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ABSTRACT

The majority of firms worldwide are both small and medium enterprises (SMEs) and
family business firms; although many large firms are family businesses, there have not been
enough studies on their performance fulfilment in emerging markets. One of the most common
issues that arise with family businesses is their life expectancy, as most perish around the second
and third generation. That said the natural family business quality, familiness, equips the firms
with a special type of resilience to front a changing environment, but not for long, as a lack of an
internal control system may well be more telling than the very nature of the convergence of
family and business.

Internal control management is essential to the effectiveness of business’ processes and,

therefore, requires the design and implementation of an internal control system. There are
numerous studies that have focused on the relationship between family business internal control
and financial reporting; however, less has been done in regards to integrated frameworks that
can improve the firm’s performance. There are four main causes for family businesses to not
fulfil their strategic objectives, including: human errors, cost-benefit factors, collaborators that
overcome the internal control system and managers that, in order to tamper with financial
reporting, override said system. Therefore, an effective internal control system not only
facilitates the firm’s performance evaluation but may also limit the degree of risk. Thus, for
family businesses’ organizational leaders internal control systems are important tools that make
the difference between success and failure, succession or expiration.
The purpose of this study is to understand the particularities of the concepts of control and
internal control, as well as develop a framework for a family business’ internal control system.
Special attention was placed on the critical gaps within the existing literature and an analysis of
control, internal control and internal control system was carried out to determine their specific
attributes. Although there are numerous definitions of the concepts of control and internal
control, which leads to, at least, the same amount of analysis and perceptions. Such variations
are due to different visions of what internal mechanisms should be, how they should operate,
what should the outcome be and their impact on the firm’s overall standard of success, meaning,
productivity, performance and competitiveness. Consequently, a particular concept of internal
control system was developed by examining the concepts of control, internal control and internal
control system; this was based on four approaches to business, that is: power-authority,
management, strategy-direction and system. Such definition assisted in the creation of a
framework of an internal control system for family businesses.
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INTRODUCTION

Family businesses are those that are founded, managed and/or controlled by members of
a family. These members are, usually, the majority of shareholders, top management and/or sit
on the board of directors. Importantly, family businesses are called as such because at least two
of the family’s generations are working together at the firm, its governance is in the hands of a
family member and the family or a family member (including descendants) holds the right to at
least 25% of the strategic decision making (European Commission, 2009; Family Firm Institute,
2016). Further, nonfamily members may also collaborate within the firm, although they tend to
hold less strategic positions.

Without a doubt, these types of organizations, usually micro, small and medium firms,

are the dominating variety among businesses (Family Firm Institute, 2016). Although, the exact
number of family businesses worldwide is unclear, it has been estimated that, globally, 70% to
95% of firms are family business; furthermore, they are responsible for up to 90% of the global
GDP and 80% of employment within the private sector (Family Firm Institute, 2016; EFB,
2012). Approximately half of U.S. firms are family businesses, close to 90% are in the private
sector. Further in such sector, over 60% in France, 70% in Argentina, 85% in China and 93% in
Italy, are family businesses (Family Firm Institute, 2016). The numbers are quite similar in
Mexico; for instance, according to a study held by KPMG, over 90% of the firms listed in the
country’s stock exchange are represented by a family (Gonzalez, 2013) and controlled and/or
owned by a family (INEGI, 2014). Therefore, family businesses are essential to the achievement
of economic growth not just because of their significant amount of production (Davis, 1998), but
also because of their impact on the country’s social development (INEGI, 2014).
Family businesses generally do not survive more than three generations, in fact, in many cases
the transition to the third generation is quiet complex (PWC, 2014). Approximately, only 10 to
13% of family firms reach the third generation (Business Families Foundation, 2014; Family
Business Institute, 2016; EFB, 2012). In some cases, this can be summed up as a firm that has
been founded by the grandfather, debilitated by his children and ruined by his grandchildren
(Gallo & Vilaseca, 1998), thus, resulting in the perishing of the firm by the third generation. The
survival and continuity of family businesses passed the third generation is essential to the
achievement of family objectives (Grabinsky, 2002), specifically, keeping the firm in the
family’s hands (PWC, 2014). That said, an improved firm performance is critical to the
achievement of continuity.

Internal control management is essential to the effectiveness of business’ processes and,
therefore, requires the design and implementation of an internal control system (Lakis and
Giriunas, 2012). There are numerous studies that have focused on the relationship between
family business internal control and financial reporting (Bardhan et al., 2015; Doyle et al., 2007);
however, less has been done in regards to integrated frameworks that can improve the firm’s
performance. According to Deshmukh (2004), there are four main causes for family businesses
to not fulfil their strategic objectives, including: human errors, cost-benefit factors, collaborators
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that overcome the internal control system and managers that, in order to tamper with financial
reporting, override said system.

The lack of effective internal control systems is particularly problematic for small and
medium enterprises (SMEs) (Oseifuah & Gyekye, 2013) as they tend to be more vulnerable
(Saha & Mondal, 2012) and less equipped to deal with the effects. As was mentioned earlier,
SMEs happen to be, in the majority of cases, family businesses (European Commission, 2009;
Chrisman et al., 2005); in South Africa, approximately 80% of firms are family businesses and
more than half are listed in the country’s stock exchange (Maas & Diederichs, 2007; Visser &
Chiloane-Tsoka, 2014). And, in 2009, Mexico accounted for 5.1 million economic units of which
99% were MSMEs and family businesses (Gonzalez, 2013). Moreover, an effective internal
control system not only facilitates the firm’s performance evaluation but may also limit the
degree of risk (Lakis & Giriunas, 2012). Thus, for family businesses’ organizational leaders
internal control systems are important tools that make the difference between success and failure,
succession or expiration.

The purpose of this study is to understand the particularities of the concepts of control
and internal control, as well as develop a framework for a family business’ internal control
system. Special attention was placed on the critical gaps within the existing literature and an
analysis of control, internal control and internal control system was carried out to determine their
specific attributes. In order to do so, four steps were taken including: (1) definitions of control
and internal control were collected, sorted and classified, (2) a theoretical framework was
elaborated, (3) a new internal control definition was formulated, and (4) a family business
internal control system’s framework was developed to identify its design and implementation
scope. This study contributes by providing insights regarding the achievement of desired
performance, competitiveness and, therefore, continuity, through internal control systems. In
such way as to have a positive influence on objective and goal achievement, profitability,
processes efficiency, growth and competitiveness, governance, disclosure and reporting,
compliance and accountability.

REVIEW OF LITERATURE
Control

The function of controlling is a pillar in management and is usually implemented after a
strategic plan has been set in motion, that is, when corresponding objectives, strategies and
tactics have been designed and executed. At such point, a series of processes and procedures are
performed to monitor the efficiency and efficacy of said strategic plan. Therefore, understanding
the concept of control is essential to the affectivity of the organization’s productivity and
performance. As such, control may be defined and categorized according to an organization’s
needs and approach (i.e., to power or authority, management, direction and system controls).
Table 1 includes a brief description of various definitions and types of control. By controlling a
firm’s performance, organizational leaders are able to assure that the adequate actions are taken
and will be taken in the future (Drury, 2011).
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Control is a concept that has numerous definitions that vary according to industry, core
business, organizational needs and managerial style, among others; thus, the lack of a universal
definition leads to various interpretations of the concept (Macintosh, 1995; Lakis & Giriunas,
2012). Control may be stated in reference to internal control (i.e., governance, leadership, top
management, etc.) or external control (i.e., market influence, environment, regulatory authority,
etc.) (Walsh & Seward, 1990; Dhillon, 2001) mechanisms executed to ensure quality decision
making and desired performance. And, it may be utilized to describe the organization’s informal
and formal mechanisms used to encourage employees to fulfil strategic objectives (Long et al.,
2014; Kirsch et al., 2002).

TABLE 1
A BRIEF DESCRIPTION OF CONTROL DEFINITIONS BASED ON FOUR APPROACHES
Online Dictionary Power - Authority Management System Direction

Merriam-Webster
(2016)

To have power to
make decisions

To make someone or
something act

To restrict, limit or
manage someone or
something

To make something,
such as a system or
machine work

To direct the course
of someone or
something;
supervise someone
or something

Business (2016)

To manage or exert
control over

To act with influence
on the company’s

To guide or regulate
the activities of

someone or management and
: system or person
something performance
To have power over To limit or manage
Oxford Advanced P g To make a system or
American (2016) SOMEONE or SOMEONE or machine work
something something

Cambridge (2016)

To have power to
decide or influence
how someone will
behave or something
will happen

To rule or set limits
on something or
someone

Control may also be related to the function of supervising processes and procedures’

follow-through in accordance to strategic decisions (Katkus, 1997; Buskev

vt —

1C1u

té, 2008). Asitisa

process in itself, it is triggered by the determination of a policy and/or standard and completed by
their successful execution (Pickett, 2010). According to Stewart (1999) there are three basic
forms of control required within an organization: control by orders (i.e., based on policies, rules
and standards), control by standardization (i.e., based on strict processes and procedures) and,
control by behavioural influence (i.e., based on organizational culture). Moreover, strategies
related to control may include “personal centralized, bureaucratic, output, electronic surveillance,
human resource and cultural management” (Child, 2005). Therefore, the concept of control is not
only related to the individual, but also to the organization in that it enables the firm to monitor
the effective execution of tasks and functions to monitor the achievement of effective outcomes.
The different types of control within an organization may also be viewed in accordance to
the firm’s approach to control as power and/or authority, management, strategy and/or direction
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and system. Table 2 includes a brief description of control based on four approaches to business.
Further, according to Pfister (2009) there are three main types of control, these being, strategic,
management and internal control. The analysis of the concept of control, therefore, is as vast as
there are definitions; however, regardless of the variations in definitions, control is an important
function within any organization (Scott, 1992; Sitkin et al., 2010) to ensure affectivity, desired
performance and competitiveness.

Table 2
A BRIEF DESCRIPTION BASED ON FOUR CONTROL APPROACHES TO BUSINESS
Power- Strategy-
Author(s) authority Author(s) | Management | Author(s) direction Author(s) System
Specific Mechanisms Mfggﬁgﬁm Mean to
Katkus r%?r::i?[gsr?nz] Kirsch et i;g&gﬂ;ﬁ;io Scott firm’s goals | Bi¢iulaitis i dez\tliof;/d én d
(1997) and al. (2002) achieve (1992) with (2001) fix system
. S employee - ;
supervision objectives disruptions
performance
Function to
Execution Ensures the Review and . ensure
supervision firm’s monitorin Macintosh system
Buskeviciiité P of Drury performance Jacobs et of g & effe():/tiveness
(2008) established (2011) and future al. (2011) established Quattrone or create
- . . (2010) .
decisions actions decisions desired
benefit

Internal Control

The concept of internal control also has various definitions that have come forth with the
constant need to achieve competitive performance. Business context is ever-changing, thus, in
order to effectively continue towards the achievement of desired performance, internal controls
should be adequately designed and executed. Internal controls are or should be, as detailed as
manage and, optimally, minimize the firm’s risk and produce information for strategic decision
making (Giritinien¢ & Giritinas, 2012). Therefore, they encompass a series of polices, norms,
standards, means and resources (Biciulaitis, 2001) to fulfil strategic objectives.

In 1965, Robert Anthony stated that management control is the “the process by which
managers ensure that resources are obtained and used effectively and efficiently in the
accomplishment of the organization’s objectives (Anthony, 1965)”. Such definition remains as
top of mind because of its applicability in every organizational echelon; meaning that, such
controls are significant in every task (Sitkin et al., 1994), from the mundane to the highly
strategic and complex. Internal control is, then, the process by which a firm manages its
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objectives and monitors its outcomes and performance (King, 2011). It has also been defined as a
set of instructions, processes, procedures, resources, systems and structure that ensure the
achievement of strategic objectives and individual and organizational affectivity and
performance (COSO, 2013; Simons, 1995); that said, although controls may be reliable and
verifiable, there is no guarantee that internal controls may ensure the fulfilment of all objectives
(COSO0, 2013).

There are various advantages to the implementation of internal controls such as, the
enhancement of capabilities, adequate information collection and analysis, employee motivation
(Sitkin et al., 1994), financial reliability, achievement of standardization through compliance,
(Simons, 1995) and cost reduction by preventing unnecessary losses (Basoln, 2001 & 2002).
Therefore, the actual improvement of a firm’s performance is well determined by the execution
of internal control policies, processes and procedures (Krishnan, 2005).

Internal control has also been defined as a system that aids in the attainment of desired
performance; Table 3 includes a brief set of definitions of internal control as a system. Viewing
Internal control as a system allows firms to be proactive in regards to their decision making, that
is, accurately and promptly make strategic decisions; this will, certainly, avoid any setbacks and
unnecessary costs and guarantee that the system is operating effectively (Biciulaitis, 2001;
Macintosh & Quattrone, 2010). Therefore, such systems should be “understandable and
economical, be related to decision centers, register variations quickly, be selective, remain
flexible and point to corrective action (Hicks & Gullett, 1976).

Table 3
A BRIEF CHRONOLOGICAL SET OF DEFINITIONS OF INTERNAL CONTROL SYSTEM
Author(s) Internal control as a system
Incorporates “the formal information-based routines and
Simons (1995) procedures, which managers use to maintain or alter

patterns, in organizational activities”.

Encompasses policies, norms, rules and resources that
Mackeviéius (2001) enable the firm to effectively carry out processes and
achieve its objectives.

Coordinates efforts to manage and minimize the

Biciulaitis (2001) business environment’s risks.
Connects performance, plans, attitudes, politics and

DiNapoli (2007) human resources, enabling the achievement of objectives
and mission.

Lakis (2007) Aligns the ﬁrrr_l’s strategies v_vith desired performance to
ensure appropriate and effective use of resources.

Pfister (2009) Enables firms to avoid, identify and correct any potential

discrepancy when information processing.

Allows the firm to detect errors and optimally mend
Shim (2011) them, monitor performance, protect assets, achieve
objectives and ensure effectiveness.

Internal control systems, today, are much more than a mechanism to ensure financial and
accounting performance, rather it is fundamental for a competitive attitude; thus, it is also
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significant in a firm’s corporate governance (Juheno, 1999), as, overall, having a good corporate
governance makes good business sense as it has a positive influence on investments, growth and
performance (Claessens, 2006), amongst others. These systems vary from organization to
organization and the actual means to design and execute internal controls widely depend on the
firm’s capacity and resources, as well as structure, size and core business (Ashbaugh-Skaife et
al., 2007; Doyle et al., 2007); however, they should include controls that are carefully monitored
and documented and the system should incorporate cost-benefit indicators (PWC, 2007).

Internal Control in Family Business

According to Danco (1980) family businesses’ failure to grow is due to their inability or
procrastination, to ensure the firm’s survival in challenging environments. However, it has been
found that, in the U.S., firms headed by the founder present greater growth (Jones et al., 1988).
Further, family businesses tend to be focused on the long-term (Family Business Center of
Excellence, 2012) as a standard for success and will even forgo the firm’s value for survival and
growth (Anderson & Reeb 2003). Therefore, the lack of family businesses’ growth is not directly
related to the type of business.

It is arguable that small and medium enterprises (SMEs) are less likely to design and
execute internal control systems because of their limited resources, capabilities and strategic
alliances, amongst other factors. However, it is not a question of SMEs being able to have
internal controls, they can certainly implement them and perhaps the internal controls will tend
to be informal or be less structured (COSO, 2013) than those found in larger organizations.
Internal control should be closely aligned with the firm’s mission and vision statements, values
and the very people that work within the firm because these are all correlated. This notion
ultimately aids family business firms in the effective definition, design and execution of internal
controls because it responds to their natural sense of family and business.

Family businesses have a special characteristic that comes natural when a family creates
a business, this is, familiness, also known as “the bundle of resources that are distinctive to a
firm as a result of family involvement” (Habbershon & Williams, 1999). Thus, arguably, the
greatest advantage lays in their convergence of business and family systems. It is no surprise that
family businesses are “family oriented” and, as such, they transmit their values, sense of trust,
personal encouragement and even control, from the family to the firm. Such nature is well
associated with their influence of trust and control on firm performance (Baines & Wheelock,
1998), in fact, familiness is positively and directly associated with Mexican family firm’s
performance (Bafios Monroy et al., 2015). Hence:

P.: Family business’ familiness strengthens the firm’s internal control system and impacts performance.

When the business environment is presented with regulatory authorities that demand
compliance and/or higher risks due to uncertainty, family businesses are more inclined to take on
internal controls; in a sense, they are “forced” to rely on their resources and capabilities to ensure
the firm’s prosperity (Carney et al., 2009; Klapper & Love, 2004). As uncertainty reduces, these
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firms have more opportunities for external resources and are more inclined to welcome
nonfamily members (La Porta et al., 1998; Walsh & Seward, 1990). The latter does not mean
that the need for internal controls reduces, rather, that they are not vital to survival as the
increase in resources and capabilities aids in this issue.

Family businesses have several advantages; they have their own culture shared amongst
family members and transmitted from the family system to the business system. They have a
long-term mission and vision which is transmitted to their objectives, strategies and tactics and
their managerial style is less bureaucratic with greater autonomy and speed in decision making,
which provides for greater targeted marketing (Rivas, 2014). Further, they have a more
personalized relationship with internal and external stakeholders (Fielder, 1999), which generates
long-term relationships reflected in brand loyalty. Hence:

P, The implementation of an internal control system in family businesses influences the firm’s strategic
plan.

Internal control systems may incorporate any and all indicators that managers deem
necessary to ensure goal achievement, performance and competitiveness. For instance, to reduce
errors (Wallace & Kreutzfeldt, 1991), avoid discrepancies and even detect criminal intent
(Nestor, 2004) and fraud (Marden & Edwards, 2005; Belloli, 2006). These would seem like large
firm problems, however, these are issues that continuously arise in SMEs and family businesses,
regardless of their size, in many cases because there is excessive trust in employees and no
internal controls. That said, by implementing such internal controls, among other factors, family
business managers are equipped with the tools to steer employee’s behaviours and add value
(Carey et al., 2000; Carcello et al., 2005) to the firm.

The development of indicators is essential to the process of controlling and monitoring
execution of any task, function and procedure, etcetera. The design of any indicator should be
based on the firm’s core objectives, mission and vision. For such matter, it is important to know
what the firm/division/department/team/employee needs to do (i.e., performance indicators), how
did the firm/division/department/team/employee perform (i.e., key result indicators-KRIs) and
what does the firm/division/department/team/employee need to do to significantly impact the
overall performance (i.e., key performance indicators-KPIs) (Parmenter, 2007). Answering such
questions leads to strategic, financial and operational effectiveness which, in turn, is reflected in
the firm’s performance. Hence:

Ps: The implementation of an internal control system in family businesses influences the firm’s indicators.

P4 The implementation of an internal control system in family businesses influences the firm’s strategic
planning process.

Ps: The implementation of an internal control system in family businesses impacts organizational
performance and competitiveness.
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FRAMEWORK AND DISCUSSION

Effective internal control is essential to all firms, regardless of their category or size;
therefore, family businesses are equally capable of designing and executing effective internal
controls. In fact, it is a matter of how, who and what: How is internal control defined (i.e., the
firm’s definition)? Who is responsible (i.e., all internal stakeholders involved in the development,
execution and monitoring of internal controls)? And, what do you get (i.e., outcomes, benefits, of
internal controls)? Figure 1 depicts a conceptual framework of internal control as a system for
family businesses derived from the concepts of control, internal control and internal control
system examined.

A thorough analysis of internal control systems may help family business managers
understand their importance and also delegate efforts towards their design and execution.
Therefore, it is important that family businesses ask how they are defining internal control within
their system. The next step is determining the internal stakeholders that will be fulfilling the
tasks and functions related to the design, execution and monitoring of the internal control
system; that is, who will be delegated the responsibility of ensuring the effective outcome of the
system. Finally, family businesses should be well aware of the direction they are heading in, the
alignment of their vision and mission with the results of their internal control system; meaning,
what benefits the firms will be obtaining by implementing and monitoring said system. These
three simple questions will enable family businesses to effectively decrease disruptions,
unnecessary costs and enhance performance and competitiveness.

=

Essential ek:nem of firms’ management system to protect assets, verify
performance, ensure performance effectiveness.

Howwt's
defined? An integrated svstem
including rules, policies, In function of operations,
resources, guidelines, Co:cu’:sl T::S:H;ms gsd structural changes, size,
processes, procedures, po Input-outputs process and growth, and activities”
structure and performance. capability improvement o complexity and scope.
- Information collection,
A setofprocessesto analvsis and dissemination Coantrol process requires
ensure effective and - Employee motivation special managerial attention
efficient resource use and through incentives for proper operation, even
achievement of objectives. for routine tasks.
Whois 1 ]
responsible”
| I Top internal control i i [ ees imp and i ] J |
Goal achievement; operations” System to avod, identify and Key component to establish and
effectiveness and efficiency; Cofrect e1rors; to protect assets; IMProve corporate governance,;
economic performance to verify data coverage and system through which a firm is
effectiveness; financial reliabslity; to manage risks in directed and controiled.
What & accounting relability,; law and business environment; to
nax ‘2 regulation complance. prevent losses and costs.
you ge

Means to ensure
competitive performance.

Y

Internal control system must be concretized and clearly defined; the means of implementation and

effectiveness assessment must be covered 1o ensure transparency.

FIGURE 1
CONCEPTUAL FRAMEWORK OF INTERNAL CONTROL AS ASYSTEM FOR
FAMILY BUSINESSES
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The above examination of the concepts of control, internal control and internal control
system, derived from previous literature, provided for the development of the conceptualization
of internal control system; it is considered that the definition may aid small and medium family
business to appreciate the attributes of controls within the organization; accordingly.

Internal control systems (ICS) are central to firms’ management systems and designed as
per its mission and vision. ICS’ purpose is to protect assets, verify financial and operational
performance, avoid, identify and rectify errors, prevent risks and unnecessary costs due to losses
and guarantee goal accomplishment and competitive performance.

Family Businesses in Mexico

Family businesses are the vast majority in Mexico, in fact, an approximate of 95% of the
firms are family owned (The Economist, 2004). It is true that a significant number of these firms
are mom & pop shops and SMEs, however, many, just as around the world, are large and
multinational organizations (Kachaner et al., 2012; Espinoza Aguilé & Espinoza Aguild, 2012).
Mexican families share very strong bonds that do not dissipate over time or when they take on a
business. For the most part the notion is that “la sangre es la sangre”, blood is blood, meaning
that, blood comes before all else. These bonds translate into a special kind of relationship or
familiness as referred to in business. Familiness refers to the family’s influence in the family
business (Pearson, et al.,, 2008). It facilitates the understanding and agreement of the
convergence of managerial and family goals and objectives (Durdn-Encalada et al., 2012), such
as, financial and nonfinancial, strategic and operational objectives.

Family businesses perform better than nonfamily firms when unpredictable
circumstances arise, that is, they are resilient and are “proficient” in withstanding shifts in the
business environment (Aminoff, 2012). In such sense, these firms can present risk aversion and
total resistance to change and also be willing to take on risk (Gomez-Mejia et al., 2007), which
largely depends on ownership, managerial style and existence and efficiency of internal controls.
In many cases in Mexico, family firms survive a while longer because they endure the hard times
with a winning attitude and posture; unfortunately, it remains that their lack of internal controls
sooner or later impact the firm’s effectiveness.

Some issues with family businesses are the constant potential for conflict (Lee & Rogoff,
1996) caused by rivalry (Levinson, 1971) and prioritization of personal gain (i.e., the family’s
gain) over the firm’s value (Shleifer & Vishny 1997), conflict of interests (i.e., those of family
members and those of the firm), in some cases unprepared and/or unwilling next of kin and less
access to external resources, causing grater need for self-financing (Greenhaus & Beutell, 1985).
These issues transcend cultural barriers, as they arise in family businesses in Mexico as well.
Besides the fact that there is conflict in the firm, the very presence of these issues are clear signs
that internal controls are required to effectively manages the firm.

There are several firms that began operations with the family concentrated in ownership
and management (Chandler, 1990) and, today, strategic positions are still traditionally occupied
by family members; however, these firms have evolved towards the inclusion of nonfamily
members. That is, exclusivity has decreased as they seek a more professionalized managerial
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structure, style and team (Thacker, 2012). Those lacking in the achievement of
professionalization will most likely find it difficult, if not impossible, to procure the desired
performance, sustained growth and internationalization (Fernandez & Nieto, 2005). Thus, it
comes to no surprise that so many family SMEs in Mexico perish after so little time in the
market.

One of the major issues of corporate governance in Mexican firms is the lack of
regulation and transparency of disclosure compliance (Husted & Serrano, 2002). Most family
businesses in Mexico make serious efforts for the firm to remain “in family hands”, especially
SMEs; however, larger family firms and/or those seeking internationalization, are less rigid on
this point and have opened their doors to nonfamily members for strategic positions. That said, in
Mexico, corporate governance is left in hands of the director/CEO/founder and the appointment
of a board member is in the hands of the family (La Porta et al., 1999). Furthermore, members of
boards of directors monitor shareholder control by means of both business and family relations
and enforce control by means of contracts (Espinoza Aguild & Espinoza Aguild, 2012);
therefore, corporate governance remains an issue in the country. Mexican family firms, therefore,
will need to delegate efforts towards improving or in many cases establishing, their corporate
governance (Husted & Serrano, 2002), as well as strategically design and execute internal
control systems to achieve a competitive posture.

A significant issue with family business firms is that they place less attention to their
performance and are more focused on the challenge of survival (Kachaner et al., 2012). In doing
so, their overall performance decreases. Claessens, Djankov & Lang (2000) have stated that
unsatisfactory performance in family businesses is often due to the prioritization of the family’s
wealth over other stakeholders. In such case, any decrease in performance requires the design of
internal controls that may guide the firm towards improvement. Mexican family businesses lack
internal controls because, 1) they do not understand the concept or are unaware of them, 2) they
consider them to be an unnecessary cost and, 3) implementing such controls implies making big
changes.

Family businesses in Mexico, as in many emerging markets, may well be benefited by the
adequate and prompt design and implementation of an internal control system. Figure 2 depicts
an internal control system framework for family business firms. The system was originally
developed with the intention of portraying the current situation (i.e., areas of opportunity) and
providing a system for family businesses operating in Mexico, however, it has been considered
that the framework is also suitable for most any emerging market. Such system should facilitate
the planning, organization and control of the firm’s operations (i.e., Strategic, financial and
operational planning, organization and control).

The framework describes the way four levels of control (i.e., family control, strategic
control, management control and operational control) interact within an internal control system.
Family control is the first control because it is stems from and is communicated by the family.
The attributes of this control are transmitted from strategic positions within the firm (i.e., mostly
family members). It is visible in the firm’s strategic long-term plan based on its familiness and is
the basis of the organization’s strategies and objectives. The second control is strategic control,
which resides in the firm’s tactical positions. It is visible in the firm’s goals, objectives and
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strategies and is the basis of the organization’s structure, policies, processes and procedures and
records. At this point, objectives’ achievement and strategies’ execution are vigilantly monitored
in order to detect and mend any areas of opportunity, discrepancies and mistakes, etcetera.

Management control is placed in the third position as it is a critical control. Those
responsible for the implementation of said control are employees in the firm’s managerial and/or
tactical positions; occasionally, some nonfamily members occupy such positions due to the
considerable trust the family has in them. This control is visible in the firm’s strategic, financial
and operative indicators, of quality, productivity, performance, efficiency, efficacy, etc. based on
the firm’s strategic plan; furthermore, it is the basis of the firm’s operative model.

Finally, the operational control is assessed by the firm’s operational positions, in which
most nonfamily members are located. It is visible in the firm’s strategic objective achievement,
as well as performance and competitiveness. As such, its design ensures consistency in routine
and extraordinary tasks. The outcome of every process within the system generates feedback to
maintain the system’s quality. And, in case of deficiencies, corrective actions (i.e., training,
motivation, leadership, discipline or termination) may be taken. Thus, it is the basis for the
effective monitoring of the firm’s strategic plan and internal control system.
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FIGURE 2
FAMILY BUSINESS’ INTERNAL CONTROL SYSTEM FRAMEWORK
MANAGERIAL IMPLICATIONS AND CONCLUSION

There are numerous definitions of the concepts of control and internal control, which
leads to, at least, the same amount of analysis and perceptions. Such variations are due to
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different visions of what internal mechanisms should be, how they should operate, what should
the outcome be and their impact on the firm’s overall standard of success, meaning, productivity,
performance and competitiveness. Consequently, a particular concept of internal control system
was developed by examining the concepts of control, internal control and internal control
system; this was based on four approaches to business, that is: power-authority, management,
strategy-direction and system. Such definition assisted in the creation of a framework of an
internal control system for family businesses.

Effective internal control systems are essential to family businesses’ outcomes;
additionally, the managers, who are in general responsible for internal control upkeep, not only
need to understand the importance and influence of the system on their performance, but also
need to effectively implement it. For such matter, the firm’s values, mission and vision,
objectives and strategies, structure, policies, processes and procedures, should be arranged in line
with the selected performance indicators.

Family SMEs in Mexico are very similar to those around the world. The advantages,
disadvantages, problems, risks, among others, are, for the most part, the same. In Mexico, it is
the familiness that sustains a family firm for a longer period of time (not necessarily beyond a
second generation) and it is the utter lack of internal controls that ultimately destroys the firm. Of
course, in many cases, Mexican family SMEs do not have an internal control system because the
founder, owner and/or top manager(s), are unaware of its importance, are not familiar with the
concept and, in general, lack know-how. For such reason, it was considered important to develop
a framework that would facilitate family businesses in the fulfilment of their objectives,
achievement of their desired performance and, therefore, competitiveness. There are clear
advantages which range from the enabling of transparent compliance and disclosure, efficiency
of resources and capabilities, discrepancy detection and avoidance, to optimal strategic decision
making and sustained growth; nonetheless, in Mexico, like in many emerging markets, family
business’ success well depends on the firm’s resilience and ability to respond in a changing and
uncertain environment.

FUTURE RESEARCH

Future research might study the effects of system mishaps on family firms’ performance;
that is, the impact of the frequency, relation of type of task (routine or extraordinary), the
performance indicators and levels of control. Further, future research could also evaluate the
framework within family business firms in emerging markets to determine the specific effects on
optimization, governance and strategic decision making.
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