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LETTER FROM THE EDITOR

Welcome to the Entrepreneurial Executive. 1 am confident that this
volume continues our practice of bringing you interesting, insightful and
useful articles by entrepreneurs and scholars.

The EE is an official journal of the Academy of Entrepreneurship®,
a non-profit association of scholars and practitioners whose purpose is to
advance the knowledge, understanding, and teaching of entrepreneurship
throughout the world. It is my objective to expand the role of the EE, and
to broaden its outreach. We are interested in publishing articles of practical
interest to entrepreneurs and entrepreneurial scholars, alike. Consequently,
we solicit manuscripts from both groups.

The Entrepreneurial Executive is funded by the proceeds of
membership dues and conference registration fees at Academy of
Entrepreneurship® and Allied Academies meetings. We do not receive
funding support from any university or agency. We encourage readers to
become members of the Academy and to attend conference meetings in the
spring and the fall. Upcoming conferences are announced on the Allied
Academies home page: www.alliedacademies.org, as well as information
about the organization, its affiliates and its journals. In addition, instructions
for submitting manuscripts are displayed on the home page.

I am interested in recruiting Editorial Board members and in
soliciting manuscript contributions and conference participation from a broad
cross section of people interested in entrepreneurship. If you would like to
become a member, contribute a manuscript, come to a conference, or just
chat about the journal, please feel free to call, fax or e-mail me at any time.

Wil Clouse

Vanderbilt University

US: Voice (615) 322-8000; US: FAX (615) 343-7094
e-mail: wil.clouse@vanderbilt.edu.
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LETTER FROM THE PUBLISHERS

We are extremely pleased to present Volume 7 of the EE. The
Academy of Entrepreneurship ® is an affiliate of the Allied Academies, Inc.,
a non profit association of scholars whose purpose is to encourage and
support the advancement and exchange of knowledge, understanding and
teaching throughout the world. The EE is a principal vehicle for achieving
the objectives of the organization. The editorial mission of this journal is to
advance the knowledge, understanding, and practice of entrepreneurship
throughout the world. To that end, the journal publishes high quality
manuscripts, which are of practical value to entrepreneurship researchers and
practitioners.

As publishers, we intend to foster a supportive, mentoring effort on
the part of the Editor and the referees which will result in encouraging and
supporting writers. We welcome different viewpoints because in differences
we find learning; in differences we develop understanding; in differences we
gain knowledge and in differences we develop the discipline into a more
comprehensive, less esoteric, and dynamic metier.

The Editorial Policy, background and history of the organization, and
calls for conferences are published on our web site. In addition, we keep the
web site updated with the latest activities of the organization. Please visit our
site and know that we welcome hearing from you at any time.

JoAnn and Jim Carland
www.alliedacademies.org
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BUSINESS TACTICS FOR CONFRONTING
ECONOMIC RECESSION AND
PLANNING FOR RECOVERY

John A. Pearce II, Villanova University
Richard B. Robinson, Jr., University of South Carolina

ABSTRACT

A primary economic indicator declared that the US was in recession
as of February 2001. Managers' responses during this downturn should be
influenced by the cyclical nature of their industry and by the extent to which
the roll of the recession is effecting their competitive environments.
Depending on their situation, managers may find value in seven success
tactics that benefited adopters during the decline phase of the last recession.
They may also wish to take advantages of recovery tactics that can help to
position their firms for the end of the recession when new competitive
dynamics come into play. This article explores the logic of these tactics and
provides prominent examples drawn from corporate successes.

THE UNITED STATES IS IN A MANUFACTURING RECESSION

Of the three major indicators of a recession, the first to reflect a
downturn in the economy is monthly index of the National Association of
Purchasing Management. A precursor to the more encompassing measures
of the Gross National Product and the Leading Economic Indicators, the
index recorded it thirteenth consecutive sub-50 monthly report in September
2001; the NAPM defines as its recessionary threshold as two consecutive
sub-50 months.

Because the manufacturing sector constitutes about 20% of the
overall economy, the numbers indicate that its weakness is so severe that it
can pull the national economy into a downturn. Other economic signs
suggest that a severe downturn, if not a nationwide recession, has arrived.
US worker productivity, a measure of living standards, fell at an annual rate
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0f0.3% in the second quarter of 2001, after showing the biggest drop in eight
years in the first quarter. Unit labor costs jumped 6.3% for the quarter, the
biggest increase since 1990. Factory orders declined in the first two quarters
of 2001, unemployment levels reached a nine-year high, and the overall
economy is growing at an anemic rate of only 1.2%. April 2001 also marked
three quarters of consecutive declines in corporate profits, the longest stretch
since the Asian currency crisis of 1997-1998. With the economy of the US
slowed further by the terrorist attack of September 11,2001, recession seems
even more likely.

This article looks at recent recessions in an attempt to identify the
tactics that executives have used - often in emerging entrepreneurial
companies - to minimize negative impacts on their firms' performances. This
topic is important because entrepreneurs have the same needs to forecast the
future direction of the economy as do executives of larger firms, but they
characteristically lack the resources to undertake extensive monitoring and
interpretation of economic trends. Unable to afford specialized in-house
economic talent, entrepreneurial executives often need to do their own
economic forecasting. The insights presented in this article are intended to
provide these entrepreneurs with research and experience based information
that can improve their ability to cope with economic downturns.

We begin with an overview of how downturns affect industries,
before turning to eight tactics that have reduced the severity of the decline
phase of a recessionary period on business profitability. The focus then turns
to success tactics that have directed some highly successful company
turnarounds during the recovery phase of the economy. The paper concludes
with guidelines for entrepreneurial executives to consider in preparing for
economic downturns.

HOW VULNERABLE IS AN INDUSTRY?

A recession does not arrive at every location throughout the country
at the same time. In fact, some locations often go largely unaffected.
Similarly, some industries are hit first; others are hit harder. Therefore, even
when national statistics show that a broad-based slowdown is occurring,
entrepreneurial executives need to assess the extent to which their own
industry is affected. The principal predictor of likely impact is the cyclicality
of the industry.
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Cyclical Industries

The performance of a cyclical industry coincides with the phases of
the business cycle. Therefore, in a recession a cyclical industry is
characterized by stable or falling prices, a decrease in corporate spending, a
decline in real earnings, excess production capabilities, and high
unemployment. The economy produces less than its capacity. Examples of
cyclical industries include jewelry and precious metals, automakers, apparel
and other textile products, red meat, paper and paperboard mills, computer
manufacturing, homebuilders, real estate sales, hotels, airlines, media, and
electronics.

In the 1990-1991 recession, automobile manufacturers and the
suppliers that served them were among the hardest hit. Net income slipped
78% at Ford and 81% at Chrysler. To minimize losses, the carmakers
reduced costs by closing plants, squeezing suppliers, and using special
discounts to entice buyers.

Another major recession victim was the real estate industry, and as
a result, the commercial banking industry. Real estate lending was the
biggest single category of business for commercial banks and became the
major source of financial weakness for the banking industry during the
recession. Comprising approximately 25% of the industry's loans, the
commercial real estate market became the largest problem-loan category in
banking history.

Major airlines also suffered from the decrease in consumer spending
and turned to price wars to maintain passenger volume. In early 1991,
American Airlines cut fares on all of its routes, both domestic and foreign,
escalating a round of discounts in the industry designed to lure travelers back
into the air after months of slow traffic due to the recession and the Persian
Gulf War. Delta air followed suit by cutting one-way and round-trip fares for
business travelers. United Airlines also began offering coupons good for
discounts on designated flights.

Despite a recession, some cyclical firms can increase their sales.
These firms entice buyers by using discounts, or offering limited services for
a reduced price. For example, although the U.S. hotel industry lost 2.7
billion in 1991, there were many hotel success stories, particularly among
limited service hotels, defined as those without restaurants (Faust, 1992).
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Counter-Cyclical Industries

An industry that typically does well during a recession is a
counter-cyclical industry. It is characterized by an increase in earnings, a
rise in employment, an increase in consumer spending, and full utilization of
its production facilities. Counter-cyclical industries typically perform well
in a recession because they provide the consumer with cost savings on a
necessity product. Therefore, generic products and discount warehouses
improve their profit performance as consumers seek to save money on
necessary purchases.

Noncyclical Industries

A noncyclical industry does not follow any cycle. Its performance is
unrelated to the state of the economy. During a recession, consumers will
continue their expenditures on necessity products such as food and health
care. In fact, health-care and drug companies claimed four of the top 10
spots on the American Stock Exchange at the trough of the 1990-1991
recession (Cowan, 1991). Many health-care products are unaffected by a
recession because of consumers' insensitivity to the cost of their care, the
aging U.S. population, and consumers' concern for being health conscious.

The farming industry is a another prime example of a noncyclical
industry. While consumers cut spending, industrial production slid, and jobs
disappeared during the 1990-1991 recession, the nation's farmers for the most
part remained unharmed. The recession's major impact on farmers was the
beneficial lowering of interest rates.

Other noncyclical industries that tend to perform well during a
recession include accounting, auditing, and bookkeeping services and soap,
cleaners, and toilet goods. Overall, recent experience suggests that
consumers are willing to continue spending on services while cutting back
on purchases of products. As evidence, GDP for services increased during
every quarter of the last recession.

The military defense industry also eased through the recession.
Government spending on military defense increased from $312.7 billion in
the second quarter of 1990 to 332.3 billion in the first quarter of 1991. This
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industry is characterized by long-term contracts that guarantee spending by
agencies of the government.

Regional Impacts

Only partially related to the concentration of industries in an area,
experience has shown that geographic regions of the country vary in the
extent to which they are recession sensitive. For example, a strong regional
impact of the last recession was apparent. Nearly 64% of the overall 1990
increase in business failures was attributable to the states along the Eastern
Seaboard in the New England, Middle Atlantic and South Atlantic regions.
Then, during the first half of 1991, bankruptcies in the Pacific states jumped
75%. Following a 14% increase in California in 1990, failures rose 67% in
the first six months of 1991 (Duncan, 1991).

Recessions Roll

Recessions tend to work their way through an economy, from one
region to another and from one industry to another. During the first six
months of 1991, every major industry group reported increases in business
failures, compared with the same period in 1990 - but the industry declines
had different starting points, different rates of decline, and different recovery
patterns. Bankruptcies of firms drove the surge in retail and service failures
across the United States mainly providing services to businesses. In addition,
failures in the finance, insurance and real estate sectors soared. The
depressed real estate market combined with the impact of the Savings and
Loan crisis to sharply increase the failures in these industries throughout the
United States. In turn, the depressed real estate and finance industries
continued to drag down the construction industry in most regions (Duncan,
1991).

As the 1990-1991 recession progressed, a disproportionately large
share of workers were displaced in goods producing sectors, and these
layoffs were more widespread across industries than in earlier recessions.
The four industries with the highest displacement were goods producing,
mining, construction, and manufacturing. In the service industry, retail and
wholesale had the highest rate of displacement, while workers in the service
industries were least likely to lose their jobs. The greatest increase in
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displacement between was among executives and managers, technicians,
mechanics and construction trade workers. However, blue-collar occupations
still had the highest proportion of displaced employees (Gardner, 1993).

SUCCESS TACTICS DURING ECONOMIC DECLINE

Having roughly determined the extent to which their firm is
vulnerable to recessionary impacts, given the cyclicality of its industry, the
economic health of its region, and the vitality of its suppliers and customers,
entrepreneurial executives will want to consider eight tactics that improved
strategic viability for businesses in the last recession. These success tactics
include retrenchment, tightening credit, maintaining budgets, maintaining
prices, increasing liquidity, reducing debt, deferring capital expenditures, and
pursuing selective growth.

Retrenchment

The main goal of retrenchment is to stabilize a company's financially
during the economic downturn so that it can be in position to recover from
the recession. As a companion action, retrenching companies turn to
entrepreneurial activities that increase revenues or to efficiency initiatives
that reduce operating expenses and increase profit margins. Retrenchment
tactics are often the front half of a cut-and-build strategy in which the
company cuts certain expenses and invests the savings in new priorities
(Pearce & Robbins, 1993).

Retrenchment through cost and asset reduction proved to be a
successful tactic that stemmed the decline of many firms in the 1990-1991
recession. Cost reductions included leasing rather than purchasing space,
eliminating elaborate promotional activities, laying off employees, and
eliminating perks like company cars. A retailer that successfully reduced
costs to increased profits was Walgreen, the drug store chain. During the
recession, Walgreen's management trimmed selling, general, and
administrative expenses from 23.3% of sales in 1990 to 22.2% in 1991,
helping to increase net income 10% in 1991 (Byrne, 1991).

The recession-exposed operational weaknesses in the publishing
industry provide an second example. Publishing companies used the
1990-1991 recession to trim their operating costs and focus their corporate
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strategies to emerge as stronger businesses. When interest rates dropped in
1992, publishers realigned capital resources by refinancing debt at lower
rates or extending debt over a longer time.

Asset reductions can involve selling nonessential outlets and
equipment. Dress Barn, a retail women's clothing company, implemented
asset reduction by eliminating 22 of its smaller stores at the onset of the
recession. The stores were chosen because they could not generate sufficient
income to support corporate overhead. As a result of the cutbacks and the
reconfiguration of its resources, Dress Barn was able to post a 10% sales
increase during the first half of 1992 (Wyatt, 1992).

Tightening Credit

During the recession of 1990-1991, entrepreneurial executives found
that an effective tactic to minimize the effects of the downturn was to
tightened rather than loosened credit policies. The entrepreneurs believed
that loosening credit might boost sales, but they come at the expense of
liquidity if the debt sours. They modified their target markets, and increased
their segmentation efforts as ways to escape recessionary declines. The more
focused the appeal of their product, the less likely the companies thought that
general downturns hurt them. Managers also reported altering the marketing
budget, using more sales promotion, but not increasing advertising. Labor
force reductions occurred, with 50% of managers reporting some layoffs, and
16% experiencing larger reductions (Shama, 1993).

Tightening credit policies is a way to increase a firm's liquidity during
a downturn. Increased liquidity, especially in recession, can enable the firm
to take advantage of special deals that may occur due to recessionary effects
on less prepared competitors or suppliers. Other ways to increase liquidity
are to sell excess inventories, and closely examine the productivity of each
employee. Labor force reductions reduce costs and expenses, increasing
liquidity.

Maintaining Advertising Budgets
When faced with recession, companies are tempted to reduce

advertising expenditures. Reduction in such expenses is immediately
reflected in an increase in the bottom line of the company. However, other
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entrepreneurs have found that recessions are good times to maintain
advertising budgets (Mooney, 1991).

A recession study by the Strategic Planning Institute concluded that
the companies that fared best in the two years after recessions had either held
steady in advertising expenditures, or made moderate cuts during the
recession (McLaughlin, 1990). The study found that advertising campaigns
may be more effective during recessions because industry competitors are
also feeling the pinch of recession, and may attempt to forestall losses by
reducing their advertising. Thus, even by maintaining a constant level, a firm
can increase its exposure due to the attrition of competing ads. Because
competitors are "quieter" during a recession, a company's advertising stands
out.

In addition, hungry ad agencies are motivated to turn out a more
creative product at a more competitive price (Jacob, 1992). Thus, when
many competitors reduced advertising budgets, toiletries maker
Alberto-Culver increased its ad spending. Partly as a result, company profits
were up more than 35% in 1992.

When advertising budgets must be cut, marketers often shift spending
to short-term promotions such as coupons to boost sales of key brands at the
expense of marginal products. Mattel stepped back from vigorous product
development to concentrate on the its historically big moneymakers, Barbie
dolls and Hot Wheels. Fewer new toys were developed and new products
survived only when they showed quick success.

Employing the same focus tactic, but reversing the deployment logic,
DowBrands stopped advertising its established Glass Cleaner so it could shift
funds to help launch its new line of Ziploc freezer bags.

Maintaining Prices

The temptation to cut prices to increase sales is tremendous. Budget
conscientious consumers spend with increased reluctance during a recession
and price considerations tend to overshadow attention to innovative features.
But price-cutting can be shortsighted. Budgets are based on projected
revenue. Reduced pricing may help to stabilize the number of units sold but
if spending plans are not adjusted, profit margins can quickly turn negative.
Failure to update the impacts of sales forecasts on margins is a major factor
in business bankruptcy during recession (Garter, 1991). Additionally, when
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prices fall during recession, consumers become less willing to return to
higher price levels during the economic recovery ("Preparing," 1988).
Instead of cutting prices immediately to maintain sales during the last
recession, many managers found that prices should be reduced only as a last
attempt to maintain cash flow.

Increasing Liquidity

The liquidity and flexibility of a company are increased when
inventory levels and accounts receivables are reduced. Liquidity provides
staying power in arecession. High cash and cash equivalents can be a source
of expansion funds for fixed assets acquisitions as the recovery absorbs
excess capacity. Calculating current ratios and comparing them with ratios
calculated for other recent periods measures successful implementation of
this approach.

Reducing Debt

Lower debt can reduce cash demands through smaller interest
payments. Like reducing inventory and accounts receivable, reducing debt
increases liquidity and helps provide flexibility and increased staying power.
However, lowering debt decreases cash and thus, the company's flexibility.
Lines of credit can also be revoked when paid-off, at times because of the
bank's portfolio of loans rather than the condition of the company.

Deferring Capital Expenditures

Reducing capital expenditures increases both available cash and the
productivity of existing investment. Delaying capital expenditures enables
the firm to get more from its existing facilities at a time when consumers may
be more concerned with price than technological innovation. However, a
potential disadvantage of delaying investment is that suppliers might not be
able to furnish new equipment in a timely manner to allow entrepreneurs to
take advantage of the recovery. The resulting delays in production can
frustrate the company's clients and prompt them to go elsewhere.

The Entrepreneurial Executive, Volume 7, 2002



10

Pursuing Selective Growth

The risks associated with activating an aggressive growth strategy
during a recession are high if the financial reserves of a firm are limited and
its cash flow position is strained. On the other hand, the cost of pursuing
selective new opportunities is low since many competitors are "sitting in
wait" for an economic recovery. Entrepreneurial executives want to consider
taking advantage of opportunities that arise or can be created by a recession:

1. Exploit competitors' problems. Economic downturns make many opportunities
available. Many valuable employees are laid off or become disenchanted during
a recession.

2. Focus on long term goals. Take advantage of favorable interest rates.
Refinancing existing debt or take on new low-priced debt when the recession
seems to have bottomed out.

3. Buy inimitable assets when they become available. Recessions can produce
once-in-a-career opportunities to buy key property, buildings or patents that
would otherwise be unavailable.

SUCCESS TACTICS DURING ECONOMIC RECOVERY

Following a recession, many businesses achieve impressive labor
productivity improvements. During the recovery in 1991, increased
productivity by firms led to a 75% gain in gross domestic product (GDP). In
previous recessions, productivity improvements on average brought a 58%
GDP increase in the year following the recession. These productivity gains
led the way for corporate profits from U.S. production to increase by a third
during the most recent recovery, from $300 billion in 1992 to $400 billion in
1993. When demand rebounds, businesses can boost productivity in the short
term without hiring new workers. However, unless the rate of innovation
accelerates, productivity growth eventually returns to its lower long-term
trend. The experiences of a business following the 1990-1991 recession
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suggest that entrepreneurial executives can accelerate their firms' recovery
by taking steps that improve productivity.

Philosophy for Recovery

The most important idea behind recovery planning is that even when
conditions are depressed, a company must make decisions based on the long
haul. A recession must be treated as the short-term problem that it is.
Recovery will come, sooner or later. Thus, the strategy that entrepreneurs
develop or modify during the recession will determine their firm's
participation in the nation's recovery.

The best way for a business to prepare for growth following a
recession is to maintain a focus on the long-term. In December 1990,
Fortune magazine surveyed 200 executives. Of those surveyed, 38%
expected to increase their capital spending in 1991, and only 27% expected
to cut (May, 1991; 72). When a recovery takes off and exports rise and
consumer demand increases, businesses must have the necessary cash flow
to finance growth in investments.

Designing a business strategy for financial recovery is doubly
difficult when the marketplace is in a state of turbulence. During a typical
recession, retail sales are down, factory orders are low, and consumer
psychology is defensive and paranoid (Goodwell & Martin, 1992). Given
fewer resources and a tighter budget, entrepreneurs must develop plans to
attract customers who are more hesitant to spend. Further, the character of
business relationships often changes during recessions. Customers may
become disloyal, demand renegotiated contract terms, and alter purchase
patterns. Suppliers may vary their delivery schedules; some may improve
service time while others reduce it. Internally, anxiety and the threat of job
loss, may jeopardize employee morale and lower productivity.

Planning for Recovery

In preparing for economic recovery, a business's first step should be
to assess its financial position. Ifthe firm is in a serious financial bind, then
it may focus on survival by generating short-term revenues at the lowest cost.
Conversely, if the firm's market position and profit structure are strong, it
may have the opportunity to increase investment in advertising, new product
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introductions and added distribution to increase brand valuation and market
share.

Many U.S. manufacturers took to a defensive approach to the
economic recovery that began late in 1991. They began by reducing their
reducing break-even levels. Many companies found that they could trim
costs by 10% of 15% a year through a series of small steps, including
reducing the frequency of internal reports and meetings, and eliminating
non-productive perquisites. One key to recovery was making cutbacks
during recessions in ways that do not adversely affect the quality of the
company's products. Firms that can enact only moderate cuts have
traditionally survived recessions and realized stronger long-term sales and
market share growth than competitors that made severe cuts (McLaughlin,
1990).

A firm's second step should be to revise its market segmentation and
targeting to adjust for shifts in customer behavior (Pearce & Michael, 1997).
The firm may refine its marketing mix to balance price reductions,
advertising and promotions, and value pricing; product introductions and
R&D cuts; and renegotiate contracts and sales reductions.

Opportunistic strategies are the result of managing with the next
recession in mind. Entrepreneurial firms that have healthy cash flows, a
well-defined market niche, ongoing quality programs, and stable or
increasing sales volume are well positioned to gain competitive ground
during periods of economic decline. Options under this strategy include
price reductions to weed out competitors, maintenance of R&D that other
companies cannot afford, new products introductions to increase market
presence, and hiring new staff who would be unavailable under more
munificent conditions.

As damaged companies begin to layoff employees, healthy companies
may recruit their competitors' trained personnel. Caution must be exercised
when recruiting these people, as the first to be eliminated are usually
relatively poor performers. The careful opportunist will wait until the deep
cuts have begun to pick up new staff. A final opportunistic measure is
horizontal integration - the purchase of competing companies. Again,
caution should be exercised to prevent overburdening resources and
endangering the long-term viability of the company.
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CONFRONTING RECESSION

Within every industry segment that is hit by a recession, there are
companies that perform better than their competitors. The foundation for
good performance during a recession seems to be laid well before the
recession through an emphasis on diversification. Some strategic
components of this diversification that pay off during a recession are
utilization of superior technology, a highly efficient cost structure, and
recently restructured business processes. Most companies build their
strategic plans around ideas about how to take advantage of the growth and
expansion of an economy, but find them equally important in preparing for
periods of economic stagnation and decline.

While other tactics have advantages, diversity provides the greatest
insulation for a firm against the negative effects of recession. Diversity
protects a company by mixing the sources of its revenues. The diversity can
be created by the number of products that the company produces, the types
of services that it offers, or the range of customers that it serves. It all cases,
customers differ in their buying patterns, which smoothes out a company's
overall revenue fluctuations. For example, since the 1991 recession, each of
the major networks has reformed itself through mergers to increase its
diversification. They believe that sharp declines in one business segment can
be counterbalanced by nearly offsetting increases in another. If television
advertising declines, as it has in past recessions, the diversified networks
hope to benefit from increased ad revenues in their cable, Internet, and radio
businesses.

However, the advantages of diversification are most evident in firms
that have developed a broad geographic spread. Because recessions do not
appear everywhere at the same time, geographic diversification allows a firm
to rebalance its resources among locations in response to the prevailing local
economic conditions. Differences in economic cycles can be used by global
companies that are active in different markets around the world, to
counterbalance the volatility in demand caused by domestic macro-economic
changes. Large corporations, like General Electric, rely on recession tactics
that stress global diversity to prevent the company from becoming captive to
domestic economic cycles. As evidence of the value of this approach, GE
pushed its exports up 18% during the first year of the last recession with new
orders for power plants, appliances, and medical equipment. Entrepreneurial
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executives can adopt similar strategies with appropriate modifications in
scale.

The furniture industry suffered greatly in the 1990-1991 recession,
especially in the Northwest and Southern California, where tens of thousands
of white-collar workers lost their high paying jobs. Bryne Home Furnishings
in Burbank relied on diversification and succeeded while its larger
competitors failed. While continuing to sell furniture and accessories to
upper-middle class customers, Bryne began renting furniture and accessories
to movie and television studios. It also cultivated strong business relations
with interior designers who placed Bryne's furnishings in their displays. The
accessories not only attracted the eye of browsing customers, and served as
a new profit center for the company.

Profits in the paper industry also started to slide in 1990 and saw a
decline of 59% in 1991. However, during this hyperhostile period,
International Paper produced profits. The company had expanded its
presence overseas during the late 1980's to make it less vulnerable to the wild
cyclical swings of the U.S. industry. The strategy worked. In 1991, $4.1
billion, or 32 percent, of total sales came from exports or foreign-based units.

KEEPING RECESSIONS IN PERSPECTIVE

Many companies emerge from a recession as more efficient
operations. They have laid-off surplus workers, closed inefficient plants,
bought productivity enhancing equipment, and become more globally
competitive. According to a survey of industry experts and executives, a
recession also produces a newly committed workforce, better
communications in the office, faster response to the market, opportunities for
those who stay, and a premium for talent (Dusky, 1991).

Recessions play a vital role in an economy. From a national
perspective, short-term pains of individual industries or companies often
result in long-term gains for the economy from increased productivity.
Recessions encourage organizations to wring out under-performing resources
and to find innovative solutions to competitive demands. Those companies
that can weather the period of recessionary turmoil often benefit from lower
inflation and interest rates, along with the purging of excess inventory,
corporate overhead, and marginal competitors. These changes help
underwrite durable, non-inflationary growth for years to come. Therefore,
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it is a responsibility of an entrepreneurial executive to ensure that the
company both outlasts the recession, and that it emerges stronger and more
competitive than before.
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ABSTRACT

It is almost a truism that the entrepreneur, even more than the
manager in a large, established business, is dependent in many ways on the
organization's employees. In turn, it is widely recognized throughout the
managerial literature that the willingness of employees to put forth their best
efforts arises in large part from the quality of the employees' relationship
with their manager - here, the entrepreneur. What can the entrepreneur do
to influence the quality of the relationship? In this research, our focus is
upon communication, and we examine the relationships between findings
from two related literature streams: a prescriptive body of theory involving
"best practices” in supervisor-subordinate communication, and
leader-member exchange (LMX) theory from the management literature.
LMX suggests that supervisors may afford differing treatment, and thus
possibly use different communications tactics, with subordinates in higher
quality exchange relationships than with those in lower quality relationships.
This literature, however, leaves unresolved whether the entrepreneur, as
supervisor, should treat employees differently. In this research we find
evidence that employees perceive differences, especially in level of
participation-related communication, depending upon whether they believe
they are in a higher or lower quality LM X relationship. Moreover, we find
weak evidence for congruence between supervisor and subordinate
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perceptions of the quality of the exchange and no significant evidence that
similarity of the dyad influences its quality. Implications for entrepreneurs
are developed.

INTRODUCTION

Ithas been recognized that as soon as the entrepreneurial organization
reaches a size where there is a payroll and employees, a series of challenges
arise. Specifically, the entrepreneur, even more than the manager in a large,
established business, is dependent in many ways on the organization's
employees. This dependence occurs for several reasons: these individuals,
and there may be relatively few of them, may be representing the firm to its
customers and/or producing the firm's "product." Where they perform
poorly, their deficiencies may quickly become obvious and irreversible. In
turn, it is widely recognized throughout the managerial literature that the
willingness of employees to put forth their best efforts arises in large part
from the quality of the employees' relationship with their manager - here, the
entrepreneur. Yet entrepreneurs are often visionary, driven individuals who
may find it difficult to establish the needed relationships. What can the
entrepreneur do to influence the quality of the relationship with the
organization's employees?

In this study, our focus is upon communication as a potential vehicle
for the entrepreneur to use in influencing employees.  Specifically, it
represents an initial effort to investigate relationships between two distinct
literature streams within communication and management which appear to
have implications for entrepreneurial communication. We first examine the
"best practices" communication literature dealing with perceptual
congruence. We then turn to the management leadership literature involving
leader-member exchange (LMX). Therefore, we question whether the LMX
literature can be used to aid in understanding any variations which may exist
in the ways managers communicate with different employee types and
whether there are differences between subordinates perceiving that they
obtain higher or lower quality exchanges with their supervisors.
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THE COMMUNICATION LITERATURE

Historically, the communication literature has had a prescriptive
orientation and, in the area of superior-subordinate communication, has been
concerned with identifying '"best" communication styles, tactics, and
behaviors. Note, especially Jablin's (1979) literature review which refers to
Redding's (1972) findings that "communication-mindedness," empathetic
listening, persuasion rather than telling, sensitivity, and openness
characterize better supervisors. Moreover, Jablin points to wide support for
these ideas throughout the literature. More recently, Pettit, Goris, and
Vaught (1997) have shown that the quality of several aspects of
communication could be used to predict job satisfaction on the part of
employees. Moreover, communication represented a weak moderator of the
job performance-satisfaction relationship. (See also Clampitt & Downs
(1993); Dansereau & Markham (1987); Pincus (1986) for related discussion
of these issues.) Note that the underlying idea is that "best" behaviors can be
identified and, if used by the manager, will improve the manager's
effectiveness.

If this is the case, how may deviations from the "ideal" be
understood? One perspective coming from the literature proposes that
perceptual differences between supervisors and subordinates may distort
communications, suggesting that perceptual differences held by a subordinate
may cause distortions to the supervisor's message. If so, the subordinate
may, in effect, receive an ineffective message even when an effective one
was sent. Conversely, of course, the distortion may be the supervisor's. This
is especially true if the supervisor believes the message was ideally sent,
when, in fact, it was not. Of interest are numerous studies (Boyd & Jensen,
1972; Schnake, Dumler, Cochran, & Barnett, 1990; Tompkins, 1989;
Wexley, Alexander, Greenwalt, & Couch, 1980; White, 1977) which have
indicated that superiors and subordinates have differing perceptions of a
variety of factors which affect their relationships. Moreover,
supervisor-subordinate expectations regarding many aspects of the
communication process may also be vastly dissimilar (McCallister, 1983).
Similarities--especially those related to demographics, attitudes, and/or
values--have been shown to reduce the potential for distortion (Cheryl,
Ravlin, & Meglino, 1996; DiSalvo & Larsen, 1987; McCroskey, Richmond,
& Daly, 1975; Schnake et al., 1990).
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More broadly within the management/perception literature, a number
of comparable findings of perceptual distortions and lack of
supervisor-subordinate congruence have been reported (See especially Kolb,
1995; Webber, 1970). Hatfield and Huseman (1982) developed a scale (used
in this study) to test for supervisor-subordinate congruence in perceptions of
aspects of their communications and found that congruence was directly
related to satisfaction.

In general, then, the communication literature has historically taken
a "classical" approach to supervisor-subordinate communications and has
attempted to identify "best" practices which apply across situations.
Distortions, arising from lack of congruence between supervisors and
subordinates, have been seen as a primary problem area, moderating the
direct relationship between improved communications and satisfaction and/or
performance outcomes. From the perspective of the entrepreneurial literature,
a potential problem may be that the orientation and perceptual differences
between the visionary, driven entrepreneur and the employee, who may be
much less of a visionary and less motivated, may be significant enough that
congruence becomes difficult to achieve (See Jackson & Venkatapathy,
2001; McNerney, 1994).

On the other hand, a discussion by Dansereau and Markham (1987)
suggested that an alternative model, and one perhaps more potentially useful
to the entrepreneur, for understanding communication between supervisors
and subordinates may arise from the dyad tradition, which examines the
supervisor-subordinate relationship as a distinct pairing. The dyad tradition,
they point out, represents a contrast to the group tradition, where the
supervisor is understood to use the same (and presumably "best") style with
all subordinates. Under the dyad tradition, it becomes reasonable to expect
that supervisors could use different communication styles with different
subordinates, depending upon the nature of the relationship. Moreover,
Dansereau and Markham (1987) see the development of these ideas as a
potential area for research.

Note, however, that a number of concerns arise when the issue of
dyads is considered seriously. A typical conclusion of the perceptual
congruence research in the communication literature noted above is that an
absence of congruence is evidence of communication problems and suggests
that senders should be more sensitive to relationships with their various
receivers (Hellweg, 1978). Moreover, the communication literature has been
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prescriptive in orientation, suggesting, for example, that empathy in
communication represents a preferred approach. If the emphasis is placed
upon the dyad, however, the result may easily become descriptive rather than
prescriptive. Thus, it may be possible to identify dyads where the
communication style is not (and possibly should not be) empathetic. But
would such a finding mean that use of empathy is contingent on situational
variables? Is it not just as possible that dyads displaying little empathy in
descriptive terms are functioning at a less-than-optimal level which could be
improved by increasing the level of empathy? In effect, should we expect a
driven entrepreneur to become empathetic? To consider questions such as
these, we turn to the management leadership literature and an examination
of the leader-member exchange (LMX) tradition from which Dansereau and
Markham (1987) derived their ideas.

THE MANAGEMENT LEADERSHIP LITERATURE: LMX

Within the management literature, there has been increasing
recognition (consistent with Dansereau & Markham, 1987) that
understanding leader behavior may require moving beyond the traditional
model and incorporating an LMX perspective (Dienesch & Liden, 1986;
Liden & Graen, 1980). As traditionally approached, the management
literature has assumed that leadership style is uniform and that subordinates'
differing perceptions of the leader's behavior reflect measurement error
(Katerberg & Hom, 1981). Note, of course, that the traditional approach
does not necessarily imply one "best" style. Management contingency
theorists have argued for at least 30 years (e.g., Fiedler, 1964, 1967), that any
given style may not be effective in all situations. What these theorists have
implied is that, within the situation, the leader will use the same style with all
subordinates (see Yukl, 1998, for a recent, interesting discussion).

In contrast, the LMX model focuses upon the leader-subordinate dyad
and explains the methods by which a leader and a member develop various
behavioral interdependencies between their respective roles (Graen &
Schiemann, 1978). As Gerstner and Day (1997) maintain in their recent
meta-analytic review of LMX, theory development historically has
emphasized the discovery of differentiated dyads. During this "vertical dyad
linkage" stage, concern was with distinguishing in-group employees from
those in the out-group and identifying the degree to which the in-group
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received a different level of supervision in terms of freedom from close
supervision and negotiating latitude (see especially Graen & Cashman, 1975;
Liden & Graen, 1980).

According to Gerstner and Day (1997), the next phase has been an
emphasis on the exchange itself, in terms of discovering its quality and
consequences. (For interesting, recent work, review especially Engle & Lord,
1997; Klein & Kim, 1998; Settoon, Bennett, & Liden, 1996.) Up to this
point, however, development was primarily descriptive rather than
prescriptive and mainly paid attention to describing the functioning of the
dyad rather than focusing upon how dyads should operate. Potentially
troubling findings have surfaced, especially indications that assignment to
in-group or out-group status may occur early in the life of the dyad and may
be resistant to change (Dienesch & Liden, 1986; Graen & Cashman, 1975).
Where this is the case, it is possible that the assignment is made on the basis
of factors such as demographic similarity (presumably leading the dyad to
feel comfortable or compatible) rather than upon "rational," business-related
grounds (see especially discussion of these issues by Liden, Wayne, &
Stilwell, 1993; Yukl, 1994, 1998).

RELATIONSHIPS BETWEEN COMMUNICATION THEORY AND
LMX

Our focus in this research is upon the possible linkages between
communication theory and its implications for communication between
supervisors and subordinates and LMX. As noted, both literature streams
have dealt with the supervisor-subordinate dyad, and both are concerned with
the quality of the relationship which exists between the supervisor and the
subordinate. There is a call for the development of a more prescriptive basis
within LMX, and communication theory potentially offers a prescriptive
body, at least of "best" practices for communication with subordinates. This
research represents an initial approach to examining some of the issues
raised. Specifically, we consider several research questions which we
believe arise when the two literature streams are examined conjointly.

Our review of the literature suggests that there should be a
relationship between the practices of the entrepreneur as supervisor and the
quality of the leader-member exchange (Deluga, 1998). Specifically,
employees in higher quality exchange situations should be expected to
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experience higher quality communication by the supervisor. From the
standpoint of the entrepreneur, if this is the case, the key then becomes
building high quality exchange situations - meaning identifying and hiring
employees that they can trust - and then expecting the high-quality
communication to follow from the enhanced relationship (Flynn, 1994;
Williamson, 2000). Thus, our first research question is:

RQ1: Subordinates who report higher quality LMX will also report

better communication quality from their supervisors.

Note, however, that a finding of poorer communication quality
associated with lower LM X does not, by any means, indicate that supervisors
should change their communication styles with their out-group subordinates.
Such a correlation--if obtained--simply relates two perceptions by the
subordinate. In addition, as indicated in our earlier discussion of lack of
congruence and perceptual distortions, it is important to examine
consistencies between supervisory and subordinate perceptions.
Accordingly, our second research question is:

RQ2: Supervisors' assessments of communication and LMX will be

directly related to subordinates' assessments.

Finally, an issue which we do not directly approach in this study is
the contingency question. Supervisors may exhibit different behaviors with
different subordinates, but those differences may be grounded in fact. For
example, Hersey and Blanchard's (1977) well-known situational theory
suggests different leader behaviors at different levels of follower maturity.
Thus, leaders should be expected to be more directive with less-mature
followers (and perhaps to deviate from "best" communication practices).
This study begins what we believe will demonstrate a need for extended
examination of this topic. Our discussion of issues surrounding the early
development of the exchange relationship suggests that demographic
similarities rather than rational business needs may form the basis for this
relationship (Cheryl et al.(1996); Deluga (1998). A finding that high LMX
dyads are similar in demographics would suggest that differences in
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communication and LMX may not be based upon business-related
contingencies. Conversely, the absence of such a finding would suggest the
possibility that follower maturity or some other factor(s) accounts for the
differences (Schriesheim, Neider, & Scandura, 1998). Therefore, and
consistent with findings suggesting that the relationship does develop early,
our third research question is:

RQ3: Supervisor-subordinate pairs which are similar demographically

will experience higher LMX.

METHOD
Sample and Survey

Subjects in this research were primarily employees of a large regional
medical center in the southern United States. Survey packets were sent
directly from the researchers to 170 management employees. Managers were
asked to participate, and their anonymity was assured. Eighty-eight (52
percent) elected to do so. Those participating were asked to complete a
survey and to select two of their employees to respond as well. The manager
then provided an employee survey packet to each employee with instructions
to complete it and return it directly to the researchers. Again, anonymity was
assured, but a coding system on the surveys was used to associate employees
with their supervisors. A total of 164 employee surveys were returned.
Thus, our sample consisted of 164 dyads, but the same supervisor could
appear in as many as two dyads. Note that while this convenience sample did
not consist of entrepreneurs and their subordinates, it was our expectation
that the dynamics of communication are general enough that it was not
necessary to identify an entrepreneurial sample at this early stage in our
research.

The survey instrument asked for demographics including age, gender,
and race. Employees were asked what kind of work they did and how
familiar their supervisor was with their work, while supervisors were asked
how many people they supervised, size of the organization, and their level.
The remainder of the survey consisted of 27 items, worded into supervisor
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and employee terms (i.e., "I ask my subordinates..." vs. "My supervisor asks
me...").
The first 14 questions consisted of the Hatfield and Huseman
communication instrument mentioned previously. (For a discussion of
validation, see Hatfield & Huseman, 1982; Huseman, Hatfield, Boulton, &
Gatewood, 1980; Huseman, Hatfield, & Robinson, 1980.) The instrument
was of special interest given the intent of this study. As the authors point
out, the instrument was designed to identify areas of congruence and lack of
congruence between supervisors and employees on three aspects of
communication--the factors found in the scale (labeled by them as
coordination, participation, and expression). The final 13 questions consisted
of the surviving items from the recently developed LMX scale by Liden and
Maslyn (1998).

RESULTS AND DISCUSSION

Because the Hatfield and Huseman instrument had been validated
several years ago and with a very different group of employees
(manufacturing as opposed to hospital), we conducted a factor analysis to
determine how well the instrument fit this sample. Table 1 below provides
demographic information on our sample.

TABLE 1: DEMOGRAPHIC INFORMATION FOR ALL SUBJECTS
Employee - N = 164* Supervisors - N= 88**
Employee - Age Supervisor - Age

Category Frequency | Percent Category Frequency | Percent
Less than 30 19 12.9 | Less than 30 5 6.7
30-39 42 28.6 | 30-39 13 17.3
40-49 51 34.7 |40-49 26 34.7
50+ 35 23.8 |50+ 31 413

Employee - Gender Supervisor - Gender

Category Frequency | Percent Category Frequency | Percent
Male 56 37.8 |Male 32 43.0
Female 92 62.2 |Female 43 57.0

The Entrepreneurial Executive, Volume 7, 2002



26

Employee - Race Supervisor - Race
Category Frequency | Percent Category Frequency | Percent
Caucasian 63 43.4 | Caucasian 37 50.0
Hispanic 2 1.4 Hispanic 2 2.7
African-American 79 54.5 African-American 31 43.2
Asian-American 0 0.0 Asian-American 1 0.7
Other 1 0.7 Other 3 34

*Reduced to as low as N = 145 for some analyses
**Reduced to as low as N = 74 for some analyses

Table 2 below presents the results of the factor analysis and indicates
that the scale's psychometric properties remain reasonably good for our
sample. While we obtained a four-factor solution, factors 1 through 3 are
virtually the same as those reported by Hatfield and Huseman (1982), and our
factor 4 was a one-item factor which appeared to be a breakout of factor 2.
We refer to it as "freedom to question." Our factor solution was then used as
the basis for the analyses which follow.

TABLE 2: ROTATED COMPONENT MATRIX

Factor 1 Factor 2

Coordination Participation

E1 | 0.711 | Asks for suggestions | E4 | 0.747 | Questions supervisor’s
instructions when they are
wrong

El1 | 0.817 | Explains changes in E6 | 0.588 | Tells supervisor about errors

work

E12 | 0.800 | Tells of work E8 | 0.731 [ Supervisor reports on prior
procedures work

E3 0.665 | Informs about
company rules
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E5 0.661 | Informs about future
company plans

E7 | 0.586 | Praises for good job

E9 | 0.731 | Explains company

problems
Factor 3 Factor 4
Expression Freedom to Question
E10 [ 0.692 | Criticizes E2 | 0.948 | Questions supervisor’s
employees’ work in instructions when they are not
public understood

E13 [ 0.862 | Ridicules employee

E14 | 0.521 | Expresses sympathy
about personal life

Our first research question deals with the relationship between LMX
and supervisory communication practices, and we predicted a positive
relationship. The "all employees" column in Table 3 below provides our
overall findings. Specifically, it indicates that there is a direct relationship
between LMX and two of the practices, coordination and participation. This
finding suggests that as subordinates perceive they are in higher quality
exchange relationships, they also report their supervisors coordinate (in a
two-way fashion) their activities and that they have increased ability to
participate. From the standpoint of the entrepreneur, what is suggested is that
when the entrepreneur feels the comfort level with the employee which is
implicit in the high quality exchange, the supervisor is more willing to allow
greater freedom to participate and to engage in two-way coordination by the
employee.

We continued our analysis to look at how subordinates reporting the
highest vs. the lowest quality LMX relationships might differ. As indicated
in the final two columns of Table 3, for high-scoring subordinates, both the
coordination and the participation factors are significantly related to LMX;
while for the low-scoring subordinates, only coordination is significant. This
finding may suggest that those in lower quality LMX relationships feel that
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the supervisor engages in two-way coordination but does not permit them
true participation. It appears to echo the idea of "negotiating latitude" in
early LMX research (e.g., Graen & Cashman, 1975), and suggests that
entrepreneurs, who have been characterized as unwilling to give up control,
may, in fact, do so in the case of a high-quality exchange.

Table 4 presents the results of a discriminant analysis examining
differences between the two groups. The function is significant (Wilks
Lambda <.001), and an examination of means (see Descriptive Statistics at
the bottom of Table 4) suggests that, while there is little difference between
the groups in their perception of the supervisor's expression (i.e., of concern
and the like) or their ability to ask questions, those in higher LM X exchanges
score in positive ranges on coordination and participation, while those in
lower exchanges score negatively.

TABLE 4: SUMMARY OF CANONICAL DISCRIMINANT FUNCTIONS

Eigenvalues

% of
Variance

Canonical
Correlation

Function Eigenvalue Cumulative %

1 .908' 100 100 0.690

Wilks’ Lambda

Test of
Function(s

)

Wilks’
Lambda

chi-
square

df Sig.

1

0.524

52.024

5 0.000%**

Standardized Canonical Discriminant Function Coefficients

Function

Sig. Probability of

Factor 1

Coordination

0.800

0.000**

Factor 2

Participation

0.571

0.000**

Factor 3

Expression

' First 1 canonical discriminate functions were used in the analysis |

0.110

0.886
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Factor 4 Freedom to
Question 0.167 0.249
Supervisory
LMX 0.299 0.004*
*< 05 **<.01
DESCRIPTIVE STATISTICS
HIGHS VS LOWS
High LMX Low LMX
N=42 N =43
Mean Std. Mean Std
Deviation Deviation
Factor 1 Coordination 0.5995 0.9296 -0.5335 0.5736
Factor 2 Participation 0.3471 1.2848 -0.4233 0.3479
Factor 3 Expression 0.0000 1.1287 0.0000 1.0618 I
Factor 4 Freedom to
Question 0.2109 1.2346 0.0000 0.8406
Supervisory
LMX 24,9523 7.1258 20.6744 6.1903

Our second research question asked whether there would be a
relationship between LMX as reported by employees and by supervisors. In
this study, we did find a positive relationship [r=.243, p <.01 (see Table 3)].
Moreover, when entered into our discriminant analysis (Table 4), the
coefficient was .299 (p <.01). However, several cautions are in order when
interpreting these findings. First, while the coefficient is significant, it is low
in terms of variance accounted for, probably reflecting to some degree, the
lack of congruence between supervisory and subordinate ratings historically
found throughout the literature. Moreover, we note Gerstner and Day's
(1997) recent comment, "LMX can be measured from both leader and
member perspectives, but is it the same construct when measured from
different perspectives?" (p. 828). For example, as we examined the survey
items from the leader's perspective, we were concerned that they could be
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influenced by social desirability, in that they may believe that they should
treat all subordinates similarly and demonstrate behaviors such as
participation. In general, while we found what we consider a weak positive
relationship between supervisory and subordinate LMX in this study, we
echo Gerstner and Day's (1997) concerns about measurement issues and
believe that considerable additional study is needed in this area. Moreover,
because the issue of congruence seems to be a central one in the case of
entrepreneur-subordinate dyads, future research should probably focus
specifically on these dyads.

Our final research question represents an initial attempt to examine
whether supervisors dealing with subordinates using lower quality exchanges
may be doing so for objectively oriented reasons: lower subordinate skill or
training, for example. We approached this issue by looking for obvious signs
of similarity bias and specifically asked whether subordinates in dyads of
similar gender and race would report higher quality exchanges. We
identified 31 dyads which were similar in gender and race and computed
employee LMX as well as scores for the four communication factors
(coordination, participation, expression, and freedom to question). We could
find no significant differences between this group and the sample as a whole
(although, in terms of directionality, LMX was higher) and conclude that no
obvious signs of bias are apparent in this very limited examination.
Obviously, far more work remains to be done in this area.

SUMMARY, CONCLUSIONS, AND IMPLICATIONS FOR
ENTREPRENEURS

In this research, we have considered linkages between LMX quality
and supervisory communication practices and have found evidence that
subordinates report a direct relationship between increasing quality of LMX
and communication styles such as coordination and participation. We found
some evidence of a relationship between supervisors' and subordinates'
reports of LMX quality, suggesting that we may be capturing something
beyond the subordinates' perceptions. We do not find evidence, at this point,
that demographic similarities influence the quality of the
supervisor-subordinate exchange. From the perspective of the entrepreneur,
what is suggested, especially if our findings continue to be supported in
future research, is that emphasis needs to be placed upon the early stages of
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the boss-subordinate relationship. Specifically, the entrepreneur's primary
concern should be with identifying employees whom the entrepreneur trusts
(Flynn, 1994; Williamson, 2000). This research suggests that once
relationships are established between trusted employees and the entrepreneur,
they will be able to engage in participation, two-way coordination, and
enhanced communication. Additionally, high-quality superior/subordinate
relationships can be vital to entrepreneurs who want to overcome poor
communication skills.

However, more study is needed. Specifically, we remain concerned
about potential measurement issues in this area and see both measurement
and direct application to entrepreneurial samples to be critical directions for
future research. Finally, another necessary research direction focuses on a
need to evaluate contingency issues and to examine the impact and
appropriateness of using differing supervisory styles across employees.
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THE MOST IMPORTANT FINANCE
SKILLS FOR ENTREPRENEURS:
DIFFERING VIEWS AMONG
FINANCE PROFESSIONALS
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ABSTRACT

Finance is commonly viewed as one of the most important topics for
entrepreneurs to understand to ensure their survival and success. This study
addresses 10 finance topics commonly taught in university courses. Each
topic was evaluated by financial advisors on its level of importance for
inclusion in entrepreneurial finance courses. The financial advisors include
accountants/CPAs, bankers (lenders), investment bankers, venture
capitalists, angels, personal financial advisors, and "others." The financial
advisors considered all 10 topics to be at least "very important.”" However,
some important differences did emerge among the various types of financial
advisors on the topics of financing sources and methods, the relationship
between outside investors and the entrepreneur, and the time value of money.

INTRODUCTION

Entrepreneurial finance is a relatively new subdivision within the
discipline of finance and researchers have only begun surveying finance
professionals as to which finance skills are most important for entrepreneurs.
In this study, we compare the perceptions of different groups of finance
professionals who advise entrepreneurs. These groups include venture
capitalists, bankers, investment bankers, angels, accountants/CPAs, personal
financial advisors, and others. Each group was asked to comment on the
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importance of ten finance skills for entrepreneurial success (see Table 2 for
a list of these topics). Our results suggest that there is reasonable agreement
among finance professionals, although some significant differences are
observed. In general, these differences support the view that finance
professionals place a higher value on the skills most closely related to their
specific professions within the larger field of finance.

LITERATURE REVIEW

Several prior studies have surveyed financial professors to learn what
topics are most important to cover in finance courses. For example, Cooley
and Heck (1996) surveyed finance professors to investigate the perceived
importance of various topics that might be covered in an introductory finance
course. These researchers asked respondents to rank topics on the degree of
importance and course coverage. Cooley and Heck found that time value of
money, capital budgeting, risk and return, security valuation, and cost of
capital were the introductory finance course topics viewed as most important
by academics. Mergers and bankruptcy, leasing, inventory management,
international finance, and receivables management were viewed as least
important by finance professors. Other researchers have surveyed finance
professors to identify what topics are most important to cover in specialized
finance courses. Gardner and Mills (1990) and Granger and Aby (1977)
gathered data on the financial institutions and the investments subdivisions,
respectively.

An alternative approach taken by some researchers is to gather data
on the perceptions of finance practitioners, or of finance practitioners and
academics (see Graham & Krueger, 1996; Gup, 1994; DeMong, Pettit &
Campsey, 1979). McWilliams and Pantalone (1994) surveyed top financial
executives (mostly vice presidents of finance, chief financial officers,
treasurers, or controllers) of large corporations to identify what skills these
professionals believed were most important for finance majors. Respondents
were asked to rank specialized finance courses in the major subdivisions
according to their importance. McWilliams and Pantalone found that a
majority of large-firm financial executives believed that working capital
management, capital budgeting, and financial institutions should be required
courses for finance majors. At a time when courses in entrepreneurial
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finance were becoming much more popular, these respondents placed a very
low priority on the specialized course "small business finance." Perhaps this
is not surprising, given that the respondents all had successful careers in large
corporations.

Only recently have researchers begun to consider the importance of
various topics in the entrepreneurial finance subdivision. Anderson, Envick,
and Roth (2001) surveyed entrepreneurs and financial advisors to
entrepreneurs to examine the perceived importance of different finance skills
for entrepreneurial success. Their evidence suggests that entrepreneurs and
financial advisors are in general agreement regarding the seven most
important skills; however, entrepreneurs placed a higher value on the
"behavioral" topics in finance. Anderson, Envick, and Roth argued that
entrepreneurs likely experience challenges in their relations with other firm
stakeholders, e.g., outside investors. Such challenges could cause
entrepreneurs to rank behavioral or human-relation topics more highly.

Although some initial research has investigated the perceived
importance of different entrepreneurial finance topics, we are aware of no
study that compares the views of different types of finance professionals.
Venture capitalists, bankers, investment bankers, business angels,
accountants, and personal financial planners provide distinctly different
functions. Because different professions within finance contract with and
relate to entrepreneurs in very different ways, these professional groups
could have different views on which finance topics are most important for
entrepreneurial success.

METHODOLOGY

A nonprofit business organization, which primarily focuses upon
promoting entrepreneurial activities, was utilized as the target pool for
participants. This organization consists not only of financial advisors, but
entrepreneurs, management and marketing consultants, among other types of
members. We targeted 186 participants, which is the entire listing of
members we believed to be financial advisors. Ninety-two surveys were
returned, resulting in an outstanding 49.5% return rate. See Table 1 for
demographic information regarding the participants.
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TABLE 1
Demographic Information on Participant Financial Advisors
By type: By financial advisor education:
Accountants/CPAs 24 | High school 3
Bankers (lenders) 26 | Trade school 0
Investment bankers 7 | Bachelors 37
Venture capitalists 10 | Masters 42
Angels 8 | Doctorate 7
Personal Financial Advisors 9 | Other 1
Other 8 | Unknown 2 I
92
By business age: By financial advisor age:
Infant (< 3 years) 15 | Twenty-six to thirty-five 13
Young ( 3 to 7 years) 15 | Thirty-six to forty-five 33
Mature ( >7 years) 60 | Forty-six to fifty-five 29 I
Unknown 2 | Fifty-six to sixty-five 13
Sixty-six and over 3
Unknown 1
By business size: By gender: I
Small ( < 50 employees) 50 | Female 10
Medium (50-250 employees) 13 | Male 74
Large (> 250 employees) 25 | Unknown 8
Unknown 4
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The topics included were chosen from a previous study conducted by
Anderson, Envick, and Roth (2001), which asked both entrepreneurs and
financial advisors to rank thirty finance topics according to their importance
for entrepreneurs. The current study focuses on the ten topics deemed most
important in the aforementioned study. The survey asked participants to rate
the importance of each finance topic on a 7-point Likert scale (1 = not
important at all; 2 = slightly important; 3 = fairly important; 4 = moderately
important; 5 = very important; 6 = extremely important; 7 = absolutely
essential). Mean scores were used to rank the finance topics from most
important to least important according to each group. The data were also
analyzed using ANOVAs to determine if significant differences exist among
the seven groups.

RESULTS

The means and standard deviations of all ten topics according to the
seven groups of financial advisors are reported in Table 2. All topics
received mean scores higher than five, which implies all topics are
considered at least "very important." This high level of importance is due to
the fact that the ten topics selected were ones previously identified as "very
important" (see Anderson, Envick & Roth, 2001).

As one can see by reviewing Table 2, the opinions of the different
financial advisors are similar. However, there are some significant
differences that deserve mention. Table 3 summarizes significant statistical
differences found between the mean scores of the financial advisors. Only
those three topics where significant differences were found are reported.
These topics include the "overview of major finance sources and methods,"
"the relationship between outside investors and the entrepreneur," and "the
time value of money."
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TABLE 2
Means and Standard Deviations of Finance Topics
According to Financial Advisor Groups

Finance Topic vC Bankers 1B Angels Acct. PFA Other
Mean Mean Mean Mean Mean Mean Mean

(SD) (SD) (SD) (SD) (SD) (SD) (SD)

Forecasting and financial 6.500 6.538 6.571 6.250 6.625 6.333 6.375
statements (0.707) (0.706) (0.787) (0.707) (0.711) | (1.118) | (0.913)

Cash Management and 6.300 6.269 6.571 6.625 6.583 6.667 6.750
projecting cash flows (0.823) (0.827) (0.787) (0.518) (0.654) | (0.707) | (0.707)
Financial statement and 6.200 6.269 6.286 6.250 6.500 5.667 6.250
financial ratio analysis (0.919) 0.827) (0.756) (0.463) (0.590) = (1.732) | (0.707)
Overview of major 5.900 5.522 6.333 6.250 4.957 5.778 5.875
business financing (0.994) (1.275) (0.816) (0.463) (1.147) | (1.202) = (0.991)

sources and methods

Receivables management 5.600 5.692 5.571 5.000 5.583 5.778 5.750
(1.174) (1.123) (1.397) (0.756) (1.018) | (1.394)  (1.389)

The relationship between 5.900 5.696 5.333 6.125 5.000 6.444 5.125
outside investors and the (0.876) (1.146) (0.816) (1.356) (1.348) | 0.726) @ (1.458)
entrepreneur

Time value of money 6.200 5.154 5.143 5.500 5.417 6.444 4.750
(1.033) (1.461) (1.464) (0.926) (1.176) | (0.882) | (1.982)

Inventory management 5.200 5.462 5.571 4.750 5.478 5.667 5.375
(1.229) (1.240) (1.397) (1.389) (1.310) | (1.225) | (1.408)

Project evaluation 5.500 5.423 5.571 5.375 5261 | 5556 | 5.000
approaches (1.650) | (0.945) = (1.618) | (1.598) | (1.137) | (1.333) @ (1.309)

Capital structure theory 5.100 5.435 5.000 5.500 5.478 4.889 5.750
and liability management = (1.287) (1.376) (1.414) (0.926) (1.275) | (1.764) | (0.707)

Note: Italicized topics indicate significant differences exist. Refer to Table 3.
.|
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TABLE 3
Information Regarding Significant Differences
Among Financial Advisors

Overview of the major business financing sources and methods:

p =.0295 F =2.486
Accountants/CPAs with: vC 1B Angels Other
Means: 4.957 5.900% | 6.333**  6.250* = 5.875*
The relationship between outside investors and the entrepreneur:
p=0.333 F=-2.423
Accountants/CPAs with: vC B-L Angels PFA
Means: 5.000 5.900% | 6.696* @ 6.125*% = 6.444%*
*
Personal Financial Advisors with: Other
Means: 6.444 5.125%
Time Value of Money
P =0.665 F =2.060
Venture Capitalists with: B-L Other
Mean: 6.200 5.154%* 4.750*
Personal Financial Advisors with: B-L Acct/C Other
PA
Mean: 6.444 5.154* 5417* | 4.750%*

* = Significant @ .05
** = Significant @ .01

CONCLUSIONS

The evidence from this study suggests that financial advisors
generally agree on the importance of different finance skills for
entrepreneurs, but the advisors do disagree on the importance of three skills.
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The significant differences observed suggest that financial advisors place a
higher value on the skills that relate more closely to their own professions.

First, venture capitalists, investment bankers, and angels valued the
topic "overview of major business financing sources and methods" more
highly than did accountants. Obviously, venture capitalists, investment
bankers, and angels provide financing to entrepreneurs and accountants do
not. No doubt, these financiers often deal with "naive" entrepreneurs who do
not understand what types of new ventures are best suited for the different
sources of finance. Many new entrepreneurs do not understand that angels
primarily finance extremely young, very risky ventures; investment bankers
finance much more established ventures with proven track records; and
venture capitalists finance large new ventures in between these two extremes.
Many entrepreneurs also do not understand the nature of the contracts used
by these three different providers of equity finance or the level of managerial
involvement that the different types of financiers require. The authors have
had conversations with venture capitalists that support this assertion.
Venture capitalists report that often entrepreneurs, with good business plans,
seek venture capital when another form of financing would be much more
appropriate.

The second topic where significant differences were found is "the
relationship between outside investors and the entrepreneur." In this case,
three types of outside investors-venture capitalists, bankers, and angels-all
ranked the topic more highly than did accountants. This finding likely
reflects that these investors have dealt with entrepreneurs who did not
understand the nature of the relationship between outside investors and the
entrepreneur. Venture capitalists and bankers have reported in conversations
with the authors that entrepreneurs are often surprised by the due diligence
requirements or the managerial control requirements imposed by outside
investors. Entrepreneurs often view contractual terms regarding these
requirements as harsh or unfair. Personal financial advisors also viewed "the
relationship between outside investors and the entrepreneur" as more
important than did accountants. Personal financial advisors include financial
consultants who advise entrepreneurs on the achievement of personal,
financial goals. In contrast, accountants focus on accurately reporting the
historical accounting income and the book value of assets. It seems natural
that in their transactions with entrepreneurs, personal financial advisors
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would have more opportunity to consider the impact that outside investors
(with managerial control rights) can have on the entrepreneur's goals.

The third topic where significant differences were found is "time
value of money." Venture capitalists ranked this topic more highly than did
bankers or professionals in the "other" category. Personal financial advisors
ranked it more highly than did bankers, accountants, or professionals in the
"other" category. Again, these differences can be explained by reference to
the professional activities of these groups. The time value of money topic is
concerned with the discounting process to find present value and the
compounding process to find future value. Venture capitalists often discount
anew venture's expected cash flows, using very high required rates of return,
to estimate the firm's value (see Smith & Smith, 2000). Given this business
valuation, the venture capitalist then can determine the amount she/he is
willing to pay for a certain percentage of the new venture's equity. Venture
capitalists describe their assumptions underlying this discounting process as
a way of justifying the share price offered during negotiations with
entrepreneurs. These negotiations are often critical to the success of a new
venture, are much more likely to go smoothly, and are much more likely to
benefit the entrepreneur when the entrepreneur is familiar with the time value
of money.

Personal financial advisors assist entrepreneurs in planning for
long-term financial goals, e.g. selling the business and retirement. The time
value of money concepts, present value and future value, are essential to this
planning process. In contrast, accountants emphasize the accurate reporting
of historical income and book wvalue, while bankers concentrate on
determining the credit worthiness of potential borrowers. These activities do
not rely as heavily on the time value of money as do the activities of venture
capitalists and personal financial planners.
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