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Abstract 

We examine whether family owners exploit internal control weaknesses for entrenchment purposes and 

whether the public disclosure requirement under SOX 404 helps alleviate this entrenchment. We find 

supportive evidence for both questions. In the initial years of SOX 404 implementation (2004 and 2005), 

ineffective internal control in family CEO firms is more conducive to entrenchment – measured by the 

occurrence of misstatements, frauds, and related party transactions – than ineffective internal control in 

nonfamily firms is. With the public disclosure requirement of SOX 404 in place, family CEO firms are more 

likely to remediate internal control weaknesses, and the resulting improvement in internal control in family 

CEO firms has significantly reduced family entrenchment. Our findings provide new evidence on the dynamics 

of family entrenchment in the U.S. and shed light on a key benefit of public disclosure of internal control 

quality. 
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Introduction 

Family firms are a common organizational form in the U.S., representing more than 40% of the S&P 1500 

firms (Chen et al. 2008). Compared with nonfamily firms, family firms generally experience less conflict of 

interest between managers and shareholders but more conflict of interest between family owners and minority 

shareholders (e.g., Chen et al. 2013; Fama and Jensen 1983; Morck et al. 1988; Shleifer and Vishny 1997). 

While the former leads to better incentive alignment, the latter leads to family entrenchment.1 Prior studies on 

U.S. family firms document that family firms are associated with higher valuation and better earnings quality, 

consistent with the argument that the benefits of incentive alignment dominate the costs of potential family 

entrenchment (e.g., Ali et al. 2007; Anderson and Reeb 2003; Villalonga and Amit 2006; Wang 2006). 

Anderson et al. (2009), however, document that the valuation premium of family ownership exists only in 

family firms with a more transparent information environment, and that other family firms suffer significant 

valuation discounts compared with nonfamily firms. Anderson et al. interpret their findings as disclosure 

transparency facilitating the monitoring by outside investors, which curbs family entrenchment. While opacity 

can hide potential family entrenchment from outside investors, a more fundamental question is how 

internal mechanisms first fail to limit and detect family entrenchment. 

Our paper addresses this question by examining whether the quality of internal control is associated with 

entrenchment activities in family firms. We focus on internal control for three reasons. First, internal control is 

the internal mechanism that directly detects and deters value-destroying entrenchment activities, such as asset 

expropriation and earnings manipulation (PCAOB Auditing Standard AS 5, PCAOB 2007). Effective internal 

control can prevent family owners from overriding or circumventing the control and pose obstacles to family 

entrenchment through control policies, procedures, and internal audit functions.2 In contrast, weak internal 

control provides opportunities and loopholes that influential family owners can exploit with little risk of 

detection by minority shareholders. Second, besides management’s own assessment, external auditors are 

required to evaluate the company’s internal control quality, which results in a more objective and reliable 

assessment of this quality (Carnes et al. 2018). Consistent with this notion, prior studies have documented that 

internal control quality is positively associated with earnings quality and internal information environment 

(e.g., Doyle et al. 2007a; Feng et al. 2009). Finally, the public disclosure of internal control quality after SOX 

provides us with a setting in which to investigate how this disclosure affects family firms’ internal control 

quality and the associated entrenchment activities. 

We examine whether weak internal control in family firms, compared with nonfamily firms, is associated with 

more negative consequences due to family owners’ entrenchment. The negative consequences we study include 

misstatements and frauds (to capture earnings manipulation) and related party transactions (to capture asset 

expropriation). Under the family entrenchment argument, family owners have incentives to exploit the 

opportunities created by internal control material weaknesses (ICMWs) to entrench. In addition, compared with 

managers in nonfamily firms, family owners often wield greater power over firm operation,3 which enables 

them to take advantage of ICMWs for entrenchment activities. This leads to more negative consequences from 

ICMWs in family firms than in nonfamily firms. In contrast, under the incentive alignment argument, family 

owners are undiversified long-term investors who are motivated to maximize the long-term value of their firms 

(e.g., Chen et al. 2013; Wang 2006) and thus do not have incentives to entrench. Moreover, family owners have 

strong incentives to monitor and discipline nonfamily managers of family firms to prevent them from 

exploiting ICMWs to maximize their own interests. Under this line of argument, ICMWs are less conducive to 

negative consequences in family firms than in nonfamily firms. 

We then investigate the dynamics of family entrenchment activities after firms are required to publicly disclose 

internal control quality. If ICMWs are more conducive to negative consequences in family firms due to family 

entrenchment, investors can better identify family firms with ineffective internal control and can price protect 

themselves once internal control effectiveness is publicly disclosed. Such price protection is costly to family 

owners, given their large ownership. In order to avoid bearing the costs associated with the price protection, 

                                                           
1 Entrenchment activities extract private benefits for family owners at the expense of firm value and minority 

shareholders (e.g., Anderson et al. 2009). 
2 Please see Section 2.3 for more detailed discussions on how effective internal control can reduce family 

entrenchment. 
3 For example, Chen et al. (2013) find that family owners’ power and control help protect poorly performing 

family CEOs from being fired. 
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family owners will remediate ineffective internal control. Therefore, we expect that after the SOX 404 

implementation, family firms are more likely to remediate ICMWs than nonfamily firms, and that as a result, 

family firms generally experience a reduction in entrenchment activities.4 

Our sample includes S&P 1500 firms for the period 2004–2006. If the entrenchment effect dominates the 

incentive alignment effect among family firms with weak internal control, we expect that ICMWs in family 

firms, compared with ICMWs in nonfamily firms, are more closely associated with misstatements, frauds, and 

related party transactions. Prior studies (e.g., Chen et al. 2008) distinguish family CEO firms, for which 

founders or their descendants serve as CEO, from professional CEO family firms, for which nonfamily 

members serve as CEO, because both the family entrenchment and incentive alignment effects are weaker for 

professional CEO family firms than for family CEO firms. Since we aim to detect family entrenchment or 

incentive alignment in the case of ICMWs, we follow these studies and separately examine family CEO firms 

and professional CEO family firms. 

We first compare the association of ICMWs with misstatements, frauds, and related party transactions between 

family firms and nonfamily firms in the initial years of SOX 404 implementation: 2004 and 2005. ICMWs in 

2004 and 2005 likely reflect the internal control problems prior to the SOX 404 implementation, because 

addressing ICMWs takes time (e.g., Doyle et al. 2007a). We find that, in 2004 and 2005, ICMWs are more 

closely associated with misstatements, frauds, and related party transactions in family CEO firms than in 

nonfamily firms, consistent with the family entrenchment explanation in family firms with weak internal 

control. 

Under the family entrenchment argument, family power will further facilitate family entrenchment through 

weak internal control. Hence, we investigate whether ICMWs are more closely associated with negative 

consequences when family power is higher. We measure family power using the number of family directors. 

We find evidence that corroborates the main finding. 

Next, we find that from the first internal control disclosure year to 2006, family CEO firms are more likely to 

remediate ICMWs than nonfamily firms.5 More importantly, we document that, compared with nonfamily 

firms, the incidence of misstatements declines more for family CEO firms from the first internal control 

disclosure year to 2006, and that the reduction in misstatements in family CEO firms is mainly driven by 

improved internal control. These findings are consistent with the public disclosure of internal control 

effectiveness leading to improved internal control and reduced entrenchment in family CEO firms. 

We conduct the following additional analyses. First, if the family entrenchment story holds, misstatements and 

frauds in family CEO firms should be mainly due to family owners’ entrenchment. As a result, we should 

observe that family CEOs are more likely to be sued than other CEOs when misreporting has been detected. 

Consistent with this, we find that for the AAER cases during our sample period, family CEOs are significantly 

more likely to be sued by the SEC than are CEOs of either nonfamily firms or professional CEO family firms. 

Second, if the family entrenchment story holds, investors should react more negatively to family CEO firms’ 

announcements of ICMWs than to those of nonfamily firms. We find supportive evidence of this. Third, our 

inference regarding family entrenchment for family firms with weak internal control seems to be at odds with 

Ali et al. (2007) and Wang (2006), who show that, among Fortune 500 firms, family firms on average have 

better earnings quality than nonfamily firms. We find that, in our sample, only family firms with effective 

internal control are associated with better earnings quality than nonfamily firms with effective internal control. 

Therefore, while the incentive alignment effect dominates in family firms with effective internal control, the 

family entrenchment effect dominates in the subset of family firms with weak internal control. Lastly, because 

corporate transparency and earnings quality may affect family entrenchment, we also control for these variables 

and their interactions with family firm indicators in our analyses. Our results remain qualitatively similar. 

Our study makes several important contributions. First, it contributes to the family firm literature. Prior studies 

of U.S. family firms have examined how the unique ownership and management structure of family firms affect 

                                                           
4 While nonfamily firms also have incentives to remediate internal control problems once the problems are 

revealed (e.g., Li et al. 2010), family owners likely have stronger incentives to correct internal control 

problems, since family owners directly bear the cost of price protection by minority shareholders. 
5 Accelerated filers are first required to file Section 404 internal control reports for the fiscal year ending on or 

after November 15, 2004. Thus, the first internal control disclosure year is either 2004 or 2005, depending on 

companies’ fiscal year end month. 
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firm performance, valuation, voluntary disclosure, and financial reporting quality (e.g., Ali et al. 2007; 

Anderson and Reeb 2003; Anderson et al. 2003; Chen et al. 2008; Wang 2006). Their findings suggest that in 

the U.S., alleviating conflicts of interest between managers and shareholders in family firms, on average, is 

more important than the potential existence of family entrenchment. Anderson et al. (2009) document that 

corporate opacity is associated with valuation discounts in U.S. family firms, as outside investors cannot 

effectively monitor family owners in the opaque family firms. We focus on a key internal mechanism – internal 

control – that can be influenced by family owners and is directly linked to entrenchment activities. We find that 

family owners appear to take advantage of internal control weaknesses for entrenchment activities. This new 

evidence helps us better understand how family entrenchment can occur within a firm. 

Second, our paper also contributes to the internal control literature. Bardhan et al. (2015) document that 

ICMWs occur more frequently in family firms than in nonfamily firms. Our results extend Bardhan et al. by 

showing not only that family firms are more likely to have ICMWs, but also that family owners exploit ICMWs 

for entrenchment activities in the years 2004 and 2005. In those years, the ICMWs in family firms are 

associated with more severe consequences, including higher incidence of misstatements, frauds, and related 

party transactions. 

In addition, our findings suggest that, because of scrutiny from investors, family owners reduce their 

exploitation once ICMWs must be credibly and publicly disclosed. Therefore, public disclosure of internal 

control effectiveness under SOX 404 helps resolve the conflict of interest between family owners and minority 

shareholders. While previous studies have investigated whether effective internal control serves shareholders’ 

interests in general and have found mixed evidence (e.g., Ashbaugh-Skaife et al. 2008; Ogneva et al. 2007), our 

finding suggests a previously unidentified benefit of Section 404. 

 

Literature review and hypothesis development 

 

2.1 Prior literature on family firms 

Extant literature finds that, as in the rest of the world, family firms are common in the U.S. (e.g., Anderson and 

Reeb 2003; Chen et al. 2008). In our sample of S&P 1500 firms, approximately 42% are family firms. On 

average, founding families in family firms hold 16% of equity, 22% of director positions, and 57% of CEO 

positions.6 7 

Given their unique and influential positions within their firms, family owners significantly impact agency 

conflicts. On the one hand, family firms are associated with less conflict of interest between managers and 

shareholders. Family owners either act as managers themselves or are actively involved in running the firm by 

sitting on the board of directors. The classical agency conflicts between managers and shareholders, as a result, 

are alleviated in family firms (e.g., Chen et al. 2013; Wang 2006). The incentive alignment has a positive 

implication for family firms’ performance and valuation, since agency conflicts between managers and 

shareholders tend to erode firm value. 

On the other hand, family firms are also characterized by conflicts of interest between dominant and minority 

shareholders. Family owners’ dominant control positions provide them with opportunities to extract private 

benefits of control, potentially at the expense of firm value (i.e., family entrenchment) (e.g., Chen et al. 2013; 

Anderson et al. 2009; Shleifer and Vishny 1997). Family entrenchment can take many forms. Family owners 

                                                           
6 These statistics are comparable to studies that also use S&P 1500 firms (e.g., Chen et al. 2008, 2013). The 

percentage of family firms is higher than in studies that examine only S&P 500 or Fortune 500 firms (e.g., Ali 

et al. 2007; Wang 2006) because the proportion of family firms is greater among S&P 400 firms and S&P 600 

firms than among S&P 500 firms. 
7 Compared to other shareholders with concentrated holdings (such as institutional investors), founding 

families are likely more influential within the firm because they are represented on boards of directors and 

usually hold top management positions (Anderson and Reeb 2003). Their influence is further enhanced 

because family owners are closely tied to the firm through their long-term investment and less diversified 

portfolios. 
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may pursue certain goals that deviate from firm value maximization. For example, family owners may be keen 

on maintaining family control, growing the company, investing in high technology, or consistently meeting 

analyst forecasts (Shleifer and Vishny 1997). To achieve these goals, family owners may resort to earnings 

manipulation. For instance, they may manipulate earnings upward to hide deteriorating performance in order to 

avoid stock price decreases and loss of control. They may also directly expropriate company assets by, for 

example, requesting that the firm purchase goods and services for their personal use, borrowing money at very 

low or no interest, or enjoying perquisites. Family entrenchment has a negative implication for firm 

performance and valuation. 

Prior studies on U.S. family firms provide evidence that is generally consistent with the incentive alignment 

between managers and shareholders dominating potential family entrenchment. For example, Anderson and 

Reeb (2003) find that, among S&P 500 firms, family firms perform better than nonfamily firms when ROA and 

Tobin’s Q are used as performance measures. Ali et al. (2007) and Wang (2006) find that, among Fortune 500 

firms, family firms have better earnings quality than nonfamily firms, when earnings quality is measured by the 

magnitude of abnormal accruals, earnings persistence, and earnings response coefficients. 

Anderson et al. (2009), however, find that family entrenchment can dominate incentive alignment for opaque 

family firms. They investigate the valuation of the largest 2000 industrial firms in the U.S. and find that the 

valuation premium enjoyed by family firms decreases with opacity. Opaque family firms are valued at a 

discount compared to opaque nonfamily firms. This is consistent with opacity hiding potential family 

expropriation from outside investors. 

What remains unanswered is how internal mechanisms first fail to limit and detect family entrenchment. Do 

family members take advantage of weak internal control to engage in entrenchment activities? We focus on 

internal control because it is the internal mechanism that directly deters and detects asset expropriation and 

earnings manipulation. Investigating the role of internal control in family entrenchment is thus critical to 

gaining a better understanding of how internal mechanisms fail to limit family entrenchment. 

 

2.2 Prior literature on internal control 

Before SOX, public companies were required to maintain internal control that facilitates GAAP-based financial 

reporting and protects company assets (Foreign Corrupt Practices Act, U.S. Congress 1977), but they were 

generally not required to evaluate and publicly disclose internal control effectiveness. Triggered by a series of 

profound accounting scandals, Section 404 of SOX, for the first time, requires companies and auditors to report 

on the effectiveness of internal control over financial reporting every year. A company’s internal control is 

considered effective if no material weaknesses exist.8 

SOX Section 404 has been very controversial because establishing, documenting, and maintaining effective 

internal control can be very costly, particularly for small and medium-sized companies (CRA 

International 2005). The costs of setting up effective internal control include designing an internal control 

system that is tailored to the business and complexity of the firm, setting up an IT system, evaluating the 

control system’s effectiveness, enhancing control consciousness from the top down, and hiring more personnel 

to implement control procedures and activities. Prior studies (e.g., Engel et al. 2007; Gao et al. 2009) show that 

some firms choose to go private or limit their public float in order to avoid the compliance cost of Section 404. 

Companies with effective internal control instill the right tone at the top, design policies and control procedures 

to protect company assets and mitigate misstatement risks, and closely monitor the internal control and 

financial reporting process. Consistent with this, prior studies find that internal control effectiveness is 

negatively associated with restatements and insider trading profitability, suggesting that effective internal 

control helps companies prepare financial reports in accordance with GAAP and reduces the rent-seeking 

activities of managers (e.g., Doyle et al. 2007; Nagy 2010; Skaife et al. 2013). However, there has been no 

evidence linking internal control quality with family entrenchment. 

Bardhan et al. (2015) investigate the potential influence of family owners on internal control quality and 

document that ICMWs occur more frequently in family firms than in nonfamily firms. While this is suggestive 

                                                           
8 A material weakness exists if it is “reasonably possible that a material misstatement of the company’s annual 

or interim financial statements will not be prevented or detected on a timely basis” (PCAOB 2007, p. 434). 
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of family entrenchment, it is also consistent with the families’ close involvement in the firm serving as a 

substitute for internal control. That is, family owners may believe that their firms can invest less in internal 

control mechanisms and instead rely on their own active involvement and control, particularly given that 

establishing and maintaining effective internal control is very costly. Therefore, directly linking weak internal 

control in family firms to entrenchment activities provides more conclusive evidence that family owners engage 

in entrenchment activities by exploiting weak internal control. 

 

2.3 Internal control in family firms 

Family owners tend to have strong influence over employees, management, and the board of directors. Such 

influence may enable family owners to circumvent or override internal control, potentially making internal 

control useless in limiting family entrenchment. We, however, expect effective internal control to constrain 

family owners’ influence and pose significant obstacles to family entrenchment for the following reasons. 

First, multiple internal control policies and procedures, such as segregation of duties and whistle-blower 

programs, are designed to address overrides from the top. With segregation of duties, for example, 

authorizations and responsibilities are specified and allocated to employees with different functions and at 

different hierarchical levels. As a result, an entrenchment activity will inevitably involve multiple employees. 

For instance, a purchasing transaction for a family’s own use has to be approved by the purchasing department 

head, executed by the purchasing staff, paid by the finance department, recorded by the accounting department, 

and checked by the internal audit. While family owners can exert influence over the involved employees, the 

employees may not cooperate due to the concerns about their own reputations and careers.9 As long as some 

employees do not want to cooperate, it is difficult for the entrenchment activity to proceed. Furthermore, some 

employees may report the potential entrenchment activity to the board through a whistle-blower 

program.10 Therefore, the involvement of multiple employees at different functions and levels poses obstacles 

for entrenchment and increases the chance of detection. 

Second, the internal audit, as a component of internal control, adds another layer of deterrence to family 

entrenchment. Internal audit is a relatively independent unit within the firm, and it provides third-party, day-to-

day monitoring of the firm’s operation (Prawitt et al. 2009). Internal auditors regularly review and verify the 

firm’s transactions and reporting, and the director of internal audit reports directly to the audit committee rather 

than to the CEO. Prior behavioral research also documents that the internal audit function has a deterrence 

effect on earnings manipulation activities in a firm, and internal auditors are sensitive to the risk of such 

activities (Schneider and Wilner 1990; Asare et al. 2008). Consistent with this, the work of internal auditors led 

to the discovery of the frauds by the founder and CEO of WorldCom. 

Finally, SOX 404 requires auditors to follow extensive internal control audit procedures to assess internal 

control quality (AS 5, PCAOB 2007; Kinney and Shepardson 2011). AS 5 requires auditors to have a clear 

understanding of the entity-level internal control, such as the tone at the top, the governance structures, and the 

control procedures.11 A problematic tone at the top, or management override, is one of the first things auditors 

think about during their risk assessment (AS 2110.69). Auditors also actively look for evidence of override 

during the whole audit process by interviewing people with different functions, such as those from plant, 

production, and sales, in addition to those from the accounting or finance departments. If auditors find evidence 

of management override, it is regarded as an entity-level internal control weakness. Furthermore, if auditors do 

not think that the management override presents a risk, they need to document why. This documentation is for 

internal reviews at audit firms and inspections by PCAOB.12 

                                                           
9 Employees who assist in entrenchment and violate internal control bear the costs related to any wrongdoings, potentially 

losing their jobs, harming their reputations, and even suffering legal consequences. 
10 For example, forWorldCom, the whistleblower Cynthia Cooper, VP of internal audit, and her team brought the 

wrongdoings of the company’s founder and CEO to light. The team decided to investigate the anomalies in the company’s 

accounting. They met behind closed doors for many hours, gathered evidence, and worked their way up the chain of 

command. This example suggests that whistle-blowing is possible even in cases of powerful family CEOs. 
11 Our discussions related to auditors are based on interviews with three audit partners from two Big 4 audit firms and one 

large national non-Big 4 audit firm. 
12 Prior studies have shown that the PCAOB’s inspection and potential sanctions provide audit firms with strong incentives 

to improve audit quality, including the quality of the internal control audit (Abbott et al. 2013; Nagy 2014; DeFond and 
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In summary, while family owners may try to override internal control, the action of overriding internal control 

itself renders the internal control ineffective. Effective internal control can reduce family entrenchment through 

the establishment of proper culture (e.g., setting the “tone at the top”), through the design and implementation 

of control policies and procedures (including segregation of duties and whistle-blower programs), and through 

close monitoring of the internal control process by both internal and external auditors. While effective internal 

control cannot completely rule out the risk of family owners’ override and entrenchment, it can detect and limit 

family entrenchment more than ineffective internal control can. 

Prior studies provide some evidence that other internal mechanisms, such as strong corporate governance, 

reduce family entrenchment (Anderson and Reeb 2004). However, compared with corporate governance, 

internal control represents a more direct defense against entrenchment activities by family owners.13 Moreover, 

internal control complements other governance mechanisms. For example, independent directors must rely on 

internal control processes to curb family entrenchment activities such as improper transactions and reporting, 

because independent directors can only monitor management at a broader level. In addition, the quality of 

corporate governance is not evaluated by an independent third party. Researchers must rely on proxies to 

capture the governance quality, and the underlying construct is sometimes unclear. For example, the percentage 

of independent directors has been widely used to measure governance quality. However, Armstrong et al. 

(2014) argue that independent directors are less familiar with companies’ operation and may not be able to 

effectively monitor management. In contrast, companies need to evaluate their internal control quality, and 

external auditors need to attest to managers’ assessment following SOX, which results in a more objective and 

reliable evaluation of the company’s internal control quality (Carnes et al. 2018). Therefore, we believe that 

focusing on internal control provides new insights on how internal mechanisms curb the entrenchment activities 

of family owners. 

 

2.4 Hypothesis development – The association between internal control weaknesses and entrenchment 

We develop our predictions of the association between internal control weaknesses and entrenchment based on 

the unique conflict of interest in family firms, as discussed in Section 2.1, and its implication for family 

entrenchment. 

We first focus on the potential conflict of interest between family owners and minority shareholders in family 

firms. Under this view, families have incentives to engage in entrenchment activities, such as asset 

expropriation and earnings manipulation, because they can benefit the families at the expense of other 

shareholders. Earnings manipulation also reduces the transparency of external financial reporting, which 

enables family owners to hide their entrenchment activities and prevents outside investors from detecting such 

activities. If a family firm has effective internal control, even family owners who have strong incentives to 

entrench may not be able to do so, since effective internal control limits the entrenchment opportunities of 

family owners, as discussed earlier. However, if a family firm has ineffective internal control, the weak control 

leaves loopholes that family owners can exploit with little risk of detection by minority shareholders and 

independent directors.14 Moreover, the family owners’ strong influence over the firm can enable them to exploit 

                                                           
Lennox 2017). Litigation and reputation concerns further ensure that auditors follow professional standards and maintain 

objectivity when assessing companies’ internal control quality. 
13 As discussed earlier, internal control procedures and mechanisms are the safeguards that limit improper transactions and 

reporting on an ongoing basis. In contrast, directors are not directly involved in day-to-day operations of the company and 

thus may not be able to monitor managers closely. 
14 There are several well-known cases where family owners took advantage of poor internal control to entrench. John 

Rigas, the founder and CEO of Adelphia Corp., together with other family members, misappropriated company funds for 

purchases of personal properties; these inappropriate transactions were not approved, checked, or recorded. Hollinger Inc. 

made unjustified business payments to entities controlled by Conrad Black, its founder and CEO; these payments to 

related entities were not properly approved and recorded. Calisto Tanzi, the founder and CEO of the Italian food 

corporation Parmalat, was convicted of fraud for activities that included reporting nonexistent bank accounts. There were 

egregious failings of internal control in this case; for instance, cash reporting was not checked or reviewed by different 

employees. Other examples of family members engaging in aggressive earnings management when there was weak 

internal control include AIG (recorded sham transactions and hid control of subsidiaries to avoid consolidation), NCO 

Group (engaged in aggressive revenue recognition), and OM Group (used fraudulent entries to manage 

earnings and meet targets). 



 

8 

 

 

the internal control weaknesses to a greater extent than managers in nonfamily firms.15 Therefore, the greater 

conflict of interest between family owners and minority shareholders, combined with family members’ strong 

influence in family firms, leads to a stronger association between internal control material weaknesses and 

entrenchment activities in family firms than in nonfamily firms. 

 

Meanwhile, family firms are also characterized by less conflict of interest between managers and shareholders. 

Under this view, family owners are long-term, concentrated, underdiversified shareholders who have incentives 

to maximize long-term firm value (e.g., Chen et al. 2013; Wang 2006). Therefore, family members have 

weaker incentives to exploit ICMWs to engage in entrenchment activities than do managers in nonfamily firms. 

In the cases where managers are from outside the family, family owners have incentives to monitor and 

discipline the managers to prevent them from exploiting ICMWs to maximize their own interests. As a result, 

family members or nonfamily managers in family firms are less likely to exploit weak internal control to 

entrench than are managers in nonfamily firms. In addition, family owners may choose to have ineffective 

internal control if they believe that the interests of managers are aligned with those of shareholders and the 

costs of effective internal control outweigh the benefits. The above arguments lead to a weaker association 

between internal control weaknesses and entrenchment activities in family firms than in nonfamily firms. 

In sum, whether ICMWs are more closely or less closely associated with entrenchment activities in family 

firms than in nonfamily firms is an empirical question. Evidence that ICMWs are more closely associated with 

entrenchment activities in family firms than in nonfamily firms would be consistent with family members’ 

incentives and ability to take advantage of weak internal control to engage in family entrenchment activities. In 

contrast, evidence that ICMWs are less closely associated with entrenchment activities in family firms than in 

nonfamily firms would be consistent with incentive alignment in family firms. Thus, our hypotheses are stated 

as follows: 

 H1a (family entrenchment) ICMWs are more closely associated with entrenchment activities in family 

firms than in nonfamily firms. 

 H1b (incentive alignment) ICMWs are less closely associated with entrenchment activities in family 

firms than in nonfamily firms. 

Family owners can either serve as the CEO of the firm (family CEO firms) or only hold director positions 

(professional CEO family firms). Holding the CEO position strengthens families’ control and increases 

families’ ability to take advantage of internal control weaknesses to entrench. It also allows family CEOs to 

better align the interests of managers with shareholders. Because both family entrenchment and incentive 

alignment effects are likely stronger in family CEO firms, we separately examine family CEO firms and 

professional CEO family firms in order to better detect family entrenchment or incentive alignment in the case 

of ICMWs. 

Further, family owners’ entrenchment through weak internal control likely increases with family power. When 

more family members serve as managers or directors, the family has more influence and is less likely to 

encounter resistance to entrenchment. Therefore, we expect that if family owners exploit weak internal control 

to entrench themselves, then higher family control power will strengthen the association between internal 

control weaknesses and entrenchment in family firms.16 

 

2.5 Public disclosure of internal control quality 

If family owners do take advantage of weak internal control to engage in family entrenchment activities, their 

incentives should change with the public disclosure of internal control quality. Specifically, once firms comply 

with Section 404, internal control effectiveness becomes public information. Public disclosure will enable 

                                                           
15 Family members’ strong influence arises from a combination of factors, including concentrated holdings, top executive 

and director positions, long involvement with the firm, and superior voting rights (Anderson et al. 2009). 
16 One can argue that family control power may be influenced by family entrenchment; more entrenched families may 

have more members involved as managers or directors. Under this argument, our prediction still holds. When interpreting 

the results, one should keep in mind that family control power can be a manifestation of family entrenchment, instead of a 

determinant of family entrenchment. 
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investors to better pinpoint family firms with weak internal control and, potentially, more family entrenchment. 

The investors will thus price protect themselves, leading to lower stock prices for such firms. Due to their 

significant ownership, family owners will bear the costs of the price protection. This is likely to reduce their 

tendency to take advantage of internal control weaknesses for entrenchment purposes.17 

To avoid the price discount, family owners are likely to remediate internal control problems, and, as a result, 

the entrenchment activities by family owners should be significantly reduced. Moreover, such a reduction 

should be largely through the improvement of internal control in family firms.18 

 

3 Sample and descriptive statistics 

3.1 Sample and data 

Chen et al. (2008) and Chen et al. (2013) hand-collect the data on family control and ownership for S&P 1500 

firms. We share their data on family control and ownership over 2004–2005 and use the family firm 

classification in 2005 to proxy for 2006, since the family firm classification is sticky (Ali et al. 2007). This 

leads to 3857 firm-year observations from 2004 to 2006. We then require the observations to have Section 404 

reports from Audit Analytics, resulting in 3789 firm-year observations. Finally, we remove observations 

without the necessary financial data from Compustat, which yields our final sample of 3701 firm-year 

observations. 

Accelerated filers are first required to file Section 404 internal control reports for the fiscal year ending on or 

after November 15, 2004. Thus, the first fiscal year with available internal control reports for accelerated filers 

is either year 2004 or 2005, depending on the companies’ fiscal year end month. Although the SEC issued the 

final rule regarding Section 404 compliance in August 2003, the majority of the firms with internal control 

problems are unlikely to remediate the problems before 2004 due to time and resource constraints.19 Thus, 

Section 404 internal control reports in the initial disclosure years (i.e., 2004 and 2005) likely reflect the internal 

control effectiveness in the prior years as well. We expect internal control quality to evolve over time in 

response to Section 404. 

Consistent with prior research (e.g., Anderson and Reeb 2003; Chen et al. 2008), family firms include “firms in 

which founders or their family members (by either blood or marriage) are key executives, directors, or 

blockholders” (Chen et al. 2008, page 507).20 Among family firms, we further distinguish between family CEO 

firms and professional CEO family firms. Family CEO firms are firms where founders or descendants serve as 

the CEO, and professional CEO family firms are firms where the CEO does not belong to the family. We 

                                                           
17 Before firms publicly disclose the internal control effectiveness, investors likely also price protect themselves. 

However, without public disclosure, it is difficult for investors to distinguish between family firms with and without 

effective internal control, and hence the price protection is shared by all family firms. Even if family firms with effective 

internal control want to communicate their internal control effectiveness to investors before the disclosure requirement, 

they may not be able to do so credibly, because doing so can be very costly, because there are no protocols to follow, and 

because auditors may be reluctant to provide a full internal control certification given the potential litigation risk. The 

disclosure requirement thus helps move a pooling equilibrium to a separating equilibrium. 
18 Examining the change in internal control quality and the potential reduction of family entrenchment after the public 

disclosure of internal control quality also sheds light on the interplay between internal and external monitoring 

mechanisms. Rather than work independently, internal and external monitoring mechanisms can work jointly and 

complement each other to reduce family entrenchment. External parties such as minority shareholders cannot closely 

monitor the daily operation of family firms. However, once internal control quality is publicly disclosed, external monitors 

can pressure family owners to implement effective internal control for the purpose of curbing family entrenchment 
19 For example, in order to establish an internal control system, evaluate its effectiveness, and remediate the weakness in 

the system, firms would have needed to hire more internal auditors around 2003. However, Harrington (2004) observes 

that the limited labor supply made it challenging to secure new internal audit hires during that period, which could have 

significantly delayed the remediation process. Consistent with internal control problems taking time to be remediated, 

prior studies find that many ICMWs existed for several years prior to their initial disclosure (Doyle et al. 2007; Hogan and 

Wilkins 2008). 
20 Following Chen et al. (2008), we also use “an alternative definition of family firms—firms where the members of the 

founding family have an equity ownership of 5% or higher (page 507).” We find results similar to theirs. 
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measure internal control effectiveness using an indicator for material weaknesses, ICMW, which is equal to one 

if a firm-year reports ICMWs in the Section 404 report, and zero otherwise. 

We measure entrenchment activities using financial misstatements, frauds, and related party transactions. We 

choose to examine misstatements and frauds for two reasons. First, entrenchment activities, such as asset 

expropriation and earnings manipulation, may result in financial misstatements and frauds. Second, prior 

studies (e.g., Doyle et al. 2007) have documented consistent evidence that effective internal control helps 

prevent misstatements and frauds. We choose to examine related party transactions because such transactions 

represent direct means for expropriation of firm resources. Prior studies (e.g., Kohlbeck and 

Mayhew 2010, 2017) document that related party transactions are negatively associated with firm valuation and 

future stock returns and positively associated with the likelihood of financial misstatements. As discussed in 

detail in Section 2, effective internal control can deter asset expropriation through related party transactions. 

We collect information on misstatements from Audit Analytics, and information on frauds from the SEC’s 

Accounting and Auditing Enforcement Releases (AAERs) and the internal control report disclosures. As 

mentioned earlier, internal control reports in the initial disclosure years likely reflect the internal control 

effectiveness in the prior years. Since misstatements and frauds occur infrequently, we measure them from year 

t-2 to year t for tests using the initial disclosure years, to increase the power of the tests. Related party 

transaction data is hand-collected and covers 2004.21 

 

3.2 Descriptive statistics 

Table 1 reports descriptive statistics for our sample over 2004–2005, the period we use to test the association 

between ICMWs and entrenchment. Panel A reports descriptive statistics for all firms, family firms, and 

nonfamily firms. Of the 2426 firm-years over 2004–2005, 1019 (42%) are from family firms and 1407 (58%) 

are from nonfamily firms. These statistics are comparable to prior studies (e.g., Chen et al. 2008; Chen et 

al. 2010). The summary statistics reveal that family firms are more likely than nonfamily firms to have 

financial misstatements, related party transactions, and internal control material weaknesses. Regarding firm 

characteristics, the statistics show that family firms are smaller, are less likely to have Big 4 auditors, and have 

higher ROA, faster growth and fewer segments. They are also less likely to engage in restructuring and are 

younger on average. This pattern is similar to prior studies (e.g., Anderson and Reeb 2003; Chen et al. 2008). 

Table 1, Panel B compares the entrenchment variables and firm characteristics between family CEO firms and 

professional CEO family firms. Compared to professional CEO family firms, family CEO firms are more likely 

to have misstatements, related party transactions, and internal control material weaknesses. They are also 

smaller, younger, less likely to have Big 4 auditors, and less likely to engage in restructuring. As in Chen et al. 

(2013), family ownership is significantly higher for family CEO firms than for professional CEO family firms. 

  

                                                           
21 We only have related party transaction data in 2004. We thank Mark Kohlbeck and Brian Mayhew for sharing their 

related party transaction data with us. 



 

11 

 

 

Table 1 Descriptive statistics for the sample over the period 2004–2005 

 

 

Panel A reports the firm characteristics of our sample over the period 2004–2005, consisting of 2426 firm-years from 1424 firms in the 

S&P 1500 index. The last two columns report the two-tailed p values for testing the differences between family and nonfamily firms in 

means and medians, respectively. T-tests (Z-tests) are used to test the difference in means (medians). Note that because data on related 

party transactions is only available for 2004, the statistics for RPT are based on 889 observations in 2004 only 

Panel B reports the firm characteristics of family CEO firms and professional CEO family firms in our sample of S&P 1500 firms for 

the period 2004–2005. The last two columns report the two-tailed p values for testing the differences between family CEO firms and 

professional CEO family firms in means and medians, respectively. T-tests (Z-tests) are used to test the difference in means (medians). 

FOWN is family ownership. Similar to Panel A, the statistics for RPT are based on observations in 2004 only 

Variable definitions: 

MISSTATE = an indicator variable that is equal to one if the firm has misstatements in year t-2 to year t, and zero otherwise; 

FRAUD = an indicator variable that is equal to one if the firm has frauds in year t-2 to year t, and zero otherwise; 

RPT = an indicator variable that is equal to one if the firm has related party transactions in year 2004, and zero otherwise; 

ICMW = an indicator variable that is equal to one if the firm has internal control material weaknesses in year t, and zero otherwise; 

Ln_TA = the natural logarithm of total assets at the end of year t; 

Big4 = an indicator variable that is equal to one if the auditor is a Big 4 auditor, and zero otherwise; 

ROA = return on assets, measured as income before extraordinary items divided by total assets; 

Loss = an indicator variable that is equal to one if the firm has negative net income, and zero otherwise; 

Earn_std = the standard deviation of earnings before extraordinary items over the prior 7 years (requiring at least three non-missing 

observations); 

Growth = sales growth from year t-1 to year t ((sales in year t – sales in year t - 1) / sales in year t - 1); 

Seg_Num = the natural logarithm of the total number of geographic and operating segments in year t; 

Foreign = an indicator variable that is equal to one if the firm has foreign transactions in year t, and zero otherwise; 

Restructuring = an indicator variable that is equal to one if the firm recognizes restructuring charges in year t, and zero otherwise; 

Age = the natural logarithm of the number of years that the firm is covered by CRSP; 

FAMILY = an indicator variable that is equal to one if the firm is a family firm in year t, and zero otherwise; 

FamilyCEO = an indicator variable that is equal to one if the firm is a family firm and a family member serves as the CEO in year t, and 

zero otherwise; 

ProfessionalCEO = an indicator variable that is equal to one if the firm is a family firm and the CEO is not a family member in year t, 

and zero otherwise 
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4 Empirical results 

4.1 The association between ICMWs and entrenchment activities 

This section investigates whether weak internal control is more closely related to entrenchment activities – 

measured by financial misstatements, frauds, and related party transactions – in family firms than in nonfamily 

firms. We conduct this analysis using observations from the initial years of the Section 404 implementation – 

2004 and 2005 – when ICMWs likely reflect the internal control quality prior to the public disclosure 

requirement by Section 404.22 For these sample observations, there are 484 misstatements and 48 frauds. We 

examine related party transactions only in 2004 due to data availability; 389 companies have related party 

transactions that year. We estimate the following regression: 

     (1) 

The variables are defined in Table 1. If there is a stronger association between ICMWs and misstatements, 

frauds, and related party transactions in family CEO firms than in nonfamily firms, the coefficient on 

FamilyCEO × ICMW should be positive. 

ICMWs can be grouped into general and specific material weaknesses. General material weaknesses (general 

ICMWs) are control weaknesses at the company level that “might have a pervasive effect on the achievement 

of many overall objectives of the control criteria” (PCAOB 2004, p. 163), such as tone at the top, company risk 

appetite, and commitment to integrity and ethical value. Specific material weaknesses (specific ICMWs) are 

control weaknesses embedded within particular controls that are “designed to achieve specific objectives of the 

control criteria” (PCAOB 2004, p. 163).23 Doyle et al. (2007) document that low accrual quality is associated 

with general ICMWs but not specific ICMWs. Because family owners are more likely to exert influence at the 

company level and less likely to be involved in specific transactions, we conjecture that they are more likely to 

exploit general ICMWs than specific ICMWs to engage in entrenchment activities. Therefore, we also separate 

ICMWs into general and specific ICMWs and investigate whether general ICMWs have a stronger association 

with entrenchment in family CEO firms than in nonfamily firms. 

We control for factors that may affect firms’ general financial reporting quality and related party transactions, 

such as firm size (Ln_TA), auditor quality (Big4), performance (ROA and Loss), volatility (Earn_std), firm 

growth (Growth), organizational complexity (Seg_Num, Foreign, and Restructuring), and firm age (Age). We 

include industry dummies based on Fama and French (1997) to control for the variation in financial reporting 

quality and related party transactions across industries. We measure the independent variables 

contemporaneously with the dependent variable. 

Table 2 reports the regression results for financial misstatements. The left column presents the results when we 

use the overall ICMWs, and the right column presents the results when we separately examine general and 

specific ICMWs. We find that ICMW, General ICMW, and Specific ICMW are all significantly and positively 

associated with misstatements, consistent with Doyle et al. (2007). When comparing family firms with 

nonfamily firms, we find that the coefficient on FamilyCEO × ICMW is not significant. The coefficient on 

FamilyCEO × General ICMW is significantly positive (two-tailed p value = 0.069), while the coefficient on 

FamilyCEO × Specific ICMW is not significant. The more positive association between general ICMWs and 

misstatements in family CEO firms is consistent with family owners exploiting general ICMWs to engage in 

entrenchment activities, and inconsistent with family owners aligning management incentives with 

shareholders’ interests. The interactions between the professional CEO family firm dummy (ProfessionalCEO) 

and internal control material weakness indicator variables (ICMW, GeneralMW, and SpecificMW) are 

                                                           
22 As presented in Table 1, family CEO firms are more likely to have ICMWs than nonfamily firms in 2004 and 2005 

(13.3% vs. 8.9%). In 2006, however, the incidence of ICMWs decreases significantly, and the difference between family 

CEO firms and nonfamily firms is no longer significant (5.8% vs. 4.2%). 
23 We follow Johnstone et al. (2011) to categorize general vs. specific ICMWs. Johnstone et al. (2011) find that general 

ICMWs (those having pervasive effects on financial reporting) are more difficult to remediate than specific ICMWs (those 

at the account or transaction level). 
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insignificant. Thus, we do not find significant evidence of an entrenchment effect in professional CEO family 

firms. 

In addition, the coefficients on FamilyCEO and ProfessionalCEO are significantly positive in the misstatement 

regressions, suggesting that when internal control is effective, there are more misstatements in family firms 

than in nonfamily firms. In other words, even with effective internal control, family owners still have room to 

become entrenched. More importantly, the positive coefficient on the interaction between 

FamilyCEO and GeneralMW indicates that the presence of general material weaknesses exacerbates the effect 

of family owners on misstatements. In other words, this interaction effect indicates that effective internal 

control indeed restricts family entrenchment activities. Firms audited by Big 4 auditors and firms experiencing 

restructuring are also more likely to misstate their financial statements. 

Table 2 Family firms and the association between internal control weaknesses and accounting 

misstatements 
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Table 3 reports the results for accounting frauds. Both the coefficients on FamilyCEO × ICMW 

and FamilyCEO × General ICMW are significantly positive (two-tailed p values = 0.015 and 0.029, 

respectively), while the coefficient on FamilyCEO × Specific ICMW is not significant, suggesting that weak 

internal control, especially weak general control, in family CEO firms facilitates families’ entrenchment. 

Again, the interactions between the professional CEO family firm indicator and internal control material 

weakness indicator variables are not significant in the regressions. 

Table 3 Family firms and the association between internal control weaknesses and accounting frauds 

 

Note that neither FamilyCEO nor ProfessionalCEO is significant in the fraud regressions. Prior studies have 

documented that founder CEOs are positively associated with the occurrence of frauds (e.g., Dechow et 

al. 1996; Feng et al. 2011). To reconcile our findings with those of prior studies, we remove both ICMW and 

the interactions between ICMW and the family firm indicator variables, and find that FamilyCEO becomes 

significant. Our results thus suggest that the significant association between founder CEO firms and frauds, as 

documented in prior studies, is driven by family CEO firms with ICMWs. Our tests shed new light on the 
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mechanism through which founder CEO firms are associated with frauds. Investigating this provides evidence 

of an important way to reduce frauds in family CEO firms (i.e., by remediating internal control weaknesses). 

Turning to the results of related party transactions (reported in Table 4), the coefficients on FamilyCEO × 

ICMW, FamilyCEO × General ICMW, and FamilyCEO × Specific ICMW are all positive (two-

tailed p values = 0.021, 0.152, and 0.064, respectively), indicating that family CEO firms with ICMWs, 

particularly specific ICMWs, are more likely to engage in related party transactions.24 In contrast, the 

interactions between the professional CEO family firm indicator and ICMW indicators are not significant. 

Interestingly, ICMW itself is not significantly associated with related party transactions, suggesting that 

nonfamily firms with ICMWs are not significantly more likely to engage in related party transactions than 

nonfamily firms with effective internal control. Both FamilyCEO and ProfessionalCEO are significantly 

positive, indicating that both family CEO and professional CEO family firms are more likely to engage in 

related party transactions, even when firms have effective internal control. 

In sum, in 2004 and 2005, family owners in family CEO firms are more likely to exploit ICMWs to engage in 

entrenchment activities, leading to stronger associations between ICMWs and misstatements, frauds, and 

related party transactions in family CEO firms, consistent with H1a.25 The finding of a significantly stronger 

association between ICMWs and entrenchment activities in family CEO firms has important implications. Our 

sample of 271 family CEO firms in 2004 has a total market cap of $1227 billion, representing 14% of the 

market cap of S&P 1500 firms in our sample. The impact of family entrenchment on firm valuation is therefore 

nontrivial. 

 

4.2 Family power and the association between ICMWs and entrenchment activities 

In this section, we investigate whether family control power exacerbates the negative consequences of weak 

internal control in family firms. We divide family firms into two subgroups based on family control power. 

Family owners are assumed to have high power (HIGH_FPOWER) if the number of family members sitting on 

the board or in the top management team (other than the CEO) is greater than the median, which is one. Family 

owners are assumed to have low power (LOW_FPOWER) if the number of family members sitting on the board 

or in the top management team (other than the CEO) is less than or equal to one.26 We then compare the 

association of weak internal control with entrenchment activities between each subgroup of family firms and 

nonfamily firms. For this analysis, we focus on misstatements and related party transactions. We do not 

examine frauds because the number of frauds for each subsample is limited, leading to low test power. Since 

family power is likely to facilitate family entrenchment activities, we expect that the associations between 

misstatements/related party transactions and ICMWs are more significant for the family firms with high family 

control power than for those with low family control power. 

 

                                                           
24 In contrast to the results in Table 2 and Table 3, the coefficient on FamilyCEO × Specific ICMWin Table 4 is 

significantly positive, while the coefficient on FamilyCEO × General ICMW is not. This suggests that, for family CEO 

firms, specific material weaknesses rather than general material weaknesses are associated with more related party 

transactions. One possible explanation is that related party transactions are of many different types, including loans, 

borrowings, guarantees, consulting arrangements, legal or investment services, leases, business activities, overhead 

reimbursements, and stock transactions. (Kohlbeck and Mayhew 2010, 2017). Some of these transactions can be facilitated 

by material weaknesses of particular procedures and controls (i.e., specific material weaknesses), rather than by material 

weaknesses at the company level (i.e., general material weaknesses). 
25 When family owners are influential, they may select their friends and business associates as board members. Because we 

do not have data on the connection between family owners and other board members, we measure family power using the 

number of family members on the board.We acknowledge that this measure of family power is subject to measurement 

errors. These errors, however, are unlikely to bias in favor of our finding that ICMWs in family CEO firms are more 

closely associated with negative consequences when family power is higher. 
26 When family owners are influential, they may select their friends and business associates as board members. Because we 

do not have data on the connection between family owners and other board members, we measure family power using the 

number of family members on the board. We acknowledge that this measure of family power is subject to measurement 

errors. These errors, however, are unlikely to bias in favor of our finding that ICMWs in family CEO firms are more 

closely associated with negative consequences when family power is higher. 
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Table 4 Family firms and the association between internal control weaknesses and related party 

transactions 

 

 

 

Table 5 reports the results for the effect of family control power when MISSTATE is the dependent variable. 

Panel A reports the results for overall ICMWs, and Panel B reports the results for general and specific ICMWs. 

The first three columns in each panel present the results of comparing high power family firms with nonfamily 

firms, while the last three columns present the results of comparing low power family firms with nonfamily 

firms. As Panel A shows, the coefficient on FamilyCEO × ICMW is significantly positive (two-tailed 

p value = 0.078) for high power family firms, but insignificant for low power family firms. Recall that in 

Table 2, the coefficient on FamilyCEO × ICMW is not significant for the overall sample, which is likely caused 

by the insignificant results for low power family firms. The interaction between FamilyCEO and GeneralMW 

in Panel B is also significant for high power family firms (two-tailed p value = 0.023) and insignificant for low 

power family firms. 
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Table 5 Family power and the association between internal control weaknesses and accounting misstatements 
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Table 6 reports the results for the effect of family control power when related party transaction (RPT) is the 

dependent variable. Panel A reports the results for overall ICMWs, and Panel B reports the results for general 

and specific ICMWs. Similar to Table 5, the coefficients on FamilyCEO × ICMW in Panel A and FamilyCEO 

× GeneralMW in Panel B are both significantly positive (two-tailed p values = 0.020 and 0.046, respectively) 

for high power family firms, but insignificant for low power family firms. Combined, the results in Tables 5 

and 6 suggest that the weak internal control in family CEO firms is particularly conducive to family 

entrenchment, measured by misstatements and related party transactions, when family owners have high 

power.27 

 

4.3 Dynamics of family entrenchment activities associated with internal control weaknesses 

Bardhan et al. (2015) document that family firms are significantly more likely to have ICMWs in year 2004 

than are nonfamily firms, which is consistent with our univariate comparisons in Table 1. We expect that once 

companies are required to publicly disclose internal control quality, family owners have a strong incentive to 

remediate the internal control weaknesses so that they do not bear the costs of price protection by other 

investors. Therefore, the association between family firms and ICMWs should become weaker in the years 

subsequent to the initial years of SOX 404 adoption. Accordingly, we separately investigate the association 

between family firms and ICMWs for two subperiods: 2004–2005 and 2006. 

Specifically, we regress the occurrence of ICMWs on family firm indicators and control variables for 2004–

2005 and 2006 using the following logistic regression: 

   (2) 

The control variables are the same as in Model (1), except that we add Restate, an indicator for restatement 

announcement in year t, because many companies disclose ICMWs after the announcement of a financial 

restatement. 

Table 7, Panel A reports the regression results. We find that family CEO firms are significantly more likely to 

report ICMWs than are nonfamily firms in years 2004 and 2005, the initial years of SOX 404 compliance (two-

tailed p value = 0.010), consistent with Bardhan et al. (2015). The association between FamilyCEO  and ICMW, 

however, becomes insignificant in year 2006 (two-tailed p value = 0.741).28 In contrast to family CEO firms, 

the likelihood of ICMWs for professional CEO family firms is not significantly different from the likelihood of 

ICMWs for nonfamily firms in either subperiod. The declining association between family CEO firms and 

ICMWs is consistent with the argument that, before Section 404, family owners exploit weak internal control 

for their own entrenchment activities. After public disclosure of internal control effectiveness is required, 

family CEO firms have strong incentives to improve internal control, in order to avoid price protection by other 

investors. 

 

  

                                                           
27 For both Table 5 and Table 6 (Panel A and B), the coefficient on FamilyCEO is significantly positive for 

LOW_FPOWER family firms but insignificant for HIGH_FPOWER family firms, suggesting that when family CEO firms 

with high family power have effective internal control, they are no more likely to engage in misstatements or related party 

transactions than nonfamily firms with effective internal control. Note that family CEO firms with high family power are 

those family CEO firms where a family member serves as CEO and at least two other family firms are on the board or 

among top executives. These characteristics are likely to make these firms the most powerful family firms. We conjecture 

that the powerful family firms with effective internal control are probably the ones that care the most about family 

reputation; hence, they do not have material control weaknesses and are less likely to commit misstatements or to engage 

in related party transactions. Because our research question is about how weak internal control facilitates family 

entrenchment, we leave exploring this unique group of family firms to future research. 
28 Further analyses show that, relative to nonfamily firms, family CEO firms are not significantly associated with the 

incidence of ICMWs in 2007–2009. 
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Table 6 Family power and the association between internal control weaknesses and related party 

transactions 
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Table 7 Family CEO firms and the internal control material weaknesses overtime 
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To further test whether family CEO firms have stronger incentives to remediate their ICMWs than nonfamily 

firms do, we focus on the firms reporting ICMWs in the first internal control disclosure year (year 2004 or 

2005) and examine whether, in year 2006, family CEO firms are more likely to remediate their ICMWs than 

nonfamily firms are. Specifically, the dependent variable (IC_Improve) equals one if the firm has remediated 

ICMWs from its first internal control disclosure year (2004 or 2005) to year 2006, and zero otherwise. Our test 

variables are FamilyCEO and ProfessionalCEO. The control variables are the same as in Model (2) and are 

measured as changes from year 2004 (or 2005) to year 2006, depending on the ICMW year. As Table 7, Panel 

B shows, the coefficient on FamilyCEO is significantly positive with a two-tailed p value of 0.037, suggesting 

that, in year 2006, family CEO firms are more likely to remediate ICMWs than nonfamily firms are. 

Given that family owners have incentives to remediate their internal control material weaknesses once firms are 

required to publicly disclose internal control quality, we next investigate whether the improvement in internal 

control in family CEO firms from year 2004 to year 2006 significantly reduces the entrenchment activities by 

family owners. To test this, we estimate the following regressions: 

 

(3a) 

 

(3b) 

MIS_Reduce is an indicator variable that equals one if the firm has misstatements in its first internal control 

disclosure year (year 2004 or 2005) but no misstatements in year 2006, and zero otherwise.29 FamilyCEO 

and ProfessionalCEO are measured in the first internal control disclosure year, while all the control variables 

are measured as changes from the first internal control disclosure year to year 2006. The difference between 

models (3a) and (3b) is that in (3b) we add IC_Improve as an additional control variable. This variable captures 

the influence of IC_Improve on the reduction of entrenchment activities. 

If the likelihood of misstatements in family CEO firms significantly decreases from the first internal control 

disclosure year to year 2006, the coefficient on FamilyCEO should be significantly positive in model (3a). If 

this reduction in misstatements is mainly through improved internal control, then, once we include 

IC_Improve as an independent variable in model (3b), the coefficient on IC_Improve should be significantly 

positive and the coefficient on FamilyCEO should become insignificant. 

Table 8 reports the regression results for the reduction in misstatement. As the first three columns show, the 

coefficient on FamilyCEO is significantly positive in model (3a) (two-tailed p value =0.050), suggesting that 

family CEO firms experience a significant decrease in the likelihood of misstatements from the first internal 

control disclosure year to year 2006 relative to nonfamily firms. However, once we add IC_Improve in model 

(3b), the coefficient on FamilyCEO becomes insignificant (two-tailed p value =0.221), and IC_Improve itself is 

significantly positive (two-tailed p value =0.001). Together, the results in Table 8 suggest that, after public 

disclosure of internal control effectiveness, family CEO firms reduce their misstatements more than nonfamily 

firms, and this reduction appears to be mainly through improved internal control. Therefore, the public 

disclosure requirement and the associated remediation of ICMWs appear to help reduce the misstatements of 

family CEO firms. 

 

 

 

 

                                                           
29 We only examine the change in misstatements because our sample firms have very few frauds (only 3) in 2006, and we 

do not have related party transaction data for 2006. 
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Table 8 Family CEO firms and the reduction of misstatements 

 

 

An alternative explanation for the remediation results is that after SOX 404, the heightened scrutiny and 

attention faced by firms with ICMWs pressured those firms to remediate their material weaknesses and to 

reduce their opportunistic behavior. The story of heightened scrutiny, however, cannot explain why family 

CEO firms receive more scrutiny and have stronger incentives to remediate the ICMWs than nonfamily firms 

do. Nevertheless, to alleviate this concern, we examine whether family CEO firms that are under greater 

scrutiny are more likely to improve their ICMWs and reduce their misstatements, compared with other family 

CEO firms. We use two measures to capture greater scrutiny. The first is whether the firm is an S&P 500 

company, and the second is whether the firm has more analysts following it (we define an indicator equal to 

one if the firm has more than the median number of analysts following it). We then interact the high scrutiny 

dummy with family CEO firms in the ICMW remediation model and misstatement reduction model 

(Tables 7 and 8). The results show that none of the interactions are significant. Thus, we do not find evidence 

that family CEO firms with higher scrutiny are more likely to improve ICMWs and to reduce misstatements 

than are other family CEO firms. These results suggest that our results in Tables 7 and 8 are unlikely to be 

driven by the higher scrutiny after SOX 404 for family firms with ICMWs. 

 

5 Additional analyses 

5.1 SEC lawsuits on CEOs 

The above results are consistent with the argument that the stronger associations between ICMWs and 

misstatements, frauds, and related party transactions in family CEO firms are driven by family owners’ 

entrenchment activities. To further corroborate the results, we investigate whether family CEOs are more likely 

to be sued by the SEC than CEOs from professional CEO family firms and nonfamily firms when frauds have 
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been detected.30 We hand-collected information on whether CEOs are sued by the SEC by coding AAERs 

related to the fraud cases in our sample. We find that family CEOs are significantly more likely to be sued by 

the SEC, compared with the CEOs in professional CEO family firms and nonfamily firms (69% vs. 41%, t-stat. 

= 1.71, p value = 0.096). Thus, the results support the family entrenchment explanation of misreporting. 

 

5.2 Stock market reaction tests 

If family members in family CEO firms are more likely to exploit ICMWs to entrench, investors should react 

more negatively when family CEO firms announce ICMWs than when nonfamily firms do. We therefore 

examine cumulative abnormal stock returns over the 3-day window surrounding the release of the auditor’s 

internal control report (as part of the firm’s 10-K) for years 2004 and 2005. We include the variables in Model 

(1) as well as an indicator for whether companies disclose ICMWs in the prior Section 302 disclosures, because 

prior studies find that Section 302 disclosures have information content (e.g., Beneish et al. 2008). We find that 

the coefficient on FamilyCEO× ICMW is −0.009 with a p value of 0.072, suggesting that among firms 

disclosing ICMWs, family CEO firms experience significantly more negative stock returns than nonfamily 

firms. In contrast, the coefficient on ProfessionalCEO× ICMW is not significant. We further find that the more 

negative market reaction to ICMW disclosures of family CEO firms is due to general material weaknesses. The 

results are similar when we examine 5-day or 11-day window returns. 

 

5.3 Accrual quality in family firms 

Our finding that family firms have more restatements and frauds than nonfamily firms seems to be at odds with 

Ali et al. (2007) and Wang (2006), who show that, for Fortune 500 firms, family firms are on average 

associated with better earnings quality than nonfamily firms, where earnings quality is measured as 

discretionary accrual quality, earnings response coefficient, and earnings persistence. To understand the reasons 

behind the different results between our paper and these prior studies, we compare earnings quality (measured 

as the absolute value of discretionary accruals) between family firms and nonfamily firms. We also find that 

earnings quality, on average, is higher for family firms than for nonfamily firms in our sample. We then 

examine earnings quality for family firms with effective and ineffective internal control separately. We find 

that only family firms with effective internal control are associated with better earnings quality than nonfamily 

firms with effective internal control. We conjecture that the seemingly contrasting results can be explained by 

the concentration of the entrenchment effect in the subset of family firms with ineffective internal control. 

Consequently, we observe both better average earnings quality in family firms with effective internal control 

and evidence of family entrenchment in family firms with ineffective internal control. 

 

5.4 Controlling for corporate transparency and earnings quality 

Given that corporate transparency and earnings quality can be associated with internal control quality and 

family entrenchment (e.g., Anderson et al. 2009; Wang 2006), we conduct additional tests to ensure that the 

influence of internal control is separate from transparency and earnings quality. We use the opacity measure in 

Anderson et al. (2009) to capture lack of transparency and the absolute value of discretional accruals to capture 

earnings quality. We control for opacity/earnings quality and its interaction with family firm indicators when 

we examine the association between internal control weaknesses and family entrenchment. Our inferences do 

not change qualitatively. 

In addition, the more negative market reaction to internal control weaknesses in family CEO firms could be due 

to poor earnings quality in these firms, and the reduction in misstatement in family CEO firms after SOX 404 

could also be related to improvement in earnings quality in these firms. We thus control for earnings quality 

and change in earnings quality in these two tests, respectively. Again, our findings do not change qualitatively. 

                                                           
30 We rely on the SEC’s decisions, because while the SEC likely decides whom to sue based on wrongdoings, shareholders 

may pay more attention to recouping losses and thus are more likely to sue parties with deep pockets. To the extent that 

family CEOs are wealthier than other CEOs, using litigation data such as class action lawsuits will bias toward finding that 

family CEOs are more likely to be sued than other CEOs. 
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Overall, these additional tests suggest that the effect of internal control is robust to controlling for earnings 

quality and corporate transparency. 

 

Conclusions 

We examine the consequences of weak internal control in family firms surrounding the implementation of SOX 

Section 404. We find that, in years 2004 and 2005, the initial years of SOX 404 implementation, the internal 

control weaknesses in family CEO firms are associated with higher incidences of misstatements, frauds, and 

related party transactions than those in nonfamily firms, suggesting that family owners take advantage of weak 

internal control to engage in entrenchment activities. This association increases with family control power. 

Furthermore, we find that, from the first internal control disclosure year (2004 or 2005) to year 2006, family 

CEO firms are more likely to remediate ICMWs than nonfamily firms are, and family CEO firms experience a 

reduction in internal control related entrenchment activities, as proxied by the occurrence of misstatements; this 

reduction in misstatements appears to be facilitated mainly through improved internal control. 

Overall, our findings suggest that the unique conflict of interest between family owners and minority 

shareholders in family CEO firms significantly influences the consequences of internal control. This study 

enhances our understanding of how internal mechanisms fail to limit and detect family entrenchment, and it 

documents the significant role of public disclosure in influencing family entrenchment. 
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