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Introduction

As companies expand their operations interna-
tionally, there is an attempt to increase the repre-
sentation of non-nationals in both the top man-
agement teams and the board of directors. For 
instance, in a 2005 report in the Wall Street Jour-
nal, Lublin reports that many US and non-US 
firms are actively seeking non-nationals on their 

board. In addition, Staples (2007) in a follow-up 
study to Gillies and Dickinson’s (1999) study, re-
port an increase of non-nationals on boards from 
36.3% in 1993 to 75% in 2005 in their exami-
nation of 80 of the world’s largest multinational 
corporations (MNCs). The evidence suggests 
distinct differences between national diversity of 
the boards in US firms and non-US firms. Lublin 
(2005) reports that about 90 percent of Europe’s 
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ABSTRACT
Purpose: This paper examines the empirical relationship between national diversity on corporate 
boards, the level of product market internationalization, and firm value for a sample of US and 
non-US based multinational firms. Methodology/Data: We use a full information maximum 
likelihood (FIML) system equation approach to conduct the analysis, using a sample of 162 US-
and non-US based multinational companies. Findings: The results suggest that the presence of 
independent board of directors and foreign executives reduce the likelihood of having a foreign na-
tional on the board of directors.  We do not find a significant relationship between the presence of 
a foreign national on the board, the level of product market internationalization, and firm value. 
Implications/Limitations: An implication of these results is that the benefit of having a foreign 
national on the board of a multinational may be limited by the increased monitoring costs that 
may be associated with national diversity. A limitation of the study is that our sample is limited to 
only publicly traded firms. Originality/Value: The results from this paper provide useful informa-
tion on whether there is any value to national diversity on the boards of multinational firms with 
regards to level of internationalization and firm value. 
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largest firms have non-nationals on their boards.  
This is in distinct contrast to about 35 percent in 
similar US firms.  

While the role of diversity in board composi-
tion is well documented, the emphasis has been 
on both gender (Farrell and Hersch, 2003; Ad-
ams and Ferreira, 2004; and Campbell and Vera, 
2007) and race/ethnicity (Carter, Simkins and 
Simpson, 2005).  Recently, Heijltjes et al (2003) 
and Masulis and Wang (2007) examine the role 
of national diversity in corporate board composi-
tion with the former focusing on European firms 
and the latter on US firms. 

Research on corporate governance suggests that 
diverse boards may be value enhancing because 
diverse backgrounds of board members would 
bring different perspectives, promote better un-
derstanding of the market place, offer fresh ideas 
for problem solving, and boost morale of the 
employees (Bertrand and Harlock (2001); Wan-
zenried (2003) and Carter, Simkins and Simp-
son (2003)). National diversity of boards and top 
management teams could be valuable to MNCs 
since it may enhance the ability of these firms to 
expand in foreign markets (Pelled, Eisenhardt, 
and Xin (1999); Tihanyi et al, (2000); Carpenter 
and Fredrickson (2001); Herrmann and Datta 
(2005)). Appointing top executives and board 
members of different national origin broadens 
a company’s global presence and helps generate 
more business because of board members’ con-
tacts and knowledge of the markets. An interna-
tionalized board is more likely to have greater fa-
miliarity with regulations, tax systems, business 
practices, and consumers’ preferences in their 
native countries. An alternate argument suggests 
that non-national board members may be more 
likely to be far removed from the center of op-
erations perhaps resulting in weaker oversight. 
In addition, the reputational capital at stake for 
a non-national board member may be lower than 
a national board member resulting in lowered 
incentive to effectively monitor management ac-
tivities (Masulis and Wang (2007)).   

In this paper, we examine the relationship be-
tween national diversity in boards, the level of 
product market internationalization, and firm 
value in a sample of multinational corporations 

(MNCs).  Our results indicate that the percent of 
independent board and foreign executives reduce 
the likelihood of having a foreign national on the 
board of directors.  We do not find association 
between the presence of a foreign national on the 
board, the level of product market international-
ization, and firm value. 

The rest of the paper is organized as follows.  We 
discuss the literature in Section 2. Section 3 de-
scribes the hypothesis and methodology. In sec-
tion 4, we describe the data and discuss the re-
sults. Section 5 concludes the paper.

Literature review

Several studies have examined the relation be-
tween board composition and firm value.  Bay-
singer and Butler (1985) investigate the relation 
between accounting measure of value (return 
on equity) and percentage of outside directors 
and find that firms with more outside directors 
performed better. Herman and Weisbach (1991, 
2000, 2003), on the other hand, find little evi-
dence of a significant relationship between firm 
value and board composition. MacAvoy and 
Millstein (1999) argue that the lack of a relation-
ship between board independence and firm per-
formance may be due to studies using old data, 
which preceded boards taking on activist roles. 
Bhagat and Black (2000) document a negative 
relationship between Tobin’s Q and percentage 
of outside directors on the board. 

Several studies have also examined the role gen-
der and race  diversity in on firm values. Farrell 
and Hersch (2005) find insignificant abnormal 
returns on the announcement of a female ap-
pointment to a company’s board of directors. 
Farrell and Hersch argue that the recent increas-
es in women representation on corporate boards 
has been driven mainly by increased demand for 
gender diversity on corporate boards.  Carter, 
Simkins and Simpson (2005) were the first au-
thors to conduct a comprehensive investigation 
on the relationship between firm value and board 
diversity represented by the presence of people of 
different races and gender---African Americans 
and Asians and also women.  Carter et al find 
a significant positive relationship between firm 
value and board diversity for both race and gen-

der.  Adams and Ferreira (2004), in their study 
on gender diversity, report that firms with fewer 
women directors have higher volatility in stock 
returns, hold more board meetings and pro-
vide more pay-performance incentives.  While 
Campbell and Vera (2007) find no relationship 
between gender diversity in the board and firm 
value in the Spain, they report a significant and 
positive market reaction to the announcement of 
the appointment of a woman to the board using a 
non-parametric test. 

Studies examining research on national diversity 
in board and top management composition is very 
limited. Hitt, Hoskisson and Kim (1997) suggest 
that firms can benefit from internationalization 
due to access gained to a larger customer base, 
acquisition of low-cost factors of production and 
global economies of scale, scope and learning.  
Sanders and Carpenter (1998) find that MNCs 
who try to manage the complexities introduced 
by the internationalization of their business have 
larger management team; longer term CEO with 
higher pay, and separate positions of CEO and 
chairperson of the board. Ruigork and Wagner 
(2001) find that there are costs and benefits as-
sociated with an internationally diverse (in terms 
of national diversity) top management team, but 
report that firms that match their global operat-
ing strategies with adequate national diversity in 
top management team outperform those that do 
not.  Heijltjes, Olie and Glunk (2003) examine 
the board internationalization of multination-
als in Sweden and the Netherlands and conclude 
that while the multinational companies in these 
countries have a higher level of national diversity 
than other countries, there have been very little 
changes in the proportion of foreign nationals on 
these boards over time.  

Lee and Park (2006) study the mediating ef-
fects of international alliances for the relation-
ship between top management team’s (TMT) 
job related diversity, and firm internationaliza-
tion.  Job related diversity was defined by them 
in terms of education, functional background, 
outside industry experience and international ex-
posure.  Although they hypothesize that greater 
TMT diversity will use more international alli-
ances, they do not find international alliances to 
mediate the relationships between other forms 

of TMT diversity and the firm international-
ization. Palmer and Varner (2007) compare the 
international diversity of top management team 
of MNCs and note that European MNCs have 
more internationally diverse boards than USA 
and Asian based MNCs. 

Masulis and Wang (2007), in a study of S&P 
1500 firms over the 1998-2003 period, report 
a negative relationship between foreign inde-
pendent directors and firm value measured by 
Tobin’s Q. They argue that foreign independent 
directors are far removed from the center of op-
erations. Their presence on the board reduces 
their effectiveness in terms of monitoring and 
disciplining management since geography and 
logistics impede their presence or contribution to 
decision making as they tend to miss more board 
meetings than local directors. 

Our study complements existing studies on cor-
porate governance by simultaneously analyzing 
the role of board diversity and firm internation-
alization on firm value. Our analysis includes 
both US and non-US based multinationals.   

Hypotheses and Methodology

Hypotheses

As suggested in the literature, the presence of for-
eign board members may be desirable since they 
are expected to bring a more global perspective to 
the firm. A diverse board is expected to have more 
familiarity with regulations, tax systems and cul-
tural issues of different regions that may be value 
enhancing.  We, therefore hypothesize a positive 
relationship between firm values and (1) level of 
internationalization and (2) national diversity in 
board of directors.  The answer, however, is not 
clear-cut because national diversity of the board 
may result in higher agency costs for the firm. 
This is because foreign national board members 
may have different values as far as corporate gov-
ernance is concerned, may be used to different 
management practices, and may not be familiar 
with the culture, laws and accounting practices 
of the home country. This may create discord and 
differences of opinions about the major policies 
and may hamper the smooth functioning of the 



Kasim L. Alli, Kam C. Chan, Vijaya Subrahmanyam, & Samanta Thapa Multinational Board Diversity and Firm Value

4
International Journal of the Academic Business World 5

 
Fall 2010 (Volume 4 Issue 2)

board. Hence the effect of national diversity of 
the board is an empirical question which this pa-
per is attempting to investigate. Consequently, 
we test the following hypothesis:

Hypothesis1:	 National diversity of the board 
has a positive effect on firm value.

Hypothesis 2:	Level of internationalization has a 
positive effect on firm value.

Given the increased monitoring costs that could 
be associated with foreign nationals on the board, 
it is possible that the benefit that may accrue to 
the firm from a nationally diverse board could 
also be achieved with the presence of foreign 
nationals on the top management team. Similar 
benefits may also be achieved by having a more 
independent board, without incurring the addi-
tional cost of monitoring identified by Masulis 
and Wang (2007). Consequently, we also test the 
following hypothesis:

Hypothesis 3:	The level of national diversity in 
the board is inversely related to 
the national diversity in top man-
agement and board independence. 

Methodology

Our basic regression models are:

V = α0 + α1 FB + α2 X + α3 Y + α4 FE + α5 %Sales + ε	 (1)

FB = δ0 + δ1 V + δ2 %FB + δ3%Sales + ν,	 (2) 

where V is the firm value represented by ROA, 
ROE, and Tobin’s Q; FB is the dummy variable 
indicating the presence of foreign board member;  
X denotes a vector of firm-specific control vari-
ables;  Y is a vector of board characteristic con-
trol variables; FE is the percent of foreign execu-
tives in the firm, and ε is the random error term.  
%FB is the percent of foreign board member 
and %Sales is the percent of foreign sales (which 
measures the degree of internationalization of 
the firm), and ε and ν are vectors for white noise 
terms.

The firm-specific control variables are total as-
sets (in logarithm), debt ratio, a US based firm 

dummy variable, and the percent of foreign sales 
to total sales (as our measure of internationaliza-
tion). The board characteristics variables are the 
presence of a foreign board member, percent of 
independent board members, and the average 
tenure of board members, duality of CEO and 
chairman, and board size.

 To  control for possible endogeneity bias in ex-
amining board composition and firm value (Her-
malin and Weisbach (2000)), since board com-
position is not independent of firm value,   we use 
a full information maximum likelihood (FIML) 
system equation to estimate both Equations (1) 
and (2) simultaneously.  To help identify Equa-
tion (2), we use percent of foreign board members 
as an additional explanatory variable.  

Data and Results

Our sample was constructed from the top 500 
companies in the Bloomberg database as of July 
2007 in terms of revenues and market value. 
Data on board composition was collected from 
the BoardEx database and data on firm charac-
teristics were collected from several sources that 
include Compustat database, Bloomberg and 
the BoardEx database. We verified the board 
data by examining the company websites. Firm 
specific data include firm size (as represented by 
total assets), debt ratio, and percent of foreign 
sales. Board characteristics data includes, board 
size; percent of independent director; average 
tenure of all board members; and duality of title 
between CEOs and Chairperson of the board. 
Diversity attributes include percent of foreign ex-
ecutives and percent of foreign board members.  
We use return on asset (ROA), return on equity 
(ROE), and Tobin’s Q as a firm’s performance 
measure.  Our final sample consists of 162 firms 
for which we have board and other firm charac-
teristics data.   

Table 1 provides information on sample compo-
sition by country.  There are 121 (Almost 75%) of 
the sample are US based firms; 31 (approximately 
20%) are European firms, and the remainder are 
MNCs from other countries including Canada, 
Australia, Russia, Japan, and Puerto Rico.   Table 
2 provides descriptive statistics on board and 
financial characteristics on the sample firms. 

The average number of directors on the board is 
12.35. The average percentage of foreign board 
members on the board is 8.9%.  The average ten-
ure of board members overall is 7.2 years. We 
conduct pair-sample t-tests on selected variables 
between US and non-US firms.  The results are 
in Table 3.  The percent of boards with at least 
one foreign board member, percent of indepen-
dent board, average tenure of board member, 
dual titles of CEO and Chairman of the board, 
board size, and percent of foreign executives are 
significant at 5% and 1% levels suggesting there 
are differences between US and non-US firms.  
There are less US firms with at least one foreign 
board member but US firms, on average, have 
more independent board members.  In addition, 
US board members, on average, have longer ten-
ure and it is more common to have dual titles of 
CEO and chairman of the board for US firms.  
In terms of board size, US boards, on average, are 
smaller than the non-US boards.  US firms also 
have less foreign executives than non-US firms.

Results

The results of the analysis are in panels A to C 
of Table 4. In Panel A, when we use ROA to 
represent firm value, the foreign board dummy 
variable is positive but insignificant.  The level of 

product market internationalization as measured 
by percent of foreign sales is not significant.   The 
result suggests that the presence of foreign board 
member and product market internationaliza-
tion are not related to a firm’s ROA.   Total assets 
and debt ratio show the correct signs and signifi-
cant at 10% levels.  These results do not provide 
support for hypotheses 1 and 2, since we do not 
find any significant relationship between firm 
values and any of the board diversity variables 
used in the equation. The results of Equation (2) 
indicate a significant negative relationship be-
tween the board diversity variable (foreign board 
dummy) and both the board independence vari-
able and the top management diversity variable 
(% of foreign executives). Both relationships are 

Table 1 
Distribution of the companies by country

Country Frequency Percentage 
 Australia   2  1.23
 Canada   6  3.70
 Finland   1  0.62
 France   7  4.32
 Germany   4  2.47
 Italy   4  2.47
 Japan   1  0.62
 Netherlands   3  1.85
 Norway   1  0.62
 Puerto Rico   1  0.62
 Russia   1  0.62
 Spain   5  3.09
 United Kingdom   5  3.09
 US 121 74.69
Total 162 100%

Table 2 
Summary Statistics of Variables (N = 162)

Variables Mean Standard 
deviation

ROE (%)  34.69 149.27
Tobin’s Q   1.49   0.82
Percent of board 
with at least one 
foreign board 
member

  47.53   50.09

Percent of 
independent board 
(%)

 73.43  20.90

Average tenure of 
board (years)   7.28   3.13

Dual titles 
of CEO and 
Chairman of the 
board (%)

  66.05   48.79

Board size  
(no. of individuals)  12.19   3.47

Total assets  
(in millions $)    96,136   210,801

Debt ratio (%)   45.04   18.13
ROA (%)   6.84  8.44
Percent of foreign 
executives (%)   3.06  14.12

Percent of foreign 
board (%)  8.77  28.55

Percent of foreign 
sales (%)  35.49 28.56
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significant at the 5% level.   These results provide 
support for hypothesis 3 and indicate that the 
more independent the board and more nation-
ally diverse the top management team, the more 
unlikely to have a national diversity on the board 
of directors.   The average tenure of the board and 
dual titles of CEO and Chairman are positively 
correlated with the presence of a foreign board 
member.  

The results of using ROE as a measure of firm val-
ue are in Table 4 Panel B.  The findings are simi-
lar to Panel A.   Again, the results indicate a posi-
tive but insignificant relationship between ROE 
and (1) the presence of a foreign national board 
member (board diversity) and (2) percent of for-
eign sales (firm internationalization).  Again, as 
in panel A, and consistent with hypothesis 3, the 
result indicate that the more independent the 
board and the higher the percent of foreign ex-
ecutives the lower the likelihood of having a for-
eign national on the board of directors.  

Table 4 Panel C reports the results Tobin’s Q to 
measure firm values.  Similar to Panels A and B, 
we do not find evidence to suggest that the pres-

ence of a foreign national on the board of direc-
tors and foreign sales enhance Tobin’s Q.  The av-
erage tenure of the board and the board size carry 
the correct sign and statistically significant at 5% 
level.  The percent of board independence and 
foreign executives reduce the likelihood of having 
a foreign national board member.   Overall, we 
do not find any significant relationship between 
all three firm value measures (ROA, ROE, and 
Tobin’s Q) and (1) the presence of foreign board 
member and (2) percent of foreign sales.  The 
results are robust to all three measures (ROA, 
ROE and Tobin’s Q) of firm value.  Hence, we do 
not find evidence to support Hypotheses 1 and 
2.  The findings support Hypothesis 3 and may 
indicate that the benefit of having a nationally 
diverse board may be subsumed by both an inde-
pendent board and the level of national diversity 
in top management (measured by the percent of 
foreign executives).  

 Conclusion

We examine the factors contributing to the make 
up of a national diversity board and the relation 
between board national diversity and (1) board 

Table 3 
Two sample t-tests of selected variables with US vs. non-US companies

Variables 
Mean of US  
Companies 

(N=121)

Mean of Non-US  
Companies (N=41)

Two 
Sample  
t-tests 

ROE (%) 39.91 19.32 1.30
Tobin’s Q 1.53 1.40 0.90
Percent of board with at least one  
foreign board member 42.15 63.41 -2.38**

Percent of independent board (%) 77.60 61.17 3.54***
Average tenure of board (years) 7.70 6.05 2.99***
Dual titles of CEO and  
Chairman of the board (%) 73.55 43.90 3.48***

Board size (no. of individuals) 11.74 13.54 2.23***
Total assets (in millions $) 102,459 77,476 0.98
Debt ratio (%) 44.91 45.44 0.16
ROA (%) 6.91 6.63 0.18
Percent of foreign executives (%) 1.95 6.33 -2.27**
Percent of foreign board (%) 5.66 17.96 -3.47
Percent of foreign sales (%) 35.38 35.81 -0.08

**5% significant; ***1% significant

Table 4 
A Simultaneous Equation System of Firm Value and Board National Diversity

Panel A: ROA as firm value (N=162)
Endogenous variable

ROA Foreign Board Dummy 
Variables Est. coeffs. t-value Est. coeffs. t-value
Intercept  21.0480  3.35*** 0.1277 0.46
Foreign board dummy  1.14439  0.53
Percent of independent board  -0.0092 -0.25 -0.0034 -2.03**
Average tenure of board  -0.0256 -0.11 0.02225 2.21**
Dual  0.60119  0.41 0.11550 1.69*
Board size  -0.2011 -0.89 0.01353 1.20
Log of total assets  -0.9053 -1.93*
Debt ratio  -6.3390 -1.72*
ROA -0.0112 -0.59
Percent of foreign executives  -0.0164 -0.16 -0.0106 -2.18**
US (US company is 1)  -0.1089 -0.06 0.1078 1.37
Percent of foreign sales  0.01397  0.60 -0.0007 -0.67
Percent of foreign board 0.0288 10.39***

Panel B:  ROE as firm value (N=162)
Endogenous variable

ROA Foreign Board Dummy 
Variables Est. coeffs. t-value Est. coeffs. t-value
Intercept 95.3749  0.90 0.0460 0.21
Foreign board dummy 40.5211  1.04
Percent of independent board 0.29954  0.46 -0.0033 -1.79*
Average tenure of board -7.2831 -1.86* 0.01261  0.93
Dual 13.2535  0.51 0.14248  1.72*
Board size 4.5551  1.14 0.02024  1.86*
Log of total assets -14.596 -1.79*
Debt ratio 66.8936  1.09
ROE -0.0014 -1.02
Percent of foreign executives -1.6097 -0.91 -0.0127 -2.150**
US (US company is 1) 30.7881  1.02 0.1523 1.55
Percent of foreign sales -0.3022 -0.73 -0.0012 -0.98
Percent of foreign board 0.0296 9.09***

Panel C: Tobin’s Q as firm value (N=162)
Endogenous variable

ROA Foreign Board Dummy 
Variables Est. coeffs. t-value Est. coeffs. t-value
Intercept  3.1571  5.56*** 0.3297 0.86
Foreign board dummy  0.1865  0.94
Percent of independent board  -0.0009 -0.27 -0.0037 -2.09**
Average tenure of board  0.0444  2.20** 0.0309 2.14**
Dual  -0.0544 -0.41 0.1052 1.51
Board size  -0.0458 -2.24** 0.0062 0.42
Log of total assets  -0.1333 -3.09***
Debt ratio  -0.3024 -0.93
Tobin’s Q -0.1625 -0.98
Percent of foreign executives  -0.0001 -0.01 -0.0103 -2.04**
US (US company is 1)  0.0227  0.15 0.1112 1.37
Percent of foreign sales  0.0024  1.15 -0.0004 -0.32
Percent of foreign board 0.0290 10.13***
*10% significant; **5% significant; ***1% significant
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characteristics; and (2) firm value.  To mitigate 
the potential endogeneity bias in examining 
board composition and firm value, we use a full 
information maximum likelihood (FIML) sys-
tem equation approach to conduct the analysis.   
Our findings suggest that the percent of inde-
pendent board members and foreign executives 
reduce the likelihood of having a foreign national 
on the board.  We do not find a significant re-
lationship between the presence of a foreign na-
tional on the board, the level of product market 
internationalization, and firm value. An implica-
tion of these results is that the benefit of having a 
foreign national on the board of a multinational 
may be limited by the increased monitoring costs 
that may be associated with national diversity.
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Introduction

The recent stock option backdating scandal has 
sparked renewed interest among academicians 
and policy makers.  Academicians have long sus-
pected opportunistic timing of option grants 
for executives.  Upon investigation, it was found 
that option grants to CEOs tend to occur when 
stock prices are low.  Lie (2005)  investigated 
almost 6,000 CEO stock option awards from 
1992 through 2002 and found abnormally low 
stock returns before grant dates and unusually 
high returns after those grants.  He concluded 
that, unless executives have extraordinary fore-
casting power, some of these awards might have 
been timed retroactively.  Yermack (1997) and 
Chauvin and Shenoy (2001) have reported that 
option grants tend to occur on days when stock 
prices are lower.

The Wall Street Journal (WSJ) (March 18, 2005) 
did an investigative story on option grants for ex-
ecutives and reported that William W. McGuire, 
CEO of United Health Group was granted op-
tions in 1997, 1999, 2000 and 2001.  In all these 
cases, grants were dated on the day the stock 
price was the lowest for that year.  The odds of 

such favorable timing occurring in all these cases 
by chance as reported by the WSJ are 1 in 200 
million or more.  

After the story broke in the WSJ, the SEC began 
to scrutinize options backdating more carefully.  
There are currently 133 companies under scru-
tiny for backdating options and this number is 
expected to increase.  Our focus is on the stock 
price analysis of these 133 companies around the 
date when it was announced that they may have 
engaged in backdating option grants.  To the best 
of our knowledge, no studies focusing on the 
companies under scrutiny has appeared in the 
literature.

Objectives

Using standard event study methodology, we in-
vestigate the average stock price reaction on the 
date the information about backdating became 
known to the market.  We expect the stock prices 
to react negatively since the timing of options cre-
ates large gains on the options positions for man-
agers at the expense of the existing shareholders.  
In this environment of corporate scandals, it also 
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This paper investigates the impact of stock option backdating on security prices.  We focus on the 
stock price analysis of 127 companies around the date when it was announced that they may have 
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reflects poorly on corporate governance practices 
of the firms.  

Importance of this Study

After the story broke in the Wall Street Journal 
(WSJ) (March 18, 2005) about backdating, the 
SEC stepped in and many companies are under 
investigation. This entails huge expenditure of 
time and resources for the society at large and 
the end result is some sort of penalty for the 
companies in question. If the same thing can 
be achieved through market mechanism with-
out any societal costs why not go that route?  So 
simply documenting the negative impact of such 
practices is useful because it will deter companies 
in engaging such practices in the future. 

The SECs involvement in this matter comes at 
a significant cost of time and money.  There will 
likely be new regulations that spawn from the in-
vestigation and financial penalties for the firms 
involved.  However, if the market mechanism 
works by penalizing firms for backdating op-
tions, the SECs involvement should be limited to 
requiring proper reporting of the options back-
dating.  Additional costly regulations are un-
necessary if the actions are properly disclosed to 
shareholders.  

Options backdating is not illegal if no docu-
ments have been forged, the backdating is dis-
closed to the shareholders, and the effect of the 
options backdating is properly reflected in earn-
ings and taxes.  Companies have been given this 
latitude to retain talented executives.  However, 
companies that backdate options may be signal-
ing the market there is a lack of effective corpo-
rate governance.  

A negative stock price reaction to the disclosure 
of options backdating is an indication that mar-
ket participants understand the transaction and 
that they are penalizing the firm for participat-
ing in this activity.  Two reasons for the penalty 
are (1) a transfer of shareholder wealth from the 
shareholders to the executives receiving the op-
tions and (2) a perception that backdating op-
tions signals the company has poor corporate 
governance.

 Literature Review

Stock options are generally granted to executives 
as a performance incentive and have become 
an increasingly popular tool to compensate ex-
ecutive and employees since the 1980s.  Since 
the compensation is tied to stock price perfor-
mance—executives’ will work harder, think 
more creatively, and do everything humanly pos-
sible to increase the stock price and boost the 
value of their options (Lavelle, 2004).   

Academic researchers have suspected opportu-
nistic timing of the options grants for CEOs that 
goes back to Yermack (1997).  Yermack (1997) 
uses a sample of approximately 600 stocks option 
grants from 1992 to 1994.  He reports normal 
returns in the period prior to grants, but abnor-
mal returns exceeding 2% in the period follow-
ing the option grants.  He concludes that CEOs 
influenced the board to grant options when they 
anticipated stock price increases.  

Aboody and Kasznik (2000) investigate 2039 
CEO option grants by 572 firms.  They find that 
CEOs of these firms manage the voluntary dis-
closures around option grant dates.  They adopt 
the strategy of accelerating bad news just before 
the grant dates and delay good news past the 
grant dates.

Focusing on CEO stock options from 1992 to 
2002, Lie (2005) finds negative abnormal re-
turns before the grants and positive abnormal 
returns in the period following option grants.  
Based on this stock return pattern, Lie (2005) 
concludes that “ unless executives have an infor-
mational advantage that allow them to develop 
superior forecasts regarding the future market 
movements that drive these predicted returns, 
the results suggest that the official grant date 
must have been set retroactively.” 

Other studies using insider trading activities data 
(see for example Lakoniishok and Lee (2001), 
Seyhun (1988, 1992)) detect a pattern in stock re-
turns.  The stock returns are abnormally negative 
before grant dates and abnormally positive after 
the dates.  They argue that either the executives 
have superior forecasting ability or the patterns 
could be attributable to executives timing grants 

just before they expect an upswing in the stock 
market.  

Heron and Lie (2007) study the return pattern 
since 2002 when the Securities and Exchange 
Commission required that option grants must be 
reported within two business days.  Their find-
ings show that the return pattern has completely 
disappeared in those cases in which grants are re-
ported within a day of the grant date.  Moreover, 
the return pattern continues to exist for grants 
that are reported with longer lags.  Heron and Lie 
(2007) argue that most of the abnormal return 
pattern around the grant date is attributable to 
backdating of option grant dates.  

Data

The event examined in this investigation is the 
public announcement by companies that they 
have backdated options.  The initial sample 
consists of 133 firms that have announced they 
backdated options.  In order to be included in 
the sample, companies had to have returns in the 
CRSP database for the 255 day control period 
prior to the event period and for the 30 day event 
period.  Six firms were dropped from the sample 
due to a lack of returns data.  Our final sample 
includes 127 firms.

Methodology 

Event study methodology is used to model stock 
price reactions.  We employ a single factor market 
model using the following equation to calculate 
expected stock price returns:

		  rjt = aj + bjrmt + ejt,	 (1)

		  where:

		  rjt = return on security j for period t,		
aj = intercept term, 
bj = covariance of the returns on the jth security 
with those of the market portfolio’s returns, 	
	rmt = return on the CRSP equally-weighted market 
portfolio for period t, and 
ej	 t = residual error term on security j for period t.

	 The parameters of the market model were 
estimated during a 255-day control period that 
began 271 days before the announcement date 
and ended 16 days before the announcement 
date.  The announcement date (Day 0) is the date 
the firms publicly announced that they back-
dated options.  The market model parameters 
from the estimation period are used to estimate 
the expected returns for each day of the event pe-
riod.  The event period begins 15 days (Day -15) 
before the announcement date and ends 15 days 
(Day 15) after the announcement date.  The ab-
normal return (ABRjt) is the difference between 
the actual return and the expected return.  It is 
calculated by subtracting the expected return 
(which uses the parameters of the firm from the 
estimation period and the actual market return 
for a particular date in the event period) from the 
actual return (Rjt) on that date.  The equation is 
as follows:

		  ABRjt = Rjt - (aj + bjRmt),	 (2)

where each of the parameters are as previously 
defined.  The average abnormal return for a spe-
cific event date is the mean of all the individual 
firm abnormal returns for that date:

 
	 (3)

where N is the number of firms used in calcula-
tion.  The cumulative average return (CAR) for 
each interval is calculated as follows:

 
	 (4)

We perform a Z-test to determine if the CARs 
are significantly nonzero.  We use the cross-sec-
tional test proposed by Boehmer, Musumeci and 
Poulson (1991).  The event study returns are nor-
malized and a cross-sectional test is performed 
on the standardized residuals to determine if the 
abnormal returns are significantly different from 
zero.  Boehmer, Musumeci and Poulson (1991) 
find this cross-sectional test is less likely to have 
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Type I errors (i.e., rejecting the null hypothesis 
when the null is true) than the traditional Z-test. 

We also perform a nonparametric rank test.  The 
rank test we use is discussed in Corrado (1989).  
This rank test does not require that the distribu-
tion of excess returns be symmetrical.

Results

The findings are reported in Table 1.  The cumu-
lative abnormal return (CAR) for the firms in 
the sample for the event window (0, +1) is -1.07% 
and for the event window (-1, +1) the CAR is 
-1.23%.  The Boehmer et al (1991) Z-statistics 
are significant at the .01 level for both event win-
dows.  The Corrado (1989) rank test Z statistics 
are significant at the .001 level for both event 
windows. 

Table 1 
Cumulative Abnormal Returns

Event  
Window 

Days
CAR Z-stat	 Rank 

Test Z

  0 to +1 -1.07% - 3.07* - 4.06** 
–1 to +1 -1.23% - 2.76* - 4.87**

*significant at .01 level 
**significant at .001 level

The stock price reaction to the announcement by 
firms that they have backdated options is signifi-
cantly negative.  The negative stock price reaction 
is appropriate, since the timing of options creates 
large gains on the options positions for managers 
at the expense of the existing shareholders.  The 
reaction indicates that market discipline works 
when companies backdate options.  While we 
need greater transparency so investors can react 
appropriately, we don’t need further regulations 
to control option backdating.

Conclusions

Using event study methodology this paper inves-
tigates the impact of option backdating on secu-
rity prices of 127 companies that have engaged 
in backdating. The event date is the day when 

it was announced publicly that they engaged in 
backdating option grants. We find a significant 
negative price reaction around that date support-
ing our conjecture that the timing of the options 
reflects poorly on ethical aspects of corporate 
governance and creates large gains to manag-
ers at the expense of stockholders. The findings 
also have policy implications in that market dis-
cipline is working and we don’t need additional 
regulations. 
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“Light, a bit more light!” 
	 Goethe, right before he died…

Seasonality of stock returns is one of the most 
frequently studied topics in finance. Among 
seasonal patterns, the January effect has been 
analyzed the most. A less frequently studied, but 
closely related seasonal pattern occurs in the last 
quarter of the calendar year. On average, equity 
returns tend to dip early in the fall, and then re-
cover towards the end of the calendar year, reach-
ing a peak in January before returning to normal 
levels. In this paper, we present an explanation of 
this pattern based on the incentive structures of 
institutional investors, as opposed to the behav-
ioral explanation provided by Kamstra, Kramer 
and Levi (KKL, 2003). Additionally, our model 
offers alternative explanation for the January ef-
fect.

KKL explain the fall seasonality in stock returns 
based on the Seasonal Affective Disorder (SAD) 
from the clinical psychology literature. Accord-
ing to this literature, the shortening of the day-
light hours in the fall is related to Seasonal Af-
fective Disorder (SAD) and SAD is associated 

with heightened risk aversion. Consequently, 
KKL argue that investors afflicted with SAD are 
willing to take less risk in fall; hence, the returns 
are lower in the fall than they would otherwise 
be. As the days start getting longer in January, 
such investors become less risk averse; hence, the 
returns peak in January, and go back to their nor-
mal levels by the end of March. KKL predict a 
humped shaped pattern of returns between Oc-
tober and March and find results that are broadly 
consistent with the SAD hypothesis.

Since seasonal patterns are predictable, institu-
tions that manage trillions of dollars and spend 
billions in research should be able to discover 
such patterns and exploit them. The persistence 
of the observed pattern suggests there might be 
other explanations beside the ones presented in 
behavioral finance. However, KKL study does 
not consider any other potential explanation of 
the pattern, and concludes that behavioral theo-
ries must be given a closer attention. Given the 
finite span of data used in all studies, any type of 
seasonal pattern may be equally fit by many dif-
ferent models. For a theory to be useful, it must 
have rich set of predictions that make it possible 
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to distinguish between competing explanations 
of the anomaly. 

Prior research, such as Ippolito (1992), and Sirri 
and Tufano (1998), has documented that mutual 
fund investors chase past returns, and they do so 
in a fashion that creates asymmetric incentives 
for good performing funds versus bad perform-
ing funds. Net fund inflows to mutual funds 
tend to reward good performance, but they do 
not penalize bad performance. Since the income 
of the mutual fund industry is mostly asset based, 
their incentives are geared towards maximizing 
assets under management. The funds that per-
form well in the first three quarters of the year, 
have incentives to lock-in their relative ranking 
in the tournament by reducing risk, while the 
funds that lag have incentives to take more risk 
(Brown, Harlow and Starks, 1996; Chevalier and 
Ellison, 1997). We contend that the strategic in-
teraction among winner and loser funds, as iden-
tified by the tournament theory, in the literature 
is capable of creating the pattern observed in the 
fall stock returns.

In addition to providing an alternative expla-
nation of the fall return seasonality, our model 
based on tournament theory also predicts that 
different patterns will emerge depending upon 
whether the year has been good for stock returns 
in general. Since the incentives for mutual fund 
managers are based on the expected net inflow of 
funds in the following year, if the current year has 
been a relatively bad one, there is less of an incen-
tive for funds to change their normal investment 
strategy as there is less at stake, and reputational 
concerns may outweigh any potential gains from 
tactical investment management. Thus, the tour-
nament theory predicts that the seasonal pattern 
in the fall should be different in good and bad 
years because larger participants in the market 
like mutual funds act differently in good and 
bad years. In contrast, the SAD theory does not 
make differing predictions depending upon year-
to-date returns. Hence, we can potentially dis-
tinguish between the two competing hypotheses.

Mutual Fund Flows and  
Annual Fund Tournaments

Prior research has documented that mutual fund 
investors chase past returns. Ippolito (1992), 
and Sirri and Tufano (1998) have shown that 
the mutual funds that rank at the top of return 
sorts have attracted much more new flows com-
pared to the funds that rank at the bottom. In 
addition, these studies have documented that the 
fund flows are a convex function of relative per-
formance. If a fund is not placed in the top of the 
return rankings, the fund flows are not very sen-
sitive to ranking, except for the worst performing 
funds. For top performers the fund flows are very 
sensitive to the relative ranking among the top 
funds. Sirri and Tufano (1998) provide a search-
cost based explanation for this pattern. 

Irrespective of the reasons behind the document-
ed behavior of mutual fund investors, their ac-
tions create option-like payoffs for mutual funds. 
The funds that do not perform well are not pe-
nalized much, but the funds that perform well 
are rewarded for their performance. The natural 
question that arises is whether this creates agency 
problems in the fund management. Since the in-
come of the fund management companies (and 
the individual managers themselves for the most 
part) is based on fees levied on the total net asset 
value, the incentives of the management compa-
ny and the investors are not necessarily aligned.

Several studies have analyzed the agency costs 
associated with the management fee of the mu-
tual funds. The early studies concentrated on the 
effects of different management fee structures, 
such as flat fee-based, and symmetric or asym-
metric incentive-based (see for example, Cohen 
and Starks (1988), Grinblatt and Titman (1987, 
1989), Golec (1992), among many others). The 
first study that recognized that there might be 
agency costs in mutual fund management even 
with flat fee structure was Brown, Harlow and 
Starks (1996). Given the evidence that fund flows 
act like an incentive based fee structure, they 
asked the question whether the funds change 
their risk taking behavior at the end of the year 
conditional on the returns in the first part of 
the year. They documented that the funds that 
lag behind in the first part of the year tend to in-

crease their risk (as measured by the volatility of 
returns) more than the funds that are ahead after 
the first part of the year.

Although there are many other studies that 
concentrate on the tournament problem, the 
only study that looked at the seasonality of the 
returns is Chevalier and Ellison (1997). Taking 
the convex fund flow structure as given, they pre-
dicted that “winner” funds would tend to lock-
in their position, while the “loser” funds would 
tend to increase their risk in the hope of catching 
up with the winners because they would stand 
to lose very little if the additional risk results in 
lower ranks. Using fund-level data, they found 
results consistent with their predictions.

This study, to our knowledge, is the first attempt 
to look at the market wide implications of the 
tournament incentives of mutual fund manag-
ers. The behavior of the loser and winner funds 
makes it a priori difficult to predict a pattern of 
returns in the fall. However, close examination 
of the strategic interaction between the winners 
and the losers reveals that one can make a few 
predictions about the seasonal patterns.

The Model

To develop our hypotheses we assume a world 
where aggregate mutual fund flows are posi-
tively correlated with aggregate market returns 
(Warther (1995) provides evidence in favor of 
this assumption). Additionally, mutual fund in-
vestors invest more in those funds that were top 
performers in the prior year (Ippolito (1992), Sir-
ri and Tufano (1998)). We also assume that each 
mutual fund becomes aware of its relative rank-
ing within the mutual fund universe at the end of 
each quarter. The last assumption is innocuous as 
mutual fund returns are public information.

Let us examine the decision making of the mu-
tual fund managers at the end of the third quar-
ter. Suppose that year-to-date equity returns have 
been good and therefore mutual fund investors 
are expected to significantly increase their invest-
ment in equity funds next year. However, the 
identity of the fund managers expected to ben-
efit from the inflow of funds is not yet known. 
Now let us consider the strategies of different 

types of funds. First, consider the strategies of the 
funds that are well ahead of everybody. We shall 
refer to them as ‘winner’ funds. Such funds are 
expecting large net inflow of funds in the next 
year based on their superior year-to-date (YTD) 
performance. Hence, if they were to continue 
to take more systematic risk in their portfolio 
they would stand to lose their superior ranking 
if their risks were to result in negative outcomes. 
This would result in the loss of expected inflow 
of funds in the next year. On the other hand, 
positive outcomes from their risk-taking would 
result in only a marginal increase in the expected 
inflow of funds (if any). Hence, it is optimal for 
the winner funds to reduce their systematic risk. 
They will therefore shift their asset allocation 
from equities towards bonds. As mutual funds 
are big players in the equity markets, such a shift 
in asset allocation will result in significant down-
ward pressure on equity prices and we therefore 
would expect a dip in equity returns in early fall 
due to the lock-in effect of the winners.

The optimal strategy of the other funds depends 
on what the winner funds will do. However, the 
dominant strategy of the winner funds is to lock-
in. Hence, it is optimal for the funds that rank 
very low (hereafter, referred to as ‘loser’ funds) 
to take additional systematic risk by increasing 
their asset allocation towards equities. They have 
an incentive structure that behaves like an out-of-
the-money option. Such funds do not expect any 
significant inflow of funds next year due to their 
inferior YTD performance. Hence, they stand to 
lose next-to-nothing if their risk-taking results in 
negative outcomes. However, if their risk-taking 
results in positive outcomes they stand to gain 
in terms of year-end ranking and increased fund 
inflows next year. The funds that are far behind 
are more likely to increase their risk taking ear-
lier in the fall as compared to the funds that are 
in the middle. As the end of the year closes, even 
the funds with mediocre performance have in-
centive to load on systematic risk. Therefore, we 
should observe, after the initial dip in early fall, a 
steady increase in the returns towards the end of 
the year due to increased risk-taking by loser and 
mediocre funds. 

Once the year ends, the managers of the funds 
will revert to their normal asset allocation. The 
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funds that loaded on extra systematic risk will 
eliminate them, and the funds that reduced the 
systematic risk in the prior year will increase it 
again. Because we assumed good equity returns 
in the prior year the inflow of funds to the win-
ner funds are high in the next year. As the win-
ner funds re-adjust their systematic risk upward 
in the new calendar year, they negate the effect of 
lowered systematic risk by the other funds. Con-
sequently, the January effect in the next year (if 
any) should be relatively modest.

Now we assume that the year-to-date returns at 
the end of the third quarter in the prior year are 
bad. Consequently, net fund inflows in the next 
year are expected to be poor. This reduces the 
stakes in the tournament even though the incen-
tive structure stays the same. The leading funds 
may still lock-in their gains, hence we may see a 
drop in early fall, but the other funds do not have 
same incentives to load on more systematic risk. 
There is not much to be gained by taking on more 
risk, and quite a bit to be lost in terms of reputa-
tion and performance track record. Many inves-
tors pay attention to the “maximum drawdown” 
statistic among the performance measures, hence 
the funds may not want to convert a bad year 
to a worse one for a bet with low stakes. Thus, 
there will be a dip in the returns in the fall due 
to the lock-in effect of the winners. In the new 
year, the leading funds that had locked-in will 
increase their systematic risk in January without 
the opposite effect coming from the loser funds 
that had not increased their systematic risk in 
the prior year. Thus, the January effect should 
be stronger after a bad year. To summarize our 
theory makes the following predictions:

▶▶ The stock returns will dip in early fall. 

▶▶ In the bad years, there will not be a discern-
ible recovery of the returns from their lows 
in early fall. In the good years, the returns 
will recover from their lows early in the fall. 
The degree of this recovery is positively re-
lated to the YTD returns.

▶▶  In the good years the January effect, if any, 
will be modest. In the bad years, the Janu-
ary effect will be more pronounced.

▶▶ Since the price impact of institutional trad-
ing is relatively large for smaller companies, 
the predicted patterns will be much more 
pronounced for small capitalization stocks. 
In particular, the January effect should be 
more pronounced for smaller stocks.

Data and Methods

In order to test the predictions of our approach, 
and compare it to the predictions of the SAD 
theory, we use return data for various indices. 
All of the regressions in this paper are done using 
daily returns in excess of the risk free rate. We use 
the fed funds rate as a proxy of the risk free rate. 
The federal funds rate data is obtained from the 
Fed’s website, and is from release H.15. All the 
other stock return data are obtained from CRSP 
database on stock returns. We use S&P 500 in-
dex returns and returns on the value-weighted 
and equal-weighted (hereafter, VW and EW, 
respectively) portfolios of stocks in the CRSP 
universe. While the CRSP return data include 
distributions, the S&P index returns data do not. 

The return on the EW CRSP portfolio is domi-
nated by the smaller stocks. It assumes daily re-
balancing and is therefore not an implementable 
strategy. It is included in this study to highlight 
the importance of smaller stocks. On the other 
hand, the returns on the VW portfolio of CRSP 
stocks represent the returns of an implementable 
strategy. This portfolio assumes rebalancing only 
when there are additions or deletions to the list of 
stocks. New listings and de-listings typically are 
smaller firms; hence, the extent of rebalancing is 
small. Finally, the returns on the S&P 500 index 
represent the returns on the larger capitalization 
stocks and are subject to rebalancing infrequent-
ly.

We use daily returns on these indices from 1965-
2003. All the estimations are done for two sub 
periods, 1965-1984 and 1985-2003, as well as the 
whole sample. We have split the sample in half 
since the mutual fund industry started grow-
ing fast in the 1980’s, hence it would be useful 
to study these two periods separately. The sam-
ple split would also serve to distinguish our ap-
proach from the psychological approach. If the 

psychological approach is the reason behind the 
observed pattern, we should see the effect in all 
sub-samples. On the other hand, our approach 
depends on the weight and importance of the 
mutual funds in the market. Hence, during pe-
riods where the price impact of the mutual fund 
industry is small, we may see that the effects pre-
dicted by the theory are weak or missing.

SAD Effect Bull and Bear Markets and 
Sub-periods

Since the SAD theory is based on investor psy-
chology, it predicts the same patterns across pe-
riods. Similarly, the effect should be the same 
regardless of whether the equity returns year-to-
date have been good or bad. In Figure 1, we plot 
the average monthly return (daily return times 
22) of the S&P 500 index. In addition to the av-
erages for the whole sample, we also plot the aver-
ages across two sub-samples. In the first sample, 
labeled bull years, the sample consists of the 12 
months that follow the end of June where the 
year-to-date excess returns of the VW portfolio 
are positive. Similarly, the sample where the year-
to-date excess return is negative is labeled bear 
years. We have selected June as the cutoff month, 

instead of September, to minimize the condi-
tioning bias in the interpretation of these graphs.

The pattern for the whole sample is not mistak-
able. The returns take a dip early in the fall be-
fore starting to climb, reaching a peak in Janu-
ary, then go back to their “normal” levels by the 
end of February. However, when we look at the 
same plots across the bull and the bear years, we 
see different patterns. The dips in early fall is less 
pronounced in bull years compared to the bear 
years, and the January effect is notably absent in 
the bull years. The climb from the dip in early fall 
towards January peak is uniform in bull years, 
and markedly jagged in bear years. These pat-
terns cast the first doubts on the SAD theory. In 
Figure 2, we plot the unconditional average daily 
return of the S&P 500 index by month, using the 
same scaling as in Figure 1. In addition to the av-
erages for the whole sample, we also plot the av-
erages for the two sub-samples. The patterns are 
noticeably pronounced in the 1985-2003 sample 
compared to the 1964-1984 sample. The SAD 
pattern is not discernable in the earlier sample. 
Figures 1 and 2 suggest that the patterns estimat-
ed by KKL may be due to bull years in the latter 
part of the sample. 

Figure 1:   Excess Returns of S&P 500 Index : 1965-2003
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To formally test the implications of the SAD 
theory, we repeat the analysis of KKL for dif-
ferent sub-periods, and control for whether the 
year has been good or bad until the beginning of 

the fall. We regress the daily excess returns on a 
constant, a dummy for Monday, five lags of the 
excess return to control for persistence, and the 
USA_FALL and USA_SAD variables as de-

fined in KKL. These regressions are done for all 
three indices and for the two-sub periods and the 
full sample. The values of the USA_FALL and 
USA_SAD variables are obtained from Kams-
tra’s website. The results of these regressions are 
presented in Table 1.

Panel A of Table 1 presents the coefficients of 
USA_FALL and USA_SAD for the three peri-
ods and the three indices we consider. The pre-
dicted signs of USA_FALL and USA_SAD are 
negative and positive, respectively. The results for 
the whole sample are consistent with the SAD 
predictions. The estimated effects are the stron-
gest for the EW CRSP index. This is also con-
sistent with the SAD story, as smaller stocks are 
deemed riskier. The coefficient of USA_FALL 
is negative and significant for the equal-weight 
portfolio, but smaller in magnitude and insig-
nificant for VW portfolio and S&P 500 index. 
The coefficient of USA_SAD is significant for all 
the three indices. 

When we look at the results for the split samples, 
a different picture emerges. We find that the coef-
ficient estimates for the USA_FALL and USA_
SAD variables decrease sharply for the earlier pe-
riod of 1964-1984. The coefficient estimates even 
become insignificant for the S&P 500 index and 
the VW CRSP index. The coefficients for the 
two variables are noticeably larger in the latter 
years of the sample. The coefficient estimates for 
the two variables are consistently significant for 
the EW index only, thereby suggesting that the 
SAD theory explains the fall seasonality of small 
stocks much better than large stocks. The signifi-
cantly larger coefficient estimates for the USA_
SAD variable in the latter years suggests that the 
SAD theory explains the fall seasonality of stock 
return in the latter half of the sample only. 

In Panel B of Table 1, we present the regression 
results when we let the coefficient estimates for 
the USA_FALL and USA_SAD variables differ 
based on the sign of year-to-date excess returns. 

Coefficient T-Statistic Coefficient T-Statistic
1965-2003 -0.550 -0.99 0.464 2.15
1965-1984 -0.528 -0.81 0.266 1.06
1985-2003 -0.627 -0.69 0.734 2.07

1965-2003 -0.818 -1.57 0.569 2.81
1965-1984 -0.611 -0.99 0.340 1.43
1985-2003 -1.122 -1.33 0.869 2.64

1965-2003 -2.156 -5.53 0.977 6.33
1965-1984 -1.791 -3.44 0.810 4.00
1985-2003 -2.615 -4.38 1.189 5.11

Coefficient T-Statistic Coefficient T-Statistic
Bull Years -0.426 -0.58 0.364 1.26
Bear Years -0.181 -0.20 0.094 0.26

Bull Years -0.858 -1.22 0.425 1.54
Bear Years -0.172 0.21 0.205 0.63

Bull Years -1.671 -3.43 0.587 3.05
Bear Years -2.379 -3.12 0.924 3.15

TABLE 1
SAD Regressions for US Stocks: 1965-2003

Fall Variable SAD Variable

S&P 500 Index

Panel A: Sample Period Splits

Panel B: Performance Splits

Value Weighted

Equal-Weighted

The dependent variable is the daily excess return of the relevant index, multiplied by 22 and expressed as percent return per month for ease of
interpreation.  All regressions include a constant, a Monday dummy and 5 lags of the dependent variable.

Fall Variable SAD Variable

S&P 500 Index

Value Weighted

Equal-Weighted

Figure 2:   Excess Returns of S&P 500 Index by subperiods
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Figure 3:   Excess Returns of S&P 500 Index by Year-to-June returns : 1965-2003
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We first create two dummy variables: BULL and 
BEAR. The variable BULL takes on the value 
of one if the year-to-September excess return of 
the dependent variable is positive and zero other-
wise. The variable BEAR is defined analogously. 
We interact these variables with USA_FALL 
and USA_SAD. For example, the variable 
USA_SAD_BULL measures the SAD effect 
for the BULL years. We find that the coefficient 
estimates for the two variables are small and in-
significant for the S&P 500 index and the VW 
CRSP portfolio. However, for the EW portfolio 
the coefficient estimates in bull year are signifi-
cant and smaller in magnitude than bear years. 
These results and those in Panel A cast reason-
able doubt about the validity of SAD as an expla-
nation of the observed seasonal pattern.

Empirical Results for  
Tournament Approach

In this section, we test the predictions of the tour-
nament theory about the seasonal stock return 
patterns. We use the BULL and BEAR dummy 
variables form the last section to distinguish 
good years from bad years. We create a variable 
YTSXR to capture the magnitude of the bullish 
or bearish nature of the year-to-date returns. Un-
like BULL and BEAR variables YTSXR is a con-
tinuous variable and is calculated as the year-to-
September excess return divided by nine to make 
it comparable with the dependent variable. The 
variable FALL takes unit value for the months 
of October, November, and December, and zero 
otherwise. The variable JANU takes unit value 
for the month of January and zero otherwise. 
The variable DIST takes on the value of zero on 
and before the first day of October and linearly 
increases to take on the value of one on the last 
day of December. DIST represents approaching 
of end-of-year. Once these variables are created, 
we interact them with the BULL and BEAR 
dummy variables. The variable FALL_BULL 
is one in the fall of the years where YTSXR of 
the dependent variable is positive and zero oth-
erwise. FALL_DIST_BULL is the interaction 
of FALL_BULL and DIST. Other interaction 
terms are defined analogously.

According to the tournament theory, the magni-
tude of the dip in early fall should be positively 

related to YTSXR. The tournament theory pre-
dicts that in a good year, as the end of the year ap-
proaches, the loser and mediocre funds increase 
their equity allocation to increase systematic risk. 
Therefore, the climb in the returns in the fall 
months should vary positively with YTSXR in 
BULL years. In BEAR years the climb in returns, 
if any, would be lower than that in BULL years. 
Finally, the tournament theory predicts that 
the coefficient of JANU_BEAR should be posi-
tive and greater than the coefficient of JANU_
BULL. The significance and the magnitude of 
coefficient estimates should be more pronounced 
for the EW CRSP portfolio than for the S&P 
500 index and the VW CRSP portfolio. 

In Panel A of Table 2, we present the results of the 
estimated regression for all three dependent vari-
ables. For brevity, we report only the coefficients 
of interest. The results for the S&P 500 index 
and VW portfolio support the predictions of the 
tournament theory. The coefficient estimates for 
YTSXR are of the predicted sign and are signifi-
cant. The coefficient estimates of DIST_YTSXR 
are also of the predicted sign and significance but 
contrary to our prediction, they are not statisti-
cally different in the BULL and BEAR sample. 
The coefficient estimate for JANU is positive and 
significant and is of higher magnitude during 
BEAR years as predicted. The results for the EW 
portfolio are at best marginal though the results 
support the prediction of stronger January effect 
in BEAR years.

In Panels B and C of Table 2, we present the 
results of regression for the two sub-periods we 
considered earlier. Other than supporting the 
prediction about the January effect, the earlier 
sample of 1965-1984 does not indicate that tour-
nament incentives were at play in the earlier years. 
This may not be an accident as the mutual funds 
were not as important in the stock market dur-
ing this period. The results from the latter period 
of 1985-2003, however, support the predictions 
of the tournament theory. The coefficient esti-
mates of all three variables are of predicted sign 
and magnitude and significant for the S&P 500 
index and the VW portfolio. Unlike the whole 
sample, in this subsample the coefficient esti-
mates of the DIST_YTSXR for the BULL years 
are higher than in BEAR years, as predicted.
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-3.12 -2.99 -0.43
0.236 0.232 0.017
2.33 2.24 0.57
1.292 1.115 2.394
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-2.91 -2.65 0.07
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0.51 0.54 2.00
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1.88 1.91 1.19
1.034 1.191 4.936
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-0.301 -0.287 0.006
-3.90 -3.52 0.24
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Equal Weighted
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Bull Years
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Dependent variables are daily excess returns multiplied by 22. The variable YTSXR is year-to-September excess returns divided by
9.  The variable DIST starts at 0.0 on October 1 and ends at 1.0 on Decmber 31st.  The variable JANU is 1 in the month of January
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These results indicate that, at least for stocks that 
comprise of most of the market capitalization, 
even the crude specification we have employed 
provides evidence that is consistent with the pre-
dictions of the tournament theory. We note that 
the coefficient estimate for JANU in the EW 
portfolio is of higher magnitude and significance 
as predicted but the other coefficients are insig-
nificant. The insignificance of the results for the 
EW portfolio could be due to variety of reasons. 
First, there is no reason why the funds would nec-
essarily wait for the third quarter to end before 
locking-in their profits. Second, the process of 
locking-in for small stocks may be different from 
that of other stocks. Third, the transition from 
normal to lock-in state may not be as abrupt as 
modeled in this paper. A better specification that 
allows for a smooth transition probably based on 
the year-to-date returns may provide stronger re-
sults. Future research in the topic could produce 
further insights by accounting for dispersion in 
stock returns in the formulation of strategies for 
the winner and loser funds. Additionally future 
studies could also use a measure to capture the 
importance of the mutual funds in the stock 
market in a given year, such as assets under man-
agement of mutual funds relative to the total 
market capitalization.

Conclusion

This paper provides an alternative explanation 
for the fall seasonality pattern documented in 
the literature. Kamstra, Kramer and Levi (2003) 
provided an explanation for the pattern based 
on the seasonal affective disorder (SAD) docu-
mented in the clinical psychology literature. We 
contend that the observed patterns of equity re-
turns in the fall can be observed due to the stra-
tegic interaction of mutual funds in the presence 
of asymmetric incentives documented in the 
tournament theory literature. We test competing 
hypotheses to distinguish the implications of the 
SAD theory with those of the tournament theo-
ry and find evidence supporting the latter. 
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Introduction

Financial institutions, as financial intermediar-
ies, face many types of risk. The financial tur-
moil faced by the United States and the entire 
global economy since the beginning of 2007 has 
been the worst since the 1930s (Armstrong & 
Caldwell, 2008; Guglielmo, 2008; Hull, 2009; 
Matz, 2009). This financial upheaval has led to 
increased focus on the risks faced by financial 
institutions. In particular, liquidity risk, which 
previously did not receive much attention, has 
come to the forefront as financial institutions 
have failed or survived only with the help of gov-
ernmental bailouts (Al Janabi, 2008; Hull, 2009; 
Lopez, 2008). Also during this decade, there has 
been a continued increase in globalism and in-
ternational trade, making those risks associated 
with international activities, foreign exchange 
risk and sovereign risk, even more integral to 
the risk management endeavors of financial in-
stitutions than in the past (Cameron, 2009; Li, 
Moshirian, Wee, & Wu, 2009). While these risks 
have always existed for financial institutions, the 
current environment of financial stress in a time 
of increased international integration warrants a 
reexamination of liquidity, foreign exchange, and 
sovereign risk. These three risks will be discussed 
in this paper. 

Liquidity Risk

Liquidity refers to an entity’s ability to meet its 
obligations as they come due, without incurring 
unacceptable losses (Basel Committee on Bank-
ing Supervision [Basel], 2008b). Liquidity risk 
is the risk that a sudden increase in withdrawals 
will cause a financial institution to be unable to 
meet its immediate obligations or may force it to 
liquidate its assets very quickly and at prices be-
low fair market value (Al Janabi, 2008; Saunders 
& Cornett, 2006). Financial institutions face 
liquidity risk when depositors, insurance policy 
holders, and other creditors request immediate 
cash payment of the claims they hold against the 
institution (Saunders & Cornett, 2006). Since 
the deposits a financial institution holds repre-
sent liabilities, this type of liquidity risk is desig-
nated as liability-side risk. Liquidity risk can also 
arise if holders of off-balance-sheet loan commit-
ments, such as pre-approved lines of credit, unex-
pectedly draw on their right to borrow (Saunders 
& Cornett, 2006). This category of liquidity risk 
is known as asset-side risk, because loans made by 
financial institutions represent receivables from 
the institutions’ perspective.

Financial institutions maintain sufficient levels of 
cash and other very liquid assets to meet these de-
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mands under normal conditions. Problems arise 
when, due to larger withdrawals than normal, 
the cash reserves are not enough. Financial in-
stitutions must then borrow additional funds or 
sell less liquid assets to generate cash. If many fi-
nancial institutions are affected at once, the price 
of borrowing will increase and the availability 
of funds will be limited due to the increased de-
mand. Being forced to sell illiquid assets quickly 
leads to accepting prices much lower than what 
could have been obtained had the institution had 
time to negotiate the best price (Saunders & Cor-
nett, 2006). Losses on these assets can turn an 
institution’s short-term liquidity problem into a 
long-term solvency problem. Liquidity problems 
occur infrequently, but, when they do occur, they 
have far-reaching effects (Basel, 2008b).

Liquidity risk is not actively sought by financial 
institutions. It is a by-product of the core busi-
ness of serving as a financial intermediary. Banks, 
for example, offer debt maturity transformation 
services, such as funding longer-term loans with 
shorter-term deposits (Al Janabi, 2008; Lopez, 
2008). This matching of longer-term and shorter-
term instruments automatically leads to liquidity 
risk. Although liquidity risk is especially relevant 
for banks, it also exists for other financial insti-
tutions such as insurance providers and mutual 
funds (Saunders & Cornett, 2006). For example, 
a life insurance company faces liquidity risk when 
it depends on current premiums to meet its ob-
ligation to pay out death benefits and surrender 
values on older policies. If a decline in confidence 
in the company occurs, large numbers of current 
policyholders may demand payment of the sur-
render value of their policies at the same time as 
the amount of current premiums being collected 
declines. Similar to what happens in banks, this 
situation can force the company to borrow at 
high interest rates or sell assets at below market 
prices to meet immediate cash needs (Saunders 
& Cornett, 2006). 

Liquidity problems can be triggered by exogenous 
or endogenous events (Armstrong & Caldwell, 
2008). An exogenous trigger event is one external 
to the organization, such as an economic reces-
sion or natural disaster. An endogenous trigger 
event is one internal to the organization, such 

as a firm-specific operational problem or reputa-
tional damage (Armstrong & Caldwell, 2008). 

Recent Focus on Liquidity Risk

The recent financial crisis has brought renewed 
attention to liquidity risk (Al Janabi, 2008; Hull, 
2009; Lopez, 2008). The Basel Committee on 
Banking Supervision (2008a) acknowledged li-
quidity as the key to soundness in the financial 
sector. It also identified six factors that have 
changed the nature of liquidity risk in recent 
years and brought it to the forefront of discussion 
in the financial industry. These factors include 
funding from capital markets, securitization, 
complex financial instruments, rising demand 
for collateral, payment systems and intraday li-
quidity needs, and cross border flows (Basel, 
2008a). 

During the past decade, banks have increasingly 
relied on the capital markets for financing and 
have become more dependent on wholesale fund-
ing from institutional and corporate investors in 
the form of commercial paper, repurchase agree-
ments, and other money market instruments 
(Armstrong, 2008; Basel, 2008a). These sources 
are typically more volatile than traditional re-
tail deposits. As evidenced by the severe funding 
problems experienced by several major U.S. in-
vestment banks during 2008, these sophisticated 
wholesale investors tend to exhibit increased risk 
aversion in times of market uncertainty. This can 
lead to demands for higher compensation and 
shorter maturities or refusals to extend financing 
at all (Armstrong, 2008; Basel, 2008a). 

Securitization, the practice of pooling and selling 
illiquid assets, has grown in popularity over the 
past decade (Basel, 2008a). Although intended 
to obtain liquidity from illiquid assets, securiti-
zation leads to a different set of liquidity issues 
by making institutions more dependent on the 
stable functioning of financial markets (Basel, 
2008a). Liquidity pressures arise if a bank be-
gins the lengthy process of pooling assets, sell-
ing them to a special purpose entity, obtaining 
credit ratings, and issuing securities, only to have 
a change in market conditions make it impossible 
to sell the securities at the end of the process. If 
this happens, the institution is left with an inven-

tory of securities that cannot be quickly convert-
ed to cash without incurring losses. Contingent 
liabilities associated with providing various guar-
antees to the purchaser of asset-backed securities 
can also lead to liquidity problems if the institu-
tion is required to honor its obligations at a time 
when it is already under stress due to a downturn 
in overall market conditions (Armstrong, 2008; 
Basel, 2008a). 

Over the past ten years, the use of complex fi-
nancial instruments has dramatically increased 
(Basel, 2008a). The use of complex instruments 
makes it more difficult for banks to manage li-
quidity risk. Complex terms make it harder to 
assess the instrument’s effect on overall liquid-
ity. Often, complex instruments are not actively 
traded, which can make it difficult to assess the 
value and liquidity of these instruments in the 
secondary markets (Basel, 2008a). 

There has also been an increased demand for high 
quality collateral over the past decade (Arm-
strong, 2008; Basel, 2008a). Although collateral 
is used to mitigate counterparty credit risk, the 
risk of default by the other party of a transaction, 
it affects liquidity risk for the party providing 
the collateral (Basel, 2008a). Since many collat-
eral agreements require that additional collateral 
be provided on short notice when market price 
movements occur, the providing party faces in-
creased liquidity risk.

The trend toward real-time payment and settle-
ment systems has also brought challenges related 
to intraday liquidity management (Basel, 2008a). 
Institutions are increasingly faced with the need 
to meet same-day demands for cash for both 
their own activities and the activities of their 
customers. The failure of just one institution to 
make payments on time could spread a liquidity 
shock to other firms around the world that are 
depending on that payment to meet their own 
obligations (Armstrong, 2008; Basel, 2008a). 

Financial markets have become increasingly inte-
grated across borders, and many financial institu-
tions have become more dependent on interna-
tional business and markets (Basel, 2008a). The 
globalization of financial markets necessitates 
the consideration of exchange rates and trends 

in foreign market conditions in liquidity risk as-
sessment. Exchange rate fluctuations can widen 
the liquidity gap between obligations and avail-
able cash. It is also possible that it will be difficult 
to convert funds held in foreign currency during 
times of financial crisis when they are needed 
most (Armstrong, 2008; Basel, 2008a).

Liquidity Risk Management

With the increased concern over liquidity risk, 
financial institutions are searching for ways to 
manage risk and avoid future liquidity crises. 
The Basel Committee for Banking Supervi-
sion (2008b) has identified some fundamental 
principles for the management of liquidity risk. 
Although specifically aimed at banks, many of 
these principles will be beneficial to other types 
of financial institutions as well. 

A financial institution’s management must take 
responsibility for controlling liquidity risk. A ro-
bust liquidity risk management framework that 
is integrated into the overall risk management 
process should be developed with the objective 
of producing confidence among stakeholders 
that the institution is able to meet its obligations 
under normal conditions and to withstand a pe-
riod of liquidity stress (Basel, 2008b). This plan 
should include a liquidity cushion of readily 
marketable assets to be used to survive a time of 
liquidity stress. 

All levels of management, including the board 
of directors, should be involved in the liquid-
ity management plan (Basel, 2008b). The board 
should define the acceptable liquidity risk toler-
ance level, and senior management should devel-
op a strategy, policies, and practice to maintain 
liquidity risk within this tolerance level. After 
review by the board, the plan should be commu-
nicated to the proper levels within the entity (Lo-
pez, 2008). Adequate internal controls should be 
put in place to ensure the integrity of the liquid-
ity risk management process. The board and se-
nior management should continually monitor 
current events and market developments that 
may require changes to the plan (Basel, 2008b).

To ensure proper implementation of the plan, a 
financial institution must develop a process for 
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identifying, measuring, monitoring, and con-
trolling liquidity risk (Armstrong, 2008; Basel, 
2008b; Guglielmo, 2007). This process should 
identify all sources of liquidity risk from any 
branches or subsidiaries. Cash flow obligations 
arising from off-balance sheet commitments and 
contingencies from securitizations and other 
sources should be included (Armstrong, 2008; 
Lopez, 2008). Once liquidity risks have been 
identified, they should be measured. During 
this process, assets should be carefully valued 
according to relevant financial reporting and 
supervisory standards (Basel, 2008b). Various 
measurement tools should be used to obtain the 
best information possible (Lopez, 2008). Infor-
mation from valuing risk can be used for product 
pricing, performance evaluation, and approval 
processes (Armstrong, 2008). Management 
should continue to monitor new developments 
and undertakings for new areas of liquidity risk. 

In monitoring liquidity risk, it is important to 
remember some of the sources of liquidity risk 
that have increased in frequency during the past 
decade. Intraday liquidity positions should be 
monitored to ensure that payment and settle-
ment obligations can be met under both normal 
and stressed conditions (Basel, 2008b). Risks 
arising from increased use of collateral should 
also be monitored. Special attention should be 
given to differentiating between assets that are 
pledged as collateral and those that are not and to 
how quickly collateral can be accessed if needed 
(Basel, 2008b). In response to the increased use 
of institutional capital sources instead of tradi-
tional deposits, banks should establish a fund-
ing strategy that focuses on diversified funding 
sources. Strong relationships with funds provid-
ers should be developed and the ability to raise 
funds quickly under all conditions should be 
regularly assessed (Basel, 2008b).

In order to foresee and address liquidity problems 
before they arise, banks should conduct stress 
tests, or what-if analyses, under a variety of differ-
ent possible scenarios (Armstrong, 2008; Basel, 
2008b; Green & Jennings-Mares, 2008; Gugliel-
mo, 2007). These tests should reflect the liquid-
ity risk tolerance level established by the board of 
directors (Basel, 2008b). In addition to the stress 
tests, management should be always vigilant for 

early warning signs of liquidity trouble. These in-
clude rapid asset growth, growing concentrations 
in assets or liabilities, a decrease in the weighted 
average maturity of liabilities, negative publicity, 
rising funding costs, increasing early redemp-
tions of certificates of deposit, and difficulty ac-
cessing longer-term funding (Basel, 2008b). 

The entire liquidity risk management plan 
should be well documented to provide a refer-
ence in times of crisis (Guglielmo, 2007). The 
liquidity management framework and liquidity 
risk profile should be disclosed in both quanti-
tative and qualitative ways (Armstrong, 2008; 
Basel, 2008b). Disclosure will allow stakehold-
ers to make more informed decisions, inspire 
confidence, and reduce the risk of unwarranted 
panic. Overall, it is important to remember that 
liquidity is often a function of confidence. Matz 
(2009) even asserts that the perception of having 
sufficient cash is more important than actually 
having sufficient cash. The liquidity risk manage-
ment plan should be designed to inspire confi-
dence. Communication to provide assurance and 
information is paramount. 

Foreign Exchange Risk

Foreign exchange risk is the risk that changes in 
currency exchange rates will alter the value of 
an entity’s assets and liabilities denominated in 
nondomestic currencies (Saunders & Cornett, 
2006). The currency exchange market is domi-
nated by large commercial banks. These banks 
provide foreign exchange services to their cus-
tomers by taking a position in major currencies 
from around the world. They also take specula-
tive positions based on predictions of exchange 
rate movements (Al Janabi, 2008).  Insurers and 
other financial institutions also face foreign ex-
change risk when they are involved in cross bor-
der transactions. Even domestic firms are affect-
ed by foreign exchange rate changes due to the 
effect on customers (Li et al., 2009).

Foreign exchange exposure can be either direct 
or indirect (Martin & Mauer, 2003). Direct 
exposure occurs when the financial institution 
holds foreign currency-denominated assets and 
liabilities, has off-balance sheet commitments in 
foreign currency, or offers non-asset-based ser-

vices in foreign currency. Indirect exposures in-
clude the effects of foreign exchange on customer 
solvency, price changes due to suppliers passing 
on costs associated with exchange, and competi-
tive pressures from foreign firms (Li et al., 2009; 
Martin & Mauer, 2003).

Foreign exchange risk exposures can also be clas-
sified as long-term or short-term. Long-term ex-
posures can arise from bank lending and leasing 
portfolios, held-to-maturity investments, and 
off-balance sheet obligations (Martin & Mauer, 
2003). Long-term exposures can also arise indi-
rectly from the influence of currency exchange 
rates on customers, competitors, and funds sup-
pliers. Most short-term exposures are direct in 
nature and arise from non-asset based sources, 
such as transaction-related services, loan origina-
tion fees, trading activities, and foreign currency 
derivatives (Martin & Mauer, 2003). Because 
the cash flows associated with short-term expo-
sures are relatively certain, entities can hedge 
these risks using financial instruments such as 
forwards, swaps, and options. Longer-term ex-
posures are more difficult to assess and are not 
easily eliminated with readily available financial 
instruments (Martin & Mauer, 2003). 

Understanding foreign exchange risk and its 
sources is important for financial institutions be-
cause of the far-reaching effects. In a sample of 
104 large U.S.-based banks, Martin and Mauer 
(2005) found that 78% had a significant expo-
sure to at least one of five major currencies. In-
surers are also significantly exposed to foreign ex-
change risk due to increased internationalization 
of insurance operations (Li et al., 2009). Better 
understanding of these risks can lead to better 
management.

Martin and Mauer (2003) studied the foreign ex-
change risk of U.S. banks. Li et al. (2009) tested 
many of Martin and Mauer’s (2003) findings 
as applied to insurers. The results are interest-
ing for financial institutions seeking to better 
understand foreign exchange risk. First, it was 
found that domestic firms exhibit more foreign 
exchange exposure than U.S-based international 
firms do. This is attributed to the international 
firms facing both direct and indirect risks and 
being able to hedge against the direct portion. 

Domestic firms are affected mostly through in-
direct risks and are not able to hedge these risks 
as effectively as their international counterparts 
are (Li et al., 2009; Martin & Mauer, 2003). It 
appears that the international institutions are 
benefiting from economies of scale in their in-
ternational activities and foreign exchange risk 
management (Martin & Mauer, 2003). 

The studies also found that larger firms have less 
exposure to foreign exchange risk than smaller 
firms (Li et al., 2009; Martin & Mauer, 2003). 
Again, this indicates that economies of scale are 
affecting the risk management function. It was 
also found that the foreign exchange exposure 
increases with the length of time involved (Li et 
al., 2009; Martin & Mauer, 2003). This trend is 
attributed to the relative ease with which short-
term risks can be eliminated through hedging. 

Sovereign Risk

With the increased globalization of financial 
markets, sovereign risk, also known as country 
risk, should also receive attention. Sovereign risk 
is the risk that repayments from foreign borrow-
ers or investments may not occur because of re-
strictions, interference, or intervention from for-
eign governments (Saunders & Cornett, 2006). 
Sovereign risk issues arise if the counterparty to a 
contract is unable to meet its obligations, regard-
less of its own willingness to do so, due to restric-
tions from the government in the country where 
it is based. This occurs most frequently when the 
government of a foreign country prohibits or lim-
its debt payments due to foreign currency short-
ages or for political reasons (Saunders & Cornett, 
2006). Sovereign risk can also refer to the pos-
sibility that foreign governments themselves will 
default on their obligations (Gapen, Gray, Lim, 
& Xiao, 2008). 

Sovereign risk events generally take two forms: 
repudiation and rescheduling (Saunders & Cor-
nett, 2006). Repudiation is the complete cancel-
lation of all current and future foreign debt and 
equity obligations. Since World War II, only 
three countries, China, Cuba, and North Korea, 
have chosen to repudiate foreign debts (Saun-
ders & Cornett, 2006). Debt rescheduling is less 
drastic that repudiation. It involves a country de-
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claring a moratorium on its current and future 
debt obligations while seeking to ease repayment 
strains by renegotiating the contractual terms 
such as interest rate and maturity date (Saunders 
& Cornett, 2006). 

In assessing sovereign risk, financial institutions 
can rely on external evaluation services or on in-
ternal evaluation techniques. External services 
rate countries and publish periodic country re-
ports including information about risk (Saunders 
& Cornett, 2006). Internal evaluation methods 
may include statistical models and ratio analysis 
(Saunders & Cornett, 2006). In many cases, fi-
nancial institutions will base decisions on a com-
bination of evaluation techniques rather than 
relying on a single method. In any case, both 
quantitative and qualitative factors should be 
considered. Fundamental quantitative factors in-
clude inflation rate, industrial production, GDP 
growth forecasts, and foreign exchange reserves 
(Remolona, Scatigna, & Wu, 2008). Qualitative 
factors include economic structure, political at-
mosphere, development policies, and regulatory 
environment (Randolph, 2008). In addition to 
using risk evaluations to determine whether to 
conduct business in a country, the information 
should also be incorporated into pricing deci-
sions to ensure compensation for accepting sov-
ereign risk (Randolph, 2008). 

Conclusion

Since 2007, the United States and the entire glob-
al economy have faced financial turmoil (Arm-
strong & Caldwell, 2008; Guglielmo, 2008; 
Hull, 2009; Matz, 2009). The financial upheaval 
has focused attention on the risks faced by finan-
cial institutions. In particular, liquidity risk and 
the risks associated with international activities, 
foreign exchange and sovereign risks, have come 
to the forefront (Al Janabi, 2008; Cameron, 
2009; Hull, 2009; Li et al., 2009; Lopez, 2008). 
While these risks are not new, the current envi-
ronment of financial stress in a globalized mar-
ket make it increasingly important that financial 
institutions understand and manage these risks.
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Introduction

Firm level corporate governance mechanisms can 
be classified into two broad categories: external 
and internal mechanisms. Market for corporate 
control (takeovers) and investor monitoring are 
often perceived as external governance mecha-
nisms; while board of directors and insider own-
ership are often considered as internal mecha-
nisms. A great number of studies examine the 
relation between corporate governance mecha-
nisms and firm value/performance (Weisbach 
(1988),  Shleifer and Vishny (1997), La Porta, 
Lopez-de-Slanes, Shleifer, and Vishny, (2000),  
Gompers, Ishi, and Metrick (2003), Klapper and 
Love (2003), Black, Jang, and Kim (2003), Beb-
chuk, Cohen, and Ferrell (2004), among others). 
These studies demonstrate that better governance 
structure is usually associated with higher firm 
value and stronger performance. Theories also 
suggest that the interaction of these governance 
mechanisms determines the effectiveness of a 
firm’s total governance structure (Jensen (1993), 
John and Kedia (2002)). Thus far, however, limit-
ed empirical evidence has been presented on this 

topic, and also, its focus is mainly on U.S. corpo-
rations (Gillan, Hartzell, and Starks (2006), and 
Cremers and Nair (2005)). The goal of this study 
is to examine interaction effects among firm-level 
governance mechanisms at the international lev-
el.  Specifically, we investigate the role of country 
legal regimes in explaining the interaction effects 
among firm-level governance mechanisms, more 
specifically, the market for corporate control and 
the board of directors. 

Two theoretical viewpoints are commonly of-
fered in extant studies that investigate how in-
ternal and external governance mechanisms 
interact. Internal and external mechanisms can 
be viewed as substitutes if they are evolved to 
offset each other. On the other hand, they can 
be viewed as complements if these two mecha-
nisms reinforce one another. The substitution 
or complementary effects are the results of trad-
eoff between costs and benefits associated with 
the choice of governance attributes. Adoption 
of governance attributes serves as signaling and 
bonding devices to increase shareholders’ confi-
dence on their investment. Therefore, firms with 
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strong governance structure have a better chance 
to access external funds (Doige, Karolyi, and 
Stulz (2004), Hail and Leuz (2006), and Bruno 
and Claessens (2006)), and in turn improves firm 
value and performance. However, adoption of 
governance attributes is also costly.  Part of the 
costs results from the direct costs associated with 
the changing charter provisions, paying outside 
directors and auditors, and risks of greater disclo-
sure. The costs also result from the private costs 
that controlling shareholders face since adoption 
of governance attributes usually limits their abil-
ity to extract private benefits at the expense of 
minority shareholders (Doidge et al. (2004)). 

Because the costs and benefits likely to vary 
across firms, firm level corporate governance 
mechanisms exhibit a great variety. The costs and 
benefits associated with the adoption of gover-
nance attributes are also dependent on country 
characteristics, such as legal regimes. The litera-
ture has shown that wide variation in governance 
structure exists not only across firms but across 
countries (Durnev and Kim (2005)). La Porta, 
Lopez-de-Slanes, Shleifer, and Vishny’s (1997, 
1998, 2000) (henceforth LLSV) series papers 
demonstrate that the legal regime has a dramatic 
influence on a firm’s choice of governance struc-
ture. In addition, firm level corporate governance 
practices are not independent of legal regimes 
(Bruno and Claessens, (2007)). Given the strong 
influences of legal regimes on firms’ governance 
practices, we hypothesize that legal regimes have 
an impact on the interaction of firm-level gover-
nance mechanisms.  

In this study, we use a comprehensive database 
provided by Institutional Shareholder Service 
(ISS) on a wide collection of firm-level gover-
nance attributes for 23 developed countries. The 
database covers detailed information on board 
of directors and anti-takeover provisions, thus 
allowing us to construct comparable indexes for 
internal (board of directors) and external mecha-
nism (takeover) for a large number of countries.  
We divide countries into common law coun-
tries and civil law countries. Both correlation 
and regression analysis suggest that significant 
substitution effects between internal and exter-
nal governance mechanisms exist in common 
law countries, but civil law countries after con-

trolling firm level characteristics that influence 
firms’ adoption of governance mechanisms. Af-
ter further dividing the civil law countries using 
legal origins (the English law origin countries 
are the same as the common law countries in 
our sample), we find that French, German, and 
Scandinavian countries are different from Eng-
lish countries; there is no significant difference 
among these three legal origins. Using the anti-
self-dealing index developed by Djankov et. al. 
(2008) as a more direct measure of investor le-
gal protection, we provide reinforcing evidence 
that higher investor protection has a significant 
negative (substitution) impact on the relation 
between board of directors and takeover mecha-
nisms. In other words, in countries with stronger 
legal protection for investors,  the substitution 
effect between internal and external governance 
mechanism are more significant. Our overall re-
sults are robust to different index construction 
methods, different methodologies (panel OLS 
and ordered Probit model), and to the potential 
endogeneity.

Our results imply that firms do intend to trade 
off between monitoring powers provided by 
board of directors and market for corporate con-
trol in a strong legal protection environment. In 
weak legal protection regimes, firms’ adoption 
of governance attributes does not exhibit this 
pattern.  Our study provides empirical evidence 
supporting John and Kedia’s (2006) prediction 
that governance mechanisms serve as substitutes 
in an optimal corporate governance structure in 
different economies, particularly economies with 
a strong legal protection environment. 

The paper is organized as follows. Section II 
discusses the existing studies of the interactions 
among firm-level governance mechanisms. Sec-
tion III describes the corporate governance data 
and samples used in our empirical analysis. Sec-
tion IV presents the analysis and results, and sec-
tion V concludes. 

Literature Review

At the firm-level, Denis and Kruse (2002) study 
the disciplinary events among firms experiencing 
a large decline in operating performance during 
active takeover and less active takeover periods. 

They find that the effectiveness of internal moni-
toring is independent of external control, and 
further indicate that other incentives such as eq-
uity ownership, compensation contracts, and job 
security could also play a role. In a similar study, 
Huson, Parrino, and Starks (2001) find that the 
relation between the likelihood of forced turn-
over and firm performance does not change, de-
spite substantial changes in internal governance 
mechanisms. In a recent paper, Gillan, Hartzell, 
and Starks (2006) provide evidence on a signifi-
cant tradeoff effect between board structures and 
anti-takeover provisions. Their results indicate 
that firms with powerful boards also have the 
greatest number of anti-takeover charter provi-
sions, suggesting that the market for corporate 
control is less effective as a monitoring mecha-
nism for these firms. Our study is closely related 
to this study in terms of studying the tradeoff ef-
fects between market for corporate control and 
board of directors, but our study in performed 
at international level involving many countries 
with various legal environments. 

At international level, there are even scarce stud-
ies on the interactions among firm-level gov-
ernance mechanisms. Part of the reason is the 
lack of firm-level corporate governance data for 
international firms. The recently available ISS 
database provides us the opportunity to study 
the interaction effects at international level. The 
advantage of this database has been recognized 
by researchers. For example, Brown and Caylor 
(2006) study the association between gover-
nance rating and firm value across countries us-
ing ISS data. Other researchers use this database 
to investigate the interactions between firm level 
and country level governances.  For instance, Ag-
garwal et al. (2007) study the corporate gover-
nance difference between foreign firms and their 
US propensity-matching counterparts and how 
these differences influence firm performance. 
Their results indicate that firm-level governance 
attributes are complementary to country-level at-
tributes. Although these studies investigate the 
interaction effects between firm-level and coun-
try-level governances, they do not address the is-
sue on how country-level characteristics (such as 
legal environment) would influence the interac-
tions of firm-level governance mechanisms. 

Countries with different legal regimes usually 
have different governance systems (LLSV (1997, 
1998, 2000), Huddart (1993), Larker et.al (2005), 
Shleifer and Vishny (1986), among others). Eng-
lish origin countries (for example, the US and 
UK) heavily depend on the market for corporate 
control with few large shareholders. Other legal 
origin countries (such as German and Japan) 
mainly rely on the protection mechanism provid-
ed through internal governance mechanisms and 
large shareholders. John and Kedia (2002) devel-
op a model that provides a theoretical ground for 
our study. Their model includes three governance 
mechanisms, namely the managerial ownership 
(can be interpreted as blockholders), monitored 
debt (board of directors can be interpreted as 
part of it), and takeovers. John and Kedia argue 
that in economies where financial institutions 
are relatively well developed but financial mar-
kets are not, the optimal governance structure 
involves monitored debt and concentrated own-
ership. In economies where financial markets are 
relatively well developed while financial institu-
tions are not, the optimal governance involves 
takeovers and diffused ownership. Their results 
imply that governance mechanisms can trade off 
each other’s monitoring power and this tradeoff 
effect is different across different economies.  In 
this study, we provide robust evidence support-
ing this theoretical predication using firm-level 
governance data across world. 

Data

Our study uses the Institutional Shareholder 
Service (ISS) Global Governance Database. ISS 
collects both internal and external governance 
information of about 5,300 US firms and 2,400 
non-US companies starting 2003. The non-US 
companies are all large firms whose stocks are in-
dex members, while US firms consist of a wide 
spectrum of firms with varying market capital-
ization values. To avoid over-sampling prob-
lems, we only include US firms whose stocks 
are S&P500 index components as in Bruno and 
Claessens (2006). Our data include firms from 
23 developed economies across the world for a 
five-year period 2003-2007. The sample includes 
9,932 company-year observations. ISS compiles 
64 governance attributes for each US firm and 55 
attributes for foreign firms. Following Aggarwal 
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et. al. (2007), we exclude 11 of the 55 attributes 
from our analysis because firms fail to satisfy the 
minimum accepted criteria for these attributes or 
ISS replace them with other attributes for the US 
sample at later dates. We therefore focus on 44 
attributes that are common for both U.S and for-
eign firms, and these cover four broad categories: 
1) board of directors, 2) audit, 3) takeover, and 4) 
compensation and ownership. This study mainly 
concentrates on the attributes of board of direc-
tors and takeover. Board of director provisions 
include 25 attributes that capture various aspects 
of the functioning of the board of directors; they 
relate to board independence, composition, size, 
and transparency. The takeover category con-
tains six attributes obtained from the charters 
and bylaws and it refers to the dual-class struc-
ture, role of shareholders, poison pill, and blank 
check preferred.  Appendix A lists the attributes 
associated with each category. 

We construct an equal-weighted sum of the at-
tributes for, respectively, the board of direc-
tors index (“Board index”) and takeover index 
(“Takeover index”) (Gompers, Isshii, and Met-
rick (2003), Bebchuk, Cohen and Ferrell (2004), 
Brown and Caylor (2006)).  The Board index 
ranges from 0 to 25 with high scores suggesting 
strong monitoring power from board of direc-
tors. The Takeover index varies from 0 to 6 with 
higher scores indicating greater market power for 
corporate control.

Although the six anti-takeover attributes have 
been studied demonstrated importance in a 
firm’s governance structure, not all of the board 
attributes are investigated before. Since ISS pub-
lishes corporate governance attributes on all in-
formation it collects, including information not 
included in the bylaws of a company, some of 
the attributes in board of directors may not have 
solid theoretical background (such as whether 
or not at least one member of the board has par-
ticipated in an ISS-accredited director education 
program). Following Chhaochharia and Laeven 
(2008), we only include the governance attributes 
included in company bylaws that are well moti-
vated by economic theory. This parsimonious ap-
proach is also inspired by Bebchuk et al. (2005) 
construction of the Entrenchment index. After 
applying this criterion, we have 11 attributes to 

form our Board index and the same six attributes 
for our takeover index. Therefore, we have two 
construction methods for the Board Index. To 
distinguish them, we call the original approach 
method I, and the parsimonious one method II. 
For the latter, the Board index ranges from 0 to 
11 with higher scores representing higher moni-
toring power.

LLSV (1997, 1998, 2000) demonstrate that legal 
regimes such as rule of law and legal origin have 
a significant impact on firms’ corporate gover-
nance structures.  A country’s capital market de-
velopment and financial institution growth are 
also closely associated with its legal system. In 
addition, the existing governance systems across 
countries are also sharply distinguishable across 
legal regimes. To capture the influence of legal 
regimes, we use two definitions: 1) the rule of 
law, and 2) legal origin to group the 23 developed 
economies1. In a recent paper, Djankov et al. 
(2008) develop an anti-self-dealing index which 
is the sum of two indices: the ex-ante private 
control and ex-post control against self-dealing. 
The authors claim that the new measure of legal 
protection of minority shareholders predicts a 
variety of stock market outcomes, and generally 
works better than the previously introduced an-
ti-director rights. We adopt this anti-self-dealing 
index as a more direct measurement of minority 
shareholders protection because of the concern 
that the rule of law and legal origin are relative 
broad definition that may capture some effects 
other than investor legal protection. 

Empirical evidence suggests that firm character-
istics could be important in governance choice. 
The characteristics include institutional owner-
ship, growth opportunities, recent stock market 

1	  Common law countries: Australia (E), 
Canada (E), Hong Kong (E), Ireland (E), New 
Zealand (E), Singapore (E), United Kingdom 
(E), United States (E). Civil law countries: 
Belgium (F), France (F), Greece (F), Italy (F), 
Netherlands (F), Portugal (F), Spain (F), Austria 
(G), Germany (G), Japan (G), Switzerland (G), 
Denmark (S), Finland (S), Norway (S), Sweden 
(S).  The capital letter in the parenthesis indi-
cates country’s legal origin; E stands for Eng-
lish origin, F for French origin, G for German 
origin, and S for Scandinavian origin. 

performance, firm value, firm size, leverage, and 
the amount of information uncertainty (Gil-
lan et al. 2006). We average the quarterly ratio 
of total institutional ownership to total shares 
outstanding for each firm over a year as a proxy 
for institutional ownership. We calculate the ra-
tios of capital expenditure to sales and of prop-
erty, plant and equipment to assets as proxies for 
growth opportunities. The recent performance 
of a firm’s stock is measured by a firm’s annual 
return. Firm valuation, as proxied by Tobin’s Q, 
is calculated as the sum of a firm’s market capi-
talization and total assets minus common equity 
and divided by total assets. We calculate the ratio 
of long-term debt to total assets as a proxy for le-
verage. To measure the information uncertainty, 
we compute firm volatility as the standard devia-
tion of the firm’s monthly returns over one year. 

As mentioned earlier, three firm-level mecha-
nisms likely contribute to the difference in gov-
ernance structures across legal regimes: board 
of directors, market for corporate control, and 
blockholders. Because these three mechanisms 
interact with each other, it is important to con-
trol for blockholders while studying the interac-
tion effects between board of directors and take-
over. It is especially important for a cross-country 
study, because it has been found that countries 
with different legal regimes depend primarily on 
different mechanisms. To control for the effect of 
blockholders on firm-level governance structure, 
we use the percentage of closely held shares by 
insiders as the proxy for blockholders’ influence.  

Earlier studies (Doidge et al. (2004), Aggarwal 
et al. (2007), and Fernandes and Ferrira (2006)) 
have shown that country characteristics play an 
important role in a firm’s governance practice. 
Following Fernandes and Ferreira (2006), we in-
clude either country dummies or GDP per capita 
as a measure of economic development and stock 
market capitalization as a measure of financial 
development of the country to control for coun-
try effect. For US firms, we obtain accounting 
data from Standard & Poors COMPUSTAT, 
stock return data from CRSP, and institutional 
holding data from SEC’s 13f filings. As for non-
US firms, we obtain the accounting data from 
Thomason Financial Worldscope database and 
stock return data from DataStream. Institution-

al holdings for international firms are obtained 
from FactSet/Lionshares. We retrieve closely 
held shares by insiders from Worldscope data-
base for both US and international firms.  The 
GDP per capita and market capitalization data 
are from the World Bank’s World Development 
Indicators database. 

Results and Robustness Checks

Summary Statistics 

Our final sample includes 9,932 firm-year obser-
vations for the period 2003 to 2007. Table 1 pres-
ents means and standard deviations for Board 
and Takeover index across the rule of law, legal 
origins, and anti-self-dealing levels. To show the 
Board and Takeover index at different anti-self-
dealing levels, we rank all countries into five lev-
els based on the anti-self-dealing index ranking 
with higher ranks indicating higher protection. 

As shown in Table 1, the common law and civil 
law countries have similar number of observa-
tions (5123 vs. 4809). Scandinavian law origin 
has fewer observations than French and German 
law origin countries. Compared to higher anti-
self-dealing countries, lower ranked countries 
have fewer observations. English origin/common 
law countries and countries with higher anti-self-
dealing index exhibit stronger board structure 
than other legal origins and lower anti-self deal-
ing countries for both index construction meth-
ods. It seems that countries with higher share-
holder protection intend to have stronger board 
structure. Furthermore, for the Common law/
English origin and higher anti-self-dealing in-
dex countries, the takeover index shows a higher 
variation than other legal origin and lower anti-
self dealing index countries, although their mean 
takeover index values are very close. 

The main interest of this paper is the interac-
tion among these two governance mechanisms. 
We calculate the correlation between these two 
mechanisms across different legal regimes and 
anti-self-dealing levels using both index con-
struction methods. Table 2 presents their correla-
tion coefficients. We observe that Common law/
English origin countries show a strong signifi-
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cant negative relation between the Board index 
and Takeover index. Other legal origins show a 
positive but weaker correlation. Civil law coun-
tries exhibit a negative correlation. Yet the signif-
icance and magnitude of their correlation for civ-
il law countries decrease considerably compared 
with their common law counterparts. Similar 
results are also observed in the anti-self-dealing 
index. The higher the anti-self-dealing index (lev-
els 3, 4 and 5), the stronger is the negative cor-
relation. For firms with weaker protection, there 
are positive and less significant correlations. The 
correlation analysis suggests that interactions are 
different across legal regimes and investor protec-
tion levels. The negative correlation implies that 
the monitoring power of the board of directors is 
a substitute to the power of market for corporate 
control.

Corporate governance structure is influenced by 
various firm level characteristics. Table 3 pres-
ents median values of firm-level characteristics. 
In this table, English origin/Common law coun-
tries have the lowest percentage of Closelyheld 
(insiders ownership), a proxy for blockholders, 
while Civil law countries have the highest. After 
sub-dividing the Civil law countries into differ-
ent legal origins, French countries have the high-
est blockholders ownership, followed by German 
and Scandinavian countries. Previous studies 
(LLSV (1998, 1999, 2000)) show that in civil law 
countries such as Japan and Germany, the ma-
jor corporate governance mechanism is through 
blockholders while in English countries it is left 
to market control. The variable Closelyheld is 
designed to capture this difference across legal 
regimes. When we use investor legal protection 
to group countries, we observe that countries at 
level 4 anti-self-dealing exhibit significant lower 

closelyheld than others. This is due to the firms 
from United States and Canada. Further analy-
sis (not shown) reveals that U.S. and Canada 
firms have much lower closely held shares than 
the rest of world.   The descriptive results of other 
firm-level characteristics reassemble the findings 
in literature that English origin/Common law 
countries as well as the countries with higher 
investor protection have higher firm value (“To-
bin’s Q”), lower leverage (“Leverage”), and higher 
institutional ownership (“Ownership”). English 
origin/common law (higher investor protection) 
countries have lower PP&E over assets ratio. We 
do not observe any obvious difference across legal 
regimes for other variables. 

Multivariate analysis of interactions be-
tween governance mechanisms

So far, we provide evidence that the firm-level 
corporate governance structure varies across legal 
regimes/investor legal protections using two in-

dex construction methods (as shown in Table 1). 
The interactions between the Board index (repre-
sents the monitoring power of board of directors) 
and the Takeover index (the monitoring power 
from market) are different across legal regimes 
using correlation analysis (as shown in Table 2). 

Given the fact that firms’ characteristics exhibit 
a significant variation across legal regimes and 
firm-level governance mechanism is dependent 
on the firm characteristics, we apply panel regres-
sion as a formal method to control for the effects 
of the firm characteristics.  In addition, since 
each legal regime (whether using rule of law or 
legal origin) consists of a number of countries, to 
account for the country level characteristics, we 
include country dummies as control variables. 
Specifically, we estimate the following regres-
sion model with year- and industry- fixed effects 
as well and the error terms are clustered at firm 
level:

Takeover_indexi,t = ac + ak + at + b1 * Board_indexi,t 
+ b2 * (Board_indexi,t * Legal) + b3 * Legal + g * 
Ci,t + ei,t

where, Takeover_indexi,t  presents the Takeover 
index for firm i in year t. ac, ak, and at indicate 
fixed effects for country, industry, and year, re-
spectively. Legal is the dummy variable for legal 
regimes (using either rule of law or legal origins) 
. Ci,t presents a set of firm-level control variables. 
In this model, a negative b1 coefficient suggests 
a substitution effect between monitoring powers 
between market takeover and board of directors, 
while a positive value would indicate a compli-
mentary effect. The coefficient b2 presents the 
difference between legal regimes. A significant 
b2coefficient (different from 0) means a different 
interaction between Board index and Takeover 
index across legal regimes. 

The regression results using index construction 
method I and II are presented in Table 4. We 
only discuss the results from method I, because 
the results from method II are similar and the 
explanation of the results would be the same. 
Because the two index construction methods 
gives very similar results for all the analysis 
in this paper, we only report the results from 
method I for the purpose of brevity hereafter. As 

Table 1 
Summary Statistics of Firm-level Governance Mechanisms

The table presents average values of Takeover and Board index with standard de-
viation in parentheses across legal regimes. Anti-self-dealing levels are the rank of 
each country using its anti-self-dealing index with 1 indicating the weakest investor 
protection and 5 indicating the strongest protection. Method I is the index construc-
tion method using all governance attributes listed in Appendix A, and Method II is the 
method using the attributes with *. N is number of observation.

Method I Method II
N Board index Takeover index Board index Takeover index

Rule of Law
common law 5123 14.25(3.66) 3.60(1.18) 5.67(2.14) 3.60(1.18)
civil law 4809 8.19(2.28) 3.92(0.32) 2.44(1.39) 3.92(0.32)

Legal Origins
English 5123 14.25(3.66) 3.60(1.18) 5.67(2.14) 3.60(1.18)
French 1207 8.67(2.50) 3.81(0.48) 2.72(1.51) 3.81(0.48)
German 3197 7.74(1.90) 3..98(0.15) 2.14(1.18) 3..98(0.15)
Scandinavian 405 10.35(2.72) 3.70(0.46) 3.96(1.33) 3.70(0.46)

Anti-self-dealing Groups
Anti-self-dealing level 1 580 9.35(2.91) 3.98(0.42) 3.58(1.67) 3.98(0.42)
Anti-self-dealing level 2 1300 9.29(2.35) 3.79(0.41) 2.87(1.33) 3.79(0.41)
Anti-self-dealing level 3 2824 7.44(1.71) 3.96(0.20) 2.01(1.13) 3.96(0.20)
Anti-self-dealing level 4 3290 15.79(3.27) 3.18(1.13) 6.58(1.94) 3.18(1.13)
Anti-self-dealing level 5 1938 11.30(2.63) 4.32(0.84) 3.95(1.41) 4.32(0.84)

Table 2 
Correlation Analysis for  

Board Index and Takeover Index

This table reports the Pearson correlation 
coefficients for Board index and Takeover 
index for two index construction meth-
ods. Anti-self-dealing levels are the ranks 
of each country using its anti-self-dealing 
index with 1 indicating the weakest inves-
tor protection and 5 indicating the stron-
gest protection. (*** at the 0.01 significant 
level, ** at the 0.05 significant level, and * 
at the 0.1 significant level)

Method 
I

Method 
II

Rule of 
Law

Common Law -0.391*** -0.398***
Civil Law -0.075** -0.058**

Legal 
Origin

English -0.391*** -0.398***
French 0.008 0.098***
German 0.001 -0.011
Scandinavian 0.126* 0.098*

Anti-self-
dealing

Level 1 0.060 0.028
Level 2 0.081** 0.078**
Level 3 -0.170*** -0.170***
Level 4 -0.092*** -0.119***
Level 5 -0.343*** -0.313***
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shown in Table 4, column 2 provides the results 
from the panel OLS regression when we divide 
countries using the rule of law. The estimates are 
for civil law countries and the interaction term 
Board_index*Common indicates the difference 
between civil and common law countries. For 
civil law countries, there is no significant corre-
lation between Board index and Takeover index, 
but the interaction term suggests that common 
law countries exhibit a negative relation and the 
relation is significant at 0.001 level. The results 
also suggest that firms’ adoption of takeover at-
tributes are significantly influenced by firm level 
characteristics, such as size, leverage, institution-
al ownership, and insider holdings (closely held 
shares). Our results indicate that with control of 

board of directors, smaller firms with less lever-
age and lower institutional holdings intend to 
have higher market control in their governance 
structure, while firms with higher insider hold-
ings have less market control.  

We further divide the civil law countries into 
three legal origins as French, German, and Scan-
dinavian. As shown in column 3 (the presented 
estimates are for English origin countries), the 
negative coefficient of variable Board index sug-
gest that there is a significant substitution effect 
for English origin countries. Because the Eng-
lish origin has the same countries as common 
law countries, the results listed in column 3 can 
also been interpreted as the results for common 

law countries. All of the three interaction terms 
(Board_index*French, Board_index*German, 
Board_index*Scandinavian) are significant at 
0.001 level, which indicates that the interaction 
effect between takeover index and board index 
are significantly different from English origin 
countries. Furthermore, the magnitudes of the 
coefficients of the interaction terms are positive 
and greater than English origin countries, which 
suggest that the interaction effect for other legal 
origins might become complimentary. However, 
after using the Wald’s test to exam the signifi-
cance of the combined coefficient of Board index 
and the interaction terms, we do not find any sig-

nificant difference. It suggests that there are no 
significant interaction effects between Board and 
Takeover for French, German, and Scandinavian 
legal origin countries.   

To check if the results are sensitive to panel re-
gression methodologies, we apply the ordered 
Probit model with pooled observation and er-
ror terms clustered at firm level as an alternative 
model. The results are listed in column 3 and 5. 
The results from the Probit model agree with the 
previous results. It indicates that our results are 
not sensitive to the regression methodology. 

Table 3 
Summary Statistics of Firm Characteristics

This table summarizes the descriptive statistics for the firm level characteristics. The median val-
ues are reported. N is number of observation. Closelyheld (%) is the percentage of insider holdings 
over total shares outstanding. Annualret is annual return. Q is the Tobin’s Q. Lat is the ln(total 
assets). Leverage(%) is ratio of long-term debt to total asset. Volatility is the standard deviation 
of the firm’s monthly returns over a year. Ownership is the percentage of institutional share hold-
ing over total share outstanding. CapEx/Sales is the percentage of capital expenditure over sales. 
PPE/Assets is the ratio of PP&E over total assets. Anti-self levels are the rank of each country us-
ing its anti-self-dealing index with level 1 indicating the weakest investor protection and level 5 
indicating the strongest protection. All variables are winzorized at 1% and 99% level.

N Closely-
held (%)

Annual-
ret

Q Lat Lever-
age 
(%)

Volatility Ownership 
(%)

CapEx/
Sales 
(%)

PPE/ 
Assets 

(%)

Civil 4809 30.74 0.15 1.18 15.19 22.96 0.07 11.16 3.59 30.56
Common 5123 13.57 0.16 1.47 15.20 21.92 0.07 39.91 3.56 13.05

English 5123 13.57 0.16 1.47 15.19 21.92 0.07 39.91 3.56 13.47
French 1207 40.29 0.17 1.23 15.45 29.02 0.06 13.03 4.03 26.38
German 3197 29.26 0.14 1.15 15.16 19.36 0.07 9.40 3.44 31.88
Scandina-
vian 405 28.23 0.22 1.31 14.81 25.62 0.07 25.76 3.89 21.12

Anti-self 
level 1 580 28.07 0.18 1.25 14.74 24.63 0.07 14.97 3.84 29.09

Anti-self 
level 2 1300 36.93 0.18 1.25 15.67 26.09 0.07 17.13 3.69 21.65

Anti-self 
level 3 2824 29.12 0.14 1.14 15.11 19.72 0.08 8.66 3.48 34.04

Anti-self 
level 4 3290 9.93 0.13 1.51 15.73 22.85 0.06 61.25 3.55 7.07

Anti-self 
level 5 1938 29.89 0.20 1.39 14.19 20.02 0.07 21.64 3.73 30.21

Table 4 
Panel Regressions of Tradeoff Effects between Takeover and Board Index

This table reports the panel regression results of OLS and ordered Probit for countries grouped 
by rule of law and legal origin using index construction method I. The dependent variable is 
Takeover index. For the explanatory variables: Board index is self explanatory, Annualret is the 
stock annual return, Q is the Tobin’s Q, Ln(assets) is the natural log of total assets, Leverage is 
the ratio of long-term debt over total asset, Volatility is the standard deviation of monthly stock 
returns over a year, Closelyheld is the percentage of insider holdings over total shares outstanding. 
All models are controlled with year, industry and country fixed effects. The standard errors are 
clustered at firm level for all models. (*** at the 0.01 significant level, ** at the 0.05 significant 
level, and * at the 0.1 significant level)

Dependent Variable: Takeover Index
Grouped by Rule of law Grouped by Legal Origin

OLS Probit OLS Probit

Board Index 0.014 0.012 -0.037*** -0.050***
Annualret -0.001 0.003 -0.003 -0.003
Q -0.004 0.001* 0.007 0.008
Ln(assets) -0.021** -0.037** -0.023** -0.044**
Leverage -0.002** -0.003* -0.002** -0.002
Volatility 0.505* 0.658* 0.482* 0.619
Ownership -1.609*** -2.189*** -1.582*** -2.121***
Closelyheld 0.219*** 0.335*** 0.238*** 0.385***
Board_index*French 0.063*** 0.094***
Board_index *German 0.055*** 0.073***
Board_index *Scandinavian 0.061*** 0.097***
Board_index *Common -0.051*** -0.061***
Country Dummy Yes Yes Yes Yes
Industry Dummy Yes Yes Yes Yes
Year Dummy Yes Yes Yes Yes
R-square 0.315 0.271 0.316 0.276
Observation 9673 9673 9673 9673
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Although the results have demonstrated a distin-
guishable difference of interaction effects across 
legal regimes, it is reasonable to argue that legal 
regime is a too broad definition. The rule of law 
and legal origins might capture noises that are 
not related to corporate governance. Because 
the purpose of a firm’s governance structure is 
to increased minority investors’ confidence on 
their investment, it would be more appropriate 
to present countries’ legal regime using a more 
direct measurement of investors’ protection. To 
address this concern, we utilize the newly devel-
oped anti-self-dealing index by Djkanov et. al. 
(2008). This index provides numeric measure-
ment of the investor legal protection with focuses 
on disclosure, approval, and litigation to govern a 
specific self-dealing transaction. One advantage 
of this continuous measurement of legal protec-
tion allows us to use a country random effects 
model similar to Durnev and Kim (2005). The 
main reason to use the random effects model is 
that the observations of individual firms in a giv-
en country are not independent. Moreover, our 
sample only consists of a fraction of total popu-
lation in each country (Durnev and Kim (2005) 
and Greene (1997)). The model is specified as fol-
lowing with year and industry fixed effect:

Takeover_indexi,t = ak + at + b1 * Board_indexi,t + b2 
* (Board_indexi,t * Anti_self ) + b3 * Anti_self + g 
* Zi,t + ei,t

where, Takeover_indexi,t indicates the Takeover 
index of firm i in year t.  ak and at indicate the 
industry-fixed effect and the year-fixed effect, re-
spectively. Anti_self presents the anti-self-dealing 
index and  Zi,t indicates a set of control variables. 

The results are presented in the Table 5.  We pres-
ent three models in this table: country fixed ef-
fect, country random effect, and country fixed 
effect Probit model. The anti-self-dealing index 
ranges from 0 to 1 with 0 indicating the weak-
est protection and 1 presenting the strongest 
protection. All three models give similar results. 
The positive coefficient of Board index suggests 
that there is a significant complimentary effect 
among Takeover and Board index. Because we 
introduce the interaction term into the model, 
the positive coefficient should be interpreted as 
the results for firms with anti-self-dealing index 

value of 0, which means firms with no anti-self-
dealing protection. It suggests that Takeover in-
dex and Board index reinforce each other when 
there is no investor protection. However, because 
no investor protection is an extreme and it is un-
likely to occur in any economy, the positive co-
efficient is actually a model’s projection and the 
interpretation of this positive coefficient should 
be with precaution. The more interesting result is 
the coefficient of the interaction term of Board_
index*anti_self_dealing. In all three models, it is 
negative and significant at 0.001 level and larger 
than the coefficient of Board index. This negative 
coefficient indicates a significant substitution 
effect that associated with investor legal protec-
tion. It suggests that the higher legal protection 
would make board and takeover index become 
substitutes. In other words, strong legal protec-
tion would allow firms trade off the monitor-
ing powers provided by board of directors and 
market for corporate control. The Probit model 
provides evidence that our findings are robust to 
regression methods. Compared to the results in 
Table4, the coefficients of firm level characteris-
tics in Table 5 (such as size, leverage, ownership, 
and closelyheld) have the same sign and compa-
rable magnitude.  Although we adopt the anti-
self-dealing index as a more direct measure of 
investor protection, we do not observe any mean-
ingful difference from using rule of law and legal 
origins.  We interpret this similarity as evidence 
that the different interaction effects between 
Takeover and Board index across legal regimes 
are mainly due to the investor protection varia-
tion than other factors. 

It is well known that firms’ governance mecha-
nisms are simultaneously determined. To ad-
dress the potential endogeneity problem associ-
ated with the choice of firm level governance 
mechanisms, we use the 3SLS method to check 
if the interaction effects are robustly significant. 
We first regress each endogenous variable (the 
Board index and Takeover index) on all of the 
exogenous variables. We then regress each en-
dogenous variable on the fitted value of the other 
one from the first stage, plus the appropriate ex-
ogenous variables. We then run GLS on the stage 
two regressions with the covariance matrix that 
allows for correlation across the two equations. 
Following Gillan et. al. (2006), we use Cap Ex/

Sales and PP&E/Assets as our choices of instru-
ment that influence board design (through costs 
and benefits of board monitoring), but not di-
rectly influence the choice of charter provisions. 
The results are provided in Table 6. Column 2 
and 3 are results for using legal origin to group 
countries and column 4 and 5 are results for rule 
of law, respectively. The results in column 2 and 
3 are the estimates for English origin countries. 
Both equations indicate a strong substitution ef-
fect between the Takeover index and the Board 
index. As the results in column 2, the magnitude 
of the coefficients of interaction terms (Board_
index*French, German, and Scandinavian) are 
less than coefficient of anti takeover for English 
origin countries, although all the coefficients of 

the interaction terms are positive and significant 
as before. As for the results in column 3, we do 
not observe the significant interaction terms, 
which means no differences between legal ori-
gins observed in this equation. When we group 
countries using rule of law, we obtain the similar 
results that the interactions between takeover 
and board index are significantly different be-
tween common and civil law countries. Com-
mon law countries exhibit a significant negative 
(substitution) effect. Unlike previous models (as 
in Table 4), 3SLS model suggest a significant pos-
itive (complementary) interaction between Take-
over and Board index. Although the minor dif-
ferences existed 3SLS and our previous models, 
the significant substitution effect for common 

Table 5 
Panel Regressions of Tradeoff Effects using Anti-self-dealing Index

This table reports the country fixed and random effect regression and the ordered Probit regression 
results using anti-self-dealing index as the measure of investor protection. The dependent variable 
is Takeover index. For the independent variables: annualret is stock annual return, Q is the To-
bin’s Q, Ln(assets) is the natural log of total assets, leverage is the ratio of long-term debt over total 
asset, volatility is the standard deviation of monthly stock returns over a year, closelyheld is the 
percentage of insider holdings over total shares outstanding. Anti_self _dealing is the anti-self-
dealing index developed by Djankov et al. (2008) with range of 0 to 1. All models include year 
and industry fixed effects. (*** at the 0.01 significant level, ** at the 0.05 significant level, and * 
at the 0.1 significant level)

Dependent Variable: Takeover Index
OLS  

(Fixed Effect)
OLS  

(Random Effect)
Probit  

(Fixed Effect)
Board Index 0.054*** 0.021** 0.060***
Board*Anti_self_dealing -0.109*** -0.048*** -0.131***
Anti_self_dealing 1.874*** 0.158 2.477***
Annualret -0.051 -0.035* 0.009
Q 0.010 0.011 0.010
Ln(assets) -0.018** -0.002 -0.030*
Leverage -0.002*** -0.001*** -0.002*
Volatility 0.659*** 0.451*** 0.863**
Ownership -1.554*** -0.178*** -2.099***
Closelyheld 0.218*** 0.124*** 0.326***
Country Dummy Yes Yes
Industry Dummy Yes Yes Yes
Year Dummy Yes Yes Yes
R-square 0.265 0.239 0.281
Observation 9673 9673 9673
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law/English origin countries remain unchanged. 
3SLS provides evidence that our findings are not 
affected by potential endogeneity. Unlike Gillen 
et. al.’s (2007) study, we are unable to draw any 
conclusion on the causality because the signifi-
cant relations existed in both equations. 

Conclusions

We provide evidence that the interac-
tions among firm-level governance mecha-
nisms are significantly different across legal 
regimes. For the English-origin (common 
law) countries, there is an obvious substitu-
tion effect between market for corporate con-
trol (takeovers) and monitoring mechanism 
provided by board of directors. The result 
suggests that the firms with strong board of 
directors intend to have weak market for cor-
porate control.  For civil law countries, we 
do not observe any significant interaction 
effects among these two governance mecha-
nisms. After we divide the civil law countries 
into different legal origins, i.e. French, Ger-
man, and Scandinavian origin, we still do not 
find any significant interaction effect. Using 
the anti-self-dealing index (Djankov et. al. 
(2006)) as a more direct measure of investor 
protection, we provide further evidence to 
show that the level of investor legal protection 
plays a significant role in determining the in-
teraction effects. Our results suggest that the 
firms in strong legal protection regimes in-
tend to adopt governance attributes in a way 
that trade off the monitoring power of internal 
and external governance mechanisms, which 
can translate into the tradeoff between costs 
and benefits. In weak investor protection 
countries, firms adopt a governance structure 
without observable patterns. Since the firm-
level governance attribute is costly to adopt, 
the substitution (tradeoff) effects suggest that 
the higher legal protection might allow firms 
to adopt their governance structure in a more 
optimal (economy) way. 

A concern of this study is the endogene-
ity problem associated with the firms’ adop-
tion of governance mechanisms. Although the 
3SLS results provide evidence that the results 
are not biased, the instrument variables do 

not exhibit strong significance as expected. It 
might suggest that the instruments used in US 
study by Gillan et. al. might not work as good 
for international firms. 

Theoretical study predicts (John and 
Kedia (2002)) that governance mechanisms 
serve as substitutes in an optimal structure 
at different economies. Our study provides 
empirical evidence supporting this prediction 
only for strong legal protection environment, 
which implies that the governance structure 
under strong legal protection is closer to op-
timal structure.  Our study of firm level gov-
ernance mechanisms in the cross country 
framework can be important because the out-
come of this study not only offers us a deeper 
understanding of the working mechanisms of 
corporate governance, but also has important 
policy implications and implications for mar-
ket participants who are interested in invest-
ing in foreign markets.  

Table 6 
Three-Stage-Least-Square Analysis of Tradeoff Effect between Takeover and Board Index

This table summarizes the results of 3-stage least square regression of the Board index and Take-
over index using legal origin and rule of law to classify the countries. For the explanatory vari-
ables: annualret is the annual return, Q is the Tobin’s Q, Ln(assets) is the natural log of total 
assets, leverage is the ratio of long-term debt over total asset, volatility is the standard deviation of 
monthly stock returns over a year, closelyheld is the percentage of managerial ownership over total 
shares outstanding. Market Cap is the market capitalization. GDPC is GDP per capita. Cap 
Ex/Sales is the ratio of capital expenditure over sales and PP&E is the ratio of PP&E over total 
assets. Anti_director is the anti-director index developed by Djankov et al. (2008) with range of 
0 to 1. CapEx/Sales and PP&E/Assets serve as the instruments. (*** at the 0.01 significant level, 
** at the 0.05 significant level, and * at the 0.1 significant level).

Grouped by Legal Origin Grouped by Rule of Law
Dependent Variable Dependent Variable 

Takeover  
Index 

Board  
Index

Takeover  
Index

Board  
Index

Board Index -0.323*** 0.538***
Takeover Index -1.953*** 87.558***
Cap Ex/Sales 0.006 0.069**
PP&E/Assets -0.024 -0.230*
Annualret -0.098*** -0.250*** 0.019 -1.176***
Q 0.043*** 0.126*** -0.044*** 0.580***
Ln(assets) 0.076*** 0.276*** -0.070*** 0.675***
Leverage -0.002*** -0.006*** -0.001 -0.006
Volatility 0.402* 0.736 -0.046 -7.732**
Ownership -0.430*** 3.018*** -2.660*** 20.613***
Closelyheld 0.350*** -1.265*** 0.263*** -2.749***
Market Cap -0.119*** -0.698*** 0.414*** 0.300
GDPPC -0.841*** -2.232*** -0.698*** -3.364***
Takeover_index*French -0.104
Takeover_index *German -0.070
Takeover_index *Scandinavian 0.052
Takeover_index  *Common -83.554***
Board_index *French 0.090***
Board_index  *German 0.073***
Board _index *Scandinavian 0.086***
Board_index  *Common -0.451***
Industry Dummy Yes Yes Yes Yes
Year Dummy Yes Yes Yes Yes
R-square 0.329 0.329 0.256 0.256
Observation 7498 7498 7498 7498
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Appendix A

Based on ISS’s classification, boards of director 
and anti takeover provisions contain the follow-
ing attributes. * indicates the attributes used in the 
index construction method II. 

Board of Directors 

1.	 All directors attended 75% of the board 
meetings or had a valid excuse

2.	 CEO serves on the boards of two or 
fewer public companies*

3.	 Board is controlled by more than 50% 
independent outside directors*

4.	 Board size is at greater than 6 but less 
than 15*

5.	 CEO is not listed as having a related-
party transaction

6.	 No former CEO on the board
7.	 Compensation committee comprised of 

solely of independent outsiders*
8.	 Chairman and CEO are separated or 

there is a lead director*
9.	 Nominating committee comprised solely 

of independent directors*
10.	 Governance committee exists and met in 

the past years*
11.	 Shareholders vote on directors selected to 

fill vacancies
12.	 Governance guidelines are publicly 

disclosed
13.	 Annually elected board (no staggered 

board)*
14.	 Policy exists on outside directorships 

(four or fewer boards is the limit)*
15.	 Shareholders have cumulative voting 

rights*
16.	 Shareholder approval is required to 

increase/decrease board size
17.	 Majority vote requirement to amend 

charter/bylaws (not supermajority)*
18.	 Board has the express authority to hire 

its own advisors
19.	 Performance of the board is reviewed 

regularly
20.	 Board approved succession plan in place 

for the CEO
21.	 Outside directors meet without CEO 

and disclose number of times met

22.	 Directors are required to submit resigna-
tion upon a change in job

23.	 Board cannot amend bylaws without 
shareholder approval or can only do so 
under limited circumstances

24.	 Does not ignore shareholder proposal
25.	 Qualifies for proxy contest defenses 

combination points    

                                                                                

Anti-Takeover Provisions

1.	 Single class, common*
2.	 Majority vote requirement to approve 

mergers (not supermajority)*
3.	 Shareholders may call special meetings*
4.	 Shareholder may act by written consent*
5.	 Company either has no poison pill or a 

pill that was shareholder approved*
6.	 Company is not authorized to issue 

blank check preferred*
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Introduction

Thomas Paine famously said, “These are the 
times that try men’s souls” (Farley, 1994, p. 47). 
Stressful situations can be one such time in the 
leader’s life. As one of the leadership traits that 
relate to perceived effectiveness (Yukl, 2006), a 
leader’s ability to cope in stressful situations is 
one of the measures affecting positive or negative 
attribution by followers (Klein, 1976). Cogni-
tive Resource Theory (Fiedler & Garcia, 1987) 
predicts that perceived higher stress moderates 
the relationship between job relevant experience 
(rather than cognitive ability) and performance. 
For instance, Potter & Fiedler (1981) studied 
U. S. Coast Guard supervisory staff, obtain-
ing measurements for intelligence, tenure (past 
experience), performance, and stress with boss. 
The median correlation between intelligence and 
performance under low boss stress was .07, while 
under high boss stress it was -.25. Conversely, the 
median correlation between experience and per-
formance under low boss stress was -.03, while 
under high boss stress it was .44. Research has 
supported the diverse application of this theory 
(Avery, Tonidandel, Griffith, & Quinones, 2003; 
Chajut & Algom, 2003; Judge, Colbert, & Ilies, 
2004; Potter & Fiedler; Tucker et al., 2009; 
Wiener, Arnot, Winter, & Redmond, 2006). Al-
though Fiedler and Garcia’s model measured past 

experience by tenure in the same position, Avery 
et al. broadened that measurement by including 
experience in the follower’s job and experience in 
past leadership stress situations. 

Missing from the theory and research is what ef-
fect a belief in God as an agent of control has on 
CRT. Weaver, Flannelly, Garbarino, Figley, and 
Flannelly (2003) listed research that consistently 
predicted the correlation between spiritual be-
lief and stressful circumstances (see also Weaver, 
Flannelly, Case, & Costa, 2004; Weaver, Parga-
ment, Flannelly, & Oppenheimer, 2006; Weaver, 
Strock, Flannelly, Flannelly, & Krause, 2005). 
Given this relationship, a stronger belief that 
God controls circumstances (God-Locus of Con-
trol) will lead to a buffering of the perception and 
effects of stress. This work will provide a theoreti-
cal basis for a model that explains the relation-
ship of God-locus of control to CRT as well as 
recommendations for further research.     

Theoretical Background

There are two primary theories that interact in 
the model to be proposed – Cognitive Resource 
Theory and Locus of Control Theory. Prior to 
presenting how they interact, a background of 
relevant research in each theory is appropriate.

Effects of God Control on  
Cognitive Resource Theory

Russell L. Huizing
Pleasantview Alliance Church 

Saegertown, Pennsylvania

ABSTRACT
Fiedler and Garcia’s (1987) Cognitive Resource Theory (CRT) predicts that when 
perceived job stress is higher, a leader’s job-relevant experience (rather than 
cognitive ability) will positively relate with performance. Research has shown 
Locus of Control (LOC) and spirituality affect perception of stress. God-Locus of 
Control (G-LOC), which combines aspects of both spirituality and LOC, should 
accurately predict how one perceives and reacts to higher stress, thus, altering 
the prediction of CRT. This work presents a model representing the relationship 
between G-LOC and CRT, relevant propositions, and a recommended method of 
research. This work adds to the knowledge of CRT, broadens the understanding of 
LOC, and increases insight into the impact of spirituality on leadership.



Russell L. Huizing Effects of God Control on Cognitive Resource Theory

56
International Journal of the Academic Business World

57
 

Fall 2010 (Volume 4 Issue 2)

Cognitive Resource Theory

A significant role for leaders is problem solv-
ing and decision-making. This seems intuitive 
in light of the emphasis that employers place 
on these skills when hiring (Yukl, 2006). Con-
trary to this, Fiedler (1993) noted research that 
consistently found low correlations between 
cognitive ability (seemingly, a necessary compo-
nent of problem solving and decision-making) 
and performance. Similarly, given the fact that 
work experience is a primary consideration in 
hiring and promotion, one would expect a rela-
tionship to exist between job-related experience 
and performance. However, once again, Fiedler 
noted research that consistently found only low 
correlations between experience and perfor-
mance. Cognitive Resource Theory, developed 
by Fiedler and Garcia (1987), examines the con-
ditions where intelligence and experience relates 
to performance (Yukl). The theory grew out of 
and is linked to Fiedler’s Contingency Model of 
Leadership Effectiveness (Chemers & Ayman, 
1993). Fiedler believed that the Contingency 
Model and CRT were closely related since both 
attempted to understand the leader’s personality 
and attributes and their relationship to behavior 
and performance especially when moderated by 
stress (Hooijberg & Choi, 1999). 

Using the empirical data from Fiedler’s research 
on Least Preferred Co-Worker Contingency 
Theory (Chemers, 2002; Vecchio, 1988; Yukl, 
2006) and studies designed specifically to test 
CRT (Fiedler, Murphy, & Gibson, 1992), Fiedler 
and Garcia showed that the cognitive resources 
of a leader – specifically, intelligence and expe-
rience-based knowledge - were significantly im-
pacted by the amount of stress that a leader was 
experiencing (Chemers; Vecchio; Yukl). Fiedler 
(1993) cited Berry (1986) when he defined intel-
ligence as “the end-product of individual devel-
opment in the cognitive-psychological domain.” 
This definition excluded motor, emotional, and 
social intelligences. Fiedler defined work experi-
ence as current job tenure. Though other facets 
of experience existed, Fiedler chose this defi-
nition because of its ease of measurement and 
high reliability (Fiedler). Types of stress included 
unattainable goals from a supervisor, frequent 
emergencies, time constraints in the work envi-

ronment, or conflicts with subordinates (Avery 
et al., 2003; Yukl).

Fiedler, Potter, Zais, and Knowlton (1979) pro-
vided a summary of the early research that would 
develop into CRT. Out of the Potter and Fiedler 
(1981) research emerged the general contours of 
CRT. In the Potter and Fiedler research, the posi-
tive correlation of intelligence and performance 
under stress was not supported though it was in 
the expected direction (r=.16, N=60). However, 
the negative correlation of intelligence and per-
formance under high stress was supported (r=-
.27, N=51, p<.05). Additionally, the prediction 
of no correlation between experience and per-
formance under low stress (r=.03, N=48, p<.01) 
and the correlation between experience and high 
stress (r=.44, N=48, p<.01) were both support-
ed. This initial study focused on stress related to 
the relationship with a boss, however, later re-
search by Fiedler and others expanded the types 
of stress tested for CRT (Fiedler, Murphy, et al.) 
with similar findings. Judge et al. (2004) provid-
ed meta-analytic support, consistent with CRT, 
that the use of cognitive ability had a negative 
correlation to stress. To further test the theory, 
Judge et al. removed all studies associated with 
Fiedler and CRT and measured studies that in-
cluded the same variables and relationships. They 
found the same mean correlation in this adjusted 
meta-analysis, further corroborating CRT.

Fiedler (1993) found that when leaders were un-
der low stress from their boss, they relied more 
on their cognitive ability than their experience. 
Leaders in this scenario were able to use their 
intelligence for successful problem solving and 
decision-making (Chemers, 2002). Conversely, 
when leaders were under high stress from their 
boss, they relied more on their experience than 
their cognitive ability (Fiedler). In these stressful 
scenarios, leaders with relevant experience–based 
knowledge performed excellently (Chemers). 
Fiedler hypothesized that work experience posi-
tively affected performance because leaders had 
developed useful patterns of dealing with prob-
lems (Yukl, 2006). Another hypothesized reason 
for this phenomenon was that under stress the 
leader reverted to learned behavior from experi-
ences rather than treating the problem as a new 
experience (Yukl). Fiedler also posited that this 

phenomenon happened because cognitive abil-
ity interfered with experience and experience 
interfered with cognitive ability (Fiedler). These 
interferences occurred in such a way that a leader 
cannot act reflexively based on learned experi-
ence while at the same time thinking creatively 
and analytically (Hooijberg & Choi, 1999). 
Fielder’s initial studies also found that cognitive 
ability correlated negatively with performance 
when stress is low and performance correlated 
negatively with cognitive ability when stress is 
high (Fiedler). To explain this, Fiedler hypoth-
esized that stress produced behavior that is cog-
nitively simpler in nature. Rather than thinking 
through problem-solving and decision-making 
techniques, the leader under high stress relied 
on past experience for behavior. Perhaps in many 
stressful situations these correlations with per-
formance would be inconsequential. However, 
specifically in scenarios where leaders are re-
quired to use creativity and intellect, they may 
find themselves ill equipped for the performance 
expected (Beach, 1993). Fiedler and Garcia 
(1987) also found that if a leader is directive and 
subordinates require guidance, then both leader 
cognitive ability and past experience combine to 
contribute to performance (Yukl). If the leader 
has low ability in the assigned task but the group 
has high ability, then a participative leader (non-
directive) is more effective (Yukl). If the task is 
routine and the subordinates understand how to 
accomplish it, then neither cognitive ability nor 
experience relate to performance (Yukl). Chajut 
and Algom (2003) reviewed research on stress 
and identified three primary explanations for the 
results from CRT. The first, attention view, pre-
dicts that task-relevant characteristics increase 
under stress because of selective reduction in the 
attention paid to task-irrelevant characteristics. 
The second, capacity-resource, predicts that stress 
instinctively decreases all but critically necessary 
abilities. Finally, ironic process predicts that 
stress decreases abilities but that task-relevant 
characteristics become highly accessible. Chajut 
and Algom researched all three approaches and 
found that under stress selectivity became more 
focused, which is consistent with the attention 
view.

Though Fiedler defined past experience in 
terms of current job tenure, other research has 

broadened this definition to include work ex-
perience in other positions, relevance of those 
experiences, training experience, experience in 
subordinate’s position, high stress experience, 
and high stress success (Avery et al., 2003; Bud-
dhavarapu, 2007). Researchers developed these 
broader definitions in recognition that knowl-
edge, skills, and abilities are not acquired simply 
through time spent on the current job (Avery et 
al.). Buddhavarapu found that training experi-
ence related to perceived leader performance but 
that tenure related to objectively measured leader 
performance. Unfortunately, Buddhavarapu’s 
research did not contain a variable of perceived 
high stress, which is a significant component of 
this theory. The research of Avery et al. (2003) 
found support for three previously unmeasured 
variables: (a) experience in the subordinate’s job, 
(b) past high stress experience, and (c) success in 
past high stress experiences. 

CRT is not without its critics. Weaknesses of the 
theory include its early reliance on data collected 
for LPC contingency model that was reanalyzed 
for CRT (Chemers, 2002; Vecchio, 1988; Yukl, 
2006). Fiedler, Murphy, et al. (1992) attempted 
to dispel this early on. Since then other research 
supporting CRT has broadened its analysis 
(Judge, et al., 2004). Fiedler used tenure in the 
same position in his early research as the basis 
for experience. As noted earlier, research has 
also broadened beyond this limited measure-
ment. However, similar problems surface even 
with these broadened definitions of experience. 
For example, Fiedler’s theory does not determine 
whether experience follows from past experience 
or from other factors such as a naturally higher 
stress tolerance or stronger support relationships 
that assist during times of stress (Yukl). Vecchio 
(1988) suggested that CRT becomes little more 
than a validation attempt of LPC, which has its 
own problems of definition and measurement. 
Though Vecchio (1988) agreed that the theory by 
itself offered new insight into leadership behav-
ior, the connection to the Contingency Model 
seemed less viable. Additionally, Vecchio (1990) 
noted that Fiedler and Garcia (1987) stated the 
hypothesis within CRT that related to stress and 
performance as a null hypothesis (specifically, “If 
a leader is under stress, leader intellectual abili-
ties will be diverted from the task. As a result, 
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measures of leader intelligence and competence 
will not correlate with group performance when 
the leader is under stress,” p. 141). Due to this, it 
is difficult to infer from it that the theory is true 
even though Fiedler’s research showed the hy-
pothesis to be true (Vecchio, 1990). However, as 
Fiedler, Murphy, et al. (1992) noted, research had 
already stated this hypothesis in positive terms 
(for instance, “The staff member’s experience will 
be more positively correlated with performance 
when stress with boss is high and the task is rela-
tively structured rather than unstructured,” Pot-
ter & Fiedler, 1981, p. 363). Thus, although crit-
ics have raised concerns, the full scope of CRT 
research has supported the theory as a viable in-
sight into leadership behavior.

Locus of Control Theory

Rotter’s Social Learning Theory introduced the 
concept of Locus of Control (LOC). This con-
cept predicts the degree to which an individual 
believes their behavior determines outcomes 
(Ivancevich, Konopaske, & Matteson, 2008). It 
is important to note that this concept does not 
determine whether particular behaviors will de-
termine the outcome but instead whether any 
behavior will assist in determining the outcome 
(Furnham & Steele, 1993). The theory predicts 
that a person with an internal locus of control 
(I-LOC) perceives that outcomes are dependent 
on personal behavior or characteristics (Förster-
ling, 1996). On the other hand, external locus of 
control (E-LOC) is when one perceives that out-
comes are dependent on forces outside the indi-
vidual (Yukl, 2006). In 1966, Rotter developed 
the 29 item self-reported Internal-External Con-
trol scale to measure LOC (Furnham & Steele).  

I-LOC has been linked with many favorable 
characteristics: high levels of effort, motivation, 
job performance, job satisfaction, responsibility 
(for their own actions and organizational per-
formance), proactive planning, confidence, flex-
ibility, learning, initiative, demonstrating a need 
for less supervision, a preference for participative 
leadership, as well as non-organizational per-
sonal benefits (Spector, 1982; Ivancevich, et al., 
2008; Welton, Adkins, Ingle, & Dixon, 1996; 
Yukl, 2006). Research has suggested that these 
characteristics develop because I-LOCs overesti-

mate the amount of control that they have in life 
(Shapiro, Schwartz, & Astin, 1996). This leads to 
higher optimism, overestimation of invulnerabil-
ity, and underestimation of risk (Shapiro, et al.). 
E-LOC, on the other hand, has been associated 
with a conformity to authority, preference for di-
rective leadership, lower scores on extroversion, 
lower emotional stability, possible ethical lapses, 
and counterproductive behavior (aggressiveness, 
sabotage, argumentation, and theft) when faced 
with frustration (Ivancevich, et al.; Spector, 
n.d.). Despite these differences, Spector (n.d.) 
noted that I-LOC does not necessarily lead to 
better performance. In tasks requiring initiative, 
I-LOCs are likely to perform better (Ivancevich 
et al.). However, in tasks requiring high structure 
and routine, E-LOCs are likely to perform better 
(Ivancevich et al.). Thus, different types of jobs 
may require different types of LOC in order to 
optimize performance (Spector, n.d.). 

Early research of LOC showed that situational 
cues were the strongest influencer of the LOC 
perception (Furnham & Steele, 1993). However, 
Furnham and Steele further presumed that be-
low these immediate cues lay a generalized be-
lief about control that affected behavior over a 
variety of environments (Furnham & Steele). 
This generalized effect makes the LOC concept 
applicable across many studies. However, LOC 
is not without its conceptual problems. For ex-
ample, Furnham and Steele listed several prob-
lems often associated with research of LOC that 
researchers as early as Rotter have recognized. 
For instance, in order to validate the LOC mea-
surement, researchers must measure the valence 
for the outcome as well. Unless a researcher can 
demonstrate that the individual values the out-
come, LOC measurements cannot be validated. 
Another concern listed by Furnham and Steele 
is defensive externality. This occurs when the in-
dividual expresses one form of LOC in defense 
of expected failure but then acts in a different 
manner. To counteract this effect Furnham and 
Steele recommended at least one item be added to 
scales that normally elicits a particular response 
across populations. An opposite response would 
help in identifying this response. Yet another 
concern noted by Furnham and Steele is the ten-
sion between specificity and generality. Rotter 
developed his original theory, concept, and scale 

to measure a general tendency rather than pre-
dicting specific behavior in specific situations. To 
relieve this tension, researchers have developed 
scales designed to measure LOC in specific cir-
cumstances (e.g. Furnham; Spector, 1988). 

Rotter’s LOC scale was refined by Levenson’s 
(1974) Multidimensional Locus of Control scale 
by expanding the external forces to include pow-
erful others and chance (Jackson & Coursey, 
1988; Welton, et al., 1996). Despite these added 
dimensions, research done over several studies 
has shown a wide variety of results on how reli-
gious people score on LOC (Jackson & Coursey) 
both with Rotter’s original I-E Control scale and 
Levenson’s MLOC scale. An answer to this un-
expected result may come in the way that Leven-
son developed the powerful others items. Welton 
et al. suggested that the powerful other items do 
not distinguish between powerful other people 
and powerful other beings, such as God (Wel-
ton, et al.). Thus, when religious individuals took 
general LOC surveys, there may have been un-
certainty in how to answer questions regarding 
powerful others. Further complicating the inter-
section between LOC and belief in God is the re-
search on coping done by Pargament et al. (1988). 
They found three identifiable styles of coping for 
religious individuals: (a) self-directing, (b) defer-
ring, and (c) collaborative. Self-directing styles 
stressed personal agency, deferring styles stressed 
expectant waiting for God to act, and collabora-
tive styles stressed active personal exchange with 
God (Pargament et al.). Each of these styles has 
implications for the way that individuals with 
religious beliefs respond to LOC measures (Par-
gament et al.). Especially in individuals that 
have a collaborative style of coping, the tradi-
tional LOC items could be either confusing or ill 
equipped to measure this component of control 
(Welton et al.). Welton et al. added God control 
items (G-LOC) to the Multidimensional Lo-
cus of Control scale that did not correlate with 
I-LOC, powerful others, or chance items sug-
gesting a fourth dimension of LOC. Coefficient 
alpha values ranged from .82-.89 demonstrating 
a high internal consistency. Welton et al. also 
provided evidence of concurrent criterion-related 
validity by comparing higher God control scores 
with higher religiosity scores from other studies 
with results ranging from .65-.78. Despite this 

promising development, little research has built 
upon the work by Welton et al. (Holt, Clark, 
& Klem, 2007; Holt, Lewellyn, & Jo Rathweg, 
2005; Wallston et al., 1999).

Development of Proposed Model

Given this theoretical backdrop, it is possible 
to propose the relationship of G-LOC with the 
CRT model as shown in Figure 1. 

Among the many variables that can relate to 
stress the two proposed in this model are locus 
of control and spirituality (e.g. Magwaza & 
Bhana, 1991; Park, Cohen, & Herb, 1990; Soh, 
1986). Anderson, Hellriegel, and Slocum (1977) 
found that internals perceived less stress than 
externals (r=.61, p<.01). Shapiro et al. (1996) 
supported this finding noting that how an in-
dividual perceived control moderated how they 
perceived stress. However, Ganellen and Blaney 
(1984) warned that locus of control cannot be 
thought of as a unidimensional construct. Thus, 
research using locus of control should anticipate 
assessment of its different dimensions (i.e. inter-
nal, powerful others, chance, and, per Welton et 
al. (1996), God). In the case of the relationship 
between spirituality and stress, many research 
studies have shown spirituality buffers the 
effects of stress (Park et al.; Weaver, Flannelly, 
Case et al., 2004; Weaver, Flannelly, Garbarino 
et al., 2003; Weaver, Pargament et al., 2006; 
Weaver, Strock et al., 2005). Since locus of con-
trol affects perception of stress and spirituality 
buffers the effects of stress, a variable such as G-
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LOC, which combines aspects of both spiritual-
ity and locus of control, could accurately predict 
how one perceives and reacts to stress levels. 

Proposition 1: G-LOC is related to perceived job 
stress such that when G-LOC is 
higher, perceived job stress will be 
lower.  

According to CRT, under high stress situations, 
past experience will be a greater predictor of per-
formance than cognitive abilities (Fiedler & Gar-
cia, 1987). However, as already noted, G-LOC 
may buffer the perception and effects of stress. 
Thus, it is anticipated that a leader’s G-LOC will 
alter the effects of stress causing some changes 
in CRT’s predictions. In cases where G-LOC 
causes stress to be buffered, it is anticipated that 
cognitive ability would be correlated to perfor-
mance. However, in cases where G-LOC does 
not buffer stress or stress is low, it is anticipated 
that the CRT model would function as predicted 
by Fiedler and Garcia (1987). A visual representa-
tion of these anticipated outcomes is provided in 
Figure 2. 

In individuals where G-LOC is higher, it is an-
ticipated that there would be stress-buffering ef-
fects. Thus, unanticipated by CRT and despite 

a high stress situation, when there is higher G-
LOC the relationship of cognitive ability with 
performance will be stronger.

Proposition 2: When G-LOC is higher, the level 
of perceived stress moderates the 
relationship of cognitive ability 
with performance so that the posi-
tive relationship of cognitive abil-
ity with performance is stronger.

In individuals where G-LOC is lower, one would 
not anticipate that stress would be buffered and 
therefore results would be as predicted by CRT 
(that the positive relationship of past experience 
with performance would be stronger in high 
stress situations). Additionally, in situations 
where perceived job-stress is low, it is not an-
ticipated that either high or low G-LOC would 
significantly alter the situation any differently 
than what is predicted by CRT (that the posi-
tive relationship of cognitive ability with perfor-
mance would be stronger in low stress situations). 
In these three scenarios, this work refers to the 
propositions already predicted by CRT (Fiedler 
& Garcia, 1987).

Proposed Research Method

Part of the problem surrounding the research of 
the proposed model is in the measurement of the 
perception of stress. If G-LOC does indeed act 
as a buffer to stress then it may not be sufficient 
to request an individual to recall a random past 
stressful experience (Anderson et al., 1977). In 
the same manner, a stressful relationship with a 
particular individual (such as a boss) for one per-
son may not be stressful for another because of 
moderating variables such as G-LOC. This work 
recommends, therefore, that the population con-
sist of individuals who have experienced broadly 
recognized high stress situations within their job 
environment. Examples might include radical or-
ganizational change, natural disaster (Anderson 
et al.), unreasonable time demands, or the threat 
of job loss (Avery, et al., 2003).   

A researcher can obtain quantitative analysis of 
the model’s variables through various instru-
ments and measures. To measure G-LOC, it is 
recommended to follow the research of Welton 

et al. (1996). Their use of Levenson’s Multidi-
mensional Locus of Control scale grounds the 
measurement in a highly reliable instrument as 
shown by Furnham and Steele (1993) (Kuder-
Richardson .64-.78, Split-half .62-.64, Test-re-
test .62-.91). Furnham and Steele also listed the 
various validity tests that have been done on this 
scale (concurrent, construct, and discriminant). 
The additional items recommended by Welton et 
al. showed internal consistency (α=.84-.89) and 
concurrent criterion-related validity. To mea-
sure Stress, it is recommended that the Stress 
Diagnostic Survey (SDS) (Ivancevich & Mat-
teson, 1980 as cited in Fields, 2002) be used. 
This scale measures eight job stress variables and 
seven organizational stress variables allowing for 
a comprehensive analysis of job stressors. Inter-
nal reliability for the composite stress survey was 
between .92-.93 (Fields; Nelson & Quick, 1991). 
Construct validity was confirmed by Smeltzer 
(1987). To measure cognitive ability, it is rec-
ommended that the Wonderlic Personnel Test 
(WPT) (Wonderlic, 1992 as cited in Bell, Mat-
thews, Lassiter, & Leverett, 2002) be used. This 
test uses 50 items to measure general intelligence. 
Research has shown internal reliability (α=.88-
.94) (Matthews et al.). Matthews et al. showed 
alternate-form reliability results have ranged 
between .73-.95. They also listed test-retest reli-
abilities ranging from .82-.94. Matthews et al. 
listed numerous studies that showed concurrent 
validity. It is recommended that Performance 
Measures (PM) be obtained through standard, 
quantifiable performance measurement methods 
depending on the leaders and their field of lead-
ership. Following Fiedler and Garcia (1987) and 
much of the CRT research, it is recommended 
that Past Experience (PE) be measured through 
tenure.

For Proposition 1 to be accepted, a negative lin-
ear relationship must exist between G-LOC and 
SDS data. A Pearson Correlation Coefficient 
analysis will test this hypothesis (Green & Sal-
kind, 2008). A strong negative value for r with 
statistical significance (p<.05) will support the 
hypothesis that G-LOC has a buffering affect on 
perceived job stress.  

For Proposition 2 to be accepted, cognitive abil-
ity would need to be a better predictor of per-

formance when G-LOC is high (presuming the 
high stress environment recommended for the 
population). However, past experience would 
need to be a better predictor of performance 
when G-LOC is low (again, presuming the high 
stress environment recommended for the popu-
lation). Under high stress situations, the former is 
the outcome predicted by this work’s model and 
the latter is what CRT predicts. A Multiple Re-
gression analysis will test this hypothesis (Green 
& Salkind, 2008). It is anticipated that a Mul-
tiple Regression Analysis with SDS, G-LOC, 
WPT, and PE as predictors of PM will show a 
stronger relationship between WPT and PM 
when G-LOC is high. Additionally, a Multiple 
Regression Analysis with SDS, G-LOC, WPT, 
and PE as predictors of PM will show a stronger 
relationship between PE and PM when G-LOC 
is low.  

Implications for Further Research

There are several implications that surface from 
this proposed research. First, this research would 
provide further analysis of the CRT model. As 
Chemers (2002), Vecchio (1990, 1992), and Yukl 
(2006) have all noted, one of the weaknesses of 
CRT is its lack of broad research to support its 
primary hypothesis of varying predictors of per-
formance under different levels of stress. This 
research would provide some of the study need-
ed to clarify the validity of CRT. Second, this 
research would build upon Fiedler and Garcia’s 
(1987) model by determining the impact that 
spirituality, in the form of G-LOC, has on CRT. 
The results could broaden empirical knowledge 
of the affect of spirituality in leadership as sug-
gested by such theories as Servant Leadership 
Theory (Greenleaf, 1977) and Spiritual Leader-
ship Theory (Fry & Cohen, 2009). Third, this 
research will help to provide further analysis of 
God-locus of control as presented by Welton et 
al. Support for this fourth dimension of locus of 
control could help to explain some of the incon-
sistencies that have arisen when spiritually mind-
ed individuals have taken past LOC surveys 
(Jackson & Coursey, 1988). Therefore, the model 
developed in this work can provide a deeper un-
derstanding of the impact that spirituality has on 
performance in stressful situations.   

Running head:  EFFECTS OF GOD CONTROL ON COGNITIVE RESOURCE THEORY 13 

Thus, research using locus of control should anticipate assessment of its different dimensions 

(i.e. internal, powerful others, chance, and, per Welton et al. (1996), God). In the case of the 

relationship between spirituality and stress, many research studies have shown spirituality 

buffers the effects of stress (Park et al.; Weaver, Flannelly, Case et al., 2004; Weaver, Flannelly, 

Garbarino et al., 2003; Weaver, Pargament et al., 2006; Weaver, Strock et al., 2005). Since locus 

of control affects perception of stress and spirituality buffers the effects of stress, a variable such 

as G-LOC, which combines aspects of both spirituality and locus of control, could accurately 

predict how one perceives and reacts to stress levels.  
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Introduction

Ever since the industrial take-off period in Amer-
ican economic history the search to elucidate and 
replicate the achievements of flourishing com-
panies has been the modern equivalent of the 
search for El Dorado. Numerous causal factors 
have been attributed to why some companies are 
superior to others depending on one’s economic 
or social perspective. Greenwald (2007) asserted 
that while economists have typically attributed 
growth in aggregate economic activity to the 
introduction of technology, the decision to ap-
ply new equipment and other factors of produc-
tion in a systematic way is a management func-
tion. Greenwald stated that “microlevel studies 
at firms and even plants have consistently shown 
that most improvements in operating efficiency 
are attributable to the small, steady benefits of 
day-to-day management intervention, not to 
dramatic technological innovations or capital in-
vestments” (p. 3). However, a major obstacle to 
an articulate and reliable technique to explain 

the differences between thriving and unsuccess-
ful firms has been the dearth of high-quality data 
that reliably calculates the connection between 
management practices and economic perfor-
mance (Bloom & Van Reenen, 2007). 

One of the most underestimated and understud-
ied components of the American economy are 
family owned firms. As the Bush and Obama ad-
ministrations grappled with reviving the United 
States’ economy, they chose to invest billions of 
dollars in large financial institutions and manu-
facturing concerns. However, these size compa-
nies represent a tiny percentage of employers and 
relatively small generator of new jobs. Frequently 
overlooked in the rush to stimulate economic 
growth are these small, family owned businesses. 
According to the United States Small Businesses 
Administration, small businesses (500 or fewer 
employees) represent 99.7 percent of all employer 
firms, employ just over half of all private sector 
employees, pay 44 percent of total U.S. private 
payroll and have generated 64 percent of net new 

The Impact of Management Practices on the  
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ABSTRACT
Family owned firms comprise the bulk of businesses in the United States and make an enormous 
contribution to the economy. Considering the size and financial impact of this ownership group 
along with and its potential to generate jobs, it is important to examine how these firms are man-
aged. However, a central problem that economists have faced when attempting to account for “the 
effect of management” is determining precisely how management practices affect a company’s eco-
nomic performance. The purpose of this quantitative research investigation was to study the impact 
of management practices on the performance of family owned firms in the metropolitan areas of 
southeast, Wisconsin. The data for this research project was derived from a larger study (Keller, 
2009) conducted in late 2008 which sought to correlate firm management practices and economic 
outcomes. The examination revealed that management practices did not have an effect on the eco-
nomic performance of publically owned, privately owned and foreign owned enterprises located in 
southeast Wisconsin. However; when the data for family owned firms was closely examined, it was 
determined that their management practices had a statistically significant and positive impact on 
their economic performance compared to the other firm ownership types. 



Gary F. Keller Impact of Management Practices on Performance of Family/Privately Owned Firms Entering the Recession 

68
International Journal of the Academic Business World

69
 

Fall 2010 (Volume 4 Issue 2)

jobs over the past 15 years (SBA, 2010).  Fur-
thermore the greatest part of America’s wealth 
lies with family-owned businesses. Family firms 
comprise 80% to 90% of all business enterprises 
in North America (Astrachan & Shanker, 2003). 
Given the impact that family owned firms have 
on the economy, a careful analysis of how these 
companies are managed is a significant matter.

The type of data collected for this study was 
quantitative (interval and ratio scale) derived by a 
survey instrument that was closely patterned af-
ter one used and extensively validated by Bloom 
and Van Reenen (2006, 2007). The authors de-
veloped an 18 question survey that investigated 
the quality of management practices using a Lik-
ert-type 1 to 5 rating scale. The purpose of this 
quantitative study was to determine whether a 
firm’s management practices, defined by Bloom 
and Van Reenen (2007) as operations, monitor-
ing, targets and incentives, were related to its 
economic performance defined as increases/de-
creases in the number of employees. 

To accomplish the goal of studying the impact 
of management practices on the performance of 
family owned firms in the metropolitan areas of 
southeast, Wisconsin. A critical review of the rel-
evant peer-reviewed and scholarly literature was 
conducted. A survey composed of 15 general firm 
identifier questions and 18 management prac-
tices was sent to the chief executive officers of all 
682 qualified for-profit manufacturing and ser-
vice firms in the metropolitan areas of southeast 
Wisconsin. The survey instrument was based on 
Bloom and Van Reenan’s instrument which as-
sessed the effect that management practices had 
on large firms’ economic performance. Upon 
analysis of the survey data, it was determined 
that each of the four null hypotheses in this 
study, which sought to determine if relationships 
existed between management practices and the 
economic performance of various types of firms 
located in the metropolitan areas of southeast, 
Wisconsin, could not be rejected. However, an 
examination of the survey data based upon firm 
ownership type demonstrated that management 
practices had a significant effect on the economic 
performance of firms in southeast Wisconsin at 
the .007 level of significance.

Literature Review

Beginning with the industrial economy to its 
progression to the service/information economy, 
business and academic practitioners have investi-
gated methods to manage and measure corporate 
productivity. Prior to the Industrial Revolution 
(1750) the typical farmer or artisan in Europe 
was not much better off than their ancestors dat-
ing back to ancient Rome or Greece; however 
after the Industrial Revolution that situation 
changed dramatically (Hubbard, 2006).  As the 
industrial economy advanced, a new system was 
needed to capture the best practices of successful 
organizations.

Definition of Management Practices

An assortment of management theories devel-
oped in America during America’s industrial 
take off period. Management practitioners and 
academics ranging from Frederick W. Taylor, 
The Principles of Scientific Management (1911) 
to Peter Drucker, The Effective Executive) 1967 
to W. Edwards Deming, Out of the Crisis (1986) 
to Robert S. Kaplan and David P. Norton, The 
Balanced Scorecard (1996) have attempted to 
formulate succinct and predictable formulas 
for corporate success. Drucker, widely acknowl-
edged as one of all time management theorists, 
asserted that management and organizations are 
more essential than the products or services for 
which they were created. In “The Effective Ex-
ecutive” he claimed that management’s role is to 
focus strictly on results above all.

Most executives waste most of their 
time, believing that people in organiza-
tions should be organized around their 
ability to make a contribution as op-
posed to merely slotting them into job 
descriptions and that performance is 
far more important than a pleasing per-
sonality in staff selection. (No Author, 
Asian Review, pp. 83-84)

Regardless of one’s educational background, 
course of university study or favorite management 
writer, the literature is replete with definitions 
of stellar management practices. One researcher 
(Furnham, 2005) catalogued 24 different man-

agement approaches ranging from Empower-
ment to Theory Z. However, while many authors 
continue to offer recommendations to derive suc-
cess, the search for the managerial equivalent of 
absolute zero goes on and on. The measurement 
of management effectiveness is elusive and there-
fore highly subjective. Consequently financial 
measurements are generally regarded as the only 
reliable indicators of managerial quality. 

Greenwald (2006) changed the nature of the de-
bate about the factors that made the Industrial 
Revolution one of the most significant historical 
events. He asserted that “the application of sus-
tained management attention to everyday enter-
prise” (p.2) was the significant factor that made 
the Industrial Revolution a transformational 
economic force. Greenwald noted that econo-
mists traditionally credited technology, capital 
and social changes as the factors that shaped the 
Industrial Revolution. Hubbard (2006) rein-
forced Greenwald’s observation and added that 
decisions to use technology and other economic 
assets are management functions and therefore 
corporate economic performance is a directly 
related to the quality of its management rather 
than a mere outcome of the aggregate of corpo-
rate activities.

Folan, Browne and Jagdev (2007) argued that 
there is no precise definition of the meaning of 
performance in the context of management sci-
ence. 

Do we know what our readers will un-
derstand when we use the word perfor-
mance; in other words will they take it 
up in the correct sense-that is, the sense 
in which we have written it down? There 
is no way of knowing, and, as studies of 
the meaning of the word performance in 
a business context seem to be practically 
non-existent, this dilemma may be set to 
continue. (p. 605)

Two studies by Bloom and Van Reenen (2006, 
2007) broke new ground in their seminal works 
Measuring and Explaining Management Prac-
tices Across Firms and Countries. The authors 
declared that any measurement of performance 
in the business arena is largely subjective. There-

fore, when they conducted their studies relating 
to business performance, they needed to develop 
a valid scale by which to measure performance. 
The major issue Bloom and Van Reenen raised 
was what quantifiable factors should be used to 
gauge firm performance? The literature provided 
a bountiful amount of possibilities. 

A core question raised in the literature is; what 
affect do management practices, including deci-
sions, have on the firm’s performance? Simply 
put, do humans or economic factors most affect 
corporate outcomes? If economic forces (“the 
number of goods/services produced during a giv-
en year” (Slavin, 1996, p. 803) are the key drivers 
of corporate performance, then the study of who 
manages the firm and how well the corporation 
fared under a given manager is a moot point. 
However, an economy is neither a machine nor 
a corporate entity. Both derive their purpose for 
existence from the desires and whims of consum-
ers. As a consequence managerial decisions to 
either react to or lead consumer behavior create 
markets and economies. Furthermore, the choic-
es business leaders make inevitably have econom-
ic consequences and accordingly are the causes of 
a firm’s economic gain/loss rather than the result 
of economic forces.

The notion that a single set of management prac-
tices and performance indicators may have led 
theorists and practitioners to seek solutions us-
ing alchemy rather than using an integrated sys-
tematic approach. Bloom and Van Reenen (2006 
and 2007) conducted several studies that sought 
to correlate if management practices affected cor-
porate performance. Both studies by Bloom and 
Van Reenen (2007) affirmed that certain man-
agement practices had an effect on firm growth. 

We start by evaluating the quality of 
these survey data. We first conduct in-
ternal validation by resurveying firms to 
interview different managers in differ-
ent plants using different interviewers in 
the same firms and find a strong correla-
tion between these two independently 
collected measures. We then conduct ex-
ternal validation by matching the survey 
data with information on firm accounts 
and stock market values to investigate 

http://en.wikipedia.org/wiki/Robert_S._Kaplan
http://en.wikipedia.org/w/index.php?title=David_P._Norton&action=edit&redlink=1
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the association between our measure of 
managerial practices and firm perfor-
mance.

We find that better management prac-
tices are significantly associated with 
higher productivity, profitability, To-
bin’s Q, sales growth rates, and firm-sur-
vival rates. (p. 1352) 

Bloom and Van Reenen found that there was 
no single management practice that provided 
the key to improved firm performance.  Rather, 
it was the average score of 18 management prac-
tices grouped into “four areas: operations (three 
practices), monitoring (five practices), targets 
(five practices), and incentives (five practices)” (p. 
1361) when compared to a firm’s economic suc-
cess that provided the most accurate indicator of 
success.  Bloom and Van Reenen’s innovative sur-
vey tool and robust methodology demonstrated 
a statistically valid correlation between manage-
ment practices and firm performance. 

Definition of Family Owned Firms

The definition of a family owned company would 
appear to be simple. However, the precise mean-
ing of a family owned enterprise has been evasive. 
For example are publically traded businesses such 
as the Ford Motor Company or Wal-Mart fam-
ily owned firms? While they are listed on the 
NYSE, family members of each firm own the 
largest block of stock making them the major-
ity owners. Handler (1989) asserted that family 
business scholars did not have a universally ac-
cepted definition of what constituted a family 
business. One indicator of the degree of difficulty 
in accounting for the number of family owned 
businesses is reflected in the fact that The United 
States Census Bureau does not collect data on the 
number of family owned businesses (Bureau of 
the Census, personal communication, February 
1, 2010). Shanker and Astrachan (1996) offered 
the following criteria to define a family owned 
business: “percentage of ownership, voting con-
trol, power over strategic direction, involvement 
of multi generations, active management by fam-
ily members and others” (p. 108). Shanker and 
Astrachan also found that it was quite difficult 
to clearly distinguish between family owned, pri-

vately held and publically held corporations. One 
researcher calculated that one-third of the largest 
publically traded firms in the United States were 
family held. 

The impact of family businesses on the American 
economy can be as illusive to calculate as does 
the definition of a family business. Shanker and 
Astrachan (2003) offered three estimates. “Us-
ing the broadest family business definition, fam-
ily businesses employ 62% of the US workforce 
or 82 million individuals. Our narrow definition 
would result in 27% of the workforce, or 36 mil-
lion people” (p.63). Regardless of how one wishes 
to categorize a family owned business, this own-
ership type accounts for a remarkable segment of 
America’s GDP.

The literature review indicates several common 
issues. 1) There are few commonly accepted defi-
nitions of critical management practices and 2) 
the classification of family owned businesses 
and their consequent effect on the American 
economy has not been resolved by academics as 
well as governmental officials. Furthermore until 
recently there was little empirical evidence that 
demonstrated that management practices have 
a direct impact on firm economic performance. 
In retrospect few if any management scholars or 
the business community could agree on which 
management function was decisive and could be 
calculated and directly connected to corporate 
economic success. The default measurements of 
management success emerged from the financial 
and operational disciplines. However, indicators 
such as financial ratios, accounting outcomes and 
operational efficiencies ignore the total spectrum 
of management’s functions such as planning, 
staffing, leading and controlling not to mention 
satisfying the customer.  Nicholas Bloom and 
John Van Reenen however; provided a method 
to evaluate management decisions and firm eco-
nomic performance. 

Methodology

The issue addressed in this quantitative study was 
to examine if the management practices of firms 
located in southeast Wisconsin affected their eco-
nomic performance as measured by increases and 
or decreases in the number of employees. Norse 

(1968) recommended the use of employment 
data as a proxy for firm economic performance 
because privately held firms are not required to 
publicly file reports about their financial status 
in the United States. In this research project, 
employment data was requested of respondents 
to the survey instrument. The type of data col-
lected was quantitative (interval and ratio scale) 
derived by a survey instrument that was closely 
patterned after one used and extensively vali-
dated by Bloom and Van Reenen (2006, 2007). 
The author received permission from Bloom to 
utilize his methodology and he commented fa-
vorably about modifications made by the author 
to apply Bloom’s telephonic survey to a mailed 
survey format. The survey was tailored to pro-
vide respondents with descriptive choices linked 
to an interval scale rather than simply asking the 
respondent to rate a given management trait on 
a 1-5 Likert scale. An example is provided below. 

2.	 Reasons for Using Modern Manufac-
turing/Performance Techniques

Using a scale of 1 to 5, circle the response 
that best describes your firm.

1.	 Modern manufacturing/performance 
techniques were introduced because 
others were using them.

2.	 Modern manufacturing/performance 
techniques were introduced because of 
customer requirements.

3.	 Modern manufacturing/performance 
techniques were introduced to reduce 
costs.

4.	 Modern manufacturing/performance 
techniques were introduced to comply 
with legislative (ex. Sarbanes – Oxley, 
OSHA) or an industry/business (ex. 
ISO) standard.

5.	 Modern manufacturing/performance 
techniques were introduced to enable 
the firm to meet its business objectives 
(including costs).

The data obtained for this research study was 
part of a much larger research project conducted 
in October, 2008 to inquire if the management 
practices of firms located in southeast Wiscon-
sin, an area with chronically high unemployment 

rates, was related to the economic performance 
of firms located in that area.

Below is the null and alternative hypothesis that 
directed this meta-analysis.

H1o:	 There is no difference in firm eco-
nomic performance based on man-
agement practices of corporations 
located in the metropolitan areas of 
southeast Wisconsin.

H1a:	 There is a difference in firm economic 
performance based on management 
practices of corporations located in 
the metropolitan areas of southeast 
Wisconsin.

On October 23, 2008 a survey instrument 
was sent to the CEOs of 682 qualified firms 
in the metropolitan areas of southeast, Wis-
consin. The qualified companies (682) in-
cluded firms with 49 or more employees 
derived from the Unemployment Compen-
sation data bases for Racine and Kenosha 
Counties dated September 2, 2008. The sur-
vey instrument was used to sample 100% of 
the eligible population of 682 firms. The data 
was analyzed using a one-way ANOVA test 
and a Student T-Ratio was used to test the 
significance of all correlation co-efficients de-
rived in these analyses. A T-test was selected 
to analyze the data due to the small sample 
size (Zikmund, 2003). A .05 level of signifi-
cance was used to determine significance. 

Findings/Discussion

This research study had a well-defined popu-
lation. This study involved all for-profit firms 
which employed 49 or more employees in the 
metropolitan areas of southeast Wisconsin. 
Southeast Wisconsin is composed of a diverse 
population of 358,097 persons and more than 
20,648 companies (U.S. Census Bureau, 2008) 
including several Fortune 500 firms (e.g., Em-
erson Electric (Insinkerator), Modine, Snap-on 
Tools, a number of large privately held compa-
nies (e.g., S.C. Johnson Company, Jockey Inter-
national, Twin Disk) and some firms owned by 
foreign corporations (CHN Global, Bombardier, 
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IRIS USA). The response rate to the mailing of 
the survey was 54 surveys or a response rate of 
7.92%. This rate was considered acceptable for a 
blind direct mail survey with no built in system 
for follow-up except for a letter of reminder for 
the entire population of 682 (S. Arora, personal 
communication, August 21, 2008).

The data indicated that the survey was completed 
by a high number of senior level firm leaders. Of 
those responding to the survey, 47% identified 
themselves as the President/CEO of the firm, 
10% identified themselves as a Vice President, 6% 
identified themselves as the CFO/Controller and 
16% identified themselves as a manager. 

The dominance of family owned and led 
firms in southeast Wisconsin in the study 
indicate several trends significant to the hy-
pothesis:

a.	 A very high amount (87%) of respondents 
indicated there had been no change in 
ownership over the past three years which 
is indicative of leadership and acceptable 
economic performance. 

b.	 Family owned and led firms have a conti-
nuity of leadership and therefore the abil-
ity to invest for the long run unlike their 
publically traded counterparts which must 
satisfy either their corporate parent’s or 
the broad investment community’s short-
term fiscal return demands which may 
impede prudent capital investments. 

c.	 Family owned firms have the ability to 
more easily secure local financing due to 
their familiarity with bankers and other 
local sources of investment capital. An 
overwhelming number (92%) of fam-
ily owned firms indicated that they had 
access to capital and technology, 97% had 
access to suppliers and 94% had access to 
markets.

One of the most crucial components of this study 
was the use of the number of employees as a proxy 
for economic performance. The data showed that 
43% of respondents indicated that their firm em-
ployed between 1-50 employees, 37% employed 

between 51-200 employees, 10% employed be-
tween 201-500 employees, 1% employed between 
501-1000, 4% employed between 1001-500 and 
6% respondents reported that their firm em-
ployed between 1500-2001+ employees. The 
employee ranges of 1-50 and 51-200 represented 
80% of the respondents to the survey which is 
a clear indication that most firms in southeast 
Wisconsin are small enterprises. These types of 
businesses which are representative of many fam-
ily owned firms are frequently described by the 
Small Business Administration as the backbone 
of American business. 

As noted above, changes in the number of em-
ployees were used as a proxy for economic growth. 
In this critical indicator of performance, on aver-
age, 64% of family owned firms indicated their 
companies increased the number of employees. 
Thirty-six (36) family owned firms indicated the 
following changes in the number of employees; 
14% experienced a decrease of between 1% or 
more than 10%, 22% indicated no changes, 31% 
indicated growth of between 1% - 10% and 33% 
indicated growth greater than 10%. The most 
frequent number of employee range indicated at 
family owned firms was between 49-200, 50% 
with 3% in the range of 501-1000 and 6% in the 
range of 1001-1500.

Three general descriptors were used to identify 
firm ownership groups in this study, publically 
traded, privately held and global owned (i.e. 
incorporated outside the United States). The 
privately held ownership group was further seg-
mented in the study by the respondents to distin-
guish between the types of owner, i.e. owned by a 
family or owned by a privately held corporation. 
This difference was a critical characteristic in the 
data analysis and accounts for what appears to be 
a fourth ownership group.  

The researcher used an ANOVA One-Way test 
to determine whether to accept or reject the null 
hypothesis. The results for the null hypothesis 
are shown in Table 1 (see Appendix A). The data 
collected and analyzed for Hypothesis 1 was not 
sufficient at the .05 level to reject the null hy-
pothesis. 

The ANOVA One-Way Test for Hypothesis 1 
indicated that for all ownership types (N = 53) 
the null hypothesis is accepted. However, a meta- 
analysis of the data revealed that several signifi-
cant correlations existed at the .05 level between 
economic performance and specific ownership 
type management practices. The results of this 
in-depth analysis and sample size n involved in 
each specific ownership type are provided in Ta-
bles 2 – 4 (see Appendix A).

Question 15 of the survey asked respondents 
to rank from 1 (lowest) to a 5 (highest) the fac-
tors that are vital to their firm’s success (capital, 
employees, management practices, materials, 
technology). When the results were averaged, re-
spondents ordered the following factors as vital 
to their firms’ success.  Note: Low 1 to 5 high. 

1.	 Capital
2.	 Employees
3.	 Materials
4.	 Technology
5.	 Management Practices  

The responses to question 15 were analyzed to 
determine the rankings of the five vital success 
factors by ownership group. When the results of 
the family firms respondents’ were averaged the 
rank order of the vital success factors were (high-
est to lowest) management practices, employees, 
capital, materials and technology. 

One explanation for the family owned firms 
ranking management practices as the most im-
portant may be because 60% of the family owned 
firms that responded to the survey were led by 
a member of the family. In the culture of fam-
ily ownership the family member in charge is 
responsible for final decisions and therefore re-
spondents to Question 15 may have reflected the 
importance that the family member in charge of 
the business has on the firm’s ultimate success. It 
is one thing to report results to a corporate board 
of directors composed of peer professionals. It is 
a totally different mindset to report corporate 
results to a board of directors composed of one’s 
siblings, nuclear or extended family.

Employees were rated as the second highest suc-
cess factor by family owned firms. Clearly small 

and medium sized family owned firms are more 
reliant than their large publically owned/global 
corporation on the quality of each employee, es-
pecially in high skilled manufacturing environ-
ments such as tool making, custom job shops and 
engineering companies, to deliver the products/
services to the firms’ customers. 

Access to capital was rated as the third highest 
success factor by family owned firms. The rea-
sons for this relatively low ranking may be relat-
ed to: a) the firms’ possessing sufficient sources 
of capital, a close relationship with local lenders 
or adequate generation of profits from on-going 
operations. Clearly family owned firms did not 
consider access to capital as a deterrent to their 
firms’ success

Finally family owned firms ranked materials as 
the fourth vital success factor and technology as 
the least important vital success factor. As noted 
previously, many of the family owned respon-
dents to this survey were small, specialized busi-
nesses that may be suppliers to larger corpora-
tions. As a consequence, the source and quantity 
of materials required to service their clients may 
be either small, customized batches of products 
or in some cases, the large corporate customer 
may even supply the specific type of materials 
required to complete the job. Technology being 
ranked as the “least” important” success factor 
by family owned firms may reinforce the sup-
position that the key competitive advantage of 
small family firms’ lies in their ability to provide 
customized and specialized services. In no way 
should the ranking of technology as the num-
ber five success factor be considered in a nega-
tive vein. Rather, specialized job shops recognize 
that technology alone cannot differentiate them 
in the market place without having technically 
skilled employees to handle complex, quickly 
changing job specifications. 

One explanation for the disparity between the 
average response of vital success factors and fam-
ily owners is their self confidence in their mana-
gerial abilities. Another reason for the difference 
may be the family owners’ perceived loyalty of 
their employees to their firm based on a pater-
nalistic management approach rather than a con-
temporary corporate “manage by the numbers” 
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methodology which tends to view employees as 
disposable assets.

The management practices of all firm types (N = 
53) were further analyzed using an ANOVA one-
way test to determine if there was a significant 
difference in firm economic performance based 
on management practices. The categories of firms 
were family owned (n = 35), publically owned (n 
= 4) and privately owned (n = 48). These results 
are presented in Tables 2 -4 (see Appendix A). 

The analysis indicates that there is a signifi-
cant difference (p=.007) in the management 
practices used in family owned firms and the 
economic performance of these firms. 

The management practices for the four publi-
cally owned firms were further analyzed using an 
ANOVA one-way test to determine if firm eco-
nomic performance was based on management 
practices. These results are presented in Table 3 
(see Appendix A).

The null hypothesis was accepted in regard to the 
relationship of the management practices of pub-
lically owned firms and their economic perfor-
mance. The F value attained was not significant 
with a p value of .268; meaning there is a 26.8% 
chance of a type 1 error if the null hypothesis was 
rejected. 

The null hypothesis of this study was rejected 
and the research hypothesis was accepted that 
there is a difference between the management 
practices and economic performance of private-
ly owned firms because of the F value attained 
of 6.44 which represents a p value of .014. It 
should be noted that both family and privately 
owned firms were combined in this analysis be-
cause both types of firms are defined as privately 
owned firms. 

Summary

A review of the data showed that management 
practices were ranked as the most vital success 
factor by all ownership types. Despite this lofty 
ranking of the value of management practices 
the data indicated in reality that other factors 
had greater impacts on the performance of three 

of the four ownership groups. It was found that 
management practices had a direct effect on the 
economic performance of family owned firms. 
The high significance of the F-test (significant at 
the .007 level) indicated a high statistically sig-
nificant relationship between these two variables. 

This study was conducted when the American 
economy was entering the recession of 2008-
2010. Publically traded firms reported either no 
growth or a decline in employee numbers dur-
ing this period. In this regard, publically traded 
companies may be leading indicators of eco-
nomic downturns or recoveries due in part to 
their sheer size and/or more accurate and timely 
corporate forecasts which may have predicted 
turbulent times ahead. Family owned firms are 
facing the same economic slowdown; however 
one advantage they tend to have over publically 
traded firms is the ability to make rapid strategic 
decisions, remain closer to their customer bases 
for mutual gain and in some cases easier access to 
capital sources, including personal assets.  

It was the author’s goal to ascertain if the man-
agement practices of family owned businesses 
located in southeast Wisconsin had an eco-
nomic affect on their performance.  This analy-
sis should provoke a discussion of more closely 
assessing how management is taught at various 
levels in the education spectrum and has appli-
cation throughout the private sector. To date, 
billions of dollars have been allocated to finan-
cial institutions and large employers such as au-
tomotive firms, large scale construction projects 
and the education sector.  Mainly overlooked to 
date in most economic recovery plans are family-
owned and small businesses that represent the 
largest number of businesses with the ability to 
quickly scale up employment and the produc-
tion of goods and services. It would be profitable 
for governments around the world to consider 
a new paradigm for the “priming the economic 
pump” strategy. Perhaps the recovery from this 
economic recession will be lead not by consumers 
or large public or private enterprises but by the 
multitude of successful and nimble family owned 
small businesses.  
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Table 1 
ANOVA One-Way Test For  

H1o

Source df F Significance F

Regression 1 0.69 0.40

Residual 52

Total 53

Table 2  
ANOVA One-Way Test for  

Family Owned Firms

Source df F Significance F

Regression 1 7.97 0.007

Residual 34

Total 35

Table 3  
ANOVA One-Way Test for  

Publically Owned Firms

Source df F Significance F

Regression 1 1.83 0.26

Residual 3

Total 4

Table 4  
ANOVA One-Way Test for  

Privately Owned Firms

Source df F Significance F

Regression 1 6.44 0.01

Residual 47

Total 48

Appendix A 
Data Analysis Results
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Entrepreneurship 
Risk, Reward and Reality

Timothy W. Scales
Indiana University East 

Richmond, Indiana

ABSTRACT 
From 2005 to current, an innovative “In Your Business” series of more than 100 televised episodes 
has been produced by IU East faculty member Tim Scales. Focused on a wide range of family and 
small business entrepreneurs in the USA and India, this DVD series identifies the stories, opportu-
nities, challenges and successes of entrepreneurs and small business leaders around the world. The 
series has been analyzed to identify themes which are common across national boundaries, and 
identify key value and skill sets for small to medium-sized company leaders. These businesses range 
from sky-diving to candy-making to retail furniture sales and beyond. 
Through a qualitative analysis, this paper analyzes the following dimensions: planning, business 
development, risk-taking, family dynamics, succession planning, marketing, innovation and man-
agement. The experiences, as identified in more than one hundred interviews, are used to identify 
experiences common to successful and unsuccessful entrepreneurs. Finally, based on the data, the 
author identify how educational, small business development and economic assistance organiza-
tions can assist in the succession of small business and entrepreneurship.   
The episodes have been widely viewed, identified as the source of new business for the parties in-
volved, and have played a significant learning role for the students, educators, business leaders and 
our community. The possibility of utilizing this technique as an alternative to traditional business 
case development is discussed. 

Introduction

The narrowing of the distance between science 
and the marketplace could be identified as entre-
preneurship.  Entrepreneurship is one of the most 
effective ways to eliminate the distance.  It does 
not matter if an idea is large or small, only if the 
idea is acted upon can it become entrepreneurial.

The formula for innovation and growth is entre-
preneurship.  Scholars are aware that new and 
small business growth starting from the 1970’s 
has become the source of economic growth and 
innovation toward the entrepreneurship and 
small business sector (Audretsch, 2002, Baumol, 
1993, Carree & Thurik, 2003; Cooper, 2003).  
In fact, new firms have been shown as the main 
source of net job growth (Acs, Armington & 
Robb, 1999).

One of the fundamental concepts of entrepre-
neurship is the encouragement of innovation 

(Schumpeter, 1936).  Intuitively, we all know 
that entrepreneurship has played an important 
role in industry growth and innovation through-
out its history.  Common usage of the term entre-
preneurship tends to lump new venture creation 
together with small business, whether it’s new or 
not.  For the purpose of this paper, we will view 
entrepreneurship in the same manner.

The History of Entrepreneurship

Entrepreneurship is one of the oldest concepts 
in business history, however, entrepreneurship, 
as an academic field of study, is young. It appears 
the first course in entrepreneurship was offered 
at the Harvard Business School in 1947 by Myles 
Mace. Peter Drucker started a course in entrepre-
neurship and innovation at New York Univer-
sity in 1953. Early courses often dealt with small 
business management. However, it was many 
years before most business schools began to of-
fer courses focusing upon entrepreneurship as an 
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independent field of study.  The first conference 
on small businesses was held at St. Gallen Uni-
versity in Switzerland in 1948 resulting in many 
national and international conferences to follow.

The International Council for Small Business, 
(previously known as the National Council for 
Small Business Management Development) grew 
from a conference on small business management 
development held at the University of Colorado 
in 1956. Many of the early leaders in entrepre-
neurship, such as Wilford White and Wendell 
Metcalf, were with the Small Business Admin-
istration. The organization had a strong mission 
for small business education and included many 
university educators involved in service or out-
reach programs. Starting in 1962, the Council 
presented its first Outstanding Businessman 
Award recognizing the need to recognize and 
motivate future innovation and entrepreneur-
ship.  The name of the organization was changed 
to the International Council for Small Business 
(ICSB) in 1977 reflecting a need for change for 
international recognition.

The first academic conference on entrepreneur-
ship research was held at Purdue University in 
the fall of 1970.  The conference brought to-
gether 12 researchers to report upon their stud-
ies of technical entrepreneurship in various parts 
of the country.  Today, Purdue University hosts 
the conference and distributes over $100,000 in 
prize money for entrepreneurial business plans 
and ventures according to Richard Cosier, Direc-
tor of Entrepreneurship Center at Purdue Uni-
versity.

The Entrepreneurship Division of the Academy 
of Management is another organization that set 
the foundation for entrepreneurship activities. 
At the annual meeting of the Academy in 1974, 
Karl Vesper held an organizational meeting for 
those interested in forming an Interest Group on 
Entrepreneurship. Vesper was uncertain what to 
expect and if anyone would show up, but he had 
a full house. The Interest Group was formed as 
part of the Division of Business Policy and Plan-
ning. The group remained small throughout the 
1970’s. In 1977 only 12 papers were submitted 
for the program on entrepreneurship. The

Entrepreneurship Interest Group achieved full 
status as the Entrepreneurship Division of the 
Academy of Management in 1987.  It was the 
start of this group that has built the foundation 
for entrepreneurs to interact and share ideas to 
gain the confidence to become such a large influ-
ence on today’s economy.

The International Symposium of Entrepreneur-
ship and Enterprise Development (ISEED) 
meeting was held in Cincinnati in 1975,  . The 
International Symposium was a entrepreneur-
ial undertaking, with an international steering 
committee and multiple sponsors and cooperat-
ing agencies. It involved more than 230 partici-
pants from all over the world (internet). Many 
were with government agencies that sponsored 
programs to encourage entrepreneurship. They 
reported about their experience of what had and 
had not worked in their countries.  This assisted 
in the education process of allowing other to 
learn and grow.  Keeping in mind that entrepre-
neurs see opportunity in many times in others 
ideas, this fostered the market for opportunities.

The Academy of Distinguished Entrepreneurs 
was established in 1978. The Academy of Dis-
tinguished Entrepreneurs would become the 
pilot for other programs that recognized entre-
preneurs, including the Ernst & Young “Entre-
preneur of the Year Awards,” the National Fed-
eration of Independent Business (NFIB) “Best 
in America!” contest, and a number of local and 
regional programs intended to celebrate entre-
preneurs and their achievements.(internet)

Beginning in 1972 at Texas Tech University, the 
Small Business Administration (SBA), provided 
support to universities that developed courses in 
which students consulted with small businesses. 
The Small Business Administration (SBA) pro-
gram started off great, by 1976, 398 universities 
were active. The professional organization, Small 
Business Institute Directors’ Association (SBI-
DA), was organized to engage faculty in sharing 
and understanding best practices. The SBA no 
longer funds this program, variations of it can be 
found on many campuses, and SBIDA contin-
ues as an organization, bringing together faculty 
members who share interest in students learning 

through being involved with business and entre-
preneurship. (internet)

While the field of entrepreneurial study is early 
in the developing stage as an academic disci-
pline, many universities failed to provide faculty 
support for its development from a research or 
theoretical perspective.  Even where tenure-track 
faculty members are involved, they often teach 
and do work in other areas in addition to en-
trepreneurship. Many entrepreneurship faculty 
members are more practice oriented and are good 
at relating to practicing managers but sometimes 
are less inclined toward research. The number of 
universities with entrepreneurship courses (ac-
cording to the periodic surveys by Karl Vesper) 
have increased from fewer than 10 in 1967 to 173 
in 1980, 370 in 1993 (Vesper, 1993).

Entrepreneurs Today

Today, public interest in entrepreneurship is at 
an all time high. Magazines including INC start-
ed in 1979, Entrepreneur started in 1977, and In 
Business started in 1979 soliciting subscribers 
and advertisers. Articles in the general business 
press attract a diverse audience. There are articles 
about how to be an entrepreneur and there are 
articles “about” entrepreneurs.  Entrepreneurship 
is of interest to the general public and business 
sector.

 The transformation of entrepreneurs to the role 
of human business heroes is an honorable de-
velopment for business leaders. The extent that 
entrepreneurship has captured the public atten-
tion is evident in the publication, USA Today. 
It surveyed young people, asking if they could 
devote one year to any occupation, what they 
would choose. For the women, 47% chose entre-
preneur, more than tour guide or novelist. For 
the young men, 38% chose entrepreneur, even 
more than professional athlete. Increasingly, in 
many countries entrepreneurs are becoming he-
roic.  A Gallup poll reported that more than 90% 
of Americans would approve if either a daughter 
or son attempted to start a small business (Den-
nis, 1997a).

The interest in entrepreneurship reflects what is 
happening in society as we become more aware 

of our need for self dependence.  A few years 
ago, Fortune magazine estimated that the aver-
age young person entering the job market would 
have ten different jobs with five different or-
ganizations before retirement. Old industries 
decline and well-known corporate names disap-
pear. Many young people recognize they must 
take responsibility for their own careers. Even if 
they expect to start with larger firms and hope 
to stay there for their entire career, conditions 
can change. Those who have developed entrepre-
neurial skills will be better prepared for a con-
stantly changing world.  These individuals may 
have more interesting options in the future. It is 
clear that many of the careers offering the great-
est rewards and excitement are in entrepreneurial 
environment.

In 1969, only 274,000 new corporations were 
started per year; in 1998, the annual number 
had reached 761,000. Data suggest that, when 
all organizational forms, including part-time 
and home-based businesses are counted, the total 
number of start-ups seems to be on the order of 
4.5 million per year, far higher than anyone had 
suspected (Dennis, 1997b). In the early 1970s, 
the Fortune 500 seemed increasingly likely to 
dominate the economy. In 1972, those firms ac-
counted for 19.9% of the non-farm employment 
and the trend had been upward. Since then the 
share of employment accounted for by the For-
tune 500 has declined; in 1991, it was down to 
10.9%. In the United States, the Fortune 1000 
lost 3.5 million jobs during the decade of the 
1980s. During that same period, firms with 
fewer than 500 employees added 10 million jobs. 
Today, in both universities and the larger society, 
it is increasingly recognized that new and small 
firms are a vital part of our economy. (internet)

The wealth and job creation associated with new 
firms in recent years is likely to continue. High 
rates of change create opportunities for new 
firms and it is the entrepreneurial thinking that 
will have the opportunity to flourish with real-
ity.  This time in history may become the decade 
of the entrepreneur if the opportunities are ex-
ecuted in a timely manner.

We live in a world characterized by enormous 
change, and much of that change is driven by in-
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novative small firms.  The concept of the virtual 
corporation, in which firms increasingly out-
source not only support functions but also ba-
sic activities, such as producing and selling, also 
creates opportunities for entrepreneurs.  Virtual 
corporations can make it possible for new firms 
to get established without large investments 
while relying upon others to make, sell, and fi-
nance their products.  

Attitudes toward small business have never been 
better. A survey sponsored by NFIB indicated 
that 85% of the American public believes that 
small business is primarily a positive influence on 
the way things are going in this country.  Seventy 
percent of the people think that owning a small 
business is one of the best ways to “get ahead”. 
(Dennis, 1997a).

Within the United States tremendous numbers 
of jobs and great amounts of wealth have been 
created through entrepreneurship. Psychologi-
cal, some sociological, and some environmental 
changes will increase opportunities for minori-
ties and women.  Minorities and women have 
entered the workforce and taken leadership 
roles seriously.  They have proven that leadership 
comes from understanding, knowledge and re-
spect.  Part of becoming an entrepreneur is the 
willingness to take a chance and it is the minori-
ties and women in the workforce who are will to 
take that chance, therefore, they will lead in the 
growth of entrepreneurship.  There will be addi-
tional opportunities for American entrepreneurs 
to do business overseas.  These opportunities will 
increase our understanding of these markets and 
will assist us in exploring exporting potential.

The Future of Entrepreneurship

If entrepreneurship courses are popular and 
viewed as making solid contributions, then it 
is more likely that growth in entrepreneurship 
courses, majors, and centers will continue. It is 
also necessary to have the support of colleagues 
in other fields to recognize potential opportuni-
ties which exist in other disciplines of study.  For 
entrepreneurship courses to be successful, the 
continued development of good teaching materi-
als is necessary.

The role of entrepreneurship teaching and re-
search as a contributor to economic development 
will be an important driver to education.  If it can 
be shown that entrepreneurial efforts contribute 
to new firm formation, to technology transfer, 
and to the strengthening of existing small firms, 
then resources will continue to become available.

The future of entrepreneurship is exciting.  Many 
students at the university see themselves as an 
entrepreneur as they prepare themselves for a ca-
reer following the many hours of college prepa-
ration.  It has been discussed that what gets suc-
cessful alumni excited often is programs related 
to entrepreneurship.  The Coleman Foundation 
(Anderson University was recently recognized I 
believe), the Price Foundation, the NFIB Foun-
dation, and the Kauffman Foundation have all 
sponsored an impressive number of initiatives 
to encourage and support entrepreneurship re-
search and education. There is probably no other 
field of management that has been so supported 
and influenced by foundations.

As we consider the future development of the en-
trepreneurship, it is important to keep in mind 
that entrepreneurship as a field of study is really 
quite young. It’s progress depends upon a con-
tinuing development of the intellectual base of 
the field and the ongoing creation of effective 
teaching materials. Many of these contributions 
will come from newer faculty members entering 
the field who are well educated and motivated to 
“make a career” in entrepreneurship.  The wide 
variety of individuals in the field may mean that 
it will continue to be diverse and open to a vari-
ety of theoretical frameworks and research meth-
odologies. It will continue to speak to a variety of 
audiences.

Development of  
Entrepreneurship Theory and  

Term Entrepreneur

Richard Cantillon is the first person who rec-
ognized the crucial role of the entrepreneur in 
economic theory. “The farmer is an entrepreneur 
who promises to pay the landowner, for his farm 
or land, a fixed sum of money without assurance 
for the profit he will derive from this enterprise” 
(Cantillon, 1931, p. 47).

In 1876, Francis Walker was credited with dis-
tinguishing between those who supplied funds 
and received interest and those who received 
profit from managerial capabilities. “The entre-
preneur shifts economic resources out of an area 
of lower and into an area of higher productivity 
and greater yield” (Drucker, 1995, p.19). 

Schumpeter (1934, p. 66) listed five different 
kinds of innovations or ways to act as an entre-
preneur:

1.	 The introduction of a new good or quality 
of a good.

2.	 The introduction of a new method of 
production.

3.	 The opening of a new market.
4.	 The utilization of some new sources of 

supply for raw materials or intermediate 
goods.

5.	 The carrying out of some new organiza-
tional form of the industry.

The term “entrepreneur” has evolved over time 
while maintaining the key componets of risk tak-
ing, assertiveness and economic reward.  In 1961, 
Davis McClelland noted that an entrepreneur is 
an energetic, moderate risk taker.  Drucker states 
that entrepreneurs maximize opportunities.  
Albert Shapero said that an entrepreneur takes 
initiative, organizes some social and economic 
mechanisms, and accepts risk of failure.  In 1985, 
Robert Hisrich identified entrepreneurship as 
the process of creating something different with 
value by devoting the necessary time and effort, 
assuming the accompanying financial, psycho-
logical, and social risks, and receiving the result-
ing rewards of monetary and personal satisfac-
tion and independence.

The entrepreneur may have the advantage of bet-
ter knowledge or at least experience with products 
and services before bringing them to the market.  
It is the entrepreneur, motivated by self-interest, 
who takes the risk to bring opportunities to the 
next level.  The entrepreneur can take what ap-
pears to be wrong for others create change, and 
make it correct, then it becomes marketable.  The 
entire focus of the entrepreneur is to be different.  
In the same way, the entrepreneur brings a differ-
ence to the product or service and delivers it to 

the marketplace. The entrepreneur’s gains from 
the risk are offset by reward.

Among more recent works is the seminal work 
by McClelland (1961) who made an attempt to 
explain entrepreneurship, and thus economic de-
velopment, by the need for achievement. Other 
studies have subsequently found psychological 
key characteristics of (successful) entrepreneurs, 
to include internal locus of control, low aver-
sion to risk taking, aggressiveness, ambition, 
over optimism, desire for autonomy, marginality, 
personal values, and need for power (Aldrich & 
Zimmer, 1986; Brockhaus, 1982; Carson, Cro-
mie, McGowan & Hill, 1995; Delmar, 1996, 
Gartner, 1989).  “We believe there is an underly-
ing process in entrepreneurship that starts with 
the identification of opportunity and ends with 
harvesting the fruits of one’s labors” (Stevenson 
& Sahlman, 1987, p.17-18).

Stevenson and Sahlman (1987) have identified 
six critical dimensions which can be used to dis-
tinguish between entrepreneurship and more 
administratively oriented management. These 
six critical dimensions of business practice are: 
strategic orientation, the commitment to op-
portunity, the resource commitment process, the 
concept of control over resources, the concept of 
management, and compensation policy.

Stevenson and Sahlman (1987) also discuss what 
characterizes an individual entrepreneur. “The 
individual entrepreneur is a person who perceives 
opportunity, finds the pursuit of opportunity de-
sirable in the context of his or her life situation 
and believes that success is possible. These three 
elements are those that distinguish the individ-
ual entrepreneur from the vast majority of the 
populace.” (p. 33).

Entrepreneurship is thus a behavior which is 
tied to the creation of new organizations, orga-
nization formation or how organizations come 
into existence.  Gartner, Bird & Star (1992) at-
tempt to differentiate entrepreneurial behavior 
from organizational behavior.  They borrow two 
questions from organizational theory: “What do 
persons in organizations do?” and “why do they 
do what they do?” (Gartner, Bird & Star, 1992, 
p.13). The idea is to borrow some of the concepts 
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from organizational theory and use them to de-
velop an understanding of entrepreneurship.

In almost all of the definitions of entrepreneur-
ship, there is agreement that we are talking about 
a kind of behavior that includes initiative taking, 
the organizing & reorganizing of social and eco-
nomic mechanisms to turn resources and situa-
tions to practical account, the acceptance of risk 
or failure.

One could say that an entrepreneur is a person 
who destroys the existing economic order by 
introducing new products and services. Creat-
ing new forms of organization or by exploiting 
new raw materials.  This destruction can be done 
through forming a new business or by working 
within an existing business.  Entrepreneurship is 
the process of creating something new with value 
through running a business by devoting the nec-
essary time and effort, assuming the financial, 
psychic, and social risks, and receiving rewards of 
monetary and personal satisfaction and indepen-
dence.

It is easier to locate an entrepreneur once we 
understand the traits that the majority of entre-
preneurs posses.  These traits include: the need 
for achievement, internal locus of control, risk-
taking propensity, need for independence, strong 
desire to be their own boss, creativity, tremen-
dous drive to succeed, doer, problem solver, goal 
oriented, initiation, recognition, benevolence, 
desire for responsibility, performance under ten-
sion, ambition and aggression.

The process for which an entrepreneur creates a 
new venture includes recognizing and evaluating 
opportunities, developing a business and market-
ing plan, determining the resources required and 
managing the opportunity.  Following through 
with every step is very important for future suc-
cess.  To often entrepreneurs fail to follow the 
process and missed action result in failure.

According to Shah (2005) entrepreneurs must 
possess business skills, attitudes and experience 
to be effective and successful.  He also believes 
that entrepreneurs need health and stress man-
agement, confidence, optimism and self-reliance, 
good people skills and creativity and innovation.

Conclusion

Entrepreneurship is young.  It is getting much at-
tention from the public, the business sector and 
universities.  The apparent reason for the atten-
tion steams from the impact in which entrepre-
neurs have on the economy.  While in the early 
stages of entrepreneurship theory, the focus ap-
peared to be on the economics of entrepreneur-
ship.  Today it is more focused as a discipline or 
concentration of business in general.  With the 
force of the public support entrepreneurship 
should be around for many years to come.

Entrepreneurship brings many elements together 
and allows opportunities for many individuals 
to explore markets.  It allows innovators to bring 
product to market.  Part of the entrepreneurship 
process allows creative employees an opportunity 
to explore and create new ways to expand on cur-
rent technology and to build a better device.  

The future for entrepreneurship is strong.  It will 
take a while for scholars to build the cases for re-
search, however, at the rate of acceptance for en-
trepreneurship programs at the universities, the 
research will come.  Many of the universities are 
investigating what to do with entrepreneurship?  
Most of the universities are offering classes to ex-
plore the discipline but many have yet to create 
a full curriculum for entrepreneurship.  Despite 
the limited amount of entrepreneurship activi-
ties in academia, the impact of entrepreneurship 
on the national economy and the impact on the 
acceptance of the lifestyle, the future is most 
promising.  Much of the public acceptance is the 
notion of being in self-control.  The flip side of 
the self-control is self discipline and time is the 
element that will tell if individuals can be suc-
cessful in entrepreneurial activity.

President Bush stated “These are exciting times 
for our country.  It’s a time of amazing change.  
The economy is changing.  The world is chang-
ing.  We need to make sure government changes 
with the times, and to work for America’s work-
ing families.” (America’s workforce: Ready for 
the 21st century, 2004)

While the saying has always been money talks, 
times may be changing at least in the area of com-

pensation.  According to a survey by ICR, people 
responded that only about a third (35%) said they 
would give up 10% of their income for 10% more 
free time.  But a bonus is a different matter.  About 
half the public (49%) said they would rather get 
one week’s vacation as a bonus instead of a week’s 
salary; only 43% would grab the money.   (Dowd, 
A. R., 1997)  People want more time for family 
and fun.  When we asked whom you’d like to 
spend time with, the No. 1 answer was “spouse or 
significant other,” followed by your children and 
your parents.  Given a choice of activities, respon-
dents said they’d most like to spend more time 
on enjoying “leisure” (39%).  Only 4% said they 
want to spend more time managing their money. 
(Dowd, A. R., 1997)

APPENDIX 
Comments From the Show

“It’s really scary owning your own busi-
ness” stated by Sherry Love, owner of 
Personal Touch beauty Saloon.

“All at once we realized we did not have 
a bank, Oh my Gosh” Roger Richard, 
owner of Richmond Furniture Gallery.

“When it’s time to work, you have to 
work” Brian Devore, Devore Family 
Farms.

“You have to own the relationship with 
your customers” Dan Schmitt, owner 
Catron’s Glass.

“You just have to do it, what is there to 
be scared of?” Lora Gasparis Vanfrolio

“There’s just nothing like the thrill of 
Entrepreneurship” Ed Gray owner Fast 
Eddies

“We felt this would be a hobby that we 
could do in our spare time, that did not 
last long before we were amazed how 
business picked-up” “Don’t expect over-
night success, it takes time and you have 
to work at making the business a success 
trying different things”  Gail Luckett 
owner of Tivioli Gardens

“Take small steps and calculated risk, 
building as you go, learning from your 
mistakes along the way”  Roger Richert 
owner Richmond Furniture Gallaery

“Entrepreneurship is a job cost function, 
understanding product, product cost 
and customer service, consumer mar-
kets and basic business principles”  Jason 
Whitney owner of Joe’s Pizza
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Introduction  

One cannot read a publication in the informa-
tion systems trade press without noticing refer-
ences to security (Millard, 2009).  Topics like 
identity theft (Identity Theft Research Center, 
2009), cookies, web- site hacking (Brenner, 
2009) ;( Worthen, 2010) and terrorism (Gor-
man, 2010) are but a few of the drivers for this 
focus.  Concurrent with the rise of instances of 
security breaches is the exponential growth of 
e-commerce (Turban, et.al.2010).  Therein rests 
the dilemma of any institution engaged in this 
initiative.  This is especially the case for any fi-
nancial institution especially banks.  Consumers 
have a reasonable expectation of security and pri-
vacy when they use online banking whether from 
their homes or from ATM machines (Ghosh, 
2001) ;( Gorman and Perez, 2009b).  In the U.S., 
all banks are audited to ensure that a basic level 
of security is adhered to, in particular, during the 
sign-on and authorization phases of conducting 
business online.  So we can take as a given that 
banks employ security practices (Vijayan, 2010).  
However, what happens in the case of banks 
that operate in a global environment?  Research 
studies have provided insight into this question 

(Moscato and Moscato, 2007);(Moscato and 
Moscato, 2007b).  Do they follow any common 
practices with respect to security policies?  Clear-
ly, this research question requires that banks, on 
a global scale, be willing to provide this kind of 
information to an outsider.  There is another way 
to gather insight into how global banks fare on 
the security question.  By visiting the web sites 
of a large number of global banks it is possible to 
discern certain behaviors with respect to disclo-
sure of security practices.  The disclosure to their 
customers represents a balance between sharing 
critical information often expected by the con-
sumer with the desire not to frighten away po-
tential customers (Moscato and Moscato, 2009).  
The authors conducted just such a study by visit-
ing two hundred web sites of global banks from 
ten countries.  

The organization of the paper is as follows: First 
the relevant web site security features are de-
scribed along with a literature justification of 
them.  Next we present the methodology em-
ployed followed by our results presented in tabu-
lar form.  Finally, we summarize and discuss con-
clusions.

Global Banks Web Site Security  
Disclosure Policies Unveiled: Are they Adequate?

Donald R. Moscato
Iona College 

New Rochelle, New York
Eric D. Moscato

Iona College 
New Rochelle, New York

ABSTRACT
This study examines the security web site disclosure policies of 200 global bank-
ing institutions from ten countries and three regions engaged in online business.  
The focus is on disclosure and how information-rich these policies are and not 
whether or not such policies are in place.  The study is part of a seven-year re-
search project that has studied over 1000 e-commerce web sites across many in-
dustry groups and reported in the literature.  In this paper, the authors examined 
global financial institutions.
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Rationale for  
Selected Security Factors in the Study

Cookies

A cookie is a small piece of information that a 
website can send to your browser and may then 
be stored on your computer’s hard drive. It acts as 
an anonymous tag that identifies your computer, 
but not you personally.  Some people find the 
presence of collecting customer cookies offensive.

Cookies have the ability to store information 
about web pages viewed and the advertisements 
viewed or clicked. For registered customers, 
cookies can also save user information and screen 
preferences (Prudential, 2007).  Companies 
would argue that the use of cookies contributes 
to better customer service in that the organiza-
tion can learn from a customer’s navigation pat-
terns as they use a particular web-site.  Once this 
information is analyzed, the firm can redesign its 
web-site to facilitate the customer’s experiences 
on the organization’s web-site (Huang, 2007).  

Glossary of Terms

A glossary of security terms is typically an alpha-
betical listing of security terms that a particular 
bank decides to include on its web site.  Its length 
can vary from a few terms to pages and pages of 
technical definitions. 

The proliferation of jargon surrounding the area 
of security has created a true dilemma for design-
ers of web pages for companies.  On the one hand, 
a company wants to provide a designed level of 
security for its customers so that its objectives are 
achieved.  Total security might not be either eco-
nomically feasible or desirable from a customer 
friendly point of view.  Yet, there is a very real de-
sire on the part of some knowledgeable custom-
ers to know what security policies are being used 
by the organization that is the caretaker of their 
finances (Wood, et. al., 2004) ; (Huang,2007).  
By simply listing security policies in place, an e-
commerce site risks overwhelming a part of the 
customer base that is confused by the jargon.  For 
this reason, firms have begun to include both a 
glossary of security terms as well as “hot links” to 

additional web sites that further discuss some of 
the security practices.

Identity Theft

Identity theft occurs when an entity obtains per-
sonal information on a bank consumer utilizing 
illegal means.  Unfortunately, the obtaining of 
personal data by third parties in a transaction, 
if properly disclosed to the consumer and agreed 
upon by him, is not considered identity theft.

If e-commerce by institutions is to ever achieve 
its lofty predictions for success, it must find a way 
to earn the trust of the consumer regarding the 
potential for identity theft (Forcht, et.al. 2007); 
(Gorman, 2010). Consumers want to believe 
that their transactions are safe in transmission 
and that once the data is resident on the orga-
nization’s system their personal data will not be 
compromised (McWilliams, 2005).  The litera-
ture is replete with harrowing stories of people 
that had their identity stolen and had a very diffi-
cult time returning to normalcy (Areddy, 2010).  
“Pharming and evil twins aren’t yet widespread 
and certainly haven’t become the huge problems 
phishing and spyware are. But they are insidi-
ous because they are harder to detect” (Delaney, 
2005) ;( Higgins, 2010).  For example, compa-
nies are increasingly making explicit statements 
on their web pages regarding the steps that they 
are taking to protect against identity theft.  Da-
vid Myron, editor-in-chief of Customer Relation-
ship Management, in referencing online banking 
applications asserts that “identity theft victims’ 
assurance of security reflects comfort levels with 
online banking, and not their loyalty to a par-
ticular bank” (Myron, 2005).

Statement on Useful Security Hints

Several enlightened companies have recognized 
that it is in their best interest to have an educated 
consumer so they take extra effort in provid-
ing recommendations on how their customers 
might improve overall security.  Suggestions on 
password selection, handling of transactions and 
reporting potential compromises are but a few 
of these.  The obvious trade-off is that some con-
sumers might become unduly alarmed at a multi-
page discourse on security procedures.  This is 

not an easy choice to make for any organization 
concerned about security.

Methodology

This research is part of a continuing study con-
ducted by the authors over a period of seven 
years on web site security and privacy policies 
of companies engaged in e-commerce activities 
(Moscato,2003);(Moscato and Moscato,2004).  
During the ongoing study, over one thousand 
web sites were visited and reviewed.

In the summer of 2009, over two hundred web 
sites engaged in the global banking industry were 
reviewed via a questionnaire and the results were 
tabulated and analyzed.  Ten countries’ banks 
web sites were surveyed and the results were 
tabulated.  The authors divided the banks into 
three categories according to region.  Five were 
from Europe (Italy, Spain,   France, United King-
dom and Sweden), three were from Asia enlarged 
(Japan, China and India) and two were from 
North America (Mexico and Canada).  For each 
country, twenty banks were selected and one of 
the authors was responsible for assessing all of the 
web sites.

 The focus of the research was on which security 
policies were explicitly mentioned and/or dis-
cussed on the sites.  A whole range of security 
methods were investigated and a selected num-
ber of them are presented in this paper.  It is im-
portant to note that all of the two hundred web 
sites supported the e-commerce initiatives of the 
representative banking institutions.

Results

The results of the study are presented in the form 
of ten tables.  Each table is organized in the ex-
act same format in order to facilitate readability 
and understanding.  The ten countries included 
in the study are grouped into three regions.  A 
subtotal is computed for each of the regions and 
a grand total is also presented for each table.  The 
content of each table represents the results of one 
of the questions asked in the survey of the web 
sites.

Table 1 depicts a similarity between Asian and 
North American banks regarding a higher per-
centage with direct links to the home page than 
most European banks with the exception of 
those from the U.K.  Overall, European banks 
in the study came in at about evenly split on this 
question.  Looking at the grand totals we see that 
the individual country and region differences are 
not apparent.

Table 2 
Are There Separate  

Security and Privacy Statements?
Country Yes No

Italy 35% 65%
Spain 30% 70%
France 35% 65%
U.K. 90% 10%
Sweden 30% 70%

Sub-total 44% 56%
Japan 5% 95%
China 25% 75%
India 65% 35%

Sub-total 32% 68%
Mexico 50% 50%
Canada 75% 25%

Sub-total 63% 37%
Grand Total 44% 56%

Table 1 
Is There a Link to the  

Security Statement on the Home page?
Country Yes No

Italy 25% 75%
Spain 55% 45%
France 60% 40%
U.K. 75% 25%
Sweden 30% 70%

Sub-total 49% 51%
Japan 30% 70%
China 80% 20%
India 70% 30%

Sub-total 60% 40%
Mexico 65% 35%
Canada 75% 25%

Sub-total 70% 30%
Grand Total 56% 44%
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Table 2 illustrates the wide diversity among 
banks in all regions studied.  Overall European 
banks were evenly divided with respect to sepa-
rate security and privacy statements with the ob-
vious exception of the U.K. (at 90%). The three 
counties in the Asian group showed a marked 
difference of behavior among them with Japan 
and China having a similar behavior that was 
very different from that of India. Looking at the 
grand totals we see that the individual country 
and region differences are not apparent.

Table 3 
Is There a Guarantee  

Regarding Credit Card Information?
Country Yes No

Italy 0% 100%
Spain 10% 90%
France 50% 50%
U.K. 50% 50%
Sweden 10% 90%

Sub-total 24% 76%
Japan 0% 100%
China 0% 100%
India 45% 55%

Sub-total 15% 85%
Mexico 5% 95%
Canada 0% 100%

Sub-total 2% 98%
Grand Total 17% 83%

Table 3 results show a high degree of conformity 
regarding policies related to having a strong guar-
antee policy regarding credit card disclosure of 
information.  A quick review of the grand totals 
show a definite preference among the banks stud-
ied to offer no guarantees.

Table 4 demonstrates that, for the most part, 
banks from all regions have provided security 
statements on their web sites that are considered 
to be easy to read and understand.  The U.K. 
policies seemed to be closer to those banks in the 
other two regions than to those in their own re-
gion. Looking at the grand totals we see that the 
individual country and region differences are not 
apparent.

Table 4 
Is the Security Statement  

Easy to Read and Understand?
Country Yes No

Italy 50% 50%
Spain 20% 80%
France 50% 50%
U.K. 85% 15%
Sweden 40% 60%

Sub-total 49% 51%
Japan 15% 85%
China 85% 15%
India 80% 20%

Sub-total 60% 40%
Mexico 65% 35%
Canada 100% 0%

Sub-total 83% 17%
Grand Total 59% 41%

Table 5 
How Detailed is the  

Security Policy Statement?

Country  Very 
Detailed

Not 
Technical Skimpy  None

Italy 25% 65% 5% 5%
Spain 30% 25% 15% 30%
France 30% 40% 10% 20%
U.K. 35% 50% 10% 5%
Sweden 25% 55% 15% 5%

Sub-total 29% 47% 15% 5%
Japan 5% 5% 65% 25%
China 40% 45% 0% 15%
India 30% 60% 0% 10%

Sub-total 25% 37% 22% 16%
Mexico 45% 25% 0% 30%
Canada 55% 45% 0% 5%

Sub-total 50% 33% 0% 17%
Grand 
Total 32% 41% 12% 15%

Table 5 shows the results for all of the countries 
depicting the level of detail of the banks’ secu-
rity statements.  We used four categories.  They 
are as follows: Very Detailed (showing technical 
information and using a more thorough descrip-
tive approach); Not Technical (had information 
but primarily employed laymen’s terminology); 

Skimpy (one or few comments regarding security 
employed) and finally, None at all.

The results show a great deal of similarity be-
tween European and Asian banks.  North Amer-
ican banks had the highest percentages of Very 
Detailed categorized web sites.

The grand totals show that the sum of the first 
two categories was 73% indicating that almost 
75% of the banks provide some degree of techni-
cal information to their customers.

Table 6 
How Many Pages Are Devoted to the  

Security Policy Statement?
Country %  0 % 1 % 2 % >2

Italy 65% 10% 15% 10%
Spain 40% 50% 5% 5%
France 20% 75% 5% 0%
U.K. 10% 15% 0% 75%
Sweden 25% 40% 30% 5%

Sub-total 32% 38% 11% 19%
Japan 30% 70% 0% 0%
China 15% 55% 5% 25%
India 40% 15% 25% 20%

Sub-total 28% 47% 10% 15%
Mexico 30% 25% 10% 35%
Canada 10% 40% 25% 25%

Sub-total 20% 33% 17% 30%
Grand Total 28% 40% 12% 20%

Table 6 illustrates how many pages were devoted 
to the security policy statements  provided by the 
banks on their web sites.  For all three regions the 
“One Page” category scored the highest percent-
age among the banks.  One glaring exception was 
the Italian banks which had a 65% response in 
the zero page category.  On the other end of the 
spectrum, banks in the U.K. had the highest per-
centage of all countries in the “>2” page classifi-
cation. The grand totals show that almost three 
quarters of the banks have 1 or more web pages 
devoted to security issues.

Table 7 
Is There a Statement on  

Cookies?
Country Yes No

Italy 55% 45%
Spain 50% 50%
France 30% 70%
U.K. 85% 15%
Sweden 80% 20%

Sub-total 60% 40%
Japan 10% 90%
China 40% 60%
India 20% 80%

Sub-total 23% 77%
Mexico 45% 55%
Canada 35% 65%

Sub-total 40% 60%
Grand Total 45% 55%

Table 7 presents the results for a very controversial 
factor-whether the use of cookies was discussed 
on a bank’s web site.  The European banks, with 
the exception of French banks (30%), did the best 
job of having information about cookies on their 
web sites.  Once again, the U.K. shows the high-
est percentage (85%) and Sweden (80%) is also 
quite high.  Japanese and Indian banks have the 
lowest percentages, 10 % and 20% respectively.

Table 8 
Is There a Statement on  

Identity Theft?
Country Yes No

Italy 25% 75%
Spain 10% 90%
France 20% 80%
U.K. 40% 60%
Sweden 40% 60%

Sub-total 27% 73%
Japan 5% 95%
China 15% 85%
India 0% 100%

Sub-total 7% 93%
Mexico 20% 80%
Canada 45% 55%

Sub-total 33% 67%
Grand Total 22% 78%
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Table 8 also covers a very controversial issue in 
Internet banking.  There is a growing concern, as 
evidenced by repeated newspaper accounts, of a 
rise in identity theft.  Consumers are alarmed at 
how widespread this practice has become.  From 
the reported results in Table 8, it would be hard 
to discern this from the data on banks’ web site 
practices.   The results show an overwhelming 
number of “No percentages” across all regions.  
European banks lead the way in positive respons-
es to a statement on identity theft on their banks’ 
web sites.  This is followed by North American 
banks and then the banks of China, Japan and 
India.  Individually, U.K., Swedish and Canadi-
an banks led the way in discussing identity theft 
on their web sites. The grand totals column for 
all the 200 banks mirrors the results for the Eu-
ropean banks region. 	

Table 9 
Does the Web Site  

Provide Useful Security Tips?
Country Yes No

Italy 10% 90%
Spain 15% 85%
France 30% 70%
U.K. 80% 20%
Sweden 35% 65%

Sub-total 34% 66%
Japan 10% 90%
China 70% 30%
India 20% 80%

Sub-total 33% 67%
Mexico 50% 50%
Canada 90% 10%

Sub-total 70% 30%
Grand Total 41% 59%

Table 9 presents some very interesting results re-
garding whether a bank, as part of its disclosure 
of security practices, provides the consumer with 
a discussion of useful security tips.  Rather than 
just disclosing the security policies employed, 
a bank might want to educate its customers on 
how to protect themselves when using Internet 
banking.  Looking at the results, it is quite clear 
that North American banks engage in this prac-

tice at a much higher rate than banks in the other 
two regions.  Both Canada (90%) and the  UK  
(80%) have very high percentages on this particu-
lar question.

Table 10 
Does The Web Site Contain a  
Glossary of Security Terms?

Country Yes No
Italy 30% 70%
Spain 15% 85%
France 30% 70%
U.K. 55% 45%
Sweden 30% 70%

Sub-total 32% 68%
Japan 0% 100%
China 35% 65%
India 10% 90%

Sub-total 15% 85%
Mexico 40% 60%
Canada 25% 75%

Sub-total 33% 67%
Grand Total 27% 73%

Table 10 illustrates the percentage of banks that 
have decided to include a glossary of terms regard-
ing security on their web sites.  The results show 
that both European banks and North American 
banks have very similar results (about 1/3 “yes” 
and 2/3 “no”).  Once again, the U.K. stands out 
among the rest with a percentage of 55%.  Both 
Japan and India report the lowest percentages (0 
and 10% respectively). The grand total reflects 
the consistency of results across all three regions.

Summary and Conclusions

In this research study, the authors presented the 
results of a review of two hundred web sites of 
global banking institutions from ten countries.  
Results from ten separate factors were tabulated 
and percentages for each response were com-
puted.  The results obtained were consistent with 
earlier studies that also included banks from the 
U.S. (Moscato and Moscato, 2005); (Moscato 
and Moscato, 2006).  Among the cluster of Euro-
pean banks, the United Kingdom banks appear 

to have a stronger commitment to disclosure of 
its security policies.  In several areas the aggrega-
tion of the data into grand totals masks the real 
behavior of the banks in the different countries 
and/or regions.  Therefore, it behooves the re-
searcher to drill down into the individual coun-
try to see very real distinctions in behavior.  Table 
9 is a good example of this.  In this table there is 
a very wide discrepancy among countries that is 
“lost” in overall summary.  The same is true of 
Table 7 with respect to cookies.  There are wide 
swings in the country data that is also masked by 
the grand total figure.

The reader can get a good assessment of how far 
some global banks go to inform the consumer 
about privacy by focusing on Tables 9 and 10.  
They represent the inclusion of useful security 
tips and a glossary respectively.

The results from Table 8 are particularly disturb-
ing.  The results mirror earlier studies in dem-
onstrating the lack of desire for global banks to 
discuss explicitly identity theft in their web sites.

Every institution engaged in e-commerce must 
grapple with seeking the proper balance between 
the disclosures of security policies which have 
both a potential positive as well as negative effect 
on the minds of consumers.  Too little informa-
tion runs counter to “an educated consumer” ap-
proach whereas, too much security information 
could have the effect of frightening some con-
sumers to engage in e-commerce Higgins, 2010) 
;( Goodchild, 2010).  It is one thing to have, in 
place, sophisticated security controls on a finan-
cial institution’s web site to protect the customer 
(Martens,2005), and another to make the strate-
gic business decision to disclose those polices to 
the general public (Enrich,2009);(Gorman and 
Perez,2009).  It is in the achievement of this bal-
ance that we can document how different banks 
in different countries and regions differ in their 
approaches.  It is the opinion of the authors that a 
global bank should err on the side of more disclo-
sure rather than less.  We hold this position in the 
light of the ubiquitous nature of the Internet and 
the millions of e-commerce users who are grow-
ing in sophistication by the day.  These consum-
ers are very savvy and expect institutions to have 
adequate security programs in place to protect 

their transactions.  To frustrate this constituen-
cy would be a mistake (Petouhoff and Johnson, 
2006).

In conclusion, asking the question raised in the 
title of this paper “...Are They Adequate?” can 
only be answered if you consider the information 
needs for security on the part of the consumer.  
The answer is “yes” if the consumer is content 
with minimal, non-technical disclosure polices 
of banks and “no” if the customer demands a 
more detailed, higher level of disclosure.  Based 
on the authors’ on-going research over a period of 
several years, there has not been a concerted ac-
tion on the part of global banks to provide more 
information to their customers.
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Introduction

The need for information technology strategy 
development is being widely recognized in the 
literature (Jukic & Jukic, 2010; Kaushik & Ku-
mar, 2009; Newkirk, Lederer & Johnson, 2008; 

Shupe & Behling, 2006; Glaser, 2004;  Melling, 
2005). Strategic information systems planning 
(SISP) has become increasingly important as 
organizations attempt to leverage information 
technology (IT) applications to improve effi-
ciency, reengineer business processes, gain com-
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ABSTRACT
Strategic information systems planning (SISP) is recognized as a serious challenge facing Infor-
mation Systems Management, requiring extensive organizational efforts coupled with significant 
outlays of corporate resources.  However, identifiable factors are lacking to measure the SISP process.  
Further, a common industry agreement for proper methodology in attaining a successful outcome 
to the SISP process is also lacking.  Organizations facing today’s competitive business environment 
must use information technology as an enabler to enhance organizational strategic advantage.  Or-
ganizations must also ensure that SISP identifies the strategic needs of the organization beyond 
the wants of individual business units.  Expanding on an existing theoretical SISP process model, 
this study empirically tests variables that impact the SISP process.  The results suggest that SISP is 
a complex process, whose successful outcome is achievable by identifying and emphasizing organiza-
tional efforts regarding these variables.
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petitive advantage, and compete more effectively 
(Curran, 2010; Shawyun, 2009; Schultz, 2006; 
King & Teo, 1997).  Indeed, the importance of 
SISP is recognized worldwide and across a vari-
ety of industries (Ward, 2010; Kanooni, 2009; 
Song, Wang, Yin, Liu, & Jiang, 2009; Basahel 
& Irani, 2009; Bielski, 2008).  SISP has been de-
fined as the process of identifying a portfolio of 
computer-based applications that will assist an 
organization in executing its business plans and 
realizing its business goals (Hartono, Lederer, 
Sethi & Zhuang, 2003; Lederer & Sethi, 1988; 
Lederer & Sethi, 1996).  Lederer and Gardiner 
(1992) further extended the definition of SISP 
to the process of establishing objectives for orga-
nizational computing and identifying potential 
applications that the organization should imple-
ment.  

IT planning has been defined as the stream of or-
ganizational activities directed toward recogniz-
ing opportunities for the use of IT, determining 
the resource requirements to exploit these op-
portunities, and developing strategies and action 
plans for realizing these opportunities and meet-
ing the resource needs (Byrd, Sambamurthy, & 
Zmud; 1995).  In this study, SISP is considered 
a specialized form of IT planning that empha-
sizes the assimilation of organizational business 
plans and business goals into the organization’s 
IT plan.

Lederer and Mendelow (1986) described the 
need for more sophisticated management tech-
niques and a better use of existing techniques in 
information systems planning.  Within the SISP 
and IT literature, considerable effort has gone 
into categorizing SISP and IT planning method-
ology.  These methods include analyzing internal 
core processes and pockets of data dispersion 
throughout the organization for basis of redesign 
(Brancheau & Wetherbe, 1986; Brancheau, Janz, 
& Wetherbe, 1996; Goodhue, Kirsch, Quillard, 
& Wybo, 1992; Hagel & Singer, 1999), identi-
fying opportunities to utilize IT for competi-
tive advantage (Porter & Millar, 1985; Pyburn, 
1983), and/or aligning the organization’s strate-
gic information systems plan with the strategies 
of the organization (King, 1988; King & Teo, 
1997).  Some methodologies introduced to cat-
egorize SISP have been observed as being limited 

(Das, Zahra, & Warkentin, 1991; Sambamur-
thy, Venkataraman, & DeSanctis,  1993) or even 
incorrect (Earl, 1989; Earl, 1993).  Other views 
have suggested that SISP and IT planning should 
model larger organizational systems of strategic 
planning (Dutton & Duncan, 1987; Henderson, 
Rockart, & Sifonis, 1987;  Hufnagel, 1987; Ven-
katraman, 1985; Venkatraman, 1990; Venkatra-
man & Henderson, 1994).  These differing views 
suggest that a consensus on one common SISP 
process methodology has yet to be attained.  

The primary purpose of this study is to investi-
gate key determinants within the SISP process—
namely, to identify the activities that are most 
important to the SISP process.  The theoretical 
basis for the research relies on prior findings, sug-
gesting that SISP provided business value to the 
corporation through the alignment of business 
strategy within the organization’s IT strategy.  A 
secondary purpose of the research is to evaluate 
how the identified SISP process determinants, if 
any, moderate the SISP process.  The next section 
of this paper reviews the IT literature on pro-
posed models of the SISP process and their con-
structs, yielding a suggested model for a common 
SISP process.  The suggested SISP process model 
is then operationalized and empirically tested.

The SISP Process

IT expansion and advancement over the past 
twenty years has resulted in a growing industry 
concern to make information systems (IS) part 
of the strategic fiber within an organization 
(McFarlan, 1984), resulting in SISP becoming 
a critical issue within the business environment 
(Brancheau & Wetherbe, 1987; Brancheau et al., 
1996).  Many industry surveys have indicated 
that improving SISP is the most serious chal-
lenge facing IS management (Beath & Orlikows-
ki, 1994; Martin &  Leben, 1989; Pavri & Ang, 
1995; Porter & Millar, 1985).  Many surveys on 
IS management issues over the past two decades 
have noted this challenge (Ball & Harris, 1982; 
Brancheau & Wetherbe, 1987; Brancheau et al., 
1996; Dickson, Leitheiser, Wetherbe, & Nechis, 
1984; Galliers, 1993; Grover & Sabherwal, 1989; 
Hartog & Herbert, 1986; Niederman,  Bran-
cheau, & Wetherbe, 1991; Watson, Kelly, Galli-
ers, & Brancheau, 1997).

“Strategic planning” was chosen as the number 
one IS management issue in 1980, 1983, and 
1986 (Ball & Harris, 1982; Brancheau & Weth-
erbe, 1987; Dickson et al., 1984).  In 1990 and 
then in 1993-94, the issues of “developing an IS 
architecture” and “building a responsive IT in-
frastructure” ranked number one, respectively, in 
those years (Niederman et al., 1991; Brancheau 
et al., 1996).  Both IS architecture and IT infra-
structure are impacted by SISP as they provide 
the structure and access to organizational infor-
mation. Similarly between 2003 and 2009, “IT 
strategic planning” was consistently among the 
top ten IT executive concerns each year as identi-
fied by the annual Society for Information Man-
agement membership survey (Luftman & Ben-
Zvi, 2010). 

The basic concept of SISP is to derive an orga-
nization’s information resources and IS strategy 
from its business strategy (King, 1988).  Andreu,  
Ricart, and Valor  (1994) proposed that effec-
tively linking strategic business planning to SISP 
must account for the relationship between orga-
nizational design and organizational informa-
tion system design.  Ross (2003) also suggested 
that business strategies depend on specific under-
lying IS capabilities, and before synergy between 
the two can develop, firms must first develop 
organizational competencies in IS architecture.  
Nunamaker, Dennis, Valacich and Vogel (1991) 
stated that IS architecture provides a road map 
for the IS building process, where system compo-
nents fall into perspective, specify their system 
functionalities, and define their structural rela-
tionships and dynamic interactions.

The SISP and IT literature suggest that effec-
tive business and IS strategic planning should 
be performed simultaneously at the same enter-
prise level to ensure that common elements of 
the overall business plan are integrated into the 
IS plan and that IS strategies that assist in achiev-
ing overall business goals are incorporated into 
the enterprise business plan.  Brown and Magill 
(1994) found that the majority of IS structure 
changes should be made to better align respon-
sibilities for the IS functions with characteristics 
of the overall organization.  King and Teo (1997) 
also showed that an evolutionary pattern of inte-
gration stages exists when organizations attempt 

to integrate business planning and IS planning, 
with few organizations reaching full integration 
and where the application of IT (administrative 
to strategic) within the business plan drove an 
organization towards full integration.  

Typically, a SISP plan results from an enterprise-
wide strategic planning initiative that defines 
the overall vision and architecture for IS within 
the enterprise (Whitten, Bentley, & Dittman, 
2004).  The resulting SISP plan is a group of ac-
tion plans for IS development in each business 
and function within the enterprise as required by 
top management (Doll, 1985).   The SISP plan is 
consistent with corporate strategy, and incorpo-
rates the IS architecture that has been accepted 
during the iterative strategic planning sessions 
described by Andreu et al. (1994) as the “weed-
ing out” process between alternative IS opportu-
nities and IT capabilities that support and meet 
overall business goals.  Tallon, Kraemer and Gur-
baxani (2000) pointed out that firms whose IT 
were closely aligned with their overall business 
strategy reported higher perceived payoffs from 
IT than firms where strategic alignment to IT 
was weaker.  

SISP Success Theory

Venkatraman and Ramanujam (1987) suggested 
that planning system success might be operation-
alized as two interrelated dimensions—the ful-
fillment of key objectives and the improvement 
in the capability of the planning system.  Rag-
hunathan and Raghunathan (1994) adapted the 
Venkatraman and Ramanujam planning system 
success model to SISP research and specified a 
theoretically supportable model that paid spe-
cific attention to construct measurement issues.  
Segars and Grover (1998) later expanded the di-
mensionality of the two SISP constructs when 
they proposed and empirically tested the theory 
that SISP success could be operationalized as a 
second order factor model, with first order con-
structs identified as alignment, analysis, coopera-
tion, and capabilities.  Alignment, analysis, and 
cooperation expanded the fulfillment of key ob-
jectives, and capabilities addressed the improve-
ment of the planning system.
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Prior to Segars and Grover (1998), Lederer and 
Salmela (1996) proposed a SISP process theory 
that incorporated IS analysis, planning, delivery, 
and implementation in achieving better align-
ment of IS/IT strategies while executing business 
plans and realizing business goals.  Figure-1 in the 
appendix depicts the Lederer and Salmela SISP 
process model, which included: internal environ-
ment (IE), external environment (EE), planning 
resources (PR), planning process (PP), informa-
tion plan (IP), plan implementation (PI), and 
alignment (A).  Lederer and Salmela suggested 
that a more effective and efficient planning pro-
cess in a simple, stable environment would lead to 
a more comprehensive approach in implementing 
a more useful information plan leading to better 
plan alignment.  With respect to the Lederer and 
Salmela SISP process model, better SISP align-
ment inferred that organizational strategy had 
been assimilated into the IS architecture and IT 
infrastructure.

  	 Lederer and Salmela provided a theo-
retical framework to describe the process of SISP, 
without any empirical substantiation.  As a sug-
gestion to future researchers, Lederer and Salme-
la proposed the use of indirect effects to test and 
explain their model.  In testing indirect effects, 
the authors suggested that it would be more fea-
sible for future researchers to test construct rela-
tionships that occur through other relationships.  

Using the Lederer and Salmela SISP process 
framework, the prediction of SISP alignment is a 
complicated model based on multiple constructs 
and their relationships.  The context of this re-
search study is to provide construct measurement 
that focuses on indirect effects from the SISP 
process framework proposed by Lederer and 
Samela, and then empirically test each construct 
relationship or hypothesized SISP determinant.   
The results of this study should corroborate the 
necessity of SISP determinants in the SISP pro-
cess that assimilates an organization’s overall 
strategic plan through the organization’s IS/IT 
initiatives.

The Focused SISP Process Model

This study develops a focused SISP process model, 
which differs from the model proposed by Leder-
er and Salmela (1996).  It combines internal and 
external environments with the organizational 
planning resources effort to define the indepen-
dent factor of effective analysis.  The SISP infor-
mation plan was divided into two components 
of plan quality and plan communication.  These 
three factors (effective analysis, plan quality, and 
plan communication) coupled with the planning 
process effort and plan implementation effort 
are proposed to impact the organizational SISP 
alignment effort through the prediction of SISP 
plan assimilation.  Figure 2 depicts the focused 
SISP process model with five hypothesized de-
terminants using SISP plan assimilation (PA) as 
the dependent variable explained by independent 
variables of SISP effective analysis (EA), the SISP 
planning process (PP), SISP plan quality (PQ), 
SISP plan communication (PC), and the SISP 
implementation effort (IE).  Effective analysis, 
plan communication, and implementation effort 
relate to the fulfillment of SISP key objectives. 
SISP plan quality and planning process relate to 
the improvement of the SISP planning system.

The Dependent Variable

SISP Plan Assimilation (PA)

A critical success factor for SISP is the close align-
ment of the SISP plan and the organization’s 
business strategy (Baets, 1992; Bowman, Davis, 
& Wetherbe, 1983; Das et al., 1991; Henderson 
et al., 1987; Henderson & Venkatraman, 1989; 
King, 1978).  SISP alignment facilitates the se-
lection and deployment of IT that is complimen-
tary with the organization’s competitive needs 
rather than individual business units’ IS wants 
(Bowman et al., 1983).  SISP alignment can be 
restated as the assimilation of an organization’s 
business strategy into the organization’s IS strat-
egy (Segars, Grover, & Teng, 1998).  The IT lit-
erature suggests that SISP assimilation heightens 
the stature of IS within the organization, thus 
facilitating the support for financial and human 
resources necessary to effectively implement in-
novative systems (Das et al., 1991; Henderson et 

al., 1987).  For these reasons, an accurate assess-
ment of SISP assimilation could interpret how 
well an organization’s IS have been aligned to the 
organization’s business strategy.  

The SISP process theory proposed by Lederer 
and Salmela used alignment as an important 
measure of a successful SISP process, and the 
authors suggested that their SISP process model 
would predict SISP alignment.  In keeping with 
Lederer and Salmela, our focused SISP process 
model is hypothesized to predict SISP assimila-
tion, and better SISP assimilation should lead to 
a greater presence of the organization’s business 
goals and objectives within the organization’s IS 
and IT planning.  

The Independent Variables

SISP Effective Analysis (EA)

 Information analysis is generally recognized to 
be one of the most difficult phases of manage-
ment information systems (MIS) development 
(Munro & Davis, 1977).  Numerous authors of 
SISP literature have focused on issues surround-
ing the organizational analysis required for SISP 
(Brancheau & Wetherbe, 1986; Boynton & 
Zmud, 1987; Hackathorn & Karimi, 1988; Hen-
derson et al., 1987).  Organizational analyses of 
both internal and external environments, along 
with analyses of available resources, capabilities, 
and organizational information needs are re-
quired during the SISP process.  Organizational 
analysis of information and information needs 
during the SISP process highlights the complex 
nature of intra-organizational information sys-
tems (e.g., the complex issues generated between 
functional groups), as well as inter-organization-
al information systems (e.g., along the organiza-
tion’s supply chain).

The initial SISP process requires a rigorous or-
ganizational effort to better understand its in-
ternal operations (Lederer & Sethi, 1988).  SISP 
requires an organization to effectively analyze 
its core competencies, business processes, cor-
porate culture, and existing technologies (Hagel 
& Singer, 1999).  Many of the objectives related 
to effective analysis seek to find optimum ways 

to operate and compete with an IT advantage.  
Other objectives seek to build an information 
technology architecture, and integrate applica-
tions and databases across functional organiza-
tional boundaries.  Within the context of SISP, 
effective analysis should provide a clear under-
standing of how IT can enable the organization 
to meet business plans, business goals, and identi-
fy critical IS improvement areas.  These findings 
support the following hypothesis:  

H1:	 More effective analysis will produce 
greater plan assimilation.

SISP Planning Process (PP)

 IT planning has been a topic of key importance 
in both academics and practice since the mid-
1960s (Main & Short, 1989).  According to Blu-
menthal (1969), the IT planning process must 
build a consensus across organizational func-
tional boundaries regarding the role of IT within 
each of the organization’s functional units and 
within the organization as a whole.  Most SISP 
planning approaches view the IT plan as a re-
sponse to business strategies and seek through 
differing means to identify and accomplish these 
objectives (Mason & Mitroff, 1981; Zani, 1970; 
Zmud, Boynton, & Jacobs, 1986).  As organiza-
tions capitalize on opportunities for IT to enable 
a means of gaining competitive advantage in the 
business environment, the IT planning process 
has evolved to include high levels of interaction 
between business strategy and IT strategy (Ben-
jamin, Rockart, Morton, & Wyman, 1984; Py-
burn, 1983).  In order for assimilation of business 
strategy into IT strategy to occur, an appropri-
ate SISP planning process must exist to provide 
better coordination for the organization’s IT 
resources.  These findings support the following 
hypothesis:  

H2:  A more effective planning process will 
produce greater plan assimilation.

SISP Plan Quality (PQ)

 SISP has evolved in a pattern similar to that of 
general business planning (Henderson & Ven-
katraman, 1989).  Similar to early business plan-
ning methodologies, early IT planning efforts 
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emphasized the effective distribution of the orga-
nization’s IT resources within the organization’s 
IT function itself (Main & Short, 1989).  More 
recent SISP and IT literature depict the need for 
SISP that includes the integration of organiza-
tional business strategies with IT strategies to 
distinguish opportunities for IT to enable the 
attainment of critical business goals (Boynton 
& Zmud, 1987; Cash & Konsynski, 1985; Hen-
derson et al., 1987; Henderson & Venkatraman, 
1989; King, 1988; McFarlan, 1984).  Within the 
context of strategic planning, SISP plan quality 
enables the realization of business goals through 
existing IT resources and/or scheduled IT en-
hancements.  

SISP plan quality requires more than just oppor-
tunity identification and IT resource reallocation 
to utilize IT for competitive advantage.  SISP 
plan quality reflects the ability of IT manage-
ment to follow through with a manageable SISP 
between existing IT resources and future IS and/
or IT deployment. The SISP plan quality should 
reflect an integrated, competitive, and manage-
able perspective that directly incorporates the 
organization’s business strategies.  These findings 
support the following hypothesis:     

H3:  A higher quality plan will produce great-
er plan assimilation.

SISP Plan Communication (PC)  

Within the organization, communication por-
trays a pivotal role (Te’eni, 2001), and may even 
be seen as the foundation for most organizational 
action (O’Reilly & Pondy, 1979; Weick, 1979).  
Winograd and Flores (1986) defined communi-
cation as taking action and organizations as col-
lections of communicative acts.  Successful SISP 
must center on organizational action to analyze 
the organizational needs, coordinate the plan-
ning process, maintain plan quality, and imple-
ment a strategic plan that incorporates business 
strategy with IT strategy.  Through the com-
munications process, the SISP plan should be 
presented with clarity throughout the organiza-
tion in order to emphasize the importance of the 
SISP to organizational goals (Bergeron, Buteau, 
& Raymond, 1991; King, 1988).  These findings 
support the following hypothesis: 

H4:  More effective plan communication will 
produce greater plan assimilation.

SISP Implementation Effort (IE) 

Zmud and Cox (1979) stated that there is no best 
way to implement IS.  The purpose of IS is to af-
fect the organization favorably (Powell, 1993), 
and IS implementation can also cause consider-
able organizational change that people tend to 
resist (Markus, 1983).  The likelihood of this re-
sistance increases with the scope and magnitude 
of the changes that the IS create (Tait & Vessey, 
1988), and SISP in theory and practice should 
impact the entire organization.  Organizations 
often fail to implement the SISP plans they cre-
ate, which is considered a serious problem (Earl, 
1993; Lederer & Mendelow, 1986; Lederer & 
Sethi, 1988; Lederer & Sethi, 1996), reinforcing 
the importance that implementation effort im-
pacts SISP plan assimilation.

Because of the extreme difficulty in measur-
ing implementation success, the most appealing 
indicator is use and satisfaction (Lucas, 1978).  
The probability of success in IS implementation 
efforts (or SISP implementation efforts) could 
likely be increased if special attention were paid 
to gaining organizational commitment to any 
necessary changes, and assuring organizational 
functional units that the implementation effort 
is well defined and plans are clearly specified 
(Ginzberg, 1981).  An indication of organiza-
tional implementation success occurs when the 
IS gains acceptance in the organization and is in-
tegrated into the organization’s functional work 
processes (Wixom & Watson, 2001).  These find-
ings support the following hypothesis: 

H5:  Increased implementation effort will 
produce greater plan assimilation.

Methodology

The study used a 75-item questionnaire.  Re-
sponses were indicated on seven-point Likert 
scales.  In addition to the 75 items, five demo-
graphic questions were included for sample strat-
ification.  A copy of the 80-item response survey 
is available for review in the appendix.   

A convenience sample of 320 IS/IT industry ex-
ecutives and top managers answered the survey.  
The largest primary business group represented 
in our sample size was manufacturing (34.7%).  
Individual gross revenues of respondent com-
panies were all over $50 million, with the larg-
est segment (22.2%) reporting between $600 
million and $1 billion.  Respondents noted that 
their companies had been developing and main-
taining SISP for the past 9.9 years, with the SISP 
plan revised on average every 2.6 years.  Table 3 
details the company demographics from the indi-
vidual survey responses.

An exploratory factor analysis using the princi-
pal axis factor method with varimax rotation was 
conducted on the 75 SISP items.  The 75 items 
yielded six factors that represented 84.3% of the 
total variation with all items loading significantly 
(rotated factor loading patterns > 0.7).  Reliabil-
ity analysis revealed that all six SISP factors yield-
ed Cronbach alphas greater than 0.92 (see Tables 
4.1 to 4.7).  These findings demonstrate adequate 
discriminate validity among the factors, indicat-
ing that the survey items tap into the meaning of 
the intended factor, but do not substantially tap 
into the meaning of any of the other factors.

To assess for multicollinearity, correlations 
among the 320 average responses for each of 
the six SISP factors was performed (see Table 
6).  Only implementation effort (IE) did not 
have significant correlation with plan assimila-
tion (PA).  All correlations were less than .70, 
which falls below the level of extreme multicol-
linearity (Aiken & West, 1991; Neter, Kutner, 
Nachtsheim, & Wasserman, 1996) and allowed 
the use of multiple regression analysis to explore 
the relationships between SISP plan assimilation 
and the five SISP determinants as explanatory 
variables.  To control for the effect of multicol-
linearity among the explanatory variables within 
the regression model, response averages for each 
SISP factor were centered (Aiken & West, 1991; 
Cohen & Cohen, 1983; Neter et al., 1996).  To 
evaluate the moderator variables (determinant 
cross-product interaction terms) within the 
regression model, a partial Gram-Schmidt or-
thogonalization method allowed each moderator 
variable to compensate for multicollinearity by 
producing a product variable that was uncorre-

lated with its component explanatory variables 
(Cohen & Cohen, 1983; Burrill, 2003).

Of the 320 responses, 20% (64 responses) were 
randomly separated and excluded for regression 
model validation.  The remaining 80% (256 re-
sponses) were analyzed for trends, normality, 
heteroskedasticity, and outliers.  From the 256 
responses, SISP plan assimilation was regressed 
over all of the proposed explanatory variables 
(EA, PP, PQ, PC, and IE) and their correspond-
ing moderator variables (two-way, three-way, 
four-way, and five-way interaction terms).  The 
resulting regression analysis produced a signifi-
cant model (F = 92.1, p < 0.001, and adjusted R2 
= .79) with ten significant predictors.  Regression 
model validation using the validation data set 
produced a mean square prediction error of 0.60, 
which is close enough to the regression model’s 
mean square error (0.57) to show regression mod-
el validation (Neter et al., 1996). 

A multiple regression analysis was re-run with 
the original response data set less 21 influential 
outliers.  The final multiple regression analysis 
yielded a significant model (F = 118.5, p < 0.001, 
and adjusted R2 = .80) having five explanatory 
variables (EA, PP, PQ, PC, and IE) with five 
moderator variables (EA.PC, PQ.PP, PP.PC, 
IE.PC, and PQ.PP.PC).  These ten-predictor 
variables from the regression model explained 
approximately 80% of the variance within the 
SISP plan assimilation responses.  Table 7 in the 
Appendix details the results for the regression 
model along with the estimated values for the 
individual predictor coefficients.  Simple slope 
analysis, cross-over point identification, and post 
hoc probing of moderator variables found signifi-
cance (p < .02) in each of the moderator variable 
effects, yet the power of our tests ( power > .80, 
α = .05) only supported detection for large and 
moderate effects (Aiken & West, 1991).

Discussion

The multiple regression analysis retained all five 
of the proposed plan assimilation determinants 
(effective analysis, planning process, plan qual-
ity, plan communication, and implementation 
effort).  These independent variables explained 
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80% of the variation in SISP plan assimilation in 
our sample.  

An initial look at the results of the multiple re-
gression indicates that the independent variables, 
effective analysis and implementation effort, 
unexpectedly had a negative impact on plan as-
similation.  Therefore, Hypotheses 1 and 5 were 
not supported.  As expected, the remaining in-
dependent variables, planning process, plan qual-
ity, and plan communication, showed a positive 
impact on plan assimilation.  Therefore, Hypoth-
eses 2, 3, and 4 were supported.

There is, however, an explanation for the nega-
tive impact of effective analysis and implementa-
tion effort on plan assimilation.  The complexity 
of analyzing, planning, and implementing IT/
IS across organizational boundaries could cause 
questions about a project’s feasibility.  Using 
enterprise goals to drive IT/IS could also cause 
individual business units to question the need 
for seemingly unrelated IT/IS projects.  Exten-
sive analysis and the implementation effort itself 
could highlight or even magnify these issues, thus 
negatively impacting SISP plan assimilation.    

The multiple regression indicated the presence 
of significant interaction effects that suggest 
further analysis is necessary.  The reduced model 
showed that plan communication is a moderator 
in combination with both effective analysis (EA.
PC) and implementation effort (IE.PC). These 
two moderator variables (each of moderate size) 
provided evidence that the combination of plan 
communication during both the analysis and the 
implementation effort could positively impact 
plan assimilation.  

High levels of plan communication could resolve 
complexity that arises during the analysis process.  
Active plan communication among stakeholders 
during implementation efforts could also intro-
duce ownership in overall enterprise goals.  These 
two moderator variables (EA.PC and IE.PC) 
suggest that a large organizational effort toward 
keeping clear channels of communication open 
and active during the SISP process would allow 
for the effective analysis of IT/IS needs, and for 
IT/IS implementations to be known, accepted, 
and used.  If high levels of communication are 

present during the entire SISP process, our re-
sults indicate that we could conditionally retain 
H1 and H5.

Our model indicated that SISP plan communi-
cation moderated the planning process (PP.PC).  
Active plan communication among stakeholders 
allows the evaluation and selection of business-
critical IT/IS opportunities to constitute the 
SISP plan.  The negative moderating effect that 
the interaction of plan communication and the 
planning process (PP.PC) has on plan assimila-
tion could be attributed to lost IT/IS opportu-
nities—those individual business-unit IT/IS 
projects, lacking organizational-critical status, 
that were passed over during the SISP planning 
process and not implemented.  

Further, our model indicated that SISP plan 
communication moderated the combination of 
planning process and plan quality (PQ.PP.PC).  
The plan quality, planning process, and plan 
communication variables, as well as the interac-
tion of all three, positively impacted plan assimi-
lation.  These findings provide further support 
for Hypotheses 2, 3, and 4.  

During SISP, the planning process allows indi-
vidual business units to suggest and communi-
cate IT/IS opportunities that would contribute 
toward achieving enterprise goals.  The resulting 
business-critical IT/IS needs constitute the proj-
ects within the SISP plan, and SISP plan qual-
ity measures the IT/IS projects’ feasibility and 
achievability.  Our regression model suggested 
that the planning process moderated plan qual-
ity (PQ.PP), taking into account that some IT/IS 
opportunities are neither feasible nor achievable, 
but the power of our multiple regression analysis 
is not sufficient to support the detection of this 
small moderator effect. 

Conclusions

SISP plan assimilation was strongly dependent 
on the five SISP determinants.  SISP plan com-
munication emerged as the most critical deter-
minant of SISP plan assimilation.  Plan com-
munication influences the assimilation of overall 
business strategy into organizational IS/IT ini-
tiatives, and moderates the influences of effective 

analysis, the planning process, plan quality, and 
the plan implementation effort.  Should SISP 
plan communication fall short of active commu-
nication throughout the SISP process, then SISP 
organizational efforts for effective analysis, the 
planning process, and plan implementation may 
adversely influence the assimilation of strategic 
IS/IT initiatives.

The SISP planning process was suggested to 
moderate SISP plan quality, with IT/IS project 
evaluations during the planning process delin-
eating the business-critical nature of the IT/IS 
need.  Although the size of this moderator effect 
was not supported by the power of our regres-
sion analysis, future researchers should take this 
study’s suggestion that the effect may exist and 
further explore its possibility.

This study has limitations such as the single 
method bias present in our survey instrument 
and the insufficient sample size required for 
power to test and detect small moderator effects.  
The assumption of no measurement error in the 
survey responses was a limitation, but the factor 
items did exhibit high reliability of (α > .92). The 
use of simple averages from survey items may not 
have been the best estimate of the latent factors, 
and multiple regression analysis may have over-
estimated the explanatory and moderator rela-
tionships.  Future research should address these 
issues.

SISP serves as an organizational process with 
the intent of enabling business goals and objec-
tives through organizational IS/IT.  This study’s 
contribution to the IT and SISP literature is 
the empirical evidence and corroboration of the 
SISP determinant relationships within the pro-
posed SISP process model and those relation-
ships extended to the 1996 SISP process model 
proposed by Lederer and Salmela.  The empirical 
evidence presented in this study is useful to both 
researchers and practitioners alike.  The results 
of this study can serve as momentum for SISP 
comprehension and extension, yet the results 
should be viewed as exploratory and in need of 
further confirmation.  Researchers may wish to 
further investigate the moderating effects of plan 
communication among the other SISP determi-
nants and whether larger sample sizes impact the 

moderator effects presented in this study.  Prac-
titioners may apply the findings of this study to 
improve their SISP process by emphasizing plan 
communication among the other SISP determi-
nant efforts.  
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APPENDIX

Lederer & Salmela Model  (1996)
  A theory of strategic information planning 

External 
Environment

Internal 
Environment Planning

Resources

Planning
Process

Information
Plan

Alignment

H2:  IE => PP   H1: EE => PP H3: PR => PP

 H4:  PP => IP

Plan 
Implementation

H5:  IP => PI

 H6: PI => A

H4:  A more comprehensive 
planning process produces
a more useful information 
plan.

H5:  A more useful information 
plan produces greater plan 
implementation. 

H6:  Greater plan implementation 
produces better alignment. 

H1:  A more stable external 
environment produces a 
more effective and efficient 
planning process. 

H2:  A simpler internal 
environment produces a 
more effective and efficient 
planning process. 

H3:  More extensive and higher 
quality planning resources 
produce a more effective and 
efficient planning process. 

Figure 1 
Lederer & Saimela Model (1996) 

A Theory of Strategic Information Planning



James E. Ryan, R. Kelly Rainer, Jr., Mikko Ruohonen, Timo Auer, & Tor Guimaraes Major Determinants of Strategic Information System Plan Assimilation

110
International Journal of the Academic Business World

111
 

Fall 2010 (Volume 4 Issue 2)

Table 3 
SISP Survey Demographics

Primary Business Count % Gross Revenue’s Count %

Manufacturing 111 34.7 Less than $50M 0

Merchandising 0 $50 - $150M 8 2.5

Financial Services 13 4.1 $150 - $300M 38 11.9

Insurance 12 3.8 $300 - $600M 52 16.2

Health Care 23 7.1 $600M - $1B 71 22.2

Utilities 14 4.4 $1 - $5B 56 17.5

Government 0 $5 – $10B 51 15.9

Transportation 29 9.1 Over $10B 44 13.8

Mining 6 1.8

Wholesalers 21 6.6

Retailers 23 7.1

Banking 20 6.3

Communications 17 5.3

Other 31 9.7

Role of Respondent Count % Plan Revisions Count %

Top Executive 142 44.4 Once per Year 33 21.4

IS Department Manager 142 4.4 Every 1 to 3 Years 46 29.9

Business Unit Manager 0 0 Every 3 to 5 Years 23 14.9

Unmatched Top Executive 25 7.8 Revised sporadically 52 33.8

Unmatched IS Manager 11 3.4 IS Director Respondents    154

     mean = 2.61    st. dev. = 1.162

Number of years each company has maintained a formal IS plan.

n = 154     mean = 9.942      median = 9     mode = 5

standard deviation = 4.882     minimum = 3     maximum = 24

Strategic Information Systems Planning Determinants
Focused Model

Hypothesized Relationships

H5

H4

H3

H2

H1

SISP Plan Assimilation - PA

SISP Effective Analysis - EA

SISP Planning Process - PP

SISP Plan Quality - PQ

SISP Plan Communication - PC

SISP Implementation Effort - IE

H1:  Effective analysis of the organization will significantly improve SISP plan assimilation.

H2:  The SISP planning process will significantly improve SISP plan assimilation.

H3:  The SISP plan quality will significantly improve SISP plan assimilation.

H4:  The SISP plan communication will significantly improve SISP plan assimilation.

H5:  The SISP plan implementation effort will significantly improve SISP plan assimilation.

Figure 2 
Strategic Information Systems Planning Determinants 

Focused Model
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Table 4.1

Item Measures for SISP Plan Assimilation (PA) 
areliability  = 0.9217 Loading

PA01    The main themes of the IS strategic plan are known among managerial 
groups. - 0.87

PA02    The main themes of the IS strategic plan have been generally accepted 
among different managerial and user groups. - 0.82

PA03    The main themes of the IS strategic plan have been put into action. - 0.87
 (Seven-Point Scale Anchored by “Not at All” and “To a great Extent”)

Table 4.2

Item Measures for SISP Effective Analysis (EA) 
areliability  = 0.9903 Loading

EA01    Analysis of technology trends and its effect on the firm. 0.90
EA02    Analysis of internal strengths and weaknesses that is critical to IS. 0.90
EA03    Analysis of current role and use of information technology to the firm. 0.91
EA04    Analysis of hardware and software requirements. 0.90
EA05    Analysis of quality and potential of existing company IS applications. 0.90
EA06    Assessment of hardware and software market. 0.90
EA07    Exploring opportunities of existing IS applications to gain competitive 

advantage. 0.90

EA08    Analysis of future strategic business opportunities and threats for developing 
IS applications. 0.89

EA09    Analysis of environmental issues that affect IS department (i.e. outsourcing). 0.90
EA10    Review of business strategies and linking IS plans with business plans. 0.90
EA11    Analysis of company business process. 0.90
EA12    Exploring opportunities to integrate available IS technology and business 

processes. 0.90

EA13    Evaluation of organizational capabilities to use and assimilate available IS 
technology. 0.91

EA14    Evaluation of IS personnel’s capabilities to develop IS applications. 0.89
EA15    Evaluation of IS personnel’s awareness of business issues. 0.89
EA16    Evaluation of IS management’s capabilities to integrate IS and business. 0.89
EA17    Evaluation of IS management’s awareness of business issues. 0.89
EA18    Evaluation of general management’s awareness of IS issues. 0.90
EA19    Evaluations of general management’s capabilities to integrate IS technology 

and business. 0.90

EA20   Analysis of future human resources requirements for the IS function. 0.90
EA21    Analysis of overall company resources, constraints, and contingency plans. 0.89

(Seven-Point Scale Anchored by “Not at All” and “To a great Extent”)

Table 4.3

Item Measures for the SISP Planning Process (PP) 
areliability  = 0.9915

Loading

PP01    Top management had a crucial role in the initiation of IS planning process. 0.88
PP02    Top management supported substantially the whole IS planning process. 0.89
PP03    The IS planning process had a corporate champion. 0.87
PP04    This champion was knowledgeable about relevant business conditions. 0.88
PP05    This champion was politically powerful and could control much of the 

required resources. 0.89

PP06    Outside facilitators were used to provide necessary input to the planning 
process. 0.88

PP07    Multiple, different ways were used to gather and create views and knowledge 
on IS planning issues. 0.89

PP08    Understandable language instead of technical jargon was used through the 
whole IS planning process. 0.88

PP09    IS planning process was a continuous integration process between the people 
from IS function and other organization units. 0.90

PP10    IS planning process was tailored to provide information about critical IS issues 
to general management. 0.90

PP11    IS planning process was tailored to provide information about critical business 
issues to IS people. 0.88

PP12    IS planning concentrated on business-critical themes. 0.89
PP13    Executives form the main company units participated in the planning process. 0.88
PP14    IS planning themes were translated into specific IS deliverables. 0.88
PP15    Planning process accounted for emerging business and IS issues. 0.88
PP16    Top management communicated understandable guidelines for IS planning. 0.88
PP17    Top management clearly defined strategic business needs for IS planning. 0.88
PP18    IS management provided realistic technological views for IS planning process. 0.87
PP19    IS management was committed to ensure the success of the planning process. 0.88
PP20    User management was committed to the IS planning process. 0.88
PP21    User management contributed to the planning process by pointing out critical 

business and IS issues. 0.88

PP22    IS planning process supported the formation of a joint, mutual understanding 
of strategic IS issues. 0.88

PP23    Critical stakeholders (top, IS and user management) understood their roles 
and responsibilities during the IS planning process.       0.89

(Seven-Point Scale Anchored by “Not at All” and “To a great Extent”)
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Table 4.7 
Results of Factor Analysis and Reliability Analysis

SISP Determinant Variable Items Eigenvalue Variance Explained Reliability a
  EA – Effective Analysis 21 18.55 24.7% .99
  PP - Planning Process 23 21.48 28.6% .99
  PQ - Plan Quality 12 6.15 8.2% .98
  PC - Plan Communication 9 8.55 11.4% .98
  IE  - Implementation Effort 7 6.23 8.3% .97
  PA – Plan Assimilation 3 2.44 3.2% .92

Table 4.4

Item Measures for IS Strategic Plan Quality (PQ) 
areliability  = 0.9778 Loading

PQ01    The role IS should play in order to support business goals was well defined. - 0.76
PQ02    How IS should be used as a competitive weapon was well defined. - 0.76
PQ03    It was described thoughtfully how IS could be used internally to support 

competitiveness. - 0.76

PQ04    It was described clearly how information management functions should be 
organized. - 0.78

PQ05    The basic architecture for information technology was described. - 0.76
PQ06    IS capacity needs were well defined. - 0.78
PQ07    Needed IS investments were well defined. - 0.77
PQ08    The benefits for the realization of the IS plan was well defined. - 0.77
PQ09    A schedule for the more important projects was described. - 0.78

(Seven-Point Scale Anchored by “Not at All” and “To a great Extent”)

Table 4.5

 Item Measures for SISP Implementation Effort (IE) 
areliability  = 0.9697 Loading

IE01    Monitoring and feedback of the implementation process. - 0.89
IE02    Resource mobilization of implementation. - 0.89
IE03    User involvement in implementation. - 0.87
IE04    Top management monitoring of implementation. - 0.88
IE05    Interaction between top management/IS professionals and users. - 0.89
IE06    Constant updating of the IS strategy plan to reflect organizational and 

environmental changes. - 0.88

IE07    Motivation and communication of the purpose and benefits of the IS strategy 
plan to different managerial and user groups. - 0.91

(Seven-Point Scale Anchored by “Not at All” and “To a great Extent”)

Table 4.6

Item Measures for SISP Plan Communication (PC) 
areliability  = 0.9834 Loading

PC01    During the objectives and constraints setting phase of the planning process 
there was an active two-way communication between top managers and user 
managers.

0.77

PC02    During the objectives and constraints setting phase of the planning process 
there was an active two-way communication between top managers and IS 
managers.

0.76

PC03    The defined planning objectives and constraints were based on an explicit 
mutual understanding between Top managers and user managers. 0.76

PC04    The defined planning objectives and constraints were based on an explicit 
mutual understanding between Top managers and IS managers. 0.75

PC05    After planning objectives were defined, the analysis and planning phase 
was an active two-way communication between Top managers and user 
managers.

0.76

PC06    After planning objectives were defined, the analysis and planning phase was 
an active two-way communication between Top managers and IS managers. 0.77

PC07    The outcomes from the analysis and planning phase were based on an 
explicit mutual understanding between Top managers and user managers. 0.75

PC08    The outcomes from the analysis and planning phase were based on an 
explicit mutual understanding between Top managers and IS managers. 0.78

PC09    The final conclusions and decisions about IS planning were made by an 
active two-way communication between Top managers and user managers. 0.77

PC10    The final conclusions and decisions about IS planning were made by an 
active two-way communication between Top managers and IS managers. 0.76

PC11    The final conclusions and decisions about IS planning were explicitly and 
jointly understood by Top managers and user managers. 0.77

PC12    The final conclusions and decisions about IS planning were explicitly and 
jointly understood by Top managers and IS managers. 0.77

(Seven-Point Scale Anchored by “Not at All” and “To a great Extent”)
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Table 7 
OLS Multiple Regression Analysis Results  

Dependent Variable:  SISP plan assimilation (n=299)

Explanatory Variables Incremental  
R2

Regression  
Coefficients

Moderator  
Effect ***

 SISP effective analysis (EA) .14** -  .16
 SISP planning process (PP) .09* + .12
 SISP plan quality (PQ) .01** + .19
 SISP plan communication (PC) .01** + .27
 SISP implementation effort (IE) .0001** -  .26
 Total Explanatory Variables .25**
Moderator Variables
 SISP EA.PC .13** + .07 0.18 ~ moderate
 SISP PQ.PP .03** + .48 0.03 ~ small
 SISP PP.PC .25** -  .36 0.38 ~ large
 SISP IE.PC .09** + .20 0.10 ~ moderate
 SISP PQ.PP.PC .05** + .23 0.06 ~ moderate
 Total Moderator Variables .55**
Total R2 .80**
Total R2 Adjusted .80**
    * = p ≤ 0.02 
  ** = p < 0.01 or lower 
***  (Aiken and West, 1991)

Table 6 
Correlation Matrix for SISP Determinant  

Grand Averages

EA PP PQ PC IE

PP 0.167  
0.003

PQ
0.265

0.000

0.678
0.000

PC
0.467

0.000

0.542

0.000

0.323
0.000

IE
-0.101

0.070

0.096

0.086

0.077

0.171

0.428
0.000

PA
0.364

0.000

0.296

0.000

0.313

0.000

0.394

0.000

0.087
0.122

Table 5 
SISP Survey Components Mapped to SISP Focused Model

SISP Determinant Variable Construct Relationship HA Items
EA – Effectiveness of Plan Analysis EA==>  PA H1 21
PP – Quality of Planning Process PP ==>  PA H2 23
PQ – Plan Quality PQ ==>  PA H3 9
PC – Plan Communications PC ==>  PA H4 12
IE  – Implementation Effort IE ===>  PA H5 7
PA – Plan Assimilation 3
Demographic Information 5
Total Items 80
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Strategic Information Systems Planning  
Survey Questionnaire    (page 1 of 4)

N
ot at all

To a sm
all extent

To som
e extent

A
verage extent

To a large extent

To a very large extent

To a great extent

1 2 3 4 5 6 7

Please rate how well the IS strategic plan 
has been assimilated using the scale above:

1.	 The main themes of the IS strategic plan 
is known among managerial groups.

2.	 The main themes of the IS strategic plan 
has been generally accepted among dif-
ferent managerial and user groups.

3.	 The main themes of the IS strategic plan 
has been put into action.

Please rate the effectiveness with which 
the following items were performed dur-
ing the development of your IS strategic 
plan using the scale above:   

1.	 Analysis of technology trends and its 
effect on the firm

2.	 Analysis of internal strengths and weak-
nesses that are critical to IS

3.	 Analysis of current role and use of infor-
mation technology to the firm

4.	 Analysis of hardware and software 
requirements

5.	 Analysis of quality and potential of exist-
ing company IS applications

6.	 Assessment of hardware and software 
market

7.	 Exploring opportunities of existing IS 
applications to gain competitive advan-
tage

8.	 Analysis of future strategic business op-
portunities and threats for developing IS 
applications

9.	 Analysis of environmental issues that af-
fect IS department (i.e. outsourcing)

10.	 Review of business strategies and linking 
IS plans with business plans

11.	 Analysis of company business process
12.	 Exploring opportunities to integrate 

available IS technology and business 
processes

13.	 Evaluation of organizational capabilities 
to use and assimilate available IS technol-
ogy

14.	 Evaluation of IS personnel’s capabilities 
to develop IS applications

15.	 Evaluation of IS personnel’s awareness of 
business issues

16.	 Evaluation of IS management’s capabili-
ties to integrate IS and business

17.	 Evaluation of IS management’s awareness 
of business issues

18.	 Evaluation of general management’s 
awareness of IS issues

19.	 Evaluations of general management’s 
capabilities to integrate IS technology 
and business

20.	 Analysis of future human resources 
requirements for the IS function

21.	 Analysis of overall company resources, 
constraints, and contingency plans

Strategic Information Systems Planning | 
Survey Questionnaire    (page 2 of 4)

N
ot at all

To a sm
all extent

To som
e extent

A
verage extent

To a large extent

To a very large extent

To a great extent

1 2 3 4 5 6 7

Please rate the extent to which you believe 
the following statements about your com-
pany IS strategic planning process to be 
true using the scale above:

1.	 Top management had a crucial role in 
the initiation of IS planning process.

2.	 Top management supported substantial-
ly the whole IS planning process.

3.	 The IS planning process had a corporate 
champion.

4.	 This champion was knowledgeable about 
relevant business conditions.

5.	 This champion was politically powerful 
and could control much of the required 
resources.

6.	 Outside facilitators were used to provide 
necessary input to the planning process.

7.	 Multiple, different ways were used to 
gather and create views and knowledge 
on IS planning issues.

8.	 Understandable language instead of 
technical jargon was used through the 
whole IS planning process.

9.	 IS planning process was a continuous 
integration process between the people 
from IS function and other organization 
units.

10.	 IS planning process was tailored to pro-
vide information about critical IS issues 
to general management.

11.	 IS planning process was tailored to pro-
vide information about critical business 
issues to IS people.

12.	 IS planning concentrated on business-
critical themes.

13.	 Executives form the main company units 
participated in the planning process.

14.	 IS planning themes were translated into 
specific IS deliverables.

15.	 Planning process accounted for emerging 
business and IS issues.

16.	 Top management communicated under-
standable guidelines for IS planning.

17.	 Top management clearly defined strate-
gic business needs for IS planning.

18.	 IS management provided realistic tech-
nological views for IS planning process.

19.	 IS management was committed to ensure 
the success of the planning process.

20.	 User management was committed to the 
IS planning process.

21.	 User management contributed to the 
planning process by pointing out critical 
business and IS issues.

22.	 IS planning process supported the forma-
tion of a joint, mutual understanding of 
strategic IS issues.

23.	 Critical stakeholders (top, IS and user 
management) understood their roles and 

responsibilities during the IS planning 
process.

Strategic Information Systems Planning | 
Survey Questionnaire    (page 3 of 4)

N
ot at all

To a sm
all extent

To som
e extent

A
verage extent

To a large extent

To a very large extent

To a great extent

1 2 3 4 5 6 7

Please rate the extent to which you believe 
the following items have become part of 
your company’s strategic plan using the 
scale above.

1.	 The role IS should play in order to sup-
port business goals was well defined.

2.	 How IS should be used as a competitive 
weapon was well defined.

3.	 It was described thoughtfully how IS 
could be used internally to support com-
petitiveness.

4.	 It was described clearly how informa-
tion management functions should be 
organized.

5.	 The basic architecture for information 
technology was described.

6.	 IS capacity needs were well defined.
7.	 Needed IS investments were well de-

fined.
8.	 The benefits for the realization of the IS 

plan was well defined.
9.	 A schedule for the more important proj-

ects was described.

Please rate the extent to which you believe 
the following items have become part of 
your company’s strategic plan using the 
scale above.

1.	 Monitoring and feedback of the imple-
mentation process.

2.	 Resource mobilization of implementa-
tion.
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3.	 User involvement in implementation.
4.	 Top management monitoring of imple-

mentation.
5.	 Interaction between top management/IS 

professionals and users.
6.	 Constant updating of the IS strategy 

plan to reflect organizational and envi-
ronmental changes.

7.	 Motivation and communication of the 
purpose and benefits of the IS strategy 
plan to different managerial and user 
groups.

Please indicate your organization’s prima-
ry business.  (Check one)

Manufacturing
Health Care
Mining
Communications
Merchandising
Utilities
Wholesalers
Financial Services
Government
Retailers
Insurance
Transportation
Banking
Other (specify)________________

Please indicate your organization’s gross 
revenue.  (Check one)

Less than $50M
$600M to $1B
$50M to $150M
$1B to $5B
$150M to $300M
$5B to $10B
$300M to $600M
Over $10B

Strategic Information Systems Planning | 
Survey Questionnaire    (page 4 of 4)

N
ot at all

To a sm
all extent

To som
e extent

A
verage extent

To a large extent

To a very large extent

To a great extent

1 2 3 4 5 6 7

Regarding communication among people 
within the planning process, please rate 
the extent which you find the following 
statements to be true using the scale above:

During the objectives and constraints setting 
phase of the planning process there was an active 
two-way communication between

1.	 Top managers and user managers
2.	 Top managers and IS managers

The defined planning objectives and constraints 
were based on an explicit mutual understanding 
between:

3.	 Top managers and user managers
4.	 Top managers and IS managers

After planning objectives were defined, the anal-
ysis and planning phase was an active two-way 
communication between:

5.	 Top managers and user managers
6.	 Top managers and IS managers

The outcomes from the analysis and planning 
phase were based on an explicit mutual under-
standing between:

7.	 Top managers and user managers
8.	 Top managers and IS managers

The final conclusions and decisions about IS 
planning were made by an active two-way com-
munication between:

9.	 Top managers and user managers
10.	 Top managers and IS managers

The final conclusions and decisions about IS 
planning were explicitly and jointly understood 
by:

11.	 Top managers and user managers
12.	 Top managers and IS managers

Please mark your role in this company 
(Check one)

Top Executive (corporate)
Unmatched Top Executive
IS manager (corporate)
Unmatched IS manager
Business unit manager

For IS manager (corporate) or Unmatched 
IS manager

For how long has this company devel-
oped and maintained a formal IS plan?  
__________ years, or check here __________ 
if no formal corporate IS plan exists.

How often is the plan formally revised 

at least once per year
every 1 to 3 years
every 3 to 5 years
revised sporadically
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Introduction

How do organizations with a spiritual tendency 
and a declared commitment to spirituality fare 
compared to more secular organizations? Specifi-
cally, what effects do organizations with a greater 
spiritual emphasis have upon employee or worker 
outcomes? The present study attempts to offer 
some explanations for such questions. Outcomes 
such as job satisfaction, organizational commit-
ment, and cohesiveness are studied. 

In recent times, the concept of Spirituality and 
Religiosity in the Workplace (SRW) has gained 
a tremendous amount of attention within orga-
nizational studies and management circles. This 
trend it evident not only in terms of academic 
research but also for practitioners. In the case of 
organizations, it is suggested that increasingly 
they seek to adapt measures to account for the 

spiritual directions of its employees (Mitroff & 
Denton, 1999; Laabs, 1995). It is understood 
that employee needs often have a spiritual dimen-
sion that needs to be catered to (Kolodinsky et 
al, 2008). 

For academicians as well SRW is a very intrigu-
ing and quickly growing area. Not only has the 
Academy of Management (AOM) set up an in-
dependent “special interest group” to study this 
area, but journals purely dedicated to this field of 
study have also seen a rise. In fact it has been stat-
ed that the area has expanded at such an aston-
ishing pace that researchers have simply not been 
able to keep up with its pace (Giacolone, 2003). 

It has also been suggested that most research in 
workplace spirituality has focused on individu-
als rather than organizations. Individual level 
concepts such as spiritual well-being (Ellison, 
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1983), spiritual distress (Kim et al., 1987), and 
spiritual development (Chandler et al., 1992) 
have attracted considerable attention, but little 
has been done in terms of a macro, organiza-
tional level analysis on SRW. This paper presents 
a model to study the relationships involved using 
relevant theories in psychology. This includes the 
motivation theory based on conditioning (Pavlov 
& Anrep, 2003), Maslow’s need-based theory of 
motivation (1943) and the Spillover theory of 
Wilensky (1960).

Considering the increasing interest in this field 
and the relative paucity of research from an orga-
nizational point of view, the present study hopes 
to garner some initial insights regarding differ-
ences between a regular, secular organization 
and an organization with clear spiritual commit-
ments.  Further, the paper tries to provide a road-
map for research on spirituality and its impact on 
employee outcomes.  For example, does organi-
zational spiritual commitment impact employee 
outcomes such as job satisfaction, stress levels 
and organizational commitment?  Finally, as an 
exploratory attempt, it provides a basis for theory 
by developing propositions that can distinguish 
spiritual and secular organizations.  

Literature Review

Unlike morality and ethics, which have found 
considerable attention even in the specific con-
text of workplace outcomes; to the best of our 
knowledge, religiosity has only recently found 
recognition in the management literature as a 
whole. The work done by Giacolone et al (2005) 
and Kolodinsky (2008) stands out as a refreshing 
introduction of SRW (spirituality and religiosity 
in the workplace) to the area of business admin-
istration.	

Considering that religiosity has been studied and 
researched for well over 30 years in neighboring 
disciplines such as sociology, psychology and 
criminology, we feel that this is the right time to 
focus on this somewhat neglected subject. 

Although it is beyond the scope of the current 
study, it is noteworthy that while traditionally 
spirituality has always been considered a part and 
parcel of religion, post modern research has at-

tempted to distinguish between the two ideas. In 
fact there seems to be a certain amount of contro-
versy surrounding this topic within SRW. Propo-
nents favoring separation argue that Spirituality 
rather than religion is far easier to accommodate 
within a workplace (Hicks, 2003).  Others such 
Duke University’s Harold Koenig (2008), a well 
published scholar in spirituality and related ar-
eas, suggest that separating a concept from its 
historical meaning is not easy; while researchers 
might find it convenient, the historical conno-
tation often stands paramount within subjects’ 
understanding thereby resulting in research that 
effectively measures religiosity. 

Thanks to the lack of consensus and general am-
biguity surrounding the idea of SRW, a num-
ber of approaches have been suggested towards 
studying it, this includes using an individual 
spirituality based framework (Kolodinsky, 2008) 
or a Person-Organizational Fit framework as 
proposed (Singhal & Chatterjee, 2006). As such 
spirituality and religiosity in the workplace has 
can be approached in three ways – individual 
spirituality, organizational spirituality and inter-
active spirituality. 

Individual Spirituality 

Kolodinsky et al, (2008) define spirituality as 
“one’s own spiritual ideals and values in the work 
setting”. In other words, individual spirituality 
consists of the person’s spiritual values and ide-
als and individual spirituality in the workplace is 
the result of bringing these values to work. This 
emphasizes the individual as the main unit of 
analysis. Giacolone, et al., (2005) note that it is 
important to understand workplace spirituality 
at the individual level.  They also suggest that 
understanding the level or integration of that 
spirituality into the organizational environment 
is important. 

Organizational Spirituality

Organizational spirituality refers to a macro level 
view of the spiritual values, climate, or culture (as 
opposed to those of the individual) of an orga-
nization. (Kolodinsky et al., 2008). This concep-
tualization of spirituality can be viewed within a 
framework of organizational culture. Consider-

ing that the relationship between organizational 
culture and employee outcomes is well-estab-
lished (Deal & Kennedy, 1982; Meglino et al., 
1989), it has been suggested that organizational 
spirituality likely impacts employee work atti-
tudes, beliefs, and satisfaction (Giacalone and 
Jurkiewicz, 2003). 

Organizational culture can often be indicated 
from its core values, mission statement, and other 
activities. In fact it has been argued consistently 
that core values determine cultural norms and 
overall culture (O’Reilly et al, 1991; Enz, 1991). 
Thus, this study assumes that a spiritual organi-
zation will have an overt commitment to spiri-
tual goals and values that will be reflected in its 
mission statement and core values. 

 Interactive Spirituality

Kolodinsky et al (2008) and others (Vilnai-
Yavetz and Rafaeli, 2003) provide another di-
mension of spirituality in terms of workplace 
interactions between workers and organizational 
values. This Interactive perspective is considered 
important for providing a better understanding 
of workplace outcomes of spirituality not just 
at the individual or organizational level, but at 
point where the two interact.  The present paper 
constructs a direct model to study what overt 
organizational commitments mean to employ-
ees and how they may differ from colleagues in 
organizations that have no such obligations. We 
propose that organizations with spiritual com-
mitments will have a greater positive impact on 
employee outcomes than organizations with no 
such explicit objectives. 

Theoretical Background Spirituality & 
Worker Outcomes

Studies in the past have shown that spiritual val-
ues in an organization can have some positive 
effects upon its individual members (Kolodin-
sky et al, 2008, Roundy, 2009). Although these 
studies tend to see the moderating effect of the 
person-organization fit as a means to bringing 
about job satisfaction and other positive worker 
outcomes, the current study will focus upon the 
effects of organizational spiritual commitment as 
it directly affects employees. 

We believe that spiritual values, which are of-
ten described as those that foster workers’ need 
for connectedness, meaning, purpose, altruism, 
virtue, nurturance , when encouraged will au-
tomatically impact worker job related outcomes 
(Cavanagh and Bandsuch, 2002; Jurkiewicz and 
Giacalone, 2004; Sheep, 2006). The paper draws 
upon literature from psychology and the theo-
ries of Maslow (1943), Pavlov & Anrep (2003), 
and Wilensky (1960) to develop a model for this 
investigation. We focus our efforts upon the 
impact of organizational spirituality on the em-
ployee outcomes such as individual spirituality, 
job satisfaction, job involvement, organizational 
commitment, workplace deviance, job perfor-
mance and job stress.

Abraham Maslow’s need based motivation theo-
ry (1943) suggests that there are two types of in-
dividual needs, deficiency needs (D-Needs) and 
growth needs (G-needs). Maslow’s pyramid sug-
gests that basic needs such as hunger, shelter and 
security fall under d-needs while g-needs, such as 
those of self esteem and actualization come only 
after basic needs are satisfied. Maslow further 
states that needs motivate behavior. That is, one 
engages in a particular behavior to satisfy a given 
need.  Applying this framework to the current 
topic, it is evident that the need for spirituality 
is a growth need since it is not based on depriva-
tions, such as a lack of food, shelter or security. 

The current paper posits that since spirituality 
and religiosity tend to be intrinsic growth needs 
not related to food or shelter or physical secu-
rity, those employees that seek to satisfy such a 
need will reflect higher levels of spirituality and 
moreover, find a spiritual organization more con-
ducive to their need of spirituality.  Deterrence 
theory in criminology and classical condition-
ing suggests that behaviors can be encouraged 
or discouraged based on threats of punishment 
or enticements of rewards. It could also be said 
that few philosophies incorporate this principle 
as well as religious philosophies. 

Most religious literature is rich with vivid im-
agery used to elicit or detract specific behaviors. 
Conversely, going beyond deterrence theory, and 
relying upon the theory of classical conditioning 
(Pavlov & Anrep, 2003), we suggest that reli-
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gions also encourage ethical behavior via positive 
reinforcement. What does this have to do with 
workplace outcomes? This paper contends that 
workplace deviance levels will be impacted by 
spiritual and religious commitments. 

In the current study, we also use the work done by 
Wilensky (1960) to develop our model. Wilen-
sky notes that affects in a given domain of life can 
“spillover” into other aspects of life. Thus, if an 
individual has a highly satisfying family life, this 
could reflect in her or his worklife as well and 
vice versa. Keeping in mind this background, our 
study presents the following relationships.

Model and Propositions

Spirituality & Job Satisfaction

A part of the literature suggests that religion does 
have a positive impact on overall life satisfaction 
and happiness (Hall et al, 2008). The spillover 
theory in psychology also suggests that outcomes 
in one aspect of life can impact or “spillover” into 
other facets of individual life. Thus, it could be 
suggested that overall life satisfaction can spill-
over into job satisfaction as well. Putting these 
conclusions together, we suggest that religion can 
positively impact life satisfaction and therefore 
job satisfaction as well. 

P1: 	 An organization with spiritual commit-
ments will have higher employee job sat-
isfaction levels compared to the organiza-
tion without such principles.

Organizational & Individual Religiosity 
and Spirituality

Maslow (1943) states that human beings 
will seek out those actions or situations 
that satisfy corresponding needs. Thus, 
those individuals who are interested in 
spirituality and perceive a need for it will 
seek out spiritually committed organiza-
tions. So people trying to fulfill this need 
are more likely to prefer spiritual organi-
zations to work in. Consequently, employ-
ees in spiritually committed organizations 

may exhibit higher levels of individual 
religiosity or spirituality. There is also 
the further possibility that organizational 
spirituality “rubs off” on individual em-
ployees making them more involved in 
spiritual activities. In either case, this po-
sition allows us to suggest the proposition 
that: 

P2:  	 Employees in an organization that 
shows a greater commitment to spiritu-
ality will have higher levels of individual 
spirituality. 

Spirituality & Job Involvement,  
Organizational Commitment, and  
Job Performance

Job involvement refers to the oneness employees 
feel towards their job and organization. We posit 
that an organization with spiritual values, such 
as love, connectedness, charity etc, which are es-
sentially universal, will allow employees to easily 
identify with its mission and core values thereby 
enabling their job involvement. This will also 
lead to employees being more committed to their 
organizations. We further suggest that employ-
ees with high individual spiritual needs and lev-
els will find the spiritually committed organiza-
tion more fulfilling thereby motivating a higher 
commitment and involvement. 

Maslow (1943) suggests that motivation for a 
given behavior is determined by the needs it (the 
behavior) satisfies. In other words, motivation to 
behave in a certain manner is determined by the 
need that such a behavior can satisfy. As men-
tioned earlier, it stands to reason that those with 
strong spiritual needs and desires will seek to sat-
isfy them; and since a spiritually committed or-
ganization overtly proffers to satisfy these needs, 
such persons will be attracted to it. Further, since 
such organizations are committed to satisfy the 
spiritual needs of its stakeholders; actively engag-
ing with them through one’s job will bring about 
a high level of satisfaction. Hence, we argue that 

P3:  The organization with spiritual commit-
ments has higher employee job involve-
ment levels compared to the organiza-
tion without such principles.

P4:  	 Persons with high levels of individual 
spirituality will show greater job in-
volvement in spiritually committed 
organizations than persons with lower 
levels of individual spirituality

P5:  	 The organization with spiritual com-
mitments has higher employee organi-
zational commitment levels compared 
to the organization without such prin-
ciples.

There is a large body of literature that suggest 
high levels of job satisfaction, organizational 
commitment and job involvement can lead to 
better employee performance (Milliman et al, 
2003; Tischler 1999). Still, findings are consid-
ered mixed. We feel that since organizations that 
have spiritual commitments encourage environ-
ments that promote worker needs; employees will 
reciprocate with better performance. Moreover, 
the above reasoning based on Maslow’s theory of 
need could suggest that spiritual individuals will 
perform better in their job because of their spiri-
tual needs being satisfied. 

P6:  The organization with spiritual com-
mitments has higher employee job perfor-
mance levels compared to the organiza-
tion without such commitments.

Spirituality-Religiosity & Job Stress

Workers who view their organizations as more 
spiritual will feel less friction and frustration 
at work, in part because spiritual organizations 
tend to be more participative and inclusive in 
their decision-making and information sharing, 
helping workers to feel empowered and impor-
tant. Moreover, numerous studies also point to 
religiosity and spirituality alleviating stress or 
assisting in coping with stress (Tarakeshwar & 
Pargament, 2001; Shapiro et al, 1998). 

P7:  The organization with spiritual commit-
ments has lower employee job stress lev-
els compared to the organization with-
out such principles

Workplace Deviance

A considerable body of literature suggests that 
religion and spirituality hamper deviant behav-
ior. Such studies have been conducted in various 
disciplines such as sociology, criminology and 
psychology. Pavlovian theory (Pavlov & Anrep, 
2003) in psychology suggests that the idea of re-
ward or punishment motivates a given behavior. 
This is closely related to deterrence theory, which 
states that an individual will be deterred from a 
given behavior if its non performance saves the 
individual from punishment or entails rewards 
(Bennett & Robinson, 2000). Workplace devi-
ance is defined as behaviors that can be detrimen-
tal to the organization and the individuals at the 
workplace (Bennett & Robinson, 2003). 

As mentioned earlier, religions and spiritual tra-
ditions commonly use this type of reward-pun-
ishment mechanism to encourage or discourage 
certain behaviors. Thus, a deviant behavior such 
as stealing is likely to result in Divine wrath ac-
cording to many a religious tradition. Similarly, 
resisting evil and temptation is grounds for re-
wards, if not in this life, then in the hereafter.  
Accordingly, we further posit that as a result of 
the intrinsic motivation (reward/punishment 
factors) fostered by religious/spiritual senti-
ments, 

P8:  Organizations with commitment to spiri-
tuality will experience less workplace de-
viance. 

Based on the propositions in the last section, we 
present the following theoretical model of com-
paring spiritual and secular organizations (Fig-
ure 1).

Discussion and Conclusions

Considering that the model above is yet to be em-
pirically tested, the following section includes a 
summation of the expected results, procedures in 
case of unexpected results, and implications. The 
authors believe most of the propositions will find 
support as there are numerous studies that indi-
cate a positive influence of spirituality on worker 
outcomes.  An avenue for future research can ei-
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ther adopt a case methodology, or even a quanti-
tative survey analysis.

There is a possibility that individual religiosity 
might act as a mediator between organizational 
spirituality and the outcomes. If so, this will need 
further elaboration. However, as indicated earli-
er, not too many studies have been done on the 
impact of organizational spirituality on worker 
outcomes and this may perhaps spring a few sur-
prises. 

This study has some implications towards re-
searchers and possibly practitioners. For the 
researcher, the support found for the effect of 
spiritual commitments by an organization in 
the literature should provide avenues for future 
research to not only verify these results, but also 
to study other factors that may impact the rela-
tionships such as moderators and mediators. An 
inverse relationship as foreseen between work-
place deviance and spirituality may mean that 
religiosity and spirituality could use extra atten-
tion in terms of impeding deviant behaviors in 
organizations. 

The study has an obvious limitation, that is, it is 
a theoretical study.  Thus, while it builds theory 
and hopefully, contributes to both the business 
and spirituality literatures, it would be good to 
have some empirical studies on this area.  Empiri-
cal studies comparing and contrasting an organi-
zation with strong spiritual commitment versus 
an organization with secular commitment would 
be an interesting topic for future researchers.

Considering the spate of scandals that seem to 
characterize the modern workplace, and the fu-
tility of measures (such as ethics courses) to check 
deviant behavior; perhaps religiosity and spiri-
tuality can offer some alternatives. Case studies 
might also benefit research in such comparisons. 
In terms of practitioners, some of the suggestions 
provided by this paper might be of interest, but 
these should be interpreted cautiously consider-
ing the exploratory nature of this study. 

This study started out as a novel way into inves-
tigating the impact of spirituality and religiosity 
on worker outcomes. It suggests a positive impact 
of organizational spirituality on employees; this 
has the potential to provide a possible solution to 
ethical dilemmas often faced by organizations. 

Albeit, much more research will be needed be-
fore conclusive statement could be made. Still, 
using an extensive literature review and theoreti-
cal framework, the current paper makes a modest 
but purposeful contribution to the as yet unde-
veloped field of spirituality and religiosity in the 
workplace. It is hoped that in this process it pro-
vides new ways to further examine and develop 
this eminently interesting area of research.  
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INTRODUCTION

Should the balance sheet reflect assets at their 
(amortized) historical cost or at their market (or 
fair) value?    Young, Miller and Flegm (2005) 
indicate that this question has been very con-
troversial and “goes to the very heart of accoun-
tancy.”  While the historical cost model of finan-
cial accounting has been the financial reporting 
standard for many years, in the 1970s a number 

of critics began debating problems associated 
with that model (Powers, 1995).  Because of this 
controversy, in 1976 FASB issued three discus-
sion memorandums relating to the Conceptual 
Framework and financial reporting that pro-
posed a radical shift in financial accounting; this 
proposed shift included the use of the fair value 
approach to asset valuation (Young, et al., 2005).
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ABSTRACT
This paper discusses the emergence and integration path of the fair value approach to asset valuation 
in U.S. GAAP financial accounting and reporting. Traditionally, GAAP accounting relied on the 
historical cost approach for asset valuation; however, fair value is now used for many asset valua-
tions.  The fair value concept has been both hailed and reviled in financial circles and by corporate 
financial managers who have been reluctant to use fair value in their financial statements and/or 
supporting disclosures. 

Due to the general decline in the economic environment and financial markets since mid-2008, 
FASB issued guidelines in early 2009 to establish adaptations of fair value presentations.  These 
adaptations should be used when mark-to-market measures are not possible or when no market 
exists for financial assets in severe distress. A debate which began in the 1970s has re-emerged over 
contemporary valuation using the fair value approach versus the more traditional historical cost 
approach in the financial statements. 

Much of the friction focuses on the basic accounting conceptual framework and the need for contem-
porary measures of asset valuation. Codification of the uses for fair value measurement and consis-
tent methodology of the concept has proven problematic across the financial accounting spectrum. If 
fair value is to be integrated more fully into GAAP before companies convert/converge to IFRS, a 
comprehensive and consistent use of the fair value concept needs to be developed.
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Opponents of the historical cost model have ar-
gued that reporting assets at their historical cost 
does not reflect their true value; thus, the finan-
cial statements do not reveal the actual operat-
ing performance results for a company (Powers, 
1995).  Simonson and Hempel (1989) stated that 
since GAAP was based on historical informa-
tion, financial statements provide little insight 
about the financial and economic environment 
in which a company operates and competes.  
Additionally, the 1980s savings and loan “melt-
down” led many to question whether the histor-
ic-cost based financial reporting standards were 
adequate. 

During the savings and loan crisis, while the fi-
nancial statements published by many financial 
institutions revealed no financial difficulty, nu-
merous institutions failed within relatively short 
periods of time after issuing an annual report. 
Critics blamed traditional historic cost account-
ing procedures for the financial crisis.  Simonson 
and Hempel (1989) noted that depositors and 
other creditors did not have access to enough 
information, or the right kinds of information, 
to pressure managers and regulators to correct 
potential problems. Consequently, opponents of 
the historical cost approach have argued that the 
method does not achieve the primary objectives 
of financial reporting which are to provide infor-
mation:

▶▶ “…that is useful to present and potential 
investors and creditors and other users in 
making rational investment, credit, and 
similar decisions. The information should 
be comprehensible to those who have a 
reasonable understanding of business 
and economic activities and are willing 
to study the information with reasonable 
diligence (SFAC No 1, 2008).”

▶▶ “…to help present and potential investors 
and creditors and other users in assessing 
the amounts, timing, and uncertainty of 
prospective cash receipts from dividends 
or interest and the proceeds from the 
sale, redemption, or maturity of securities 
or loans. Since investors’ and creditors’ 
cash flows are related to enterprise cash 
flows, financial reporting should provide 

information to help investors, creditors, 
and others assess the amounts, timing, and 
uncertainty of prospective net cash inflows 
to the related enterprise (SFAC No. 1, 
2008).”

▶▶ “…about the economic resources of an 
enterprise, the claims to those resources 
(obligations of the enterprise to transfer 
resources to other entities and owners’ 
equity), and the effects of transactions, 
events, and circumstances that change its 
resources and claims to those resources 
(SFAC No. 1, 2008).”

More concisely, a primary objective of financial 
reporting is to provide reliable information for 
decision making. Since it is widely held that more 
information about the prospects for future earn-
ings is revealed by the current value of an asset, 
financial statements can be more useful for users 
if current or fair values are presented (Simonson 
and Hempel, 1989).  This has caused some people 
to argue for the elimination of the historical cost 
approach and the establishment of fair value ac-
counting.

Proponents of the historical cost approach have 
defended the traditional method because they 
believe it is more objective and reliable. They have 
also attacked the suggested fair value approach 
because arriving at the “real” value is highly sub-
jective.  Additionally, historical cost proponents 
believe that since many of the instruments do not 
have a ready market, it would be impossible to de-
termine the estimated fair value for those instru-
ments; this would cause the financial statements 
to be misleading (Culyer, 1993).     

In spite of the continuing debate over the histori-
cal cost vs. fair value approach to reporting as-
sets, the fair value concept has been incorporated 
into GAAP on a piecemeal basis over the past 
four decades in a variety of standards (Miller and 
Bahnson, 2007).  The statements incorporating 
fair value include FAS No.  35, 36, 87, and 158 re-
lating to pension accounting, FAS No. 105, 107, 
and 115 relating to financial instruments, and 
FAS No. 33 relating to financial information and 
changing prices.  In addition, in Statement 115, 
FASB chose to use the term “fair value” rather 

than the more commonly used “market value” or 
“fair market value” to avoid potential confusion. 
In the past, some believed that the “fair market 
value” approach could only be used if an active 
market existed for the asset.  FASB clearly stated 
that the pronouncement does not only apply to 
securities which are traded in established second-
ary markets; rather, it applies to any securities 
for which a fair value can be reasonably deter-
mined, regardless of whether the market is active 
or inactive, primary or secondary (FAS No. 115).  
Finally, FASB developed FAS No. 157 to define 
fair value, establish a framework for measuring 
fair value as required by GAAP, and expand the 
required disclosures about fair value measure-
ments.  FAS No. 157 defines fair value as “...the 
price that would be received to sell an asset or 
paid to transfer a liability in an orderly transac-
tion between market participants at the measure-
ment date.” 

As pointed out previously, there have been many 
discussions among those who defend historical 
cost accounting and those who think that fair 
value accounting is the more appropriate ac-
counting approach.  The debate over fair value 
increased as illiquid and volatile markets in 2009 
provided evidence about some of the weakness-
es of using fair value; these weaknesses include 
uncertainty over the amount to write-down 
for illiquid assets, the timeliness of asset valua-
tions, and the lack of discretion companies can 
use in setting the parameters and estimates used 
to value assets (Anonymous, 2008).  The recent 
mortgage-backed security crisis highlights one 
problem with the fair value approach, specifi-
cally, with the requirement to “mark-to-market”; 
many previously active financial markets for se-
curitized assets froze (i.e., trading ceased entire-
ly) because of extreme market volatility and gen-
eral panic.  As a result, during 2008 and 2009, 
both the market for mortgage-backed securities 
and the market for related financial instruments 
collapsed which led to asset write-downs, bank 
failures, and less consumer lending.  As the fi-
nancial crisis expanded and spread from the sub-
prime mortgage market to the financial sector 
and the to the world economy, people looked for 
the root causes of the crisis (Anonymous, 2009).  
Some blame fair value accounting for the distor-
tion of financial results and business decisions 

because they believe the fair value valuation rules 
do not make sense, produce inconsistent results, 
do not reflect reality, and provide a potential for 
abuse (Rossi, 2009).  After completing a congres-
sionally mandated study in December 2008, the 
SEC rebutted the claim that fair value account-
ing forced financial institutions to value assets 
at unreasonably low prices which then helped 
accelerate the financial crisis (Rossi, 2009). In 
December 2008, FASB Chairman Bob Herz said 
the use of fair value was intended to bring trans-
parency;  however, some cast it as a villain saying 
it exacerbated the (economic) turmoil, while oth-
ers heralded it as a saviour and indicated its use 
revealed problems on a timely basis (Anonymous 
- JofA, 2008).  Thus, the current economic con-
ditions lead to the bigger question: Is fair value 
accounting still fair?

On the one hand, proponents of fair value still 
believe this method provides the most useful in-
formation to financial statement users.  For ex-
ample, Patrick M. Finnegan, a CFA, argues that 
fair value is easier to apply in periods where there 
are readily available market prices; however, even 
when market prices are not readily available, it 
still remains the best way of measuring financial 
assets. As time passes, historical cost becomes less 
meaningful to market participants and it does 
not provide the kind of information that inves-
tors want or need (Anonymous, 2009). 

On the other hand, opponents refer to the des-
perate situation of many companies in their argu-
ment against fair value. For example, the Ameri-
can International Group (AIG) urged FASB to 
change the accounting rules since those (fair val-
ue) rules contributed to the flood of write-downs 
that has hurt Wall Street (Guerrera and Hughes, 
2008).  Martin Sullivan, AIG’s chief executive, 
stated the “mark-to-market” rules forced compa-
nies to recognize losses even when they had no 
intention of selling assets at the current prices. 
This practice created a vicious circle where com-
panies were required to record losses, the losses 
decreased investor’s confidence, and then AIG 
was forced to raise additional funds at unfavour-
able rates (Guerrera and Hughes, 2008).      On 
September 30, 2008, the FASB and the SEC is-
sued a joint press release that explicitly allows 
companies to use expected future cash flows to 
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determine the value of an asset when an active 
market does not exist for the security (FASB/
SEC, 2008).   

Robert Herz, FASB Chairman, testified before 
the House Financial Services Committee regard-
ing the use of fair value accounting on March 
12, 2009; at this meeting, Rep. Gary L. Acker-
man (D-NY), told Herz that if the FASB did not 
act quickly (Herz had previously indicated that 
FASB would issue additional guidance by April), 
that Congress would pass a law relating to the 
use of mark-to-market, or “fair value,” account-
ing (COFS, 2009).   Arthur Levitt, former SEC 
Chairman responded to this, and other, com-
ments by saying the real scandal is not FASB’s de-
cision to weaken the rules for reporting changes 
in the values of investments on the income state-
ment; instead, the real scandal is the fact that the 
independence of regulators and standard setters 
was threatened.  He further noted that FASB was 
created so that it would be separate from parti-
sanship and shifting public opinions because it 
is the consistency of the application of account-
ing standards over time that gives value to those 
standards.  To maintain its independence, Lev-
itt contends that FASB was forced to modify its 
stance on fair value accounting, and by doing so, 
gave up a portion of its independence.  He urged 
FASB (and the SEC) to take a “firm stand on the 
side of investors and vigorously resist all political 
efforts to reduce the independence of financial 
rule-making agencies and boards (Levitt, 2009).”  
On April 9, 2009, FASB issued three final staff 
positions as follows:  [1] FSP FAS 157-4, Deter-
mining Fair Value When the Volume and Level 
of Activity for the Asset or Liability Have Signif-
icantly Decreased and Identifying Transactions 
That Are Not Orderly which provides additional 
guidance to ensure that the way companies mea-
sure fair value is consistent with the principles in 
FAS No. 157; [2] FSP FAS 107-1 and APB 28-1, 
Interim Disclosures about Fair Value of Finan-
cial Instruments, that increase the frequency of 
required fair-value disclosures; and [3] FSP FAS 
115-2 and FAS 124-2, Recognition and Presen-
tation of Other-Than-Temporary Impairments, 
which provides additional guidelines and report-
ing requirements relating to impairment losses 
on securities (FASB, 2009).  

While Levitt did not support these revisions, 
some rejoiced over the changes since banks were 
no longer required to report their “toxic assets” 
at market value (Stacey, 2009); instead, banks 
could use their own valuation models for deter-
mining the value of assets if the market has be-
come inactive (Anonymous - FT, 2009).  Propo-
nents of the changes argue that to stay relevant, 
standards must stay in sync with the real world 
(Anonymous – JoA, 2008) and that the changes 
will result in more confidence in the banks, thus 
encouraging both individuals and companies to 
spend (Kirnan, 2009).  Opponents of the change 
believe that changing the rules will just further 
hurts investor confidence in the financial service 
sector by reducing the transparency of banks’ 
balance sheets (Chung, et al., 2009) and warned 
that the changes would cause trouble in the fu-
ture (Browning, 2009).  

Rossi (2009) notes that “Fair value requires the 
assessment of a price that is fair between two 
specific parties, taking into account the respec-
tive advantages or disadvantages that each will 
gain from the transaction.”  Thus, investors are 
provided with valuable information about a com-
pany’s actual financial position upon which they 
can base their decisions. Since historical cost ac-
counting does not pay any attention to the cur-
rent market situation and consequently does not 
provide the real worth of an asset, historical cost 
information may be misleading.  While histori-
cal cost accounting might be safer and more ob-
jective, it often does not provide meaningful in-
formation for the financial statement user.  

The use of fair value accounting has both advan-
tages and disadvantages, some of which depend 
on the economic situation.  If the economy is 
growing, companies can use the fair value ap-
proach for asset valuation without any problems.  
On the other hand, if the economy is contract-
ing, markets are not working properly since in-
vestors may panic. If such a market is the basis of 
the determination of an asset’s fair value, it is no 
wonder that the resulting fair value is not “fair.” 
As a result, the fair value of an asset is under-
stated which in turn makes the economic situa-
tion more severe and creates more panic and fear. 
However, accounting does not cause a financial 
crisis.  Paul Miller notes that the difficulties expe-

rienced by the financial markets were not caused 
solely by an accounting system.  The underlying 
cause of the difficulties was the economic conse-
quences of a market in which a bubble had burst 
(Young, et al. 2005).

Although problems exist relating to the deter-
mination of fair value for an asset when there 
is a troubled market, fair value accounting is 
appropriate for at least certain classes of assets.  
Financial reporting aims to provide the public 
with useful information that gives insight into 
a company’s operational performance so that 
the public can understand the true nature of the 
assets and liabilities of the company and so they 
can evaluate the performance of both the overall 
company and its individual employees (Young, 
et al., 2005).  This purpose cannot be achieved 
using dated information that does not take the 
fast-changing economy into consideration. Ac-
countants must react to changes in the environ-
ment and the issues associated with new types of 
financial assets.  The use of fair value accounting 
to value certain types of assets should provide 
more relevant and useful information in the long 
run.

With the impending convergence and harmoni-
zation of U.S. GAAP with IFRS Standards, the 
divergent foundations for the use and alternative 
applications of fair value in GAAP will need to 
the reconciled with IFRS requirements and op-
tions. Rossi (2009) notes that the application of 
fair value in financial accounting is more preva-
lent under international accounting standards 
than with U. S. GAAP.  To illustrate, IFRS re-
quires the use of fair value to account for share-
based payments, business combinations, noncur-
rent assets held for sale/discontinued operations, 
leases, retirement benefits, asset impairments, fi-
nancial instruments, government grants, biologi-
cal assets, intangible assets, investment property, 
and property, plant and equipment, or “PP&E” 
(Rossi, 2009).  U.S. GAAP uses the fair value 
approach on a much more limited basis; for ex-
ample, U.S. GAAP does not allow a company 
to use fair value for PP&E or for intangible as-
sets, if it would result in reporting the item at an 
amount higher than its historical cost.  However, 
U.S. GAAP does use the fair value approach in 
testing for asset (including PP&E intangibles) 

impairment.   When there is an “other than tem-
porary decline” in value, the asset should be writ-
ten down to its fair value.  

Given the most recent guidance from FASB in 
FAS 157 and its application, it is quite likely that 
the ultimate objective is to reach a solid founda-
tion for fair value that honours the principles of 
consistency and comparability while meeting the 
conceptual framework goals of both IASB and 
FASB. These declared goals, relevance and faith-
ful representation, are clearly stated in the Ob-
jective and Qualitative Characteristics from the 
Conceptual Framework Project. If FASB cannot 
fully commit to closing the loop in U.S. GAAP 
for fair value, it might well be an opportune mo-
ment to utilize the current IFRS standards on 
fair value as a starting point for revision/inter-
pretation.
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JOINT CONFERENCE 
May 25th, 26th, and 27th 2011 in  

Nashville, TN at the legendary Opryland Hotel
Academic Business World  
International Conference  

(ABWIC.org)

The aim of Academic Business World is to promote inclusiveness 
in research by offering a forum for the discussion of research in 
early stages as well as research that may differ from ‘traditional’ 
paradigms. We wish our conferences to have a reputation for 
providing a peer-reviewed venue that is open to the full range of 
researchers in business as well as reference disciplines within the 
social sciences.

Business Disciplines 

We encourage the submission of manuscripts, presentation out-
lines, and abstracts pertaining to any business or related discipline 
topic. We believe that all disciplines are interrelated and that look-
ing at our disciplines and how they relate to each other is prefer-
able to focusing only on our individual ‘silos of knowledge’. The 
ideal presentation would cross discipline. borders so as to be more 
relevant than a topic only of interest to a small subset of a single 
discipline. Of course, single domain topics are needed as well. 

Conferences

Academic Business World (ABW) sponsors an annual interna-
tional conference for the exchange of research ideas and practices 
within the traditional business disciplines. The aim of each Aca-
demic Business World conference is to provide a forum for the 
discussion of research within business and reference disciplines 
in the social sciences. A secondary but important objective of the 
conference is to encourage the cross pollination of disciplines by 
bringing together professors, from multiple countries and disci-
plines, for social and intellectual interaction. 

Prior to this year, the Academic Business World International 
Conference included a significant track in Learning and Admin-
istration. Because of increased interest in that Track, we have 
promoted Learning and Administration to a Conference in its 
own right. For the full call for papers and more information go to 
http://ABWIC.org and http://ICLAHE.org

International Conference on 
Learning and Administration in  

Higher Education 
(ICLAHE.org)

All too often learning takes a back seat to discipline related re-
search. The International Conference on Learning and Admin-
istration in Higher Education seeks to focus exclusively on all 
aspects of learning and administration in higher education.  We 
wish to bring together, a wide variety of individuals from all 
countries and all disciplines, for the purpose of exchanging ex-
periences, ideas, and research findings in the processes involved 
in learning and administration in the academic environment of 
higher education. 

We encourage the submission of manuscripts, presentation out-
lines, and abstracts in either of the following areas:

Learning 

We encourage the submission of manuscripts pertaining to ped-
agogical topics. We believe that much of the learning process is 
not discipline specific and that we can all benefit from looking 
at research and practices outside our own discipline. The ideal 
submission would take a general focus on learning rather than a 
discipline-specific perspective. For example, instead of focusing 
on “Motivating Students in Group Projects in Marketing Man-
agement”, you might broaden the perspective to “Motivating 
Students in Group Projects in Upper Division Courses” or simply 
“Motivating Students in Group Projects” The objective here is to 
share your work with the larger audience. 

Academic Administration 

We encourage the submission of manuscripts pertaining to the 
administration of academic units in colleges and universities. We 
believe that many of the challenges facing academic departments 
are not discipline specific and that learning how different depart-
ments address these challenges will be beneficial. The ideal paper 
would provide information that many administrators would find 
useful, regardless of their own disciplines 

Conferences

Prior to this year, Learning and Administration was a primary 
track of the annual Academic Business World International Con-
ference. Because of increased interest, we have promoted Learning 
and Administration from a Track to Conference in its own right. 
For the full call for papers and more information go to http://
ICLAHE.org and http://ABWIC.org.
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