2. Entrepreneurs in society

Purpose

This chapter provides the core of the concept of ethical entrepreneurship. This lecture does not argue that the end justifies the means, although explaining the importance of being believed to be ethical can appear to do that. Our hope is that even those students whose adherence to ethical behaviour starts and a matter of business sense will come, from the force of habit, to be ethical spontaneously.
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This lecture, more than most, must be interactive if it is to succeed in being better than a boring sermon. When teaching a class whose cultural background discourages free class discussion, students could be asked to prepare a short comment on a particular point from the text, and asked to deliver this prepared material at the appropriate point of the lecture. Students from these cultures seem to find it easier to discuss another student’s contribution than to say anything that might be considered even the most indirect criticism of the lecturer.
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Entrepreneurship in the general (rather than the modern economic) sense has been around for millennia; men who could get things done seldom lacked support. The need to reconcile stakeholder interests is also ancient, and could be a matter of life or death for the entrepreneur. A relatively modern role for entrepreneurs emerged in Bourbon France, where the kings needed infrastructure but did not have the money to pay for it. Landowning nobles had the money but would have suffered a terrible loss of face if they were actually seen to be in business, and the tension created an opportunity for entrepreneurs.

The word seems to have entered English usage in the first half of the nineteenth century, initially in a specifically theatrical context; but it has now almost completely displaced the earlier English terms ‘undertaker’ and ‘projector’. ‘Undertaker’ remains part of the common language, but with a much more restricted meaning.
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Wealth is no proof of virtue; and the pursuit of wealth as an end in itself makes for a perverted form of happiness at the best of times. 
A successful commercial entrepreneur can certainly become rich, but the evidence strongly suggests that the most successful ones see wealth as the scorecard, not the objective. A good cricketer plays to help the team win, not to improve his or her averages or income. In spite of this, players in successful teams tend to have better averages and earn higher incomes than those in unsuccessful ones.
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Solon was the ancient Athenian lawmaker who gave Athens its ‘democratic’ constitution after the overthrow of the Peisistratid tyranny (but you knew that already).
Rather like Solon ‘called no man happy until he was dead’ distinguishing ethical from other entrepreneurs is hard to do in advance: nobody actually announces that they are planning a scam, and many successful ventures may have seemed extremely improbable before they were proven successful. Sometimes, as with ‘Chainsaw’ Al Dunlap, the person involved may believe that he is an ethical entrepreneur when judged by results he is anything but. (Dunlap had to pay a US$15 million fine to avoid prosecution for his role in the Sunbeam debacle, but he still had trouble admitting that he had done anything wrong.)
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Gates = Microsoft; Noyce = Intel; Honda = motor cars; Wedgwood = pottery; Boulton was Watt’s partner in the innovation of the steam engine; Siemens = electrical; Thomas J. Watson sr founded IBM; Sam Walton founded Wal-Mart; Branson and Ashley everyone knows; Rockefeller founded Standard Oil; Deterding founded Royal Dutch Shell. The class can be challenged to reveal what they know of these people and to suggest others.
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There needs to be a clear mental break between a small business and an entrepreneurial enterprise. Praising small business has political benefits, but the great majority of small businesses contribute little or nothing to economic growth or rising employment.
At least for the purposes of this course, someone who simply buys and operates an established business, or who buys a franchise, is insufficiently creative to be described as an entrepreneur. This leaves a large group of people who start new businesses but either fail, or do not even attempt, to grow them beyond the point where the income is sufficient to support the entrepreneur and his or her family in an acceptable manner.

Some members of this group, particularly in developing and less developed countries, see no alternative: they have no opportunities for employment and can’t or won’t become a subsistence farmer. Others, broadly speaking the majority across all countries, seek the independence and status of a business owner-operator and are satisfied when they attain that status.

While the great majority of the world’s businesses are small, their aggregate share of the economy is smaller than their numbers would indicate. Of these small businesses, a few per cent at most have significant growth ambitions.
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Practically every venture passes through a phase where the cash outlays exceed the receipts, and the venture must be supported during this period by a mix of debt and equity finance. Most new ventures start with a  few thousand pounds or dollars worth of owner's equity; relatively few attract informal venture capital in amounts ranging up to half a million dollars or a quarter of a million pounds; and a tiny fraction secure venture capital in amounts ranging up to fifty million US dollars or thirty million pounds. Prudent developed world banking practice limits gearing to 100%, so the best endowed start-up has about US$100 million to spend before it must start generating cash. Compare this to the Airbus Industrie’s €15 billion budget for the A380 ‘super-jumbo’ or Boeing’s US$5 billion budget for the 7E7 new passenger aircraft project and it is clear that some innovations are impossible without access to the cash flow of a major established corporation.

The next slide gives an indication of just how economically significant the largest firms are.

The ‘shareholder value’ paradigm includes as a corollary the assumption that profits should be distributed as dividends: shareholders, whose money it is, should decide how to invest it rather than leaving it with corporate management. The problem, as the next slide illustrates, is that this must cap the size of innovations, at a considerable economic and social cost.
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If any student notices the little bumps in the orange bit, they are probably the result of currency conversions.
Top 1000 by market capitalisation as reported in Business Week of July 19, 2003; except at the very top, where there seem to be too few large companies, a firm’s market cap can be predicted remarkably well from a knowledge of its rank. The exponent of the red line is –0.9636, suggesting (an impossible) distribution unbounded on the right. 

The bias to the top is strong: the total market capitalisation of the top 72 firms exceeds the total capitalisation of the remaining 928.

If the top 500 firms are left out of the regression analysis, the magnitude of the exponent rises to -1.18216, and the model market capitalisation becomes bounded at US$ 67 trillion, suggesting that the top 1000 firms account for about a third of the total value of all commercial enterprises in the world.

Market capitalisation is an imperfect guide to the actual size of firms as measured by employment or turnover, but it is a good indication of their ability to mobilise additional capital for an investment program.
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The late Per Bak developed the theory of ‘self-organised criticality’ which he and Kan Chen illustrated by observing what happened to a pile of sand as more was added, one grain at a time. Per Bak’s work was a major contributor to the idea of ‘evolution at the edge of chaos’. The distribution rule that they discovered for the sand pile, and found repeated in the records of many natural phenomena, was that the frequency of events falls as the severity rises, but the aggregate severity of the events in a given range increase as the severity increases.

For example, there are many more small earthquakes than large ones, but one large earthquake releases more energy and does more damage than many little ones combined; overall, the few large earthquakes cause more damage than all the small ones combined.

The existence of a simple power law relationship between firm size and rank suggests that a similar underlying process is at work, and although there may be relatively few innovations so large that only a major corporation or even consortium of corporations can attempt them, the economic and social impact of these innovations may exceed that of all the smaller innovations completed in the same period combined.

To the extent that ‘shareholder value’ advocates have discouraged large firms from undertaking major innovations they have been no friend to economic or social progress.
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The names represent the founders of the Salvation Army, Red Cross, Amnesty International, Oxfam, Boy Scouts (in that order)

The world’s major pro bono enterprises are economically significant actors in their own right, simply because of the scale of their operations; they also have, through their advocacy and example, a major impact on social attitudes and hence the definition of what is and is not permissible behaviour by for-profit corporations.

Andrew Carnegie applied an excess of Scottish doggedness to amassing a huge fortune, becoming, when he sold his steel interests into Morgan’s Steel Trust, the world’s first billionaire. He then applied the same single minded determination to getting rid of his money as he had to acquiring it, considering the prospect of dying rich as being disgraceful in the eyes of God and his Scottish forbears.

Gates and Soros are generous supporters of certain causes, but the major pro bono organisations were not created by single large donors and survive on a broad funding base; they harness popular enthusiasm as well as money.
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The predictability or otherwise of the future is remarkably contentious in economics, largely because the attempt to banish Keynes from orthodox economic thought rests on the assertion that the future is at least stochastically predictable, that is to say, public opinion, when properly aggregated, has a true view of the future. In tossing out the Keynesian bathwater of unpredictability the economically orthodox have discarded the babies of entrepreneurship and reality with it.

The simple and obvious fact is that every investment is, to some extent, uncertain. A competent, honest, and hardworking entrepreneurial team can ameliorate the effects of this uncertainty, as the historical fact of economic development since the 1700s demonstrates; but professed entrepreneurs who have proved lazy, incompetent, dishonest or all three have succeeded in relieving investors of large amounts of money over the same period.

We are not just interested in formal investors here: the efforts of skilled workers and professional staff are critical to the success of most ventures, and their incentive, both financial, in the form of share options and promised bonuses, and personal, in the form of task achievement, can only come after the effort has been put in.
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The entrepreneur is one person, or at most a small team, and because of the economic freedom discussed in Lecture 1, nobody can be compelled to assist the entrepreneurial venture. Quite apart from having interests which, a priori, are not aligned with those of the entrepreneur the different stakeholders may have interests that conflict among themselves. The venture’s staff and the venture’s investors have to share the earned margin from the business, and boosting investor returns, at least in the short run, can be achieved most easily at the expense of a venture’s customers and staff. The suppliers and the distribution channel will share the customer’s money with the venture, and without some coaxing may feel that no arrangement that satisfies them can leave the venture viable. While the word ‘fairness’ is seldom found in economics, it can be critical to entrepreneurship: repeated tests have shown that, when the prospective division of the rewards for success is ‘unfair’ a clear majority of those offered the rough end of the stick will decline to participate at all.
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There are no formal alternatives to trust in an uncertain world.

Contracts play a role, but a minor one; and if a venture fails, what remedy do the investors have in any case? Shylock wanted a pound of flesh when Antonio’s venture failed and he defaulted on his debt, but Shylock couldn’t even get that.

The law also has a role to play, and may provide remedies in the case of egregious dishonesty where investors’ money has been diverted into an entrepreneur's private assets (although a good team of accountants and lawyers have enabled numerous notionally bankrupt entrepreneurs to live remarkably comfortably). Where entrepreneurs have gambled the money away, whether in casinos or at racetracks or on the stock exchange the law may be unable to help the failed entrepreneur’s creditors in any way.

In any case bad luck or skill deficiencies are not and cannot be made into a crime, and unless some false claims of competence or expertise can be proven against an entrepreneurial team there may be no basis for a civil action either.
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At best, contracts and the law can be like safety barriers on freeways: they don’t prevent crashes, but they limit the collateral damage.

We can only fall back on trust and hope.
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“The best lack all conviction while the worst/Are full of passionate intensity” – W. B. Yeats

A wry joke with so many attributions as to rate as anonymous runs: ‘Sincerity is everything. If you can fake that, you've got it made.’

Running an enterprise involves a lot more than a single transaction, and if the entrepreneur is really faking his sincerity he is going to have to keep up the act for a long time. It might require less effort simply to be sincere.

There is also the legal position: someone who fakes sincerity in order to obtain an investment or to close a sale is clearly guilty of a criminal offence and is open to suits for civil damages from those that he deceived.

Most of the time enlightened self interest will suggest the same course of behaviour as will a strong set of ethical beliefs, but the motivation is subtly different. An act is ethical because it is the ‘right’ act in the circumstances, not because the person so acting will benefit from it. This, of course, leaves open the question of defining a set of ethical standards, remembering that an ethical code that calls for the self-destruction of those who follow it will not keep many of its adherents.
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Ethical codes may be embodied in rules of conduct that have evolved among members of particular social groups or classes; or they may be found in divine scripture.

The scriptures and sacred texts, even of a single religion, are extensive, but very few people attempt to observe all the rules laid out in them; most are content with a subset or a fairly liberal interpretation.

What is fairly clear from observation is that such literal believers are profoundly conservative; a belief in the literal observance of scripture is not consistent with an active search for innovations, whether as entrepreneur or adopter.

‘There’s no reason to bring religion into it. I think we ought to have as great a regard for religion as we can, so as to keep it out of as many things as possible.’ (Sean O’Casey)

An alternative source of a code of behaviour can be found in the military, at least among the officer class, and in the traditional public schools. This code prescribes loyalty, obedience and determination among other precepts but as Jane Jacobs suggests, it, too may be inappropriate for entrepreneurs.
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Jacobs is definitely a one-off lady.
Jane Jacobs, born in the US but now resident in Canada, is best known for her works on urban development, including The Death and Life of Great American Cities.  Her more recent work Systems of Survival: a dialogue on the moral foundations of commerce and politics is something of a departure, although a welcome one.

Jacobs makes the fundamental point that codes of behaviour that do not promote the survival of the culture which observes them must either be abandoned or modified, or the culture itself will decline and vanish. A extreme example is provided by the Shakers, a religious movement that started in the late 1700s and held that all its adherents should abstain from sex, even for the purpose of procreation.

Jacobs also points out that rules of conduct that were appropriate under one set of circumstances might not be appropriate once the circumstances change. Isabella d’Este, the ‘first lady of the renaissance’ was entertaining guests and found one of them unable to sustain a polite conversation. When challenged, the offender declared himself a soldier, with no time to learn of artistic and musical matters.  “The go and hang yourself on the wall with the rest of the armour,’ said Isabella, ‘we are not at war at the moment.’
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We have inherited certain views about proper conduct, both through our social conditioning and in our genes.  The warrior ethic naturally suited those who had risen to the top of the tree by fighting, and was therefore praised by those who wished to share in the warriors’ gains without fighting for it.

Ethical behaviour is acceptable, even encouraged, in a society, and societies which adopt inappropriate ethical standards don’t prosper.  

Most economists start from the assumption that the people who run businesses are amoral and stupid, or vicious and stupid.  They ridicule the idea that anyone in business would do anything constructive and useful as long as there was an alternative.

Economists from Cantillon and Smith in the seventeen hundreds have assumed an aristocratic system where economists advise rulers who rule over businesses and ordinary workers.  There is no hint of democracy there.  Even many modern economists argue for “independent” reserve banks and world trade courts to avoid democratic (what they call populist) supervision and direction.

Economic morality starts, therefore, with the societies from which economics sprang: aristocratic, male, and militarised.
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Dawkins offers a game theory explanation for why the sexes are in approximate balance, even though, in many species, the majority of males have no direct descendants.
For good biological reasons there are far more men born than are needed to maintain the human race, and among early tribes if a few died hunting for their family, or defending them from enemies, the survival of the tribe was not threatened; by contrast, if the young men ran away from a mammoth or tiger and the women and children suffered the tribe was put at serious risk.

For reasons described in Lecture 1, Malthusian poverty prevented economic development, such as it was, from raising real per capita incomes until early in the nineteenth century, and if one man, tribe or nation wished to become wealthy could only do so at the expense of other men, tribes or nations and tribal ethics, possibly with a little added polish, remained the basis of male conduct. 
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Settled agriculture (not slash and burn) presented a challenge to tribal ethics almost from its inception, with its demands throughout the year for preparing the land, sowing the crops, protecting them, harvesting them and storing the harvest. Warrior-hunters could, of course, simply descend on an agricultural community and steal the stored grain, but this had its own problems. If they did it too often, the peasants would simply give up (or starve to death) and there would be no crop to steal the following year; but also, since agriculture supported a higher population density than hunting and herding, the peasants might mount a successful defence.

The obvious solution is the peaceful exchange of meat for grain, improving the diet of both sides, but trade has no place in warrior-hunter morality.
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This slide is not meant to assert that a determined woman cannot learn to throw, fight or compel, but the typical women is less physically equipped to do these things than the typical man; and when a few babies and household chores entered the mix women in a tribal society had other things to do. Warrior-hunter ethics specifically exclude women in any case; ‘manly’ strength is frequently contrasted with female weakness.

Women, thus freed from the precepts governing their men-folk's behaviour, could and did trade (and do the shopping for most households to this day).
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Jane Jacobs offered this table, explaining why commercial morals are different, but not less valid, than aristocratic and military ones.
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The rest of Jane Jacobs’ precepts.
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Taking Jacobs’ commercial virtues one at a time…

The third bullet point is that, should a venture fail, an entrepreneur who had been honest and open with the investors and other stakeholders from the beginning will not have his or her reputation ruined and may still be able to raise support in the future.

By contrast, if in the wake of a failed venture the investors and other stakeholders come to believe that they were misled or lied to the entrepreneurs concerned will become notorious and will find it somewhere between difficult and impossible to gain investor or stakeholder support again, even from people who were not affected by the initial failure.
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Entrepreneurs are quite likely to have a relatively forceful personality along with their clarity of vision, and when they tell someone to do something they may regard the task as so obviously necessary as to require no explanation. The people so ordered may, however, fail to appreciate these reasons, especially if they are not explained to them. This may lead to the task being done badly, or alternatively, far more thoroughly than circumstances warrant; it may also lead to a demotivated staff, a poor response to circumstances and a failure to recognise opportunities for improving the business.
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The entire point of trade is to swap something that each party has a surplus of for something for which they have an unsatisfied requirement. Your neighbours may well share your circumstances; ‘taking in each other’s washing’ is a byword for a trading activity generating very little added value.
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The argument for this rule may be a little subtle for those who have been exposed to too much microeconomics.

The critical point is that price competition and price signalling, the ‘ne plus ultra’ of both orthodox and Austrian economics, is practically irrelevant to an entrepreneurial economy: what is socially valuable in competition is the urge to innovate, not the race to the bottom. In reality the price effect of eliminating competitors is slight and as Schumpeter pointed out, may actually favour consumers; but reducing the drive to innovate slows economic and social progress and must be condemned on those grounds.
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The world’s airlines took some time to learn of the horrible risks attendant on preserving the captain’s ‘right’ to command. The Tenerife disaster was the worst, but not the only, consequence of cockpit authoritarianism.
The worst airline disaster of the 20th century occurred when the KLM’s chief training pilot, then in charge of a charter flight which had been delayed in Teneriffe, misinterpreted the air traffic controller’s acknowledgement of a message as clearance to take off. The cockpit voice recorder showed that the KLM flight’s second officer understood the exchange clearly, but instead of yelling ‘stop’ he diffidently asked the pilot whether he had really received takeoff clearance. The pilot snapped ‘of course,’ opened the throttles and slammed into a Pan Am 747 taxiing up the runway. 248 people, including the diffident second officer, died on the KLM aeroplane; another 335 passengers and crew on the Pan Am aircraft died.

Anybody can make a mistake or miss an opportunity, and anybody might spot the mistake or appreciate the opportunity. Entrepreneurs who don’t just listen, but also encourage their subordinates to speak out, are less likely to be embarrassed than those who expect obedience and deference.

Slide 30

[image: image30.emf] 

Lecture 2-30

Respect the intention of 

contracts



Don’t even look for 

loopholes



contract only 

drawn up because 

of inadequate trust 

in first place



don’t make it worse 

by pettifogging

Lecture 2-30

Respect the intention of 

contracts



Don’t even look for 

loopholes



contract only 

drawn up because 

of inadequate trust 

in first place



don’t make it worse 

by pettifogging


When parties to an agreement trust each other there is no need for a formal contract and so the very existence of a formal contract is an affront to the honesty and sincerity of the parties. Someone who uses a defect in a contract to evade a previously accepted obligation may realise a short-term gain, but at the cost of long term damage both to their relationship to the other party and their general reputation for fair dealing.
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If something has been done in the same way for a long time, chances are that opportunities for improvement have been neglected.

Often changes in technology, or new infrastructure or service firms, can offer a more effective and/or less expensive way to complete some task.

When electronic devices were first invented in the late nineteenth century active components (initially relays, later vacuum tubes) were expensive and wire was cheap. This relationship persisted until the development of the integrated circuit in the 1960s: elements on an integrated circuit chip are cheap, and the connections between different chips are relatively expensive. Designers who had spent their lives working on clever ways to minimize the number of active devices had to perform a mental u-turn and start minimising the number of connections.

In the early day of computers memory was very expensive and so programmers were expected to minimise the memory requirements of the programs that they wrote, even if this impacted the performance of functionality. Today, with memory cheap, programmers are expected to maximise the performance and functionality — and maintainability — and ignore trivial matters like the memory space occupied.

As recently as 1990 the world’s favourite word processor was WordPerfect v. 5.1, which could handle most tasks in a 0.5 Mb machine with a 10 MHz processor. In 2003 the most used word processor was Microsoft Word v. 11.5, which is unusable on a computer with less than 64 Mb or a processor of less than 233 MHz, and needs a 256 Mb machine with a 1 GHz processor to perform well.

The best way of performing a task is a function of time and technology; and when these change, opportunities appear.
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Jacobs’ argument for this rule is basically negative: the warrior-hunter ethic emphasises the importance of physical endurance and disregard for personal comfort. A mountain climber takes pride in tackling the most difficult slopes; an entrepreneur builds a funicular railway and opens a heated gourmet restaurant at the summit.

Slide 33

[image: image33.emf] 

Lecture 2-33

Care with time and money



Most of it isn’t 

yours anyway



What is ‘yours’ is in 

trust for the future



Take what you 

need, invest the 

rest



future of firm, staff, 

customers, 

suppliers, 

distributors

Lecture 2-33

Care with time and money



Most of it isn’t 

yours anyway



What is ‘yours’ is in 

trust for the future



Take what you 

need, invest the 

rest



future of firm, staff, 

customers, 

suppliers, 

distributors


Jacobs derives this precept, like the previous one, from a negative argument. The warrior-hunter lifestyle involves short bursts of furious activity and long intervals of relative idleness; and in such environments elaborate rituals and contests serve to keep the men active and fit, while serving no direct economic purpose. Entrepreneurs, on the other hand, always have more matters needing attention than there is time in the day, and while they may exercise to keep healthy and play some sport to maintain their social networks they will not spend any time on activities with no purpose at all beyond filling in time.

The warrior-hunter must travel, and personal possessions are an encumbrance to be got rid of as spectacularly as possible: consider Alexander the Great burning the baggage wagons before his descent on India. By contrast, an entrepreneur puts resources to productive use, and while this does not preclude charitable giving it rules out spectacular and wasteful behaviour.
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Revenge, as distinct from ostracising defaulters, serves no useful economic purpose and so is a self-indulgent waste of time and effort.

There is always the possibility that the initial offence was accidental or even imaginary, and so the ‘injured’ party’s revenge will appear as an unprovoked assault to the other party; a dispute that could have been resolved relatively easily can be turned into a feud of indefinite duration causing ongoing losses to both sides.

Even when the initial insult was unmistakeable, an injured party who simply ignores the attack delivers a profound insult to the attacker: ‘you aren’t worth wasting my time over.’ As the Bible puts it, heaping coals of fire on your enemy's head might be less aggravating.
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As Tennyson put it: ‘For man is man and master of his fate’.

The entrepreneur creates the future rather than waiting for it to happen, whether fate is kind or otherwise.

The gambler assumes that his number will come up, which is as much a surrender to fate as assuming that every effort is doomed; the entrepreneur builds a casino and calculates the odds before inviting the gambler in. Entrepreneurial optimism leads to the belief that a properly planned, resourced and managed venture will succeed, or at the worst, create a foundation of skill and knowledge for future success; it is NOT a belief that some guardian angel or other agent of fate will save the entrepreneur from his or her own mistakes in planning or execution.
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The ethical person acts in a particular way because it is right, not because it is profitable; but in a civilized society acting in the ‘wrong’ way is not profitable for long.
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The revision questions

All these questions after question 1 are deliberately ambiguous, and so an argument can be made for either side of the issues raised. Question 5 may trigger a ‘holier than thou’ response from some students: obviously taking on an untrustworthy or incompetent person is a handicap to the firm; but the young, growing firm needs its investors  and needs to be cautious about offending any of them. There are cultures where a refusal would cause grave offence: after all, the investor is probably at his wits end trying to keep his sibling’s child out of trouble.

Questions 6 and 7 could be the basis of individual projects: certainly, if either is properly researched and reported to the class the researcher and the class can learn quite a lot about the politics of modern corporate business.
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