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rowing interest in knowledge as a competitive asset suggests the benefit of studying professional service firms (PSFs).

These firms are highly successful examples of organizations whose ability to manage knowledge is critical to their
success. Furthermore, they are worthy of study because they constitute a significant sector of the economy, whether
measured by their size, numbers, or influence. Despite their significance, little is known of the determinants of their
performance. This paper proposes that the core tasks of PSFs raise unusual strategic and organizational challenges, the
resolution of which affects organizational performance. We elaborate the effects of reputation and diversification and
contrast them to theory for goods-producing industries. We also hypothesize that PSF managers face a choice in designing
structures between the retention and motivation of the professional workforce and transferring knowledge from partners to
other professionals. These predictions are tested and supported by data from the largest 100 U.S. accounting firms for the
period 1991-2000. The paper thus contributes to a theory of professional service firm management.
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Introduction

Organization theorists are recognizing that firms of the
future will emphasize the processing of information as a
critical task and the ability to do so as a critical competi-
tive requirement. Some researchers are showing renewed
interest in organizational learning, whereby information
is “managed” and encoded into products (for a review,
see Argote et al. 2003). Others point to the growing
importance of understanding professional service firms,
such as accounting, law and consulting firms, whose out-
puts are knowledge encoded in services (e.g., Morris
and Empson 1998, Lowendahl 2000). These organiza-
tions constitute the “intellect industry” (Scott 1998).
This paper falls within the latter research stream and
examines the determinants of performance of large U.S.
accounting firms. Our purpose is to construct a theory
of professional service firms.

We define professional service firms (PSFs) as those
whose primary assets are a highly educated (profes-
sional) workforce and whose outputs are intangible
services encoded with complex knowledge. From this
definition arise two critical dependencies that influence
strategic and organizational choices: First, an asymmetry
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of information between the firm and its clients makes
the latter dependent on the former; and second, the high
mobility of the firm’s human assets makes it depen-
dent on its professional workforce. These dependencies
differentiate PSFs from goods-producing organizations,
resulting, we will argue, in distinctive organizational
practices. Our intention is to clarify these dependencies
and practices as they affect performance.

We show that client dependence elevates organiza-
tional reputation into an important influence on per-
formance. To succeed, PSFs must generate a superior
reputation. The importance of reputation, moreover, per-
meates core strategic decisions, bounding the appropri-
ate form of diversification. We also show that the firm’s
dependence on its workforce results in unusual organi-
zational arrangements. Overall, our findings confirm that
PSFs are an identifiable set of organizations and, more
broadly, provide the basis for a suggestive theory of pro-
fessional service firms.

The rest of the paper is organized into three sections.
The next section elaborates our theoretical starting points
and presents formal hypotheses. The subsequent sec-
tions describe the procedures used to examine the largest
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U.S. accounting firms over a 10-year period, followed
by our results. The final section discusses the theoretical
import of the findings and suggests directions for further
research.

Theory Development

Professional service firms are “becoming ever more pro-
nounced in economies the world over” (Delong and
Nanda 2003, p. ix). Aharoni (1993, p. 11) shows that
employment in these firms grew by 53.8% in the
United States from 1978-1986 compared to 13.1% in
the rest of the economy. The largest firms are among
the world’s biggest and geographically complex busi-
ness enterprises. In 2002 for example, Pricewaterhouse-
Coopers had almost 125,000 employees, revenues of
over $13.7 billion! and operated in 124 countries. Scott
(1998, p. ix) estimates that the professional services
industry had revenues of about $700 billion worldwide
in 1997. By 2000, according to Lorsch and Tierney
(2002), the figure had grown to $911 billion.

In addition to their size, PSFs have significant roles.
Collectively, they are “knowledge engines for business”
(Lorsch and Tierney 2002, p. 14). Accounting firms
define international accounting standards and affect the
integrity of financial markets (Levitt 2000). According
to The Economist: “Investors depend upon the integrity
of the auditing profession. In its absence, capital markets
would lack a vital base of trust”” (November 20, 2004,
p. 16). Law firms enable complex corporate commercial
exchanges. Such is the importance of professional ser-
vice firms that, without them, “business as we know it,
would come to a grinding halt” (Sharma 1997, p. 758).
The fallout from the Enron affair, including the demise
of Arthur Andersen and the precipitous fall in stock mar-
kets, testifies to Sharma’s conclusion.

The significance of PSFs in the United States is likely
to grow not diminish. The United States-China Bilateral
WTO Agreement (White House Office of Public Liaison
1999) included explicit provision for “expanded mar-
ket access” into China for professional service sectors.
In return, China gained further entry into U.S. markets
for its manufactured goods. This trade-off reflects the
importance given by the United States to future trade in
professional services.

Given their significance, it is not surprising that pro-
fessional services are attracting the attention of orga-
nization theorists. Research is moving in two related
directions. One direction focuses on the processing
of information, seeking to understand how knowledge
is “managed” and “leveraged.” An example of this
approach is a study by Hitt et al. (2001) of law firms.
Typically, this research stream draws on PSFs to advance
higher order theories. Hitt et al. (2001), for example,
expand on the resource-based view of the firm.

A second research stream, the one followed here, has
a narrower theoretical focus in that it seeks to construct

a theory of professional service firms. To date, most
research within this stream has focused on elaborating
and explaining the unusual managerial arrangements of
PSFs. As such, this research stream is returning to the
once central but now rather neglected study of profes-
sionals within organizational contexts (Hinings 2004).
For example, Greenwood et al. (1990) compared the
strategic management practices of the largest accounting
firms with those of their corporate counterparts and iden-
tified significant differences in the time-scale of plan-
ning, the practice of accountability, and the monitoring
of performance. Several researchers have examined the
structures (e.g., Morris and Pinnington 1998, Pettigrew
and Fenton 2000), human resource practices (Hagan
and Kay 1995, Wallace 1995), and formal knowledge-
management systems (e.g., Morris and Empson 1998,
Ruggles 1998, Hansen et al. 1999, Sarvary 1999) of
accounting, law, and management consulting firms.

There are two significant gaps in this literature. Miss-
ing from almost all of these studies is explicit attention
to performance. Where performance is discussed it is
either inferred from case studies (e.g., Alvesson 1995,
Lowendahl 2000) or summarized analytically without
formal presentation of data (e.g., Hansen et al. 1999,
Lorsch and Tierney 2002, Delong and Nanda 2003).
Important exceptions include Hitt et al. (2000) and Cliff
et al. (2006), who look at the financial performance
of law firms, and Hansen et al. (1999) who look at
the performance of consulting firms. A second gap in
the literature is the lack of attention to strategy (as
opposed to the strategy process). Only occasional atten-
tion is given to issues such as diversification or com-
petitive positioning (e.g., Cliff et al. 2006). Given these
gaps, it is not surprising that Malos and Campion (2000)
consider professional service firms “under researched”
(p. 749) and that Lorsch and Tierney (2002) refer to
them as “largely invisible...unseen and unexplored”
(p. 13). Therefore, the motivation of this paper is to
address these gaps in the literature by examining the
effects of strategy and organization on the performance
of professional service firms. In doing so, we contribute
to a theory of professional service firms by explaining
the processes by which the unusual and distinctive prac-
tices of PSFs influence performance in ways not found
in other settings.

Professional Service Firms and Their Characteristics
It is widely assumed that professional service firms
constitute a distinct category. For Lowendahl (2000,
p. 31) they are “substantially different from. .. traditional
manufacturing firms.” For Maister (1993, p. xvi) pro-
fessional service firms are so different that to apply
theories from other forms of organizations is “not only
inapplicable....but may be dangerously wrong.” The
assumption that professional service firms constitute a
grouping of organizations is not unreasonable. Studies
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confirm that they use very similar organizational and
governance arrangements that differ from other organi-
zations (e.g., Greenwood and Empson 2003, Cliff et al.
2006, Malhotra et al. 2006). Maister (1993, p. xvi)
regards the similarities across professional service firms
as “confirmed facts.” Nevertheless, to construct a the-
ory of professional service firms we need to more care-
fully define their distinctive characteristics and trace the
implications of these characteristics for strategy, organi-
zation, and performance.

Characteristics. Starbuck (1992, p. 716) defined
knowledge-intensive organizations in terms of their
inputs, i.e., as organizations for whom “knowledge
has more importance than other inputs.” Further, he
states their knowledge is “exceptional and valuable.” His
examples are law and consulting firms. Alvesson (2000,
p. 1101), similarly, defines knowledge-intensive firms
as those for which “most work can be said to be of
an intellectual nature and where well-educated, qualified
employees form the major part of the work force.” These
definitions, though useful starting points, are overly
broad because they could be applied not only to pro-
fessional service firms but other knowledge-intensive
firms such as software and biotechnology firms. Hence,
Maister (1993) points to the unusual outputs of PSFs,
which are intangible and customized for each client. Vir-
tually all definitions now emphasize both the distinctive
inputs and outputs of PSFs. That is, it is commonly
accepted that professional services have two defining
characteristics (for recent examples see Delong and
Nanda 2003, Broschak 2004). We emphasize that these
characteristics are associated with particular dependen-
cies that raise managerial challenges.

The first characteristic is that outputs are intangible
applications of complex knowledge, making it difficult
for consumers to weigh the relative competence of sup-
pliers. Clients are thus dependent on the profession-
als delivering these services. The challenge for a firm
is to convince clients of its superior competence. The
challenge for the client is to make sense of competing
claims.

The second defining characteristic arises from the
need for PSFs to employ a highly educated (profes-
sional) workforce to customize complex knowledge to
client situations. PSFs “are forced to attract and retain
qualified people who can adapt their repertoires to meet
the demands of the task” (Kirreman et al. 2002, p. 73).
Even where services are replicated from one client to
another, the marketing of services requires the devel-
opment of close (i.e., customized) relationships with
each client (Morris and Empson 1998). The professional
workforce thus constitutes the critical asset of the PSF
because it embodies, operates, and translates the knowl-
edge inherent in the firm’s output, and, it is the basis
of the firm’s relationships with clients who often fol-
low professionals if they change firms. PSFs are thus

critically dependent on their ability to recruit, retain, and
motivate professionals who are highly mobile. The man-
agerial challenge is to design an organizational form that
will achieve these goals.

These two tasks and their associated dependencies,
taken together, demarcate professional service firms as a
distinct category of organizations. Underdeveloped in the
literature is how these characteristics and their associated
dependencies can be effectively managed to improve
performance.

Client Dependency and Strategy

Professional service firms have esoteric expertise that
clients believe is beyond their own competence. Con-
sequently, the client “cannot judge the expert’s advice
or reports on substance” (Starbuck 1992, p. 731). Nor
can the client evaluate a firm’s claim that it has a better
competence than other suppliers. Instead, consumers are
obliged to use “social proofs” of competence, such as
reputation or status (Rao et al. 2001), or symbolic out-
puts, such as appearance and behaviour (Starbuck 1992,
Anderson-Gough et al. 1998).

The importance of reputation has been argued and
demonstrated in settings other than professional ser-
vices (e.g., Merton 1968, Hall 1992, Fombrun 1996,
Deephouse 2000). However, it is especially significant
in PSFs because of the intangibility of the service and
the importance of the professional. Reputation offers
the PSF three benefits: the ability to hire the very best
students; lower marketing costs because clients actively
seek higher status firms (Podolny 1993, 1994); and
the ability to charge premiums because of their “brand
name” (Beatty 1989, Krishnan and Schauer 2000). These
benefits constitute a virtuous cycle. As a firm’s reputa-
tion grows, it gains more clients and, as a consequence,
attracts yet more clients without a proportionate invest-
ment in marketing. Further, clients are often reluctant
to migrate from large professional service firms because
of uncertainty over whether competitors are superior or
even comparable. Consequently, firms with good repu-
tations achieve higher profits because of their reduced
learning costs, their ability to charge premiums for ser-
vices and the tendency for clients to commission more
services from current advisors. This virtuous cycle cor-
responds to Merton’s “Matthew Effect,” whereby “the
coin of reputation” enables those with established rep-
utations to secure greater benefits than those with the
“same order of talent” yet lesser reputations (Merton
1968, p. 56). Thus our starting hypothesis is as follows.

HyproTHESIS 1. For PSFs, reputation positively affects
performance.

In itself, the above hypothesis is not especially novel.
However, it is an important starting point because
of its links to strategy, specifically the question of
diversification.
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A key strategic choice facing all organizations is the
appropriate scope of diversification (Rumelt 1974). Prior
research on diversification conducted into other types
of organizations generally predicts improvements in per-
formance associated with the move from a single line
of business to a strategy of related diversification (for
reviews, see Hoskisson and Hitt 1990, Montgomery
1994, Palich et al. 2000). The rationale is to obtain
synergy across divisions from activities such as mar-
keting and use of common technologies. The rationale
for professional service firms, however, may be different
because of the role of reputation. We argue that reputa-
tion constrains decisions on diversification.

Two commonly identified strategies within the profes-
sional services literature are the narrowly focused firm,
commonly referred to as the specialized “boutique,” and
the more diversified practice (Sherer 1995, Lowendahl
2000). The former strategy seeks competitive advan-
tage by providing a narrow range of services. A firm
pursuing such a strategy aims to succeed by capturing
the advantages of specialization because specialization
per se is commonly assumed to be a signal of com-
petence (Ruef and Scott 1998). Previous research hints
at this link between specialization and performance.
Becker et al. (2001), for example, note that the most
profitable international law firms are narrowly special-
ized. David (2001) found specialization reduces the fail-
ure rates of consulting firms. To our knowledge, there is
no evidence that accounting firms can improve perfor-
mance by a strategy of narrow specialization. Moreover,
the accounting industry is very mature with firms experi-
encing tightening competition since the mid-1980s. Pre-
vious research has reported how declining margins in
this particular service pushed firms to provide additional
services (Covaleski et al. 2002, Greenwood et al. 2002).

The strategy of diversification has received consid-
erable attention because of its adoption by very large
accounting firms (e.g., Greenwood et al. 2002). This
strategy is referred to in the accounting sector as the
“multidisciplinary practice” (MDP) and is based on the
presumption of four competitive benefits. First, it offers
clients the convenience of dealing with a single sup-
plier, which the (then) Big Five accounting firms claimed
as an important justification for their provision of con-
sulting services (Trebilcock and Csorgo 1999, Berardino
2000). Second, economies of scope arise from deliv-
ering several services through the same distribution
channels (Melancon 1998). Third, firms “cross sell” ser-
vices, taking advantage of relationships with clients to
offer additional services. Clients, confronted with uncer-
tainty over the capabilities of alternative suppliers, trans-
fer their assessment of a firm’s capabilities from one
service to another (Nayyar 1990, p. 516). For exam-
ple, an audit client may “transfer” its assessment of a
firm’s competence from the audit service to other avail-
able services such as consulting. Fourth, diversification

helps retain highly skilled personnel because the firm
can offer complex assignments. For example, Stephen
Butler, CEO of KPMG, pointed to the problem of retain-
ing the brightest minds:

I spent more time than I like to admit in the Silicon
Valley and other places like that trying to convince my
brightest professionals to stay with KPMG rather than
jump to a new economy company rich with stock options.
If this rule (restricting MDPs) were in place, I may
as well not even begin those discussions. The best and
brightest minds...would view auditing firms as a stag-
nant professional environment. And, candidly, I don’t
know how I'd argue with them, because I know I won’t
work in that environment (2000).

The diversification strategy has received considerable
attention but only indirect empirical support. Morris and
Empson (1998) describe how large accounting firms use
audit services to uncover consulting opportunities. In
2000, over 40% of management consultancy work per-
formed by the Big Five was for their own audit clients
(Public Accounting Report 2001). Instances of the diver-
sification strategy are also reported in law firms (Becker
et al. 2001, Phillips 2001) and consulting firms (David
2001).

A strategy of diversification will be successful only
if two conditions are met, each recognizing the impor-
tance of reputation. First, the diversified portfolio must
embrace related services to avoid “image contamination
costs” (Nayyar 1993, p. 569):

...For example, it is reasonable to expect an account-
ing firm also to provide some management consulting
services, since it has a proven expertise in evaluating
accounting and management control systems. .. . In con-
trast, it is highly unlikely that potential clients will
believe that an accounting firm can also operate an airline
(Nayyar 1990, pp. 516-517).

Reputation transfer, in other words, is constrained to
related services.

A second and hitherto unexamined condition for suc-
cessful diversification is that it should be balanced,
involving serious resource investments in all services
offered. Otherwise, clients may not be convinced that
the firm is equally qualified across its portfolio. A firm
with a dominant service and only minor resource com-
mitments to other services, even related services, will be
seen as unfocused and at risk of losing the credibility
associated with specialization. In other words, diversifi-
cation runs the risk of damaging a firm’s reputation if
commitment to additional services is incidental rather
than fundamental.

A related process, reputation stickiness, is particu-
larly pronounced in professional service firms. Repu-
tation stickiness refers to the difficulty of transferring
reputation from one product or service to another. PSFs
experience greater reputation stickiness than consumer
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product firms because of the critical nature of their ser-
vices. For example, a consulting firm’s advice can have
a serious impact on a client’s financial performance and
even survival. The correctness of the financial statements
endorsed by an accounting firm carry implications not
only for the client but also for the investment commu-
nity. What we are suggesting, therefore, is that the high
value of the services rendered make clients reluctant to
uncritically transfer a firm’s reputation from one service
line to another. Reputation stickiness will be assuaged to
the extent that a firm has already established a significant
position within that service line.

Firms with a dominant service may also find their
reputation damaged in the eyes of its professional work-
force. Those employed within less developed service
lines will fear subordination to more established ser-
vices. The difficulties experienced by the accounting
firm Arthur Andersen, as they sought to develop a legal
practice in the UK, are a telling illustration. Andersen
failed several times to merge with elite law firms despite
lengthy overtures (Black and Chambers 1999). Similarly,
the acrimonious separation of Arthur Andersen from
Andersen Consulting was partly a function of the latter’s
frustration with its secondary status (Walmsley 2000).

In other words, a multidisciplinary strategy of diver-
sification can negatively affect a firm if diversification
is not perceived by clients and professional employees
as appropriate. Our argument, therefore, is that clients
will be attracted to a diversified firm to the extent that
the firm achieves balanced diversification across related
service areas.

HypoTHESIS 2. For PSFs, there will be a posi-
tive relationship between balanced diversification and
performance.

It is important to recognize that the rationale under-
pinning a strategy of diversification by a professional
service firm is different from arguments underpinning
the same strategy for goods-producing firms. For goods-
producing firms, a strategy of related diversification
seeks benefits from technological complementarities or
the ability to use common distribution channels. Criti-
cal to the strategy’s success, therefore, is the ability of
managers to construct and manage the appropriate orga-
nizational and technological infrastructure. The benefits
of a diversification strategy are conditional on the skills
and competences of senior managers internal to the orga-
nization. It is the limits on these skills that cause the
decline in performance arising from excessive diversi-
fication, hence the commonly found inverted U-shape
between performance and diversification. A rather dif-
ferent argument applies to professional service firms.
For these firms, what matters is whether clients and
employees perceive a firm’s diversification as legitimate,
irrespective of whether there are real or only rhetori-
cal synergies between the services within the diversi-
fied portfolio. Our argument, therefore, is that balanced

diversification rather than related diversification per se
will be perceived as appropriate and underpin the rela-
tionship with performance.

Professional Motivation, Knowledge Transfer, and
Organization

Human capital is a professional service firm’s “most
important resource” (Hitt et al. 2001, p. 15). The pro-
fessional carries and generates the knowledge encoded
in the services being offered and he/she develops rela-
tionships with clients critical for a sustained flow of
work. Professionals within the firm, in other words, are
the human capital of the firm and generate its social
capital. Yet, these resources are mobile to an extent
not found in settings where capital assets are exten-
sively used. Retention is thus a prime challenge. For
example, Andersen Worldwide purchased the French law
firm of S. G. Archibald in 1992 and lost almost 80%
of the acquired firm’s lawyers in the next six years.
Loss of senior professionals is especially costly to a
professional service firm, not only because it depletes
the ability to deliver customized services, but because
it severs relationships with clients and is often fol-
lowed by client defections (Levinthal and Fichman 1988,
Baker et al. 1998). Although turnover of personnel helps
refresh organizational learning (Starbuck 1992), on bal-
ance the ability to retain senior professionals is critical
for performance.

However, how is retention to be achieved? An impor-
tant influence on retention in any organization is organi-
zational form, i.e., the structures and procedures used to
control work activities. Several researchers have pointed
to the importance of normative rather than bureaucratic
controls as the basis of control of professionals (for a
review, see Scott 1998). One variant of this form, used
by many professional service firms, is the partnership,
where ownership is vested in a relatively large group
of professionals (“partners”) who assume responsibility
for governance and share all profits (Greenwood and
Empson 2003). This distinctive organizational form has
been found to provide both significant financial advan-
tages to those with partner status and extensive oppor-
tunities to participate in the management of the firm
(for evidence from accounting firms, see Greenwood
et al. 1990, Abernethy and Stoelwinder 1995, Anderson-
Gough et al. 1998, Covaleski et al. 1998). The attraction
of the partnership format has been credited with high
commitment and productivity (The Economist 2000).

The chances of achieving the status of partner vary
by firm, depending in part on its “leverage structure.”
In professional service firms, leverage refers to the ratio
of total number of professionals to partners and is the
“mechanism that drives promotion rates” (Phillips 2001,
p. 1071). Leverage rates thus signal to professionals their
chances of becoming partners. The more leveraged a
firm (a high number of nonpartners to partners) the lower
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the chances of promotion, other things being equal.
The motivational influence of the partnership format,
therefore, should be lower in firms with high leverage.
Greenhaus and Collins (1997) report that professionals
leave accounting firms if they perceive their chances of
making partnership as being low. Similarly, Malos and
Campion (2000) found leverage in law firms to be corre-
lated with turnover. Moreover, large professional service
firms, often use the “up-or-out” career formula, whereby
professionals not promoted to the rank of partner are
required to leave the firm. Firms with high leverage
thus continually lose professionals, depleting the firm’s
repository of knowledge and client relationships. There-
fore, high leverage adversely affects retention of both
professionals and clients, depresses the effort of profes-
sionals, and weakens performance.

Leverage may also positively affect performance by
facilitating the transfer of knowledge from experienced
partners to less experienced colleagues. Hitt et al. (2001)
found support for this hypothesis in a study of the largest
100 U.S. law firms. However, analysis of the largest
200 firms by the same research team (Zardkoohi et al.
2004) showed a negative linear relationship between
leverage and performance, consistent with our argument
above. Zardkoohi et al. (2004) further report that the
relationship between these variables is not linear but
U-shaped. We suggest that this finding shows the influ-
ence of two processes. The downward slope of the
U-shape is the result of decreased opportunities for part-
nership. But motivation will not decline indefinitely.
Instead, there will be a point at which the demotivating
effect of leverage will dissipate or, at least, not worsen,
allowing the influence of other processes. The upward
slope of the U-shape indicates the successful transfer
of knowledge from experienced partners to nonpartners,
meaning that partners are “leveraging” their knowledge
and reputation (Hitt et al. 2001).

HyPOTHESIS 3. For PSFs, there will be a U-shaped
relationship between leverage ratios and performance.

The theoretical point is that the unusual dependence
of professional service firms on their highly educated
workforce makes it necessary to use unusual organiza-
tional forms. The “partnership” is one such form and
leverage structures are a critical choice within that form.

Methods

Setting and Data

The hypotheses were tested using data from account-
ing firms in the United States. This industry was chosen
because it is a salient, well-established, professional ser-
vice. Furthermore, the services provided by an account-
ing firm embody the characteristics with which we
are concerned, namely, intangible outputs encoded with
complex knowledge delivered in customized form by

a highly professionalized workforce. Information for the
largest 100 accounting firms in the United States was
compiled for 1991-2000 from annual issues of the Pub-
lic Accounting Report, a trade journal that began pub-
lishing statistical data in 1991. Firms range in size from
fewer than 50 professionals to more than 35,000. In
2000, revenues ranged from $13.7 million to $8.3 bil-
lion. These top 100 firms are the basis of the U.S.
accounting services industry: The top 100 firms employ
75% of accountants in public practice (i.e., in account-
ing firms). Some firms remained in the top 100 list all
10 years and some firms dropped out or entered the
top 100 list for some years. Because we used lagged
independent variables, a firm must be in the top 100
list for at least two consecutive years. In total, we have
160 firms in our sample.

Given that the results reported in this paper are derived
from larger accounting firms, they may not fully apply
to smaller firms. We anticipate that the same concepts
would be applicable, especially the role of reputation,
because the same kinds of issues are likely to be found
in large and small firms. Thus, there will be an asym-
metry of information between professionals and clients,
and, professionals will be the key assets of the firm.
However, how far small firms could successfully diver-
sify is open to question. Moreover, the complexity of the
information involved and thus the scale of the informa-
tion asymmetry between clients and firm may be much
less in smaller firms.

All but one of these accounting firms were governed
as limited liability “partnerships” or private corporations,
meaning that ownership is vested in a group of individ-
uals who share limited liability for the firm and who
are active within the firm (i.e., there are no external
owners). Internally, accounting firms have three cate-
gories of professionals: partners, managers (i.e., nonpart-
ners), and students (i.e., those working toward the CPA
designation).

The Public Accounting Report defines four service
lines provided by accounting firms. The traditional, core
services are audit and basic accounting services. A sec-
ond service is the provision of taxation advice. A more
contentious service line (see Greenwood et al. 2002) is
the provision of management advisory services (or con-
sulting), including the provision of advice and the design
of information control systems. All firms in our sample
provided each of these service lines. A fourth line of
service embraces such services as advice on executive
compensation and outsourcing. Three of every four firms
in our sample provided these services.

Familiarity with this industry helped our interpreta-
tion of the data. In related studies since 1986, inter-
views were conducted with senior personnel in large
accounting firms both in the United States and else-
where (references withheld for anonymity). A consid-
erable volume of archival materials was also amassed
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during these projects. Although not formally reported
here, these earlier studies provided useful contextual
material, informing the framing of our hypotheses and
providing a setting-specific sensitivity when interpreting
the results.

Dependent Variable: Firm Performance

Accounting firms are neither publicly traded nor under
any requirement to report profits, and rarely do so.
Therefore, we measured performance by revenues per
professional (R/P), a commonly computed index of rel-
ative performance in studies of professional services
generally (e.g., Lorsch and Tierney 2002) and specifi-
cally in the accounting industry (see, for example, the
statistics published in professional outlets such as the
Public Accounting Report). Previous researchers, more-
over, have reported high correlations between this mea-
sure and accounting measures of profitability. Malos and
Campion’s (2000) study of U.S. law firms reports a cor-
relation of 0.71 between revenues per professional and
“profits per partner” and of 0.89 between revenues per
professional and “relative profitability” (the latter calcu-
lated by The American Lawyer). These figures help val-
idate our use of revenues per professional as a measure
of performance.

Independent Variables

Most research measuring accounting firm reputation
uses a dichotomous indicator for the Big 8/6/5 (e.g.,
Ferguson and Stokes 2002). This measure is highly cor-
related with size. Such an approach also obfuscates the
possible effects of reputation within each category. We
follow recent research and use two continuous measures
of reputation. First, following Copley et al. (1995), we
used the number of Securities and Exchange Commis-
sion (SEC) listed audit clients. An SEC listed client is
registered to sell stock to the general public with the
SEC, the primary U.S. regulator of securities markets.
Having SEC clients confers reputation by associating
an accounting firm with high-profile clients (Heinz and
Laumann 1982, Stuart et al. 1999). This variable was
denoted as Number of SEC Clients.

Second, following Deephouse (2000), we measured
reputation using media data. We entered the name of a
firm as key word into the Factiva database and retrieved
all articles mentioning the firm. This procedure gener-
ated 373,587 articles. We restricted our analysis to seven
business publications (The Wall Street Journal, Financial
Times, Business Week, Economist, Forbes, Fortune, and
Barron’s). If a report was repeated, we counted the origi-
nal but not subsequent repetitions so as to exclude dupli-
cations. The seven business publications yielded 16,391
articles. Two of the authors developed a coding scheme
for counting positive media stories by reading 50 ran-
domly generated articles from the 16,391. They agreed
on all of the decisions about these 50 articles. After the

development of the coding scheme, they independently
coded 200 randomly generated articles. The interrater
reliability of these 200 articles reached 0.93. An exam-
ple of a positive story is:

...the client used a groupware database, which cross-
indexed the background and skills of more than 900 audi-
tors; he searched for someone with prior law-enforcement
experience, a C.P.A., and familiarity with food-service
inventories. “We found him in Dallas, and put him on
a plane the next day.”” Coopers...got the contract, and
the client got the right man for the job (Financial Times
May 17, 1999).

One author coded all the remaining articles to iden-
tify the total number of positive stories for each firm
in each focal year. The logged value of this variable
was denoted as the Number of Positive Media Reports
(logged). The zero-order correlation between Number
of SEC Clients (logged) and Number of Positive Media
Reports (logged) was 0.67. Our estimates were consis-
tent using either measure. We used Number of Positive
Media Reports (logged) in our analysis because it is less
correlated with measures of size.

Diversification. The degree of balance in the diversi-
fication of an accounting firm’s portfolio is the extent to
which the firm generates income from each of the four
lines of service: audit and accounting, tax advice, man-
agement advisory services, and outsourcing and other
services. Our measure is similar to those used for law
firms by Sherer (1995) and Hitt et al. (2001). In our
operationalization of diversification, the entropy measure
was chosen. This measure is a valid and widely used
indicator of diversification (Jacquemin and Berry 1979,
Hoskisson et al. 1993). For our sample, the entropy mea-
sure was calculated as

4
Diversification =" [R, x In(1/R))],

=1

where R, is the proportion of revenues collected by
the given firm in the /th line of service (I =1, 2, 3,
and 4). Hypothesis 2 proposes that there will be a pos-
itive relationship between balanced diversification and
performance. The entropy measure reaches its maximum
value when there are equal sales in all service lines;
therefore a positive and significant coefficient of this
measure will provide support for this hypothesis.

Leverage. The leverage ratio is the number of pro-
fessionals (including partners and nonpartners) divided
by the number of partners. Hypothesis 3 proposes
a U-shaped relationship between leverage and perfor-
mance; therefore, the testing of this hypothesis involves
Leverage and its squared term. Leverage and its squared
term are correlated at the level of 0.99; such a high level
of correlation is common in empirical studies. To lessen
the problem of multicollinearity, we followed Aiken and
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West (1991) and centered the Leverage measure on its
mean, labelled Centered Leverage. We squared Centered
Leverage and called it Centered Leverage Squared.*
Hypothesis 3 would be supported if the coefficient of
Centered Leverage Squared is significantly positive, and,
if the trough point® of Centered Leverage is within the
range of Centered Leverage (i.e., the trough point of
Centered Leverage is larger than the minimum value and
smaller than the maximum value of Centered Leverage).

Control Variables
We created two control variables to indicate firm size.
The first is the logarithm of the number of professional
staff, denoted as Number of Professionals (logged).
The second is the logarithm of the number of local
offices of each firm, denoted as Number of Olffices
(logged). The first control variable indicates the size of
the professional members in a given firm, while the sec-
ond control variable captures the extent of groupings of
business activities and staff members by the focal firm.
Because organizational performance may be affected
by a firm’s merger and acquisition activities, we cre-
ated a dummy variable, Merger and Acquisition, to indi-
cate whether a firm experienced at least one merger or
acquisition in the focal year. This dummy variable was
coded as 1 when the focal firm experienced at least one
merger or acquisition in the focal year, and coded O oth-
erwise. We further controlled for yearly idiosyncratic
effects by entering nine yearly dummies (1991-1999).
The yearly dummy of 2000 was dropped because of per-
fect collinearity.

Analysis

Our data have a cross-sectional time series structure with
each accounting firm as a panel that spans a 10-year
period. Therefore, we used the following model to per-
form our panel data analyses:

Ye=a+X; , 1B+ p;+ & (1)

where x; ,_, is a row vector of explanatory variables, u;
is the firm-specific residual, and ¢;, is a standard residual
(mean 0, homoskedastic, uncorrelated with itself, u; and

the x matrix). All our independent and control variables
were lagged one year behind the dependent variable.

Equation 1 could be analyzed by the fixed-effects
model or the random effects model. One of the assump-
tions in the random effects model—u; is uncorrelated
with the other regressors—is not supported by the
Hausman test* (Kennedy 1992). Consistent with previ-
ous studies (e.g., Hitt et al. 2001), we adopted the fixed-
effects model in our analysis.

Results

Table 1 displays the means, standard deviations, and
correlations for all variables. All bivariate correlations
are Jlower than 0.6 with two exceptions. The correlation
between Number of Professionals (logged) and Num-
ber of Offices (logged) is 0.77. Second, the correlation
of Centered Leverage and Centered Leverage Squared
reached 0.70. Such a level of correlation between a vari-
able and its squared term is common in empirical studies
(Aiken and West 1991).

Although such a level of correlation will not pro-
duce biased estimators for the coefficients of indepen-
dent variables, the coefficient estimators may have high
standard errors. As a result, it is more difficult to
obtain significant coefficients of the correlated variables.
Accordingly, we investigated collinearity using variance
inflation factors (VIF), and our decision rule was that
the maximum VIF should be less than the critical value
of 10 (Neter et al. 1990). The highest VIF is 5.45 for
the control variable, Number of Professionals (logged).
Moreover, for Centered Leverage and Centered Lever-
age Squared the VIFs are cach below 2.2. This analysis
indicates no evidence of a collinearity problem.

Table 2 presents the results of our analysis. Five
models are shown. Model 1 examines the base model
containing only the control variables. Merger and Acqui-
sition was not significant. Number of Professionals
(logged) is negative and significant (p < 0.001), indi-
cating that larger firms have lower performance.’ In
comparison, Number of Offices (logged) is positive and
marginally significant (p < 0.10), suggesting that firms
with more offices perform better. In other words, our two
measures of size appear to have different effects: The

Table 1 Descriptive Statistics and Correlations
Mean Std. dev. 1 2 8 4 5 6 7
1. Performance (revenue per professional) 1.32E05 3.34E04
2. Merger and acquisition 0.06 0.23 0.07
3. Number of professionals (logged) 5.07 1183 023 0.14
4. Number of offices (logged) 1.56 1.27 0.12 012 077
5. Number of media reports (logged) 0.18 0.74 0.36 07160 0.73 053
6. Diversification (entropy) 1.04 0.16 0.06 0.05 0.11 0.17 0.07
7. Centered leverage 0.00 2.88 —-0.10 0.01 044 011 029 -0.01
8. Centered leverage squared 8.28 22.87 -003 0.02 023 009 018 -0.08 0.70

Notes. N = 954. Correlations greater than 0.06 are significant at p < 0.05.
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Table 2 Fixed-Effect Panel Data Estimates of Revenue per Professional
Model 1 Model 2 Model 3 Model 4 Model 5
Coefficient Coefficient Coefficient Coefficient Coefficient
Intercept 4.54E + 05 4.55E + 05" 4.46E + 05"+ 4.42E + 05" 4.20E + 05"
(1.29E+04) (1.28E+04) (1.37E+04) (1.79E+04) (1.87E+04)
Firm/Year dummies Entered Entered Entered Entered Entered
Merger and acquisition 2.62E+403 2.16E+083 2.24E+03 2.21E+03 1.73E+03
(2.09E+03) (2.08E+03) (2.08E+03) (2.08E+03) (2.07E+03)
Number of professionals (logged) —556E+04**  —559E+04** —562E+04** —555E+04** —511E+404**
(2.47E+03) (2.45E+03) (2.45E+03) (3.34E+03) (3.51E+03)
Number of offices (logged) 4.48E + 03" 5.01E+03* 5.06E +03* 5.02E +03* 3.90E + 031
(2.35E+03) (2.34E+03) (2.34E+03) (2.34E+03) (2.34E+03)
Number of positive media reports (logged) 6.16E 4+ 03*** 5.99E + 03*** 5.98E + 03 5.96E + 03***
(1.75E+03) (1.75E+03) (1.75E+03) (1.74E+03)
Diversification (entropy) 9.18E+ 03" 9.16E 403" 9.13E 403t
(5.10E+03) (5.11E+03) (5.06E +-03)
Centered leverage —1.31E+02 —1.73E403*
(4.48E+02) (6.08E +02)
Centered leverage squared 1.56E + 02+
(4.05E+01)
o, (standard deviation of the common residuals) 7.60E+04 7.31E4+04 7.33E+04 7.27TE+04 6.93E + 04
o, (standard deviation of the unique residuals) 1.29E+ 04 1.28E+04 1.28E+04 1.28E+04 1.27E+04
p 0.972 0.970 0.971 0.970 0.968
Number of observations 954 954 954 954 954
Number of firms 160 160 160 160 160

Notes. All independent variables are lagged one year. Standard errors are in parentheses. fp <0.1; *p < 0.05; *p <0.01; **p < 0.001.

sheer Number of Professionals adversely affects perfor-
mance, whereas Number of Offices has a positive influ-
ence. The adverse effect of the former is consistent with
the idea that size increases coordination costs. The effect
of Number of Offices, in contrast, may be reflecting the
need for firms to both tap into multiple geographical
markets and be able to service clients located in multi-
ple jurisdictions. Table 1 reports three parameters for all
models: o,, 0,, and p. The first parameter, which is the
standard deviation of u; (see Equation 1), indicates the
degree of estimation errors attributed to the variability
among accounting firms. The second parameter, which
is the standard deviation of ¢;, (see Equation 1), shows
the degree of errors that have independent and identi-
cal distribution. The third parameter, which is the ratio
between o and the sum of o2 and o2, indicates the pro-
portion of total variance due to the differences among

firms.
In Model 2, we include the reputation indicator, Num-

ber of Positive Media Reports. As predicted by Hypoth-
esis 1, which proposes a positive relationship between
reputation and performance, the coefficient of this vari-
able is positive and significant (p < 0.001). A sup-
plementary analysis was conducted to test whether the
number of total media reports for each firm also has
an impact on firm performance. We replaced Number of
Positive Media Reports with the number of total media
reports, and found that the coefficient of the number
of total media reports is not significant. To identify

the potential effects of negative and neutral reports, we
added two variables in Model 2, the number of neu-
tral reports for a focal firm and the number of negative
reports (as indicator of notoriety) for the focal firm, and
reran Model 2. The coefficient of Number of Positive
Media Report remained significant (p < 0.05), while the
two added variables were not significant. These results
are consistent with previous work using media cover-
age that has separated “favourableness” [indicated by
our Number of Positive Media Reports (logged)] from
prominence or visibility, which would be indicated by
the fotal number of media reports. These two dimensions
of reputation have been found to yield different results
(Fombrun and Shanley 1990, Rindova et al. in press).
In other words, our results consistently show that it is a
favourable reputation that matters.

Model 3 adds the entropy measure of Diversification.
As predicted by Hypothesis 2, this variable has a pos-
itive and marginally significant (p = 0.072) cocfficient.
In Model 4, we include the variable of Centered Lever-
age. The coefficient of this variable is not significant.
In Model 5, the variable of Centered Leverage Squared
has a positive and significant coefficient (p < 0.001).
The trough point of Centered Leverage is 0.42, which is
within the range of Centered Leverage (from —4.49 to
17.55). These results provide support for the U-shaped
relationship between leverage and performance, as pre-
dicted by Hypothesis 3. Results for Hypotheses 1 and 2
remain as reported earlier.
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Discussion

Toward a Theory of Professional Service Firms

The motivation for this paper has been to build a the-
ory of professional service firms. Our starting point was
to argue that these firms share task characteristics that
demarcate them from both goods-producing organiza-
tions, including high technology firms, and other ser-
vice organizations. These characteristics are that their
outputs are intangible, encoded with complex knowl-
edge, and are customized to client circumstances by a
highly professionalized workforce. A theory of profes-
sional service firms begins from recognition of these
task characteristics. We then proposed that consequent
on these characteristics are two dependencies that affect
the appropriateness of organizational and strategic deci-
sions. First, clients are highly dependent on the PSF
because of an asymmetry of information; second, PSFs
are dependent on their professional workforce because
this critical asset is mobile.

So what have we learned about the determinants
of performance that follow from the dependency of
clients on their PSFs? We have found a clear rela-
tionship between reputation and performance. Reputa-
tion is vitally important to PSFs because it serves as a
social signal to clients experiencing uncertainty arising
from information asymmetry. This relationship is robust
across two continuous measures of reputation, one based
on media coverage (Deephouse 2000), the other on SEC
listed clients (Copley et al. 1995).

We have also found a positive, albeit marginal,
relationship between balanced diversification and per-
formance. As PSFs diversify they must do so in a
significant rather than incremental manner because of
the risks of image contamination and reputation stick-
iness. Thus, we have inferred how reputation works
through diversification to affect performance. We also
pointed out that the rationale underlying the decision to
diversify a PSF is different from that applicable to other
organizations. In goods-producing industries, what mat-
ters is the ability of managers to capture managerial,
financial, and technological opportunities for synergies.
These synergies are substantive, not symbolic. In pro-
fessional service firms, in contrast, what matters is how
people perceive the legitimacy of a diversified portfolio.
As such, the benefits of diversification for professional
service firms are socially constructed.

It follows that the degree of socially acceptable diver-
sification is not fixed but could expand (or contract)
as new services become socially (de-)legitimated. For
example, in the immediate aftermath of the Enron
collapse, accounting firms were heavily criticized for
providing management consulting services. The mul-
tidisciplinary strategy became less socially acceptable
(Levitt 2000). Here, our thesis connects with the growing
interest in the social construction of markets (e.g., Zajac

and Westphal 2004). Emphasis in this work is on how
organizations can define and legitimate “markets.” Our
study implies that the notion of socially constructed
markets is especially pertinent for professional service
firms because of the pervasive importance of reputation.
For these firms, marketing involves the ability to con-
vince clients that an array of services, whether narrow
or extensive, is a legitimate portfolio.

Our paper has also looked at organizational issues
arising from the dependency of PSFs on their profes-
sional workforce. The need to design incentives for pro-
fessionals to stay and commit to an organization is not
a modern problem—retention is a recurrent theme in
the literature on professionals—but it is becoming more
apposite as psychological contracts between knowledge
workers and organizations in the modern economy are
reconfigured (see Powell 2001). The firms examined in
our study, of course, are unusual because they are legally
constituted as partnerships, but this is an intriguing orga-
nizational form and we have focused on one of its cen-
tral features, namely, the leverage ratio that specifies
the promise of partnership. The “prize” of partnership
offers a compelling incentive for professionals to work
long and intense hours and to remain with the firm. Our
results show a U-shaped relationship between leverage
and performance. We interpreted this result to mean that
the motivation of nonpartners will increase with the like-
lihood of achieving partnership status, to the benefit of
the firm. At some point, however, the importance of the
partnership issue fades, to be superseded by the bene-
fits of optimizing knowledge transfer between partners
and nonpartners. Our conclusion from these results is
that the partnership form of ownership and governance
may be highly appropriate for this type of worker but
that the structure of the partnership is a complex issue.
It is, moreover, ironic that the partnership format, which
predates the public corporation and yet has been super-
seded by it, may be of growing contemporary relevance
as the economy shifts emphasis from capital-intensive to
knowledge-intensive enterprises.

These findings confirm the importance of viewing
PSFs as a discrete category of organizations, but much
remains to be done. One future line of research could
explore the role of reputation. We have shown that favor-
able media coverage influences performance and is inter-
twined with the effects of diversification. What we have
not explored is how professional service firms develop
their reputations. One factor may be the impact of the
personal reputation of founders, given that some PSFs
begin when professionals leave an existing firm and in
doing so take their clientele with them. Nor have we
examined the processes resulting in the collapse of repu-
tation. To what extent are individual firms insulated from
inappropriate actions by firms in the same sector and
what can firms do to protect their reputations? These are
important questions and require attention.
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Further, future work could expand the definition of
performance. Our focus has been on how profitabil-
ity requires PSFs to manage their critical dependencies
through particular strategies and organizations. Yet, there
are other goals that PSFs might pursue, including tech-
nical excellence and professional integrity, which may
or may not fully complement the pursuit of profitabil-
ity. All organizations face the need to reconcile multi-
ple goals but the tension may be more acute in PSFs
because of the professional and commercial pressures
on them. A fuller theory of professional service firms
would include a broader range of performance outcomes,
exploring how the dynamics identified here affect mul-
tiple dimensions of performance and result in trade-offs
between them.

Conclusion

The sheer importance of professional service firms in
the modern economy justifies efforts to understand them.
Given the distinctive tasks performed by PSFs it is not
surprising that they confront unusual managerial chal-
lenges. These characteristics and challenges, moreover,
undermine the relevance of theory generated from other
types of organizations. By explicating the particular
effects on performance of reputation, diversification, and
organizational structure, we have provided a theory of
professional service firms.
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Endnotes

IThese figures exclude PwC Consulting (source: PwC Annual
Report).

2We did not center the variable of Centered Leverage Squared.
3The trough point in a U-shaped relationship between
Centered Leverage and Firm Performance is the minimum in
this quadratic relationship.

“We thank two anonymous reviewers for this suggestion.
SBecause Number of Professionals is used to calculate the vari-
able of Leverage, it is possible that the inclusion of Number
of Professionals has an impact on our testing of the U-shaped
effect between leverage and performance. To test this possi-
bility, we ran a sensitivity analysis. In this analysis, we only
removed Number of Professionals (logged) and retained all
other variables in Model 5 of Table 2. Our sensitivity analysis
provided results consistent with the results that we report in
Table 2.
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