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Institutional investors have increased their presence in financial markets
(Gompers and Metrick, 2011), securing positions as dominant players by
becoming actively involved in firms’ operations. Active institutions influence
the board of directors and management, thus bringing about changes in
corporate policies, influencing governance, and affecting the quality of financial
reporting and corporate disclosure. While some studies have found that
institutional investors actively monitor firms’ management and mitigate
managerial agency problems (e.g., Kaplan and Minton 1994; Chung, Firth, and
Kim 2002), other studies have argued that institutional investors seeking to
maximize personal benefits influence firm management, prompting managetial
opportunism such as earnings management (e.g., Agrawal and Knoeber, 1996;
Black, 1998; Patrino, Siasand, and Starks, 2003). Recent papers have focused
on the investment horizons of institutional investors, such that long-term
institutional ownership improves corporate governance (Lee and Chung, 2012),
exhibits less tax avoidance (Khurana and Moser, 2013), and increases
investment (Dettien, Kecskés, and Thesmar, 2012). Firms with large portions
of transient institutions are more likely to reduce research and development

expenditures (Bushee, 1988) and get lower premiums at acquisitions (Gasper
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etal., 2005). In Korea, domestic institutional investors exhibit short-term trading behavior and fail to
contribute to the increase in earnings quality (Cheon, 2003). Likewise, IKwon (2007) classified
institutional investors into four types: financial institutions, security companies, insurance companies,
and foreign investors. He found that foreign investors and insurance companies improved earnings
quality, whereas other local institutional investors tended to focus on short-term profits and did not
contribute to the increase in earnings quality. Research has indicated that short-term investors have
less incentive to engage in improving a firm’s long-term performance, but use their informational
advantage to enjoy the personal benefits of short-term stock trading (Park and Song, 2014). Thus, the
monitoring role played by institutional investors is closely related to their investment behavior. In this
paper, we study the effect of the investment horizons of institutional investors on the effectiveness
of internal control systems over financial reporting. Specifically, we examine how the investment
horizons of institutional investors effect the disclosure of material weaknesses in internal control over
financial reporting under Section 404 of the Sarbanes-Oxley ACT of 2002. We measure institutional
investors’ portfolio turnover using churn rate, as introduced by Gasper et al. (2005), which measures
how frequently an institution buys and sells its stocks. Our measure of a firm’s investment horizon
is the weighted average of the total portfolio churn rates of its institutional investors. We find that
institutional investor ownership decreases both the frequency and the number of material weaknesses
under the SOX 404. However, this positive relationship is weakened as institutional investors’
investment horizon for each firm is short-term. These findings suggest that institutional investors’
influence over the effectiveness of internal control is closely dependent on their investment hotizons.
Our results contribute to the literature that the role of institutional investors in enhancing internal control
systems is closely related to institutions’ investment hotizons.

Keywords Institutional Investors, Internal Control, Investment Horizon, Management Discipline,
Material Weakness
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J[HEAAY AEE2 WRESH FHAY Biksd 8 2uzino] B(-)9 S DlXls A2z LET

MW Number_MW
it Logit oLS
=Te (1) (2) (3) (4)
Inst. Own -1.1457 -0915™ -0.283"" -0.263
(-6.80) (-4.67) (-6.51) (-5.09)
Firm Size -0.207" -0.901™ -0.014" -0.156™
(-7.53) (-16.13) (-2.33) (-9.11)
ROA -0.490"" -0 -0.201" -0.054
(-3.36) (-0.549) (-4.22) (-1.27)
Sales Growth 0149 0.097 0057 0.030°
(2.90) (1.33) (2.76) (1.90)
Leverage 0768 0.607"" 0.198™ 01607
(4.64) (3.00) (3.86) (2.99)
Market-to-Book -0.0217" -0.025™ -0.002 -0.004"
(-3.13) (-3.21) (-1.30) (-2.53)
Big4 0,604 0092
(-5.41) (-3.99)
Auditor Turnover 0837 0.219™
(7.20) (5.86)
Auditor Tenure -0.026™ -0.003™
(-3.97) (-2.93)
Audit Size 14707 0.297"
(17.38) (8.12)
Audit Special -0.119 -0.023
(-1.21) (-1.37)
Year dummy Yes Yes Yes Yes
Ind. dummy Yes Yes Yes Yes
Constant -05717 -15.898™" 0438 22614
(-3.16) (-16.84) (10.16) (-6.94)
Observations 20,676 17,540 20,676 17,540
R-squared 0.027 0.070
Log likelihood -5008 -3376
Chi2 628.4 9425
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EM T40EQ} B0l 7[HEXIAIY XES2 HWEEH FUHE B1ItsHoll B(-)9 FSS 0|Xls Ho2 UEKT, BiH
7| HEXIXL ofofSEE L] Al BZE 2FUA Rttt H(+)Q wE He A= UER

&M
MW Number MW
e Logit 0LS
(1) (2) (3) (4)
Inst. Own -1.108™ -0.882"" 0274 -0.255""
(-6.62) (-4.55) (-6.43) (-5.08)
Turnover 12307 2512 0506 0.563"
(2.78) (3.24) (3.13) (2.44)
Firm Size -0.206™" -0.893™ -0.014" 20154
(-7.48) (-16.09) (-2.19) (-9.17)
ROA 20463 -0.119 20192 -0.051
(-3.19) (-0.62) (-4.02) (-1.22)
Sales Growth 0138 0.082 0.052" 0.025
(2.69) (1.13) (2.53) (1.59)
Leverage 07617 0594 0.193" 0.156™"
(4.61) (3.02) (3.81) (2.95)
Market-to-Book -0.0217" -0.025™" -0.002 -0.004"
(-3.09) (-3.22) (-1.31) (-2.55)
Big4 0618 009"
(-5.53] (-4.14)
Auditor Turnover 0849 0219
(7.32) (5.86)
Auditor Tenure -0.024™" -0.003"
(-3.64) (-2.50)
Audit Size 1466 0.297"
(17.45) (8.14)
Audit Special -0.126 -0.024
(-1.28) (-1.39)
Year dummy Yes Yes Yes Yes
Ind. dummy Yes Yes Yes Yes
Constant -0.816™ -16.381"" 0340 27217
(-3.98) (-17.18) (6.36) (-6.86)
Observations 20,676 17,540 20,676 17,540
R-squared 0.029 0.070
Log likelihood -5002 -3368
Chi’ 639.3 954.9
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