’s Approach, 76

vii



viii CONTENTS
o mem 5 == _aw . _____ = (NN

Conventional Business Plan Outline, 83
Questions for Discussion, 83
Questions for Review, 83

5 The SBA Services and Loan Programs, Venture
Capitalists, Owner Financing, and Other Methods
of Creative Financing, 85

Chapter Objectives, 85

The Small Business Administration: Background and Overview, 86
Venture Capitalists, 91

Angels, 93

Contract for Deed, 93

Valuation Techniques, 101

Recommendations for the Buyer to Consider, 104

Unconventional Types of Financing, 105

6 Franchises and Franchising Opportunities, 113

Chapter Objectives, 113

Federal Oversight of the Franchise Industry, 114

The Franchisor-Franchisee Relationship, 119
Questions for Discussion, 133

Beyond the Classroom: Recommended Activities, 133

7 Evaluating Financial Statements, Time Value of
Money and Capital Budgeting, 135

Chapter Objectives, 135

Evaluating Financial Statements Using Ratios, 136
Time Value of Money, 141

Capital Budgeting, 158

Answers to the Worksheets, 166

8 Marketing: A Customer Information Girder, 171

Chapter Objectives, 171
Positioning Strategies, 173
Marketing Dynamics, 177
Questions for Discussion, 189

9 Opportunity-Based Marketing, and
Marketing Research, 191

Opportunity-Based Marketing, 192
Collecting Marketing Research Information, 204
Advertising and Promotion, 213



CONTENTS iXx
B s i & 51}

10

11

Questions for Discussion, 227
Beyond the Classroom: Recommended Activities, 228
Appendix: Model Marketing Plan, 228

Small Business Accounting, 233

Chapter Objectives, 233

Importance of an Accounting System, 234
Accounts Receivable, 237

Schedule C, 238

Check Register, 240

Self-Employment Tax (Form SE), 242

1040-ES, 243

Federal Identification Number (SS-4 Form), 245
W-4 Form, I-9 Form, 245

New Hire Reporting, 246

Payroll Ledger, Circular E, 248

Form 941, 250

Payroll Tax Deposits (Form 8109), 250

W-2 and W-3 Transmittal, 251

Federal Unemployment Insurance (Form 940), 253
State Unemployment Insurance, 254

Workers’ Compensation Insurance, 255
Independent Contractor versus Employee Status, 256
1096 and 1099, 258

Payroll Review, 259

401-K Plans, 260

Section 125, Cafeteria Plans, 261

Ownership Form, 261

When You Are Audited, 271

Questions for Review, 274

Beyond the Classroom: Recommended Activities, 274
Appendix: Reporting Forms, 275

Instructor’s Note, 312

Selected Topics In Small Business Management, 313

Chapter Objectives, 313

The Management Function, 316

Managing Success: the Business Cycle Upturn, 319
Managing the Business Cycle Downturn, 329
Leadership Qualities, 333

Managing Credit Policies, 336

Collections, 341

Small Claims Court, 345

Risk Management, 348

Summary, 356

Questions for Discussion, 357

Beyond the Classroom: Recommended Activities, 358



X CONTENTS

Part Ill. Monitoring Information and the
Greater Environment

12 Management Information Systems: The Other Informa-
tion Girder, 359

Chapter Objectives, 359

The Information-Gathering Process, 361

Developing an Information-Gathering System, 368
Questions for Discussion, 373

Beyond the Classroom: Recommended Activities, 373

13 The Environment We Operate, 375

Chapter Objective, 375

Governmental Impact: The Legal and Regulatory Environment, 380
The Social and Cultural Environment, 383

Technology, 387

Competition, 392

Environmental Summary, 393

Endnotes, 395

Index, 399



Entrepreneurial ecccccccccce
Beginnings

Chapter Objectives

 To provide a bridge model overview that will allow the stu-
dent to visualize and prioritize the functional areas of a
business.

* To assist in building an appreciation for the interrelation-
ships between the functional areas in the management of a
small business.
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e THE BRIDGE MODEL:+ v ++vvsseonesss

This book is based on a bridge model premise (Figure 1-1). A number of market-
ing research firms and small business owners that were interviewed seemed in gen-
eral agreement that this model makes sense. The bridge model was the outcome of
a decade or so of my experience owning and managing several small businesses and
nearly a decade of working with small business owners. The model was developed
for a course that I was teaching in small business management, for which I needed
a way to tie together and prioritize the critical functions of managing a small busi-
ness. I believe this model would be valid for many large corporate entities as well.

At a very basic level, for a business to remain successful, it must be grounded
in honesty. The model uses the term efhics, because it encompasses a broader hori-
zon. In plain language, though, a business must obtain the basic trust of its cus-
tomer base to remain healthy. Businesses demonstrate this by presenting
themselves to the public in the form of their products and services as being honest
and worthy of customers’ trust. The issue of ethics extends beyond the realm of a
firm’s customer base; it should also be reflected in the relationships the business
establishes, including relationships with the larger community. A successful busi-
ness should strive to be a good neighbor and a responsible citizen.

The bridge model is just that—a model. It is not a proven law of business con-
duct. It does not suggest that exceptions do not exist or that an economically suc-
cessful enterprise cannot be created that violates the principles of the model,
particularly the ethics foundation. The truth of the matter is that many exceptions
exist. If a violation of ethical standards were a guarantee of failure, the number of
unscrupulous business owners would be on the decline. Similarly, the number of
legal actions taken to correct a wrong or a harm caused by a company’s products
or services would also be on the decline. We would have little need for a state’s de-
partment of revenue or the federal Environmental Protection Agency, Occupational
Safety and Health Administration, and/or any other regulatory agency empowered
by a state or the federal government to protect the rights of the public, because
everyone would do what is ethically right. I'm not that altruistic, nor am I naive
enough to believe that such is the case.

Still, with the combined experience of those firms represented in this book,
I believe that a high degree of correlation exists equating small business success to
the bridge model. I maintain that a solid foundation on which to build a successful
business is obtaining the trust of customers as well as all others who are associated
with the business. Those relationships are grounded in ethical behavior. It would
be interesting to do a study of businesses that failed and those that succeeded and
attempt to correlate those results to this model.

Somewhat similar to the concept of grounding a business in ethics rest two
sets of pillars that support the functional areas of the business. The first set of pil-
lars deals with human relationships. The premise is that organizations, in this case
small business organizations, are not simply made up of physical assets such as
building and equipment, but are made up of people. The essence of what makes a
small business a success and/or a failure depends on the people who are affiliated
with that business and the quality of their relationships between each other. The
premise suggests that high-quality output is a function of the quality of the human
relationships both internal and external to the business.

Internal relationships relate to business manager and employee relation-
ships. This implies that each person has unique skills and abilities, but it is the qual-
ity of the relationships, based on mutual trust, respect, and commitment, that
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