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The object is an object. It can and does exist outside the mind, or in the absence of the mind.
And therefore, it enlarges the mind of which it becomes a part. The mind conquers a new
province like an emperor, but only because the mind has answered the bell like a servant.

The mind has opened the doors and windows, because it is the natural activity of what is

inside the house to find out what is outside the house.

(G. K. Chesterton)
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PREFACE

RESEARCH PURPOSE

The past fifteen years have seen the diffusion of new performance measurement techniques
within the organizations. Sophisticated financial indicators (e.g., Economic Value Added),
combinations of non-financial perspectives in addition to the traditional financial
measurement perspective (e.g., Balanced Scorecard), and .integrated models to implement and
evaluate business strategies (e.g., business model) are some examples of the new way to
approach performance measurement (Steward, 1991; Kaplan and Norton, 1996; Kaplan and
Norton, 2001). Moreover, advance information systems solutions (e.g., Enterprise Resource
Planning) changed the process to measure, report, and represent performance results (e.g.
Scapens et al., 1998). These phenomena have attracted the attention of both managers and
management accounting scholars. However, recent academic reviews indicate that many
limitations affect the research on performance measurement and several interesting research
questions are still open (Merchant et al., 2003; Bonner and Sprinkle, 2002; Bonner et al.,
2000; Ittner and Larcker; 1998).

The purpose of my dissertation is to analyze the effects of performance measurement within
the organizations, trying to overcome the limitations affecting prior literature. 1 conceive
performance measurement as a managerial mechanism influencing the organizational context.
In particular, my study focuses on three aspects of performance measurement: evaluation,
incentives, and compensation. Based on performance evaluation, organizations monitor and

control financial and non-financial results to implement their strategy. Based on performance-



based incentives, organizations influence individual behaviors to achieve higher
performances. B?sed on compensation, organizations attract, retain, and reward individuals to
align organizaticénal and individual interests. Specifically, my study investigates the effect of
evaluation, incen'ltives, and compensation on strategic alignment, individual performance, and
external control siystems, respectively.

My dissertation c:'!o'nsists of three papers referring to separate research projects. The first paper
(Compensation P'lg'lper) presents the results of a survey on the contro! systems used by Italian
listed companies. ::ln particular, I examined the relationship between CEO compensation and
independent direc::i:tors and voluntary disclosure. The second paper (Evaluation Paper)
discusses the use'!;of performance measurement systems to influence decision making. In
particular, [ investigated antecedents and consequences of the influence of performance
measurement syste:,fms on strategic decisions within subsidiaries of multinational companies.
The third paper (lr";centive Paper) presents a study on the behavioral responses to incentive
characteristics and} their links with performance. In particular, [ tested hypotheses on the
effect of mediating:!and moderating variables within the relationship between incentives and
individual performa!:nce.

The next section bﬁeﬂy synthesizes theories, empirical settings, data collection techniques,

and data analyses used in the three research studies.

RESEARCH MET"HODOLOGY

My approach to pert!‘t)rmance measurement is rooted in management accounting and control
systems literature. Pl_’._ased on Simons (2000), 1 define performance measurement as the
“formal, information:based routines and procedure managers use to maintain or alter patterns

in organizational activities” (Simons, 2000, p.4). This definition emphasizes the use of
|

performance measurement to influence the organizational context. To study the effects of
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performance measurement and, specifically, of performance evaluation, incentives, and
compensation | referred to different theories from different disciplines. Specifically, the
Compensation Paper deals with the control problem theorized by the agency theory (Jensen
and Meckling, 1977). The Evaluation Paper combines insights from organizational theories
on multinational companies (Nohria and Ghoshal, 1997) and contingency theory on
management control systems (Chenhall, 2003). The Incentive Paper takes arguments from the
psychology-rooted role theory (Kahn et al., 1964), the cybernetics-rooted feedback-seeking
behavior theory (Ashford and Cummings, 1983), and the stewardship theory (Davis et al.,
1997}. The three papers describe the specific theoretical frameworks developed to address the
research questions.

The papers have different unit of analysis, consistent with the issues under investigation. The
Compensation Paper is based on data referring to non-financial listed companies. The
analysis presented in the Evaluation Paper considers Italian subsidiaries of foreign
multinational companies. Employees of Nokia Italy represent the unit of analysis for the
study discussed in the Incenti\./e Paper.

To test my hypotheses in the empirical settings, I adopted multiple research methods. [
collected data though publicly-availalble data sources (for Compensation Paper),
questionnaire-based surveys (for Evaluation Paper and Incentive Paper), and private datasets
(for Incentive Paper). In addition, the three studies rely on qualitative information collected
through a focus group (for Evaluation Paper) and field works (for Incentive Paper) in order to
enrich the quantitative analyses. Results are based on multivariate statistical analyses, namely
regression (for Compensation Paper and Evaluation Paper) and structural equation models

(for Incentive Paper).

The next section provides a short summary of each of the three papers.

B
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RESEARCH SUMMARY
}

l .
Compensation Raper
|

N . . . .
Recent accounting scandals and recently-issued regulations have oriented much attention on

|
control systems in both academic journals and popular press. Italy 1s one of the countries
|

particularly affegted by accounting scandals. Moreover, [talian financial authorities have
|
recently issued re'gulations to influence the corporate governance mechanisms of Itakian listed

companies. [ conducted a survey on three control systems (i.e., independent directors, CEO
compensation, and voluntary disclosure) used by non-financial companies listed on Milan

} .
Stock Exchange.|My study reports hand-collected data on the presence of independent

directors on boardls, the CEQ compensation packages, and the level of voluntary information

!
disclosed in companies’ annual reports (measured by a D-SCORE adapted from the one used

by Botosan, 1997). 1 investigated the relationship between the two internal control systems
|
(i.e., independent directors and CEO compensation) and the external control system (i.e.,

voluntary disclosure). Prior studies obtained conflicting results on this relationship, especially
|

within setting characterized by high ownership concentration. Consistent with an agency
.I

theory framework, | found that independent directors is positively correlated with the level of

voluntary disclosur%: while checking for the effects of other determinants of disclosure, such

as firm size, leverage, residual ownership diffusion, and profitability. I do not find statistical
[
|

significance for the relationship between compensation and voluntary disclosure. My study is

|
one of the few resea'lrchers studying Italian financial market. Statistics on the control systems
used by Italian corrzlpanies contribute to know an important market characterized by high
|
ownership concentration. My analysis reveals the positive interaction between independent

directors and voluntary disclosure. Finally, CEO compensation data suggest low reliance on
!

I
incentives systems by Italian companies.
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Evaluation Paper

In headquarters-subsidiary relationships, performance measurement systems (PMSs) play a
key role in coordinating and controlling local activities. PMSs are employed to monitor
performance and to influence decision-making. My empirical research focuses on the
decision-influencing use of performance measures in a multinational setting that is the
influence PMSs have on subsidiary’s decision making. Advocates of multidimensional
approaches to PMS argue that balanced PMSs facilitate goal cc.)ngruence and strategic
alignment throughout the organization. The underlying assumption is that balanced PMSs
lead manager to better understand the relation among various strategic objectives, to
communicate the association between employees’ actions and strategic goals, and to allocate
resources and set priorities based on those objectives. My study examines the decision-
influencing use of PMSs through survey data and a focus group. First, [ investigated the link
between balanced PMSs and decision-making by éxamining survey data collected through
questionnaires mailed to 100 Italian subsidiaries of foreign multinational groups. The
quantitative survey data (based on a response’s rate of 70%) reveal that the influence of
headquarters-initiated PMSs on local decisions is low and alternative systems guide
subsidiary’s decision-making. Further, my analysis shows that measurement diversity per se
does not increase the influence of PMSs on strategic decisions. Finally, 1 found that local
managers tend to develop independent PMSs different from those implemented by
headquarters, in order to better manage and support subsidiary’s activity. Second, [ discuss
the empirical evidence providing qualitative arguments derived from a focus group with nine
respondents to the questionnaire. Participants analyzed the survey results and discussed the
role of balanced PMSs in generating strategic alignment. The focus group suggested that
PMS-design style, global competitive pressure, and subsidiary entrepreneurship are three

relevant aspects for the effectiveness of balanced PMSs within multinational organizations.
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Overall, my findings based on quantitative and qualitative data contribute to the literature on
I

“balanced PMSs; through the analysis of the decision-influencing use of performance

measures, and suggest practical implications for an effective implementation of balanced
PMS in multinatilonal contexts.

Incentive Paper

My study helps to understand the link between incentives and individual performance. Most
of the accountiné research on this topic applies economics-based theories, especially agency
theory. Moreovejrl, prior study obtained conflicting results because they fail to consider
relevant intervening variables. [ investigated individual behavior-related mediating variables
I
intervening in thf; incentive-performance relationship. In particular, my focus was on the
effect of incenti\?e systems characteristics (measurement diversity and subjectivity) on
behavioral variables (role conflict, role clarity, and feedback-seeking behavior) in order to
explain the varia‘ince in 1ndividual pe.rformance. 1 referred to psychology-rooted and
cybemetics-rooted—i theories to generate my hypotheses on the effect produced by incentives
on individual behavior and:performance. Further, I investigated the moderating role played
by personal attribu%es n the incentive-performance relationship. Based on value commitment,
. :
[ categorized indiv‘liduals into two different types of models of man (i.e, the agent and the
steward) derived ﬁom two different management theories. My hypotheses predict that the
behavioral responsel;:s to incentives are different for the two types of individuals. The research
site used is the Italéan subsidiary of Nokia. About 460 employees are involved in the short-
term incentive plain. | used proprietary data to measure incentive characteristics and

. | T . .
conducted an internal survey to capture individual behavior-related variables. I measured
I

individual performaipce based on perceptual and objectives measures. My analysis shows that

measurement diverslity leads to a lower individual performance through the role conflict
I

experienced by the '?ubordinate. I do not find support for the mediating effect of feedback-

[
i
i
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seeking behavior within the relationship between subjectivity and individual performance.
The moderating etfect of model of man results to be particularly evident in presence of
subjectivity: only stewards-oriented individuals seek feedback in response to subjective
valuations. My findings reveal the explanatory power of behavioral variables in
understanding the incentive-performance relationship and show the benefits of a multi-

disciplinary approach to performance measurement and incentives research.

CONTRIBUTIONS

The combination of the three research studies included in my dissertation offers several
contributions.

First, my dissertation is an attempt to overcome the- “single-paradigm-induced blinders”
limitation that hinders progress in accounting research (Merchant et al., 2003, p. 251). My
dissertation refers to several theories derived from different disciplines. The multi-discipline
approach of the three studies reveals three specific contributions. In the Compensation Paper
the simultaneous analysis of CEO compensation, independent directors, and voluntary
disclosure shows that they contdBute differently in coping with the control problem. The
Evaluation Paper shows the benefits of the cross-fertilization between international business
studies and management control systems research, Multi.national companies appear to be a
fruitful empirical setting to study performance measurement. Lastly, the adoption of two
views of the World proposed by alternative theories allows the discovery of moderating
variables in the Incentive Paper.

Second, my dissertation is based on a multi-method research approach which enriches
empirical findings. The Compensation Paper considers the Italian financial market that is
characterized by low level of public data availability. The ad-hoc constructed instrument to

measure voluntary disclosure and the descriptive statistics on control systems offers the bases
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for future research in this context. In the Evaluation Paper, the qualitative information
collected througk;'ll the focus group allowed to discover the consequence of performance
measurement systems. My study is one of the few management accounting studies using
focus group as a method of research. Through the different methods used in the study

presented by the Incentive Paper, 1 measured individual performance with both perceptual

and objective mea:sures.

Third, my dissertation documents that the adoption of different theories and methods
improves the variables measurement processes. The Compensation Paper provides an
instrument to measure voluntary disclosure in Italy. The Evaluation Paper proposes an
operationalization iof the decision-influencing use of pefformance measurement systems. The
Incentive Paper préposes an index for measurement diversity that takes into account both the
number of perform:ance measure and the related weights.

Fourth, the three , papers report empirical findings which increase our knowledge on
performance measurement. The Compensatioanaper suggests that incentive systems do not
affect external control systems within an empirical setting characterized by high ownership
concentration. The ‘Evaluation Paper indicates that the design of performance measurement
systems 1S a crucial aspect for their effectiveness in influencing strategic decisions within
multinational comﬁanies. The Incentive Paper shows that measurement diyersity leads to
dysfunctional behavior (i.e., role conflict) that, in turn, negatively affects individual
performance.

Finally, the obtaiﬁFd results suggest practical implications. The Compensation Paper
underlines the impoﬁance for regulators to consider the mix of control systems employed by
the companies in ifhproving corporate governance mechanisms. The positive relationship
between independenft directors and voluntary disclosure indicate that the two control systems

are complementary. ;The Evaluation Paper emphasizes the relevance for the headquarters to
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share the performance measurement systems design with local managers in order to increase
their influence on the subsidiary’s decision making. The results discussed in the Incentive

Paper are useful for managers responsible to design performance based rewards.
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Compensation Paper

Survey on control systems in Italian listed
companies: independent directors,

compensation, and voluntary disclosure
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I. INTRODUCTION

This paper provides data on the use of three control systems within Italian listed companies.
Control systems are employed by companies to cope with the separation between ownership
and management that is the so-called control problém {Fama and Jensen, 1983a). The
ownership can control the management through three different categories of mechanisms: (i)
monitoring is the mechanism employed by the ownership to obtain information about the
behaviors and decisions of management; (11) incentives are the mechanism employed by the
ownership to align divergent goals; (iii) bonding is the mechanism adopted by the
management to communicate with the ownership. Based on Williamson (1984) and Shleifer
and Vishny (1986, 1997), this study considers monitoring and incentive as intermal control
systems and bonding as an.extex.‘nal control systeﬁ: the former (e.g., corporate govemance
structures and compensation packages) supervise and orient managers’ behavior; the latter
(e.g., annual reports and voluntary disclosure) reports information about managers” action to
external stakeholders. The three categories are widely discussed in related streams of research
within both Economics and Business literature. We can also find a vast amount of empirical
research testing the effectiveness of the control systems in resolving the control problem
{e.g., Brickley and James, 1987; Chow and Wong-Boren, 1987; Weisbach, 1988; Kosnik,
1990; Lee et al., 1992; Wallace et al., 1994; Raffournier, 1995; Botosan, 1997; Bushee and
Noe, 2000; Erhardt et al., 2003).

In this paper, | provide empirical evidence on the use of monitoring, incentives, and bonding
within non-financial companies listed on Milan Stock Exchange in 2002. I consider the
[talian stock market as an intriguing empirical setting for several reasons. First, there is a

considerable lack of empirical studies on Italian listed companies. This might be due to
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economic and sociftl aspects like, for example, the relative small size of the financial market,
the low amount ot." public informatiori, the paternalistic management style, the weakness in
investor protectioril, etc.rHowever,. in the international academic literature, this lack of
attention on ltaliarir companies has not been clearly and explicitly justified. Exploring the
charactenstics of I;ta]ian firms and of the systems they use can potentially provide the basis
for fruitful empiricial research in such an economic setting. Second, at the end of the 1990s a
wave of new reéulations involved the Italian stock exchange, creating a financial
ehvironment with I mechanisms comparable with those employed in foreign and well-
established stock n%iarkets. In particui_ar, in 1999 CONSOB issued an important regulation on
compensation, acco?rding to which listed companies are required to disclose the compensation
package of the boar;ld of directors in their annual reports (CONSOB, 1999)." In the same year,
the Italian Stock Exchange issued the code of corporate governance (hereafter CCG) to
promote the adoption of investor protection mechanisms (Borsa Italiana, 1999). The

document represents an auto-regulation, meaning that the rules are set by histed companies

which voluntanly committed themselves to follow them in addition to legal requirements.

This paper provideé data on chief executive officer (CEQO) compensation and independent
directors that are twjo of the most crucial gystems affected by the new regulations.2 Third, the
[talian financial m}aﬁrket 1s dominated by companies characterized by a high level of
ownership concentr:frition: such a context is assumed to have less severe control problem
because the strict l:inkages between ownership and management {Demsetz and Kenneth,
1935; Morck, 2000‘). However, empirical research provides conflicting results. This paper
reports statistics on%the adoption of control systems and explores the predicting power of
SOme €Conomics déterminants proposed by prior literature. Further, this study examines
lI

' COSNOB is the llalialn Stock Exchange Commisston, which is the authority supervising the Milan Stock
Exchange.

% In this paper, the term CEO refers to the position of Amministratore Delegato within ltalian companies.

}
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different control systems, offering an attempt to organically analyze the spectrum of
mechanisms used to solve the control problem. The review conducted by Chenhall (2003) on
published accounting papers studying management control systems reveals that scholars tend
to study these systerr;s as mechanistic mechanisms, meaning that most of the studies examine
one control system, separated from the others. This leads to limited and, sometimes,
misleading results because of inconsistent theoretical frameworks and relevant omitted
vanables. Chenhall’s review calls for research conceiving control systems as organic
interacting mechanisms (Chenhall, 2003). This paper analyzes one external and two internal
control systems and provides preliminary results on their interaction.

Empirical data refer to the non-financial companies listed on Milan Stock Exchange in year
2002. This study focuses on independent directors as-monitoring system, compensation as
incentives, and voluntary disclosure as bonding system. Independent directorg are those
reported by the companies according to the definition and the requirements stated in the
CCG. Annual reports are the data source for CEO compensation package, namely
emoluments, non-monetary incentives, variable bonuses, and other incentives. The level of
voluntary disclosure is assessed based on the Botosan’s instrument (Botosan, 1997) with
some adjustments to take into account the peculiarities of [talian context. All data are hand-
collected using multiple sources. Results show that Italian listed companies, on average, have
36% of independent directors in the board, disclose low level of voluntary information and
concentrate it on management discussion and analysis, and compensate the CEO with an
annual total compensation of about 484,000 Euro.

The remainder of this paper presents the three systems separately. Then, associations among
them are studied based on a regression model, examining the effect of internal mechanisms

on the voluntary disclosure. Final section offers conclusions and insights for future research.

LW e
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I. CONTROL SYSTEMS

Independent dire:citors
!

Given the well-known recent accounting scandals, corporate governance mechanisms and
!

their impact on companies’ behavior are increasingly attracting interest among researchers,

managers, and pol;;cy makers all around the world. As theorized by the agency theory (e.g.,

Jensen and Mecklifr;g, 1976; Fama and Jensen, 1983b), members of board of directors serve
as one of the most éimportant monitor_ing devices able to reduce the agency costs arising from
the separation betvi'feen ownership and management. In particular, independent directors are
not involved in the ;management activity and have no business relationship with the company,
its shareholders, orl. its managers. They are professionals with neither management role nor
business ties to thé company, with high institutional expertise, and a reputation to defend.
They serve as control systems because they are expected to have an additional role in limiting
agency costs, since :Ithe risk of collusion with the top.management 1s reduced.

Several empirical situdies have already provided evidence that the inclusion of independent
directors is actually!; effective in reducing the contro! problem in particular settings (e.g., Lee
et al., 1992; Kosnik, 1990; Brickley and James, 1987, Weisbach, 1988; Bushee and Noe,

3

2000; Erhardt et alg., 2003; Beasley, 1996). However, no significant correlation was found
| )

between independeint directors and corporate performance (e.g., MacAvoy et al., 1983;

Hermalin and Wei%sbach, 1991; Mehran, 1995; Kliein, 1998; Bhagat and Black, 2000;

Dulewicz and Her{l)ert, 2004). More recent studies have also highlighted the role of

independent directo:rs in mitigating the dominant shareholder-minority agency conflicts in
I

companies with corzlcentrated ownership (e.g., Anderson and Reeb, 2004; Park and Shin,

2004), but results reached in different settings are not consistent.
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Compensation

The explosion in academic research on executive compensation is a relatively recent
phenomenon. Murphy (1998) identifies three main causes explaining the vast attention on
compensation issues. during the past fifteen years: (1) the en.ormousiincrease n U.S. CEO
compensation; (i) the “populist attack” against opportunistic and not-social-responsible
management style; (ii1) the diffusion of stock-based -compensation in -the bull market of
1900s. Compensation packages contain two basic components: base salary and annual bonus.
Salary represents a key component -of compensation because it is the basis for all elements in
the executive contract: Rosen (1992) shows that base salaries depend on industry, firm size,
and span of control. Annual bonus plans tie remuneration to performance: the use of bonuses
has extremely relevant implications for incentive (for a well-structured and complete review
see Murphy, 1998). Examples of additional forms of compensation are stock options, long-
term incentive plans, and retirement plans. Companieé design compensation plans to attract
new executives, to provide rewards, and to retain high-performance executives (Jensen and
Murphy, 1990). Hence, compensation motivates executives towards decision and actions
congruent with the ownership’s obj.ectives.

We can find empirical research on compensation in several disciplines: accounting,
economics, finance, law, organizational behavior, etc.l Specifically, accounting research
studies incentive implications connected with compensation, investigating performance
measures included in the incentive plans (e.g., [ttner et al. , 1997), performance standards
used to set performance targets (e.g., Murphy, 2001), and pay-for-performance structures
(e.g., Healy, 1985). It has to be noticed that most of the empirical works examines
compensation package characteristics disclosed by the company in public available reports.

In addition, academic research in this field refers to surveys conducted by human resource
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consultancy firms. Few studies analyze proprietary incentive plans provided by the

companies.

Voluntary Discldsure

Verrecchia (2001} categorized the literature on disclosure into three research streams: (i) the

.o i . . . . . . .
association-based |disclosure stream examines the effect of disclosure on investor’s actions;
!

(i1) the discretiona;l_ry-based disclosure stream examines why companies voluntarily disclose
) !

proprietary mfomllatxon; (111) the efficiency-based disclosure stream examines the optimal

level of disclosure. Voluntary (or discretionary) disclosure provides non-mandatory

ihformation aboutiﬁnancial and non-financial results achieved by managers. Managers have
incentives to provi.llde information about their activities since costs tQ disclose (called bonding
costs) are lower th;an costs to monitor activities performed directly by the principals (called
monitoring costs)lt (Jensen and Meckling, 1976). According to an economics-oriented
perspective, the a{mount of voluntary disclosure depends on several economic factors,
|
capturing the level iof bonding and monitoring costs (e.g., Ahmed and Courtis, 1999). Several
prior empirical stud;ies provide evidence that disclosure is used to reduce the control problem
(el.g., Chow and \/\fong-Boren, 1987, Wallace et al., 1994; Meek et al., 1995; Raffournier,

1995; Depoers, 20(:)0; Prencipe, 2004). However, findings are not always consistent (for a

comprehensive revif_ew see Ahmed and Courtis, 1999).
!
Empirical research| in accounting applies different definition of disclosure and adopts

different methods t(li) collect data to measure it. Prior literature mainly adopts two methods to
measure the amourl:lt of voluntary information contained in the annual reports: published
research papers refile;ring to U.S. financial market uses the annual ranking of corporate
disclosure practicesilpublished by the Association for Investment and Management Research
(AIMR) (e.g., Welkller, 1995; Bamber and Cheon, 1998); alternatively, other empirical studies
use survey instrumci:nts designed ad-hoc by the researcher to content analyze the annual
|
|
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reports (e.g., Botosan, 1997; Depoers, 2000). This study focuses on voluntary disclosure in
annual report.

The relationship between the internal and external control systems

Notwithstanding the large amount of research supporting the role of the three systems under
investigation as control systems, limited discussion has been carried out about their
relationship within the literature.

Prior studies have already tried to empirically test the relationship between independent
directors and voluntary disclosure, but they provide hmited and inconsistent results not able
to support satisfactory conclusions. Forker (1992) argues that the presence of non-executive
directors on corporate boards reduces the benefits to withhold information for managers, thus
giving incentive to disclose more information. He did not find significant empirical support to
his hypothesis. Chen and Jaggi (2000} find that in Hong Kong the total number of
independent directors on corporate boards is positively associated with the
comprehensiveness of financial disclosures, but they focus on mandatory instead of voluntary
disclosure. Thus, their study represents a test of the role of directors in assuring legality. They
also show that this association becomes insignificant if the analysis includes only companies
with highly concentrated ownership (what they define as “family-controlled firms”). Another
Hong Kong-based study (Ho and Wong, 2001) does not find any significant relationship
between the proportion of independent directors and the extent of voluntary disclosure
provided by listed firms. This result is similar to Haniffa and Cooke (2002) in Malaysia. In
Singapore, Eng and Mak (2003) find empirical evidence that an increase in outside directors
reduces the level of corporate disclosure. Most of the evidence provided is relative to Asian

countries, with the exception of only one study which, on the other side, is focused on “non-

PRI Loen s
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executive” (and not specifically “independent”) directors. Also, empirical studies linking

corporate governance variables and compensation proliferates in accounting literature (e.g.,
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Kim, 2005; Hartzell and Straks, 2003; Core et al., 1999; Ke et al., 1999, Mehran, 1995) but
dur knowledge onithe topic is far from robust conclusions mainly because of both the poor
measures used to;I operationalize corporate govemaﬁce—related variables and the huge
|

difference in the r{esearch methods, variables, and analyses adopted by the extant literature
(Larcker et al, 22004). The empiﬁcal research on the relationship between voluntary
disclosure and corﬁ'pensatiOn 1s less developed. In particular, Nagar et al. (2003) find that
discretionary disclé‘;sure measured by_ analysts’ subjectivé ratings is positively related 1o CEO
compensation as mélzasured by propoﬁion of stock-based incentives.

Based on argumenits rooted in the agency theory framework, this study hypothesizes that
control systems arl;e likely to be complementary, meaning that they are not mutually
exclusive, yet they czzo-exist and foster each other. Specifically, the expectation is that both the
number of indeper;ld,ent directors on board and the total compensation (internal control
systems) are ppsiti%.rely correlated with the level of voluntary disclosure (external control
system).

Under the assumption of rationality, individuals balance potential benefits against costs
whenever they facet a decision. Accordingly, in an agency-like sctting, managers evaluate
costs and benefits fo set the level of voluntary disclosure. The costs deriving from more
disclosure for inside;lrs consist of a reduction in the advantages connected to the opportunistic
behavior; the benef!jts mainly consist of higher share prices and/or lower takeover risk.

. I .. . !
Independent directors reduce the opportunities for insiders to get personal benefits from
| .
opportunistic behavilor, by enhancmg internal monitoring. Compensation obtains the same
results, by aligning Igoals through incentives. This implies that the costs deriving from more
!

disclosure decreases] ceteris paribus. In other words, independent directors and compensation

! . " 0 - - -
make the release of more information less costly for the insiders, by producing monitoring
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and incentives respectively. Therefore, this study tests whether or not internal systems
positively affect voluntary disclosure. |

In addition to the above-discussed agency-effect, two aclditional effects support the
expeciation of a positive correlation between internal and external cclmtrol systems. First, 1
identified a reputation-effect. Independent directors have incentives to defend or build their
reputation as expert monitors (e.g., Fama and Jensen, 1983b; Kaplan and Reishus, 1990). As
a consequence, they are likely to use disclosure to signal to financial market that they are
effectively fulfilhing their duties. High compensation generates high reputational concerns
too. Companies paying large amounts of money to their CEOs can use annual reports to
legitimate compensation packages. In this sense, the bonding mechanisms serve to get
consensus for high CEO compensation. Second, there 1s a mutual reinforcing effect (I call it
domino-effect) between different mechanisms. It simply means that the adoption of one
control mechanisms is associated with the adoption 6f another one. Cybernetic theory on
control contends that a mutually-inducement characterizes the relationship between
exogenous and endogenous control systems (Ashby, 1956). Independent directors not only
directly monitor the behavior of the insiders, but also lead them to strengthen and improve
other control mechanisms. Likewisé, cbmpensation’— orients the managers to implement
systems congruent with the ownership interests. Thus, the domino-effect can potentially
explain a positive relationship between internal and external systems. Reputation-effect and
domino-effect strengthen both the relationship between independent directors, compensation,
and voluntary disclosure and its positive direction as mainly due to the agency effect.
Therefore, the statistical analysis tests the following hypothesis.

HP: Internal control systems (i.e., the proportion of independent members on board of
directors and the total CEO compensation) are positively correlated with external

ES e o W -

control system (i.e., level of voluntary disclosure).
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I1I. METHOD

The Italian research setting
|

I
As mentioned abgve, in 1999 a special commission composed of experts and professionals

1ssued a document titled “Codice di. Autodisciplina™ in order to provide listed companies with
L

a non-mandatory ijenchmark for their corporate governance system (Borsa ltaliana, 1999).
1

i
The document was then revised in 2002. The CGC is a sort of code of best practice designed

in the shareholders” interest. As concerns the board of directors’ composition, it states that an
I

adequate number ('?f members should‘ be “independent” (Borsa Italiana, 2002). “Independent
directors™ are deﬁ:‘ned as non-executive (1.e., outside) directors who (i) have not relevant
business relationsfi)'ips with the company, its subsidiaries, its managers, its executive
directors, and its centrolling shareholders; (ii) are not owners of such a quantity of shares

o . 's :
which can give thCIII'I the power to control the company and are not part of an agreement with
i

other shareholders! which gives them the power to control the company; (11i) are not
1

. . . ! . .

immediate family members of executive directors of the company or of other persons who are
|

in the situations referred to in points (i) and (ii). Since the benchmark model is not mandatory
:

and 1t does not indiic'ate a fixed number of independent directors to be included in the board,
!

we can find enough]variety in the behavior of Italian companies on this issue.

Further, since 1999;|CONSOB requires listed companies to provide a table containing data on

the compensation pﬁckage of the CEO and of the members of the board of directors and the
I

board of statutory |auditors. The package has to distinguish emoluments, non-monetary
H
i . . .

benefits, annual bopuses, and other incentives. For each person, the required table has to

provide the name, th;é organizational position, and the length of term.
!
Data collection

To select the samplel‘, all non-financial companies listed on the Milan Stock Exchange in 2002
|

(200 in total), were ilriitially considered including all the stock-market segments (i.e., MIB30-
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MIDEX; Star, Nuovo Mercato; Others). Since the disclosure policy of foreign companies may
be affected by their domestic regulations, we excluded non-Italian companies, in order to
avoid possible biases in the results. Secondly, since the analysis 1s hmited to consolidated
financial statements, individual compames which were ﬁot holdings of groups were excluded
form the sample. Third, two companies were excluded since they did not provide information
on the exact number of independent directors. Fourth, two companies were excluded because
of computational issues related to the data reported in their annual statements. The remaining
sample consists of 168 firms. A restricted sample includes compensation data. Companies are
required to disclose compensation packages in the individual annual report of the holding
company. 31 companies’ websites do not provide the annual reports with the information on
CEO compensation. | also excluded four companies because of CEO turnover occurred in
2002 and one outlier.” The analysis focuses on company with only one explicitly-declared
company’s CEO." The second final sample incluaing compensation data consists of 102
companies. Table 1.1 provides a summary of the selection process described above.

The CCG released by the sample companies provided information on independent directors.
Annual reports provided compensation data and were the basis to assess voluntary disclosure.
The dataset is based on the 2002 éonsolidated annua! reports of each sample company.
Annual report does not represent the unique source of information disclosed by companies.
This is the reason why many authors prefer to adopt official rankings of disclosure level
instead of a direct analysis of annual reports. However, the absence of a robust official index
ad-hoc constructed for Italian listed companies did not allow using a publicly available

ranking. Moreover, Lang and Lundholm (1993) and Botosan (1997) reported a positive

* This company is a start-up and reports a value of zero for CEO emoluments.
* 30 companies report more than one CEO with different responsibilities and no general CEO for the overall

company.
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correlation betweén annual report disclosure level and the amount of disclosure provided via
other means. Com:lpanies’ websites were the main data sbufce to obtain the annual reports.®

In addition, I refe:lrred to data reported in the SpencerStuart Board Index. The consultancy
company publisheis an annual report on board of directors based on both archival and survey
data. The [tahan Blloard Index 2003 provides data on 133 Ita_lian listed companies and refers to

the annual reports-of year 2002. The report involves both financial and non-financial

|
companies. ;

Table 1.1 Sample Seléction
|

6
Ma"rket-Segment:

- MIB30 & MIDEX 32
-Star 32
-Nuo‘_vo Mercato 44
-Oth:er 92
Pop'ulalion of non-financial listed firms in 2002 200
- NOl!!'Ivllﬂliall companies N
- Individual firms (i.e. non-holding firms) : (19
- Firis with no info on independent directors (2)
- Computational issues 2)
Sanllple 1 168
- CEO Turnover ) )
- Mo%e than one CEO (30)
- Annual report n.a. - [€1))]
- Qutlier (h
Sam;pie 2 102

|

Variables measurement

Table 1.2 summarize;:s the measures used for the dependent and the independent variables and

the sources used for data collection.

’ The website of the ltalizll‘n Stock Exchange was an additional data source.
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Table 1.2 Description and measurement of variables.

Variable Description  Measurement Data Source

Sum of six partial disclosure scores related to

DSCORE :):Vscllosure different categories of information divided by the iﬁﬁizlllia;egﬂ
eve maximum score assigned to each company P
Independent ltaltan Stock
INDIR direcl:;ors Proportion of the independent members on board Exchange website
{www.borsaitalia.it)
Total . -
TCOoMP CEO Naltural logarithm of total CEO compensation Holding lndlw.dual
compensation Annual Report
LNSAL Size Natural logarithm of total sales Consolidated
Annual Report
. Consolidated
LEV Leverage Total Assets/Equity Annual Report
[talian Stock
Resndual_ Percentage of share capital owned by shareholders who Exchaqgg
OWNDIF  ownership s ; Coramission
N posses less than 2% of the share capital .
diffusion website
(www.consob.it)
ROI Profitability  Operating income divided by total assets Consolidated

Annual Report

The proportion of independent directors to the total number of directors (INDIR) measures
the influence of external board members, similarly to what has been proposed by earlier
studies on the topic (e.g., Larcker et al., 2004; Ho and Wong, 2001; Chen and Jaggi, 2000).
The definition of independent directors follows the one reported by the CCG.

The disclosure score adapted from the one proposed by Botosan in 1997 (DSCORE) captures
the level of discretionary information, which proved to be a valid measure for disclosure
extent. This score i1s based exclusively on information reported in annual reports and it
measures the overall level of dis¢losure as the g’g§gl§.9§ the score reached by five different

categories of information, specifically background information, summary of historical results,
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key non-financial statistics, projected information, and management discussion and analysis.
| :

Botosan constructed the list of items on the basis of prior literature on corporate disclosure.
I

Regulation has aléflo been considered in order to distinguish voluntary from mandatory pieces

of information. Eatch item is weighted according to its relevance. The same weighting system
i . . . .

used by Botosan (1997) was used in the present study.® Some modifications adjusted the

disclosure score p{;oposed by Botosan in order to tailor it for the Italian setting. Among the

most significant changes, the score used in this study eliminates items which are mandatory

b

under the Itahan regulation and considers a sixth category of information related to segment
l

disclosure which is voluntary in Italy (Prencipe, 2004). Moreover, the variables measurement
|

avoids penalizing those companies for which not all of the items included in the list are

relevant (for exaimple, R&D information for merchandising companies or segment
|

information for single-segment firms). Therefore, a maximum score is set for each company
I .

by excluding the it{;ams identified as not relevant for it. The level of voluntary disclosure for

each company is the total disclosure score (i.e., the sum of the six partial scores) divided by

|

the maximum score, assigned to it. Appendix 1A provides the voluntary disclosure assessment
. i
instrument. =‘

The empirical analysis includes size, leverage, profitability, and residual ownership ditfusion
j

as contingency vari;ables. Similarly to what has been proposed by previous studies on the
I
|

determinants of corf?orate disclosure, size is measured through the natural logarithm of sales
(LNSIZE), leverag&? is measured by the total assets to equity ratio (LEV) and residual
ownership diffusion: is measured by the percentage of share capital owned by unknown
shareholders, who atfe defined as those who possess less than 2% of the share capital of the
company (OWNDII?). In Italy, owners of more than 2% of the share capital of a listed

company are required to declare their ownership share to the CONSOB. However,

j

¢ Prof. Botosan providedime the instrument with the instructions to apply it.
E :
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shareholders who possess less than 2% of the share capital are unknown. Therefore, the
percentage of capital owned by unknown shareholders is calculated as 100% less the total
percentage of capital owned by known shareholders. Similar measures were adopted in
previous studies on disclosure (e.g., Raffournier, 1995; McKinnon and Dalimunthe, 1993;
Prencipe, 2004). Finally, Return on Investment, computed as the Operating Income divided

by Total Assets, is the measure for profitability (ROI).

IV. RESULTS
Descriptive Statistics

Table 1.3 reports descriptive statistics on the three control systems under investigation.

Table 1.3. Monitoring, incentives, and bonding within Italian listed companies

N Min Max Mean St.Dev.
Independent directors
# of board members 168 4.00 18 8.71 3.024
# of independent directors 168 . 000 14 3.07 1.52%
Percentage of independent directors ) 168 0.000 1.000 0.361 0.196
Compensation
Emoluments 102 2.00 1,980 266.500 335842
Non-monetary incentives 102 0.00 - 176 3,547 17.695
Bonus 102 0.00 831 59.073  168.127
Other incentives 102 0.00 2,025 154621 322439
Total compensation (Euro 0.000) 102 5.00 2,095 483.741  491.578
Voluntary disclosure
Background information (%) 168 0.000 0.538 0.203 0.107
Historical information (%) 168 0.000 0.900 0.155 0.239
Segment reporting (%) 168 0.000 1.000 0.298 0.188
Non Financial information (%) 168 0.000 0.429 0.078 0.113
Projected information (%) 168 0.000 0.333 0.040 0.068
Management information (%) 168 0.000 0.846 0.233 0.140
DSCORE (%) FTTles 0018 0466 0156 0.072

S 37




The variation in the proportion of independent directors reported by the Italian companies 1s

high, ranging fron‘iln 0 to 100. The average ratio of independent directors to total directors on
i

the board is 36% (Median = 33%). The average number of independent directors sitting on

!
the board is 3. Six companies declare to have zero independent directors; one company

declares that all thée members of its ‘board of directors are independent. 44 companies do not

disclose whether t;heir independent directors sit on other boards. Among 308 independent

directors with the information available, 114 (37%) sit on more than one board. 10 (6%)
|

companies do not specify the names of the independent directors. The Board Index published
i
by SpencerStuart reports 5.5 as the average number of independent directors in the boards of

directors of Italian ;1isted companies 1n 2002. The different mean va.lue from that reported in
th:is study is due to 'ithe inclusion of financial companies in the consultancy company’s score.
Indeed, financial li‘?ted companies declare to have more independent directors. F inally, the
SpencerStuart inde)lc reveals that the average number of independent directors does not
!

dramatically vary over time and across market segments.” Overall these results provide initial
evjdence of the effe{(st of the recent corporate governance regulation within the Italian stock
market, showing th:a't independent directors represent at least 10% of the members of the
board of directors inli 96% of non-financial listed companies.

The investigation oficompensation data revealed that companies are very reluqtant to disclose
this type of informa;tion. The use of public data sources available online is one of the main

limitations of this study. 31 annual reports of holding companies were available neither on
|
|

the company’s webs'lzite nor on the website of Milan Stock Exchange, resulting in missing

values for the statisti:cal analysis. Moreover, annual reports do not provide any information on
the targets, the perf?rmance measures, and the evaluation process characterizing the CEQ

" 'The SpencerStuart Board Index reports an average number of independent directors of 5.4, 5.5 and 5.6 in year
20602, 2603, and 2004, re;pectlvely In 2002, Mib30-Midex, STAR, Nuovo Mercato, and Others have an average
of 8 3, 3, and 5 independent directors, respectively. The concentration of financial companies in the Mib30-
Midex explains the high mean value of independent directors in that segment,

I
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rewarding system. Only 21 companies (21% of total Sample 2) report a variable cash bonus
in the CEO compensation packages. For these companies, CEO cash annual bonus represents
32% of total CEO. compensation, on average. The total amount of the bonus is not
significantly correlatéd with any of the change in sales, operating income, net income, and
assets computed with respect to the previous year. However, the percentage of the variable
compensation over total compensation is significantly correlated with the annual sales
increase (Pearson Coefficient = 0.398; Sig.(2-tailed) = 0.074). Overall, the average total
compensation package is composed by 68% of emoluments, less than 1% of non-monetary
incentives, 7% of cash bonus, 24% of other incentives. On average, the CEO of an Italian
listed company earned about 484,000 Euro in 2002. The SpencerStuart Board Index reveals
that CEO total compensation increased from 2000 to 2002; however, in 2003 CEOs earned
less than the previous year, on average.

The mean valu_e of DSCORE is 15% (Median = 15%), with a range of 2% to 47% and the
standard deviation 1s 7%. These results show that there is a_good vanation in voluntary
disclosure practices among Italian listed companies and that the distribution is not skewed.
On average, companies disclose high volume of management information to discuss financtal
results. However, their annual reports contain few projected information on business
opportunities and threats. Voluntary disclosure appears to be concentrated on short-term
financial information as highlighted by the low percentages of historical information and non-
financtal information. The information categories are not alternative set of voluntary

disclosure as indicated by the significant and positive intercorrelations.® The overall amount

of information voluntarily disclosed by ltalian companies is low (Mean = 15%), suggesting

ETLU

® Further analyses (non-tabulated) show that the amount of information of any category is significantly
correlated with that of any other category, except for the segment reporting information that is not significantly
correlated with any other information category.




high cost and low benefits connected with the voluntary disclosure in the Italian financial

market. '.

Model

The following regression model is used to test the hypothesized relationship between internal

‘ |
and external control systems:
' !

DSCORE; = j30+ﬁ1;!NDIR+/32LTCOMP+ﬁ3LNSAL +BLEV+BsOWNDIF+BsROI+-B7DFAM~+e;

where .
i= firm 1 through N (N; samble size);
DSCORE: Ethe disclosure score as the sum of the six partial disclosure scores related
to the diffei}'ent categories of information divided by the maximum score assigned to
each compa!;ny;
INDIR= theil proportion of the independent members on board;
LTCOMP= ?_natural logarithm of total compensation;
LNSAL= nagltural logarithm of sales;
LEV: the Tc;;tal Assets to Equity ratio;
OWNDIF: percentage of share capital owned by shareholders who posses less than
2% of the sﬂlare capital;
ROL: Operatii‘ng Income divided by Total Assets; |

DFAM: durﬁmy for family-owned companies;

g= the residdal.

The model includes two independent variables for the two internal control systems under

investigation: INDIR measures the percentage of independent directors on the total members

of the board of directors; LTCOMP measures the natural logarithm of CEQO total
|

compensation to reduce heteroskedasticity (Finkelstein and Hambrick, 1989). Based on the

reasons explained zl'b'ove, the statistical model controls for firm size (LNSAL), leverage



(LEV), ownership diffusion (OWNDIF), profitability (ROI), and family control (DFAM). To
identify family-controlled companies, the accounting literature assumes the threshold of 10%
of the share capital. Higher values detect the presence of a dominant shareholder (e.g., Park
and Shin, 2004; Chen and Jaggi, 2000). According to this criterion, companies in which one
shareholder owns 10% or more of the share capital are characterized by family control (or
highly concentrated ownership). Due to the specific economic environment in Italy, all the
168 companies selected have at least one shareholder who owns 10% or more of the shares,
so that all of them should be included in the final sample. However, it can be argued that a
threshold of 10% can really define highly concentrated ownership. In order to perform an
empirical test more consistent with the empirical setting, companies in which the ownership

diffusion is lower than 50% were considered to be family-controlled companies.

Table 1.4. Descriptive statistics

N Minimum Maximum Mean Std. Dev.

DSCORE 168 0.018 0.47 0.16 0.07
INDIR 168 0.00 1.00 0.36 0.19
LTCOMP |

LNSAL 168 488 19.76 12.78 2.24
ROI 168 -0.57 0.97 0.02 0.13
LEV 168 1.01 144.94 5.83 15.43
OWNDIF 168 481 100.00 36.91 15.35
DUMMYFAM 168 0.00 1.00 0.86 0.35

Table 1.4 reports descriptive statistics on the variables entered into the model; Table 1.5

reports Pearson correlation coefficients. The univanate analysis reveals that the external and

internal control systems are significantly correlated. The existence of multicollinearity among

R
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the independent variables was tested in this study using the Variance Inflation Factor (VIF).

VIFs of all the var;'iables were below 2, so that all of them were included in the final model.

Table 1.5. Pearson correlations coefficients

INDIR LTCOMP LNSAL RO1 LEV OWNDIF DFAM

LTCOMP 0.056

LNSAL 0077 ' 0452

ROI 0026 | 0004 0.274**

LEV 0.120 ', 0.259%*  -0.052 -0.153*

OWNDIF  0.089 ;_ 0.239* 0:074 -0.117 0.264%*

DFAM  -0.094 : 104 -0.028 0.214%%  02T1**  .755%*
DSCORE  0.239** ! 0.340%*  0321**  0.001 -0.008 0.204%*  -0.049

|-
** Correlation is signiﬁicant at the 0.01 level (2-tailed).
* Correlation is significant at the 0.05 level (2-tailed).

The model was separately tested on sample | and sample 2. Table 1.6 and table 1.7 present

the results. The fo:',rmer table reports the results of sample 1; the latter is based on 102
companies with availilable compensation data. Both models show a statistically significant F
statistics. At the 0.61 level of significance, the hypothesis that ail the explanatory variable
coefficients are siml!lltaneously equal to zero is rejected in both cases.
INDIR 1is signiﬁ;:alyitly and positively correlated to the dependent variable. This result
supports the hypoth:esis that independent directors positively affect the level of voluntary
disclosure, while c!pntrolling for other significant determinants of voluntary disclosure.
LTCOMP is not sillgniﬁcantly correlated with the DSCORE, while controlling for other
determinants. This rie‘Sult is not consistent with the hypothesis that CEO total compensation
positively affect the! level of voluntary disclosure. Notwithstanding the positive correlation

|

|
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between external and internal control systems, the multivariate analysis reveals that only
monitoring is associated with bonding. Within [talian listed companies, incentives measured
as CEO total compensation do not lead to an increase in the voluntary disclosure. As
concerns the control variables, LNSAL and OWNDIF are confirmed to be positively related
to the level of voluntary disclosure. After adding the compensation variable, DFAM becomes
insignificant. This suggests that even after controlling for the ownership structure, the number
of independent directors still 1s positively correlated with the level of voluntary disclosure.
Additional analyses were performed in order to test the relationship between the proportion
of independent directors and each category of information included in the disclosure score,

and specifically: background information, historical results, key non-financial statistics,

segment information, projected information, management discussion and analysis.

Table 1.6. Multivariate L.east Squares regression results - Sampie 1 (168 observations)

DSCORE , = B, + B,INDIR , + B,LNSAL , + B,LEV , + 8 ,OWNDIF ,+ B.ROI , + B,DFAM + ¢,

Standar.dized ] Sig.
Coefficients ]
(Constant) -2,303 0.023
INDIR 0218 3.072 0.003
LNSAL 0.312 4.259 0.000
ROI -0.113 -1.503 0.135
LEV -0.060 -0.809 0.420
OWNDIF 0.361 3.357 0.001
DFAM 0.261 2,387 0018
Dependent Variable:
DSCORE
F-test ' 7.290
Sig. 0.000
Adj. R-Square 18.4%

DSCORE. the disclosure score as the sum of the six partial disclosure scores related to the different categories
of information divided bv the maximum score assigned to each company; INDIR= the proportion of the
independent members on board; LNSALz. natural logarithm of sa!es LEV: the Total Assets to Equity ratio;

OWNDIF: percentage of share cap:la! ‘owned by shareholders who posses less than 2% of the share capital;

ROI: Operating Income divided by Total Assets; DFAM: dummy taking value I as ownership diffusion is lower

than 50%.
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Table 1.7. Multivarié}te Least Squares regression results - Sample 2 (102 observations)

|
DSCORE; =ﬁg+ﬁ,lN}!l)IR+ﬁzLTCOMP+]J’;LNSAL+]34LEV+ﬁsOWNDIF+ﬂ6R0!+ﬂ7DI7AM+6,-
]

Standardized

Coefficients ! Sig.
(Co%?smm) -1,953 0,054
INDIR 0,180 1,956 0,053
LT(%'OMP 0,151 1,338 0,184
LN§IAL . 0,241 2,338 0,022
ROI 0,133 1,429 0,156
LEV! -0,050 -0,473 0,637
OWNDIF 0,338 2,324 0,022
DFA:M 0,221 1,565 0,121
Depti:ndenl Variable: |
DSCl()RE
F-tes 4,163
Sig. | 0,000
Adj. ilR-Square . 18%

DSCORE: the discloswi“e score as the sum of the six partial disclosure scores related 1o the different categories
of information divided by the maximum score assigned to each company; INDIR= the proportion of the
independent members on board;, LTCOMP: natural logarithm of CEQ total compensation; LNSAL= natural
logarithim of sales; LE V: the Total Assets to Equity ratio; OWNDIF: percentage of share capital owned by
shareholders who poss:l:-:s less than 2% of the share capital; ROI: Operating Income divided by Total Assets;

DFAM: dummy taking value I as ownership diffusion is lower than 50%.

The additional analysis was carried out with reference to the whole sample {168 companies).
The results (non-tab:ulated) show that INDIR is positively related to the level of disclosure as

concerns backgrourid information, key non-financial statistics, and management discussion

and analysis, whilé| no significant relationship was found as concerns the summary of
historical results, pr'lojected information, and segment information. A tentative interpretation

‘

of such results is that independent directors seem to be particularly associated with the

disclosure of non-ﬁr{anmal and qualitative discretionary information.
| |
1
!
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V. CONCLUSIONS

This study provides data on the use of monitoring, incentives, and bonding as three control
mechanisms adopted to face with the separation between ownership and management. The
empirical setting consists of non-financial companies listed on a developing tfinancial market
that is the Milan Stock Exchange. The focus is on one system for each control mechanisms,
namely: independent directors as monitoring system, CEO total compensation as incentives,
and voluntary disclosure as bonding system. The empirical research is based on hand-
collected survey data referred to year 2002. The simultaneous investigation of three control
systems allows an analysis of their relationships. Agéncy-, reputation-, and domino-effect
explain the expectation of a positive correlation between external (i.e., voluntary disclosure)
and internal control systems (i.e., monitoring and incentives). A linear regression model tests
the expectation, controlling for other determinants of voluntary disclosure.

Empirical results reveal that [talian companies have a low level of voluntary disclosure which
i1s mainly concentrated on financials-related information. Statistics on independent directors
document that recent regulations enhanced corporate governance structures, in particular
board independence. CEQ compensation data reported by the companies show the lack of
linkages between contingent performances and monetary rewards. While controlling for firm
size, leverage, profitability, and ownership diffusion, the internal control ‘of independent
directors have. a positive effect on the bonding control mechanisms operationalized as
voluntary disclosure in annual reperts. CEQO total compensation appears to be strongly
influenced by firm size and ownership diffusion and it has no effect on external control
mechanisms in a multivariate analysis. These results indicate that CEQ compensation has low
incentive power within Italian companies as indicated by the low percentage of cash bonus,
the statistical independence between financial results and compensation, and the zero effect

Poalgidal 1o el

on voluntary disclosure.
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This empirical res§:arch has some limitations. It considers one single year to measure the
dependent variablé which is based on an analysis of 168 annual reports. Moreover, it

. I - ‘ .
examines only three selected systems within the broad spectrum of.control mechanisms.

Lastly, it relies on public available information. Further studies can overcome these

} . . .
boundaries to improve our knowledge on control systems. In particular, this study offers
i

intriguing insights ifor future research. First, the Italian setting largely consists of family-
controlled compani;es for which the.control problem is theorized to be less severe than in
other companies. IHowever, this study shows that even in case of high ownership
concentration, corﬁpanies implement corporate governance systems and they do affect

| . i .
external control systems. Future research can investigate more deeply the governance
L

' Lo . ' .
structure of this type of companies to find out determinants and effects of corporate
I

governance in fam}ly—controlled companies. Second, empirical evidence reveals that the
ownership diffusioén significantly influences the control systems. In addition to the
management-related; aspects, future research should take into account the ownership structure

in studying control; systems. Finally, the analysis on CEO compensation opens several

questions on the role of monetary incentives in attracting, retaining, motivating, and

_ | : : :
rewarding top managers. Future research can extend the time-horizon of this study and collect

more qualitative and private information to explore the role of compensation within the set of
|

i
i
'

control mechanisms implemented by Italian listed companies.

46



REFERENCES

Ahmed, K. and Courtis, J. K. {1999) 'Associations between corporate characteristics and disclosure levels in
annual reports: a Meta-Analysis’, British Accounting Review, 31(1): 35-61.

Anderson, R.C. and Reeb, D.M. (2004) ‘Board composition: balancing family influence in S&P 500 firms’,
Administrative Science Quarterly, 49(2): 209-225.

Ashby, W. R. (1956) ‘An Introduction to Cvbernetics’, London: Chapman & Hall.

Bamber, L. and Cheon, Y. (1998) ‘Discretionary management earnings forecast disclosures: antecedents and
outcomes associated with forecast venue and forecast specificity choices’, Journal of Accounting Research,
36(2): 167-90.

Beasley, M. S. {1996) ‘An empirical analysis of the relation between the board of director composition and
financial statement fraud, The Accounting Review, 71(4): 443-65.

Bhagat, S. and Black B. (2000) ‘Board independence and long-term firm performance’, Working paper,
University of Colorado.

Borsa ltaliana (1999) ‘Codice di autodisciplina. (Corporate Governance Code)’, Borsa ltaliana SpA, Milan.

Borsa ltahiana (2002) ‘Codice di auwtodisciplina. Edizione rivisitata (Corporate Governance Code. Revised
Version)’, Borsa [taliana SpA, Milan.

Botosan, C. A. (1997) ‘Disclosure Level and the Cost of Equity Capital’, The Accounting Review, 72(3): 323-
49,

Brickley, J. A. and James, C. M. (1987) “The takeover market, corporate board composition, and ownership
structure: the case of banking’, The Journal of Law and Economics, 30: 161-80.

Bushee, B. J. and Noe, C. F. (2000) ‘Corporate disclosure practices, institutional investors, and stock return
volatitity’, Journal of Accounting Research, 38 (Supplement): 171-202.

Chen, J. P. and Jaggi, B. L. (2000} ‘“The association between independent nonexecutive directors, family control
and financial disclosures’, Journal of Accounting and Public Policy, 19(4-5): 285-310,

Chenhall, R. (2003) ‘Management control systems design within its organizational context: findings from
contingency-based research and directions for the future’, Accounting, Organization and Sociery, 28; 127-
68.

Chow, C. W. and Wong-Boren, A. (1987) ‘Voluntary financial disclosure by Mexican corporations’, The
Accounting Review, 62(3): 533-41.

Core, J., Holthausen, R. and Larcker, D. (1999) ‘Corporate governance, chief executive officer compensation
and firm performance’ Journal of Financial Economics 51.: 371-406. 1

Demsetz, H. and Kenneth, L. (1985). The structure of corporate ownership: causes and consequences. Jowrnal of
Political Econony, 93, 1155-77.

Depoers, F. (2000) ‘A cost-benefit study of voluntary disclosure: Some empirical evidence from French listed
companies’, The Evropean Accounting Review, 9 (2): 245-63.

Dulewicz V. and Herbert P. (2004). Does the composition and practice of boards of directors bear any
relationsip to the performance of their companies?. Corporare Governance. 12(3), 263-80.

Eng, L.L. and Mak, Y.T. (2003). Corporate governance and voluniary disclosure. Journal of Accounting and
Public Policy, 22(4), 325-435.

Erhardt, N. L., Werbel, J. D. and Shrader, C. B. (2003) ‘Board of director diversity and firm financial
performance’, Corporate Governance, 11(2): 102-11.

Fama, E. and Jensen, M. (1983a) ‘Separation of ownership and control’, Journal of Law and Economics, 26:
301-26.

Fama, E. and Jensen, M. {(1983b} Ag,ency problem and resudual Cldlms Journal of Law and Economics, 26:
327-49. Do e

Finkelstein, S. and Hambrick, D. C. (1989) *Chief Executive Compensation: A Study of the Intersection of
Markets and Political Processes’, Strategic Management Journal, 10: 121-134.

47




Forker, J. J. {1992) Corporale govemnance and disclosure quality’, Accounting and Business Research, 22(86):
111-24. :

Haniffa, R.M. and [Cooke, T.E. (2002) ‘Culture, corporate governance and disclosure in Malaysian
corporations’, Abacus, 38(3): 317-49,

1 . . . . . . -
Hartzell, J. and Starks, L. (2003) ‘Institutional investors and executive compensation’, Journal of Finance, 38:
2351-74. ‘

Healy, P. (1985) ‘The!effect of bonus schemes on accounting decisions’, Jouwrnal of Accounting and Economics,
7: 85-107.

Healy, P., Hutton, A' and Palepu, K. (1999) ‘Stock performance and intermediation changes surrounding
increases in dlsclosure ComemporaryAccozmtngesearch 16(3): 485-520.

Hermalin B.E. and Welsbach M.S. (I99l) ‘The effects of board composition and direct incentives on firm
performance’, Financial Management. 20{4): 101-12,

Ho, 5. 5. M. and Wong,, K. §. (2001) *A study of the relationship between corporate governance structures and

the extent of volurlllary disclosure’, Jowrnal of International Accounting, Auditing and Taxation, 10(2); 139-
56.

luner, C. D., Larcker, FID F., and Rajan, M. V. (1997), ‘The choice of performance measures in annual bonus
contracts’, The Accounting Review, 72 (2): 231-255.

Jensen, M. C. and M"eckling, W. H. (1976) ‘Theory of the firm: managerial behaviour, agency cosis and
ownership structure’, Jowrnal of Financial Economics, 3(4): 305-60,

Jensen, M. and K. J, Murphy (1990) ‘Performance Pay and Top-Management Incentives’, Journal of Political
Economy, 98(2): 223-64

Kaplan, S. N. and Relshus D. (1990) ‘Outside Directors and Corporate Performance’ Journal of Financial
Economics, 27 389410,

Ke, B., Petroni, K., and Saffiedine, A. (1999) *Ownership concentration and sensitivily of executive pay to

accounting perft)ll'mance measures: evidence from publicly and privately-held insurance companies’,
Journal of Accounting and Econontics, 28: 185-209.

Kim, K. (2005) ‘Large shareholder turnover and CEO compensation’, Working Paper, University of Pittsburgh.

Klein, A. (1998) F1rm performance and board commitiee structure’, Journal of Law and Economics, 41{1):
275-99. i

Kosnik, R. D. (1990) ‘Effecls of board demography and directors’ incentives on corporate greenmail decisions’,
Academy of Management Journal, 33(1). 129-50.

Lang, M. and Lundhoim, R. ( 1993) “Cross-sectional determinants of analysts ratings of corporate disclosure’,
Journal of Accountmg Research, 31(2): 246-71.

Larcker, D. F., chhdrqson, S. A, and Tuna, I. (2004} ‘How important is corporate governance?’, Working
" Paper, University of Pennsylvania.

Lee, C. 1., Rosenstein, IS., Rangan, N, and Davidson 111, W. N. (1992) ‘Board composition and shareholder
 wealth: the case of management buyouls’, Financial Management, 21(1): 58-72.

MacaAvoy, P., Cantor S' Dana I. and Peck S. (1983). ALI proposals for increased control of the corporation by
the board of drrec.rors an economic analysis. Statement of the business roundtable on the American Law

Institute’s proposeq 'principles of corporate governance and structure: restatement and recommendation’”.
New York. Busines'is. Roundtable.

Mckinnon, J. and Dalim:unthe, J. (1993) “Voluntary disclosure of segment information by Australian diversified
" companies’, decounting and Finance, 33(1): 33-50.

Meek, G.K., Roberts, C.B. and Gray, S.J. (1995) ‘Factors influencing voluntary report disclosures by U.S., U.K.

and Continental Eu‘ropean multlnallona] corporations’, Journal of International Business Studies, 26 (3):
555-72. -

Mehran, H. (1995) Exelcutwe compensation structure, ownership, and firm performance’, Journal of Financial

- Economics. 38(2): ll63 -84,

i
i
|

l 48



Morck R. (2000) *Concentrated corporate ownership’, University of Chicago Press.
Murphy, K. J. {1999) *Executive Compensation’, Working Paper, University of Southern California.

Murphy , K. J. (2001) ‘Performance standards in incentive contracts’, Journal of Accounting and Economics,
30(3). 245-278.

Nagar, D., Nanda, D. and Wysocki, P. (2003) ‘Discretionary disclosure and stock-based incentives’, Journal of
Accounting and Economics, 34: 283-309.

Park, Y.W. and Shin, H.H. (2004) *‘Board composition and eamings management in Canada’, Jowrnal of
Corporate Finance, 10(3): 431-57.

Prencipe, A. (2003) ‘Segment reporting nella realta itahiana: un’analisi della regolamentazione e della prassi
prevalente nelle societa quotate’” (Segment reporting in [taly: an analysis of regulation and practice among
listed companies), Unpublished paper, Becconi University.

Prencipe, A. (2004) ‘Proprietary costs as determinants of voluntary segment disclosure; evidence from ltalian
listed companies’, European Accounting Review, 13(2): 319-40.

Raffournier, B. (1993) '‘The determinants of voluntary financial disclosure by Swiss listed companies’,
European Accounting Review, 4(2): 261-80.

Rosen, S. (1992) ‘Contracts and the Market for Executives’, in Contract Economics, edited by Lars Wein and
Hans Wijkander, Blackwell Publishers.

Shieifer, A. and Vishny ,R.W. (1986) ‘Large shareholders and corporate control’, Jonrnal of Political Economy,
94(3): 461-88.

Shleifer, A. and Vishny, R W. (1997) ‘A survey of corporate governance’, Journal of Finance, 52(2); 737-83.
Verrecchia, R. E. (1983) ‘Discretionary disclosﬁre’, Journal of Accounting and Economics, 5(3): 179-94.

Weisbach, M. S. (1988) ‘Outside directors and CEO turnover’, Journal of Financial Economics, 20(1-2); 431-
60. '

Wallace, R., Naser, K. and Mora, A. (1994) ‘The relationship between the comprehensiveness of corporate
annual reports and firm characteristics in Spain’, Accounting and Business Research (25). 41-53.

Welker, M. (1995) ‘Disclosure policy, information asymmetry and liquidity in equity markets’, Contemporary
Accounting Research, 11(2): 801-28.

Williamson, O.E. (1984) ‘Corporate govemance’, The Yale Law Journal, 93: 1197-230.




50



Evaluation Paper

Balanced performance measurement
systems in multinational companies:

do they influence dec'ision making?
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I. INTRODUCTION
This paper studies !_performance measurement systems (hereafter PMSs) employed by Italian
[
subsidiaries of multinational companies. In particular, 1 empirically explore the relationship
between balanced I:’-MISS and decision making, by examining the decision-influencing use of

performance measlu;res within multinational organizations.

PMSs can be errilployed for different purposes (e.g., Simons, 1995). Contemporary
approaches to perfo!rmance measurement contend that PMSs should support the achievement
of strategic prioritiiles (Langfteld-Smith, 1997). They propose a balanced measurement of
performance: resulits shpuld be measured based on different measurement perspectives,
including financial|and non-financial measures. The literature provides many models for
balancing PMSs anI:d many labels for balanced PMSs: for example, Performance Pyramid
{McNair, Lync-h anc!l Cross, 1990), Balanced Scorecard (Kaplan and Norton, 1992), Tableau
de Bord (Epstein 'c!md Manzoni, 1998), Intangible Asset Scorecard (Sveiby, 1997), and
Strategic Perforrnanice Measurement System (Chenhall, 2005). Balanced PMSs are expected
to guide and mot:’viate decision-makers operating within the firms towards strategic goals

(Kaplan and Nortor{, 2001; Dixon et al. 1992). The underlying assumption is that balancing

PMSs fosters the deicision-inﬂuencing use of PMSs because it leads to a better understanding
of the relation amo?g various strategic objectives, a more effective communication of the
association between iemployees’ actions and strategic goals, and a more efficient allocation of
resources and prioritlies based on strategic objectives (Kaplan and Norton, 1996). My research
in\.restigates the infh'fence played by PMS (balanced and not-balanced) on strategic decisions

within multinational{companies.

|
{
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This study conceives PMS as a control system. PMS plays a key role in controlling and
coordinating local operations (Prahalad and Doz, 1987). Headquarters implement PMSs to
monitor local results and to influence local managers’ decision making. Through the
monitoring use of performance measures, headquarters control local activity’s results in order
to ratify and evaluate management decisions. Through the decision-influencing use of
performance measures, headquarters guide local decision making in order to affect initiation
and implementation of strategic decisions.

This study analyzes data collected through emailed questionnaires sent to financial
controllers of 100 Italian subsidiaries of non-Italian multinational companies. These data
capture the design, the balancing, the purposes, and the influence of PMSs on subsidiary’s
decision making. Results show that the influence of headquarters-initiated PMSs on local
decisions is low and alternative management systems guide subsidiary’s decision making.
Further, the analysis indicates that balancing PMSs per se does not increase the influence of
PMS on strategic decisions. Finally, the results reveal that local managers tend to develop
independent PMSs different from those implemented by headquarters.

Further, this study proposes a categorization of the respondent subsidiaries into four clusters,
depending on the decision-influencing uée of PMZSé. | call the cluster of subsidiaries with
high decision-influencing use of headquarters-initiated PMSs “Dominant Central PMS”. 1
group subsidiaries with low decision-influencing use of PMS in the cluster called
“Alternative Mechanisms”. Those with low decision-influencing use of headquarters-initiated
PMS and high decision-influencing use of locally-developed PMSs form the “Dominant
Local PMS” cluster. Finally, the “Competing PMSs” cluster includes all the subsidiaries with
high decision-influencing use of headquarters-initiated PMS and high decision-influencing

use of locally developed PMSs.
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[n addition to the 2quantitative analysis, discussion on empirical evidence refers to qualitative
information colleéted through a foc;is group with nine respondents to the questionnaire. The
focus group anailyzed the data and discussed the role of balanced PMSs in guiding
subsidiary’s decisi'ion making from a managerial standpoint.

The explorative re"s_earch approach enables this'study to offer several contributions. First, this
study 1s one of fev!?f ‘examining the édoption of balanced PMSs for controlling subsidiaries of
multinational com;p'anies: the new paradigm of multinational company as a network of
differentiated re!atilionships challenges PMS-related research (Dent, 1996). Results show that

PMSs can have ve'lry low influence on decision making and the interaction with the mix of
contro} mechanism%s 15 essential to uﬁderstand ‘how headquarters manage local subsidiaries.
S;cond, this study i,reports data on the diffusion of balanced PMSs in ltaly where very limited
empirical evidencé “on this topic is available, especially regardihg with multinational
organizations (Dos%si, 2003). Fifty seven percent of the companies in the final sample use
PMS with ﬁnancizlial and non-financial perspectives. Third, the empirical research
distinguishes berwe‘fen the existence and the use of PMS, by examining not only the structural
chiaracteristics of PIlMSs (e.g., performance measures), but also the use of PMSs by local
subsidianes (e.g., dif:'cision-inﬂuencing use). Simons (1995) explained the practical relevance
of this distinction a::nd Langfield-Smith (1997) documented how the difference between the
existence and the llll_se of PMSs was not acknowledged in many studies. Fourth, findings
reveal the de-coupli:ing of PMSs within multinational companiesf subsidiaries autonomously
deyeloped local PMilSs different from those initiated by headquarters. This phenomenon has
not been analyzed illn the extant literature: empirical evidence documents this is a frequent
caée and the study iattempts to propose predictors and consequences. Last, my theoretical
|

arguments combine lliterature from international business and management control systems in

order to enhance research question generation and results discussion; and data collection and
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analysis adopt a multi-research method approach in order to enrich conclusions and
implications. Cross-fertilization between disciplines and multiple research methods attempt to
overcome common constraints of empirical accounting research (Merchant et al., 2003).

The next section discusses the role of PMSs in multinational companies. I then present three
research questions. | follow this with a presentation of method and results. Finally, | conclude
and provide directions for future research.

Performance measurement systems in multinational companies

Within the international business literature on headquarters-subsidiary relationships, three
main phases are observed. Each of them assigns different tasks to PMSs. Figure 2.1
schematizes the research questions addressed by the international business literature and by
management control systems research during the three phases.

Early studies on headquarters-subsidiary management appeared in the 1970s, shortly afier the
boom of foreign direct investment in westemn counﬁ‘ies. Harzing (1999) calls this phase the
International Era. Researchers devoted their efforts to studying the organizational structure
of multinational companies. One of the most popular studies 1s the life-cycle model for
international trade proposed by Vemon (1966). According to his model, the foreign
investment choice of a company is connected to the product life-cycle. When the home
market is exhausted, the company seeks to expand abroad through export, and later through
production plants in foreign countries, and lastly through dispersed local umits with highly
specialized mandates. The assumption that organization is supposed to follow strategy
(Chandler, 1962) led to investigate the different organizational structures fitting the
internationalization strategy. Stopford and Wells (1972) proposed an evolution pattern of
organizational structures used to manage multinational companies. In their model they

presented four typologies (i.e., International Division, Worldwide Product Division, Area
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Division, Globali Matrix) as a function of the foreign product diversity and the percentage of

1
i
foreign sales.
}
fl

|
Figure 2.1 The evoliution of international business issues.

This Figure represeim the evolution of international business studies on headquarters-subsidiary relationship

-over time. Within the literature, three phases are identified corrésponding to the three eras of time proposed by
Harzing (1999). For euch phases, topics and research questions (RQ) on both international business (IM) and
management control (MC) are presented. (PMS: performance measurement Systent)

T

Phase 1: International Era

|
STRATEGY- STRUCTURE
PARADJGM

Literalure!on IM

|
RQ (IB): What structure fits
the international strategy
pursued by headquarters?

e.g. Stopford, Wells (1972)

Topics (I1B): I

- Entry mode

- Internationalization

- Foreign DirectEIhvestment

Literature on MC

RQ (MC): What are the
modifications in the formal
systems of reportmg, and
control caused b)lr the
international act1v1ly‘7

e.g. Mclnnes (1971)

Topics (MC):
- Consolidation |
- Accounting comparability
- Exchange ratesillnﬂation

Phase 2: Global Era

" ORGANIZATIONAL
APPROACH

Literature on [M

RQ (1B): How can
headquarters coordinate and
integrate decentralized units?

e.g. Gates, Egelhoff (1986)

Topics (IB):

- Integration

- Coordination

- Goal congruence

Literature on MC

RQ (MC): What is the form
of control in order to align
local actions with global
strategy?

e.g. Doz, Prahalad (1981)

Topies (MC):

- Strategic Planning
- Decentralization

- Subtle controls

Phase 3: Transnational Era

NETWORK-BASED
MODEL

Literature on IM

RQ (IB): What are the
charactenstics of the internal
and external multinational
network?

e.g. Ghoshal, Bartlett (1990}

Topics (IB):

- Subsidiary’s role

- Subsidiary development
- Cooperation

Literature on MC

RQ (MC): Do PMSs differ
aCross countries?

RQ (MC): Are non-financial
performance measures
effective in evaluating
international operations?

RQ (MC): What are the
drivers of PMS evolution?

Global Era Transnational Era
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In the International Eva, within management control system research, Mclnnes (1971)
surveyed the financial reporting and control used by 30 American multinational companies.
He intended to explore the effect of the multinational operations on the accounting
comparability and standardization in performance measurement and evaluation. Thus, in the
first phase, PMSs was mainly considered as accounting-based mechanisms: their task was
restricted to measure and consolidate financial results of decentralized units.

The second phase corresponds to the Global Era where internationalization was viewed by
the management literature as the S;)lution of the search for efficient location of production,
economies of scale, and rationalization of activities (Harzing, 1999). At that time, Levitt
(1983) invoked a global imagination where the world is seen as a single marketplace entity.
Coordination and integration of dispersed subsidiaries became the key issue for internationat
management. Martinez and Jarillo (1991) pointed out that coordination mechanisms can be
formal and subtle. Moreover, Doz and Prahalad (1981) categorized the management systems
designed to coordinate actions and decisions throughout the multinational organization into
three groups: (i) data management (PMS, strategic planning, etc.), (1) manager’s motivation
management (career paths, rewarﬁ systems, etc.); (1) conflict management (task forces,
coordination committees, etc.).

In the Global Era, PMSs were considered as an organizational mechanism: their task was not
only to report and monitor financial results, but also to influence local behaviors through
more pervasive performance measures.

Lastly, in the Tramsnational Era, the international business literature conceives the
organizational structure of modern multinational companies as a differentiated network rather
than as a broad structural archetype like an area, a product, or a matrix structure (Nohria and

Ghoshal, 1997). Malnight (1996) summarizes the key characteristics of network-based

> Pl S ‘EP.‘

multinational companies. These companies (i) pursue an integrated worldwide strategy with
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differentiated ciontributions by geographically-dispersed operations; (ii) encompass
distributed, speéialized and interdependent resources and capabilities; and (iit) possess
complex mechan%isms of coordination and cooperation in an environment of shared decision
making. Thus, tihe multinational company operates as a web of relationships shaping a
complex structur;e of centralization and delegation mechanisms {Ghoshal and Bartlett, 1990).
The network-ba:s_ed multinational company has shifted the research focus from the
-headquarters level to the subsidiary level. Headquarter is no longer the sole source of
competitive adva:ntage for the firm (Birkinshaw, 1997). The subsidiary is a value-adding node
of a network. Biirkinshaw and Hood (1998) define the subsidiary as a semi-autonomous
entity, capable o;f making its own decisions but constrained in its gction by the demands of
‘head-office manaigers and by the opportunities in the local environment.

As pointed out ;by Dent (1996), the evolution in multinational companies fr.om highly
decentralized co%‘porations towards network-based organizations challenges management
-control systems fiesign, offering new avenues for research. However, there is a lack of
: ;

academic contriﬁtitions on PMSs within this type of organizations. On the one hand,
international busliness research emphasizes the different mix of mechanisms to manage
subsidiaries, but i:t does not deal with any specific control systems (e.g., Nohria and Ghoshal,
1994). On the éther hand, management control systems research focuse_s on structural
characteristics, .bli;lt it does not consider the different ways to use them, as pointed out by
Langfield-Smith t1997). In his qualitative paper, Dent (1996) argues that balancing multiple

|
perspectives in pe'irformance measurement 1s one of the main challenges arising from modern

multinational corﬁpanies. By providing initial evidence on the diffusion of balanced PMSs
i

within multinational companies, this paper can be considered as one of the first empirical

studies of Dent’s framework.
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Table 2.1. International business studies on management control systems

The international business studies listed in this table assume that the internal strategic differentiation and
organizational complexity within multinational companies affect management control systems. For each paper,
this table provides the comtextal factors and the management control svstems-related variables considered in

the studies.

3

PAPER

CONTEXTUAL FACTORS

MANAGEMENT CONTROL
SYSTEMS-RELATED VARIABLES

Prahalad and
Doz,
1987

Ghoshal and
Nohria,
1989

Gupta and
Govindarajan,
1691

Anderssson and -

Forsgren,
1996

Tseng, Yu, and
Seetoo,

2002

Birkinshaw, Holm,

Thilenius, and
Arvisson,
2000

O’ Donnell,
2000

Need for Local Responsiveness
Need for Integration

Environmental complexity
Local Resources

Qutflow of knowledge from the focal
subsidiary to the rest of the corporation
Inflow of knowledge from the rest of the
corporation to the focal subsidiary

Subsidiary embeddedness
Subsidiary’s external embeddedness
Corporate embeddedness

The knowledge transaction density with
local firms

The knowledge transaction density with a
MNC’s enterprise group

Perception Gap
HQ-subsidiary cooperation

Lateral Centralization

. Subsidiary Autonomy

Outcome Measurability

Industry Volatility

Host Country Volatility

HQ-Sub International Interdependence
Inter-sub. International [nterdependence

Strategic Control:
Data Management Tools
Managers’ Management Tools
Conflict Resolution Tools

Centralization
Formalization
Socialization

Corporate Control:
Formal integrative mechanisms
Basis for bonus determination
Budget evaluation style
Reliance on outcome versus behavior
control
Subsidiary manager’s locus of control
Size of bonus relative to salary

Perceived control

Bureaucratic Management Mechanism
Personnel Management Mechanism
Performance Management Mechanism
Cultural Management Mechanism

HQ Control

Bureaucratic Monitoring
Headquarters Supervision
Monetary Incentives

Vertical Integrating Mechanisms
Lateral Integrating Mechanisms
Career Incentives

Subsidiary Incentives
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Table 2.2. The subsidiary role stream of international business literature (adapted from Paterson and

Brock, 2002)

3

This table provides a schematized review of both empirical and conceptual researches proposing
categorizations of subsedranes roles. For each research, table reporis: (i) the authors; (ii) the research
methodology; (iii) the variables used 1o categorize subsidiary's roles; (iv) the unit of analysis considered by the

i v,
research; (v} the various labels used to name subsidiary s role.

Papers | Empirical/ Variables Unit of Apalysis Taxonomies
| Conceptual - -
i
White and L Product scope i) Miniature Replica
Poynter, Conceptual .Mkt scope P Subsidiary ii) Product Specialist
1984 : p iii) Strategic Independent
Bartlett and | . i) Local lmplementer
. Competence vs Specific . .
Ghoshal, | Empirical strategic importance  Subsidi 11} Contributor
1986 gIc imp ary iii) Strategic Leader
’ i) Locally responsive
Prahalad and | . Integration/ Whole Stralegy .
Doz 1 Empirical Responsiven reanization i) Integrated Product
1987 POnSIVENess org © strategy
| iii) Multifocal strategy
. ; 1) Receptive subsidiary
Jalnll.o and i . [ntegration/ Specific i1) Autonomous
. Martinez, I Empirical — L i
" 1990 Localization Subsidiary SUbSldlflry -
i1} Active subsidiary
i - )
Gupta and Subsidiaries l) Local Innovator
. . Knowledge outflows . i1) Implementer
Govindarajan, | Conceptual . relative to others .-
1991 ‘ and inflows in compan iii) Global Innovator
n pany iv) Integrated player
i . .

1) Domestic product
thh .and ; - Competencies and Specific specialization
Mornson, { Empirical . L % ational .

1992 ! Interdependencies Subsidiary %1) lnterpatnond product
. mnnovation
Birkinshaw and | Autonomy, Subsidiaries i) Local implementer
Morrison, tEmpirical integration of relative to others i) Specialized contributor
1995 | activities in firm i) World mandate
: Coordination . l) Qmescqnt
Taggart Empirical  and Specific ) Receptive
19974 ’ . Subsidiary i) Active
i configuration :
1v) Autonomous
\ i) Vassal
Taggart, \Empirical - Autonomy/ Specific i1) Collaborator
1997b =P Procedural Justice Subsidiary iii) Partner

iv) Militant

!
i

é
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1. RESEARCH QUESTIONS
Multinational companies as a research context
The purpose of this paper is to study PMSs within multinational companies. Roth and
: !
Kostova (2003} presen’t multinational companies as an insightful research setting to validate
established theories. Multinational companies are one of the most complex cases of
organization because they are characterized by substantial heterogeneity, complexity and
variability. The contextual heterogeneity depends upon the multiplicity and diversity of the
external environments. The inter-organizational complexity refers to the various
organizational configurations assumed, the different strategic objectives pursued, and the
several management mechanisms implemented by the various units with the multinational
company. The individual variability is related to the variety of individual backgrounds,
beliefs, values, experiences, and cognitive maps. From an empirical point of view,
heterogeneity, complexity and variability increase the variance in the data. From a conceptual
point of view, they call for additional constructs, or relationships among the constructs. Thus,
multinational companies represent an intriguing context to both empirically test existing
theories and conceptually discover theoretical extensions.
Research on PMSs can benefit from this kind of empirical settings. Theory, research, and
practice document the impact of the multinationals-related environmental heterogeneity,
organizational complexity, and individual vanability on PMSs. Above all, contingency-based
theory on control systems posits that PMSs differ depending on contextual vanables
(Chenhall, 2003). Second, many empirical studies deal with the effect of multinationals
organizational complexity on control mechanisms (see Table 2.1). The recent international
business literature emphasizes that the network-based multinational company implies
differentiated roles for subsidiaries within a complex structure of organizational relationships.

P v e

Subsidiary strategic objectives and subsidiary organizational structures depend on

‘ o 61
v T H L )
v AT M s aE g




headquarters’ rinandate, local business competitive pressure, and subsidiary’s
entrepreneurship; (Birkinshaw aﬁd Hood, 1998). Academic literature provides several
categorizations f(%)r subsidiary roles (see Table 2.2); managerial-oriented studies underline the
need for rethinki;ng multinational organizations due to internal strategic and organizational
differentiation (e;:_g., Collis and Johnson, 1995; Lipparini and Fratocchi, 1999; Prahalad and
‘Lieberthal, 20043. Finally, within' multinational companies several individual models of
thinking coexist !gmd this can generate a lack of understanding (Norreklit and Schoenfeld,
2000). Empiricalji research shows that the individual variability in beliefs, values, and
perceptions has s;igniﬁcant impacts on both headquarters control and subsidiary cooperation
l(Birkinshaw et al.E, 2000).
All these argumeélts point out the distinctiveness of the multinationals setting to study PMS
as a system suppolsed to influence decision making.
Contemporary‘aplpmach to PMS
The focus of thi;s- study 1s on the influence of PMS on decision making. Headquarters
implement PMS]to monitor local resuits and to influence decision making. Initiation,
|
implementation, ratification, and monitoring are the four fundamental elements of the
decision making process, according to Fama and Jensen (1983). Initiation and
implementation 0:f decisions refer to decision management; ratification and monitoring of

decisions refer to' decision control. Through the monitoring use of performance measures,
headquarters exar%ﬁne subsidiary results in order to ratify and evaluate subsidiary decistons.
Through the decision-influencing use of performance measures, headquarters guide

subsidiary decision making in order to affect initiation and implementation of subsidiary

decisions.

Contemporary ap]:a‘roaches to PMSs advocate the design of balanced PMSs in order to better

i : : .
understand, meas?r‘-e, and communicate how performance results are achieved (Langfield-
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Smith, 1997). Balanced PMSs represent a multidimensional approach to performance
measurement: they adopt non-financial indicators in addition to the traditional financial
perspective based on accounting measures in order to better capture the desired strategy.

In the academic literature, the adoption of non-financial indicators has !been often discussed
in light of the limitations of financial measures. Non-financial measures are considered to be
more forward-looking (Johnson and Kaplan, 1987), more able to predict future performance
(Behn and Riley, 1999), more adequate to measure intangible assets (Stewart, 1997), more
abstract and synthetic (Kaplan and Atkinson, 1998), and less subject to manipulation (Rees
and Sutcliffe, 1994) than accounting-based (i.e., financial} indicators. Furthermore, Brancato
(1995} underlines two additional factors explaining the emergence of non-financial measures.
First, the increase in competitive pressures perceived by firms leads to a more analytical
measurement in order to monitor both operational and strategic value drivers, and to define
causal links among the several drivers; second, the implementation of advanced management
techniques (such as Total Quality Management programs, manufacturing systems
innovations, team-based structures, etc.) requires new indicators to satisfy the related
information need.’

Recently, Itmer et al. (2003) used the term “measurement diversity” to identfy the
distinctiveness of balanced PMSs, consisting in the broaﬁ spectrum of perspectives involved
in the measurement process. Balanced PMSs are not simply considered as sophisticated
measurement tools to report and monitor performance results. According to Kaplan and
Norton (1996), the measurement diversity approach allows manager to focus planning,
control, and incentives on strategic priorities. Therefore, the scope of balanced PMSs is
supposed to go beyond performance meas(rement and to include processes such as strategy

formation, strategy implementation, management control, and incentives (Otley, 1999).

LN
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® On the choice of performance measures, see also Van der Stede (2006).
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Empirical researil:h on balanced PMSs reflects these two theoretical aspects. Some studies test
the ability of nci:niﬁnahcial measures to predict financial performance. Rees and Sutcliffe
(1994) test that; non-financial measures are not lag-indicators because they give the
opportunity to ta;ke.immediate corrective actions, and that manipulation is more difficult in
case of non-ﬁnaincial measures, because they are less dependent on managerial judgment;
Foster and Guptgla (1997), Ittner and Larcker (1998), and Banker et al. (2000) report the
positive correlati!oﬁ between non—'financial indicators and financial performance measures.

'Other researches| deal with the second aspect: they attempt to investigate the impacts of the

‘adoption of balat:]'ced PMSs on managerial processes. Lingle and Schiemann (1996), Hoque

1
1

.and James (2000;), and Said et al. (2003) focus their analysis on the connection between
higher firm perftt)nnance and the emphasis placed on broad sets of performance measures.
The experiment conducted by Lipe and Salterio (2000) shows the consequences of balanced
‘PMSs in the judg!rr'lent process, limiting the observation to the different effects of unique and
common informa;t-ion. Malina and Selto (2001) report ﬁpdings about the use of a balanced
PMS to communicate and control corporate strategy. The structural equation model proposed
by Chenhall (2005) tests the influence of balanced PMSs on strategic alignment of
manufacturing and organizational learning, assuming that the consequences of the
‘measurement diversity approach on performance is mediated through these two intervening
clements. Ittner %:t al. (2003) analyze the adoption of balanced PMSs for four different
managerial proceis'ses (identifying problems and improvement opportunities and developing
actions plan; evaluating major capital investments; evaluating managerial performance; and
disclosing infonni':ition to external parties).

The underlying-aissumption of the contemporary approach to PMSs is that balancing PMSs

fosters the decision-influencing use of PMSs because it leads to a better understanding of the

relation among various strategic objectives, a more effective communication of the
| .
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association between employees’ actions and strategic goals, and a more efficient allocation of
resources and priorities based on strategic objectives (Kaplan and Norton, 1996). My main
research objective is to examine the influence of PMSs on subsidiary’s decision making,
providing evidence on antecedents and consequences of the decision-influencing use of PMS.
Particular interest is on the effect of balancing PMSs. |

Research guestions

This paper addresses three research questions.

First, this study investigates how headquarters design and implement PMSs in local
subsidiaries. With a centralized (or hierarchical) design, headquarters include in the PMS a
set of performance measures selected at the headquarters office. In contrast, with a
decentralized (or autonomous) design, subsidiaries autonomously design their PMSs and
headquarters ratify it. Much research on budgeting shows how decentralization affects
performance measurement characteristics (e.g., Mérchant, 1981; Brownell, 1985'; Chenhall
and Morris, 1986). However, they typically focus on organizational autonomy (i.e., the
formal authority to make decisions relating to resources). Contemporary approaches to PMSs
emphasize the importance of the design and implementation process for PMS effectiveness
(e.g., Kaplan and Norton 2001; Malina and Selto, 2001). Therefore, this study examines the
level of subsidiaries participation in PMS design and implementation processes.

This study also investigates why headquarters implement PMSs, since they can be employed
with different purposes. According to Merchant and Van der Stede (2002), results control
consists of allocating economic responsibility and decision rights, setting performance
targets, and rewarding results. According to Simons (2000), information for performance
measurement and control can serve for decision making, planning, control, signaling,

education and leamning, and external communication. According to Otley (1999),

g W BB W wd '-5;» -

performance measurement and management refers to goal definition, strategy deployment,
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benchmarking, ih.uman resource management, and feedback processes of learning
organizations. I\i/['oreover, PMSs can have different tasks as a control system within
multinational co%mpan.ies (as discussed in a previous section). For example, they can serve as
data reporting éystems or as performance-based reward systems. Therefore, this study
{

examines the eff;ect of PMS purpose on its decision-influencing use within subsidiaries.
Last, this study ijnvestigates how contextual factors affect PMSs. Contingency-based research
. suggests includir;lg contingency-related variables in the study of PMSs (Chenhall, 2003). This
study examines t;hree contextual factors. First, it examines the global pressure as one factor of
the subsidiary’s}competitive environment (Prahalad and Doz, 1987). Second, it examines
subsidiary’s sizei that is a proxy for several constructs such as local resources, power, and
. maturity (Ch.enlflall, 2003). Third, it examines uncertainty avoidance as a cultural
characteristic ref@a‘rred to headquarters’ country that influences PMS attributes (e.g., Chow et
al. 1999). Based Eon this discussion on design, purposes, and contingency variables associated
to PMSs, this paéer addresses the first question:

RQ1: that are the antecedents of the PMSs influence on subsidiaries’

de;cision making?
‘Second, this studiy focuses on balanced PMSS. As discussed in a previous section, advocates
of combinations é)f measures assume a better initiation and implementation of decisions (i.e.,
decision manage;:rlent) when PMSs are balanced. Therefore, this study examines the effect of
multiple perform%mce measurement perspectives on the decision-influencing use of PMS, by
i

‘addressing the foilowing question:

RQ 2: D{:) multiple performance measurement perspectives lead to higher

deicision-inﬂuencing use of PMSs?

Third, this study linvestigates the consequences of the decision-influencing use of PMSs by

! ) -
studying what drives subsidiaries’ strategic decision making. Through the decision-

'
|
I
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influencing use, PMSs orients deciston making towards strategic objectives. However,
aligning decisions is particularly complex in multinational companies because of several
reasons. First, different strategic objectives coexist within the same multinational
organization (Ghoshal and Nohria, 1989). As discussed in a previous section, in modern
network-based multinational companies, subsidiaries pursue differentiated strategies. Within
this kind of context, control systems serve to achieve strategic alignment throughout the
organization (Nohria and Ghoshal, 1994). Furthermore, headquarters and subsidiaries
perceive strategic objectives and related performance measures differently (Daley et al.,
1985). Therefore, transplanting domestic PMSs into foreign countries is not always feasible
because of different individual thinking and control. Lack of unders.tanding between working
groups in headquarters and subsidiaries depends on different business environments and
different background knowledge and culturally-determined value systems (Noérreklit and
Schoenfeld, 2000). This cognitive diversity hinders cooperation and coordination of local
operations (Birkinshaw et al., 2000). Finally, local environments have different peculiar
environmental factors. Social, technological, economic, and political influences determine the
subsidiary’s operating environment (Cravens, 1982). These external forces imply the
coexistence of a wide environmental v‘ariety within the same multinational company. As a
consequence, uniformization of proc.esses is not easily adoptable angi sophisticated
coordination mechanisms are essential to align local subsidiaries towards global strategic
objectives. Therefore, this study examines what influences decision making within
subsidiaries and it infers the related impacts on strategic alignment throughout the
multinational organization. Based on this discussion, this paper addresses the last research
question:

RQ 3: What are the consequences of the PMSs influence on subsidiaries’

Ho £y
PR v e T

decision making?
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Table 2.4. Variables Description

Variables  Description

AMM Importance of administrative issues 1o explain the development of PMS (Scale 1-5)

ANALIT Importance of need for analyticity to explain the development of PMS (Scale 1-5)

CENTPUR  Dummy for PMS’s purpose

CLUST Clusters (DP: Dominant Central; AM: Alternative Mechanisms; DL: Dominant Local; CP:
Competing PMSs)

DESIGN PMS’s Design approach (Scale 1-4)

DIFF Difference between central and local PMS (Categorical Vaniable)

GLOBP Global pressure index (Scale 1-5)

INAD [mportance of inadequacy of central PMS to explain the development of PMS (Scale 1-5)

INFHR [nfluence of PMS on human resource management-related decisions (Scale 1-5)

INFHRL [nfluence of local PMS on human resource management-related decisions (Scale 1-5)

INFPRD Influence of PMS on production- and R&D-related decisions (Scale 1-5)

INFPRDL  Influence of local PMS on production- and R&D-related decisions (Scale 1-5)

INFSAL Influence of PMS on sales- and marketing-related decisions (Scale 1-5)

INFSALL  Influence of local PMS on sales- and marketing-related decisions (Scale 1-3)

INFTOT Overal! influence of PMS t;n subs-idiary’s decisions {Average of INFSAL, INFPRD, INFHR)
(Scale 1-5) .

INFTOTL  Overall influence of local PMS on subsidiary’s decisions (Average of INFSALL, INFPRDL,
INFHRL) (Scale 1-5) _

INTEG Importance of lack of integrated information systems to explain the development of PMS (Scale
1-5

LNSIZE Nat)ura] logarithm of number of subsidiary’s employees (Continuous Variable)

LOCPMS  Dummy for the use of an independently PMS developed by the subsidiary

LOCPUR Dummy for local PMS’s purpose

PART Dumimy for subsidiary’s participation in designing PMS

PERSP Number of measurement perspectives contained in PMS (Scale 1-4)

POSYRS Tenure (years) in ;urrent position for the focus group participants (Continuous Variable)

SIZE Number of subsidiary’s emiployees-(Continuous Vari'a_ble)_

UAI Uncertainly avoidance index (Scale 1-100)
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1. METHOD -

The exploratory research is intended to discuss the decision-influencing use of PMSs within
i
o P . .
multinational companies. [ collected data through questionnaires and a focus group.

Table 2.5. Sample 1\i'(ationality Compesition

i | | Frequency % % UNCTAD" UAIP
Beléium 1 1.9 - 94
Den!mark 2 37 - 23
Finliand 1 1.9 1.0 39
Fm;llce 3 5.6 13.0 86
Gerimany 11 204 12.0 65
Japan 2 37 18.0 92
Nett;'lerlands 2 3.7 2.0 53
Spain 1 1.9 2.0 86
Sweden 2 3.7 3.0 29
Swiitzerland 1 1.9 4.0 58
UK{ 4 7.4 5.0 35
USA 25 44.4 26.0 46
Totaill 54 100.0 86.0

“YUNCTAD: Percenltage referred to the country of origin of the world’s 100 largest multinational companies.
ranked by foreign lassers. 1999 (UNCTAD. World Investment Report. 2001). The ranking includes 9
,muhmanona! compame.s of the final sample.

*Uncertainty Avo:dam.e Risk (UAD): Hofsted's index which focuses on the level of tolerance for uncertainty and
ambiguity within the socaerv - i.e. unstructured situetions. A High Uncertainty Avoidance ranking indicates the
coumry has a low fo]erance Jor uncertainty and ambiguity. This creates a rule-oriented society that instittites
laws. rules. regulanons and controly in order to reduce the amount of uncertainty. A Low Uncertainty
Awoidance ranking mdicates the country has less concern about ambiguity and uncertainty and has more
tolerance for a varrery of opinions. This is reflected in a society that is less rule-oriented. more readily accepts
change. and takes more and greater risks. ltaly's UAI is 75. (Hofstede 1980. 1991).

Among the sever?l research methods used in managerial accounting research, surveys have
high descriptive p:ower (e.g., Abernethy et al., 1999). In particular, they offer the opportunity
to examine the rf;search object and the supposed related variables in their natural settings,
enhancing the si!gniﬁcance of the analysis (Brownell, 1995). This research is based on
questionnaires ér%lailed to 100 financial controllers of ltalian subsidiaries of non-ltalian

| 7



multinational companies. Financial controllers were selected as the most adequate category of
respondents, because they use PMSs daily and discuss the reported performance measures
with top management.'” | selected target subsidiaries on the basis of ease of access to the
researchers.!! The sam!ple includes subsidiaries operating in several industries. Although the
sample 1S non-random, the diversity in industries and in nationalities enhances the
generalizabilty of the results.”> The questionnaire (shown in Appendix 1A) asked questions
about PMSs’ design, PMSs’ balancing, PMSs’ purposes, and influence of PMS on local
decisions.”” I designed it with the cooperation of two Chief Financial Officers; pilot testing
with practitioners and academic colleagues was conducted in order to ensure that variables of
interest were relevant and to remove any ambiguity in the wording of the questions. Table 2.3
summarizes the operationalization underlying our analysis; Table 2.4 describes the measures
constructed for the analysis. A total of 70 (response rate 70%) questionnaires are returned'*.
Many respondents added personal comments, indicating the relevance of PMS-related issues
perceived by subsidiaries. Thirteen questionnaires are not useable'’. Three questionnaires
were excluded from the analysis because subsidiaries do not have a PMS to formally report
performance results to the headquarters on a regular bgsis. In the personal comments section
of the questionnaire, one respondent explained that ';he company implemented only one
single worldwide information system database and onl;/ the head office had the authority to
extract, produce, and analyze performance measures. The final sample includes 54

subsidiaries. On average, sample subsidiaries have approximately 650 employees (Median

" On average, respondents had been in their current position for 4 years (Median: 3 years; range: 4 months to 30
years).
'" As an example of an accounting research paper using the same sampling procedure, see Ross (1994).
2 Van der Stede et al. (2005) report that 71% of survey studies published on eight top accounting journals over
a 20-year period (1982-2001) uses non-probability samples.
1 [ administered the questionnaires in Italian to facilitate responses. Appendix 1A reports the English version.

'Y Recently, Van der Stede et al. (2006) reporled that the average response rate in management accounting
research is 55%. coRe i Bt
'* Twelve questionnaires were excluded from the analysis because of incompleleness; one was excluded because
it was received from a subsidiary which was acquired by an talian multinational company shortly before the
queslionnaire was sent. A
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206) and the relallted multinational companies have approximately 41,200 employees (Median

]
!

- 30,300). Table 25 and 2.6 provide further descriptive statistics on the sample and compare

final sample, injterms of industry and parent company country of origin, with statistics on
!

multinational coémpanies reported by UNCTAD 2001, Industries and nationalities included in

~the final samplé cover 85% and 86% of those of the world’s 100 largest multinational

. i
companies, respectively.

|
Table 2.6. Sample Industry Composition

H
1

Industry ! | ‘ Frequency %  %UNCTAD®
VAppareI I{ . 1 1.9 -
Automotive E 5 93 t4.0
Business Servilces ' 2 3.7 -
Chemical and Allied Products 18 333 14.0
Consumer Protliucts 3 5.6 1.0
Domestic Appliances 3 5.6 40
Food & Beverz?ges : 2 3.7 9.0
Industrial & Ccf)mmercial Machinery 10 18.5 20.0
Insurance 2 3.7 -
Media , 2 37 3.0
0il 1 1.9 12.0
Telecommunic‘:ations 4 7.4 3.0
Utilities I i 1.9 5.0
Total | 54 100.0 85.0

RUNCTAD: percemage referred to the country of origin of the world’s 100 largest multinational companies,
ranked by foreign assets, 1999 (UNCTAD, World Investment Report, 2001 ).
I
Focus groups are, usually used to expand the efficacy of a survey: they help researchers to
understand why lrespondents answered the way they did (Bailey, 1994). The interaction
‘ I
among the participants is the main advantage of this research technique, which provides

detailed descriptions on, and mutual comparison between, different experiences (Morgan,
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1996). For this study, the focus group involved nine respondents to the emailed questionnaire,
one Interviewer researcher, and one research assistant. Table 2.7 reports descriptive statistics
on the subsidiary ‘participants. Two weeks. before the focus group meeting, participants
received an executive ‘summary about the survey’s findings. The focus! group meeting was
structured into four consecutive phases: (i) results presentation by the interviewer researcher;
(1i) results discussions by the Chief Financial Officer of a subsidiary using a balanced PMS
implemented by the headquarters in all its units; (ii1) unstructured discussion involving all the
participants; and (iv) three questions targeted by the interviewer researcher to specific

participants. Focus group discussion was taped and transcribed.

IV. FINDINGS

Descriptive Statistics

In order to examine the effect of PMS on subsidiaries’” decision making, the analysis focuses
on three PMS-related variables: number of measurement perspectives (PERSP), subsidiary’s
participation in designing performance measures reported to headquarters (PART), and
PMSs’ purpose (CENTPUR) that is, the reason for which subsidiary management uses the
performance measures reported to head_ql.larters. The survey instrument considers five sales
and marketing decisions (INFSAL), five production and R&D decisions (INFPRD), and five
human resource management decisions (INFHR): according to Prahalad and Doz (1987),
these fifteen decisions describe the spectrum of subsidiary’s decision making. The average
influence played by the PMS is measured for each of the three groups of decisions. A
synthetic variable measures the total influence played by PMSs on subsidiaries strategic

decisions (INFTOT). In addition, the analysis includes three contingency-related variables:

GLOBP measures the global pressure perceived by the subsidiary in the competitive

R
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environment; UAI measures the level of tolerance for uncertainty and ambiguity within the

headquarters’ cofuntry; LNSIZE measures the subsidiary’s size.

Table 2.7. Focus Group Participants

Variables

Subsidiary Participant

A

B C D E F G H 1
PERSP 2 3 4 2 3 4 4 2 1
SIZE 1200 213 3,778 0 270 54 600 500 50
DESIGN 2 2 2 1 1 1 2 ! 1
GLOBP 3.50 400  4.00 500 425 3.75 4.75 450 425
DIFF 2 1 i 3 3 3 3 3 3
LOCPMS o L ! ! 1 1 1 1 i
LOCPUR "o 0 1 0 0 1 ! 0 0
CENTPUR Lo 0 1 0 1 0 0 0 1
HQNAT USA France  France USA USA Germany Finland USA USA
UAl 46 86 86 46 46 65 59 46 46
AMM 4 3 3 3 2 1 2 4 |
ANALIT -1 4 1 5 5 5 5 4 5
INAD k 3 2 1 5 5 5 4 2 2
INTEG 1 ] 1 2 3 2 i | 1
INFSAL 2;00 100 4.00 1.80 2.00 .00 3.80 200 120
INFPRD 2160 £.00 4.60 3.00 3.00 1.00 4.40 260 2.20
INFHR 400 2.00 5.00 340 4.00 1.20 2.60 340 3.00
INFTOT 287 1.33 4.53 2.73 3.00 1.07 3.60 267 213
"INFSALL 4,00 3.20 200 440 440 4.00 2.40 420 240
INFPRDL 3lag 2.20 .40 3.40 1.00 2.20 .80 400 140
 INFHRL 2/60 3.60 1.00 280  4.60 4.80 3.60 460  3.00
INFTOTL 3J3_3 3.00 1.47 3.53 4.18 3.67 2.60 427 227
CLUST %:P AM DC cp Ccp DL DC CP AM
'PART o 1 1 0 0 0 | 0 0
.POSYRS 5 1.5 6 2.5 0.3 2 I 4 4
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Table 2.8 reports descriptive statistics. In our final sample, 31 (57%) subsidiaries report
performance results measured according to multiple measurement perspectives to
headquarters on a regular basis. However, only 9 {17%) use PMSs mcluding all the four
measurement perspectives as proposed by the Balanced Scorecard. On average, PMSs
consider two measurement perspectives. The vast majority of PMSs are imposed by the
headquarters; only 13 (24%) subsidiaries participate in designing performance measures. In
most of the cases (85%), subsidiaries use performance m.easures reported to headquarters to
communicate and monitor performance results, rather than to evaluate and reward
performance. The high mean value of GLOBP reveals that many subsidiaries face high global

pressure in their competitive environment.

Table 2.8. Descriptive Statistics

N Minimum Maximum Mean Std. Dev
PERSP 54 1.00 4.00 2.04 1.12
DESIGN 54 1.00 4.00 1.31 0.64
PART 54 0.00 100 024 0.43
CENTPUR 54 0.00 1.00 0.15 0.36
GLOBP 54 1.25 5.00 38 - 0.85
UAl 54 23.00 94.00 53.85 17.43
LNSIZE 52 1.10 899 5.36 1.54
INFSAL 34 1.00 4.40 2.09 0.96
INFPRD? 50. 1.00 4.60 233 1.035
[INFHR? 51 1.00 5.00 2.64 1.12
INFTOT 54 1.00 4.53 2.36 0.90

LOCPMS 34 0.00 .00 0.91 0.29

B

“ Some of the subsidiaries have no authority on specific decisions related to Production, R&D, or Human
Resource Management
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Antecedents of I;’MS s influence on subsidiary’s decision making
- To address the f;irst research question, this study examines the correlations between the three

i
PMS-related variizibles, the three contingency-related variables, and the influence of PMSs on

- subsidiary decision making. Table 2.9 reports Pearson correlations.

Table 2.9. Correlation Matrix

Pearson P:iERSP DESIGN CENTPUR GLOBP  UAI  INFSAL INFPRD INFHR INFTOT
Coefficients ‘

DESIGN | 460+~

CENTPUR | 033  -125

GLOBP 241* 116 105

UAL .0!49 155 042 061

INFSAL .1[83 142 039 292+ -272%

INFPRD .2!87*" 194 153 252% 245 579

INFHR .1582 179 38 366%** -174  .590%m  520%e+

INFTOT | 216 214 114 375w+ .2500  g59se» g20vss gsgess
LNSIZE .1{73 092 .261% 091 062 186  .410%* 296+ 204

*** Correlation is sfign{ﬁcam at the (.01 level (2-tailed).
** Correlation is significant at the 0.05 level (2-tailed).
* Correlation is significant at the 0.10 level (2-tailed).

L

|

PERSP 15 signiﬁézhntly and positively correlated with DESIGN, GLOBP, and INFPRD. This

indicates that balifmced PMSs (i.e., PERSP > 1) are designed in a participative way; they are

"employed within jsubsidiaries facing global competitive pressure; and they are associated with
high influence El)n production and R&D decisions. CENTPUR shows no significant
correlations exce;lé:)t with LNSIZE, indicating that PMSs are employed with a broader purpose
within large subsidiaries. GLOBP is correlated with all four variables capturing the influence

played by PMSs on subsidiaries’ decision making (ie., INFSAL, INFPRD, INFHR,

| 7%
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INFTOT). Thus, the competitive environment seems fundamental to understand the decision-
influencing use of PMS. In case of high global pressure, performance measures reported to
headquarters play a greater role in influencing subsidiaries’ decision making. INFTOT is
positively correlated with LNSIZE and negatively correlated with UAIL This suggests that the
decision-influencing use of PMSs appears to be higher within large subsidiaries and lower in

case of headquarters located in high uncertainty avoidance countries.

Table 2.10. Linear Regression Model

INFTOT = B, + B, (PERSP )+ B,(PART )+ §,(CENTPUR )+ B, (UAl }+ B,(GLOBP Y+ f,(LNSIZE )+«
Coefficient p-value

Intercept 0.994 0.144
PERSP -0.003 0.978
PART 0.535* 0.070
CENTPUR 0.207 0.534
UAI -0.016** 0.013
GLOBP 0.035%** 0.010
LNSIZE 0.139* 0.067
Adj. R-Square 28.4'%
F-Statistic 4367+
Sig. 0,001
N 51

wxk Significant at the (.01 level (2-1ailed).

** Significant at the (.05 level (2-tailed).

* Significant ar the 0.10 level (2-tailed).

PERSP: number of measurement perspectives contained in PMS; PART: dummy variable for subsidiary’s
participation in designing PMS; CENTPUR: PMS's purpose; GLOBP: global pressure; UAIL: uncertainty
avoidance index; LNSIZE: natural logarithm of number of subsidiary’s emplovees; INFTOT: average influence
of PMS on fificen subsidiary’s decisions; N: number of observations.

The existence of mudticollinearity among the independent variables was tested in this study using the Variance
Inflation Factor (VIF). VIFs of all the variables were below 2, so that all of them were included in the final
model. Normality test was performed with the following technigues: Shapiro-Wilk Kolmogorov-Smirnov,
Cramer-von Mises, and Anderson-Darling.
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i PMSs.

i
Table 2.10 shov{/s the results of the regression analysi-s where the decision-influencing use of
i
PMSs is modele%d as a function of three PMS-related vanables (PERSP, PART, CENTPUR)
and three continigency-related variables (GLOBP, UAI, LNSIZE). All the variables other than

PERSP and CEl:\!TPUR are significant. In contrast with the advocates of balanced PMSs, the
|

‘ i . L . -
number of mealsurement perspectives does not seem to impact the influence of PMS on

" decision makiné. Significance of the coefficients on PART, GLOBP, UAIL, and LNSIZE

suggests that }:)articipative design, global competitive pressure, headquarters cultural
! i

' attributes, and subsidiary’s size are significant antecedents of the decision-influencing use of

|

- Influence of bal%mced versus non-balanced PMSs on subsidiary decision making

Results in Table {2. 10 indicate that balanced PMSs are significant antecedents of the decision-

influencing role of PMS. However, in order to investigate the second research question more

deeply, this studiy analyzes the differences between subsidiaries with balanced PMSs and

‘subsidiaries with, non-balanced PMSs. The sample is split into two subsets (see Table 2.11):

subsidiaries Withl| balanced PMS (BPMS) versus subsidiaries with not-balanced PMS (not-
BPMS). Results lll)ased on an ANOVA-test comparing mean values reveal that the two subsets
show a signiﬁcahtly different mean for DESIGN: speéiﬁcally, subsidiaries with balanced

PMSs report a m!;)'re participative design of performance measures. Within the sample, global

:pressure, uncertainty avoidance, and subsidiary size do not help to distinguish between
subsidiaries withl balanced PMSs and those with non-balanced PMSs. Strategy-related

wvariables are pr;obably more ‘powerful to predict the use of multiple measurement

I .
perspectives, as :partially shown by Ittner et al. (2003). Mean values for the variables
captuning the inﬂ;uence of balanced PMSS on decision ﬁaking are higher in case of balanced

i
PMSs but the difference is not statistically significant. The empirical evidence leads to a

negative answer to the second research question. Overall, results indicate that balancing
| 78
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PMSs per se does not foster the decision-influencing use of PMSs. Results suggest that the
design of performance measures s the key element to understand PMS’s influence on

decision making.

Table 2.11. Balanced-PMS versus not-balanced PMS

Mean
BPMS Not-BPMS F-Statistic p-value

DESIGN 1,48 1,09 5,528%+ 0,023
CENTPUR 0,16 0,13 0,960 0,758
GLOBP 3,91 3,69 0,817 0,370
UAI 5361 54,17 0,013 0,908
INFSAL 2,05 2,13 0,101 0,751
INFPRD 2,51 2,08 2,096 0,154
INFHR 2,77 2,46 0,920 0,342
INFTOT 240 2,29 0.162 0,689
LNSIZE 3,52 5,15 0,723 0,399
N 3. | 23

*»% Significant at the 0.01 level (2-tailed).

** Significant at the 0.03 level (2-tailed).

* Significant at the 0.10 level (2-tailed). .

DESIGN: subsidiary s participation in designing PMS; CENTPUR: PMS's purpose; GLOBP: global pressure;
UAI: uncertainty avoidance index; LNSIZE: natural logarithm of number of subsidiary’s employees; INFTOT:
average influence of PMS on fifteen subsidiary s decisions; INFSAL: average influence of PMS on five sale and
marketing decisions; INFPRD: average influence of PMS on five production and research decisions; INFHR:
average influence of PMS on five human resources decisions; N: munber of observations.

Consequences of PMS’s influence on subsidiary decision making

Responses to our questionnaire reveal that most of the subsidiaries (90% of the final sample)
independently develop and ﬁutonomously use their own PMS (hereafter local PMS) different
from that implemented by the headquarters (hercafter-central PMS). Table 2.12 reports

descriptive statistics on the de-coupling of PMSs. DIFF measures how different the two
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PMSs are. On 1average, they differ not only because focal PMSs contain additional and
" different indicatiors from those reported to the headquarters, but also because they articulate
and represent them according to different measurement dimensions. For example, one of the
- participants at tl'}e focus group stated: “Our head office requires revenues data aggregated by
" market segment! For us, this does not make any sense. We look at the results by customers
because this is the critical dimensioﬁ to evaluate our subsidiary’s performance. Moreover, the
head office req1;1ires us to report a total of revenues including promotional sales. In the
aggregation by citistomer we use at the local level, revenues do not contain promotional sales”
(Subsidiary parti|lcipant H). AMM, ANALIT, INAD, INTEG measure the importance of four
different factors tin explaining why subsidiaries took the decision to .locally develop and use a
- different PMS friom that implemented by headquarters. ANOVA analysis (F = 40,359; p =
0,000) shows thzllt the need for more analyticity (ANALIT) and the perceived inaldequac.y of
| central PMS (-[NIiAD) are more important than both the administrative issues (AMM) and the
tlack of integrateh information systems (INTEG) in explaining the development of the local

PMS. LOCPUR!measures the local PMS’s purpose. The comparison between the central
I.PMS’s purpose lleported in Table 2.8 and the local PMS’s purpose reported in Table 2.12
.indicates that eva:lluation and rewarding are mostly based on performance measures contained
in the local PM;S. Finally, INFSALL, INFPRDL, INFHRL, and INFTOT.L measure the

l

influence of the local PMS on subsidiary’s decision making. The mean values of these

wvariables are higiher than the mean values of the vanables measuring the influence of the
central PMS on siubsidiary decision making (i.e., INFSAL, INFPRD, INFHR, and INFTOT in
‘Table 2.8). This }implics that subsidiaries’ strategic decisions are mainly driven by locally-
developed systems. Imposed PMSs (balanced or not-balanced) do not significantly affect

subsidiaries’ deciision making.

|
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Table 2.12. PMSs de-coupling

Minimum Maximum Mean Std. Dev.
DIFF 0.00 3.00 2.33 0.95
LOCPUR 0.00 1.00 0.31 0.47
AMM 1.00 5.00 2.26 1.27
ANALIT 1.00 5.00 4.26 1.06
INAD 1.00 5.00 3.62 1.16
INTEG 1.00 5.00 1.93 1.36
INFSALL 1.00 5.00 3.10 1.07
INFPRDL 1.00 5.00 2.81 1.15
INFHRL 1.00 5.00 3.39 1.09
INFTOTL 127 5.00 3.15 0.91

| propose a categorization of subsidiaries based on the relative influence played by central
and local PMSs in order to discuss the consequences of PMSs’ influence on subsidiaries’
decision making. Figure 2.2 shows the categorization. To describe the four clusters of
subsidiaries, [ draw arguments from the information collected through the focus group and
from the statistical analysis. Quotations taken from the transcription of the focus group
discussion introduce the cluster’s description. Table 2.13 reports and compares mean values
across clusters.

1 .Dominant Central PMS (DC)

“We got to the point where integration was highly necessary to compete in our business.
For the headquarters the myriad of different performance measures throughout the
organization was not tolerable anymore. [...] A task force visited all the subsidiarics. The
approach was very hierarchical: these and only these are the 15 fundamental measures to
manage the business, not only in ltaly, but also in Germany, Japan, and in any other

country. " {Subsidiary Participarif G)
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The first cluster contains subsidiaries with high influence of the central PMS and low

influence of thél: local PMS on subsidiary decision making. These subsidiaries report the
highest mean v:;alue for PERSP. This indicates that dominant central PMSs tend to be
pervasive; thatli 15, they measures performances according to multiple measurement
perspectives. Mioreover, subsidiaries in this cluster tend to use performance measures
reported to the[ headquarters for evaluation and rewarding purposes. On average, the
subsidiaries Wit:_h dominant central PMSs are large companies, facing high global
competitive pressure. With respect-to the subsidiaries of other clusters, they do not perceive
the central PMSi as an inadequate representation of their performances and their local PMS
|

“does not signiﬁc;antly differ from the central PMS. In this cluster, the decision-influencing
use of PMSs con}tl‘ibutes to hierarchically-integrated loéal subsidiaries.

Figure 2.2. Subsidi%l'ries Categorization

This Figure represel:ts the subsidiary categorization based on the decision influencing use of local and central
PMSs. The figure reports for each cluster the number of subsidiaries (N) and mean values for the decision
influencing use of the central PMS (INFTOT) and for the local PMS (INFTOTL).

High
i Dominant Central PMS (DC) | () o ina PMSs (CP) INFTOT: 3.1
INFTOT: 3.1¢ INFTOTL: 3.69
: INFTOTL: 2.56 BRIV 2
! g N: 15
N: 11
Influence of |
ceniral PMS i
. Alternative Mechanisms {AM) Dominant Local PMS (DL) INFTOT:
I INFTOT: 1.6 1.77
| INFTOTL: 2.36 INFTOTL: 4.03
g N: 18 N: 10
Low
Low

High

Influence of local PMS
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Table 2.13. Clusters

Mean
F-Statistic p-value

DC AM DL CP
PERSP 2.55 1.56 2.30 2.07 2.211% 0.098
DESIGN 1.36 1.06 1.60 1.40 1.846 0.15!}
CENTPUR 0.18 0.11 0.20 0.13 0.166 0.919
GLOBP 4.09 3.37 4.04 4.01 2.796%* 0.50
UAI 52.73 56.56 64.30 45.20 3.4 7% 0.033
LNSIZE 6.33 5.12 4.86 5.30 1.895 0.143
DIFF 2.00 2.40 2.70 221 0.955 0.422
LOCPUR 0.44 0.07 0.80 0.13 9.060*** 0.000
AMM 2.00 1.68 2.20 3.04 3.543%% 0.022
ANALIT 4.00 444 4.40 4.15 0.418 0.741
INAD 3.00 3.68 4.00 3.69 1.256 0.301
INTEG 2.00 £.37 230 2.20 1.312 0.282
INFTOT 3.10 1.60 1.77 311 33.596%** 0.000
INFTOTAL 2.56 236 4.03 3.69 25.265%%* 0.000
N 11 18 10 15

# of Subsidiary
Participants at the 2 2 1 4
focus group

**% Significant at the 0.01 level (2-1ailed).
** Significant at the 0.05 Jevel (2-tailed).
* Significanr at the 0.10 level (2-tailed).

2. Alternative Mechanisms (AM)
“Oftentimes headquarters try to impose systems, structures, solutions, etc.. It never turns
out to be a good thing because subsidiaries do not understand the usefulness of those

initiatives. Qur headquarters devote a lot of attention on communication throughout the

.o

'
L

organization. ” (Subsidiary PartiE:'ii)am §)
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Many respondents (33%) report low values for the influence on decision making of both
central and ]ocial PMSs. This -implies that multinational companies adopt alternative
mechanisms to j*_integrate, coordinate and control local subsidiaries. Recent international
business studies iemphasize the réle of subtle and socializing mechanisms to manage internal
strategic differerlltiation and organizational complexity of modern multinational companies.
Formal top—dowr;1 administrative systems are considered as less important than mechanisms
based on cooperaét,tive processes and shared values. On average, PMSs within the subsidiaries
~of this cluster a;ré not balanced and they are not used as evaluation systems. This cluster has
the lowest mear‘; value for global pressure. Consistent with our previous analyses, this
‘indicates that PN:[SS loose their influence on strategic decision making in case of low global
pressure. Low décision-inﬂuencing use of PMS suggests that PMSs are one element of a
complex set of C(;tntrol mechanisms guiding subsidiaries’ management.

3.Dominant Local PMS (DL)
I

“The idea of:ione. single global set of leading indicators scares me. Every subsidiary faces

|
a very pecﬁ’]'iar local environment and common indicators would rapidly lead to

misinterpretaftions. [...] My subsidiary is independently building its own balanced

|
scorecard. ” (Subsidiary Participant F)
I

The third cluster groups subsidiaries with low decision-influencing uses of central PMSs and
high decision-infiluencing uses of local PMSs. These subsidiaries develop local PMSs
significantly diffezl_'ent from their central PMSs and they use them to evaluate and reward local
performances. Thiey consider central PMSs as inadequate to manage their business. On
average, their he?dquarters belong to countries with high uncertainty avoidance. In this
cluster, the high value of the decision-influencing use o';f local PMSs helps subsidiaries to

ursue their rolejand to actively respond to the local environment, On the other hand,
P I y resp

|
|
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headquarters could experience a lack of control because autonomous local systems drive
subsidiary decision making.
4.Competing PMSs (CP)
“We have unique products and processes which are different from those of all the other
subsidiaries. Basically, what we do is substantially different from the core businesses of
our multinational group. That’s why we need our own local PMS.” (Subsidiary
Participant D)

Fifteen respondents (28%) report high values for the influence on decision making of both
central and local PMSs. This cluster has the lowest mean value of uncertainty avoidance. On
average, subsidiaries within this cluster develop local PMSs mainly because of
administrative issues. Within these subsidiaries, central and local PMSs compete for
influencing subsidiary decision making. In the short run, this situation allows an
entrepreneurial subsidiary to develop its strategic role within the group. However, in the long
run, the decoupling of PMSS can lead to a strategic misalignment and centrifugal conflicts
between head-office and subsidiary management. High values for decision-influencing use
of both central and local PMSs generate competition between management systems and
hinder strategic alignment. The severjty of these threats depends on the reason why

subsidiaries develop autonomous local PMSs.

V. CONCLUSIONS

This study discusses the rolg of balanced PMSs within multinational companies. In particular,
the empirical research investigates antecedents and consequences of the decision-influencing
use of PMSs. Results based on qualitative and quantitative research methods reveal that
subsidiary’s participation in designing PMSs is a key element affecting PMSs’ influence on

decision making. Contingency-related wvariables - are other relevant antecedents of the
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. decision-inﬂuen‘;cing use of PMSs. Instead, balancing PMSs per se does not appear to lead to

. s
more influential| PMSs. .
| o
The categorizati‘lon of subsidiaries based on the decision-influencing uses of PMSs indicates

| - . ..
that headquarters rely on a broad mix of control mechanisms to govern modern multinational

. compantes. The

differentiation of subsidiaries’ roles within multinational organizations calls
for a new appro}ajch towards PMSs both in practice and in research. This study shows that to
understand and|manage PMSs, it is not sufficient to analyze its content meaning the
+ characteristics OZf performance measures. Research and practice should devote their efforts to
study how theéle systems are designed, communicated, and implemented within the
organization. Fll;rthermore, they ﬁeed to consider PMSs as management tools strongly
affected by the c‘lompetitive business and company culture. Researchers should operationalize
relevant constructs through new variables and new measures capturing a broader set of
elements related!hto PMS:s. Practitioners should identify best practices to design PMSs as an

. Lo .
integrated element within the management control set of mechanisms. More research on these

“aspects could enhance our knowledge and overcome the limitations of this study.
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Incentive Paper

Incentive systems and
individual performance:
the mediating effect of human behavior and

the moderating effect of model of man
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L lNTRODUC’:_I‘ION
This paper contriibutes to advance our knowledge on the link between incentive systems and
individual perfofrmance. Our knowledge is far from complete mainly due to four reasons.
First, most of p;rior studies addressed the topic locking at macro-organizational variables
(c.g., strategy; ;performance evaluative style, organizational interdependency, pay-for-
| performance SeIi'lSitiVity). As a consequence, these studies did not consider the linkages
between incentilives and human behavior, and between human behavior and individual
performance. Se;cond, recent incentives-related research shed light on both antecedents of
' some incentive siystems characteristics (e.g., Gibbs et al., 2004; Ittner and Larcker, 2002) and
their effect of 01!1 superior’s evaluation attitudes (Moers, 2005; Ittner et al., 2003; Lipe and
| Salterio, 2000),. il)ut there 1s a lack of literature - especially within the accounting literature -
showing how incf:entive features affect subordinate’s behavior. Third, the extant literature is
.constrained by :“single-paradigm-induced blinders” (Merchant et al. 2003, p. 251). In
'particular, most (;:)f accounting research in this field applies economics-based theories, namely
agency theory. lli"ourth, a common conclusion in prior literature review papers is that the
empirical ﬁndingF on the role played by incentives on individual performance are mixed and

.conflicting (Merci;hant et al., 2003; Bonner and Sprinkie, 2002; Bonner et al., 2000). One of

. I : : C "
‘the plausible reasons is due to the lack of studies examining important mediating and

:

moderating variables.

This study exan*;lines mediators related to human behavior intervening in the incentive-
-performance rela;tionship. I focus on the effect of two incentive system elements, namely:
|

‘measurement diversity and subjectivity. [ analyze how individuals react to these elements

through the study of organizational stress and self-regulatory behavior in order to explain
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variance in individual performance. Based on the theory of role dynamics (Kahn et al. 1964),
[ argue that measurement diversity and subjectivity lead to organizational stress through role
conflict and role ambiguity. Based on the theory of feedback seeking behavior, 1 argue that
subjectivity leads to self-regulatory behavior.

Furthermore, this study examines the moderating effect of individual attributes on the
incentive-performance relationship. Two different models of man derived from two different
theories are considered: agents and stewards. According to economics-based agency theory,
interests of the superior (principal) and of the subordinate (agent) diverge. Incentives are
employed to reduce agency costs of monitoring and control. Alternative theoretical models of
man referring to other disciplines frame the superior-subordinate relationship. According to
the behavioral (psychology- and sociology-criented) stewardship theory, interests of superior
(principal) and of subordinate (steward) are aligned (Donaldson and Davis, 1991). Incentives
are employed to sustain the relationship through empowerment and socialization
mechanisms. This paper does not intend to validate these two seemingly competing theories.
Rather, consistent with the ambivalence concept in the psychology literature, any individual
is expected to combine characteristics of both agent and steward. Likewise, even the authors
of stewardship theory believe that superiérs may have agency-type relationships with some
subordinates and stewardship-type relationships with others (Davis et al., 1997). The research
purpose is to test whether or not a certain model of man moderates the impact of incentive
systems characteristics on human behavior.

The research site of this study is the Italian subsidiary of Nokia - a Finnish
telecommunication company - with all its employees included in a short-term incentive plan.
By collecting data from one company, | am able to isolate individual aspects from all macro-
organizational variables whose influence on incentive-performance relationship has been

o

widely discussed in prior work. Moreover, the relatively large number of individuals included
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in the incentive: plan allows me to run quantitative analyses which corroborate qualitative
data collected th'lrough tield work. Nokia’s short-term incentive plan (hereafter called STIP) is
formula-based. ’:rl“he formula weighs individual performance with the sum of team-based and
company-basedlmultipliers. Individual performance is measured through quantitative and
qualitative indiéators, financial and non-financial measures, and according to multiple
balanced perspe(i:fives. The size of annual reward varies from 1.75% to 45% of annual salary
depending on joli).-grade. Cash bonuses are determined and paid every semester.

Empirical results provide support for the hypotheses on the mediating effect of human
behavior variables. Specifically, measurement diversity in incentive-related targets tends to
 cause role conflict with a negative effect on performance. Evidence on the moderating role of
mode] of man onil these relationships offers partial support for the predictions.

Results reveal tthe importance of human behavior variables for understanding the link
between inc;enti\;f,e systems and individual performance. This research is one of the first
attempts to emp:irically mplement the conceptual framework developed by Bonner and
Sprinkle (2002) Lto test mediators and moderators in incentive-performance relationships
(Figure 3.1). Th||e paper overcomes some of the constraints identified by Merchant et al.
(2003) on the ad\lzancement of knowledge in incentives-related research. I did not adopt one
single view of th% world. One specific variable for model of man is included in the analysis in
order to grasp tﬁe'ef’fect of personal attributes. To do that, I relied on several different

!
disciplines. As such, this study shows the benefits of a multi-disciplinary approach to

|
performance mea'i:.urement and incentive systems research.
The following seFtion presents the theoretical underpinnings of the study and develops the
hypotheses. Secti(:m 3 describes the research site and Section 4 explains the research method.

[ then present and discuss the empirical results in section 5. Conclusions, implications, and

suggestions for future research are in the final section.
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Figure 3.1. Conceptual framework for the effect of incentive on individual performance,

MODEL
OF
MAN

rd INDIVIDUAL

INCENTIVE 7
7 PERFORMANCE

HUMAN
BEHAVIOR
VARIABLES

Il. HYPOTHESES

Incentive systems and individual performance

The accounting literature provides comprehensive reviews on studies examining the refation
between incentives and performance (e.g., Bonner and Sprinkle, 2002). Many different
theories have been used to explain why incentives are expected to increase individual
performance. For example, expectancy theory by Vroom (1964) posits that incentives lead to
higher individual performance through the increase in the expectancy about the effort-
outcome relationship and in the valence of the outcome. However, alternative theories predict
a negative effect of incentives on performance. For example, coghitive evaluation theory by
Deci and Ryan (1985) posits that incentives lead to lower individual performance through the
decrease of intrinsic motivation caused by the focus on external rewards. Many prior
accounting research studies have empirically examined how incentives affect performance,

providing conflicting results (for a review on laboratory studies, see Bonner et al., 2000).
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My objective is ;to show that incentives have an effect on performance through the mediating
- effect of human behavioral responses to incentives and that personal attributes have a
moderating effeﬁ;t on the human behavioral responses to incentives (Figure 3.1). The focus is
on quota (speciti'lcally, formula-based) incentive schemes which seem to have the strongest

- effect on perfonpance, or evidenée_ thereof, according to the review by Bonner et al. (2000).

L.
IncentiveAscherr?es are designed to provide performance-dependent rewards in order to

motivate indivi(:i"ual behavior (Merchant and Van der Stede, 2003). In formula-based

. incentives, rewairds are tied to performance by formula. This paper focuses on human
responses to tv&iio elements of the formula: (i) diversity of performance measures on
.evaluating indivi;dual performance and (11} subjectivity in performance assessment.
‘Measurement diiversity

Incentive system:s: provide rewards on the basis of one or multiple performance measurement
perspectives. In Ifonnula-based incentive schemes, formulas vary in measurement diversity:
‘they can be baseill_ on measures according to one single perspective (e.g., financial results) or
‘they can balance:L different perspectives (g.g., customer, internal process, and learning and

innovation accor|ding to the balanced scorecard approach of Kaplan and Norton, 1992).

Advocates of measurement diversity in performance measurement systems contend that a
£

1multidimensionali approach capture the value drivers of strategy more appropriately and
orient individualll behavior more effectively te.g., Kaplan and Norton, 2001). A
-multidimensionall approach implies the adoption of non-financial indicators in addition to
traditional accounLting measures based on financial perspective. Many authors explain the
benefits of non-fi}nancial mdicators by showing the limitations in financial measures (e.g.,

Johnson and Ka[:lula'n, 1987, Behn and Riley, 1999; Stewart, 1997; Kaplan and Atkinson,

11998; Rees and Suicliffe, 1994).

\
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Notwithstanding the large amount of arguments explaining the diffusion of the measurement
diversity approach, we do not know whether measurement diversity is associated with higher
performance. Studies investigating the effect of measurement diversity in incentive systems
on performance used different methods and defined measurement diversity and performance
differently. Among others, Scott and Tiessen (1999) find a positive effect of measurement
diversity on team performance in a study based on a survey sent to both for-profit and not-
for-profit organizations. They constructed a categorical variable for measurement diversity
with 0, 1, and 2 as possible values; The time-series analysis by Banker et al. (2000) shows
that the incentive plan of one hospitality firm including financial and non-financial measures
led to improved financial and non-financial performance. As measurement diversity, the
authors merely considered whether incentive plans contain customer satisfaction-related
measures In addition to the financial indicators. Based on a content analysis of proxy
statements disclosed by US companies, Said et al. (2003) report that companies adopting a
diverse measurement perspective In compensation schemes obtain higher returns on assets
and higher market returns with respect to companies using financial measures alone, on
average. The authors measured méasurernent diversity using a dummy variable. A similar
measure is used in the content analysis of proxy statements by Matejka et al. (2005) who
provide evidence that loss-making firms are more likely to use non-financial measures in
bonus plan than profitable firms. Based on prior studies, it is not possible to conclude that
measurement diversity positively impacts individual performance.

Yet, the accounting literature provides evidence of dysfunctionalites caused by measurement
diversity in incentive systems. Based on an experimental study, Lipe and Salterio (2000)

conclude that when balanced performance measurements include both unique and common

measures across business units, only common measures affect superiors’ evaluations. Based
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l
on field srudiesz, [ttner et al. (2003) and Moers (2005) describe several evaluation biases

associated with fthe balancing of diverse measurement dimensions.

No prior study til_as observed the effect of measurement diversity on subordinate’s behavior.
- My study argué::s that measurement diversity affects individual performance through the
mediating effecti of subordinate’s human behavior.

 Subjectivity |

Incentive systeri:ns allocate rewards based on the evaluation of individual performance.

Objective perfor;mance evaluation 1s based on quantitative assessment of target achievement;

| whereas subjecti!ve performance evaluation 1s based on superior’s subjective judgment of the
. subordinate’s pe:rforman.ce. Subjectivity in incentive systems refer; to several measurement
aspects (for a c;iiscussion see Gibbs et al. 2004). 1 refer neither to subjective rewards

allocation nor t(:) ‘subjective performance measures weights. Yet, 1 refer to the-superior’s
- discretion in ass%ssing performance target achievement; in the research settipg studied by this
paper the subjec:tive target achievement measure is one element of the incentive formula to

|
allocate rewards.i

:Gibbs et al. (200}4) argue that subjectivity is mainly adopted to mitigate distortions or reduce
-risks connected \livith formula bonuses and the objective (typically accounting) measures they
;are based on. Sp%:ciﬁcally, the authors report empirical evidence suggesting that subjectivity
‘18 associated wtith. long-term investment in intangibles, the extent of organizational
interdependenciels, and incentive recalibration practices. Their research also shows that
subjectivity posifévely affects pay satisfaction, productivity, and profitability only if the level

| . . |
‘of trust between subordinate and superior is high. However, results on the effects of

9
subjectivity are different across the departments involved in the analysis.
|

Notwithstanding ltlhe plausible benefits of subjectivity, several accounting researchers argue

‘that subjective performance evaluations cause important dysfunctional behaviors. For

|
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example, studies examining the reliance on accounting performance measures in superior
evaluative style discuss how the non-accounting performance evaluative style based on
subjective judgments increases level of stress and anxiety perceived by subordinates (e.g.,
Hopwood, 1972; Otley, 1978; Ross, 1994; Otley and Pollanen, 2000). Based on a field-study
of the balance of performance measures, Ittner et al. (2003) show that subjectivity is related
to several distortions in performance evaluations. In particular, the authors find that superiors
tend to ignore relevant non-financial performance measure and to consider external non-
performance related factors other than performance measures. In addition, Moers (2005)
reports findings on the positive relation between subjectivity and performance evaluation
bias: his empirical results support the hypothesis that subjectivity in performance evaluation
leads to more lenient and compressed performance ratings.

My study extends the empirical evidence on the behavioral dysfunctionalities caused by
subjective eval_uation by examiming the effect of subjective performance evaluation on
subordinate’s behavior.

The mediating behavioral responses to incentive systems

The objective of the first set of hypotheses is to test the mediating effect of subordinate’s
behavioral responses to the two incentive system characteristics presented above within the
relationship between incentive and individual performance. My arguments for mediator-
related hypothesis development are rooted in industrial-organizational psychology and
cybernetics.

Industrial-organizational psychology emphasizes the behavioral dysfunctionalities caused by
performance evaluation. I focus on one specific dysfunctionality that is organizational stress
operationalized as role conflict and role clarity, according to the theory of role dynamic by
Kahn et al. (1964). This theory posits that organizational stress negatively affects individual

performance.
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Cybernetics emphasizes the link between exogenous and endogenous control mechanisms:
! .
eX0genous conltrol mechanisms, such as incentive systems, can potentially induce

\
endogenous control mechanisms, such as self-regulatory behavior (Ashby, 1956). | focus on

one specific se:lf-regulatory behavior that is feedback-seeking behavior defined as the

! . l. .. .
“conscious devotion of effort toward determining the correctness and adequacy of behavior

for attaining values and state”, according to the pioneering work by Ashford and Cummings

(1983). The thei:,ory posits that feedback-seeking behavior positively affects individual

- performance. |

Role dynamics t}iéory-based hypotheses

According to ttlle psychology-base.d theory of role dynamics by Kahn et al. (1964),

- individuals withi:n an organization perform a set of activities which are defined as potential

. | : . .
behaviors. These ‘potential behaviors represent the role associated to any member of the

organization. 'I‘hle individual role is subject to several role expectations developed by

organizational miembers interested in the role performance. Expectations are communicated

through differen'@ role pressures. Performance measures send pressures to the individuals:

‘they serve to moinitor and influence individual behaviors. According to Kahn et al. (1964),

role conflict and! clarity are the main two factors shaping the role dynamic. Role conflict

arises wheneveriltwo (or more) sets of pressures are simultaneously exercised and the

compliance with one inhibits compliance with the other. Through incentive systems,

‘superiors send motivational pressures to subordinates, linking their individual performance to

their rewards. Role clanty refers to the degree to which required information is available,
|

clear, and consistent in any given role. Through incentive systems, superiors guide
subordinates’ bel‘iaviors, sending information about the responsibilities associated to a given
role and the best way to perform a given role. Both role conflict and role ambiguity (i.e., the

reflected construct of role ambiguity) generate stress and anxiety which decrease individual
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performance. Empirical research shows that role conflict and clarity are not mirror images
(Rizzo et al, 1970): they are correlated, yet distinct constructs as explained by their
respective definitions.

The measurement diversity approach to performance evaluation is presumed to balance
different perspectives using multiple measures. Advocates of this approach contend that focus
on one single measure generates negative effects eroding overall performance. Strategic goals
are achieved only if the financial-, customer-, intemal-, learning and innovation-related
measures all show positive results. Measurement diversity is expected to solve the trade-off
between different measures by balancing financial and non-financial performance. However,
according to the theory of role dynamics, these measures are simultaneous pressures on role
behavior. These pressures force subordinates to allocate their attention towards different
performance dimensions. Therefore, 1 hypothesize that measurement diversity in incentive
systems leads to individual role conflict. |

Hla. More diverse set of measures in incentive system design will be positively
associated with the level of role conflict experienced by the subordinate.

In order to meet role performance targets, subordinates need information to conform to the
role expectations of the organizational members: they must know what activities they are
supposed to carry out and how these activities can be best performed. Measurement diversity
in incentive plans requires subordinates to orient their behaviors to meet two (or more) targets
measured according to different perspectives. As a consequence, subordinates with a diverse
set of performance targets need multiple sorts of means-ends knowledge. Information needed
to meet a performance target set by a given measure is different from the information needed
to meet another performance target set by an alternative measure: for example, to meet a

customer satisfaction target the subordinate might need market-related information, whereas

s
-

to meet a competence development target might need problem-solving knowledge. Therefore,
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I hypothesize that measurement diversity in incentive system decreases individual role
i

clanity. n
HI1b. More diverse set of measures in incentive system design will be negatively
assoc%iated with the level of role clarity experienced by the subordinate.
In case of subjeci:tive performance evaluations, superiors base their performance assessments
“on judgments on non-objectively-measurable results, for example on quality of output or
attitude to job. lﬁ this case subordinates do not possess clear and precise ex-ante information
about the role e):f:pectations. Therefore, they are more likely to experience role conflict and
less clanty. Moireover, they are likely to experience anxiety and stress because of the
“expected perfon’nance evaluation bias affecting superiors’ discretion. According to role
dynamics theory!, the concepts of role conflict and clanty capture the level of anxiety and
-stress experienceid by subordinates because of lack of uncertainty about role.
H2a. The luse of subjectivity in performance evaluation will be positively
associiated with the level of role conflict experienced by the subordinate.
H2b. The wuse of subjectivity in performance evaluation will be negatively
associiated with the level of role clarity experienced by the subordinate.

I . . .y .
For completeness, I replicate the main hypothesis discussed by the theory of role dynamics
|
‘that is the negativ}e effect of organizational stress on individual performance.
‘ !

H3a. The leivel of role conflict experienced by the subordinate will be negatively
associ:‘atea’ with individual performance.
H3b. The Ie|lvel of role clarity experienced by the subordinate will be positively
associ:ated with individual performance.
Fi eedback-seekinig behavior theory-based hypotheses
iAccording to the cybernetics-based feedback-seeking behavior theory by Ashford and

Cummings (1983), individuals seek performance-oriented feedback (i) to increase the
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accuracy of signals regarding goal prioritization, (ii) to reduce the uncertainty regarding goal
attainment 1ssues, and (11) to obtain a basis for their own competence development.
Feedback-seeking behavior can follow two different strategies: feedback-seeking through
monitoring increases the amount of information by observing the situation and the behaviors
of other actors; feedback-seeking through inquiry increases the amount of information by
directly asking actors in the organizational environment for their perception and/or
evaluation. These two strategies are not mutually exclusive and both of them positively affect
individual performance. According to theory, feedback-seeking is an endogenous self-
regulatory behavior reinforcing the effectiveness of exogenous control mechanisms, such as
performance measurement systems. Ashford and Tsui (1991) point out that feedback-seeking
behavior improves performance because it guides individuals towards the actions linked with
best performance.

Feedback-seeking behavior-related empincal research provides partial evidence on the
determinants of this type of self-regulatory behavior (e.g., Ashford, 1986; Ashford and Tsui,
1991; Gupta et al. 1999). The theory considers feedback-seeking as a valuable resource for
the individual. In a specific situation, individuals compare benefits and costs associated with
feedback-seeking behavior. Therefore, -economic determinants, such as the economic
rewards, seem to play a fundamental role in explaining the engagement in self-regulatory
behavior.

Subjectivity allows superiors to base performance evaluation on their subjective judgment.
The discretion contained in subjective performance evaluations increases the uncertainty
experienced by subordinates with regard to the criteria adopted to assess performance (e.g.,
Ross, 1994). I predict that subordinates engage in feedback-seeking behavior to reduce the
uncertainty related to subjective performance evaluation. In particular, my hypothesis is that,

Poet

in case of high weight placed by incentive systems on subjective assessments, subordinates
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|
are more likely ;to seek behavior through inquiry because this strategy is associated with less
inference cost, i!.e., cost incutred in interpreting information (Ashford and Cummings, 1983).
H4. The u;‘e of subjectivity in performance evaluation will be positively associated
with tl;ze level of feedback-seeking behavior through inquiry engaged by the

subordinate.

For completenelss, I replicate the main hypothesis discussed by the theory of feedback-

. seeking behavic:)r that i1s the positive effect of self-regulatory behavior on individual

performance. |

H5. The !e‘vel of feedback-seeking behavior engagedl in by the subordinate will be
positivlely associated with individual performance.

" The moderating effect of model-of-man on incentive-behavior relationship

~The objective ofi]the second set of hypotheses is to test the moderating effect of model-of man

. { . . .. . '
on the link bem}reen incentive system charactenstics and behavioral responses presented in

- the previous subsection. Model of man is a broad concept referring to personal attributes an

individual possesses. Accounting research does not provide consistent evidence on the
|

" moderating role of personal attributes in the relationship between performance measurement
L . .

systems and be'havnoral responses. For example, Seiler and Bartlett (1982) find that

personality inﬂu;ences the individual’s attitude toward the performance measurement system
. adopted by the (élrganization. Harrison (1993) reports opposite results showing that personal
attributes have n:o intervening effect in the relationship between performance measurement
' systems and relaéed behavioral responses.

Literature on inc;‘entive systems is focused on one single view of the world where the model

of man is mostlly borrowed from economics. Merchant et al. (2003) suggest that most of

incentives-related research considers the man as a rational actor driven by self-serving
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behavior. The authors suggest that this single paradigm approach has hindered the progress in
accounting research, for example, by ignoring competing theories.

In the management literature, Davis et al. (1997) present an alternative model of man based
on the stewardship theory rooted in psychology and sociology. Stewards seek preferably the
achievement of organizational success. They do not act opportunistically. Yet, they cooperate
through an organization-centered and collectivistic behavior. Agents differ from stewards on
psychological and situational factors. Motivation, organizational commitment, and power are
the three psychological factors proposed by Davis et al. (1997) to distinguish agents from
stewards. The situational factors are management philosophy and cultural differences. My
research is able to hold situational factors constant because it is based on empirical evidence
observed in one single company. In order to test the moderating effect of model of man on
the relationship between incentives and behavioral responses, [ focus on organizational
commitment to capture personal attributes of the suBordinate. I do so for three reasons. F irst,
organizational commitment has been widely discussed in the management literature with
regards to its theoretical aspects (e.g., Buchanan, 1974; Reichers, 1985; Bar-Hayim and
Berman, 1992). Second, empirical research provides robust instruments to measure it (Porter
et al., 1974; Schecter, 1985; Mayer and Schoorman, 1992). Thi_rd, in studying the impact of
incentive systems on human behavior and performance, | believe it is important to observe
how and to what extent individuals are committed to perform.

Organizational commitment is a multi-component concept embracing identification,
involvement, and loyalty to an organization (Porter et al., 1974). In particular, based on the
results obtained by Schechter (1985), Mayer and Schoorman (1992) defined value
commitment as “a belief in, and an acceptance of, organizational goals and values and a
willingness to exert considerable effort on behalf of the organization” (p. 673). They

C ey

distinguish it from the continuance commitment concept defined as “the desire to remain a
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member of the ci;rganization” (p. 673). Davis et al. (1997) argue that agent-oriented (steward-
oriented) suborcili.nates are more likely associated with low (high) value commitment. My
main hypothesisi 1s that the model of man, agent-oriented versus steward oriented, moderates
the behavioral r%sponses to incentive systems characteristics. This is consistent with both role
dynamics and feiedback-seeking theory. Kahp et al. (1964) point out that individuals respond
to any organizaitional element through the representation of it, which is drawn from his
psychological er!wironment. In the feedback-seeking behavior framework by Ashford and
Cummings (1983), cognitive factors are supposed to affect the extent of actual self-regulatory
behavior engageid by individuals by mitigating or exacerbating the perception of the cc sts and

benefits. I adopt value commitment as the personal attribute discriminating agent-oriented

| .
and steward-oriented subordinates.
|

|
Hla predicts that a diverse set of measures creates role conflict because of trade-offs exist

| . . .
between dlfferen'lt- performance measurement perspectives. For steward-oriented subordinates,
measurement di\’|/ersity can be a mechanism to share with superiors what the performance

drivers representi and how they are interconnected. Therefore, [ hypothesize that high value

commitment mit?gates the positive effect of measurement diversity on role conflict because

!

the multiple mealsurement perspectives apﬁroach sustains the cooperative attitude of steward-
oriented subordirilates.

Héba. Suboi_rdinates with higher (lower) value commitmeﬁt experience lower
(highf!zr) role conflict in response to the measurement diversity in incentive
system design.

Hl1b predicts thait a diverse set of measures creates role ambiguity because of the wide and
|
inconsistent specitrum of information subordinates are supposed to handle to perform their

role. For stewardi—oriented subordinates, measurement diversity can be a mechanism to better

understand strateigic priorities of the organization. Therefore, | hypothesize that high value
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commitment mitigates the negative effect of measurement diversity on role clarity because
multiple measurement perspectives approach sustains the pro-organizational attitude of
steward-oriented subordinates.

H6b. Subordinates with higher (lower) value commitment experience higher

(lower) role clarity in response to the measures diversity in incentive system.
H2a and H2b predict that subjective performance evaluations create role conflict and
ambiguity, respectively, because of the lack of clarity about role expectations. For steward-
oriented subordinates, the relationship with superiors is based on goal congruence and trust.
Therefore, 1 hypothesize that high value commitment mitigates the effect of subjectivity on
role conflict clarity because trust between the steward-oriented subordinates and their
superiors reduces the negative effect of lack of clarity about performance evaluation.

H7a. Subordinates with higher (lower) value commitment experience h‘igher

(lower) role clarity in response to subjective performance evaluations.
H7b. Subordinates with higher (lower) value commitment experience lower
(higher) role conflict in response to subjective performance evaluations.

H4 predicts that subjective performance evaluation creates feedback-seeking behavior
through inquiry because of the need to reduce uncer‘Fainty about performance evaluation
criteria. For steward-oriented subordinates, dialogue and communicgtion are key
organizational mechanism to produce cooperation. Therefore, [ hypothesize that high value
commitment reinforces the positive effect of subjectivity on feedback-seeking behavior
through inquiry because to some extent cooperation reduces the costs incurred in obtaining
relevant performance information.

HS. Subordinates with higher (lower) value commitment engage to a higher

(lower) extent in feedback—lseeking behavior through inquiry in response to

subjectivity in performance evaluations.
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- IIL. RESEARCH SITE'®

~ The research sitéa of this study is the ltalian subsidiary of Nokia Corporation, the world leader
;.

in mobile comr!nunications. This study focuses on the incentive system implemented by
Nokia in all it{s'local subsidiaries. By collecting data from one organization, | isolate
* individual aspects from all macro-organizatidnal variab:_les whose influence on the incentive-
performance relélt'ionship has been widely discusée_:_d in €prior works (e.g., Chow et al., 1999,
Collins et al,, 1?97; [ttner and Largker, 1995). l gained access to this company through the
. Italian Country ;Controller who had been in Nokia for IO years; he worked two years at the
Finnish head of?ice and has been in his current positidn for 4 years."” His experience and
' cooperation implrcved both the acceés to proﬁrietary information and the analysis of empirical
ﬁndings.'8 [nitial contacts with hfm happened at an apademic workshop about a previous
research project involving respondents to a survey conducted on multinational companies.'®
The type of contlact indicates no sponsorship bias (Atkmson and Shaffir, 1998). Nokia is an
interesting reseairch setting because of the firm’s competitive success and its reliance on
: multidimensionail performance measurement.”® Further, the relative large size of the [talian
subsidiary (abouit 460 employeesj allows quantitative analyses that corroborate qualitative
data collected th:rt)ugh field work. The remainder of this section is organized in three parts.
First, it overviews the main eclements of Nokia’s  corporate strategy, structure, and

performance. Selcond, it describes Nokia’s performance measurement system. Finally, it

. provides detai.led} information about the individual performance-based incentive system.

i

'® This section Iarge&:ly draws on' a case study written by Dossi and Patelli (2005) which provides additional
details on the research site.

'17 At the time of the|research, he was also Regional Controller of two geographical areas, namely South Europe
and North Africa.

' Purpose of the study, data collection instruments, empirical resulls and preliminary conclusions were shared
“and discussed with him. Moreover, he was an external member of my PhD Thesis Committee.
"1 Bor further detdlls!on the research purposes of this previous work; 'see the second paper of my dissertation.

% Nokia’s stock rose 34.000% between 1992 and the end of 2000; in 2001 and 2002, when the telecom industry
imploded, Nokia eall'ned a combined $5.2 billion; in 2004, Nokia’s market share in worldwide mobile phone
“shipments is about 30% and even if its recent trend is negative, Nokia’s market share is still far above the 15%

rof Motorola, its mam competitor in mobile phone indusiry. For details on Nokia’s reliance on multidimensional
‘performance measurement see next sections.
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Overview of the research site

The roots of Nokia go back to 1865 in Finland with a company operating in the forestry
industry. Through different mergers and acquisitions, Nokia became one of the largest
European multinational companies.?! Since the beginning of the 1900s, it has concentrated its
activities on the telecommunication business by divesting its basic industry operation. Today,
Nokia 15 a world leader in mobile communications, providing equipment, solutions, and
services for networks operators. With nearly $40 billion in sales, 55.000 employees, and its
stock listed on four exchange ma.rkets, Nokia is one of the world’s largest companies,”

. . . 2
operating in 44 countries. .

Figure 3.2. Nokia’s organizational structure

F&C, System Technelogies and Strategy Unit; Quality; Legal; HR; Communications

2! Nokia accounts for 3,7% of Finland’s GDP, 18% of its export, and 20% of the government’s corporate tax
receipts {data disclosed by the Research Institute of the Finish Economy and reported in Fortune, fanuary 24,
2005).

* In 2005, Forbes 2000 ranks Nokia as the world’s 105th leading company (Forbes, April 18, 2005). Forbes
2000 is a composite ranking considering not only sales, but also profits, assets and market values. In 2003,
Nokia reports 39,711 in sales, 4.351 in profits, 29.913 in Assets, and: 73,136 in market value (values in millions
of dollars),

3 In terms of sales, US is the most important national market, accounting for about 11% of Nokia’s net sales.
Italy is the 9", accounting for 3%.
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Nokia’s organizational structure includes four business groups: Mobile Phones (manufacturer
of mobile phon:es and devices based on {farious global cellular technologies); Multimedia
(operator in tllé::growing mobile .multimedia market with advanced mobile devices and
solutions); Ente!rprise Solutions (provider of business-optimized mobile devices, like mobile
email and Inter:'net, virtual private networks, and firewalls, designed to help companies
-~ mobilize their Yvorkforces while ensuring the security and reliabflity of their networks);
Networks (leadi!rig provider of network infrastructure, communications and networks service

platforms and s;rvices to operators and service providers). It also includes two horizontal

groups that supp:ort the mobile device business groups: Customer and Market Operations and

Technology Plat}forms. Figure 3.2 reports Nokia’s organizational structure.
I _

i
i
I
]

Figure 3.3. Nokia’s business strategy.

Networks

This study 1s limited to the Networks business group (hereafter called NET). Even if Nokia is

~well known in tl{e world for its modern, reliable and advanced mobile phones offered by the

Mobile Phone business group, NET is a key element within Nokia’s business model. NET is

'the largest businel'ss group, employing 30% of the Nokia’s workforce and it accounts for 22%

|

i
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of Nokia’s net sales. Nokia places NET at the center of its strategy (see Figure 3.3). To
expand mobile communications in terms of volume and value, Nokia focuses on three
strategic activities: (1) expanding mobile voice; (ii) driving consumer multimedia; (1i1)
bringing extended mobility to enterprises. NET enables mobility for mobile voice, consumer
multimedia and enterprise solutions, providing the infrastructures and the services needed to

. . . 24
sustain these strategic expansions.

Figure 3.4. Nokia Network’s organizational structure

Geog. Geog. Geog. Geog. Geog. Global Global
Area 1 Area 2 Area 3 Area 4 Area 5 Cust. 1 Cust. 2

<

F&C; System Technclogies and Strategy Unit; Quality; Legal, HR; Communications

NET’s organizational structure is a complex matrix, with three business units (Core
Networks, Radio Networks, and Services), two horizontal groups (Customer and Market
Operations and Delivery Operations), seven customer business teams (five geographical areas

and two global customers), and some NET-wide functions (see Figure 3.4). This

fdom B S A

 In Nokia’s strategic mission reports, NET is defined as “the world’s leading enabler of mobility”.
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organizational complexity reflects the complexity in the competitive environment that is

characterized by, high capital investments, long project execution times, diverse technologies,
different nationallll regulations, and varied customer needs. As discussed in the next section,
the organization:;al and market complexity is one of the factors explaining the adoption of an
integrated perfoﬁmance measurement system such as the balanced scorecard.
I conducted my iresearch in Nokia Italy, a subsidhary established in 1990. Initially devoted to
~ mobile phone m;arketing, Nokia Italy opened the NET busineés group in 1994, In 2004, 72%
| of the subsidiani{’s employees worked for NET; subsidiary’s net sales were 884 million of
Euro. Nokia Italgl/ is the fourth European subsidiary by net sales. It has offices in five cities
- and has about 4630 employees.

3y 2
Performance measurement system 6

In the early 1990s, Nokia’s business was driven by emerging technologies, non-regulated

competition, anF rapid growing demand. Headquarters responded to this dynamic-

environment by I\delegating decision-making authority to the subsidiaries and by adopting
loose control me:chanisms, based on a variety of differentiated management systems. At that
time, there was ;no system of performance measurement, according to the Italian Country
Controller. Infor!mation was collected in an .unstructured way on a myriad of performance

| o . .
measures at various levels of the organization and at various frequencies throughout the year.

‘Eight different imformation systems were used to extract performance results. No precise

administrative policies guided performance measurement and evaluation. No performance-
: l

: . : : : :
based incentive system was in place. Notwithstanding this performance measurement chaos,
i

Nokia stabilized|its competitive leadership in the market and generated high accounting

profits and stock returns as well.

** By net sales, the Flu‘ropean market is the largest one, accounting for 55% of Nokia’s net sales; UK, Germany
‘and Russia are the to'p three European subsidiaries.

2% This sub-section largely draws on company’s internal documents analysis mainly including presentations
.slides on NET’s performance measurement system, and administrative and strategic manuals. With regard to
‘these documents, 1 omit the quotations and their spectfic sources, for reasons of brevity.
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In the late 199;;0’3, the market conditions stabilize: every nation started issuing specific
regulations; derﬁand groxw}th slowed down; technologies stabilized. As a consequence,
Nokia’s headquarters began a centralization process to rationalize economic resources and to
standardize mallaagement practices throughout the multinational organization. Specifically,
three main initiait,i_ves impacted perfqrmance measurement and evaluation through the change
n organizationa{l conditions.”’ Firs.t', the organizational structure was redesigned: the new

structure elimina};_ed the country dimension, allocating responsibilities to three business units,

- . | .. .
~and 1identified ?lusters of customers, centralizing the management of customer-oriented

processes. Secm;ld, headquarters replaced all local information systems with one worldwide

. enterprise resource planning solution. Third, a task force of financial controllers designed and

implemented a r;rew performance measurement system:28 the Balanced Scorecard of Nokia
1

- Networks (hereaifter called BSC-NET) reported in Figure 3.5.

" Nokia explicitly! declared the strategic intent justifying the BSC-NET implementation: its

objective 1s to pli'ovide relevant and precise facts for NET management for decision making.
The perfonnancle measures included in BSC-NET are intended to provide a systematic

approach for ide]ntifying, collécting and sharing holistic, yet focused strategic performance

- information (financial and non-financial) and for setting and communicating aligned targets,

derived from the critical success factors and strategic objectives, in order to enable

continuous imprlovement and learning. Three main critena guided BSC-Net design. First,

Nokia requires its performance measurement to be focused. Thus, BSC-NET includes a

-selected number of measures to describe, follow and drive the business. Second, performance

|

T This dissertation Iis not an organization study and this paper does not deal with organizational change. The
focus here is on peéformance measurement, evaluation and incentive. Therefore, this paper does not claim to
explain the change in‘Neokia’s organization in the late 1990s. However, it does recognize that a relevant change
happened at that time and it give some insights, merely on its impact in shaping the performance measurement
_System. |

* The approach w'a‘ls‘ fully hierarchical. The task force coming from the headquarters visited all the 35
~subsidiaries operating at that time and implemented the new system in six months. The first version
'implemented in 2000 contained about 30 performance measures, in some cases calculated according to different
formulas from those‘curremly used. Yet, in 2001 the balanced scorecard was identical to the one in place today.

| 16
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measures have to be internally consistent. Thus, indicators tend to reflect the company’s
strategy, avoiding contlicting strategic objectives. Finally, Nokia needs to align its
organization. Thus, performance measurement is used to guide everyone’s actions, and is
clearly linked with individual incentive systems.

To define performance measures, Nokia identifies the critical success factors to compete in
NET business. For each factor, BSC-NET measures a specific performance indicator and it
groups them mto four perspectives: Financial, Customer, Process, and People and Learing.
Overall, BSC-NET contains 14 performance measures. Appendix 3A reports the critical
success factor, the formulas, and the measurement timing associated with each performance
indicator. BSC-NET defines the reinforcing linkages which are supposed to connect the
measures according to a vertical value chain across measurement perspectives, from People
and Leamning to Financial. Namely, People and Learning is supposed to directly impact
Process, whose results are supposed to affect Cuétomers, which leads to Financials (see
Figure 3.5).

The accountability system undertying the BSC-NET is based on three key responsibilities.
Each performance measure has a Business Owner, a Measure Owner, and a Measure
Manager. The Business Owner is responsible for target setting, continuous follow up of
performance and achievement of targets, and taking actions based on the measured
performance. The Measure Owner is responsible for defining the measure concept explicitly,
setting up the systems to gather data, ensuring consistent implementation across the entities in
line with the definition, and raising awareness of potential discrepancies and promoting
unification when necessary. The Measure Manager is responsible for maintaining the
measure, and providing the measure data according to a defined schedule. In addition, for
each measure, NET-BSC software sets the unit of measurement, the data source, data storage

Wb e

location, the monitoring cycle, the reporting organizational unit, and the applicable entities.
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Lastly, a global organizational function at the headquarters, called Quality, is in charge of

reviewing, modffying and updating the BSC-NET structure and content.

Short-term incentive plan (STIP)

In Nokia, the subsidiary’s balanced performance measurement system is strictly connected to

both planning aind rewarding. The planning system provides targets for each performance

H
v

indicator contaiﬁed in BSC-NET;* the reward syétem'links performance results to individual
1

L

incentives. The jcompany relies on-a multidimensional measurement approach not only to

. I . N .
. represent the overall performance results obtained by the organizational units, but also to pay

performance-del;;)éndent rewards to individuals. This paper focuses on the NET performance-

. ) L.
dependent incentive system.

Prior to the N.ET-BSC implementation, Nokia Itaiy_ provided incentives to sales and

' . t . . : :
marketing employees only. These incentives were based on management judgments, meaning

they had qualita}t‘ive targets, performance achievements were subjectively determined, and

superiors had (iiiscretion in setting the size. Moreover, they differed across national

subsidiaries. |

Two years afte:r the NET-BSC implementation, Nokia’s headquarters implemented a
worldwide NET !short term incentive plan (hereafter called NET-STIP). The new system sets

the criteria to measure, evaluate, and reward the performance of each employee in every

"subsidiary. Nokia’s famous motto, i.e. “Nokia - Connecting People”, ¢ also captures the

company’s intent in implementing the new incentive system: Nokia seeks to shape its

organization, by orienting individual behaviors towards common global strategic objectives

'measured by the’NET-BSC indicators. Specifically, NET-STIP 1s a formuia-based monetary

3

N . . .
» NET has a planning system based on three fundamental phases. The long-term planning sets generic siralegic
objectives mainly for performance associated to Financials and Customers measurement perspectives. The

‘short-term planning) sets performance targets every six months for all the four measurement perspectives

considered by BSC- NET The so-calted “latest-estimate” reviews performance targets on a monthly basis.
* Nokia adopted the motte “Nokia — Connecting People” in 1993. Together with the ten years old vision,

3

*“Voice goes moblle‘l , 1t represents a worldwide symbohc element of the company’s image.
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incentive plan, balancing individual performance with the sum of team-based and company-
based multipliers; it includes all subsidiary’s employees; and it determines cash bonuses
which are paid every six months. The NET-STIP of an individual i calculates his/her
semiannually cash bonus (Bonus,) according to the following formula:

25% NETM +0,75BTM, Y
025* NETM + 0.7SBTM, |, 1 gy o 50
100 365

M
Bonus, = (Z (pms,, * pmw, )} *(

where pms,, = performance measure score achieved on the performance measure m (range |-
150); pmw,, = performance measure weight on performance measure m (range 0-1); JG; =
annual cash bonus associated with the target value for the job grade of individual / (range 0-
1); NETM = NET multiplier (range 0-1); BTM; = multiplier associated with the business team
of individual i (range 0-1); sd = total days in semester s for individﬁal i (range 0-183);*' S4L
= annual salary of individual ;. >

Thus, according to this NET-STIP formula, cash bonuses depend on four factors: (i)
individual performance score; (ii) group-based performance multipliers; {iii) job grade; (iv)
and annual salary.

Each individual incentive plan has at least two performance measures (indicated by the
minimum value of A{). Performance measures are based on multiple measurement
perspectives and can be quantitative or qualitative. Each performance measure has a target
and is balanced with an explicit performance measure weight (pmw). For eaéh measure, the
actual result is compared with the target to determine the performance measure score (pms).
The weighted sum of the m measures contained in the individual NET-STIP is the individual
performance score. This score is multiplied by a composite group-based performance

multiplier, taking into account the actual results achieved worldwide by NET (NETM) plus

*' Individual plans may have different days because individuals change employment conditions such as
positions, business team, and job grade. Whenever this change occurs, a new additional plan is set for the
individual who will get a bonus at the end of the semester, on the basis of multiple plans balanced for the related
days.

* The company did not provide minimum and maximum of annual salary,
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the actual results achieved worldwide by the business team of the individual (BTM).
|

Headquarters dc:)es not disclose the two multipliers separately; subsidiaries know only the
|
i

composite multiplier for each business team.>? The individual performance score weighted by
|

the group-based berformance multiplier is then multiplied by the target associated to the job

grade of the individual (JG;). NET has eight possible job grades related to different levels of

[
- qualification. NET-STIP sets minimum and maximum size of annual cash bonuses for each

job grade* The.is'ize of annual cash bonuses varies from a minimum of 1.75% to a maximum

of 45% of armuzgtl' salary depending on job grade. Finally, the actual cash bonus is related to
;

the individual al{lnual salary (SAL) weighted by the days taken into account in the NET-STIP

(sd). Appendix ?,:B provides an example of an actual NET-STIP included in this study.

NET-STIP is no!t the only performance-dependent incentive system in place in Nokia ltaly.

Two other programs aim to motivate individual to achieve high performance. First,

“Achievement A:nWards” program rewards the achievements of crucial targets with special

prizes. Second, 'higher-level managers receive stock options on the basis of an “Equity

Program” and th:eir salaries are linked to Nokia’s Earning per Share. The rarity of special

-prizes and the loiw number of individuals involved in the equity-based incentive are the main

reasons why | be;lieve they do not bias the findings on the relationship between incentive and

individual perforimance obtained by this study that only includes the NET-STIP data.

|
¥ Group-based performance multipliers are based on the achievement of group-based performance results.
These results refer to three main financial indicators: Sales; Contribution Margins; and Net Working Capital.
Headquarters does not reveal the values of NETM and BTM, separately. It does disclose to the subsidiaries the

composite group-based multiplier. It also reveals that in the composite multiplier NETM and BTM weigh 0,25
-and 0,75, respectively; as reported by the formula.

* The minimum cotfesponds to 35% of the cash bonus awarded at target level; the maximum corresponds to
1 150% of the cash bonus awarded at target level.
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IV.METHOD

Data Collection

This study 1s based on a combination of a questionnaire survey designed by the researcher
and proprietary archival data provided by the company.

The archival data allow constructing the incentive-related variables that capture incentive
system characteristics. The company provided three periods of STIPs. for all individuals
employed by Nokia [taly (about 460) except those employed by the Mobile Phone business
group (about 40) and those with the highest job grades (about 15). The reason of the former
exception is because Mobile Phone is a separate legal entity, different from the rest of the -
subsidiary, employing different managerial systems. The latter exclusion is due to
confidentiality restrictions of managers with the highest level of responsibility within the
organization. The private dataset contains the following types of information for each STIP:
(1} Nokia Identification Number, (ii) Start and End date of the incentive plan, (iii) Business
Group; (iv) Business Team; (v) Organizational Unit; (vi) Job-grade; (vii) Annual Cash Bonus
at target level; (viii) Objective Description; (ix) Objective Weight; (x) Minimum, Target, and
Maximum; (xi) Result; (xii} Scoré; (xin) Incentive; (xiv) Payable; (xv) Annual Individual
Achievement; (xvi) Business Team Multiplier; (xvii) Annual Individual Adjusted
Achievement; (xix) Solid Line Manager Identification Nu-mber. All these data elements refer
to different components of the formula to calculate the cash bonus. Appendix 3C defines the
nineteen types of information. This study focuses on data of the most recent period in order to
obtain a consistent matching between private data and survey responses that were collected

during the same time period. Specifically, the dataset refers to the first semester of 2005 and
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contains 444 ST‘[PS with 2214 performance measures. 347 STIPs with 1142 performance
measures refer t%) NET’s employees.”

An internal sm'?vey was conducted through emailed questionnaires to assess behavioral
reactions to inc;entive system characteristics. Nokia conducts questionnaire-based internal
surveys often a;nd extensively. The high frequency of internal surveys may cause low

;

response rates. Ci)n. the other hand, the confidence of all employees with survey instruments
may increase daita reliability. The company submits questionnaires to the employees in order
' to monitor quality, customer service, organizational climate, and many other aspects of the
company’s activl‘ity. In particular, once a year all employees are asked to respond to a survey
(called the “Lisn!a_ning To You”) conducted to assess thé employees _satisfaction that is one of
the performance measures contained in the BSC-NET. “Listening To You” is a 68-item

i

questionnaire toi measure 13 constructs, namely: customer orientation (7 iterﬁs), quality
| improvement and awareness (5 items), performance orientation (7 items), recognition and
rewarding (5 iter'!ns), employee motivation and involvement (9 items), teamworking (6 items),
internal commur;lication (6 items), leadership (8 1tems), organizational integrity {9 items),
learning and de\%elopment (5 items), commitment (3 items), diversity (2 items), security {2
-items). This intel:’nal survey is conducted by headquarters, which submits the questionnaires,
analyzes the dat%n, and reports results to the local units. Subsidiaries are all(_)wed to extract
-average index foilr each construct referring to organizational unit with five individuals at least.
I examined the si,urvey to check its validity for my research purposes. First, few items are
similar to those ;i)roposed by academic studies on the topics and differences in wording and
2

|
scales are significant, limiting the comparability of results with prior research studies.

Second, same itiems are used to measure different concepts, limiting interpretation of

347 STIPs corres;i)ond to 325 individuals (see Table 3.1). During the ficst semester of 2003, 17 individuals
changed job-grade a'p_d 5 individuals changed business team. That’s why 22 individuals have two STIPs for the
‘period under investigation. Only the most recent STIP was considered as valid for the analysis: the survey
Tesponses of the individual were related to the incentive characteristics shown by his/her most recent STIP.
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responses. Lastly, at the subsidiary level only aggregated data are available, making both
reliability tests of the instrument and the matching with the STIP data unfeasible. No
information at individual levels is available. Because of these limitations, 1 considered the
internal instrument not usable for my research purpose. As a consequence, [ designed a
different questionnaire including survey instruments taken from prior academic literature.
Nokia ltaly accepted to submit the questionnatre to a convenience (i.e., non-probability)
sample.”® The company did not want to involve all employees to avoid competition between
official corporate surveys and external research projects. Table 3.1 describes the sampling
procedure. One business unit (i.e.,, Service) and two corporate functions (i.e., Human
Resources and Finance and Control) form the survey population (see Figure 3.4).>” These
organizational units were selected by NET’s management for three reasons. First, Service is
the largest business unit within NET. Second, Service is a recent business unit created to
emphasize cus_tomer-oriented strategies: NET’s management considers it as a strategic
organizational unit and had high interest in examining the new structure.”® Third, two
corporate functions were added to take into account business support units. Table 3.2 shows
the representativeness of the survey population. Service employees represent 59% of those
employed by the business units; Human Resource and Finance and Control employees
represent 51% of those employed by the corporate functions. More specifically, the
questionnaire was emailed to 210 employees (51% of total) in 16 different departments. The
survey population-involves 5 job-grades. Prior to emailing the questionnaire, I submitted it to

the scrutiny of four faculty colleagues and three NET managers for pre-testing. In particular,

** Van der Stede et al. (2005) report that 71% of survey studies in management accounting “use some sort of
convenience sample”.

*7 Service is the business unit responsible for the delivery and implementation of customers’ networks and
infrastructure.

** The creation of a new business unit did ‘not:-imply any change in the.core NET’s business strategy. Yet, the
new organization was designed to better fit the intended strategy, by emphasizing the role of service activities in
generating profitable results. NET’s internal structure was subjected to modifications many times in the past five
years, However, the matrix form with three business unit has never changed.
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NET managers|checked for the clarity of the questions and their consistency within NET
working e:nvirolil_ment.39 The survey was conducted in English, since English is the language
officially used iEn business-related communication by Nokia (both internally and externally).
The use of En;glish as the common language of the research overcomes interpretation

1

problems associ;ated with the translation of guestionnaires into other languages. The purpose
of the survey v}v,as presented by the researcher during a monthly meeting with Service’s
managers, direc;tors of Human Resources and Finance and Control departments were present
too. The questir;;)nnaire was administered online. The survey population received an email
containing an e;i(plicit statement on the purpose of the survey and a weblink to an ad-hoc
designed websitél:. As Appendix 3D shows, the website’s homepage reported the instructions,
. a conﬁdentialityi statement, and a login box to access the questionnaire. Respondents accessed
through their 'owl?n Nokia Identification Number which [ used to match survey respenses with
STIP data. Thei company did not disclose the names associated with the identification
numbers and I did not disclose the identification numbers associated with the responses. In
this way, conﬁdéntiality was assured. The questionnaire was available online for four weeks.
A reminder was emailed after two \‘veeks.
[ used both proplrietary and survey to determine measures of individual performance. In the
literature, it is m!?t clear whether objective performance is. a superior measure with respect to
self-rated performance (Vankatraman and Ramanujan, 1987; Steers, 1975). In particular, Van

der Stede et al. (2005) point out that objective and subjective measures for performance are
|

o] : : :
not necessarily clonceptually congruent. Therefore, | included in the survey two instruments

* This check revealll,ed the inconsistency of the measure for performance borrowed by the researcher from
Mahoney et al (1963). This self-rating measure of managerial performance is widely employed in accounting
research as an overall indicator of individual perforrance. However, it was developed to measure eight
dimensions (i.e. plannmg, investigating, coordinating, evaluating, supervising, staffing, negotiating, and
representing) of pertormance and an overall score of effectiveness. Since my study involved employees at
-different job-grades, | anagers noticed the measure was not adequate. 1 found their considerations as reasonable
~motivation for changing the instrument (see next section for details on the measures used in this study).
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capturing individual performance and obtained an objective performance indicator from the

STIP data.

Table 3.1. Sampling.

SAMPLING Description Number of o
PROCEDURE p Observations °
Horizontal Groups Customer and Market Operation 32
Business Groups Multimedia It

Enterprise Solutions 5

Networks 325
Corporate Functions Corporate Functions 39
Target Population* Nokia ltaly 412 196%
Business Units Services 192
Corporate Functions Finance & Control 10

Human Resources 8
Survey Population Available Respondents 210 100%
Business Units Services 119
Corporate Functions Finance & Control 9

Human Resources 4
Respondents Returned Questionnaires 132 63%
Incomplete Answers** Missing values >19 items, i.e. 30% of total 12
fnvalid Answers All items report the same score 1
Survey Sample Valid Responses 119 37%
Outliers Less than four Performance Measures l
Missing matching Respondents with STIP unavailable 6
Final Sample Data included in the analysis 112 53%

* Target population includes individuals with job grade lower than 11
**10 incomplete answers refer to the final 20-item question.

Finally, I collected information through field work in order to corroborate my findings. I

discussed the hypotheses, method design, measurement, results, and conclusions with internal

.
£
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i : . . :
contacts to enhance the methodological techniques and theoretical arguments used for this

research. Tablel 3.3 provides details on the interactions between the company and the

researcher. '

|
4

Table 3.2. Sample ‘t{epresentativeness in term of job-grades and incentive plan characteristics.

Target . Survéy ‘ Survey -
JOB GRADiE Population Population Respondents Sample Final Sample
L
5 i 3 0 0 0 0
, 0.73% 0.00% 0.00% 0.00% 0.00%
6 | 15 7 5 4 4
; 3.64% 3.33% 3.79% 3.36% 3.57%
. 63 - 38 25 20 20
i 15.29% 18.10% 18.94% 16.81% 17.86%
g | 102 86 39 36 35
I 24.76% 40.95% 29.55% 30.25% 31.25%
g | 136 50 40 36 36
. | 33.01% 23.81% 30.30% 30.25% 32.14%
i
o 93 22 17 ) 17 17
| 22.57% 10.48% 12.88% 14.29% 15.18%
1 | - 7 6 6 0
' - 3.33% 4.55% 5.04% 0.00%
TOTAL observations 412 210 132 119 12
- . Target Survey Final
ST!P-ba.’ved Variables Population Population Sample
#of performance¥ measures {(NMEAS) Si\l/.kl:;:v ng ?gz 82;
|
Measurement Concentration Index Mean 25.99 24.30 22.56
(MCI) I St. Dev 10.30 9.10 437
# of subjective pci;rformance measure Mean nc* 2.52 2.40
{(NSUBJ) St Dev nc* 1.18 0.94
|
Weight on subjective performance Mean nc* 53.44 50.04
measure (SUBJ) St. Dev ne* 27.78 20.29
Number of obser\i/ations 412 210 112

|
nc*: Not Computed because researcher classified only the performance targets included in the survey

population (1142 performance targets of survey population, i.e. 51.3%, versus 2214 performance targets of the
target population)
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Table 3.3. Field study techniques used in this study.

This paper does not refer to a field study. However, this table is intended to provide a list of the technignes used
to get valuable information needed to understand the research site where I conducted a questionnaire survey,
Since both archival and survey data used by this paper refer to one company, the knowledge of the
organizational context is crucial to understand empirical evidence. The following table does not report the
amount of emails (for reason of brevity) and documents (for reason of confidentialitv) sharved with internal
contacts.

Techniques Hours

Face-to-face interview on site
with country controller

- about the Nokia’s stralegy and organization 1
- about performance measurement system (i.e. NET-BSC) 2
- about incentive plan (i.e. STIP) 2
- about preliminary empirical findings 2
with HR managers

- about internal survey questionnaire (see Appendix 3D} l
- about the Nokia's annual survey (Listening to You) |
- about the incentive system datasel 1
Presentation of the project to services managers 3
13 participants: country controller, services director, hr director, 9 services manager

Conference calls : ] 5

Operationalization

[ operationalized the constructs under examination thfough multiple variables. This sub-
section defines each variable and the related measures used to analyze the interactions among
them. Appendix 3E provides a summary of these operationalizations. Appendix 3B describes
the construction of objective (1.e., non-survey-based) measures.

Incentives

This study focuses on two fundamental incentive system characteristics: measurement
diversity and subjectivity.

[ constructed two indexes for measurement diversity. NMEAS counts the number of

performance measures contained in the individual STIP. MCI is the Measurement

@
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Concentration I;ndex: for high (low) values of MCI, measurement diversity in incentive plan

is low (high). M;CI is calculated according to the following formula:
i

A
MCI =3 (pmw, )’

| m=]
i

where pmw,, = ﬁ;erformance measutre weight on performance measure m.

MCI attempts %o capture to what extent an incentive plan has measurement diversity.
* Consistent with EMoers (2005) and [ttner et al. (2003), I define measurement diversity as the
use of multiple performance measures. Recently, management accounting research has
devoted consid'f:rable attention on the effects pf additional (typically non-financial)
performance ind;icators {e.g., Van der Stede et al., 2006; Chenhall, 2005; Said et al., 2003;
Banker et al., 2(})00; Scott and Tiessen, 1999). However, operationalization of measurement
diversity variesizicross studies. The concept of measurement diversity emphasizes three
fundamental elﬁ;:ments of performance measurement systems: first, in a performance
measurement sy!stem based on multiple measures there must be an interaction of different
indicators in melasuring performénce; second, indicators must measure different aspects (or
- perspectives) ofiperformance; third, indicators must concur to measure performance with

different weights. Performance measurement systems concentrated on few indicators with

high weights have low measurement diversity. MCI takes into account these crucial elements.

To illustrate howl the index works, [ propose a simple example.

£

.lndividu:al Performance Weicht Measurement
Incentive Plan Measures g Concentration Index

| ‘ T
’_ Sales 90% .

A ! Customer loyalty 10% 82%
i
| Sales 80%

B | Customer loyalty 10% 66%
I On-time delivery 10%
l
_ Sales 50% 0

¢ Customer loyalty 50% 0%

|
i
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According to my conceptualization, in the above example, the individual incentive plan C has
the highest level of measurement diversity, because it reports the lowest MCL*’

I constructed two indexes for subjectivity. NSUBJ counts the number of subjective
performance measures contained in the individual STIP. SUBJ is the weight put on subjective
performance measures in the individual STIP. Subjectivity has several possible meanings,
and, therefore, prior literature provides various operationalization of the concept. NSUBJ and
SUBJ are intended to capture to what extent performance measurement and evaluation rely
on superior’s discretion. Specifically, I coded the following cases as subjective performance
measures: (1) generic and qualitative performance measure (e.g., ‘.‘lntemal Communication
Activity”); (1) qualitative performance measures not referring to balanced scorecard
indicators (e.g., “Administrative Team Support™); (iit) performance measures on competence
development (e.g., “Enrich yourself”). All three cases contain discretionary evaluation of
individual performance.

Individual Behavior

This paper studies the effects of measurement diversity and subjectivity on two sets of
behavioral variables. 1 used multi-item questionnaire instruments to capture individual
organizational stress and self-regulatory behavior, employing a seven poi_nt Likert type
scales. Some of the items were reversed coded to minimize the potential for acquiescence

error. [ recoded these items prior to the creation of the measurement scale.

* [ also constructed an additional version of the index based on the measurement perspectives (I called it
perspective concentration index). 1 classified the performance measures included in the STIPs into the four
categories of BSC-NET. Then, | computed the index by considering the overall weight put on each perspective.
For example, in case of an individual STIP with 4 financial measures equally weighted 25%, the MC! would be
25%; whereas, the perspective concentration index would be 100% since they refer to the same measurement
perspective. Empirical analyses reveal that this additional measure is less powerful in explaining relationship
among variables. For reason of simplicity and brevity, | report the results based on MCI and NMEAS. However,
it has to be noticed that the perspective concentration index is posmvely correlated with the objective measure
of individual performance. This indicates a negative relationship between measurement diversity and individual
performance.
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1 operationalizeclli organizational stress as role conflict and role clarity. To measure these two
variables, | useid the instrument developed by Rizzo et al. (1970) and constructed two
measures; ROL|CON and ROLCLA for role conflict and role clarity, respectively. The
mstrument consfists of a 30-item question: 15 questions deal with role conflict and 15
 questions deal with role clarity ! Notwithstanding some caveats (e.g., Siegall, 2000), both the
psychology and ﬁanagement literatures consider this measure as an adequate indicator of role
stress (e.g., Harris and Bladen, 1994; Netemeyer et al., 1990). In particular, the instrument
~allows distinguishing the two aspects of organizational stress. Most accounting research
| studies used an alternative instrument proposed by Kahn et al. (1964) to study the effect of
performance evaluation on behavior (e.g., Marginson and Ogden, 2005; Otley'and Pollanen,
2000, Harrison,| 1993). However, the instrument is essentially a summary measure of
organizational st;ress, namely job-related tension.* Rizzo showed that role conflict and role
clarity are correl?ted, yet separate concepts, explainiﬁg organizational stress.
To capture selfi—r,egulatory behavior, 1 measured two variables (i.e., feedback seeking
‘behavior throug}il monitoring and through inquiry) based on the instrument proposed by
~Ashford (1986). iH_er instrument is a 6-item question with four items dealing with feedback-
seeking behavior} through monitoring and two items dealing with feedback-seeking behavior
‘through inquiry. i.In the management literature, several studies on feedback-seeking adopted

.this measure prm;/iding satisfactory reliability statistics based on confirmatory factor analyses

(e.g., Gupta et al.!, 1999; Morrison, 1993; Ashford and Tsui, 1991).**

1 Actually, Rizzo et‘al (1970) discuss the concept of role ambiguity that is the reflected concept of role clarity.
For reason of simplicity, I prefer to use the latter term.

2 Qeveral accounting studies found that the job-related tension measure is multidimensional (e.g., Otley and
Pollanen, 2000}, Indeed job-related tension encompasses four dimensions; role ambiguity, role conflict, role
overload, and resource inadequacy (Kahn et al., 1964),

" Confirmatory factor analysis conducted by Ashford and Tsul {1991) reveal three dimensions underlying the
linstrument. Howeven; the authors adopted the measure used by Ashford in her pre-testing procedure. Since her
published paper does not report the very first version of the measure (Ashford, 1986), I used the items she

disclosed which are lhose chosen on the basis of her pretest. For the reliability of the measure 1 used, see next
section.
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I used value commitment to distinguish agent-oriented and steward-oriented individuals.
VALCOM 1s based on the 9-item instrument developed by Schechter (1985) who found good
psychometric properties for this measure. Davis et al. (1997) contend that factors
differentiating agency and stewardship relations are psychological and sitnational. In my
hypotheses, value commitment is the psychological factor expected to moderate the
relationship between incentive and individual performance. Since it is based on one company,
this study does not need to control for situational factors. Studies on organizational behavior
argue that organizational commitm-ent 1s a broad multidimensional concept (Bar-Hayim and
Berman, 1992; Reichers, 1985; Buchanan, 1974). They also show that it is able to
consistently operationalize organigational identification (Hall et al., 1970). Therefore,
stewardship theory proposes value commitment to differentiate agent-oriented and steward-
oriented individuals (Davis et al., 1997)

Individual Performance

1 used one subjective and one objective measure to capture individual performance. Of the
116 survey studies in management accounting articles examined by Van der Stede et al.
(2005), only 3 obtained both perceﬁtual. and objective performance measures.

SPERF 1s a measure of self-rated performance: respondents to the questionnaire were asked
to rate their overall performance on a T;point scale ranging from *“well below average” to
“well above average”. The survey population includes individuals with different job grades.
This implies that activities, qualifications, and responsibilities significantly vary across
individuals. Therefore, the nine-dimensional instrument proposed by Mahoney et al. (1963)
to measure managerial performance is not suitable for this research site under investigation in
this study. Merchant et al. (2003) report that most of the behavioral studies on incentives use

subjective assessments of performance.
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WINPER 1s thc{:'weighted individual target achievement score. STIP reports performance

i . .
- results based on a score ranging from I to 150 for each performance measure. Competence

i : . e
- development and ad-hoc- designed measures are considered as individual performance

- Mmeasures. How?ver, to be consistent across individuals, only one measure for each STIP is

used as a prox;j of individual performance. In case of STIPs containing many competence
development and ad-hoc designed measures, only the one with the highest weight is

considered as the individual performance measure. The score on the individual performance

- measure is multiplied by the weight set by the STIP, in order to take into account the relative

importance to ca!pture individual performance attributed by the STIP to a given measure,

- Finally, the anzlilysis uses job satisfaction (JOBSAT) as an additional outcome variable

measured through the 20-item short version of fhe Minnesota Satisfaction Questionnaire
{Weiss et al., 19;67).44 Many accounting researchers adopted the instrument (e.g.,. Otley and
Pollanen, 2000; Harrison, 1992) and the psychology literature provides strong empirical
support for its vlalidity‘(e.g., Butler, 1983; Dunham, 1977). Several management accounting

studies investiga:lting the effect of performance measurement on individual behavior also
{

|
~adopted job-satisfaction as the dependent variable and interchange it with individual

. performance (e.ig., Chenhall and Brownell, 1988; Brownell, 1982). Van der Stede et al.,
i

. (2005) argue thalt perceptual measures for performance might be more appropriate in studies

' assuming individual as the level of analysis.

{

' YVariable Constn!'ucti_on

The questionnaire was developed to measure six constructs: feedback-seeking behavior

through inquiry [(Ashford, 1986); feedback-seeking behavior through monitoring (Ashford,

. 1986); value cbr!nmitment (Schechter, 1985); role conflict (Rizzo et al. 1970); role clarity

|

|

.M The instrument captures extrinsic (6 items), intrinsic (12 itemns), and overall job satisfaction (20 items). ln the

analysis below, 1 di'sp’uss the results using the overall job satisfaction. Whenever significant different statistics

, are obtained using the other job satisfaction measures, I report the results in the fooinote.
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(Rizzo et el. 1970); job satisfaction (Weis et al., 1967)." I tested the measurement model
underlying the questionnaire through multiple factor analyses, checking for reliability and
construct vahidity of the survey instruments. Figure 3.6 reports the variable construction tree
explaining the testing procedure. The data collected validate the assumptions of exploratory
factor analysis (Appendix 3F). In particular, Kaiser-Meyer-Olkin statistic (0.724) indicates
that the item correlation matrix is appropriate for factoring. This sub-section briefly describes
the variables construction procedure.

First, | conducted an overall exploratory factor analysis with all items to examine the
relationships between items and unobserved underlying factors. I run principal axis factoring,
assuming an implicit underlying factor model;* I use the Promax oblique rotation technique
so that factors are not constrained to be orthogonal to each other (Sharma, 1996). If the
overall exploratory factor analysis is not satisfactory (i.e., the number of extracted factors is
significantly different form the number of expected underlying factors), separate principal
component analyses for each instrument are conducted to identify items with low
measurement reliability or instruments affected by multidimensionality.*” Varimax rotation
technique is used when one underlying factor is expected; otherwise Promax is the oblique
rotation technique used (Sharma, 1996). The procedure is repeated until the overall
exploratory factor analysis extracts a nﬁmber of factors closer to the number of expected
variables. A confirmatory factor analysis is then employed to determine how well the

questionnaire items represent the variables.*® I used the structural equation model package

* Since the self-rating performance (SPERF) is measured by one item question, it is not included in the
measurement model.

*® On the contrary, principal component analysis assumes that the variance of a given variable is completely
accounted for by the principal components (Sharma, 1996). As a consequence, it assumes that communalities
are one.

* When a single instrument (i.e. not all items) is under investigation, [ run a principal component analysis
because it places emphasis on explaining the variance in the data; whereas the objective of principal axis
factoring 15 to explain the correlation among the indicators (Sharma, 1996),

* As methodological references to the procedure followed by this paper, see Bollen (1989) for an explanation of
structural equation model; Byme (2001) for an illustration of AMOS features; Van der Stede (2001) for an
application of confirmatory factor analysis on measurement model in accounting research.
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i . ..
AMOS 5.0to te'ls_t the measurement model where the scores on questionnaire items depend on

their expected ubderlying common factor as well as measurement error.* The factor loadings

of the retained items are used to compute weighted composite variables. Finally, Cronbach

alphas are computed for each variable. Appendix 3G reports details on the steps 1 followed to

measure the variables used in my analysis. Table 3.4 reports the factor loadings of the items

entered into the! analysis, and Table 3.5 provides the reliability statistics of the composite

variables.

* Figure. 3.6. Variaﬁles construction tree

VARIABLES CONSTRUCTION TREE
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I
™ addition, the measurement model specifies correlations between the two feedback-seeking strategies, and

| between role conflict and role clanity.
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Table 3.4, Confirmatory factor analysis on questionnaire items,

Item Variable Weight

2. In order to find out for yourself how well you personally are
performing in your present job, how frequently do you

observe what performance behaviors your superiors reward and use

1
this as feedback on your own performance? Bl FSBMON 0.641
compare yourself with employees at your level in the organization? B2 FSBMON 0.649
pay attention 10 how your superiors act towards you in order to -
understand how they perceive and evaluale your performance? B3 FSBMON 0.754
obser\.fe }he charz?cterlstlcs of employees rewarded by superiors and B4 FSBMON 0.692
use this information?
seek information from your colleagues about your work BS FSBINQ 0.769
performance?
seek feedback from your superiors about your work performance? B6& FSBINQ 0.801
3. Please, indicate your opinion with regard to the following
statements.
For me, this is one of the best of all organizations for which to Cl VALCOM 0.902
work.
[ am proud to tell others that | am part of this organization, C2 VALCOM 0.895
I usually agree with this organization’s policies on important C3 VALCOM 0.689
personne| matters.
I talk up this organization to my friends as a good organization to c4 VALCOM 0.806
work for.
[ care about the fate of this organization, C5 VALCOM 0.689
[ find that my values and the organization’s values are similar. Cé VALCOM 0.748

I am glad I chose this organization to work for over others I was

considering at the time [ joined. 7 VALCOM 0.673

This organization inspires the best in me in the way of job

performance. C8 VALCOM 0.735
4. How frequently do you feel as follows? '

[ know that I have divided my time properly. D10 ROLCLA 0.553
[ receive an assignment without the manpower to complete it, D11 ROLCON (.638
1 know what my responsibilities are. Di2 ROLCLA 0.785
1 have to buck a rule or policy in order to carry out an assignment. DI13 ROLCON 0.607
I work with two or more groups who operate quite differently. D19 ROLCON 0.425
| feel certain about how much authority | have. D2 ROLCLA 0.586
[ know exactly what is expected of me. D20 ROLCLA 0.742
[ receive incompatible requests from two or more people. D21 ROLCON 0.609
I have enough time (o complete my job. D23 ROLCON 0.614
:: ;'zgigei fn assignment without adequate resources and materials to D25 ROLCON 0.694
Explanation is clear on what has to be done. D26 ROLCLA 0.486
I work on unnecessary thing. D27 ROLCON 0.646
I have clear, planned goals and objectives for my job. . D4 ROLCLA 0.806
| have to do things that should be done differently. D3 ROLCON 0.503
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5. Ask yourself: iHow satisfied am I with this aspect of my job?
The chance to tell people what 1o do.

The chance to do;something that makes use of my abilities.
The way company policies are put into practice.

My pay and the allmount of work | do. |

The chances for z{dvancement on this job.

The freedom to use my own judgment.

The chance to try: my own methods of doing the job'.

The working conéitions.

The way my co-workers get along with each other.

The praise | get fc!‘)r doing a good job.

The feeling of accomplishment | get from the job.

The chance to do ldifferent things from time to time.

The chance 1o be {*somebody™ in the community.

The way my boss/handles his/her workers.

The competence of my supervisor in making decisions.
Being able to do 1|h'ings that don’t go against my conscience.

The chance to do things for other people.

El0
Ell
El2
El3
Ei4
El5
Eil6
EL7
El8
E19
E20
E3
E4
E5
E6
E7
E%

JOBSAT
JOBSAT
JOBSAT
JOBSAT
JOBSAT
JOBSAT
JOBSAT
JOBSAT
JOBSAT
JOBSAT
IOBSAT
JOBSAT
JOBSAT
JOBSAT
JOBSAT
JOBSAT
JOBSAT

0.558
(.567
0.723
0.705
0.760
0.660
0.661
0.547
0.620
0.735
0.718
0.489
0.648
0.597
0.675
0.605
0.616

For the Default moc:iel, the discrepancy divided by degrees of freedom is 1733.620/ 942 = 1.840.

N

I
Table 3.5. Crnnbac:h’s alphas on the constructed variables.

VARIABLE Alpha . Of Items
i 1tems

FSBMON 0.'::’808 4 B1, B2, B3, B4
i

FSBINQ 0.7601 2 BS,B6

|
VALCOM 0.9200 8
|
ROLCON 0.8129 8

ROLCLA 08185 6

Cl1,C2,C3,4,C5, C6,C7,C8,C9
Ds, D11, D13, D19, D21, D23, D25, D27

D2, D4, D10, D12, D20,d26

JOBSAT 0.9212 17 E3, E4,E5,E6,E7,EQ,E10,E11,E12,E13,E14,E15,E16,E17,E18,E16,E20

EJOBSAT 0.3919 6

ES5, E6, E12, E13, E14,E19
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V. RESULTS

Response rate and final sample representativeness

A total of 132 questionnaires were returned providing an overall response rate of 63%, which
is acceptable (Van der Stede et al., 2005).°° Table 3.1 describes the sampling procedure. |
excluded from the analysis 20 unusable responses, 12 of which have more than 30%
incomplete items;, 6 refer to individuals whose STIP was not provided by the company
because of their high job grade; one was considered as invalid answer because it reports the
score for all the items;’’' one was excluded because the individual STIP is the only one
containing less than four performance measures (see Table 3.1 for statistics on number of the
measures contained in the STIPs).

Table 3.1 suggests that the final sample is representative of the target population in term of
the job-grade distribution considered in the analysis. In addition, the table shows that STIPs
included in the analysis have very similar characteristics to those of the overall dataset
provided by the company.

Descriptive Statistics

Table 3.6 reports descriptive statistics on the survey-based variables. For this table, variables
are the averages of the retained items as iisted in Table 3.4. High mean value of ROLCON
and low mean value of ROLCLA indicates the relevance of behavioral variables within the
empirical setting. Respondents report high mean value for value commitment (VALCOM),
meaning good identification with the company. Individuals seem to engage in feedback-
seeking behavior with different degrees. However, as expected, mean values of the two

feedback-secking strategies are not significantly different (t-test 0.692). Finally, JOBSAT is

** Van der Stede et al., 2005 report that 72% of the survey studies in management accounting published in eight
Journals from 1992 to 2001 obtained a lower response rate. '

*! The exact value reported in this returned questionnaire is the lowest value of the scale for each item. Since
some ilems were reversed, I considered the response invalid.
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significantly lower than SPERF (t-test 6.619) meaning that individuals rate their overall

performance above average even if they are not satisfied with their job.

|
Table 3.6. Descriptive Statistics on survey-based variables.

l N Minimum Maximum Mean Std. Dev.
SPERF | 107 3.00 7.00 536 0.84
FSBMON i 112 1.75 7.00 4.76 1.09
FSBINQ l 112 1.00 7.00 4.67 1.32
vaLCOM | H2 1.75 7.00 5.35 1.07
ROLCON ; 112 3.00 7.0Q 533 0.81
ROLCLA ! 112 1.43 6.43 3.68 0.98
JOBSAT l 112 241 6.47 4.57 0.95

. Variables in this ta:bie are the averaged scores on the related questionnaire items. SPERF (1 item). self~rating

variable of individual performance; FSBMON (4 items): feedback-seeking behavior through monitoring;
FSBINQ (2 irems)i' Jeedback-seeking behavior through inguiry; VALCOM (8 items): value commitmeni;
ROLCON (8 items):l role conflict; ROLCLA (6 items): role clarity; JOBSAT (17 items): job satisfaction.

¢
i
1
|
|

|
|
]

Table 3.7. Descriptiive Statistics on STIP-based variables.

: N Minimum Maximum Mean Std. Dev,
MCI ! | 112 | 17.50 41.50 22.56 437
NMEAS I 112 4.00 6.00 537 0.66
SuUBJ 1 112 0.00 100.00 50.04 20.29
NSUBJ E 112 (.00 5.00 2.40 0.94
WINPERF i 112 0.10 0.50 0.30 0.14

Variables in this talble are constructed on the basis of the private STIP-dataset, MCI (0-100): measurement
' concentration mdex NMEAS: number of performance measures contained in the individual STIP (4-6); SUBJ
(0-100): weight placed on subjective performance measures; NSUBJ (0-6): number of subjective performance

| measures; WINPERF (0-100): weighted individual performance.

|
:
|
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Table 3.7 repm;'ts descriptive statistics on STIP-based variables. The table is helpful to
describe the avierage individual STIP: on average, individuals have STIP containing five
performance me:asurcs (see NMEAS) and the mean value of MCI is 23%. This means that
performance eveilluation relies on multiple performance measures extensively and superiors
tend to balance iperformance measures with different weights. On average, two performance
measures for ea‘téh STIP are subjective (see NSUBJ) and they account for 50% of the
incentive plan. Finally, WINPEREF is the indicator for individual performance that takes into

account both the actual performance score achieved by the individual and the weight placed

on the specific performance measure considered to construct the index. Non-tabulated results
i

. show that, on av:erage, individuals beat the target of the measures considered by WINPERF;

+

the mean value c:‘f the weight placed on these measures is 23%.

Table 3.8 reporﬁs the Pearson correlation coefficients among the variables. Hla predicts a

negative associ%.ition between measurement diversity and role conflict. ROLCON is
significantly coﬁrelated with MCI and NMEAS. Specifically, role conflict is negatively
associated with fhe measurement concentration index (MCI), suggesting a significant positive
relationship (p <.0.05) between role conflict and measurement diversity. Further, role conflict
is positively associated with the number o.f performance measures contained in the individual

| STIP (NMEAS)L suggesting a significant positive relationship (p < 0.10) between role
conflict and mea{surement diversity. Results in Table 3.8 support Hla. HIb predicts negative

' association betwleen measurement diversity and role clarity. ROLCLA is not significantly

correlated with l\jlfl_CI and NMEAS (p > 0.10), suggesting that measurement diversity does not

-univariately affec':t role clarity.
H2a predicts positive association between subjectivity and role conflict. ROLCON is
positively correlated with SUBJ and NSUBJ. However, the correlation with SUBJ is not

| significant at the 10% significance level; whereas, the correlation with NSUBJ is significant
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(p = 0.05). This suggests a positive relationship between the number of subjective measures
included in the individual STIP and role conflict. Results partially support H2a. H2b predicts
a negative association between subjectivity and role clarity. Results do not support this
hypothesis since ROLCLA is not significantly correlated with the subjectivity variables (i.e.,
SUBJ and NSUBJ).

H3a predicts a negative association between role conflict and individual performance.
ROLCON 1s significantly correlated with two of the three measures used for individual
performance. Specifically, role coﬁﬂict has a negative relationship with both the weighted
individual performance set by the STIP (WINPERF) and the self-reported job satisfaction
(JOBSAT). The correlation between ROLCON and SPERF is not significant. Overall these
results support H3a. H3b predicts a positive association between role clarity and individual
performance. ROLCLA has a strong positive relationship with JOBSAT, indicating that role
clarity is positively linked to job satisfaction. However, ROLCLA has a statistically
insignificant relationship with SPERF and WINPERF, indicating that the independence
between role clarity and individual performance cannot be rejected. Qverall, there results
provide partial support for H3b.

H4 predicts a positive association between subjectivity and feedback-seeking behavior
through inquiry. The tnsignificant Pearson correlation coéfﬂcients between the two measures
used for subjectivity (i.e., NSUBJ and SUBJ) and FSBINQ do not support H4.

H5 predicts a positive association between feedback-secking behavior and individual
performances. However, except for a significant positive relationship between feedback-
seeking behavior through inquiry and job satisfaction, measures of individual performance
(1.e., SPERF and WINPERF) are not significantly correlated with the two measures for
feedback-seeking behavior (i.e., FSBMON and FSBINQ). Thus, results provide partial

support only for HS.
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- The h.ypotheseslfrom H6 to HE deal with the moderating effect of value commitment on the

relationship between incentive characteristics and behavioral variables. VALCOM is
}

significantly co:rrelated with FSBINQ, ROLCON, and ROLCLA, suggesting that value

commitment ha§ a positive relationship with feedback-seeking behavior though inquiry; a

t

- negative relationship with role conflict; and a positive relationship with role clarity. However,

testing the last FSf.:t of hypotheses requires a multivariate approach. The remainder of this
section examines, firstly, the mediating effect of behavioral variables and, secondly, the

. I ]
moderating effect of value commitment.

* The mediating effect of human behavior

Figure | represents human behavior as a mediating variable of the relationship between
incentives and individual performance. Mediators are intervening variables explaining how
external events affect psychological processes (Baron and Kenny, 1986). An intervening

variable model ﬁredicts X1 —» X2 = Y (Luft and Shields, 2003); that is, the relationship
|

)
+

' between X1 and’Y is explained by an indirect effect whereby X1 affects X2 which, in turn,

affects Y. Thus,i intervening variable models provide supplementary information about the

. relationship betv\;reen X1 and Y (Luft and Shields, 2003). Statistically, a full mediation exists

if a signiﬁcanti relationship between the independent variable and dependent variable

3

. becomes insigni;ﬁcant after controlling for the effects of intervening variables; a partial

mediation can-l;)e assumed if the independent variable and dependent variable is still

significant after controlling for the effects of intervening variables (. ., Nouni and Parker,
g F g g g

1998). Hartmann: and Moers (1999) recommend using path analysis to test mediation. In path

analysis a regreslsion is done for each variable in the model as a dependent on others which

‘the model indica:t‘es are causes {e.g., Venkatraman, 1989; Brownell and Mclnnes, 1986). A

- path coefﬁcient|is a standardized regression coefficient showing the direct effect of an

independent variélble on a dependent variable in the path model. Structural equation modeling
1
|
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may be used as a more powerful alternative to path analysis; it serves purposes similar to
multiple regression, but in a more powerful way which takes into account the modeling of
interactions, nonlinearities, correlated variables, measurement error, correlated error terms,
multiple latent variables each measured by multiple indicators (Bollen, 1989).

Table 3.8 shows that there 1s a significant path coefficient (-0.217) linking measurement
diversity (measured by MCI) and role conflict (measured by ROLCON). Further, there is a
significant path coefficient (-0.16) between role conflict and individual performance
(measured either by JOBSAT or by WINPERF). Finally, correlation matrix reports a
significant path coefficient (0.431) between measurement diversity and individual
performance (as measured by WINPERF). Figure 3.7 Panel A reports results of a structural
equation model run by AMOS 5.0 (Byme, 2001), testing the intervening etfect of role
conflict in the relationship between measurement diversity and individual performance
measured by JOBSAT. The model (Probability level =0.947) supports the hypothesis of a full
mediation of role conflict in explaining the association between measurement diversity and
job satisfaction. Figure 3.7 Panel B shows the same structural model where individual
performance is measured by WINPERF. For this second model (Probability level =0.947)
role conflict is not a significant intervening variable after controlling for measurement
diversity. In fact, measurement diversity 1s the sole significant determinant of individual
performance measured by WINPERF.

Table 3.8 shows that there i1s a non-significant path coefficient (0.035) linking measurement
diversity {measured by MCI) and role clarity (measured by ROLCLA), and a significant path
coefficient (0.574) linking role clarity and individual performance (measured by JOBSAT).
The structural equation model, testing the intervening effect of role clarity in the relationship

between measurement diversity and individual performance measured by JOBSAT supports
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that measurement diversity does not affect role clarity which instead does affect individual
i

performance. Tfllis provides further support to reject H1b and to accept H3b.

ot
Figure 3.7. Role conflict as mediating variable within the relationship between measurement diversity

and individual pe:"formance.
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These analyses provide partial support for the mediating effect of role conflict and role clarity
within the relationship between measurement diversity and individual performance.
Specifically, z-score correlation matrix and structural equation modelling reveal that
measurement diversity has a strong, indirect, and negative effect on individual performance
as measured by objective STIP-based individual performance. Role conflict does fully
mediate the relationship between measurement diversity and job satisfaction. Instead, role
clarity is not a significant mtervening variable. In an additive model (Luft and Shields, 2003)
where role clarity and measurement diversity are predictors of job satisfaction, role clarity is
the only significant independent variable. Thus, role clarity and measurement diversity
appear to be independent variables.

Table 3.8 shows that there 1s a significant path coefficient (-0.185) linking subjectivity
(measured by NSUBJ) and role conflict (measured by ROLCON). Further, there is a
significant path coefficient (-0.16) between role conflict and individual performance
(measured either by JOBSAT or by WINPERF). Finally, correlation matrix reports a
sigmficant path coefficient (-0.163) between subjectivity (as measured by NSUBJ) and
individual performance (as measured by WINPERF). The structural equation model, testing
the intervening effect of role conflict in thé relationship between subjectivity and individual
performance measured by WINPERF, supports the positive association between subjectivity
and role conflict, but it provides statistically insignificant estimates for the path coefficients
linking role conflict and subjectivity to individual performance. These results are difficult to
interpret; however, they add further support to H2a. Z-score correlation matrix shows no
association between subjectivity and role clarity, and between subjectivity and feedback-
seeking behavior through inquiry. These simple tests are sufficient to argue that the
intervening effect of role clarity and feed-back seeking is weak within the relationship

between subjectivity and individual performance.
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The moderating effect of model of man

Figure 1 represents model of man as moderating variable within the relationship between

incentives and : individual performance. Moderators are interaction variables affecting
direction or strength of the relationship between the independent vanable and a dependent

 variable (Baron and Kenny, 1986). An interaction variable model predicts X1xX2 — Y (Luft

and Shields, 2003); that 1s, there 15 interaction between X1 and X2 in explaining Y. Based on
Amold (1982)," Luft and Shields (2003) :state that moderating variables are those not
associated with %:‘ither the dependent or independent variable; they use the label independent-
 variable interactéon model if the hypothesized moderating variable is correlated with the other
variables in the imodel. Hartmann and Moers (1999) criticized the interaction models used in
budgetary resea!rch, providing helpful guidelines for any study investigating moderating
variables. The ai.tthors provide a review of the application of moderated regression analysis,
showing that 27% of the 28 published papers included in their review exhibit at least one
statistics-related | error (Hartmann and Moers, 1999). | refer to their work to develop an
. analysis on the rr:loderating effect of value commitment on behavioral variables.

First, Table 3.9 ireports a subgroup correlation analysis where [ classified respondents into
_two sub-sets defpending on the standardized weighted averagehscore on the eight items
capturing valueicommitment: agents are respondents with VALCOM below the average;
stewards are resipondents with VALCOM above the average. Results suggest that value
commitment affects the strength of the relationship between role éonflict and measuremenf

diversity, between role clarity and subjectivity, and feedback-seeking behavior and

subjectivity. Specifically, ROLCON and MCI are negatively correlated only for stewards,

meaning that high value commitment exacerbates the negative effect of measurement
diversity on role conflict. These results provide partial support for H6a. NSUBIJ and

"ROLCLA are negatively correlated only for agents, meaning that low value commitment
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exacerbates the negative effect of subjectivity on role clarity. This partially supports H7b.
Further, NSUBJ and FSBINQ are negatively correlated only for agents, meaning that low
value commitment changes the direction of the relationship linking subjectivity and
feedback-seeking behavior through inquiry: agents do not seek feedback even in case of high

subjectivity in performance evaluation. This offers partial support for H8.

Table 3.9. Sub-group correlation coefficients

Agent Steward

Coef. Sig. (2-tailed) Coef. Sig. (2-tailed)
MCI-ROLCON -0.215 0.155 -0.220 0.073
NMEAS-ROLCON 0.196 0.196 0.173 0.162
MCI-ROLCLA -(0.022 0.884 0.070 0.573
NMEAS-ROLCLA 0.074 0.630 -0.182 0.140
SUBJ-ROLCON 0.188 _ 0217 0.012 0.922
NSUBJ-ROLCON 0.201 , 0.185 0.174 0.160
SUBJ-ROLCLA -0.245 ‘ 0.104 0.072 0.560
NSUBI-ROLCLA -0.250 0.098 0.002 0.985
SUBJ-FSBINQ -0.187 0.219 0.194 0.115
NSUBJ-FSBINQ -0.274 0.069 0.165 0.181
# of Obs. 45 67
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As recommend;ed by Hartmann and Moers (2003), [ used moderated regression analysis
where the depiendent variable 15 the incentive characteristic (measurement diversity or

subjectivity) an%i.the independent variables are the behavioral variable, value commitment,

and the interaction term between behavior and value commitment (Southwood, 1978). Table

3.10 shows that value commitment has a significant interaction effect with subjectivity

~ (measured by NSUBJ or SUBJ) in explaining feedback-seeking behavior. This result support

H8. Moderated| regression models including role conflict and role clarity as dependent

~ variable do not support the moderating effect of value commitment, because the interaction

effect with incentive characteristics is not statistically significant.

Table 3.10. Interac!:tion effect of value commitment and subjectivity.

Dependent Variablfli: FSBINQ

Standardized Coefficients t Sig.
VALCOM 0.171 1.836  0.069
S;UBJ 0.014 0.151 0.880
\{ALCOMXSUBJ 0.209 2,223 0.028
-

F-value: 3.243

p-value: 0.025

#ofobs.: 112

i
|
However, Table ;3.1 ! shows that value commitment affects role conflict even after controlling
for the signiﬁcar;lt coefficient of measurement diversity (measured by MCI or NMEAS). This
suggest that the relationship between value commitment and measurement diversity is
additive (Luft and Shields, 2003), indicating that they have independent explanatory power as

determinants of role conflict. Finally, remaining moderated regression models (not-tabulated)

‘reveal that value commitment is the sole determinant of role clarity, while controlling for

measurement diversity or subjectivity.
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Table 3,11, Interaction effect of value commitment and measurement diversity on role conflict,

Dependent Variable: ROLCON

Standardized Coefficients t Sig.
VALCOM -0.281 -3.116 0.002
MCI -0.212 -2.252 0.026
VALCOMXMCI 0.032 0.341 0.734

F- value: 5.219
p-value: 0 .002
#ofobs.: 112

Analyses on the moderating effect of value commitment found that model of man does affect
behavior. However, the interaction between value commitment and incentive characteristic is
valid only within the relationship between subjectivity and feedback-seeking behavior.
Moderated regression analyses show that value -com_mitment has strong explanatory power in
predicting the level of role clarity and role conflict. In particular, value commitment and

‘measurement diversity additively affect role conflict.

VI. CONCLUSIONS

This study examines the relationship between incentives and individual performance. Prior
literature emphasizes the several limitations affecting academic research on incentives. In
particular, there is a lack of studies investigating mediating and moderating variables. This
study tests two set of hypotheses. First, it analyzes the mediating effect of role conflict, role
clarity, and feedback-seekiﬁg behavior within the relationship linking measurement diversity
and subjectivity to individual performance. Second, it examines the moderating effect of
value commitment on the relattonship linking measurement diversity and subjectivity to role
conflict, role clarity, and feedback-seeking behavior. Arguments from the psychology-rooted

role theory and the cybernetics-rooted feedback-secking theory contribute to generate
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i hypotheses on i?dividual behavioral responses to incentive systems. The alternative model of

man proposed biy? agency and stewardship theories contribute to generate hypotheses on the

effect of valuei commitment within the relationship between incentives and individual
i

behavior. This s:mdy empirically tests the hypotheses by studying the incentive plan of Nokia

[taly. I collecte(?"proprietary data to measure incentives-related variables and conducted an

internal survey jto measure individual behavior-related variables. Individual performance-

related variables rely on both types of data. Results provide support that more diverse set of

- measures and the use.of subjective measures in incentive system design cause higher levels of

role conflict expierienced by the subordinate (Hla and H2a). High role conflict and low role
clarity result in :ldw individual performance (H3a and H3b). Results do not provide support
i
that the use of :Subjectivity in performance evaluation leads to feedback-seeking behavior
(H4). Multivarialt'e analyses based on structural equation models find partial support for the
: mediating effec!}: -or behavioral variables. Specifically, role conflict fully mediates the
“relationship betviv'een measurement diversity and job satisfaction; whereas role clarity has no
imediating effect; within the relationship.be'tween incentives and individual performance.
Moderated regr%'ssion analyses find partial support for the moderating effect of value
' commitment witlllin the relationship betweén incentives and individual behavior. Specifically,
‘the interaction bétween subjectivity and value commitment explains the level of feedback-
| seeking behaviolr_engaged in by the subordinate (H8). Overall these findings show the
relevance of behiavioral responses to incentives in explaining individual performance. This
‘study provides robust empirical evidence that measurement diversity and subjectivity have a
:negative effect orllj both perceptual and objective individual performance variables through the

irole conflict these incentives characteristics cause in the subordinate. Further, the model of

.man operationalized as value commitment helps to explain individual behavioral responses to

lincentives syste 's.

i
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The variety of theoretical arguments used for the hypotheses generation and the multiple-
measures methodological approach used to capture the variables contributed to achieve
interesting empirical findings. This indicates the importance of referring to alternatives
theories to address empirical questions. Moreover, it suggests the impoﬁance of relying on
multiple measures to statistically analyze empirical relationships. Future research can follow
these insights and improve my study with regards to several aspects. First, this study focuses
on three individual behavior-related variables. Psychology theories offer a huge variety of
behavioral vanables that can be potentially affected by incentive systems. Research on
performance measurement and incentive should benefit from the psychology literature to find
out further mediation and moderating variables within the relatiopship between incentives
and individual performance. Moreover, my findings show significant correlations among
individual behavior-related variables. For example, organizational stress operatitlonalized as
role conflict and ambiguity appear to be associated with self-regulatory behavior
operationalized as feedback-seeking behavior. This suggests that incentives characteristics
can generate dysfunctional behaviors that, in turn, lead individuals to develop proactive
behaviors. The final result might be a positive effect on individual performance. Further
research should develop empirical models taking into consideration interaction between
behavioral variables. Second, although it relies on perceptual and obje_ctive variables
measured through the combination of archival and survey data, my empirical research reveals
the need for improvement in the variables measurement process. In particular, further
research should devote more attention to measure the measurement diversity concept. As
mentioned above, different measures lead to mixed and conflicting results. The measurement
concentration index proposed by this study overcomes some of the limitations related to the
measures used in prior literature. Future research should apply this measure in different

contexts to check for its external validity. Further, this study adopts three empirical measures
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for individual p%:‘rfonnances. They appear to capture different aspects of performance. Future
. research shouldiCope with the relevant problem of operationalizing performance at different
. organizational Iif:ve] and within different empirical setting. Third, this study focuses on two
~ incentives chara%cteristics. The literature on performance measurement emphasizes a broad
. spectrum of eler{nents mvolved in the incentive systems design. Because of data-constrained
my empirical research cannot investigate the effect of group-based multipliers on individual

behavior and performance. Yet, future research should study different empirical settings to
examine this and other incentive characteristics. Finally, my empirical findings reveal that
personal attributes play a fundamental role in the behavioral responses to incentive systems

~and they are highly correlated with individual performance. Performance measurement and

incentive system research should benefit from the inclusion in the theoretical and empirical

“models of the,i concept of model of man. Further research should improve the
operationalization of this concept.

l
!
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Appendix 1A, Digclosure Index Scoring Sheet and Procedure (Adapted from Botosan, The Accounting

Review, Volume 7.%, No. 3, July 1997)
:

Disclosure Index Scoring Sheet

Company Name: |

‘| Year end: .

Background Information:

Qualitative

Quantitative

a.A statement of corporate goals or objectives is
provided.

‘I b.A general statement of corporate strategy is provided.

I] c.Actions taken durliiig the year to achieve the corporate
poal are discussed.

d.Planned actions to'be taken in future years are
discussed.

I| e.A time frame for achieving corporate goals is
provided.

f.Barriers to entry are discussed.

g.Impact of barriers to entry on current profits is
discussed.

' h.Impact of barriers'to entry on future profits is
discussed.

i.The competitive environment is discussed.

j-The impact of competition on current profits is
discussed.

k.The impact of competition on future profits is
discussed.

1.A general description of the business is provided.

m.The principal products/services produced are identified.

n.Specific characteristics of these products/services are described.

0.The principal markets are identified.

p.Specific characteristics of these markels are described.

Summary of historical results:

3 or more
years

fewer than 3
years

a.Return-on-assets or ROl is provided.

b.Return on sales (ROS) is provided.

c.Asset turnover is provided.

d.Return-on-equity is provided.

I
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Yes

e.A summary of sales for at least the most recent 3 years is provided

£.A summary of net income for at least the most recent 3 years is provided.

| 2. EPS is provided

h.(Detailed) information about how EPS is calculated is provided

Segment information:

For each line of business segment.

Amount

a.Qperating income

b.Total assets

c.Capital expenditure

d.Sales

For each geographical segment:

Amount

e..Operating income

f. Total assets

g.Capilal expenditure

h.Sales

Key non-financial statistics

Amount

a.Average compensation per employee.

b.average age of key employees

c.Market share for the main products/services

d.Unils sold for the main products/services

e.Unit selling price for the main products/services

f.Growth in units sold for the main products/services

g Break-even sales for the main products/services

Projected information:

Qualitative

Quanltitative

a.A comparison of previous earnings projections 1o
actual earnings 1s provided.

b.A comparison of previous sales projections to actual
sales is provided.

¢.The unpact of opportunities available to the firm on
future sales or profits is discussed.

d.The impact of risks facing the firm on future sales or
profits is discussed.

e.A forecast of market share is provided,

f.A cash flow projection is provided.

£ A projection of capital expenditures is provided.

h.A projection of R&D expenditures is provided.

161



L Qualit. | Quant. | Main
[ segm.
1. A projection of future earnings is provided.
1. A projection of future sales is provided. ,
Management discussion and analysis: Qual, Qual. | Quant.
(explanations for changes must be provided) (Total (Main
‘ E. group) | segm.)
'} a.Change in sales. |
b.Change in operaling income.
E - Qual. Quant.

¢.Change in cost ofigoods sold.

d.Change in cost ofigoods sold as a percentage of sales.

| e.Change in gross profit. '
f.Change in gross profit as a percentage of sales.

| g.Change in sellingland administrative expenses.

1 h.Change in interesi expense or interest income.

i.Change in net income, '

i.Change in inventory.

k.Change in accounts receivable.

1.Change in capital expenditures or R&D.

m.Change in market share.

Disclosure Index Sc‘nring Procedures
Background Information:

; Corporare goals: |
One point is awardt’!d if the annual report includes a statement of the corporate goal or mission. One additional
point is awarded if the goal is stated in quantitative terms, e.g. ROE of X %. Maximum points = 2.0

| Statement of business strategy.

One point is awardied if the annual report includes a general statement of _cofporate strategy. One point is
awarded if specific lactions taken during the current year are outliﬁed and one additional point 1s given if this
includes quantitative information. One point is given if the annual report outlines specific actions to be taken in
future years and one additional point is given if this includes quantitative information. One point is awarded if

 the annual report gives a time frame for attaining the corporate goal. Maximum points = 6.0
Competition: !

. One point is awarded if the annual report discusses barriers 10 entry. One point is awarded if the report discusses
the impact of these on current profits and an additional point is given if the impact is quantified. One point is
awarded if the annual report discusses the impact of barmiers to entry on fulm;e firm profits and an additional

"point is given if tlili_s impact is quantified. One point is awarded if the report discusses the intensity of
competition. One p(:)int is awarded if the impact of this on current firm profits is discussed and an additional
_point is given if thisiimpact is quantified. One point is awarded if the report discusses the impact of competition
on future firm profits and one additional point is given if this impact is quantified. Maximum points = 10.0
Description of the bzll_:siness:

Qne point is awardfcd if the annual report gives a general description of the companies business activities.
Maximum points = 1.0

- Principal products/services:
i
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One point is awarded it the annual report lists the principal products/services produced. One point is awarded if
the characteristics of these products are described and an additional point is given if the description includes
specific, quantified information. e.g. Our machine can produce widgets 5 times faster than the competitors’
similar machines. Maximum points = 3.0.

Principal markets:

One point is awarded if the report lists the principal markets that buy the firm’s products. One additional point is
awarded if this is quantified. e.g. % of sales to each market. One point 1s awarded if the annual report describes
these markets and one additional point ts given if this description is quantified. e.g, the size of the heavy duty
truck market in 1989 was X units. Maximum points = 4.0

Summary of historical resuits:

One point is awarded if return-on-assets or ROI for 2 or fewer years is given. One additional point is awarded if
return-on-assets or RO! for 3 or more yeérs is provided. One point is awarded if ROS for 2 or fewer years is
given and one additional point is given if ROS for 3 or more years is provided, One point is awarded if asset
turnover for 2 or fewer years is provided. One additional point is awarded if asset turnover for 3 or more years is
provided. Since any two of ROA/ROI, ROS or asset turnover 15 sufficient to compute the third, companies may
only earn point for two of the three if all three are presented. One point is awarded if return-on-equity for 2 or
fewer years is provided and one additional point is awarded if return-on-equity for 3 or more yvears is available.
One point is awarded if a summary of sales for at least the most recent 3 years is available. One point is awarded
if a summary of net income for at least the most recent 3 years is available. One point is awarded if EPS is
provided. One point is awarded if detailed information on how EPS was calculated is provided (e.g., “‘earnings”
used, number of shares considered, elc.). Maximum points = 10.

Segment information:

Line of business segments

One point i1s awarded if operating income is reported- for each line of business segment. One additional point is
awarded if total assets are reported for each line of business segment. One additional point is awarded if capital
expenditure is reported for each line of business segment. One additional peint is awarded if sales are reported
for each line of business segment. Maximum points = 4.

Geographical segments

One point is awarded if operating income is reported for each geographical segment. One additional point is
awarded if total assets are reported for each geographical segment. One additional point is awarded if capital
expenditure is reported for each geographical segment. One additional point is awarded if sales are reported for
each geographical segment. Maximum points = 4.

Key non-financial statistics:

Two points are awarded for each of the 7 items listed. In some instances firms may provide one item more than
once. For example, several market share figures may be present if the firm operates in more than one line of
business. Only the first instance of disclosure is counted. Maximum points = 14.0

Projected information:

Comparison of last vear forecast to actual:

One point is awarded if the annual report includes a comparison of a prior earnings projections to this years

actual. One additional point is given if this comparison is quantified. One point is awarded if the annual report
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|
includes a comparison of a prior sales projections to this years actual. One additional point is given if this
comparison is quantified. Maximum poimts = 4.0
Anticipated impact'of opportunities and for risks:
Two points are awarded if the report discusses the profit or sales implications of opportunities available to the

firm. One additional point is given if these implications are quantified. Two points are awarded if the report

~ discusses the proﬁll or sales implications of risks facing the firm. One additional point is given if these

" implications are quantified. Maximum points = 6.0

Projected market share:

Two points are awarded if the annual report includes a forecast of future market share and one additional point
is given if this is q‘u:antiﬁed.‘ Maximum points = 3.0

Projected cash ﬂov.il.'

Two points are given if the firm provides a discussion of future cash flow requirements and how they will be

" met. One additional point is given if these requiremenis are quantified. Maximum points = 3.0

- Projected capital and/or research and development expenditures:

. Two points are given if the annual report includes a discussion of future capital expenditures other than those

already committed to. One additional point is given if the amount of planned capital expenditures is given. Two
points are given if the annual report includes a discussion of future expenditures on research and development.

One additional poi1nt 15 give in the amount of planned research and development expenditures is given.

. Maximum points = b.()

|
- Earnings and/or sales projections:

Two points are given if the firm provides a earnings projection and one additional poini is given if the projection
is a point estimate. One additional point is also assigned if the projection is provided for main segments. Two
points are given if t‘he firm provides a sales projection and one additional point is given if the projection is a

point estimate. One ;d'ddmc)nal point is also assigned if the projection is provided for main segments,

. | . .
- Management discussion and analysis:

One point is awarded for each item (13 items total) discussed if reasons for the change is given. One additional

- point per item is given if the explanation includes quantitative data. e.g. market share increased 5% over last

| year. Maximum points = 26.0

The procedure is the same except for sales and operating income. For these two items a firm'is given only half
i

. of the points otherwise available if the report discusses the change in consolidated sales (or operating profit) and

|

does not discuss thelchange at least for main segments (in a manner consistent with the breakdown provided in

their segmented disclosure, if any).
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Appendix 2A. QUESTIONNAIRE

L.

[

[n your subsidiary, do you use a performance measurement system to formally report performance results to
the headquarters on a regular basis (hereafter called central PMS)?

= Yes

= No

Design and implementation of the performance measurement system were
» Imposed by the headquarters
= [mitiated by the headquarters and shared with the subsidiary’s management
* [nitiated by the subsidiary and approved by the headquarters
*  Auntonomously managed by the subsidiary

Among the following, which performance measures are included in the central PMS?
= Financial measures (e.g. Sales, RO, etc.);
*  Customers-related measures (e.g. Customer Satisfaction, Market share, etc.);
* Innovation-related measures (e.g. New product development rate, People training and
education tndicators, etc.); ’
* Process-related measures (e.g. Quality indicators, Productivity, etc.).

On a regular basis, do you use a locally-developed performance measurement system (hereafter called local
PMS) different from that used to report to the headquarters?

" Yes ‘

= No

Your local PMS difter from the central PMS regarding with:
= Iis content (i.e. it contains additional and different indicators from those reported to the
headquarters).
*  [ts structure (i.e. information articulation and representation).
*  [is content and structure.

The local subsidiary’s management uses the loca! PMS mainly 1o:
*  Communicate and monitor performance results
*  Evaluale and reward performances

Why do you use the locaf PMS on a regular basis, in addition to the central PMS?
(1 means that: The use of the focal PMS in addition to the centrai PMS is absolutely not due to this reasons;
S means that: The use of the Joca/ PMS in addition to the cenfral PMS is mainly due 1o this reasons)

Reasons; 1 2 3 4 5

Different local accounting regulations and practices

Need for more analyticity

Inadequacy of central PMS to support local decision-making
Lack of integrated information systems like Erp

To what extent the measures contained in the Jocal PMS influence the following subsidiary’s decisions?
{1 means that: The influence of the Jocal! PMS on this subsidiary’s decision 1s very low; 5 The influence of
the local PMS on this subsidiary’s decision is very high)

Subsidiary’s strategic decisions 1123 ]|4/|5

Pricing
Market offer (customers)
Market offer {products)

| After Sales-Service
Distribution channel
Capital Budgeting
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Production Planning

Make or Buy,

Supply chain! management

R&D Plannisig and Control

Individual Target Setting

Responsibility-Accounting

Incentive Scheme

Individual Performance Evaluation

Carrier Plansi

- 9. The local subsidiary’s management use the central PMS mainly to:
* Communicate and monitor performance results
=  Evaluale and reward performances

- 10. To what extent the measures contained in the central PMS influence the following subsidiary’s decisions?
(1 means that: The influence of the ceptral PMS on this subsidiary’s decision is very low; § The influence

of the central PMS on this subsidiary’s decision is very high)

Subsidiary’s!s’trategic decisions

Pricing |

Market offer (customers)

Market offer (products)

After Sales-Séivice

Distribution channel

Capital Budgeting

Production Planning

Make or Buy |

Supply chain management

R&D Planning and Control

Individual Target Setting

Responsibility: Accounting

Incentive Schéine

Individual Performance Evaluation

Carrier Plans |

I

1
11, To what extent o the following characteristics mark subsidiary’s competitive environment?
(1 means that: Tlhis characteristic does not describe subsidiary’s competitive environment at all; § This
characteristic describes subsidiary’s competitive environment very well)

Characteristi(!;s_

! - Importance of multinational customers

[mportance of multinational competitors

- Pressure for cost reduction

Universal needs

12. General information about the subsidiary (e.g. number of employees and industry)
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. Appendix 3c. Dataset information

The private dataset Ipiw::'.u'a'ed by the company reports for each STIP the information described in the following
table. The overall 3%} perrod dataset has 18 columns (i.e. types of information) and 7426 rows (i.e. performance

targets). My reaearch paper focuses on the most recent available period (i.e. first semester of 2003). The dataset
used for my resea ch has I8 columns and 2214 rows.

I
Information Description

(i) Nokia ldentification Number Personal identification code of the employee

(i) Start- anél End-date of the incentive

plan STIP period
(iii) Business _Froup Networks, Multimedia, Enterprise Solutions
|
(iv) Business Team Vertical dimension of the organizational structure
' v) Organizafional Unit Functional Department
(vi) Job-gradt'la Organizational position
| (vii) Annual Cash Bonus at target level Annual cash bonus percentage of the salary
: at target level
(viii) Objective,Description - Performance target to achieve
(ix) ObjectiveiWeight Weight put on the performance target
(x) Minimum, Target, and Maximum Extremes of target achievement scale
(xi) Result Actual performance measure
(xil) Score ; Target achievemnent rate for each performance measure
(i) 1 tive! Percentage of weighted target achievement
neen with respect to the annual cash bonus at target level
(xiv) Annual Individual Achievement Overall weighted average target achievement
l v . -
(xv) Business Team Multiplier Business Group multiplier
(xvi) Annual lllldividual Adjusted Annual Individual Achievement
Achievement weighted by the Business Team Multiplier
(xvii) Payable i Annual Individual Adjusted Achievement
¥ | weighted by the number of days included in the STIP
o (xviil) i‘::::b];:-ne Manager Identification Personal identification code of the target setter
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Appendix 3D. The questionnaire instrument

CONFIDENTIALITY:
Results will be reported at an aggregate level so that it will be impossible to identify individual respondents.

GETTING STARTED:

This is a very short questionnaire. Completing it takes about 7 minutes. In all questions you will simply be
asked to express your opinion on a statement, There are no “right” or “wrong” answers to any of the questions
asked. It is very important that you answer every single question.

Once you start answering, you are required to finish filling in the questionnaire.
Thank you very much for your collaboration!
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L ell Below
verage

overall performance?

-'én;"

2. In order to ﬁn& ‘out for yourself how well you
personally are performing in your present job,
how frequently do you 1 2 3 4 3 6 7

observe what performance behaviours your superiors
reward and use this.as feedback on your own
performance?

compare yourself '\yith employees at your level in the-
organization?

pay attention to hc')w. your superiors act towards you in
order to understand how they perceive and evaluate
your performance? | '

lJ .
observe the characteristics of employees rewarded by
superiors and use this information?

seek information from your colleagues about your
work performance? -

seek feedback frmh your superiors about your work
performance?

a e ek
er

Neith

False
3. Please, indicatei your opinion with regard to the nor True
following statements. 1 2 3 4 5 6 7

For me, this is one
which to work.

of the best of all organizations for

1 am proud to tell others that [ am part of this
organization

I usually agree witlh‘ this organization’s policies on
important personnel matters,

1 talk up this organ!ifzation to my friends as a good
organization to work for.

I care about the fate of this organization.

1 . .
I find that my values and the organization’s values are
similar, ‘

I am glad I chose this organization to work for over
others | was considering at the time | joined.

. . . do . .
This organization inspires the best in me in the way of
job performance.

I am willing to put!‘in great deal of effort beyond that
normally expected in order to help this organization
be successful.
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4. How frequently do you feet as follows?

[ have enough time to complete my job.

I feel certain about how much authority [ have,

[ perform tasks that are too easy or boring.

t have clear, planned goals and objectives for my job.

I have to do things that should be done differently.

Lack of policies and guidelines to help me.

I am able to act the same regardless of the group [ am
with.

I am corrected or rewarded when [ really don’t expect
it ‘

[ work under incompatible policies and guidelines.

I know that | have divided my time properly.

[ receive an assignment without the manpower to
complete it.

I know what my responsibilities are.

I have to buck a rule or policy in order to carry out an
assignment.

[ have to “feel my way™ in performing my duties.

I receive assignments which are within my training
and capability.

I feel certain how 1 will be evaluated for a raise or
promotion.

I have just the right amount of work to do.

[ know | have divided my time properly.

I work with two or more groups who operate quite
differently.

I know exactly what is expected of me.

[ receive incompatible requests from two or more
people.

I am uncertain as to how my job is linked.

I do things that are apt to be accepted by one person
and not accepted by others.

L RN
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N Lt . .
1 receive an assignment without adequate resources and materials to
execute It.

Explanation is clear on what has to be done.

i
I .
1 work on unnecessary thing.

" 11 have to wark under vague directives or orders.

|
I perform work that suites my values.

| Ll 2 L QUESTIO - \
5. Ask yourself: How satisfied am [ with this Not Satisfied Extremely
aspect : Satisfied Satisfied

of my job? | , 1 2 3 4 5 6 7
; , .
Being able 1o kecé busy all the time.

|
The chance to wor'k alone on the job.

The chance to do gifferent things from time to time.

The chance to be ‘{so‘mebody” in the community.

The way my boss handles his/her workers.

. 1
The competence of my supervisor in making
decisions.

R i, . .
Being able to do things that don't go against my
conscience.

i
!

The way my job provides for steady employment.

The chance to do things for other people.

The chance to tell people what to do.

The chance to do stomething that makes use of my
abilities,

The way company policies are put into practice.

|
My pay and the amount of work I do.

The chances for adlvancemem on this job.

The freedom to use my own judgment.
\
. 1The chance to try n:'ly own methods of doing the job.

The working conditions.

The way my co-workers get along with each other.

i & ey e mnkem v
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The praise [ get for doing a good job.

The feeling of accomplishment { get from the job.

Please, before pressing the key "Submit"; control that all the answer are compiled, .
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Appendix 3E. Operationalization

Construct

‘ Variable

Measure

Instrument

Incentive systems

|

l Measurement
diversity

|
|
|

Subjectivity

Concentration index of weights on
different perspectives (MCI)
Number of measures inciuded in the
incentive plan (NMEAS)

Weights on performance measures
assessed subjectively (SUBJ)

Number of subjective performance
measures included in the incentive plan
{NSUBD)

Archival data (STIP
dataset)

Archival data (STIP
dataset)

Organizational
stress

Role conflict

|
i
i
!
|
!
|

One 15-item question (see odd items in
question 4, Appendix 3B) (ROLCON}

One 15-item queslion (see even items in
question 4, Appendix 3B) (ROLCLA)

Rizzo, House, and
Lirtzman (1970)

Rizzo, House, and
Lirtzman (1970)

Self-regulatory
behavior

behavior through
inquiry

N
Feedback-seeking

.behavior through
inquiry
|

One 2-item question (see last two items
in question 2, Appendix 3B} (FSBINQ)

One 4-item question (see first four items
in question 2, Appendix 3B) (FSBMON)

Ashford (1986)

Ashford (1986)

Model-of-man

iValue commitment

One 9-item question (see question 3,
Appendix 3B} (VALCOM)

Mayer and
Schoorman (1992)

Individual
‘performance

!
‘lSelf-reponecl
performance

Job-satisfaction
pbjective
performance

|

One item question (see question 1,
Appendix B) (SPERF)

One 20-item question (see question 3,
Appendix 3B) (JOBSAT)

Weighted target achievement score
(WINPERF)

Mahoney, Jerdee
and Carroll (1963)

Minnesota
Satisfaction
Questionnaire

Archival Data
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