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Short-term thinking continues to dominate corporate decision making due to the pressure to achieve expected quarterly
earnings. As such, strategic goals take a back seat to short-term performance among the prime objectives of CEOs, the
board of directors and management teams. Be that as it may, shareholders and stakeholders expect corporate leaders to pay
equal attention to the long-term health of the corporate enterprise. An empirical study is conduced to test how long-term
oriented board of directors diminish earnings management, increase disclosure and reduce risk. The results show that a
long-term board orientation decreases earnings smoothing, stock price synchronicity and downside risk. To study this
relationship, we construct a panel data from 2004 to 2015 comprising of 2834 OECD country firms. We conclude that board
independence, board expertise and board audit committee activity increase long-term firm orientation. We find that boards
with these characteristics are prone to the implementation of executives’ long-term incentives, suggesting that a long-term
orientation is beneficial not only to increase firms’ transparency and disclosure but also to reduce firms’ downside risk.
Firms with long-term orientation reveal enough information to avoid stock price synchronicity, prevent the use of earnings
management to conceal real firm performance and reduce downside risk - all decreasing the chance of financial failure.
The results of the study not only nullify the arguments that there is no impact of long-term orientation and long-term
incentives but also bolster and enrich the stream of literature that supports these variables’ impact on earnings management,
stock price synchronicity and downside risk. Within the context of the international setting of the paper, we have
substantiated the external validity of the results across geographies and country-wide regulations.

Keywords: Long-Term Orientation; Board Compliance; Downside Risk; Performance Disclosure, Corporate Governance.

Introduction

With relentless pressure on firms to meet quarterly
earnings expectations, it is not surprising that short-term
thinking dominates corporate decision-making. CEOs, their
boards and management teams focus less attention on
strategic goals then on short-term performance. While
boards do have a responsibility to oversee performance
against plans, their shareholders and stakeholders expect
them to play an equally important role in ensuring that
management focuses on the long-term health of their
enterprises (Daum & Speed 2015).

Corporate managers with a long-term orientation, take
a linear direction for the board, and are cognizant of the goal
of maximizing shareholder value. This concept has its basis
in the agency theory, set forth by economists in the 1970s.
It is rooted in the idea that shareholders own the corporation
and demand activities that are driven by profit maximization

and-increasingly—responsible behavior by the enterprise
and its officers and employees.

However, according to Bower and Lynn (2017) the
theory is rife with moral hazard since shareholders are not
accountable as owners for the firm’s activities, nor do they
have officers’ and directors’ fiduciary responsibilities of the
enterprise. Therefore, it is primarily in the financial domain
where board long-term orientation may have impact on
earnings management, disclosure and risk and, as such, yield
implications for an enterprise’s performance and equity value.

Recently, focus is shifting to board long-term
orientation and its implications on earnings management,
disclosure and risk. Researchers are trying to answer one
major question — what is the exact impact of long-term
orientation on firm performance? However, this is a very
broad question and may not have a simple, straight answer.

The reason being that there is no direct relationship
between these two variables, but it is, in a way combined
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effects of all the variables that change with long term
orientation. Perhaps that is why there really hasn’t been a
true effect measured. This is what we are trying to
accomplish with this paper — an understanding and measure
of the impact of long-term orientation of the board of
directors on major outcome variables.

Previous studies (Xie et al., 2003; Armstrong et al.,
2014; Chen et al., 2015, among others) have tried to
document positive association between good governance
and disclosure quality, but they have missed analyzing how
a long-term orientation can affect that relation. The
mainstream research in this sense have focused on the effect
of country-specific factors, such as investor protection,
institutional factor and on information transparency. This
limits the pervious literature from 1) achieving an expansive
validity of the results that strengthen the evidence under
discussion and 2) refuting the possibility that country-
specific corporate culture and prevalent corporate
governance practices might lead to skewed results.

Thus, our work gives a new perspective considering
simultaneously an international setting and a firm-level
governance structure. Additionally, the international setting
makes it possible to use regulation reforms across countries
as an exogenous variation in board structure to have more
robust results, which could not be achieved in a within-
country setting. This is particularly important because it
permits enhancing our knowledge on corporate governance
and disclosure practices, in-as-much the prior literature has
documented mixed evidence across different countries
using industry and country data. International firm level
results contribute to increased generalizability of the
findings for multiple countries; not only about the relation
between board compliance, disclosure and risk but also to
establish if the long-term orientation boosts firm
transparency or not.

Based on our results of the empirical study, we conclude
that board independence, board expertise and board audit
committee activity increase long-term firm orientation. We
find that boards with those characteristics are prone to the
implementation of executives’ long-term incentives,
suggesting that a long-term orientation is beneficial not only
to increase firms’ transparency and disclosure but also to
reduce firms’ downside risk. Firms with long-term
orientation reveal enough information to avoid stock price
synchronicity, prevent the use of earnings management to
conceal real firm performance and reduce downside risk--
all decreasing the chance of financial failure.

The paper follows with a literature review in section 2,
examining the works from late 1990s to present research.
Section 3 describes the data, section 4 the estimation model,
section 5 discuss the results and section 6 present
conclusions and further research opportunities.

Literature Review

Board expertise and independence brings in more
transparency and increases performance disclosure
(Cunningham, 2008; Jeanjean & Stolowy, 2009, Johl Kaur,
Kaur & Cooper, 2015). Although, it has been argued that
there is mixed or no influence of board independence on a
firm’s performance, it is also evident that independent

directors provide unbiased judgement in order to represent
the shareholders (Fuzi, Halim, M. K., 2016; Rashid, 2018).
In this sense Alhaji and Wan Yusoff (2012) mentions, audit
committee does not only ensure transparency and accuracy
of financial reporting and disclosures, but it also promotes
good corporate governance, which is evidenced empirically.
The influence of audit committee on firm performance
depend on the committee’s characteristics, wherein, again,
board expertise and board independence are key factors
(Qinghua, Pingxin & Junming, 2007; Kallamu & Saat,
2015; Barka & Legendre, 2016; Sarpal 2017; Zhou,
Owusus-Ansah, Maggina, 2018).

Moreover, Karamanou and Vafaes (2005) found that in
firms with more effective boards and audit committee
structures, the management earnings forecasts are more
accurate and up-to date and Aldamen, Duncan, Kelly,
McNamara and Nagel (2012) argued that more expertise
and experienced managers have a positive impact on
accounting performance. With that, we move forward to
prove with empirical evidence the relationship of all the
above-mentioned factors involved in to establish that boards
with audit committee, higher independence, expertise and
compliance are more likely to reduce earnings management,
increase disclosure and also more likely to adopt long-term
incentives policies. Unlike other studies (Alhaji & Wan
Yusoff, 2012; Zhou, Owusus-Ansah, & Maggina, 2018) we
take a holistic approach and with a larger geographical
scope, which adding to the existing research, also
supplements the findings with more depth.

Hypothesis 1. Boards with (a) an audit committee,
(b) higher independence, (c) expertise, (d) and
compliance are more likely to reduce earnings
management and increase the performance disclosure.

Additionally, the data presented by McKinsey Global
Institute shows that the firms that manage for a long-term
display better average company revenue, average company
earnings, average economic profit and average market
capitalization. The study also found a high correlation
between long-term approach of firms and their superior
historical performance (Barton, Manyika & Williamson,
2017; O’Hanley 2017).

Long-term is usually defined as a period of more than 3
to 5 years and a long-term orientation board of directors
instigates collaborative management defining the strategic
vision for the firm over that period or more. This effect is
also observed in European markets where firms with long-
term serving board gained better investor confidence (Daum
& Speed, 2015). It has been mentioned that factors such as
board independence, and board expertise (effective, skilled
and diverse board) have an important role in influencing the
long-term orientation of board, as well as, improving risk
mitigation and risk oversight (Ferguson, 2009; Willis et al.,
2009; Leech, 2017). However, most related literature on
executive compensation or long-term incentive plans such
as Murphy (1999) or Buck, Bruce, Main and Udueni,
(2003), has been two dimensional at best. The implication
of board compliance over long-term orientation has seldom
been provided, but we postulate that it is certain because
better boards that induce higher investor confidence are
characterized by focusing in long-term performance more
than showing short term results.
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Hypothesis 2. Boards with (a) audit committee (b)
higher independence, (c) expertise (d) and compliance
are more likely to adopt executives’ long-term
incentives policies.

Finally, we test if the adoption of long-term incentive
policies reduces earnings management, increase
performance disclosure and reduce downside risk.
Empirical evidence of relationship between executive
compensation and firm performance has been strongly
established through pay-performance sensitivity analysis
(Murphy, 1998; Shah & Sunder, 1999; Lopez-lturriaga,
Garcia-Meca, Tejerina-Gaite; 2014). The sensitivity of total
executive rewards to share price performance is considered
a measure to judge the effect of executive compensation on
shareholder’s interests (Buck, Bruce, Main and Udueni,
2003). It is also argued that for long-term sustainability of a
firm, executives’ pay should be used to promote long-term
shareholder value and also for the long-term interests of the
firm and its employees (Mohamed & Salazar, 2016).
Therefore, with direct influence of long-term incentive plan
to the firm performance and corporate stock price, we seek
to establish the effects of long-term incentives orientation
by providing support and overcoming the limitations of
previous literature.

Hypothesis 3. Firms with long term incentives
orientation are more likely to (a) reduce earnings
management, increase the performance disclosure and
(b) reduce downside risk.

We would like to emphasize that we are projecting a
direct relationship between long term incentive policies and
downside risk. Board long term orientation is predictive
variable for all three variables, that is SPS, earnings
management and downside risk while at the same time
acting as a mediator between board compliance, board audit
committee, board independence and board expertise.

SPS and downside risk both are meant to have a
negative relationship as seen in the model below and
therefore, any independent relationship between those
variables will be hard to observe in our model and
hence, the exclusion of the same.

+) Long-term )
incentives
policies
Board
compliance
Board audit Earnings Downli'de
committee +) management s
Board Stock price
independenc synchronicit
Board
expertise

Figure 1. Relationships

! The OECD Principles and Guidelines for Access to Research Data from
Public Funding document can be accessed at:
http://mww.oecd.org/sti/inno/38500813.pdf

Data Description and Variables

We obtained data of 2834 OECD country-firms from
2004 to 2015 in annual periodicity®. We include firms with
information about board of directors available in the
DataStream database. The financial and public sectors were
excluded. The quality of firms’ financial and board data was
analyzed, and cross-integrity was checked in some cases
with alternative sources. We used data from OECD country
firms largely for two reasons: 1) The year-on-year data
obtained is accurate and largely unaffected by any external
factors such as economic or geo-political instability and 2)
Data from 36 countries covers a wide range of governance
cultures and thus, complementing the international setting.
Moreover, the working methods of OECD for statistical data
collection assures quality framework, facilitates metadata
exchange, and uses a statistical information system for data
efficiency, which provides for data integrity and
robustness®. As a matter of fact, Juan Yermo (2008)
mentions how the OECD guidelines support the robustness
of data gathered by addressing governance and investment
issues, making OECD the perfect data source for our
research.

Countries like U.S. and U.K. have more information
than countries like Hungary or Slovak Republic. This fact
shouldn’t affect the results in-as-much our unit of analysis
is the firm, but to be sure that we have reliable results, we
tested the models without U.S. and U.K. and the results were
similar.

Independent Variables

Board compliance: It is the average of all 27 scores in
the DataStream database related with boards' observation of
main corporate governance issues (Appendix B available by
request to the authors). knowing that scores from
DataStream have some issues with missing and erroneous
data, we reviewed all data before including it in the sample
and cleared up any inconsistent records. All items that
pertain to compliance issues are assigned with 0 or 1.

To perform a sensibility analysis, we study definitions
of all 27 scores in the DataStream database. Based on those
definitions and on verification of the specific meaning, we
classify the variables in three categories — the variables
related with board audit activities (items 1 to 3), related with
board independence (items 20, 24 and 27), and related with
board expertise (items 16 and 26). We calculate the average
of each category and use those results with independent
variables in some regressions; as the “ad hoc” classification
to check and confirm our results.

Long term orientation: A signal of firm long-term
orientation is the adoption of long-term incentive (LTI)
plans for management compensation. An LTI plan is a long-
term variable pay component commonly based on a multi-
year vesting or lock-in period. LTI plan implementation has
been increasing over the past decades in firms around the
world. We know that a main responsibility of the board of
directors is the design and approval of the managers’
compensation strategy. We use the target year of the

2 More information on OECD data collection methods can be found at:
http://www.oecd.org/statistics/statisticalresources.htm
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compensation plan for managers reported in the DataStream
database as a proxy for board long-term orientation.

Earnings management: We follow Leuz et al. (2003),
Bhattacharya et al. (2003), and DeNicolo et al. (2008) and
use the earnings smoothing (ES) as a proxy of earnings
management. ES tracks the extent to which managers may
conceal the true performance of firms using accruals to
smooth fluctuations of annual profits. Unlike the authors
above, who use a pooled cross section data for each country,
our measures are calculated for each year and each firmin a
rolling window of three years between 2012 until 2015.
Accruals (AS) for firm “I” at year “t” are estimated as:

ASit = (ACAlt - ACClShit)
— (ACL;; — ASTD;, — ATP;,) (1)
— dep;;

Where “CA” denotes current assets, “Cash” is cash and
cash equivalents, “CL” indicates the current liabilities,
“STD” is short-term debt and the current portion of long-
term debt, “TP” is income tax payable, and “dep” denotes
depreciation and amortization. Cash flow from operations
are estimated by extracting the accruals from the operative
income (OI):

ECFy = Ol — ASy, 2)

The earnings smoothing is calculated by the Spearman
rank order correlation between changes in accruals and
changes in estimated cash flow, both normalized by one
period lag of firm total assets:

Earnings Smoothing;;

N AAS;, AECF,,
6t (Rank (TAit—l) — Rank (TAit—1)> 3)
=1- N(N2 —1)

The Earnings smoothing will fall in the unit interval and
increase its value, as the firm is less opaque in its statements.
For example, Mexico’s Earnings Smoothing result is -0.64
and U. S. has -0.5. Thus, data indicates that firms in U. S.
perform less earnings management than firms in Mexico on
an average. Hence, we expect a positive relationship with
board compliance and firm long-term orientation.

Performance disclosure: We use Stock Price
Synchronicity (SPS) as an alternative measure of accounting
transparency and disclosure. Morck et al. (2000) and Jin and
Meyers (2006) find a positive relationship between stock
price synchronicity and lack of disclosure. Yearly SPS is
obtained using the regression specified below. The model is
built by calculating weekly return r;, for each firm “i” at
week “t”; secondly, we compute the returns of the local
county market index and we estimate returns of the S&P500
market and the exchange rate (EX) for each country by the
equation (4) given below.

Tie = @ + PoiTmje + Ba[Tuse + EXje| +
ﬁ3,irm,jt—1 + By [Tus,t—1 + Eth—1] +
Bs,iTm,jt—2 + Be [rUS,t—Z + Eth—z] + 4)
B7iTm,jt+1 T+ Bs [rUS,t+1 + Eth+1] +
+Bo,iTm,jt+2 + .810[TU5,t+2 + Eth+2] + €
Where 7, ;. is the local market index return for each
county “j” during the time period “t”, 15, is the S&P500
market index return, and EX;, is the exchange rate in
country “j”. We run the model and obtain the coefficient of

determination (R?) for each firm by year. Then, SPS;; =
R?,, where T refers to years.

Risk: We use downside risk as a measure of firm risk
(Huang et al., 2012; Ang et al., 2006). Downside risk is an
estimation of a stock's potential to experience a drop-in
value when the market conditions change. To calculate the
downside risk variable, we downloaded the prices of 2810
shares (P;,,:) from DataStream and its country stock
exchange index reference benchmark (B,,,:) on a weekly
basis, where i represents the firm, w represents the 52 weeks
of a year, t the number of years from 2004 to 2015 and k
represents the country. Then we build weekly log returns for
stock prices and benchmarks in equation (5) and (6).

Tiwtk = In (%) (5)
by = In (%) (6)

Where 1, represents the log return of the firm i, on
the week w, on the year t for the country k. On the other
hand, rb,,;. represents the log return of the stock index
benchmark in country k, on the week w, on the year t.
Thereafter, with the weekly returns of each share and the
country benchmarks, we construct the annual semi standard
deviation for each one shown in equations (7) and (8).

Oie = ’Zl;le(rml;kt—fikt) @)
=1 (rwke=Tkt)
Ubkt = m=1 IV'; (8)

Where H = X 1, <7y AN M = X 1g 0 < i
also oy, is the standard semi-standard deviation for the firm
i, on year t, for country k. oby, is the semi-standard
deviation for country k, on year t. Therefore, the annual
down side risk is:

—_ Jik
dsrikt = U;Jktt (9)

Control Variables

Four control variables are included to ensure the
validity of the relation between the explanatory variables
and dependent variables. Firsts, total assets and market
capitalization to control any firm size specific, time-
invariant effects on transparency, disclosure and risk
(Jiambalvo et al., 2002; Klein, 2002; Chen et al., 2001 and
Hutton et al., 2009). Second, financial leverage, which
equals the book value of total financial debt to control firm
indebtedness level. (Park and Shin, 2004, Xu et al., 2004 and
Yuan et al., 2016). Third, Global Competitive Index (GCI)
to control country specific developments that vary over
time. We expect that higher GCI is a result of continuous
stable macroeconomic conditions in the country. Firms in
stable environments adopt long-term development
strategies and will show high disclosure, less earnings
management practices and fewer extreme downside risk
incidents. We formally test this hypothesis and find, as
expected, that GCI is positively and significantly correlated
with less earnings management, low stock price
synchronicity and less downside risk. Nevertheless, long-
term incentive policies survive as a both economically and
statistically ~ significant ~ determinant  of  earnings
management, stock price synchronicity and downside risk.
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Finally, we include control of industry-year fixed
effects to account for any unobservable trends at the year
and sector level. Appendix A, available by request to the
authors, depicts variables used, their description and
sources. Table 1 shows summary statistics for the sample,
assets, debt and market capitalization in millions and Table
2 presents descriptive statistics by country. Similarly, Table
3 shows mean and standard deviation of each variable from
2004 to 2015.

Table 1
Summary Statistics |
Variable Observations Mean Star_]dgrd
Deviation

Earning Smoothing 30752 -0.54 0.49
Stock Price Synchronicity 22364 0.32 0.16
Down Side Risk 31360 1.85 1.09
Board Compliance 23973 0.46 0.17
Board Independence 23973 0.52 0.17
Board Expertise 23973 0.49 0.20
Board Audit 23973 0.54 0.19
Long Term Incentives 15440 3.29 1.19
Global Competitive Index 34008 5.35 0.32
Assets 32975 709.23 5561.1
Debt 32935 211.15 1693.8
Market Capitalization 32137 947 24.812

Table 2

Summary Statistics 11. A.
Average 2005 | 2006 | 2007 | 2008 | 2009

0.158 | 0.288 | 0.337 | 0.363 | 0.403
-0.567|-0.522 |-0.518-0.556 | -0.576
0.436 | 0.425 | 0.437 | 0.436 | 0.453
0.496 | 0.492 | 0.492 | 0.504 | 0.517
0.427 | 0.423 | 0.421 | 0.438 | 0.469
0.510 ] 0.503 | 0.506 | 0.520 | 0.538
3.458 | 3.313 | 3.312 | 3.336 | 3.346
4.582 | 4.845 | 5.224 | 5.757 | 6.886
1.449 | 1.443 | 1.484 | 1.613 | 2.155
0.158 | 0.288 | 0.337 | 0.363 | 0.403

Stock Price Synchronicity
Earning Smoothing
Board compliance

Board Independence
Board Expertise

Board Audit

Long Term Incentives
Total Assets

Total Debt

Market Cap

Table 3
Summary Statistics 1. B.

management, disclosure and risk we use equation (10)
where Y, denotes the earning smoothing, stock price
synchronicity and downside risk variables

Yie = Bo + B1Xit + B2Zie + B3D; + BuD; (10)

+ &

To test the relationship between board compliance,
independence, expertise and audit committee with
managers’ long-term incentives adoption we use equation
(11) where C;; is the target year for the compensation plan
for managers in a firm-year:

Cie = Bo + BrXit + B2Zix + B3D; + ,84D]- (11)

+ &t

Finally, we test the effects of the adoption of managers’
long-term incentives over earnings management, disclosure
and risk with the model described in equation (12):

Yie = Bo + B1Cic + B2Zic + B3D; + ﬁ4Dj (12)

+ &t

Results, Analysis and Discussion

Board Compliance, Earnings Management and
Disclosure

Table 4, column (1) presents the estimates from panel
data regression of board compliance variables and from
earnings smoothing. The main explanatory variable is firm-
year board compliance. The coefficient is significantly
positive, implying that earnings smoothing is higher in firms
with higher board compliance. In columns (2), (3), (4)
explanatory variables are board independence, board
expertise and audit committee activity; again, the
coefficients are significantly positive in all cases. Because
higher earnings smoothing indicate less earnings opacity,
we can conclude that boards with audit committee, higher
independence, expertise and in general high compliance are
more likely to reduce earnings management. Board
expertise demonstrates a higher coefficient; and one could
infer that this variable has a greater impact on earnings
management reduction (Hypothesis 1).

Average 2010 | 2011 | 2012 | 2013 | 2014 | 2015 Table 4
Stocl'< Price Sync.hronlcny 0.370 | 0.363 | 0.396 | 0.292 | 0.296 | 0.345 Earnings Smoothing and Board Compliance
Earning Smoothing -0.527(-0.523|-0.527 | -0.563 | -0.573 | -0.569
Board compliance 0.459 | 0.464 | 0.463 | 0.468 | 0.462 | 0.461 Dependent Variable: Earning Smoothing
Board Independence 0.521 | 0.528 | 0.535 | 0.536 | 0.534 | 0.533 Panel data estimation
Board Expertise 0.494 | 0.508 | 0.505 | 0.506 | 0.509 | 0.507 Variable 1 2 3 4
Board Audit _ 0.544 | 0.544 | 0.548 | 0.548 | 0.549 | 0.550 Board Compliance 0.119157
Long Term Incentives | 3.247 | 3.445 | 3.367 | 3.327 | 3.204 | 3.197 (0.0197) __
Total Assets 7.002 | 7.358 | 7.281 | 7.668 | 8.708 | 9.303 IB%a'd ; 0-35021698
Total Debt 2.207 | 2.224 | 2.206 | 2.324 | 2.578 | 2.694 NCepenoence (0.0198) P
Market Cap 0.370 | 0.363 | 0.396 | 0.292 | 0.296 | 0.345 Board Expertise ('0 0171)
. 0.1969***
. . Board Audit
Estimation (0.0178)
. Assets
In all cases we use panel data models, where the main Debt
unit of observation is the board variables in a firm-year. X;; Global
and Z;, indicate the associated variables to board and control Competitive Index LR By ey o e
variables respectively to each firm in a year. D; is a matrix Constant -(6 0096) '((') 0109) -(d 0089) -(d 0102)
of year_dummie§ to contr_ol time effe<_:ts, which is common Year fixed effects YES
to all firms. D; is a matrix of dummies to control country Country fixed VES
effects. g, is the idiosyncratic error. effects
To measure how board compliance, independence, Wald Chi Squared | 36.7433 | 59.5501 | 158.1163 | 1225337
Observations 20948 20948 20948 20948

expertise and audit committee activity influence earnings
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Table 5 Dependent Variable: Stock Price Synchronicity
. i i Panel data estimation
Earnings Smoothing and Board Compliance Board 023117
Dependent Variable: Earning Smoothing Expertise (0.0059) 02975
Panel data estimation Board Audit ) (‘O 0058)
Variable 5 6 7 8 -
: 0.0061%** Market
Board Compliance (0 0199) capitalization
Board 0.1317*** Debt
Independence (0.0201)
) 0.1925*** Global
Board Expertise (0.0178) Competitive
) 0.1755%** Index
Board Audit (0.0181) Constant 0.4378*** | 0.4762*** | 0.4560*** | 0.5033***
0.0022** | 0.0023** | 0.0023** | 0.0021** (0.0034) (0.0036) | (0.0030) | (0.0033)
Assets (0.0010) | (0.0010) | (0.0010) | (0.0010) Year  fixed VES
Deb -0.012*** | -0.012*** | -0.011*** | -0.012*** effects
ent (0.0034) | (0.0034) | (0.0034) | (0.0034) Country  fixed YES
Global 0.0906*** | 0.0874*** | 0.0658*** | 0.0784*** effects _
Competitive Index | (0.0121) | (0.0121) | (0.0123) | (0.0121) Wald Chi| o239 1420.96 1551.47 2610.42
-1.042%** | -1.050*** | -0.957*** | -1.028*** Squared
Constant (0.0644) | (0.0644) | (0.0647) | (0.0643) Observations 15228 15228 15228 15228
Year fixed effects YES Table 7
Country fixed YES able
effects _ Stock Price Synchronicity and Board Compliance
Wald Chi Squared 166.2447 | 186.2229 | 260.6873 | 237.7474
Observations 20928 20928 20928 20928 Dependent Variable: Stock Price Synchronicity

In columns (5) to (8) we test the robustness of the above
results, including control variables. In our sample, larger
firms and firms in more competitive countries are less likely
to be exposed to earning management. We found a negative
relationship between level of debt and earnings smoothing.

Table 5 presents an additional way to check the above
results. Column (1) presents the estimates from the panel
data regressions of board compliance variables on stock
price synchronicity. The main explanatory variable is board
compliance in a particular firm in each year. The coefficient
is negative and significant. Stock price synchronicity is
lower in firms with higher board compliance. In columns
(2), (3), (4) explanatory variables are board independence,
board expertise and audit committee; again, the coefficients
are negative and significant in all cases. As lower stock price
synchronicity indicates higher performance disclosure, we
can argue that boards with audit committee, higher
independence, expertise and in general higher compliance
are more likely to increase disclosure, confirming
Hypothesis 1 integrally. In this case, the board audit
committee variable displays a higher coefficient; and we
could infer that this variable has a greater impact on the
quality of a firm’s information availability.

With these results, we put to rest the argument that there
might be a mixed or no influence of board independence
brings on transparency and performance. Higher the board
independence, better the unbiased judgement in representing
the shareholders (Fuzi, Halim, M.K., 2016; Rashid, 2018).

Table 6

Stock Price Synchronicity and Board Compliance

Panel data estimation

Variable 5 6 7 8
Board -0.1564***
Compliance (0.0064)
Board -0.199***
Independence (0.0062)
Board -0.166%**
Expertise (0.0056)
. -0.255%**
Board Audit (0.0054)
Market -0.3515%** | -0.322*** | -0.341*** | -0.229***
capitalization (0.0351) (0.0346) (0.0348) (0.0335)
Debt 0.0030*** | 0.002*** | 0.0024*** | 0.002***
(0.0006) (0.0006) (0.0006) (0.0006)
S(I)cr)‘:]mletitive -0.1278*** | -0.124*** | -0.116*** | -0.117***
n def (0.0037) (0.0037) (0.0037) (0.0035)
Constant 1.1273*** | 1.1362*** 1.068*** 1.1304***
(0.0197) (0.0194) (0.0196) (0.0188)
Year fixed
effects YES
Country fixed
effects YES
gald SN 4p7080 | 481505 | 461590 | 6257.70
quared
Observations 15179 15179 15179 15179

Dependent Variable: Stock Price Synchronicity

Panel data estimation

Variable 1 2 3 4
Board -0.2014***

Compliance (0.0070)

Board -0.2508***

Independence (0.0067)

As in the previous case, we test robustness in columns
(5) to (8) including control variables at the firm and country
levels. In our sample, larger firms and firms in more
competitive countries show less stock price synchronicity.
Similar to the relation found with earnings smoothing, again
we found a negative relationship between level of debt and
disclosure using stock price synchronicity.

Board Compliance and Executives’ Long-Term
Incentives Policies.

Next, in table 6, we address the second Hypothesis.
Long-term incentives show a positive association with
board compliance (model 1), board independence (model 2),
board expertise (model 3) and board audit committee
(model 4). In all cases beta associated is positive and
significant at the 1 % level. This means that the target year
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of the compensation plan is higher among firms with boards
with characteristics mentioned above. Therefore, the joint
analysis of the four board variables suggests high quality
boards are able to encourage long-term incentives policy
adoption, supporting Hypothesis 2.

Our findings are consistent with Ferguson (2009),
Willis et al. (2009) and Leech (2017), cementing the idea
that board independence, and board expertise (effective,
skilled and diverse board) impact the long-term orientation
of board, as well as, improving risk mitigation and risk
oversight. Addtionally, we show that these variables are not
two dimensional as Murphy (1999) or Buck, Bruce, Main
and Udueni, (2003) presented. It would be a grave error to
consider that the relationship between the said variables and
our outcome variables is linear.

Dependent Variable: Long term Incentives

Panel data estimation

Country fixed

effects YES

Wald — Chi| 2045 1188.54 1068 1853.63
Squared

Observations 14295 14295 14295 14295

Table 8
Long Term Incentives and Board Compliance
Dependent Variable: Long term Incentives
Panel data estimation
Variable 1 2 3 4
Board 1.087***
Compliance (0.059)
Board 2.09***
Independence (0.072)
Board 1.49***
Expertise (0.055)
. 2.57***

Board Audit (0.065)
Global
Competitive
Index
Assets
Debt
Constant 2.65*** 2.01*** 2.39*** 1.69***

(0.039) (0.048) (0.039) (0.045)
Year fixed
effects YES
Country fixed
effects YES
Wald Chi 408.76 917.78 813.02 1650.21
Squared
Observations 14295 14295 14295 14295

Table 9
Long Term Incentives and Board Compliance
Dependent Variable: Long term Incentives
Panel data estimation
Variable 5 6 7 8
Board 0.95%**
Compliance (0.059)
Board 1.87***
Independence (0.073)
Board 1.31%**
Expertise (0.056)
. 2.38%**

Board Audit (0.066)
Global
Competitive 0.56*** 0.48*** 0.41%** 0.33***
Index (0.039) (0.039) (0.040) (0.038)
Assets 0.014*** 0.013*** 0.015%** 0.009***

(0.003) (0.003) (0.003) (0.002)
DEbt _0‘24*** _0‘19*** _0‘23*** _0.19***

(0.023) (0.023) (0.023) (0.022)
Constant -0.27 -0.46 0.3 -0.019%**

(0.215) (0.212) (0.136) (0.207)
Year fixed
effects YES

We test robustness of the above results in table 6,
columns (5) through (8) including control variables at firm
and country level. Control variables manifest the same
behavior as in preceding cases. Larger firms and firms in
more competitive countries show more propensity to have a
longer target year to the compensation plan. Similar to the
relationship found with earning smoothing and stock price
synchronicity, again identified a negative relation between
level of debt and long-term incentives policy.

The literature on the relationship between firms' board
performance and governance policy adoption suggests that
board structure and disclosure and long-term incentive
policy adoption could be jointly determined (Love, 2011;
Hermalin & Weisbach, 2003: Hermalin & Weisbach, 1998).
If firms' long-term incentives policy and transparency are
endogenously related to board compliance, the estimated
effect will be biased. The reversal causality is probable
because firms with long-term orientation manage earnings
less, disclose more, and thereby reduce the associated risks.
For example, firms with institutional investors could
demand more long-term orientation board of directors who
reinforce governance and monitoring, which in turn reduces
managers’ incentives to manipulate earnings numbers and
increases their incentives to disclose more, resulting in the
lower firm risks. And long-term orientation board of
directors can be endogenously matched with such firms.

Credible identification of the effect of firms' board
compliance on long-term incentives policy adoption and
earnings opacity, therefore, requires an instrument that
produces exogenous variation in board compliance, but that
has no direct effect on long-term incentives policy or
transparency. Our objective is to test whether a firm's board
compliance has a positive effect on the adoption of a longer
target year for the compensation plan for managers and
higher disclosure.

Table 10
Long Term Incentives and Board Compliance Endogeneity
Control
Dependent Variable
Change in
Board Stock Price Long
Variable compliance Synchronicity Term
Improvement variation variation
estimated
@) 2 @)
Change in Board 1.0463***
Compliance Rule (0.0039)
Chgg%ep'l?aﬁgjrd -0.0397* 0.47%
Estimated (0.021) (0.19)
Global 0,0018 -0,0215* -0.2152
Competitive Index (0.0026) (0.0129) (0.1950)
0,0012*
Log Assets (0.0007)
-0.0080
Log Debt (0.0006)
Log Market Cap 0.0008

- 404 -



Hernan Herrera-Echeverri, Jerry Haar, Daniel Velasquez-Gaviria, Siddharth Upadhyay. Board Long-Term Orientation, ...

Dependent Variable
Change in
Board Stock Price Long
Variable compliance Synchronicity Term
Improvement variation variation
estimated
(0.0008)
Var Assets 0.0000835*** 0.0026
(0.0000264) (0.0021)
-0.0001* -0.0033
Var Debt (0.00006) | (0.0053)
-0.0007* -0.000357
Var Market Cap (0.0004) | (0.000244)
Constant -0.03106** 0,5647*** 3.4688***
(0.0142) (0.013) (0.063)
R-Squared 0.19 0,11 0.03
Observations 935 695 344

Similar to Duchin et al. (2010), we use recent
regulations that impose changes to board structure as a
source of exogenous variation in board structure.
Specifically, we use country regulations that require listed
firms to increase the compliance level on their boards.
Appendix C, available by request to the authors, details
regulations issued for each country with the directive to
increase board compliance standards under the rule
“complain or explain”. We explore each regulation and
measure the compliance levels before and after the
promulgation of the new law, and we check to see if
regulations produce variations in board compliance.

We detect in our sample firms that had to increase their
board compliance and other firms for which no change was
required due to the issuance of new regulations.
Consequently, we build a variable that capture this variation
produced by new regulations (Board Compliance Rule).
This variable is zero if the firm previously complied with
the rules required by the new law in each country, and the
variation in the level of compliance if the firm later to
regulation starts the compliance and previously not
complied with the rules required by the new law. Board
Compliance Rule was used to predict the percentage change
in independent directors due to changes in regulations in the
variable Change in Board Compliance Estimated.

Inasmuch that regulations are not determined internally
in the company and they don’t mention explicitly mandatory
rules related with increases on the measures. Thus, the firm
long-term orientation and Change in Board Compliance
Estimated remain exogenous because it is calculated by an
external causal fact that affect board characteristics but not
firm long-term orientation and disclosure. Another
endogeneity concern arises because some CEOSs serve as a
member of board of directors but the legislation forces them
to declare themselves handicapped when the board of
directors is taking decisions about the remuneration policies
for managers. Change in Board Compliance Estimated is a
valid instrument to determinate first, the effect of a firm’s
board compliance on disclosure measured with Stock Price
Synchronicity or Earning Smoothing and second, the effect
of a firm’s board compliance on long-term Orientation
measure by variations on the target year of the compensation

3 We use stock price synchronicity as a proxy for transparency and
disclosure. Results using earning smoothing were similar.

4 For example see the comments made by Ronald O’Hanley during his
speech on March 20, 2017 at Harvard Law School Forum on Corporate
Governance and Financial Regulation: “Long-Term Value Starts at the

plan for managers. The above-mentioned procedure was
completed regressing change in firms’ long-term incentives
as an independent variable and board compliance estimated
as an instrument and control for contemporaneous changes
in country and firm control variables. Table 6 columns 1, 2
and 3 show the results about the relation of board
compliance on transparency® and long-term incentives
variation before controlling for endogeneity issues. Our
results are confirmed, and they are in line with several
practitioner approach?.

Earnings Smoothing, Stock Price Synchronicity,
Downside Risk and Long-Term Incentives

In Table 8, we begin testing the relation between earnings
smoothing and long-term incentives implementation policy.
Coefficient in model 1 is significantly positive, implying that
earnings smoothing is higher in firms with longer-term
incentives policies. For robustness check we use models 2 and
3. In model 2, we introduce a main explanatory variable
“long-term persistence”. This variable indicates whether the
firm has been keeping a policy to preserve the long term
policy compensation for managers at least for the last 2 years.
The estimate coefficient remains positive but increases its
magnitude and significance to 1%. In model 3, we test the
moderating effect of the presence of long-term incentives on
the relation between board compliance and earning
management. We include two new independent variables--
“board compliance*short-term” and “board
compliance*long-term”  --representing the interaction
between board compliance for firms whose target year to the
compensation plan for managers is 2 years or less and 3 or
greater respectively. Both interaction variables show a
positive and significant effect; however, “board
compliance*long-term” shows a higher coefficient indicating
greater impact of board compliance over earnings
management when a policy of long-term incentives is
established, all above supports Hypothesis 3a.

An additional robustness tests are in columns 4, 5 and 6
using the dependent variable “stock price synchronicity”. In
model 4, the main independent variable coefficient is
significantly negative, implying that “stock price
synchronicity” is lower in firms that adopt longer-term
incentives policies. Columns 5 and 6 confirm results obtained
in model 4. Firms that have persisted in keeping a long-term
compensation policy show higher disclosure, and board
compliance is more effective in increasing firm transparency
when a policy of long-term incentives are enacted.

Table 8 columns 7, 8 and 9, the dependent variable is
“downside risk” and the coefficient estimated for long-term
incentives in model 7 is significantly negative, denoting that
“downside risk” is lower in firms with longer-term
incentives policies. Robustness checks in columns 8 and 9
confirm results obtained in model 7. Firms that have
instituted a long-term compensation policy have lower
downside risk, and board compliance is more effective in
reducing the firm downside risk when a policy of long-term

Board”.  Taken in  14/01/19  from:  hitps://www.conference-
board.org/retrievefile.cfm?filename=91317---Materials---
Hanley.pdf&type=subsite
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incentives is in force. In addition, in model 9 only the
interaction ~ “board  compliance*long-term”  shows
effectiveness in decreasing downside risk, indicating that
board compliance has significant influence on firm risk
reduction if a policy of long-term incentives is adopted. All

Table 13

Earnings Smoothing, Stock Price Synchronicity, Downside
Risk and Long-Term incentives

Panel data estimation

Independent Variable

the above results provide support to corroborate Hypothesis Downside Risk
3b. ] ) Variable 7 8 9
Thus, we make a strong case of long-term incentives for L . -0.074%**
. . . . - . ong Term Incentives
executives impacting long-term sustainability of a firm, and (0.006) _
promote long-term shareholder value, aligning with the Board compliance*Short Term 0.054
(0.028)
results of Mohamed and Salazar, (2016). 0117
Long term persistence ('0 048)
Table 11 : —
Board compliance*Long Term 031
Earnings Smoothing, Stock Price Synchronicity, Downside (0.034)
Risk and Long-Term Incentives gszets
ebt
Panel data estima_\tion 5.65%%% | 3 57w .
Independent Variable Market Capitalization (0.248) ((j 412) (6 023)
Earnings Smoothing ' '
Variable 1 2 3 I -0.34%*%* | .0.188*** | -0.211%**
o eentives 0,007+ Global Competitive Index (0.031) (0.082) (0.023)
9 (0.003) Constant 450%** | 3.031%* | 3.214%**
Board compliance*Short Term 0.059%= (0.180) (0.451) (0.129)
P (0.014) Year fixed effects YES
. 0.049*** Country-firm fixed effects YES
Long term persistence (0.025) Wald Chi Squared 2117 36129 | 4380.63
*kk H
Board compliance*Long Term 0(.890317) Observations 15244 3003 23505
0.002 0.12 0.002* . o
Assets 0.001) | (0.298) | (0.001) Conclusions, Limitations and Further Research
Debt '0('8%)29) ((')Oé%%) 'O('(%%s) The results of this study emphasize on a number of
Market Capitalization implications including, but not limited to, decision-making,
Global Competitive Index 0.07*** [ 0.158*** 0.09 public policies, organizational strategy and firm
(0.015) | (0.043) | (0.012) performance measures. As mentioned by Tim Leech (2017),
Constant -?69(?85) (5153;) (61621) stakeholders expect the board of directors to perform their
Year fixed effects YES duties with compliance to laws an_d regulations such as
Country-firm fixed effects YES Sarbanes-Oxley, Dodd Frank, Foreign Corrupt Practices,
Wald Chi Squared 3177 31.97 188.53 Anti-money Laundering and SEC standards. As evidenced
Observations 15135 3016 23284 in our research, the boards with long-term orientation, audit
committee and higher board independence are more likely
Table 12 10 reduce earnings management, improve performance

Earnings Smoothing, Stock Price Synchronicity, Downside
Risk and Long-Term Incentives

Panel data estimation
Independent Variable
Stock Price Synchronicity
Variable 4 5 6
. -0.017***
Long Term Incentives (0.001)
. . -0.084***
Board compliance*Short Term (0.004)
Long term persistence -0.016™*
gtermp (0.008)
Board liance*Long T 017
oard compliance*Long Term (0.005)
Assets
Debt
. -0.13%** -0.016 -0.242%**
Market Capitalization (0.037) (0.056) (0.033)
. -0.19*** | -0.278*** | -0.121***
Global Competitive Index (0.004) (0.011) (0.033)
1.25%** 1.71%*%* 0.844***
Constant 0.028) | (0.063) | (0.019)
Year fixed effects YES
Country-firm fixed effects YES
Wald Chi Squared 4151.61 1108.11 7098.5
Observations 10651 2105 16905

disclosure, abide by compliance policies and thus, increase
overall transparency. If the public policy related to corporate
governance were to take into account these factors, then,
simply by inclusion of some the long-term orientation
policies, good corporate governance can be created.

It also advances and substantiates O’Hanley’s (2017)
and Leech’s (2017) argument about relationship between
long-term plans and long-term value creation and the
policies for the board of directors. Our conclusions indicate
that long-term orientation policies interact with good
corporate governance and decreasing the likelihood of
corrupt practices reducing risk. A board with long-term
orientation will have planned strategy for at least 3-5 years
(as defined by ‘long-term’), improving firm’s long-term
sustainability.

The need to show short-term results make easy for the
board to lose focus on the long term-plan to meet the short-
term goals and this a reason why most firms fail to
implement long-term performance policies, but boards need
to curb the short-termism by keeping the management
focused on long-term health of the companies. The board
leadership needs to have “sufficient conviction, influence,
and resilience to stand firm in the face of short-term
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pressures” and moreover must have “independent” board
leadership to counter short term pressures. Most companies
either lack or fail to maintain the required board leadership
and goal alignment to accomplish the long-term vision. This
could be true especially in the case of public companies
which are prone to succumb to fact that “share price need to
go up”

A stream of past literature talks about the importance of
board compliance and the importance of independent
directors with enough experience to ensure satisfactory
monitoring of investments by managers and reduce the
information advantages that managers have over outside
investors. We advance in this field, after addressing
endogeneity issues that are corrected with our empirical
tests, we find that independent directors with the experience
required to adequately oversee and influence a board
increase the quality of financial reporting and improve a
firm's information environment have incentives to maintain
and enhance their reputation as effective monitors (Fama &
Jensen 1983). The supervisory role of independent directors
and systems of corporate governance oriented to assure
compliance can effectively inhibit firms from issuing
distorted financial and performance information.

Additionally, taking into account research requirements
about other moderating variables existing between board
characteristics and firm transparency and disclosure, we
find that boards with a high level of compliance, an audit
committee, higher independence and expertise are more
likely to adopt executives’ long-term incentives policies.
Our results after correcting endogeneity issues, demonstrate
that good boards are prone to implement long-term
incentive policies, this could have impact to control
managers’ tendency to sacrifice long-term shareholder
value for short-term profits (Graham et al., 2005). Our
results confirm theoretical work and recent evidence
regarding boards that successfully accomplish their
fiduciary responsibility, increase their long-term orientation
(Porter, 1992; Monks & Minow, 1995; Barton et al., 2017)
and that this long-term orientation interact with board
compliance in increasing disclosure and reducing risk.

Our findings confirm that long-term orientation not
only discourages opacity but also reduces risk showed by
firms in our sample. The long long-term orientation adopted
by boards could incentive policies to mitigate the
occurrence of extreme losses. Cella et al. (2013) mention
that long-term investors reduce negative systematic shocks
to the stock prices of firms that they own. Shareholders
could be benefit through risk effects caused by long-term
decision-making policy supported by the boards. These
results are especially important for developing countries as
it provides insight on the variables leading to better
disclosure and transparency which is usually very low in
these countries (Naser et al., 2006; Tsamenyi et al., 2007).
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In sum, we find support that Boards with (a) an audit
committee, (b) higher independence, (c) expertise, (d) and
compliance are more likely are more likely to adopt
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