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Abstract

This paper challenges the notion that seeking ¢cease disclosure may not necessarily
improve firm performance. Using Hong Kong listedns subject to increase the extent of
disclosure, this paper shows that the net benkéitsezlosure is contingent on conditions such as
the quality and integrity of a firm’s informatiokVe demonstrate that a nonlinear relation exists
between disclosure and firm performance when medsuerformance is adjusted for the impact
of earnings management, over the period from 2613. The results of our study show that
corporate disclosure is likely to result in bergfibut after an optimum level, increasing
disclosure reduces true firm performance. This nopth level also falls when differences
between other firm’s monitoring environments (eigdependent boards) are in place. These
results indicate that intense monitoring of CEOfseait the advantage of additional corporate
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1. Introduction

A CEO as the most senior corporate officer neectdnsider his interaction when
exercising discretion. In corporate disclosure,reag deal of CEO discretion goes into the
construction of disclosing information to informetimarket about CEO performance and firm's
activities - information that is intended to kedpe tCEO disciplined. In literature, CEOs,
however, are hypothesized to affect firm-enlargaugions that yield greater job security and
compensation for themselves, especially when thésrest is not aligned with the interests of
outsiders. When these two lines of discussion ansidered together, CEOs may prefer the less
informative disclosure regime and the quality dbimation (such as completeness, accuracy,
reliability, precision and timeliness) that CEOs @repared to provide may not be of a quality
expected by outsiders. This issue has involved rAs@porate transparency models that were
criticized as being relatively inefficient in maaming fairness and integrity in the stock markets
during the East Asian crisis (Stiglitz, 1998; Har&&Roper, 1999; Greenspan, 1999). Therefore,
seeking greater corporate transparency is incrgigsimportant to solving the issue and
improving the informativeness of disclosure regimmethe Hong Kong stock exchange (HKSE),
public-policy discussions on corporate discloswiew increasing the amount of disclosure as
the key to achieving the desired step-change msparency (Gul & Leung, 2004; Ho & Wong,
2001). Firms responsible for this change often dlesdncreasing the amount of disclosure as
providing the information required for enhancedg@arency. Therefore, if increased disclosure
is good, it is reasonable to ask why owners asdrrs were reluctant to increase the extent of
disclosure before regulatory requirements. Whaheés downside to increasing the amount of
information disclosed?

Transparent information environment makes a firnrenattractive to all investors. It
improves coordination between firms and investoith wespect to capital investment decisions
and builds a climate of trust that can increaseviliae of a firm. If CEOs do not disclose any
information, investors would lower their views amf value. As a result, CEOs have incentives
to disclose their information to distinguish thefass from CEOs with less favourable
information to have a good career reputation (Besteal. 2010). Equally, information can
improve the ability of shareholders and boards ¢mitor their CEOs consistently, an ability that
may result in a loss of employment for the CEOsolder to have greater job security and

reputation, CEOs must direct their efforts towarckréasing firms' stock prices.



In contrast to prior studies believe that careemceons, due to disclosure, increase
worthwhile activities in companies, this study arguhat CEOS’ activities to achieve greater job
security and reputation may be cumbersome and nmlygawith the possibility of
misrepresentation. In this view, the career corearan give CEOs an incentive to distort
information coming from their firms as an exaggedatffort to increase the share price. For
example, Hermalin and Weisbach (2012) believe thatcareer concerns induce the CEO to
divert effort to manipulate information about hisilsy. In line with this, Hirst, Koonce and
Venkatarman (2007) indicate that incredible infatiora has increased substantially after the
regulatory reforms related to corporate informatmml corporate governaric@rennan (1999)
finds that the management of target firms in takesvs more likely to disclose information
during contested takeover bids to show that tHearess are undervalued. Existing research has
also indicated that increasing corporate disclosuag result in costs in terms of the distortion
caused by career concerns (CEO actions aimed ralgigstortion). For example, Hermalin and
Weisbach (2012) believe that the career concertenpally affect the motivation of CEOs to
engage in value-reducing activities intended to enadporting appear adequat&herefore,
CEO career concerns may generate additional asymorivdbrmation costs and agency costs for
shareholders, which would lead to deconstructiregetuilibrium climate of trust.

While, outsiders and CEOs have opposing preferemegarding the increase of
disclosure, one would expect that the opposingepeetce may capture some of the disclosure
benefit via greater compensation. Goldman and 8I€@06) and Holmstrom (1999) show that
opposing preference increases CEOs’ tendency te besater compensation given the career
concerns they face. This tendency to increase cosapien comes at a time of public outrage
following scandal or financial crisis, which mak#spolitically infeasible to raise executive
compensation immediately. So, it could have exaterbthe incentives for CEOs to window
dress financial statements as a way to increas@@osation. The use of earnings management
to temporarily boost or reduce reported income me anechanism for increase CEO
compensation, which in turn influences operatinggrenance (Cornett et al. 2008). This study
plans to investigate how disclosure influences aalders’ interest, that is, maximizes

! The reports of Conference Board (2003) show tkatlg 40% of investors rate corporate profit profEts as not
credible after the Sarbones-Oxley Act.

2 Hermalin and Weisbach (2012) indicate that CEQangk their investment strategy toward myopic beitad

improve reported performance, for example, sulistguaway from longer term investments, such as R&ward

shorter term investments or actions that affecbomepl numbers sooner.



shareholders’ economic self-interest. Common fierfgrmance as measured by accounting data
is subject to a potential endogeneity bias throulgh assumptions concerning earnings
managements (e.g., depreciation, amortization, arwluals) due to increased risk to CEOS’
careers implicit in disclosure levels. Therefore @kamine true performance as the dependent
variable to assess whether the increasing amoudtsofosure is related to firm performance
when the reported firm performance is deprived lné effects of earnings management.
According to the corporate governance literatutee amount of misrepresentation is also
affected by other CEO’ monitoring factors such adependent board (Ferreira et al. 2011,
Armstrong et al. 2014). Therefore, our empiricahlgsis examines both the average effect of
disclosure on true firm performance as well asiteracting effect of independent board on the
impact of disclosure. In addition, we contemplate possibility of a nonlinear relationship
between disclosure and true firm performance.

To address any remaining endogeneity issue, weuobral dynamic panel generalized
method of moments (GMM) as suggested by Wintokickiand Netter, (2012), which proves to
be a valid methodology. As in earlier studies, thiady finds evidence that the extent of
disclosure is positively related to firm performanehile, adjusting for the impact of earnings
management dramatically decreases the impact cfodige on true firm performance. Our
empirical evidence also supports a quadratic matiip between the extent of disclosure and
true firm performance. These results are consisigtit previous theoretical literature arguing
that there is an optimal level of disclosure arat tREOs’ costly and counterproductive efforts
to distort information dominates beyond the optireaiel. Consequently, attempts to mandate
levels beyond this optimum decrease profits.

Furthermore, our results show that the positivati@hship between the extent of
disclosure and true firm performance is strongelirms where more independent directors are
on the board. In nonlinear model, however, theroptn level between interaction of the extent
of disclosure with independent board and true perémce is lower than the optimum level
between the extent of disclosure and true perfoomaithese findings tend to reinforce the
message that the benefits of improved monitoringndo flow wholly to shareholders, and
companies in a different monitoring environmentéawifferent optimal level for the extent of
disclosure. The remainder of this paper is orgahaefollows. The literature and related issues

are discussed in the next section, followed byntiduction to the models adopted for our firm



performance measures, the control variables usebinwbur dependent variables, and a
description of the data and the research methoglcdoippted for the study. The penultimate
section presents the empirical results of our studych are followed in the final section by the

concluding remarks drawn from this research.

2. Literature and Issues

Hong Kong is a laissez-faire capitalistic economy @enerally considered one of the
world’s largest financial centres. The choice ofnigdlong in this study is premised on strong
recommendations and mandatory regulation reformsnfreasing the amount of disclosure in
all listed companies. The HKSE has strongly revidetlosure requirements (Code of Best
Practice) in the last decade following the collap§dig corporations in the U.S. and U.K. as
well as the East Asia financial crisis. It requicgsnpanies to make timely public disclosure of
price-sensitive information and encourages thencdmmunicate more with investors and
shareholders through annual reports. On the otaed,hindustrial diversification, increases in
foreign investment, and the emergence as a finaoeistre have led to higher demand for

financial reporting disclosures.

2.1 Disclosure and Firm Performance

Traditional disclosure models argue that informati® often qualitative in nature. It is
generally assumed that the extent of disclosuranisadequate measure of the quality of
disclosure, which is not separable information ianyn empirical settings (Botosan, 2004). In
the model, information yields various benefits felmareholders by mitigating information
asymmetry and agency conflicts. Disclosures areeeegd to improve market liquidity and to
lower the cost of capital. In addition, it can putally improve corporate governance and
managers’ investment decisions. Other indirect possibly reinforcing shareholder benefits
include greater analyst following and the attractiof certain investor clientele, such as
institutional investors.

Recent disclosure models partially reject the abaigeussions (Hermalin & Weisbach,
2012; Beyer & Guttman, 2012; Suijs, 2007). Theynalthat this pattern of increasing disclosure



through regulation has been and will continue toabpriority for policy makers looking to
prevent more financial crises. Hermalin and Weikb&2012) have questioned calls for more
disclosure if disclosure is value-increasing. Rduay traditional disclosure models such as
Feltham et al. (1992), Hayes and Lundholm (1996) Wagenhofer, (1990), direct costs of
disclosure and competitive costs arise to offsetltanefit of disclosure. The recent theoretical
models, however, suggest that although these fadikely play some role in explaining
corporate resistance to disclosure, it is unlikbigt they are the complete story. They believe
that another cost arises from multitasking where®®oth makes decisions that impact a firm’s
financial performance and serves as a key souragamation for outsiders. In fact, disclosure
helps outsiders to discipline CEO through usingittfiermation about the firm's activities and
CEO performance (Armitage & Marston, 2008). TherefdCEOs’ control over information in
the boardroom consequently may put a natural lonitthe outsider’'s ability to effectively
monitor them. The recent voluntary disclosure modelims to increase the extent that
information may create additional agency problemsxacerbate existing one and may tend to
increase executive compensation. Hence, even igndnie competitive and the direct costs of
disclosure, these effects can be strong enouglausecfirms to optimally choose less-than-
maximal disclosure. These theoretical argumentstpoi the non-linearity of the relationship

between disclosure and firm performance.

2.2 Disclosure and Independent Board

The board is an approach to ensure that CEOs'itiesivare in line with the interests of
shareholders (Kanagaretnam et al. 2007). Researchessify board activities into two major
functions: monitoring and advising (Linck et al.08) Adams & Ferreira, 2007; Raheja, 2005).
The monitoring role involves overseeing managemeith a view to minimizing potential
agency problems, while the advising role involvssisting management in strategy formulation
and execution, as well as providing counsel inioéieas of top-level decision making (Faleye et
al. 2011). Existing research shows that the bogydigipal role has shifted from the “advising
board” to the “monitoring board” as the proportiof independent directors on the board
increases. Therefore, firms with a high proporttéimndependent directors on the board serve to

limit CEO power and increase career concerns fdDEE



As discussed earlier, disclosure is an undoubtédiyortant consideration in CEO
monitoring and may therefore affect the agency lgmmb. These considerations give rise a
guestion whether the independent board and disedgve a complementary-monitoring role or
whether one parallels the other. If there is a glementary-monitoring role, the independent
board would reinforce the effectiveness of disatesthus strengthening the effect of disclosure
on firm performance measurements. For examplejsiflasure becomes more effective only
after an independent board serves to control CE@epaand limit misrepresentation or
manipulation, this can turn out to be complementdfyit is a parallel-monitoring role, an
independent board would destroy the trust necedsaryg CEO to share relevant strategic and
gualitative information with directors, thus weaken the effect of disclosure on firm
performance measurements. For example, CEOs ehttieemselves on an independent board in
the same way they do with disclosure because boadd information to make decisions on
things such as CEO replacements. Therefore, CE&dtal over disclosure consequently places
a natural limit on board’s ability to effectively amitor them. One would expect to observe
meaningful variation among CEOs to manipulate d=ate in the ability to limit CEO power

and increase career concerns.

3. Data

3.1 Sample

This section provides details on the regressiofyaisaconducted in the next section and
defines the set of dependent and explanatory Magate use. This study is based on the sample
of listed companies on the HKSE. To execute thdyaisa we use a hand-collected dataset of the
extent of disclosure from annual reports. We araravhat the annual report does not represent a
unique source of information disclosed by companiésr example: the Association for
Investment and Management Research (AIMR) rankoaggure analysts’ assessments of the
informativeness of various aspects of firms’ discl@ practices (Healy et al., 1999). The AIMR
index is applicable to empirical samples based Srcompanies. The absence of a robust official
index for Hong Kong listed firms did not allow ususe a publicly available ranking. Therefore,

we construct disclosure scores that are hand-¢etethrough an examination of annual reports



from our sample firms. Lang and Lundholm, (1993) &otosan, (1997) proved the existence of
a positive correlation between disclosure levehiimual reports and the amount of disclosure
provided through other means.

In addition, prior studies show that earnings manaant is more prevalent in poorly
performing firms (Cohen, Dey & Lys, 2005; Kothdreone & Wasley, 2005) and that standard
models of discretionary accruals are least reliadien applied to firms with extreme financial
performance (Dechow, Sloan & Sweeney, 1995). Cwardiswith Cornett et al. (2008), we
choose firms that are all free from financial diss, which makes the potential limitations of
empirical models of discretionary accruals lessanfissue for our sample. We also use the
Compustat database for accounting and financial. dgtis study therefore eliminates several
firms due to missing Compustat data. Finally, ample consists of 848 firm-year observations
over the period 2006-2013.

3.2 Explanatory Variables

An issue that has long plagued the research oextemt of disclosure is the appropriate
empirical measures. The approaches used in thatlite include survey rankings, researcher-
constructed indices, measures from natural langpegeessing technologies, and properties of
the firm’s reported earnings. To measure the extérdisclosure, we adapted the constructed
index developed by Botosan in 1997, which proveida valid measure for disclosure extent
(Patelli & Prencipe, 2007). We select a construdgtelgx as our main proxy for three reasons.
First, this measure can capture both voluntaryrmaddatory material disclosures (Heitzman et
al. 2010). Second, self-constructed measures maveased confidence that the metric captures
what it should capture (Healy & Palepu, 2001). @hself-constructed metric can be calculated
for any firm (Francis et al. 2008). Botosan’s scaovas designed to analyse the voluntary
disclosure of US companies. Botosan’s score haftire been modified in order to include
both mandatory and voluntary information as welireke it suitable for Hong Kong companies.

In this study, we use recent significant regulaidimat impose changes on the extent of
information as a source of exogenous variationigtldsure. Specifically, we use the Listing
Rules of HKSE (2008)that require listed corporations to disclose firamporate governance

% Appendix 23 from the HKSE prescribes the typesnédrmation to be disclosed in the Corporate Goaane
Report in terms of Mandatory Disclosure RequireraeAt copy of the checklist is found in the Appenttixthis
study.



practices in their annual reports for the fiscahryeAs discussed earlier, the HKSE has been
promoting greater transparency and a higher levebgporate governance disclosure since the
Asian financial crisis and the collapse of majorpavations. The HKSE had been offering
advice and consultation on corporate governancetipes to the Hong Kong listed firms. Their
continuous efforts over the period 2002-2004 taenage the listed firms to voluntarily disclose
corporate governance practices were codified in ltisting Rules of HKSE (2005), which
stipulate that a formal information report for thens listed on the HKSE be included in their
annual reports. Therefore, CEOs who are reluctaniidclose voluntarily are under pressure to
increase their disclosure. However, companies disiosed voluntarily prior to the regulation
were not required to extend their annual reporte &ffect of this regulation was not the same
for all companies. We assess the amount of infaomdhat companies had to increase after the
Listing Rules (2005) to determine the amount okpoee on CEOs to disclose more information.
We construct compression between annual reporsdéhnnual report 2004) and after (annual
report 2006) the implementation of the Listing Rules of HKSFD(Q5) that were required for
firms to comply with the regulations.

To get a voluntary disclosure index, we use themalry disclosure items of Botosan’s,
(1997) study that categorize five major types dbimation, namely, background information
(e.g., description of the business), historicaultss(e.g., does the firm provide a history of
returns on asset and if so, for how many years®),on-financial statistics (e.g., number of
employees), forecasted information (e.g., forechstarket share), and management discussion
and analysis (e.g., discussion of change in sales)apply Botosan’s score to Hong Kong
companies, we made major adjustments to the otigc@e. First, we eliminated those items
that are mandatory under the Hong Kong regulat®econd, we retained items that were
mandatory under the US accounting standards (Bowstore was designed to analyse the
voluntary disclosure of US companies and therefbey were excluded from score) but are
voluntary for Hong Kong companies. For additiomdbrmation, we also reviewed more recent
studies on disclosure focused on Hong Kong (Cha@r&y, 2010; Lo, 2009). Third, we also
included other voluntary items in each categorindrmation based on what has been proposed

* The Hong Kong stock exchange did not enforce thieGG disclosure requirements in 2005 due to ojtjons

from listed firms to the section of internal cottof the Corporate Governance Report. The HKEX edjthat firms

could, if they chose, postpone the disclosure efrtimternal control practices until the listednfis were ready to
establish their internal control system.



by prior studies on disclosure (e.g., number of legg®es, organizational structure and liquidity
ratios, as proposed by Patelli & Prencipe, 2004, Erancis et al. 2008). Finally, we submitted
our instrument to two experienced auditors andfimancial analysts to test its suitability for the
Hong Kong setting.

In this study, we calculate unweighted disclosurerss for each company by dividing
the total disclosure score it reached (sum of thdigd scores in the mandatory part and
voluntary part) by the potential maximum score @ssd to it to obtain an ordinal measure of the
corporate disclosure. We also control for varialoter than the disclosure variable, which may
affect the firm performance measurements. Follove@adier studies on the subject by Cornett et
al. (2008), Fang et al. (2009), and Black and K2®1@2) the empirical specification also controls
for leverage, firm size, capital expenditures, &int’s age. Leverage is measured as the total
debt divided by the book value of assets; firm sgg@esents the volume sale of the firm; capital
expenditures is the capital expenditures over sala$firm’s age represents the number of years
of financial data available prior to a firmifiscal year end. In interaction term, we use the
proportion of independent directors on the boardnsstent with prior studies (Linck et al.
2008; Duchin et al. 2010), we define a directobéoindependent if he or she is an outsider with

no material relationship with the firm.

3.3 Dependent Variable

ROA is defined as operating income divided by comyfmtotal assets at the beginning
of the fiscal year; ROE is the ratio of net incodreided by equity at the beginning of the fiscal
year. To obtain a performance measure that isivelgtfree of manipulation, we need to strip
away the impact of potential strategic choices eomag depreciation, amortization, and
accruals (Cornett et al. 2008). Following Cormetal. (2008); Bartov, Gul and Tsui (2001), and
Dechow, Sloan and Sweeney (1995), we use modif@mtes] (1991) model to measure
discretionary accruals that is recognized as thestnpowerful for detecting earnings
management among other models. Discretionary alscasma portion of the book value of
assets, are calculated as:

® An unweighted scoring approach was used in ptigiiss such as Chen and Jaggi (2000), Cooke (188iguson
et al. (2002), Meek et al. (1995), Wang et al. @0and Chau and Gray (2010) which are supported\asid way
to determine disclosure scores.
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Discretionary Accruals = Total Accruals - (1Atsale -A Receivables + PPE) Q)

where PPE denotes property, plant, equipment asedvables variables in an attempt to capture
the extent to which a change in sales is in fa@ tuaggressive recognition of questionable
sales. Total accruals can be computed from suseebsiance sheet data or from the statement
of cash flows. Cornett et al. (2008) argue thatddh flow statement is preferred in the presence
of non-articulation events such as mergers andisitigas resulting in changes to the balance
sheet that do not flow through the income statemre therefore calculate total accruals as
earnings before extraordinary items and discontinoperations minus operating cash flows

from continuing operations.

4. Research Design

4.1 Model

In this section, our objective is to specify an rappiate functional form for the
relationship between the disclosure and the meamnes of firm performance, which will allow
us to test our research questions. We use dynaamel glata model. True firm performance is
denoted by TFP and disclosure is represented by ENV, FS, CE and FG are the rest of the
explanatory variables in the model. Following Cdte¢ al. (2008), Fang et al. (2009), and Black
and Kim (2012), we assume a linear parametric feymall of the explanatory variables by
estimating Model (1):

TFRt=a +yTFPR1 + BDlit + 0:LEVit + 6oF St + 03CE¢ + 64FA + &it, (2

where TFP is measured by Adj-ROA and Adj-ROE. Th#-ROA denotes the return minus
discretionary accruals on the asset ratio; Adj-R@ftesents the net income minus discretionary
accruals on equity; DI denotes our disclosure sdoge stands for firm leverage; FS is the firm
size; CE stands for the capital expenditure; Fhésfirm’s age; and is an error term.

11



To model the relationship between firm performanwasurements and disclosure and
determine the breakpoints of disclosure when fisrfggmance measurements change directions,
we specify Model (2) as follows:

TFP = o +yTFPy + BiDlig + BoDli” + 81LEVi + 85:F St + 83CEy + 84FA + & (3

In this model, the firm performance measuremergsragressed against disclosure and
its square. The quadratic relation proposed irste®nd Model presents one breakpoint that can
be optimally derived by differentiating value witespect to disclosure. The breakpoint in the
guadratic relationship is calculated by the expkdigns of the coefficients on the disclosure
variables f; ande), lettingoTFPEDI = 0, and solving for DI:

TFP =q + ;DI + B,DI?

OTFPEDI = By + 28,D1 = 0 (4)

Then, DI breakpoint = -3¢(/2,)

Because the disclosure variable cannot take negatiues, the DI breakpoint must be
equal to or greater than zero (DI breakpeit This leads to the condition tiatandp, present
opposite signs. In order to evaluate whether indéeet board interacts the effect of disclosure

of firm performance measures, “IB*DI, IB*Band IB are added to the Model:

TFP = a + yTFPy1 + BaDli¢ + B2Dli? + BalB*Dl i + PalB*DI i® + 811Bjt + 5:.LEV,
+ 83FS; + 64CE;t + 6sFA; + &t ®)
where IB stands for the proportion of independergatiors on board.

4.2 Estimation Method

An important point of our methodology is that weefally control for the endogenous
relationships between disclosure and true firm qrernce. The large number of studies
represented mainly by Demsetz and Lehn (1985), Hemnand Weisbach (1988), Smith and
Watts (1992), Bizjak, Brickley and Coles (1993),aght and Black (1999), Core and Guay
(1999), Denis and Sarin (1999), and Coles et #1082 noted that endogeneity is a serious

concern when carrying out any empirical estimatiorfirm performance. These researchers
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indicate that the values of any of our variablestuirn, are determined by firm performance. In
addition, the current values of explanatory vaeabbre likely to depend on past values of
themselves. Thus, neglecting this source of endapemran have serious consequences for
inference.

We use arguments, building on prior research, whlabw that dynamic endogeneity is
of concern in disclosure and firm performance. Example, Chen et al. (2013) and Akerlof
(1970) suggests that high value firms should haneatgr incentives to engage in voluntary
disclosure in next year because doing so helpswerl their cost of capital and avoid a price
discount in a market for lemons. To alleviate bsabeat may arise in this context, we estimate a
model using a dynamic panel estimator that confiarighree potential sources of endogeneity:
(1) unobservable heterogeneity, which arises ifelaee unobservable factors that affect both the
dependent and explanatory variables, (2) simultgnehich arises if the independent variables
are a function of the dependent variable or expeetdues of the dependent variable, and (3)
dynamic endogeneity, which arises if a firm’s cuatractions will affect its control environment,
which will in turn affect its future actions.

To test our Models, first, we circumvent the poi@niroblems associated with the effect
of simultaneity by using instrumental variables. MMises information on a firm's history as
valid instruments for the current form of firm pamhance, disclosure, and other explanatory
variables on firm characteristics. Several autherg., Wintoki, Linck & Netter, 2012; and
Pathan & Faff, 2013) provide strong evidence that instruments associated with a dynamic
GMM approach are valid and powerful. Second, thiglg uses a dynamic fixed-effects panel
model in our standard regression specificationpramluce consistent parameter estimates that
are robust to unobservable heterogeneity. Drismodl Kraay (1998) show that ignoring cross-
sectional dependence when estimating panel modeislead to severely biased statistical
inference. Third, we adopt a dynamic panel GMM d#mation procedure that is robust to
‘dynamic endogeneity’ that refers to the mannewhich a firm’s current performance affects
both its future performance and disclosure.

Overall, the GMM estimator is more appropriate 8@ un this area of study for three
reasons: first, the GMM approach alleviates théblgmm of slow-moving disclosure index over
time, which could render fixed effects techniquasffiective (Coles, Lemmon & Meschke,

2012). Second, when the dynamic relation betweenvérniable of interest and the explanatory
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variables is the case, the non-dynamic fixed-effezttimators are biased. Third, given the
dynamic nature of the relation between disclosur@ gerformance, the instruments associated
with a dynamic GMM approach are valid and powertising information on a firm’s history as
instruments for current firm characteristics (Whitd.inck & Netter, 2012).

5. Result
5.1. Descriptive Statistics

Table 1 presents the definition and summary stedisif each variable we use in our
study. The variables are defined and discussedivbéltie average firm has an Adj-ROE of
0.287. The median Adj-ROE fraction is 0.071. AdjR®@as a similar distribution with a mean
(median) of 0.036 (0.075) and a standard deviatioQ.078. The mean value of disclosure is
0.787, suggesting that firms disclose most of acedjeted scores. The average of independent
boards is 0.538, indicating that about half of board members are independent. Mean (median)
leverage is 0.538 (0.563). The median firm in ample has sales of 2.8 billion US dollars. The
average proportion of capital expenditure overss#&e0.087. The average age of the firms is
28.803. The means and medians in Table 1 suggasthvariables closely follow a normal
distribution.

Table 2 presents the Pearson and Spearman rankrefations between the true firm
performance measures, firm performance measurgpsise measure and all control variables
used in our baseline specifications. Pearson @iiweks are reported above the main diagonal
and Spearman correlations are reported below thgodal. As can be deduced from Table 2
Pearson and Spearman correlation coefficients atelia significant relation between DI and true
performance measurements, at a p-value of 0.00@dthtion, DI has significantly positive
Pearson (Spearman) correlations with two firm pentnce measures: ROE and ROA. This
result suggests that firms with high disclosuredtém have better firm performance. We also
check for multicollinearity statistically by cal@ting the condition index, which is the square
root of the maximum eigenvalue divided by the mimmeigenvalue. If this index is more than
30, the variable has a severe multicollinearity bpgm (Gujarati, 2004). We find that
multicollinearity is of no concern, thus permittitige use of regression analysis.
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((Insert Table 1))

((Insert Table 2))

5.2 Relation between Disclosure and True Firm Renfnce

Table 3 demonstrates the relationship betweenadisct and true firm performance. The
lower panel of Table 3 includes the post-estimatiests for autocorrelation and instrument
validity. AR (1) and AR (2) are Arellano and BoritbB@1) tests for first-order and second-order
autocorrelation in the first difference errors. Wheegression errors are independent and
identically distributed, the first difference ersare by definition auto-correlated. For each ef th
Models reported in Table 3, the AR (1) and AR E&5t$ show no evidence of autocorrelation at
conventional levels of significance. In additioeyeral formal tests, including Hansen-J test of
over-identification has been conducted to confilna validity of the system GMM estimator
used in our study. As presented in the last rowatdle 3, the Hansen-J test yield the p-value
(above 10%), suggesting that instrumental variableployed in our system GMM are valid.
Therefore, these post estimation results indidadé the dynamic model is a reasonably good
specification for a true firm performance model.

Model (1) uses a linear specification. Model €jempts to capture the nonlinear
relationship between disclosure and performancadyding the square term of disclosure? DI
as a regressor whereas; Model (3) provides evidefcene interacting role played by the
proportion of independent directors on board.

The results from the Model (1) indicate a positwel statistically significant relationship
between Adj-ROA and true firm performance while tAej-ROE shows no significant
differences. This supports the conjecture thatiossee is value increasing. Results in Model (2)
show a positive relationship for Adj-ROA with dieslre and a negative relationship between
Adj-ROA and the squared term of disclosure, respelgt The expected sign of the coefficients
on the variable®! andDI’confirm the nonlinear relationship between Adj-R@nd disclosure.
According to these results, the maximum Adj-ROAt&ined at Adj-ROA= -B2B, = - 1.559 /

(2 *-.856) = 91.1%. In particular, the results shthat the disclosure — Adj-ROA curve slopes
upward until disclosure reaches the level of 91.1%hen slopes downward. These results

suggest that changes to disclosure requiremenite dinectly beneficial to owners, also carry
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indirect costs. It supports the notion that cassercerns for CEO in a greater level of disclosure
capture some of the disclosure benefit via greaséenings management. As such, the optimal
level of disclosure could be less than maximalldsare. Going beyond that level would reduce
firm value. This result is consistent with the Hafim and Weisbach (2012) model, which argues
that the greater level of disclosure affects CE@geesely, which has a detrimental effect on
shareholder value. To better interpret the turgoit, Fig. 1 plots the inverted U-shaped curve,
which illustrates 91.1% as the level where disalegurns from a positive into a negative effect
on profitability. While a positive relationship et between disclosure and Adj-ROA, the
relationship between disclosure and Adj-ROE issigniificant, nor are the curvilinear terms.

The last Model of Table 3 shows the estimation Itesof the interaction terms. The
positive and negative coefficient of the interactierms of Adj]-ROA and its squarpst 2.833
andps= - 1.636) support nonlinear relationship betwe&tldsure and true firm performance.
These results indicate that there are statisticatipificant differences between dependent and
independent boards even when the specificationnacmmlates the possibility of a nonlinear
relation between Adj-ROA and disclosure. Thereftinese results show that the maximum Adj-
ROA is attained at Adj-ROA= - 2.833 / (2 *-1.636)86.5%. Consequently, there can exist a
point beyond which additional disclosure decredisesvalue. This result allows us to conclude
that the optimal level of disclosure drops in firmish a high proportion of independent directors
on the board. It can indicate that the role ofradependent board for CEO monitoring parallels
the monitoring role of disclosure in firms to inase CEO career concerns. Therefore, disclosure
is more likely to have a detrimental effect on shatder value in greater level of board
independence. It also confirms the important rdieam independent board as an interacting
variable when analysing the effect of disclosurefiom performance. The coefficient of the
relationship between disclosure and Adj-ROE issignificant even in this case. Coefficients on
the control variables in Table 3 are generally iaat with those in Cornett et al. (2008). The
coefficients on firm size are all positive, indic@t that large firms have greater true firm
performance. Similarly, the coefficients on capéapenditure are also positive, and statistically
significant. The firm’s age term is generally po&t but significant in only one regression. The
leverage term is mostly negative, and statisticalgnificant at 10% or better, implying that

leverage reduces true firm performance.
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((Insert Figure 1))

((Insert Table 3))

5.3 Relation between Disclosure and Firm Perfornganc

Table 4 presents the regression results of firmnfomal performance as a function of
disclosure variables. In this Table, we treat reggbrperformance, ROA and ROE, as the
dependent variables. Like previous studies, ourierapevidence supports a significant positive
relationship between disclosure and firm perforneameasurements (ROA and ROE). In stark
contrast to the results in Table 3 for reportec tium performance, a nonlinear (inverted U-
shaped) relationship disappears in Table 4 usingmoon firm performance. The coefficients of
the interaction term with independent board andsgeare are both statically significant and
positive. These results indicated that there isanobnlinear relationship between common firm
performance and disclosure when more independeattdrs are on the board. Overall, this
implies that true firm performance, calculated frearnings free of the effects of managers’
choices for depreciation, amortization, and acsiua less responsive to the monitoring
variables. The patterns of other variables areelgrgonsistent with the results of Table 3. For
example, firm size, firm age and capital expendituincrease firm performance while leverage

reduces firm performance.

((Insert Table 4))

5.4 Robustness Checks
5.4.1 Robustness Checks with Alternative True Ferformance Variables

In these robustness tests, we modify the measufesue firm performance by
Unmanaged ROA and Unmanaged ROE when the repor@dpkerformance is completely
deprived of the effects of earnings management. Uimaanaged ROA first estimates earnings
before interest and taxes (EBIT) minus discretigraacruals as a fraction of lagged assets minus

lagged discretionary accruals from the followingiatipn:

EBIT — Discretionary Accruals
Unmanaged ROA =

Lagedassets — lagged discretionary accruals
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In addition, Unmanaged ROE is defined as follows:

Net income - (Discretionary Accruals — Tax)

U d ROE =
fimanage LagedEquity — Lagged Discretionary Accruals

Therefore, we re-estimated the model by replacidgRROA with Unmanaged ROA, and
replacing Adj-ROE with Unmanaged ROE to check thieustness of our results to alternative
proxies for true firm performance. Our results presented in Table 5, which shows that the
coefficients of Unmanaged ROA are similar to thot¢he Adj-ROA in terms of direction, and
the magnitudes of the effects remain nontrivialsdlisure also has a positive effect on
Unmanaged ROE; however, it shows no significanetéhces. As seen, the interaction term
coefficient remains negative and statistically gfigant in Unmanaged ROA regression. Thus,
our findings regarding the variables of interest esbust to alternative proxies for true firm

performance.

((Insert Table 5))

5.4.2 The Sensitivity of the Result to the Instntfedreduction

An empirical concern is the problem of instrumentliferation in GMM estimations.
Levine et al. (2000); Roodman, (2009); Vieira et @013); Nguyen et al. (2014) clearly
appreciate the dangers of instrument proliferafidre idea is that the size of the variance matrix
of the moments is too large to be estimated acelyratithin a finite sample, invalidating the
asymptotic results and specification tests. Too ynarstruments can over fit endogenous
variables and fail to expunge their endogenous oompts, resulting in biased coefficients.

Reducing the number of instruments limits this jpeob
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It is obvious that the number of instruments usedur two-step system GMM model is
small relative to the total of groups. This suggelat instrument proliferation is unlikely to be a
problem in our estimations. We follow the good d&a practices in using the system GMM
approach suggested by Roodman, (2009) and chedetis#ivity of our results to reductions in
the number of instrumental variables. In this case,incorporate recent advances in dynamic
panel data methods to limit the problem of instrotmgroliferation; we only use one lag per
independent variable to generate the moment comditiSpecifically, we reduce the instrument
count of our study to less than 30 instrumentssiA®wvn in Table 6, the results generally remain

unchanged, suggesting that our findings are radbousie instrument reduction.

((Insert Table 6))

6. Conclusion

We examine both the reasoning and data behind dhgeational wisdom that more
disclosure is not always better. Although we beaiélvat the contribution of prior studies to the
examination of linear relationships between disaslesand performance is a very important one,
we continue at the point they suggest with attentio the potential non-linearities of this
relation. In fact, our study speaks to the callHgrmalin and Weisbach (2012) for a better
understanding of the consequence of disclosurdgatite appeal in McConnell (2003) for more
research on the role of outside directors. Thidysghows that once the likely impact of earnings
management is removed from the firm performancenasts, the relation between performance
and disclosure becomes nonlinear, implying that dphgmal level of disclosure is less than
maximal. Our evidence casts doubt on the idea it disclosure is not free; attempts to
mandate levels beyond this optimum would reducétpro

CEOs are responsible for choosing and supplyingdibelosure regime; the existence
and magnitude of the disclosure effect depend orO<Evho inherently conflict with

stakeholders. A more accurate analysis reveals Wian disclosure is too high, firm

® See Roodman (2009) for more details about teclsidor reducing the instrument count in system GMM
estimation
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performance decreases. This reduction stems froen féct that disclosure enables the
shareholders and boards to learn about CEO qutditg,additional career risk to which the CEO
is exposed. Therefore, greater disclosure exa@sleatisting agency problems and asymmetric
information with the possibility of misrepresentatj which tends to increase earnings
management due to the increased career risks E@s@ace. Our results suggest that the choice
of the disclosure level creates a trade-off betwasuiring information about the company and
detrimental activities by CEOs. This trade-off detmes the inverted U-shaped relation found
between disclosure and firm performance when discray accruals are removed from
measured firm performance. In addition, we arguat tmisrepresentation differs in firms
depending on the CEO monitoring and certain clasééisms with more independent directors

on the board are unlikely to enjoy the greaterlle¥elisclosure.

20



References

Adams, R. B., & Ferreira, D. (2007). A theory okfridly boardsJournal of Financeg2, 217-
250.

Akerlof, G. A. (1970). The market for ‘lemons’, ditative uncertainty and the market
mechanismQuarterly Journal of Economi¢c84, 488-500.

Arellano, M., & Bover, O. (1995). Another look &tetinstrumental variables estimation of error-
component modelgournal of Econometri¢68 (1), 29-51.

Armitage, S., & Marston, C. (2008). Corporate disdre cost of capital and reputation:
evidence from finance directofBhe British Accounting Review0, 314-336.

Armstrong, C. S., Core, J. E., & Guay, W. R. (201BDp independent directors cause
improvements in firm transparency@urnal of Financial Economic4,13 (3), 383-403.

Bamber, L., & Cheon, M. (1998). Discretionary magmgnt earnings forecast disclosures:
antecedents and outcomes associated with foreease and forecast specificity choices.
Journal of Accounting Researcd6, 167-190.

Bartov, E., Gul, F. A, & Tsui, J. S. L. (2001). doretionary-accrual models and audit
gualificationsJournal of Accounting and Economi@&0, 421-452.

Bergstresser, D., & Philippon, T. (2006). CEO ireers and earnings managemeldurnal of
Financial Economics30 (3), 511-529.

Beyer, A., Cohen, D. A, Lys, T. Z., & Walther, BR. (2010). The financial reporting
environment: review of the recent literatuleurnal of Accounting and Economjcso,
296-343.

Beyer, A., & Guttman, I. (2012). Voluntary disclesumanipulation, and real effecaurnal of
Accounting Researchp (5), 1141-1177.

Bhagat, S., Black, B. (1999). The uncertain relelfop between board composition and firm
performanceThe Business Lawyeb4 (3), 921-963.

Bizjak, J. M., Brickley, J. A., & Coles, J. L. (19P Stock-based incentive compensation and
investment behaviodournal of Accounting and Economjds$ (1-3), 349-372.

Black, B., & Kim, W. (2012). The effect of boardrstture on firm value: a multiple
identification strategies approach using Koreata.d#ournal of Financial Economig¢s
104, 203-226.

21



Blundell, R. W., & Bond, S. R. (1998). Initial catidns and moment restrictions in dynamic
panel data modeldournal of Econometrics87, 115-143.

Botosan, C. (1997). Disclosure level and the cbstquity capital.The Accounting Review?2,
323-349.

Botosan, C. (2004). Discussion of a framework fog tinalysis of risk communicatioiihe
International Journal of Accountin@9, 289-295.

Brennan, N. (1999). Voluntary disclosure of prdbtecasts by target companies in takeover
bids.Journal of Business Finance and Accountid@, 883-918.

Chau, G., & Gray, S. J. (2010). Family ownershipara independence and voluntary disclosure:
evidence from Hong Konglournal of International Accounting, Auditing andxation
19 (2), 93-109.

Chen, C. J. P., & Jaggi, B. (2000). The associdietween independent non-executive directors,
family control and financial disclosure¥urnal of Accounting and Public Policy9 (4-

5), 285-310.

Chen, Q., Jiang, Y., & Skerratt, L. (2013). Did timarket overreact to the mandatory switch to
IFRS in EuropeEFMA 2014 paper

Cohen, D., Dey, A., & Lys, T. (2005). Trends inmags management and informativeness of
earnings announcements in the pre- and post- Sesb®xley periodswWorking paper
available at SSRN<http:// ssrn.com/abstract=658782>.

Coles, J. L., Daniel, N. D., & Naveen, L. (2008)&ads: does one size fit alJburnal of
Financial Economics37 (2), 329-356.

Coles, J. L., Lemmon, M. L., & Meschke, J. F. (2D1Rtructural models and endogeneity in
corporate finance: the link between managerial evglnip and corporate performance.
Journal of Financial Economi¢4.03 (1), 149-168.

Conference Board. (2003). Report of “commission public trust and private enterprise”

(Peterson Report) (http://www.conference-boardikorawledge/governCommission.cfm)

Cooke, T. E. (1991). An assessment of voluntarglossire in the annual reports of Japanese
corporationslnternational Journal of Accountin@6, 174-189.

Core, J., & Guay, W. (1999). The use of equity tgda manage optimal equity incentive levels.
Journal of Accounting and Economi@&8, 151-84.

22



Cornett, M. M., Marcus, A. J., & Tehranian, H. (3)0Corporate governance and pay-for-
performance: the impact of earnings managenidirnal of Financial Economi¢c$7,
357-373.

Dechow, P. M., Sloan R. G., & Sweeney, A. P. (19%gtecting earnings managemerfithe
Accounting Reviewr0 (2), 193-225.

Demsetz, H., & Lehn, K. (1985). The structure ofrpoyate ownership: causes and
consequence3he Journal of Political Econom93 (6), 1155-1177.

Denis, D. J., & Sarin, A. (1999). Ownership andrdostructures in publicly traded corporations.
Journal of Financial Economi¢c$2, 187-224.

Driscoll, J. C., & Kraay, A. C. (1998). Consistardvariance matrix estimation with spatially
dependent panel dafkeview of Economics and Statisti86 (4), 549-60.

Duchin, R., Matsusaka, J. G., & Ozbas, O. (201Mekvare outside directors effectivdurnal
of Financial Economic96 (2), 195-214.

Faleye, O., Hoitash, R., & Hoitash, U. (2011). Tests of intense board monitorinkpurnal of
Financial Economics101, 160-181.

Fang, V. W., Noe, T. H., & Tice, S. (2009). Stocknket liquidity and firm valueJournal of
Financial Economics94 (1), 150-169.

Feltham, G. A., Gigler, F., & Hughes, J. S. (199)e effects of line-of-business reporting on
competition in oligopoly setting€ontemporary Accounting Researéh,1-23.

Ferreira, D., Ferreira, M., Raposo, C. (2011). mBoatructure and price informativeness.
Journal of Financial Economi¢®9, 523-545.

Ferguson, M. J., Lam, K. C., & Lee, M. G. (2002)ol¥htary disclosure by state-owned
enterprises listed on the stock exchange of HommgKJournal of International
Financial Management and Accountjrig (2), 125-152.

Francis, J., Nanda, D., & Olsson, P. (2008). Vtdmndisclosure, earnings quality, and cost of
capital.Journal of Accounting Research6, 53-99.

Goldman, E., & Slezak, S. L. (2006). An equilibriumodel of incentive contracts in the
presence of information manipulatialwurnal of Financial Economi¢80 (3), 603-626.

Greenspan, A. (1999). Lessons from the global srisehe World Bank Group and

International Monetary Fundsep 27

23



Gul, F. A., & Leung, S. (2004). Board leadershiptside directors’ expertise and voluntary
corporate disclosuredournal of Accounting and Public Polic3, 351-379.

Harvey, C., Roper, A. (1999). The Asian dénancial Markets and Development: the crisis in
emerging financial market8rookings Institution Pres29-115.

Hayes, R. M., & Lundholm, R. J. (1996). Segmenbrépg to the capital market in the presence
of a competitorJournal of Accounting Researcs4, 261-279.

Healy, P. M., Hutton, A., & Palepu, K. G. (1999)to& performance and intermediation
changes surrounding sustained increases in diselo€ontemporary Accounting
Researchl16, 485-520.

Healy, P. M., & Palepu, K. G. (2001). A review bktempirical disclosure literaturdournal of
Accounting and Economic31, 405-440.

Heitzman, S., Wasley, C., & Zimmerman, J. (2010)e Joint effects of materiality thresholds
and voluntary disclosure incentives on firms’ thscare decisionslournal of Accounting
and Economics49 (1-2), 109-132.

Hermalin, B. E., & Weisbach, M. S. (1988). The det@ants of board compositiolRand
Journal of Economicd,9 (4), 589-606.

Hermalin, B. E., & Weisbach, M. S. (2012). Inforioat disclosure and corporate governance,
Journal of Finance67, 195-234.

Hirst, D. E., Koonce, L., & Venkataraman, S. (200How disaggregation enhances the
credibility of management earnings forecasturnal of Accounting Researcld5 (4),
811-837.

Ho, S., & Wong, K. (2001). A study of the relatibifs between corporate governance structures
and the extent of voluntary disclosudeurnal of International Accounting, Auditing and
Taxation 10, 139-56.

Holmstrom, B. (1999). Managerial incentive problerasdynamic perspectivdhe Review of
Economic Studie$6 (1), 169-182.

Jones, J. (1991). Earnings management during impslief investigations.Journal of
Accounting ResearcR9, 193-228.

Kanagaretnam, K., Lobo, G. J., & Whalen, D. J. (0Does good corporate governance reduce
information asymmetry around quarterly earningecamcements3ournal of Account
Public Policy 26 (4), 497-522.

24



Klein, A. (2002). Audit committee, board of directcharacteristics, and earnings management.
Journal of Accounting and Economi&3 (3), 375-400.

Kothari, S. P., Leone, A. J., & Wasley, C. E. (2D@erformance matched discretionary accrual
measureslournal of Accounting and Economi@9 (1), 163-197.

Lang, M., & Lundholm, R. (1993). Cross-sectionaledminants of analysts ratings of corporate
disclosuresJournal of Accounting ResearcBil, 246-271.

Levine, R., Loayza, N., & Beck, T. (2000). Finandrgermediation and growth: causality and
causesJournal of Monetary Economic46 (1), 31-77.

Linck, J., Netter, J., & Yang, T. (2008). The deterants of board structurelournal of
Financial Economics37, 308-328.

Lo, H. R. (2009). Voluntary corporate governancsechtisure, firm valuation, and dividend
payout: evidence from Hong Kong Listed FirfR6.D. ThesisUniversity of Glasgow
McConnell, J. (2003). Outside directors (Distingneid scholar of 2002 keynote address to the
annual meeting of the Eastern Finance Associatiénancial Review38 (1), 25-31.

Meek, G. K., Roberts, C. B., & Gray, S. J. (199=ctors influencing voluntary annual report
disclosures by U.S., U.K. and continental Europemauttinational corporationslournal
of International Business Studj&s (3), 5-572.

Nguyen, T., Locke, S., & Reddy, K. (2014). A dynarestimation of governance structures and
financial performance for Singaporean compank&sonomic Modelling40, 1-11.

Patelli, L., & Prencipe, A. (2007). The relationshbetween voluntary disclosure and
independent directors in the presence of a dormislaareholderEuropean Accounting
Review 16 (1), 5-33.

Pathan, S., & Faff, R. (2013). Does board structareanks really affect their performance?
Journal of Banking & Finange37, 1573-1589.

Peasnell, K. V., Pope, P. F., & Young, S. (2003anklgerial equity ownership and the demand
for outside director€£uropean Financial Managemer& (2), 231-50.

Raheja, C. (2005). Determinants of board size amdposition: a theory of corporate boards.
Journal of Financial and Quantitative Analys#0 (2), 283-306.

Roodman, D. (2009). How to do xtabond2: an intréidumcto “difference” and “system” GMM
in stata. The Stata Journab, 86-136.

25



Smith Jr, C. W., & Watts, R. L. (1992). The invasnht opportunity set and corporate financing,
dividend, and compensation policidsurnal of Financial Economic82 (3), 263-292.

Stiglitz, J. (1998). The role of international fim@al institutions in the current global economy.
Address to the Chicago Council on Foreign Relations

Suijs, J. (2007). Voluntary disclosure of infornoatiwhen firms are uncertain of investor
responselournal of Accounting and Economiés3, 391-410.

Vieira, F. V., Hollandcde, M., da Silvaac C. G., Bottecchiad, L. C. (2013). Growth and
exchange rate volatility: a panel data analyspplied Economic#}5 (26), 3733-3741.

Wagenhofer, A. (1990). Voluntary disclosure witlsteategic opponentlournal of Accounting
and Economicsl2, 341-363.

Wang, K., Sewon, C., & Claibone, M. C. (2008). Detmants and consequences of voluntary
disclosure in an emerging market: evidence fromin&hinternational Journal of
Accounting, Auditing and Taxatiph7 (1), 14-30.

Welker, M. (1995). Disclosure policy, informatiosyanmetry, and liquidity in equity markets.
Contemporary Accounting Researdi, 801-827.

Wintoki, M. B., Linck, J. S., & Netter, J. (2012Endogeneity and the dynamics of internal

corporate governancgournal of Financial Ecoomics, 105, 581-606.

Appendix
The Listing Rules of Hong Kong stock exchange inp&mdix 23 prescribes the types of

information to be disclosed in the Corporate Gosaoe Report in terms of Mandatory
Disclosure Requirements and Recommended Disclasuid®e Mandatory Disclosure

Requirements cover the following:

A. Corporate governance practices:
The issuer is expected to give 1) a narrative state of how the listed issuer has applied the
principles in the Code, providing an explanatioat tanables its shareholders to evaluate how the
principles have been applied and 2) a statemenio ashether the issuer meets the code
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provisions in the Code. If the issuer has adopt®adwn code that exceeds the code provisions
set out in the Code, the issuer may draw atteriticauch fact in its annual report. 3) In the event
of deviation from the provisions set out in the €pdetails of such deviation during the financial
year with considered reasons for such deviatioriabe provided.

B. Directors’ securities transactions:
The issuer is to state whether a code of condgetrdeng directors’ securities transactions as set
out in Appendix 10 has been adopted or otherwise tlae details for the non-compliance.

C. Board of Directors:
The issuer has to provide details, including contmrsof the board, number of meetings held,
and individual attendance of each director. Thads$as to give a statement of how the board
operates, including the type of decisions madehbybbard and those delegated to management.
Details of non-compliance relating to the appointtmef independent non-executive directors
and the remedial measures to address the non-cmplare expected. Relationships, including
financial, business, family or other material/relevrelationship(s) among members of the board
and in particular, between the chairman and thef @xecutive officer, must be disclosed.

D. Chairman and chief executive officer:
The issuer is to state the identity of the chairraad chief executive officer, and whether the
roles of the chairman and chief executive offiaer segregated.

E. Non-executive directors:
The issuer is to state the term of appointmenbofexecutive directors.

F. Remuneration of directors:
The directors’ remuneration policy have to be dised with respect to the role and function of
the remuneration committee and its composition, thenber of meetings held by the
remuneration committee or the board of directorghére are no remuneration committee
meetings during the year. A summary of the workigrered by the remuneration committee
relating to the policy in determining executiveeatitors’ remuneration and the assessment of
performance of executive directors must be included

G. Nomination of directors:
The issuer is to spell out the role and functionhef nomination committee, its composition, the
nomination procedures and the process and crigeltgpted by the nomination committee. A
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summary of the work done by the nomination committieiring the year and the number of
meetings held are to be disclosed.

H. Auditors’ remunerations:
The issuer is to provide an analysis of remunemaitiorespect of audit and non-audit services
provided by the auditors to the issuer. Informa@out the entity that is under common control,
ownership or management with the audit firm or antity that a reasonable and informed third
party having knowledge of all relevant informatimmuld reasonably conclude as part of the
audit firm nationally or internationally must beopided.

I. Audit Committee:
The issuer is to provide information about the rélaction ands composition of the committee
members, the number of audit committee meetingd dating the year with an attendance
record of members, report on the work performedh®y audit committee during the year in
discharging its responsibilities in its review betquarterly (if relevant), half-yearly and annual
results and the system of internal control, andoiiser duties set out in the Code. Non-
compliance of the audit committee and the stepsddress such non-compliance must be

specified.
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Table 1

Descriptive Statistics

Variable # of observations Mean Median (50%) SD 25% 95%
Adj-ROA 84¢ 0.03¢ 0.07¢ 0.07¢ -0.18¢ 0.361
Adj-ROE 848 0.287 0.216 0.124 -0.524 0.375
ROA 84¢ 0.05¢ 0.31¢« 0.217 -0.13¢ 0.43¢
ROE 848 0.185 0.243 0.172 -0.542 0.617
Disclosure 84¢ 0.781 0.80¢ 0.097 0.72¢ 0.91¢
Independent Board 848 0.538 0.623 0.225 0.337 0.748
Leverag 84¢ 0.53¢ 0.56% 0.247 0.35¢ 0.78¢
Firm Size (Millions of US Dollars) 848 2842.000 1780.000 1524.000 749.000 4265.000
Capital Expenditures 848 0.087 0.047 0.273 0.026 769
Firm Age 84¢ 28.80: 24.04% 6.85( 19.08( 52.00(

Summary of Descriptive Satistics: The Adj-ROA is computed as the operating incomeusiidiscretionary accruals divided by assets; the Ad
ROE is measured by net income minus discretioneeyuals, excluding tax, on book value equity; RGAléfined as operating income divided
by assets. ROE is the ratio of net income dividgcequity; disclosure is the percentage score foheéaformation category that builds on

Botosan (1997); Independent Board (IB) is the peage of independent directors; Leverage (Lev)easured as the total debt divided by book
value of assets; Firm Size (FS) represents thenwlsale of the firm; Capital Expenditures (CEhis tapital expenditures over sales and Firm

Age (FA) represents the number of years of findriaga available prior to a firm'’s fiscal year end.



Table 2

CorrelationM atrix (Pearson above Diagonal and Spearman below).

Ad-ROE  Adj-ROA ROE ROA DI 1B LEV FS CE FA
Adj-ROE 0.38# 0.687 0.447 0.15¢ -0.121 0.24% -0.13¢ 0.32¢ -0.09¢
Adj-ROA 0.636 0.427F 0.677 0.17¢ 0.10% -0.284 0.027 0.137 0.118
ROE 0.73¢ 0.42% 0.29¢ 0.12%° 0.01€° 0.22# 0.17¢ 0.23¢ 0.127
ROA 0.49F 0.786° 0.374 0.118 0.07% 0.352 -0.307° 0.168 -0.124
DI 0.175° 0.20% 0.086" 0.17¢° 0.158 0.137° 0.541° 0.328 0.23¢
1B -0.142° 0.03: -0.067° 0.08t° 0.15¢° -0.082° 0.204° -0.227° 0.357°
LEV 0.21% 0.122 -0.249 0.127 0.10% -0.138° -0.379 -0.102 -0.036
FS -0.23¢° 0.08¢° 0.09¢° -0.2082 0.58(° 0.15¢° -0.43:° 0.32¢ 0.39:°
CE 0.32(° 0.15:¢ 0.21%° 0.121° 0.28¢° 0.30¢ -0.087° 0.174¢ 0.25¢°
FA -0.14¢¢ 0.127 -0.04£° 0.107" 0.27¢° 0.387° -0.17:° 0.272° 0.382°

Correlation Matrix for Baseline Specification Vayias: Pearson correlations are reported above #ire diagonal and Spearman correlations are

reported below the diagonaal.b’cindicate statistically significant at the 1%, 5¥#dal0% level (two-tailed) respectively. The dedivips for all
of the variables listed above are given in the siateTable 1.



Table 3

Regression Analysis: Disclosure and True Firm Rerémce

Model 1 Model 2 Model 3
Adj-ROA Adj-ROE Adj-ROA Adj-ROE Adj-ROA Adj-ROE
TFP (t-1) 2.148 1.227° 1.027° 2.538° 2.095" 3.017°
(0.189) (0.047) (0.264) (0.071) (0.069) (0.201)
DI 1.452° 0.124 1.559° 3.250° 1.419 2.128°
(0.201) (0.016) (0.328) (0.053) (0.327) (0.062)
DI? -0.856° -0.371 -0.785° -4.793
(0.256) (0.009) (0.179) (0.018)
IBDI 2.674° 1.78:
(0.136) (0.021)
IBDI? -1.63¢° -1.77(¢
(0.226) (0.025)
B -0.03¢ -0.457
(0.183) (0.308)
LEV -18.764° -0.132° 10.489 -0.120° -17.37¢ -0.052°
(0.049) (0.042) (0.004) (0.054) (0.048) (0.059)
FS 5.396° 0.426" 6.031° 0.130° 4.769 0.21%
(0.297) (0.061) (0.067) (0.127) (0.256) (0.270)
CE 1.02¢° -0.72:° 3.06¢° 0.37¢¢ 2.80¢? 1.124°
(0.057) (0.052) (0.205) (0.038) (0.125) (0.241)
FA 1.201 0.557 0.124° -0.470 0.230 0.119
(0.006) (0.024) (0.069) (0.025) (0.023) (0.021)
AR (1) tes (p-value) (0.127 (0.010 (0.000 (0.021 (0.124 (0.000
AR (2) test p-value) (0.348) (0.856) (0.269) (0.985) (0.235) -(0.103)
Hansen-J testpfvalue) (0.122) (0.308) (0.858) (0.243) (0.764) 3am)
No. of instrument 58 58 58 60 69 68
No. of group: 124 12¢ 12E 124 124 124

TFP (t-1) is the one-year lag of the dependentiéei The descriptions for all of the variabletelisabove are given in the notes to Table 1. This
table presents the estimation results for the GMdtl@h Time (year) dummies are included in the regjmns. Standard errors are reported in

parentheseg.’b’cindicate statistically significant at the 1%, 5%da 0% level (two-tailed) respectively.



Table 4

Regression Analysis: Disclosure and Firm Perforreanc

Model 1 Model 2 Model 3

ROA ROE ROA ROE ROA ROE

FP (t-1) 3.098 2.483 2.128° 4.145° 1.922° 2.421°
(0.054) (0.301) (0.056) (0.245) (0.066) (0.276)

DI 11.437 5.785° 6.626° 2.21%° 9.538° 2.129
(0.245) (0.068) (0.180) (0.037) (0.238) (0.060)

DI? 4.83° 2.01C° 11.85¢° 4.752°
(0.061) (0.167) (0.042) (0. 058)

IBDI 4.220° 3.358°
(0.097) (0.039)

IBDI? 1.323 1.866°
(0.007) (0.031)

1B 1.32¢¢ 1.52(°
(0.041) (0.047)

LEV -8.187 3.280 -7.175 14.096° -21.659 -0.823°
(0.021) (0.014) (0.010) (0.046) (0.019) (0.035)

FS 1.38(° 4.542° -0.02: 4.78€° -3.95¢° 6.57:¢
(0.048) (0.054) (0.007) (0.036) (0.042) (0.041)

CE 1.405 2.893 -0.894 2.068° -1.980° 3.502°
(0.014) (0.009) (0.007) (0.031) (0.058) (0.055)

FA 0.021° 0.011° 1.321° 0.112° 1.107 0.42%
(0.053) (0.059) (0.043) (0.030) (0.010) (0.263)

AR (1) tes (p-value) (0.076, (0.123 (0.112 (0.035 (0.014 (0.021
AR (2) test p-value) (0.463) (0.398) (0.821) (1.207) (0.463) (0.546)
Hansen-J testpfvalue) (0.376) (0.360) (0.611) (1.056) (0.483) (0.767)

No. of instrument 58 58 58 60 69 68
No. of group: 124 12¢ 12& 124 124 124

FP (t-1) is the one-year lag of the dependent kibzid he descriptions for all of the variablesdétbove are given in the notes to Table 1. This
table presents the estimation results for the GMdti@h Time (year) dummies are included in the regjons. Standard errors are reported in

parentheseg.’b’cindicate statistically significant at the 1%, 5%da 0% level (two-tailed) respectively.



Table 5

Disclosure and True Firm Performance with AlterveafProxies

Model 1 Model 2 Model 3
Unmanage ROA  Unmanage ROE Unmanage ROA Unmanage ROE Unmanage ROA Unmanage ROE

TFP (t-1) 2.027 4.096" 2.278 1.872 2.368° 3.146"
(0.068) (0.056) (0.130) (0.014) (0.073) (0.060)
DI 1.972 6.356° 1.317° 6.249 1.465° 2.140°
(0.284) (0.049) (0.128) (0.014) (0.058) (0.065)
DI? -0.732 -8.010 -0.814 -4.891
(0.083) (0.009) (0.138) (0.010)

IBDI 2.614° 1.021
(0.090) (0.015)

IBDI? -1.5128 -2.42¢
(0.152) (0.021)
1B -0.120 -0.04%°
(0.005) (0.041)
LEV -0.04:° -1.2182 -0.90¢°¢ -0.65(°¢ -1.84:°¢ -0.30¢°
(0.061) (0.176) (0.031) (0.043) (0.059) (0.055)

FS 5.763 0.725 6.560° 0.023 4.890° 0.056
(0.059) (0.018) (0.297) (0.005) (0.327) (0.005)

CE -0.47¢ 0.641° 0.87¢° -1.62¢ 0.91¢? 1.05€
(0.0012) (0.038) (0.064) (0.007) (0.237) (0.027)

FA 0.440° 0.542° 0.980° -0.705 0.41%° 1.048°
(0.061) (0.207) (0.058) (0.008) (0.049) (0.196)
AR (1) test p-value) (0.184) (0.072) (0.089) (0.095) (0.104) (0.010)
AR (2) test p-value) (0.029) (0.281) (0.199) (0.196) (0.483) (0.124)
Hansen-J testpfvalue) (0.374) (0.783) (0.034) (0.280) (0.128) (0.057)

No. of instruments 58 58 58 60 69 68
No. of groups 124 125 125 124 124 124

TFP (t-1) is the one-year lag of the dependenttéei The descriptions for all of the variabletelisabove are given in the notes to Table 1. This
table presents the estimation results for the GMMieh Time (year) dummies are included in the regjoms. Standard errors are reported in

parentheseg.’b’cindicate statistically significant at the 1%, 5%da 0% level (two-tailed) respectively.



Table 6

Disclosure and True Firm Performance after ReduttisgNumber of Instruments

Model 1 Model 2 Model 3

Adj-ROA Adj-ROE Adj-ROA Adj-ROE Adj-ROA Adj-ROE

TFP (t-1) 2.02% 2.137° 0.542 3.735° 2.134 1.240°
(0.228) (0.061) (0.227) (0.035) (0.107) (0.061)

DI 2.832 1.831 2.490° 0.834 2.76F 0.578°
(0.290) (0.006) (0.052) (0.015) (0.270) (0.030)

DI? -1.382° 3.052 -1.537° -4.690
(0.168) (0.006) (0.175) (0.021)

IBDI 5.040° 3.512
(0.123) (0.029)

IBDI? -3.021° -1.051
(0.275) (0.017)

1B 0.523° 0.780°
(0.301) (0.219)

LEV -10.39¢° 0.39¢ -7.547° -0.377° -8.02¢2 -0.037°
(0.69) (0.25) (0.215) (0.063) (0.276) (0.048)

FS 3.895° 2.903° 4278 1.323° 3.528° 2.207°
(0.050) (0.201) (0.286) (0.057) (0.192) (0.049)

CE 1.525 -0.983° 1.108° -1.021° 2.216 1.542°
(0.259) (0.055) (0.059) (0.030) (0.011) (0.070)

FA -0.327° -0.276° -0.128° -0.330° -0.129 -0.276
(0.067) (0.051) (0.044) (0.036) (0.028) (0.012)

AR (1) test p-value) (0.075) (0.035) (0.010) (0.010) (0.000) (0.021)
AR (2)tes (p-value’ (0.762 (0.363 (0.541 (0.834 (0.425 0.417
Hanser-Jtes (p-value (0.476 (0.432 (0.451 (0.484 (0.545 (0.647

No. of instrument 29 28 27 2€ 29 29
No. of groups 124 125 125 124 123 123

TFP (t-1) is the one-year lag of the dependentibdei The descriptions for all of the variabletelisabove are given in the notes to Table 1. This
table presents the estimation results for the GMMieh Time (year) dummies are included in the regjoms. Standard errors are reported in

parentheseg.’b’cindicate statistically significant at the 1%, 5%da 0% level (two-tailed) respectively.
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Fig. 1 The Relationship between Disclosure and Adj-ROA



