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ABSTRACT
In the first essay of my dissertation, | draw on agency theory and marketing strategy and develop

a set of hypotheses that explore whether the investment horizon of institutional investors
moderate the impact of a firm’s product innovation on its financial value. In the second essay, |
examine the antecedents of myopic marketing which refers to the relatively common practice
among publicly traded companies of reducing so-called discretionary expenses in an effort to
show improved current-period financial performance. Using agency theory, | propose that
myopic management depends on external and internal influences. | measure the impact of the
antecedent factors on 1) the odds that firms would engage in the practice of myopic management,
and 2) subsequent firm performance of firms that do so. In essay three | focus on a measure of
managerial short-termism which captures a wide range of drivers of intertemporal managerial
decision making. I code and textually analyze language patterns of senior management in
conference calls and test the consequences for marketing and innovation and firm performance.
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CHAPTER 1
INTRODUCTION AND LITERATURE REVIEW

There are no business functions more affected by issues of managerial intertemporal
choice making than marketing. Managers make decisions “in which the timing of costs and
benefits are spread over time” (Loewenstein and Thaler 1989) on a daily basis in the marketing
domain, often without any foresight as to the long run consequences of their actions on firm
value, thus the fitting usage of the term managerial myopia in the literature. Marketing is
particularly susceptible to suffering from managerial myopia, for a number of reasons: first,
return on marketing investments is particularly hard to accurately estimate and track over time.
Practitioner evidence suggests that even marketing departments do not know how to track the
performance of marketing activities beyond the short term: Moorman (2013) presents survey
evidence that 27% of marketers use “managerial judgment” to measure returns on marketing
investments in their firms, while even more worrisome is the report that another 15% of
marketers do not measure it all. Second, accounting treatment of marketing and innovation
spending does not distinguish between expenses and investments in those domains, instead
treating all marketing activities as expenses to be deducted in the current accounting quarter
(Srinivasan and Hanssens 2009), and giving rise to the notorious accounting practice of real-
activities manipulation (Gunny 2010). Furthermore, the reliance on myopic actions at the
expense of marketing has increased in recent years after the passage of the 2001 Sarbanes-Oxley
Act which increased the repercussions for other accounting irregularities such as accruals

manipulation.



In summary, it is not surprising that at the corporate level, marketing and innovation are
the first line items to be cut when firms engage in intertemporal borrowing: survey evidence
suggests that over 78 percent of CFOs adhere to the practice of cutting marketing and research
and development expenses in order to meet the current period earnings target (Graham, Harvey,
and Rajgopal 2005; Deleersnyder et al. 2007). The challenge for the marketing academicians and
practitioners appears to rest in establishing the drivers and the potentially deleterious
consequences of neglecting important marketing and innovation investments in order to
maximize short-term profitability.

Recent marketing studies have started to identify some of the negative consequences of
managerial myopia: firms that engage in myopically managing their marketing and R&D
investments tend to experience a significant underperformance in the stock markets (Mizik
2010), even after being able to “fool” the markets in the initial periods. Other related work has
started to identify the stock market drivers of potentially myopic changes in marketing and R&D
budgets (Chakravarty and Grewal 2011). Most other research on the subject in the marketing
field focuses on specific contexts in which managerial myopia is observed (e.g., promotional
spending, stockpiling behavior, overproduction and discounting, brand equity “milking”
practices) (Aaker 1991; Pauwels, Silva-Risso, Srinivasan, and Hanssens 2004; Chapman and
Steenburgh 2011). However, more work needs to be done in order to more fully analyze and
evaluate the issue of managerial myopia and intertemporal choice.

Given the relatively limited knowledge base about the drivers and impact of myopic
management, as well as the outsized negative impact on marketing and innovation by such
managerial practices, | focus on a spectrum of firm internal and external factors that | propose

influence this practice and affect overall downstream firm performance. First, | take a broad



overview of the concept of myopic management and investigate two important internal (top
executive team compensation) and external (institutional investor ownership) drivers, as well as
the payoffs of myopic actions in the financial markets under those factors. Next, | examine how
the degree of product innovativeness (breakthrough vs. incremental product introductions) is
moderated by the short-term pressures imposed on the innovating companies by the presence of
large institutional investor funds in the ownership structure. Finally, I look at the issue of
managerial myopia as conceptualized in marketing and attempt to reconcile it with the literature
on the broader issue of managerial short-termism originating with Hayes and Abernathy (1980)
in the management and organizational science literatures. Following is a brief summary of each
manuscript.

The first essay investigates the detrimental effects of myopic management through the
manipulation of marketing and innovation budgets on firm performance and attempts to shed
more light on the limited understanding of the antecedents of this practice. Drawing on agency
theory of the firm, | propose that top management’s compensation horizon and institutional
investors’ investor horizon influence the practice of myopic management. Econometric analysis
of a panel of public firms shows that greater ownership by short-term institutional investors and
greater emphasis on short term CEO compensation increase the odds that a firm will engage in
myopic management of marketing and innovation investments. Furthermore, | identify a number
of stock market (risk, leverage, stock returns) and information asymmetry factors (analyst
following and competitive intensity) which moderate the main effects of short term investor
ownership and CEO compensation. The results are robust to endogeneity concerns and

alternative measures and are consistent over a range of sensitivity analysis.



The second essay examines the impact of the investor horizons of large institutional
funds on the relative degree of firm innovativeness and subsequent financial performance of
innovating firms. Prior studies on the financial market reaction to product innovation provide
mixed results. Notably, these studies treat investors as a homogenous entity, failing to recognize
their heterogeneous investment horizons. Institutional investors, who are leading drivers of stock
prices, are heterogeneous in their investment horizon and thus value marketing investments
differentially. I draw on research in marketing, accounting, and finance to test hypotheses
regarding how institutional investors’ investment horizon moderates the effects of product
innovation on firm financial performance. Econometric analyses of panel data sets from the
consumer packaged goods and pharmaceutical industries indicate that, for firms with a large
proportion of ownership by short-horizon institutional investors, breakthrough (incremental)
innovations reduce (increase) firm value. Subsequently, I claim that managers need to recognize
the fit between their innovation practices and institutional investors’ investment horizons, in
order to better align their innovation policies.

Finally, I attempt to enrich the understanding of myopic management and its potential
drivers and consequences in the marketing domain, by incorporating concepts from the short-
termism literature in management (Hayes and Abernathy 1980; Van der Stede 2000; Laverty
1996; Marginson and Mcaulay 2007). | emphasize the four drivers of detrimental intertemporal
tradeoffs, namely the stock market, performance measurement systems inside the firm, the
individual dimension, and the organizational dimension; | focus on a measure of managerial
short-termism which captures a wider range of drivers of intertemporal managerial decision
making. | attempt to capture managerial short-termism heterogeneity across firms by coding and

textual analysis of language patterns of senior management in conference calls with investors



and analysts. Subsequently, | test the consequences for marketing and innovation stemming from
this orientation and the ultimate impact on firm performance. Results suggest that the language
used in conference calls with analysts and investors is indicative of the mindset of top
management and further of the propensity of public firms with short-term oriented management
to use more promotional tactics such as discounts and promotional advertising, as well as to have
lower innovation intensity and to focus on incremental innovation, at the expense of
breakthrough innovation. Furthermore, such firms also attract more short-term institutional
investor ownership. The marketing and innovation variables partially mediate the impact of

managerial short-termism on financial performance (Tobin’s g).
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CHAPTER 2

MYOPIC MANAGEMENT BY FIRMS: IS IT THE AGENT OR THE PRINCIPAL? *
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ABSTRACT
While previous research highlights the detrimental effects of myopic management through the
manipulation of marketing and innovation budgets on firm performance, understanding of its
antecedents is limited. Drawing on agency theory of the firm, the authors propose that top
management’s compensation horizon and institutional investors’ investor horizon influence the
practice of myopic management. Econometric analysis of a panel of public firms shows that
greater ownership by short-term institutional investors and greater emphasis on short term CEO
compensation increase the odds that a firm will engage in myopic management of marketing and
innovation investments. Furthermore, the effects of short-term investor ownership are exacerbate
under conditions of increasing firm leverage, while those of short-term CEO compensation are
mitigated when there’s an increasing analyst following and competitive intensity. The results are
robust to endogeneity concerns and alternative measures and are consistent over a range of

sensitivity analysis.
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INTRODUCTION

Myopic management, or the practice of focusing on short-term strategies with immediate
payoffs, has been investigated by both academic and practitioner research (Aspen Institute
2009; Mizik 2010; Mizik and Jacobson 2007; Smith and Parenteau 2010). Extant research has
established the pervasiveness of the phenomena (Graham, Harvey, and Rajgopal 2005) as
managers are increasingly pressured to meet or beat short-term earnings targets. Such
pressures may cause them to overemphasize strategic choices which generate more immediate
and predictable results, at the expense of long-term and more uncertain profits. Thus, myopic
management is likely to occur through deemphasizing investments in less visible,
“discretionary” spending such as certain marketing initiatives as well as R&D budgets
(Cohen, Mashruwala and Zach 2010; Mizik and Jacobson 2007). Myopic management is
increasingly of interest to marketing scholars and practitioners as such practices tend to
impact marketing and innovation investments disproportionately through depressing the value
of brand assets, product portfolios, and, ultimately, firm performance (Aaker 1991; Chapman
and Steenburgh 2011; Lamey et. al 2007; Mizik 2010; Mizik and Jacobson 2007; Pauwels et
al. 2004). This is because investments in certain marketing and innovation activities in the
short-term do not have immediate payoffs (Shugan 2005; Mitra and Golder 2006), thus
myopic management would tend to resolve through cutting marketing support for activities
with long-term impact, such as branding (Aaker 1991), or through over-reliance on
investments targeted toward more short-term payoffs, such as sales promotions (Pauwels et al.
2004).

The marketing literature, however, is mostly silent on the financial and other related

conditions under which firms are more likely to engage in myopic practices. Extant empirical
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research has considered several conditions which are likely to influence management to
myopically adjust R&D and or advertising budgets, such as past stock returns and volatility
(Chakravarty and Grewal 2011), executive compensation practices (Currim, Lim, and Kim
2012), seasoned equity offerings (Mizik and Jacobson 2007), and liquidity considerations
(Joseph and Richardson 2002). However, as a whole, prior research has not placed any weight
on issues of corporate ownership and has not investigated the various influences on the
likelihood of firms to engage in myopic management in a more systematic manner. Such
insight would be necessary to identify potential solutions for mitigating myopic tendencies,
thus benefiting both the firm and its shareholders, and to begin understanding the conditional
nature (if any) of the financial returns to myopic management. Research on this issue is also
important in order to extend the marketing field’s collective understanding of the drivers of
myopic management in order to better understand the mechanisms through which such
myopic actions occur.

I draw on agency theory and institutional investor horizon and corporate ownership
research and extend the literature on myopic management by proposing that the practice of
myopic management may depend on (1) the investment horizon of short-term institutional
investors that own large proportions of public firm stock in the aggregate, and (2) the
temporal horizon of the compensation structure of the chief executive officer (CEO). | focus
on firms’ institutional investor owners’ investment horizons and the temporal horizon of the
CEO pay package for three reasons. First, although research has begun demonstrating that
marketing actions influence the stock market (e.g., Srinivasan and Hanssens 2009; Xiong and
Bharadwaj 2013) and that the stock market, in turn, influences marketing actions through

managerial decisions (e.g., Chakravarty and Grewal 2011; Markovitch and Golder 2008), it
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fails to recognize the variance in the investment horizons of institutional owners of corporate
equity, which may have a differential impact on managerial decision making. Figure 1 depicts
that ownership of public firms’ equity by short investment horizon investors has grown
exponentially over time, while that of long investment horizon owners has remained relatively
stable. While investors with long-term investment horizons follow a buy-and-hold strategy,
thus allowing firms to make decisions with long-term payoffs, short-horizon investors seek
immediate returns, putting pressure on firm managers concerned about their careers to eschew
long-term payoff decisions (Stein 2003). Second, influential organizations, such as the
Conference Board (2006) and Aspen Institute (2009), charge that all investors value short-
term results and undervalue long-term results. Again, this viewpoint ignores the heterogeneity
in investor type and, thus, the possibility of differential impacts on myopic practices
depending on the nature of the predominant owners of a firm’s equity.

Third, C-level executives are ultimately responsible for firm strategy and the subsequent
performance in product and financial markets. Even when not directly involved in the day-to-
day operations of the firm, top management’s motivations strongly influence lower-level
management behavior. Lower-level management, over time, learns the expectations of top-
level executives through the process of budget approvals leading to a convergence of interests
(Joseph and Richardson 2002). Thus, the literature seems to confirm the central role of top-
level executives in influencing the pursuit of management practices, be it myopic or
otherwise.

Theoretical research suggests that incentives drive myopic practices (Narayanan
1985), and therefore classifying top management compensation structure as an important

factor further enriches the understanding of myopic practices. Practitioner and academic
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evidence suggest that top executives, faced with the prospect of missing earnings targets, are
willing to engage in myopic practices to avoid this all-important shortfall. A survey of 401
chief financial officers of publicly traded U.S. firms reveals that 78% of these executives
admit to sacrificing long-term value to maintain short-term predictability in earnings by
reducing research and development (R&D), advertising, and maintenance expenditures
(Graham, Harvey, and Rajgopal 2005). Related research suggests that myopic behavior in
consumer promotional practices (i.e., cutting prices of storable consumer goods at the end of
the quarter to boost earnings) most likely originates with the top-level management (Chapman
and Steenburgh 2011), and therefore the incentives to engage in such activities are directly
related to the manifestation of myopic management. Third, the career concerns literature
suggests that executives have an inherent economic incentive to attempt to improve short-
term firm performance, to enhance their reputation early, boost wages and bonuses, and
increase the value of stock options at the time of retirement (Aghion, Van Reenen, and
Zingales 2013; Holmstrom 1999; Narayanan 1985), therefore clearly linking the issue of
myopic management to top management compensation horizon practices.

In summary, while marketing research has recognized the impact of the investor
community and top management compensation on managerial decision making overall, it has
ignored the impact of institutional investor ownership and investment horizon heterogeneity
on the motivation and implications for myopic management. Thus, | address two research
questions: (1) Do the investment horizon of short-term institutional investors (i.e., principals)
and the temporal horizon of the CEOs’ (i.e., agents) pay packages in public firms influence
the likelihood of firms engaging in myopic marketing and innovation (R&D) management,

and (2) what contingent factors mitigate or exacerbate these relationships?
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I complement and extend the literature on myopic management in marketing which
finds that public firms cut discretionary spending (e.g., marketing and R&D expenditures) to
meet investors’ earning expectations (De Jong et al. 2014; Dechow, Ge, and Schrand 2010;
Chakravarty and Grewal 2011). Our study complements these findings by providing two
additional explanations for why public firms may act myopic—namely, the combined
pressure imposed by the investment horizon of institutional investors and the temporal
horizon of top management compensation. Using a panel data sample of more than 3,000
firms, | find that short-term institutional investor investment horizon and short-term CEO pay
package horizon increase the odds that a public firm will engage in myopic management
involving marketing and R&D investmetns.

The findings are salient to boards of directors of public firms, who need to understand
the heterogeneous impact of the investor community and top management compensation on
the proclivity and returns of myopic actions in the financial markets. | present evidence that
institutional shareholders exhibit measurable reactions to a firm’s myopic practices. | further
contribute to the nascent literature on myopic management in marketing by accounting for
internal (top management team incentive horizon, firm leverage) and external (institutional
investor ownership horizon, analyst following, industry competitiveness) factors that
influence the incidence, as well as the returns to myopic management practices in the public
firm. These factors are readily observable and at least partially under the influence of the
board of directors and top management and thus can be managed (or influenced) for the
benefit of the firm and its other shareholders.

CONCEPTUAL DEVELOPMENT

Myopic Management
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Myopic management refers to the practice in which management overemphasizes short-
term goal achievement (i.e., meeting or beating quarterly earnings estimates) at the expense of
strategies that offer a potentially superior return, albeit in the longer run (Mizik 2010; Mizik
and Jacobson 2007). Accounting and marketing literatures offer complementary, yet distinct
approaches to the issue of myopic management. Accounting research uses the term “real
activities manipulation” and defines such practices as occurring when managers undertake
actions that change the timing and/or structure of an operation, investment, and/or financing
transaction in an effort to influence the output of the accounting system (Schipper 1989). This
practice is distinct from discretionary accruals manipulation, as the latter involves the
management of revenues and receivables, and not discretionary spending (Koh 2007). Yet, the
literature in accounting is mostly focused on studying discretionary accounts management.
The limited studies investigating real activities manipulation suggest that managers’
motivations to adjust current earnings stem from their efforts to enable (or maintain) their
firms’ ability to access the capital markets for funding needs, to meet financial market
participants’ expectations, and to fulfill their own personal goals (Bartov, Givoly, and Hayn
2002; Cohen, Mashruwala and Zach 2010; Dechow, Sloan, and Sweeney 1996). However,
survey evidence suggests that the primary reason underlying managers’ interest in meeting or
beating earnings benchmarks is to influence stock prices, above and beyond all other
considerations studied in the literature (Graham, Harvey, and Rajgopal 2006).

The literature on myopic management in marketing is still in its infancy. Despite the
potentially damaging firm value consequences of myopic practices, research in the field has
made little progress in identifying the important drivers of firms’ engagement in such

practices. Other than two notable exceptions (i.e., Chakravarty and Grewal 2011; Currim,
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Lim, and Kim 2012), marketing researchers have focused on specific contexts in which
managerial myopia is observed (e.g., promotional spending, stockpiling behavior,
overproduction and discounting, brand equity “milking” practices) (Aaker 1991; Chapman
and Steenburgh 2011). All myopic management strategies usually involve manipulating a
combination of market-based assets, innovation, promotional, channel, and marketing
strategies.” In essence, such strategies result in underinvestment in long-term assets,
overreliance on short-term assets, or choosing of myopic projects because of the stock
market’s demands, as managers are willing to sacrifice economic value to manage financial
reporting perceptions (Graham, Harvey, and Rajgopal 2006) with the goal of boosting current
period earnings at the potential expense of future value realization (Chakravarty and Grewal
2011; Chapman and Steenburgh 2011; Mizik 2010). Potentially myopic activities may
manifest in an increased prevalence of sales promotions to accelerate earnings in the short
run, various forms of channel stuffing, or extended lenient credit terms to downstream
channel partners (Chapman and Steenburgh 2011; Roychowdhury 2006). Furthermore,
market-based assets such as strong brands or customer loyalty are not on the balance sheet
and not directly related to production (Srivastava, Shervany, and Fahey 1998), and therefore
are more amenable to manipulation (Stein 1989) as they are less visible to the investment
community’s scrutiny (Dechow, Ge, and Schrand 2010) due to their intangibility.
Chakravarty and Grewal (2011) examine two antecedents and find that the history of
stock volatility and returns influences the likelihood of myopic management. Mizik (2010)
focuses on outcomes of myopic management and provides evidence for unwarranted cuts in

marketing and R&D spending, leading to a near 33% decline in abnormal stock returns over

? The broader domain of real activities manipulation and earnings management includes other activities such as
acceleration of sales, alterations in shipment schedules, and delaying of maintenance expenditures (Roychowdhury
2006)
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four years after budget cuts. A shared trait of all studies in marketing on the financial drivers
or implications of myopic management is the treatment of investors as a homogenous entity.
Consequently, it is unclear if the results hold when the investment horizons of institutional
owners are considered. Therefore, new research that investigates the underlying mechanisms
that motivate firms’ practice of myopic management would reveal insights into the ways to
reduce managerial incentives to engage in such practices and further aid the marketing
function in relaying its vital importance for firm performance to senior management.
Institutional Investors

Examining institutional investors at the aggregate level may mask reality because the
influence of such institutions on management may vary systematically in line with their
investment horizon. Financial markets consist of different investor groups, each pursuing the
maximum benefit for its fiduciary clients. Institutional investors, a growing portion of the
stock market (see Figure 1, Panel A), can be classified by their trading behavior to reflect
differences in their investment horizon (Bushee 1998, 2001). In line with this categorization,
short-term (i.e., “transient”) investors’ characteristics include high portfolio turnover and
small holdings of a highly diversified portfolio holdings because they are subject to large
short-term redemptions (by their investors) and thus necessitate an interest in short-term
trading profits (Porter 1992). The other institutional type is the long-term or “dedicated”
investor (Bushee 1998, 2001). This group’s investment horizons lie at the other extreme from
those of short-term investors because they take larger stakes in the firms they invest in, as
well as exhibit low turnover, consistent with the notion of “patient capital” dedicated to long-
term value investing (Dobrzynski 1993). Classifying institutional investors as either short-

term or long-term oriented provides a nuanced view of their influence on myopic
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management. In this article, I focus on short-term oriented institutional investors, as the
business press and academic research on investor horizons often deride the short-term focus
of such institutions, for influencing management to make operational decisions that sacrifice
long-term value for the sake of short-term earnings (George 2015; Aspen Institute 2009;
Porter 1992) and pursue policies which destroy firm value (Stein 1996), most likely through
underinvesting in discretionary expenses, such as R&D and marketing. Hence, it is plausible
that primarily short-term horizon oriented institutional owners of firm equity would be more
likely associated with pressures for myopic management in public companies. Empirical
evidence suggests that firms with higher proportion of such ownership in their shareholder
base tend to reduce R&D expenditures in order to increase short-term earnings (Bushee 1998)
and to underperform when they are part of takeovers, regardless whether they are targets or
acquirers (Gaspar, Massa, and Matos 2005; Chen, Harford, and Li 2007). Public firms with
large short-term investor ownership invest less than private firms (Asker, Farre-Mensa, and
Ljunggvist 2010), which is consistent with pressure from short-term investors for meeting
short-term earnings targets. Furthermore, finance executives admit that they would be willing
to sacrifice investment projects that are profitable in the long-run, such as some marketing and
most R&D investments in order to meet short-term earnings numbers and influence stock
prices directly (Graham, Harvey, and Rajgopal 2005). Also, trading of short-term institutional
investors is more responsive to corporate news (Hotchkiss and Strickland 2003; Yan and
Zhang 2009), which underlies such investors’ attention to short-term corporate developments
and important changes in operations, and supports the notion that such investors are efficient
at collecting and processing short-term information (Yan and Zhang 2009). Further evidence

also suggests that short-term investors can predict a break in a string of consecutive quarterly
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earnings increases (Ke and Petroni 2004), again supporting the notion of superior short-term
information gathering ability of such investors, which they are likely to use in pursuing
profitable trading strategies.

In summary, past literature suggests that short-term institutional investors tend to
influence managerial strategic investments, through the emphasis on short-term value
generation at the expense of long-term firm value creation, due to their superior information
gathering skills and frequent trading behavior, which may act as influencing mechanisms for
managers in firms featuring large ownership by such investor groups.

Top Management Compensation

Managerial compensation is one of the most important motivational levers (Fong,
Misangyi, and Tosi 2010; Murphy 1999) available to the board of directors to tie the interests
of top executives to those of the firm’s shareholders to maximize firm performance. CEO
compensation falls into two broad categories: shorter-term, mostly fixed pay (annual salary
and bonuses) and longer-term, largely equity-based pay (stock options and restricted stock
grants) (Kale, Reis, and Venkateswaran 2009). The need to carefully design compensation
incentives for top executives arise from the potential mismatch between managerial and
shareholder interests. In an asymmetric information world, managers do not necessarily have
the best interests of shareholders at heart (Jensen 1986). Thus, aligning the two groups’
interests is a central issue in corporate governance.

Short-term performance pressures, due to analysts’ expectations, compensation
incentives, or career considerations, may lead management to overemphasize short-term
performance goals and thus potentially engage in myopic marketing management (Mizik

2010). Under conditions of imperfect information, Stein (1989) contends that the incentives
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exist for management to borrow from future earnings by cutting off-balance-sheet items (i.e.,
advertising and R&D) to inflate current earnings. Accounting and finance research clearly
stress the personal motivations of managers to adjust firm earnings to meet short-term goals,
especially if they are entitled to the maximum bonuses under their compensation plans
(Guidry, Leone, and Rock 1999; Healy 1985; Holthausen, Larcker, and Sloan 1995). Bonuses
overall seem to increase management incentives to focus almost exclusively on short-term
performance goals (Fisher and Govindarajan 1992). In a well-publicized study, Bergstresser
and Philippon (2006) use Xerox as an example and show that executives manipulated reported
earnings and revenues by exercising a large number of stock options to boost short-term
performance and benefit personally.

The central solution of agency theory to minimize the agency problem is to align the
interests of shareholders and management in the most optimal manner in public firms (Fama
1980). Because monitoring by shareholders has become increasingly difficult, outcome-based
incentives have become a more important mechanism of aligning the interests of the two
parties (Eisenhardt 1989; Tosi et al. 2000). Therefore, equity-based compensation has become
a potential solution, by encouraging more long-term orientation behavior as more of
executives’ compensation and wealth is placed at risk by being tied to firm performance
(Fama and Jensen 1983). Such contracts increase the sensitivity of executives’ wealth to stock
price, and the greater the sensitivity, the greater are executives’ efforts to increase the long-
term value of their firms, because they increasingly share the benefits and costs with
shareholders (Rajgopal and Shevlin 2002). Consistently, recent studies in marketing have
consistently shown that firms with CEOs with a greater equity-to-bonus compensation ratio

tend to invest at higher levels in long-term asset-building activities, such as advertising and
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R&D (Currim, Lim, and Kim 2012) and customer relations (Luo, Wieseke, and Homburg
2012). However, these studies were not conducted in the context of myopic management. In
summary, extensive research suggests that top management compensation significantly
affects executives’ temporal incentives, which in turn influence overall firm strategy, and
further highlights the need to investigate compensation issues in the context of myopic
management.
Short Term Institutional Investors and Managerial Myopia

Early theoretical frameworks in corporate finance established by Stein (1996) and
Polk and Sapienza (2009) stipulate that there are two types of shareholders: long-term and
short-term. The main difference is that long-term shareholders do not actively trade, due to
the long-term structure of their liabilities (pension funds), while short-term shareholders tend
to trade frequently, due to redemptions or liquidity shocks reasons. Therefore, theory suggests
that long-term shareholders care about all future cash flows (in essence, the fundamental
value of the stock), while short-term shareholders emphasize the value of short-term cash
flows and the resale value of the stock in the short term. In the absence of any agency
problems (Jensen and Meckling 1976), management chooses investment policies that would
maximize firm value, regardless of the corporate ownership structure. In non-perfectly
efficient stock markets, however, the stock price tends to periodically deviate from its
fundamental value, therefore ownership structure becomes important, and if the firm is owned
by mostly short-term institutional investors, it could influence management to minimize
investments that would result in increased long-term cash flows, as those are worth less to the

predominant (i.e. short-term) shareholders (Derrien, Kecskes, and Thesmar 2009).
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This is because management maximizes the mean of shareholders’ valuations of the
firm, by choosing an investment policy which is optimal from the viewpoint of the average
shareholder (Miller and Rock 1985). This view has become established in the finance
literature, and rests on the assumption that each type of shareholder has some weight in
managerial decision making, and that weight increases with increasing proportional
ownership. Furthermore, the existence of agency problems between management and
shareholders is not a necessary assumption for this mechanism of institutional shareholder
influence over management to exist (Gapspar, Massa, and Matos 2005; Chen, Harford, and L.i
2007), due to the superior monitoring and information gathering ability of such investor
groups.

Consistent with agency theory (Eisenhardt 1989; Jensen and Meckling 1976),
ownership by short investment -horizon investors combined with managerial risk aversion, is
associated with managerial actions through pathways that may encourage management to
engage in long-term firm value-destroying practices. Compared to long-term institutional
investors, short-horizon institutional investors tend to own relatively small stakes in firms and
turnover their portfolio quickly, relying on the current earnings potential of the firms they
invest in. Given their fiduciary duties to deliver positive current period financial return to
their own investor base, (Bushee 2001; Bushee and Noe 2000), these investors’ focus on
short-term income sources (i.e. current period earnings) further increases the pressures for
alignment between their investment horizon with that of management in terms of the latter’s
operational investment decisions. Finally, these investors’ sensitivity to short-term earnings

measures, coupled with the short-term orientation of capital markets overall (Graves and
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Waddock 1990) are likely to exacerbate the potential impact that such pressures could have
on managerial decision making.

Even though short horizon institutional investors place less importance on each
individual company they invest in, when such investors collectively own a sufficiently high
proportion of equity of a firm in the aggregate, their “voting with their feet” may influence
managerial decisions to a large degree. Large cumulative stockholdings by short horizon
institutional investors put pressure on managers of these firms to choose investment levels
that maximize short-term cash flows and put more importance on short-term observable
performance metrics (Dobrzynski 1993; Monks and Minow 1995), i.e., engage in myopic
management practices, from the viewpoint of other shareholder groups. Therefore it is likely
that managers will under-invest in discretionary investments (i.e. marketing and R&D) when
the proportional ownership by short-term institutional investors is increasing, due to catering
to their predominant shareholder base, as survey research suggests that managers’ first
priority is meeting or beating earnings estimates and are willing to manipulate discretionary
spending to directly manipulate stock prices (Graham, Harvey, and Rajgopal 2005). The cuts
in marketing and R&D investment, matching the investor horizons of the short-term investors,
are likely to be perceived as cost saving measures resulting in short-term profitability, rather
than a reduction in investment in long-run value generating projects:

H1: Public firms with an increasing ownership by short—term institutional investors are more
likely to engage in the practice of myopic management.
Stock Market Moderators
In order to provide a more comprehensive view of the conditions likely to give rise to

myopic management, | consider several moderator variables that have the potential to impact
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the main effects of short-term institutional investor ownership on myopia likelihood in
publicly traded firms. Namely, I consider past stock performance and volatility, and firm
leverage, as these factors are associated with exacerbating myopic tendencies (Chakravarty
and Grewal 2011; Grullion, Kanastas, and Kumar 2006), however, our understanding has
been limited due to prior literature’s piecemeal approach to studying their impact on myopic
actions.

Past Stock Returns and Volatility.

Increasing short-term institutional ownership and the subsequent pressure on management to
cater to the investment horizons of that investor group give rise to a number of considerations
which may exacerbate myopic tendencies in publicly traded firms. As management
increasingly focuses on short-term cash flow maximization activities in order to meet earnings
benchmarks and to increase the resale price of the company’s stock (Graham, Harvey, and
Rajgopal 2005), additional consideration may further exacerbate the pressures imposed on the
firms by short-term oriented institutional owners.

First, past firm performance becomes an even more important consideration on
managers’ minds (Chakravarty and Grewal 2011), as an upward trend in past stock returns is
associated with increased investor expectations of future returns (La Porta et al. 1997),
therefore any deviation from a (positive) trend may result in significant (short-term) stock
price declines, as institutional investors are sophisticated market participants who are able to
predict and exploit such short-term deviations (Ke and Petroni 2004), hence amplifying the
pressure on managers for short-term performance. Furthermore, changes in the trend of past
stock returns are associated with changes in the underlying earnings and cash flows (Bartov et

al. 2002), therefore, managerial attention is highly attuned to any deviation from the trend and
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they may be willing to myopically manage “discretionary” expenses in order to avoid
shortfalls in earnings. Past earnings and stock performance are of further importance to
managers, as executive compensation packages are at least partially designed around meeting
investor performance expectations in the short-term, through cash bonuses or equity awards
tied to current period financial performance (Kasznik and McNichols 2002), therefore
providing additional personal wealth maximization incentives by risk averse managers to
closely monitor firm performance metrics. In summary, an increasing trend in past stock
returns is likely to exacerbate managerial myopia in firms with increasing ownership made up
of short-term institutional investors as any deviation from (positive) past stock returns may
signal an inability of the firm to continue to deliver positive short-term performance, which
would likely result in firm share price losses as well as personal losses to short-term
incentivized managers. Therefore, managers are likely to engage in increasingly myopic
actions involving cuts to marketing and R&D, as the combined influence of increasing
ownership by short-term investors and past performance would likely increase the pressure
for short-term performance:
H2: Past stock returns positively moderate the influence of increasing short-term institutional
investor ownership on the likelihood of managerial myopia.

Second, pressure by short-term institutional owners to provide short term performance
may also be amplified through pressure for decreased stock returns volatility (i.e.
idiosyncratic firm risk), as this component of firm risk has important implications for profit
margins and may result in increased cash-flow volatility (Durnev et al. 2003), potentially
decreasing the level of short-term earnings and increasing their uncertainty. Stock returns

volatility refers to the degree of variation in a firm’s stock price and impacts firm-specific
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(idiosyncratic) risk or the risk to future earnings and cash flows stemming from firm-specific
factors and represents 80% of total firm risk (Gaspar and Masa 2007). Thus, the idiosyncratic
risk measure approximates the firm-specific uncertainty of future stock returns (Froot et al.
1993), and any increases in its level may signal a trend toward lower and more volatile cash
flows and profit margins (Durnev et al. 2003), which in turn are likely to reduce the
opportunity for short-term cash flow generation strategies followed by managers in firms
featuring high ownership levels by short-term investors. Furthermore, managers may be
incentivized to reduce idiosyncratic risk, as the cost of new equity and debt increases
proportionally with stock returns volatility (Minton and Schrand 1999; Triantis 2000), thus
limiting the financing options available to the firm at least in the short term. Finally, personal
wealth maximization incentives combined with an overall managerial risk aversion in public
firms, may also call for efforts to reduce this part of firm risk, as managerial compensation
tools such as stock options may be adversely impacted (Aggarwal and Samwick 2003) thus
directly affecting managerial compensation. In summary, increasing past stock returns
volatility (idiosyncratic risk) may further amplify the impact of pressures on management
imposed by increasing ownership by short-term institutional investors to deliver short-term
earnings results, as increases in idiosyncratic risk signal uncertainty about future performance
and implies doubt on the ability of management to deliver positive firm performance in the
near terms to its increasingly short-term oriented ownership base. In a bid to decrease such
volatility under those circumstances, managers are likely incentivized to increasingly engage
in marketing and R&D related managerial myopia:

H3: Past stock return volatility positively moderates the influence of increasing short-term

institutional investor ownership on the likelihood of managerial myopia.
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Leverage

As the pressure on managers for increased short-term cash-flow generation induced by
an increasing short-term investor ownership mounts, an important consideration that is likely
to put even more emphasis on current financial performance is firm leverage. First, increasing
leverage is associated with increasing financial distress (Parsons and Titman 2008) and
decreasing financial flexibility (Zingales 1998), as the firm may not be able to respond in a
timely manner to important changes in cash flows or investment needs (Denis 2011). Second,
the increased pressure to meet interest payments can induce managerial myopia in risk-averse
managers on its own, by shifting management’s temporal orientation of investments more
towards producing higher current cash flows (Peyer and Shivdasani 2001), in order to satisfy
debt holders. Third, on a personal level, as firm leverage increases, the threat of liquidation,
which would cause personal losses to managers due to the potential loss of salaries,
reputations, and perquisites (Williams 1987), would further incentivize risk-averse managers
to generate cash-flows to pay interest payments (Jensen 1986) by creating an additional
inducement to reduce wasteful or “discretionary” spending (Aivazian, GE, and Qui 2005).

In summary, leverage creates additional conditions under which management invests in
assets that are liquid and result in short-term cash flows (Campello 2003), by reducing
advertising budgets (Grullion, Kanastas, and Kumar 2006), emphasizing more price discounts
instead of investing in brand-building advertising (Phillips and Sertsios 2013), or sacrificing
product quality (Maksimovic and Titman 1991). Therefore both increasing short-term
institutional investor ownership and rising leverage ratios create pressures on firms to
generate adequate current cash flows, required to meet short-term earnings targets and debt

service payments (Peyer and Shivadasani 2011), and thus would likely increase the likelihood
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of managerial myopia, and “discretionary” spending in marketing and R&D are likely to be
the first line items cut under such circumstances:
H4: Increasing firm leverage positively moderates the effects of increasing short-term
ownership on the likelihood of managerial myopia.

Top Management Team Incentives

Top management compensation serves as a major tool with which boards of directors
attempt to align the interests of management with those of shareholders (Carpenter and
Sanders 2002). It serves as the means to address managerial risk aversion and horizon mis-
match (Smith and Watts 1982). The risk-aversion problem exists because a manager seeks to
maximize her own utility. With only a fixed salary contract, managers are not incentivized to
take risk (Amihud and Kamin 1979; Holmstrom1979). The horizon mismatch problem arises
because the firm has an indefinite life, while the manager's claim on the corporation is a
function of her tenure with the firm.

Bonus compensation (typically cash) as an incremental component to the base salary
is used to encourage risk taking by managers (i.e., undertake projects and investments which
they otherwise would not have taken) as they have a greater stake in the outcome (H6Imstrom
1979). Bonus based compensation plans typically have the following features: (1) the period
used for assessing corporate performance is one year; (2) accounting earnings measures are
typically used to assess corporate performance and (3) minimum desired level of earnings
must be achieved before bonuses are paid out. As all three features reflect an immediate or
short-term orientation, the ratio of the bonus to firm sales serves as a measure of short-term

compensation.
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Encouraging risk taking through short-term compensation schemes, however, may
also encourage myopic management for two main reasons. First, in order to maximize their
personal utility, risk averse managers may be willing to manipulate “discretionary” marketing
and R&D investments by postponing or cutting either expenditure in order to increase current
period earnings, as manipulation of such activities is less likely to raise questions by auditors
than that of discretionary accruals (Holthausen, Larcker and Sloan1995). Consequently, the
accounting literature finds that managing short-horizon actions, reducing R&D or SG&A to
increase income has a positive effect on subsequent ROA and stock prices (Barth et. al 1999;
Bartov et. al 2002; Bhojraj et al. 2009; Gunny 2010) at least in the short-term. Second, bonus
compensation exacerbates the horizon problem, as it encourages management to reallocate
resources towards near term pay-off actions and thus reduce investments in longer-term
payoff investment strategies such as brand-building marketing initiatives or R&D efforts.
Consistent with these expectations, Guidry, Leone, and Rock (1999) find that attempts to
maximize short-term bonuses lead managers to invest in short-term value creation at the
expense of long-term value. In marketing, Currim, Lim, and Kim (2012) find that long-term
CEO compensation is associated with higher R&D and marketing spending.* Similarly, Luo,
Wieseke, and Homburg (2012) find that long-term incentives encourage long-term
investments in building of customer relationships. Thus, | expect that if the compensation
horizon of top executives is short-term oriented, the incentives of management would be more
focused on short-term value maximization and thus increase their likelihood of engaging in
myopic actions. Formally,

H5. Public firms with short-term oriented executive (CEO) pay packages are more likely to

engage in the practice of managerial myopia.

* However, their study was not conducted in the context of myopic actions.
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Information Asymmetry Moderators

In order to provide a more comprehensive view of the conditions which could enhance
or ameliorate the incentives that give raise to myopic management, | consider several
moderator variables that have the potential to impact the main effects of CEO compensation
on firm myopic actions involving their R&D and marketing investments. Namely, | draw on
agency theory and information asymmetry research to consider how financial analyst
following and industry competitiveness potentially lessen the likelihood of managerial
myopia. These variables are important, as past research shows that financial analyst following
is associated with a reduction in information asymmetry between shareholders on the
aggregate and management (Brown and Rozeff 1978; Givoly 1982), and industry
competitiveness serves a similar function, albeit through a different mechanism, namely
increasing the efficiency of investments in marketing and R&D and therefore potentially
reducing the information asymmetry.
Financial Analyst Following

The short-term incentivized CEO’s motivation to engage in myopic management of
their firms” R&D and marketing investments is partially facilitated through the information
asymmetry which exists between such executives and shareholders of publicly traded firms.
Furthermore, accounting rules allow firms to expense marketing and R&D spending on
financial statements, which results in their classification as discretionary expenses in the
current period (Tasker 1998; Griliches 1995), consolidating such investments’ status as the
first items impacted by myopic management. However, marketing and R&D investments tend
to be further impacted by another form of inherent information asymmetry, which arises due

to the nature of their payoff patterns which are highly firm-idiosyncratic (Aboody and Lev
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2000) and not comparable across firms because of the lack of organized markets in which
market participants could gain price information on firm-specific changes in the value
producing potential and productivity of those investments (Barth, Kasznik, and McNichols
1998). Therefore, market participants are prevented from proper valuation of marketing and
R&D investments and at the same time short-term incentivized managers are able to hide
behind the veil of information asymmetry when they decide to engage in potentially myopic
practices in order to match the time horizons necessitated by their own personal incentive
structure to produce short-term earnings at the expense of long-term value generation.

At the same time, there are various mechanisms utilized by stock market participants to
reduce the information asymmetry between management and owners of publicly traded firms,
one of which is through the functions performed by investment analysts. Accounting research
suggests that executives attach a high importance to meeting earnings targets based on analyst
forecasts (Graham, Harvey, and Rajgopal 2005), and that they are willing to manipulate real
activities (i.e. R&D, price discounts, overproduction, maintenance cuts) to do so
(Roychowdhury 2006). Furthermore, the earnings guidance by analysts’ provide a simple, one
number metric, to financial market participants, easily comparable across companies, and
relatively easy to understand, and widely available through the media (Roychowdhury 2006).
Along with the importance of analyst forecasts, an additional role of analysts consists in their
efforts to collect information from public and private sources about the firms they cover,
evaluate current and future performance, and make investor recommendations on a timely
basis, which results in reduction of information asymmetry between financial market
participants and firm management (Brown and Rozeff 1978; Givoly 1982). Furthermore,

analysts play a vital role in improving market efficiency, i.e., stock prices of firms with higher
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analyst following incorporate information more rapidly than prices of less followed stocks
(Barth and Hutton 2000).

In essence, financial analysts act as one of the mechanisms which reduce agency
problems by way of private information production in order to uncover potential managerial
misuse of firm resources (Healy and Palepu 2001). Thus, the literature suggests that the
higher the number of financial analysts following a firm, the lower the information
asymmetry between agents and principals in financial markets, and by implication the lower
the inherent information asymmetry about the value producing capabilities of R&D and
marketing investments. Consequently, the importance placed on analyst-provided
information, as well as their estimates of quarterly earnings numbers act as a disciplining
device, which may help the alignment of managerial incentives with those of stock market
participants, regardless of the temporal structure of the formers’ pay. Therefore | suggest that
the increase in the number of analysts following a publicly traded firm decreases both types
of information asymmetry that exist in an imperfect agent-principal relationship, and is likely
to mitigate the myopic tendencies of short-term incentivized executives:

H6: Increasing analyst following negatively moderates the effects of increasing short-term
CEO compensation on the likelihood of managerial myopia.
Industry Competitive Intensity

Short-term incentivized executives are willing to sacrifice future performance for the
benefit of current value realization through the manipulation of “discretionary” investments in
R&D and marketing budgets (Guidry, Leone, and Rock 1999), as such investments are
subject to additional layer of information asymmetry by the nature of their idiosyncratic

payoff structures (Aboody and Lev 2000). At the same time, starting with Williamson (1963),
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researchers have emphasized that managerial behavior towards discretionary investments is
contingent upon conditions of intra-industry competition. Competition reduces agency costs
indirectly, as the temptation to engage in less productive activities decreases under
competitive pressure in the product markets; in essence competition decreases wasteful
expenditures in public firms (Nichols 1996). Fama (1980) argues that the firm as a whole is
forced by competition to adapt devices for efficient monitoring of its strategic activities
(including marketing and R&D investments).

At the same time, the individual members of the firm (i.e. management) are also
disciplined in the market for their (labor) services by competition from both within as well as
from outside the firm, regardless of their compensation structure. Jensen (1986) suggests that
when managers are left with “free” cash-flows, they have a tendency to invest the cash in
projects that yield below market return, which leads to organization-wide inefficiencies, at the
expense of personal gratification and acquisition of perquisites. Under conditions of vigorous
competition however, competitive forces may act as a disciplining device, due to the
reduction in managerial slack, by decreasing the opportunity for management to use cash
flows to engage in less productive activities (Jagannathan and Srinivasan 2000). Furthermore,
the reduction in information asymmetry between firms regarding their marketing and
innovation investment strategies that occur in highly-competitive markets would place an
increasing burden on managers who focus on short-term value creation: increasing
competition in product markets would likely increase the pressure on managers to focus on
maximizing the value of their investments, including R&D and marketing.

In summary, increasing intra-industry competition is likely to mitigate the ability of

short-term incentivized managers to engage in myopic practices with the resources already
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engaged in pursuing the set of available opportunities, because of the reduction of cash flows
available to manipulation through managerial discretion due to the increased pressures from
competitors to manage company resources (i.e. marketing and R&D investments) more
efficiently:
H7: Increasing industry competitive intensity negatively moderates the effects of increasing
short-term CEO compensation on the likelihood of marketing myopia.
METHODS AND ANALYSES PROCEDURES
Empirical Context

I build my data set as follows: | begin with data for all publicly traded firms in the
COMPUSTAT database for the 1990-2012 period. | chose this period because it most closely
matches the available data across the databases that | align for the purposes of building the
main data set. Then, | merge these data with institutional investor ownership from Brian
Bushee’s website, top management team compensation data from Execucomp, financial
analyst measures from IBES, and stock returns and risk data from CRSP. The final data set
consists of over 17,000 firm-year observations for 1,681 unique firms, comprising an
unbalanced pooled cross-sectional time-series panel. | kept all represented industries and did
not delete any firms in order to increase the generalizability of the results. Table 1 lists all
variables, measures, and data sources.

Measures
I use R&D and advertising spending divided by total assets as our measures of R&D

and marketing spending, respectively. In addition, I use the return on operating assets (ROA)
as the measure of accounting profitability (Barber and Lyon 1997; Mizik 2010).

Managerial myopia
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Firms have choices when they aim to achieve higher financial performance. They can
either invest further in long-term value-producing assets, such as marketing and R&D
activities, or attempt to cut costs in an effort to maintain profitability at least in the short run.
Alternatively, the increased financial performance may have been due to previous cost cutting
in vital but discretionary activities, such as marketing and/or basic research in the first place,
critically underfunding investment in long-term assets. Consequently, | follow Mizik (2010)
and define “managerial myopia” overall as the instance when a firm reports greater-than-
normal performance (ROA) and, at the same time, lower-than-normal marketing and R&D
investments. I label this operationalization of management myopia as high myopia to
distinguish it from the two constituent components and more prevalent forms of myopia:
marketing, and R&D myopia. | define marketing myopia similar to high myopia, except that
firms report only lower-than-normal marketing expenditures at the time of increased
performance and not lower-than-normal R&D spending. Similarly, R&D myopia refers to
firms’ practices in which they report only lower-than-normal R&D spending (but not
marketing spending) at the time of increased firm performance. The disaggregation of
managerial myopia in three distinct metrics is consistent with prior research (Chakravarty and
Grewal 2011; Mizik 2010) and provides a more nuanced view of the issue of myopic
management in public firms.

Following Mizik (2010), I operationalize (1) high myopia as firms with (ROA;; —
ROA.ijit-1) > 0, (Mktgit — Mktgigit1) < 0, and (R&Djt — R&Diyi1) < 0; (2) marketing myopia as
(ROA: — ROAjit-1) > 0 and (Mktgit — Mktgiyie-1) < 0; and (3) R&D myopia as (ROA; —

ROAit“t-l) >0 and (R&Dj;— R&Dit|it-1) < 0, where ROAiqit-l, Mktgit“t.l, and R&Dit|it-1, reflect



the normal or expected profitability, marketing, and R&D spending, based on past trends, for
firm i in period t.

Before identifying the potentially myopic firms that fit into each of the three myopia
categories, | first estimate the normal levels of ROA, marketing, and R&D for each firm in
each period, using fixed-effects autoregressive panel data forecast models, consistent with
Anderson and Hsiao (1981) and Mizik (2010), as follows:

(1) ROAi: = troai + Oroa X ROA 1 + D 010 t X TIME; + D Proa, ind X INDing + €roa, it,

(2) MKigit = Omkig,i T Pmktg X MKtGit1 + D Omktg, t X TiMey + Y Bmkeg, ind X INDind + €mkg, it

(38) R&Dit = oredi T @red X R&Dit1 + Y drad,t X Timey + 3 Brad, ind X INDing + &rad, it,

where ROAj;, Mktgi;, and R&Dj; are ROA, marketing, and R&D for firm i in time t; ROAt.1,
MKktgi..1, and R&Dj; are their lagged values; Time is a set of annual dummies; and INDjyq is
a set of industry dummy variables (based on four-digit Standard Industrial Classification
codes). I use the errors from these models as the portion of marketing (R&D) spending
unexplained by prior year marketing (R&D) spending. Therefore, the residuals from the three
models represent the deviations from the normal pattern in the time series of the three
variables, and | use these values to identify the myopic firms, importantly controlling for
industry and time effects. A feature of this classification system is the option that firms’
classification as myopic may change across the years: for example, a firm which has been
classified as myopic in one period may not be myopic in the very next time window.
Institutional Investor Ownership

Following Bushee (1998, 2001), | categorize institutional investors as short-term (transient)
according to their portfolio diversification, portfolio turnover, and trading sensitivity.

Portfolio diversification is a measure of (1) the average stake of the institution’s holdings

36
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across all its investments, (2) the mean size of the ownership position in its overall portfolio
of firms, (3) the percentage of equity holdings that constitute more than 5% of outstanding
stock in each firm, and (4) a Hirschman—Herfindahl index of the owner’s holdings. Portfolio
turnover measures the annual change in ownership positions and the percentage of firms that
the investor has held continuously for at least the past two years. Trading sensitivity reflects
the sensitivity of ownership in a particular firm to that firm’s earnings announcements using
the average earnings change in firms bought less firms sold. Short-term investors have high
portfolio turnover, diversify their portfolios across many securities, and are the most sensitive
to earnings reports.

Following this classification of investors, | compute the percentage of short-term
investor ownership in each firm-year for each of the companies in our sample (Ke and
Ramalingegowda 2005). | operationalize ownership by the institutional investor group by
dividing the number of shares they own by the total number of outstanding shares (for greater
details about the classification system of institutional investor horizons, see Web Appendix A).
CEO pay. Following Currim, Lim, and Kim (2012), | define CEO short-term pay as the
natural log of the bonus compensation of the given executive in firm i at time t, scaled by firm
size.

Past Stock Returns

| follow established research to estimate the annual stock returns for the firms in our
sample: | begin with the Fama and French’s (1993) three-factor model to which | add the
Carhart (1997) momentum factor, to compute the abnormal returns (ARs). Therefore, | use
the compounded monthly returns over the 12-month fiscal-year period for each firm in the

sample to get our measure of past stock returns:
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(4) Ri—Rgr=ai +bij(Rm—Re) + SiSMB; + hjHML; + u;UMD; + gj;,
where Rj; is the daily return on stock of firm i on day t; Ry, is the daily risk-free return on day t; Ry is the
market factor; SMB;, HML;, and UMD are the retums from the Fama—French size portfolio on day t, from
the Fama—French market-to-book portfolio on day t, and from the momentum factor on day t, respectively;
and e is the measure of ARs associated with year t.
Past Stock Returns Volatility

I use idiosyncratic firm risk to measure past stock returns volatility, consistent with prior literature (Tuli
and Bharadwaj 2009) and operationalize it as the standard deviation of the residuals of the four factor Fama-
French (1993) model, for firm i in year t-1.
Analyst Following

I use the natural log of the number of financial analysts following a frim i at the end of year t-1
(Bhushan 1989) to capture the information richness of the environment surrounding a firm.
Leverage

I measure the degree of indebtedness as the ratio of total long-term debt to the sum of
long-term debt and the market value for firm i in year t-1 (Hong and Sarkar 2007).
Industry Concentration

I use the degree of industry concentration, or the Hirschman—Herfindahl index of industry
concentration as a proxy for the competitive intensity in each 2 and 4 digit SIC code industry
grouping. The HHI index is a widely accepted measure of industry competition (Rhoades
1993). It is measured as the sum of an industry’s squared market shares (in percentage terms).
Low values of HHI imply low levels of industry concentration, therefore high levels of

competition.
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Prior literature fails to find conclusive evidence whether firm size is associated with
myopic tendencies in public firms as some studies find null effects (Mizik and Jacobson
2007) while others find that smaller firms are more likely to manage marketing and R&D
budgets (Chakravarty and Grewal 2011). I control for firm size (measured as the log of firm
total revenues) to capture the effects of economies of scale (Pauwels et al. 2004;Sorescu and
Spanjol 2008; Srinivasan, Vanhuele, and Pauwels 2010).Total institutional ownership in the
aggregate may restrain top management from manipulating R&D expenses in the near term
(Bushee 1998). Therefore I control for total institutional investor ownership measured as the
percentage ownership by institutional investors who hold at least 5% of total firm equity,
other than short term institutional investors. Finally, analyst quality is measured as the
difference between IBES consensus forecast of annual earnings nine months prior to the
earnings announcement date and the actual earnings reported by IBES on the earnings date,
and represents an additional measure of the quality of information available for a particular
firm, as security analysts often differ in their recommendations for a stock (Diether et al.
2002). Therefore, the closer the analysts’ predictions to the actual earnings reported, the
higher the information quality that exists for a particular company. Past research has also
controlled for the reputation of venture capitalists and investment bankers (Lee and Masulis
2011), auditor reputation and operating cash flows (Ahmad 2013; Dechow, Sloan, and
Sweeney 1995), as well as firm age and profitability (Lee and Masulis 2011). While
important, most of those controls are not appropriate for this study, as venture capitalist and
investment bankers’ reputation applies mostly to firms in their initial stages of the IPO

process. | control for firm profitability and partially operating cash flows, through the
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inclusion of return on assets (ROA) as part of the myopic management filter used. Finally
auditor reputation is relevant to studies investigating the myopic management of discretionary
accruals, which is distinct from real activities manipulation, or myopic management as the
phenomenon is understood in the marketing literature.

Models and Estimation Procedure
Antecedents to Myopic Management.

I begin by modeling the likelihood of the three types of myopia occurring, conditional
on institutional investor horizon and top management compensation, by using a panel logit
model with instrumental variables. | employ an instrumental variables (1Vs) approach because
ownership by institutional investors and top management compensation structures are
potentially endogenous for two reasons. First, top management compensation may be
modeled as a consequence of firm myopic actions. Thus, engaging in any of the three types of
myopia can affect top management compensation both directly and indirectly, causing a
feedback loop between the two variables. Second, institutional investor ownership is
potentially endogenous because such entities may make their investment decisions based on
whether firms engage in myopic management, instead of, as | hypothesize, being one of the
antecedents of firms’ pursuing such policies. To address such concerns, | follow established
guidelines for IV selection and search for variables (1) correlated with the potentially
endogenous variables but also (2) uncorrelated with the error term (Wooldridge 2002).

I use average industry executive pay to instrument executive pay, because the industry
average of a variable is likely to be strongly correlated with the endogenous variable
(executive pay) but uncorrelated with the firm-specific choice to engage (or not) in myopic

management. The choice of instruments is consistent with current research practices in
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marketing (Germann, Ebbes, and Grewal 2015) for a number of reasons; first, I claim
instrument relevance (i.e. the instruments predict short-term investor ownership and CEO
pay) exists, as firm compensation structure is likely to mimic industry standards (Bizjak,
Lemmon, and Naveen 2008), but such industry standards are unlikely to drive firm-specific
actions (e.g., myopia), as our evidence and that from prior research suggests that only around
20% of public firms behave myopically with their marketing budgets (Mizik 2010). | use
similar logic to demonstrate the relevance of the second instrumental variable, and identify
average industry short-term institutional investor ownership as our instrument for short-term
institutional investor ownership. Second, to demonstrate that the instruments meet the
exclusion restriction (i.e. why they are uncorrelated with any omitted variables that affect
myopic management tendencies) | argue that peer firms cannot observe or measure omitted
variables such as corporate culture and practices which may have become embedded in the
fabric of the organization (Granoveter 1985) and thus become difficult to imitate.
Furthermore, as our sample includes many firms from multiple two-digit SIC codes to
calculate the focal firm’s instrumented variables, it is highly unlikely that firms would mimic
other firm’s myopic tendencies. Therefore, the instruments should be uncorrelated with the
omitted variable and the error term containing such variable, thus meeting the exclusion
restriction theoretically.

After identifying the instrumental variables and theoretically arguing for their relevance
and exclusion, | further conduct empirical tests to examine the econometric validity of the
instruments. First, Anderson’s (1984) canonical correlations test is a likelihood-ratio test of
whether the equation is identified (i.e., the excluded instruments are correlated with the

endogenous regressors). The null hypothesis is rejected for the instruments for the short-term
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institutional investors (LM stat = 3299.36, p <.000), and CEO short-term pay (LM stat =
3496.17, p <.000), thus suggesting that the models are identified. Second, the Cragg—Donald
Wald F statistic uses Stock and Yogo’s (2005) critical values for the 1V estimator to test for
weak identification. Weak identification occurs when the instruments are minimally
correlated with the endogenous regressors, leading to poor performance in instrumented
regressions (Stock and Yogo 2005). The test results suggest that all critical values for all 1Vs
used are below 5% in relative bias and relative size, which suggests that the instruments are
not weakly identified. The Cragg—Donald Wald F statistics are 4164.64 and 4483.41 for the
short-term institutional investor and CEO short-term pay instruments, respectively, which are
well above the critical values. Overall, the instruments chosen have theoretical and
econometric support and the models are correctly identified, in support of validity of the IVs.
Please see web appendix B for details of the first stage instrumental variables estimation.
Next, | analyze the data as follows. First, I obtain the predicted values of the potentially
endogenous variables from fixed-effects regressions of the endogenous executive pay
variables and the institutional ownership variables on the respective 1Vs. Second, | use the
resulting predicted values of the endogenous independent variables to estimate the main panel
logit fixed-effects models. The panel logit model with fixed effects allows us to overcome
some of the weaknesses associated with the regular pooled logit model—namely, the assumed
independence over firm i and time t and the lack of control of time and firm effects (Cameron
and Trivedi 2009), both of which lead to efficiency loss and inconsistent parameter estimates.
Furthermore, | need to control for firm heterogeneity because of our sample characteristics
and the likelihood that firm-specific effects are correlated with other regressors in the model

(Wooldridge 2002). Last, investor ownership and executive pay enter the model as lags, in
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order to account for effects of intertemporal changes on the likelihood of myopia. Thus, |
specify the second-stage logit model for investor ownership and CEO pay as
(5) logit (Myopiai;) = a;i + B1 x InvestorOwn;.; + B2 X CEOPay; 1 + B3 X

InvestorOwn*StockRet; 1.1 + B4 % InvstorOwn*RisK; 1 + Ps % InvestorOwn*Leverage; -
1+ Ps %X CEOPay*AFollow; 1 + 7 X CEOPay*HHI; 1 + g x Sizej; + By X Leverage;; +
Bio X AFollow;i; + 11 x AQualis + B1o X HHIjt + B1s X StockRetir 1 + P1a X RisKit1 + P15 X

TotallOwni ,
where Myopia; ; is a dichotomous variable that equals 1 if firm i in period t is classified as
myopic (i.e., high myopia, marketing myopia, or R&D myopia); InvestorOwn; ., is the
institutional investor ownership (either long-term or short term) in firm i in period t-1;
CEOPay; .1 Is the pay package horizon for a given executive in firm i for period t-1; Sizei,
Leveragei, AFollow;;, AQual;;, HHI i, TotallOwn ;;, StockRet;.;, and Riski.; are
independent variables whose operationalization | report in Table 1. For summary statistics as
well as a correlation table including all variables, please see Table 2.

RESULTS

To identify the potentially myopic firms across the three managerial myopia categories
(i.e., high, marketing, and R&D), | estimate Equations 1-3 using fixed-effects autoregressive
panel data forecast regressions and use the residuals from the three models (Anderson and
Hsiao 1981; Mizik 2010). The firms classified as engaging in highly myopic practices
comprise 21.8% of the total sample (similar to the 20.7% Mizik (2010) reports), with 22.93%
and 40.15% of the firms engaging in marketing and R&D myopia, respectively.
I test the likelihood of the three types of myopia occurring as a function of short-term

institutional ownership and short-term CEO pay from Equation 5 and present the results of
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this analysis in Tables 3 and 4. The coefficients in those tables show the results of logistic
regressions (i.e., log-odds), which are difficult to interpret as reported; however, the signs of
the coefficients are indicative of the direction of the effects. Therefore, in the text | report the
results in terms of odds ratios for ease of interpretation. First, | present the results for the main
effects from Table 3, then those of the interactions from Table 4.

The results indicate that the odds of a firm being classified as highly myopic
increase by a factor of 1.05 per a 1% change in the ownership of short-term institutional
investors (B1 = 0.0509, p <.001) and by 1.0007 per a 1% change in short-term CEO
compensation (2 = 0.0007, p < .05). For marketing and R&D myopia, the results are
consistent: The odds of a firm being classified as potentially myopically managing its
marketing or R&D investments per a 1% change in the ownership by short-term institutions,
increase by a factor of 1.0582 (B1 =.0566, p <.001) and 1.0712 (B, = .0688, p <.001),
respectively. In terms of CEO pay, a one unit change in short-term CEO compensation results
in the increased odds of a firm being classified as potentially marketing or R&D myopic by a
factor of 1.0005 (B2 = .0005, p <.05) and 1.0012 (B2 =.0012, p <.01), respectively. Overall, |
report robust support for H1 and H5 in all myopia conditions.

I find evidence in support of three of the five interaction hypotheses. First, increasing firm
leverage and short-term institutional ownership are associated with a 1.0701 (Bs =.0677, p <
.01) increase in the odds of a firm to act myopically (high-myopia), thus supporting H4.
Second, increasing financial analyst attention (following) combined with an increasingly
short-term oriented CEO pay package seems to attenuate the main effects of the latter on the
likelihood of myopic management: | report a decreased odds of firms with higher analyst

following and higher short-term CEO pay structure to engage in myopic management by
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9999 (Bs = .0073, p < .05), providing support for H6. Third, I also find that increasing
industry competitive intensity combined with an increasingly short-term term CEO pay
outlook is associated with decreased odds of myopic management by 1.0073 (B7 =.0072, p <
.05), providing support for H7. The results for marketing and R&D myopia follow the same
pattern, with the exception of analyst following in the R&D myopia condition, which fails to
reach significance. H2 (past stock returns) fail to reach significance and therefore | cannot
claim a dual impact of increasing past stock returns and short-term institutional investor
ownership on the likelihood of managerial myopia. On the other hand, testing for H3 (past
stock return volatility) produces results which are the opposite from our expectations:
increasing past stock returns volatility seems to negatively moderate the impact of increasing
short-term investor ownership on myopic management by a factor of .6212 (B4 = -.4761, p <
.001) in all three myopic management conditions.
Sensitivity Analyses

I conduct several sensitivity checks to assess the robustness of the results (see Web
Appendix C). First, | specify the antecedent models (Equations 5) using contemporaneous
values of the independent variables, instead of their lagged measures, as in the main analysis.
As Table B1 in Web Appendix C shows, the results remain robust to these measures. Second,
I use CEO wealth performance sensitivity, a measure of the chief executive’s sensitivity to
changes in the firm’s stock price, as an alternative measure of short-term compensation in the
antecedents to myopia models. This measure reflects the dollar change in CEO wealth for a
100 percentage point change in firm value, divided by annual CEO flow compensation
(Edmans, Gabaix and Landier 2009). As presented in Web Appendix C, Table C2, I find that

the results are largely consistent: a lagged measure of CEO wealth performance sensitivity
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increases the odds of firms engaging in high myopia, as well as in marketing-only myopia.
The R&D myopia results are not significant. Third, | use a different dependent variable,
trading volume, in order to test whether myopic management and short-term institutional
ownership are jointly associated with changes in that construct. Prior accounting literature
suggests that ownership by short-term investors is associated with an increase in trading
volume of the portfolio firm (Bushee and Noe 2000), thus | expect that myopically managed
firms would attract short-term investors, and in the process | would observe an increased
association with the trading volume of the investee firms’ stocks. In essence, as further
support for our arguments, | see that the results are consistent with this line of reasoning
(reported in Table C3), which provides further evidence that short-term institutional investors
are associated with informed trading resulting in increased trading in and out of portfolio
firms which engage in either type of myopic management.
Finally, to rule out outliers driving the results, I conduct the analysis after removing
+/- 2.5% of residuals (Mizik 2010). The results remain robust to this restriction.
DISCUSSION

I draw on research in agency theory as well as on the institutional investor ownership
literature from finance and accounting, and use data from a large panel sample of U.S. public
firms to address two research questions: (1) is myopic management due to the principal, the
agent, or both? and (2) what are some of the important moderating conditions consistent with
the theoretical framework of this study? I show that both the principals (institutional
investors) and the agents (top management) of the public firm can directly affect myopic
managerial decisions and further discover some of the most important mechanism underlying

the underperformance of myopically managed firms in financial markets (Mizik 2010). The
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results are robust to endogeneity and alternative measures and are consistent over a range of
sensitivity analyses. In doing so, | supplement the traditional explanation that firms cut
discretionary spending (i.e., R&D and marketing), which are less visible to investors, with the
explanation that firms act myopically because doing so is associated with catering to the
increasing number of short-term institutional investors that make up an informed and active
ownership base. This insight would not be possible but for the consideration of institutional
investor ownership horizon heterogeneity. Importantly, I introduce to the myopic
management literature in marketing (Chakravarty and Grewal 2011; Chapman and
Steenburgh 2011; Mizik 2010) institutional investors’ ownership heterogeneity and CEO
temporal compensation structure as antecedents of managerial myopia in public firms in the
same, comprehensive model. Next, I discuss the implications for theory and practice.

I find that both institutional owners’ investment horizons and executive pay temporal
structure influence the likelihood of a firm to engage in myopic management of its marketing
and innovation investments. The presence of short-term investors increases the motivation of
public firms to engage in myopic practices, by providing less “breathing room” for
management to eschew short-term earnings numbers and lends support to the catering
argument which suggests that management attempts to engage in investment decisions which
match the investment horizon preferences of the most important ownership constituent
groups. Moreover, the absence of patient capital from long-term institutional investors limits
firms focus on long-term firm value maximization. While executive pay packages could serve
as another vehicle for boards of directors and shareholders to further align the interests of
executives with long-term value generation, short horizon pay encourages managers to

sacrifice marketing and innovation (i.e., managerial myopia). The findings also advance the
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literature on top management compensation in two ways. First, prior research links CEO
compensation directly with performance (Tosi et al. 2000). However, the relationship is weak,
probably a function of neglected mediational routes. | remedy the situation by introducing a
potentially mediational explanation through myopic management. Second, these findings are
consistent with the argument that incentives for management to focus on the short-term,
combined with the presence of short-term institutional owners in the shareholder base, have a
complementary rather than competitive effect on reducing myopic management of marketing
and innovation investments. This study broadens the role of agency theory by extending its
application in a novel marketing context.

In terms of practical implications, boards of directors and shareholders should pay
close attention to the design of top management compensation packages, as | find that its
temporal horizon influences myopic management practices. Our findings suggest that boards
of directors and top management should be concerned with the types of institutional investors
present in the ownership structure of their firms, especially if they tend to lean toward myopic
management practices for short-term benefits and personal goal achievement. While the
compensation structure is well within the control of the board and shareholders, institutional
ownership is not. If boards believe that long-term institutional ownership needs to be
encouraged, they should explore its drivers. Recent research suggests two avenues. First,
though still a proposal under consideration, long-term-oriented investors could be provided
preferential-type shares that encourage loyalty (Bolton and Samama 2012). These shares
enable purported long-term investors to have the rights to purchase shares in the future at a
discounted price. Second, research suggests that firms that communicate a short-term

orientation in their external communications attract such investors (Brochet, Loumioti, and
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Serafeim 2013). Firms might consider reporting long-term-oriented investments in marketing
assets such as brands and customer retention to attract long-term-oriented investors.

As with any empirical study, this study is not without limitations. Our study is limited
to U.S. firms, so it is unclear if these results will hold in other institutional environments.
Although I address endogeneity through robust econometric methods, to strengthen causality
claims, studies could identify opportunities for natural experiments, such as during regulatory
changes as in regulation fair disclosure, which was designed to mitigate information
asymmetry and selective disclosure, or the adoption of Sarbanes-Oxley, which is expected to
increase myopic management of discretionary spending (Mizik 2010). Research could also
examine whether announcements of investments in marketing assets attract long-term

investors.
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TABLES

Table 1
Variables and Data Sources

Variable Measure Source

If firm i in year t cuts both its marketing and R&D spend

High Myopia  compared with normal levels, while reporting greater-than- IBES,
Compustat
normal performance.

Marketing If firm i in year t cuts |ts_ marketlpg spend only, compared with IBES,

. normal levels, while reporting greater-than-normal
Myopia Compustat
performance.
If firm i in year t cuts its R&D spend only, compared with
: : . IBES,
R&D Myopia normal levels, while reporting greater-than-normal
Compustat
performance.

Abnormal Annual abnormal returns using Carhart’s four-factor model. CRSP,
Returns Compustat
Analyst . . .

; Natural log of number of financial analysts following. IBES

Following
Analyst Difference between IBES consensus forecast of annual IBES
Quality earnings and the actual earnings reported by IBES

Short-Term  The natural log of the cash bonus compensation of the CEO,
. . Execucomp

CEO Pay scaled by firm size.

Total
Ins“f#\t:fg?g: The aggregate institutional ownership (percentage). Compustat
Ownership
Ad:/r?tg:fsliqg Annual firm-level advertising spending scaled by total sales. = Compustat

Short-term T . . Bushge’s

N Percentage of short-term institutional investors” ownership.  website,
Institutional
Compustat
Investor
Firm Size Natural log of total firm sales. Compustat
R&D Compustat
Intensity The ratio of R&D to total sales.

Return on Compustat
Assets  The ratio of income before extraordinary items to total assets. P
Dividends Compustat

Payout Dividends payout ratio. P
Industry Compustat

Concentration HHI Index for each industry.




Table 2

Correlation Table

o1

Variable @ 2 (©) 4) (©) (©6) () ) ©) 19  an (12) 13)
High Myopia 1.0000

Marketing Myopia 9659  1.0000

R&D Myopia .6119 5723 1.0000

S.T. Investor .0502 .0624 .0755  1.0000

S.T. CEO Pay .0396 .0310 -.0200 .1429 1.0000

Analyst Following .1406 .1537 1479 .0277  .0352 1.0000

Analyst Quality .0099 .0102 .0077  -.0207 .0098 .0125 1.0000

Firm Size .0455 .0344  -.0899 1795  .2070 5124 -.0014 1.0000

Firm Leverage .0166 .0124 .0330 .0008 -.0293 -0010 -.0206 -.0760 1.0000

HHI Index -0588 -.0593 -.0660 .0127 -.0086 -.3408 .0008 -.1245 .0350 1.0000

Past Firm Risk -.0668 -.0588 -.0569 1217 .0130 - 1470  -.0418 -.1045 -0116  .0978 1.0000

Past Stock Returns -0150 -.0107 -.0201 .0011 -.0161 -.0123 .0002 -.0730 .0168  .0095 -.0525 1.0000
Total Inst. Ownership .0247 .0366 .0053 2400 .0666 .2433 .0055  .2897 .0031 .0405 .0077 -.0154

Note: ***p < .01, ** p<.05, *p<.10.
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Table 3
Myopia Antecedents: Panel Logit Model, Instrumented Variables

Independent Variable High Myopia Marketing R&D Myopia
Short-Term Investor .021718** .037655%** .048431%**
ownership
Short-Term CEO Pay .000686*** .000552** .001134%**
Analyst Following .676148%** 699384 .965448***
Industry Concentration -2.71360*** -2.574293*** -4.314287***
Past Idiosyncratic Risk -1.152590 -.954848 -2.398966***
Past Stock Returns -.067610 .000480 -.045537
Firm Leverage .339244 1195380 .661564**
ST CEO Pay x Analyst -.000050* -.000084** -.000034
Following
ST CEO Pay x Industry .007291%** .006232** .010116%***
Concentration
ST Investor x Past Stock -.011250 -.009100 -.004466
Returns
ST Investor x Past Firm Risk -.476050%** -.528932*** -.357363***
ST Investor x Firm Leverage .067761*** .045086** .052034**
Firm Size -.151820*** -.165670*** -.677478***
Analyst Quality .006082 .005970 .000731
Total Institutional Ownership -.000021*** -.000001** -.000001
Number of Observations 17,523 17,523 17,523

Note: ***p <.01, ** p <.05, * p < .10. Significance levels of the main effects are based on two-tailed tests,

and those of the interaction effects are based on directional one-tailed tests.

Table 4
Myopia Antecedents: Panel Logit Model, Instrumented Variables, Main Effects

Independent Variable High Myopia Marketing R&D Myopia
Short-Term Investor ownership .050902*** .056604*** .068805***
Short-Term CEO Pay .000662** .000546** .001151***
Analyst Following .654064*** .669675*** .955531***
Industry Concentration -2.133987*** -2.07233*** -3.83791***
Past Idiosyncratic Risk -1.770167** -1.628076** -2.783190***
Past Stock Returns -.088645 -.021293 -.069682
Firm Leverage 494063** 274837 760846%**
Firm Size -.143224*** -.155258*** -.665048***
Analyst Quality 006241 .005928 001116
Total Institutional Ownership -.000002** -.000002** -.000001
Number of Observations 17,523 17,523 17,523

Note: ***p<.01,**p<.05 *p<.
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AVERAGE INSTITUTIONAL INVESTOR OWNERSHIP AND CEO COMPENSATION
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ABSTRACT

Marketing managers are responsible for delivering organic growth by creating consumer
value by introducing new products. Prior studies on the financial market reaction to product
innovation provide mixed results. Notably, these studies treat investors as a homogenous entity,
failing to recognize their heterogeneous investment horizons. Institutional investors, who are
leading drivers of stock prices, are heterogeneous in their investment horizon and thus value
marketing investments differentially. | draw on research in marketing, accounting, and finance to
test hypotheses regarding how institutional investors’ investment horizon moderates the effects
of product innovation on firm financial performance. Econometric analyses of panel data sets
from the consumer packaged goods and the pharmaceutical industries indicate that, for firms
with a large proportion of ownership by short-horizon institutional investors, breakthrough
(incremental) innovations reduce (increase) firm value. Managers need to recognize the fit

between their innovation and institutional investors’ investment horizons.
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INTRODUCTION

The financial market pays a significant premium for growth, and the traditional role of
marketing managers has been to generate organic growth by introducing new products for their
companies. This expectation is illustrated by reports in the business press about Research in
Motion Inc.’s 73% loss in market capitalization in 2011 being attributed to its failure to
successfully launch new products in the fast growing smartphone and tablet markets. Apple Inc.,
recent quarter in 2015 which saw a 30% revenue growth and 38% profit growth was largely
attributed to new products that brought a large number of customers who switched from
competitive products. It is not surprising then, that firms devote significant resources to the
development and marketing of new products.

New product innovation requires significant investment of resources, taking on risk and
foregoing current returns in the hope of future cash flows, thereby influencing stock market
performance. However, the empirical literature appears to be mixed regarding the impact of
innovation on firm value (e.g., Eddy and Saunders 1980; Baum, Calabrese and Silverman 2000;
Menguc and Auh 2006; Pauwels et al. 2004; Sorescu, Chandy, and Prabhu 2003; Sorescu,
Shankar and Kushwaha 2007). The mixed findings suggest an incomplete understanding of the
relationship and the likely presence of moderators. However, a recent meta-analysis on new
product innovation reports that contingency effects have been ignored (Rubera and Kirca 2012).

Against this backdrop, | examine the financial impact of firms’ product innovation efforts
from a contingency perspective. | focus on the moderating role of the firms’ investor base for a
number of reasons. First, marketing managers have traditionally focused on consumers as the
key stakeholder and largely ignored the investor community. The literature suggests that these

two communities have different time horizons and reward marketing actions such as innovation
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differently (Mizik and Jacobson 2003; Pauwels et al. 2004; Martin 2010). One recent research
study has taken steps in that direction, by demonstrating that firms attempt to time the nature and
launch of new products in order to influence the financial market response (Moorman et al.
2012). Second, although marketing scholars have begun to recognize the importance of the
investor community in the design and execution of marketing plans, they still continue to treat
investors as a monolithic entity. For example, although both Srinivasan and Hanssens (2009) and
Srivastava, Shervani, and Fahey (1998) argue that all investors react to changes in marketing
actions/assets through their influence on the outlook of firms’ cash flows, they ignore the
diversity in investment horizons of the investor base. Third, while research finds that the stock
market influences marketing actions (e.g., Markovitch and Golder 2008; Mizik 2010;
Chakravarty and Grewal 2011), they still fail to recognize that the variance in investor types.
Fourth, influential organizations such as the Conference Board and the Aspen Institute have long
bemoaned the fact that investors value short-term performance and undervalue long-term results.
In fact, in a survey of 401 CFOs of publicly traded US firms, 78% admitted to sacrificing long-
term value to maintain short-term predictability in earnings (Graham, Harvey, and Rajgopal
2005). Again, this viewpoint ignores the heterogeneity in investor type and thus the possibility of
differential returns to innovation depending on both the type of innovation and the nature of the
investors’ investment horizon. In summary, while marketing research has long recognized that
consumers are heterogeneous and that ignoring the heterogeneity leads to biased estimates of
response to marketing strategies (e.g., Chintagunta, Jain, and Vilcassim 1991) and even reversals
in established relationships (Hutchinson, Kamakura and Lynch 2000), such similar insight
regarding the investor response to marketing actions as a result of their heterogeneity in

investment horizons is absent.
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I introduce to the marketing literature, a focus on the investor base, and contend that not
all investors react in a similar manner to new product innovation. I focus on the institutional
investors, as their share of total US equity has grown from 34% in 1980 to 67% ($11.5 trillion) in
2010 (Blume and Keim 2012). Furthermore, CFOs identify institutional investors as the leading
driver of stock prices (Graham, Harvey, and Rajgopal 2005). Recent research in economics
further underscores the importance of such investors, as they are associated with enhanced R&D
productivity (Aghion, Van Reenen and Zingales 2013).

Two factors argue for the need to consider the investor investment horizon in the
marketing-finance literature. First, the importance of the investor investment horizon in
influencing firm value is widely acknowledged in the accounting and finance literatures (e.g.,
Gaspar, Massa, and Matos 2005; Derrien, Kecskes and Thesmar 2013). Second, the recently
passed Dodd-Frank Bill requires institutional investors to play a more active stewardship role,
thus influencing firm strategies and encouraging long-term oriented management (Heineman and
Davis 2011). As shown in Figure 1, while there have been two growing streams of research
focusing on (1) the financial market impact of marketing actions and (2) the impact of the
financial market on marketing actions, marketing scholars have not examined the impact of
institutional investor investment horizons on the relationship between marketing strategy and
firm value’. Analogously, the third stream in accounting and finance research on institutional
ownership has neglected the impact marketing actions and investments. Consequently, 1 address
the following research question at the intersection of the three research streams: Does the
investment horizon of institutional investors moderate the impact of a firm’s product innovation

on its financial value?
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Using panel data samples from the consumer packaged goods (CPG) and pharmaceuticals
industries, | find that the financial returns to product innovation is contingent on the
heterogeneity in the investment horizons of institutional investors. After accounting for
endogeneity, | find that firms have different financial returns, even if they introduce similar new
products, and are from the same industry as a result of the moderation by investor investment
horizon. Using data from two industries enhances the external validity of the study.

The findings are salient to firms’ top management, for whom it is important to understand
the heterogeneous impact of the investor community on returns to firms’ product innovation
strategy. For marketing managers, it adds another consideration, beyond timing of the product
launch (Moorman, Wies, Mizik and Spencer 2012), when planning their innovation strategy. |
present evidence that the firms’ institutional shareholders exhibit measurable but asymmetric
reactions to a firm’s innovation strategies. Hence, it is suboptimal for marketing managers to
ignore institutional investors’ moderating impact because the ultimate goal of a public firm is to
generate shareholder value. Managers need to realize that there may be a trade-off between the
objective of maximizing performance from short-horizon investors’ perspective and that from a
long-term management perspective. The study’s utility is further underlined by the lack of prior
insights into how investors’ investment horizon influences the outcomes of marketing efforts.

The study also answers calls to identify factors that moderate the effects of marketing
assets on financial metrics (Kimbrough and McAlister 2009). | thus contribute to the research in
marketing by bringing in external (investor-type) emphasis as a complement to the traditional
focus on factors that are controllable by managers, such as the type of innovation. Furthermore,

it contributes to the emerging contingency-based theoretical perspective on the marketing-
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finance interface (e.g., Xiong and Bharadwaj 2013), as | identify new a new moderator for the
marketing activities -firm performance relationship.
CONCEPTUAL DEVELOPMENT
New Product Innovation

Revenue from new products may take considerable time to materialize (Mahajan and
Wind 1992). Consequently, it is appropriate to use future oriented metrics such as stock market
performance to evaluate the effects of innovation (e.g., Sood and Tellis 2009). A recent meta-
analysis documents the mixed results in the research on innovation’s impact on financial
performance (Rubera and Kirca 2012). Early research concludes either that the effects of
innovation are nonexistent (Eddy and Saunders 1980), or that such effects are small and occur
only under limited circumstances (Chaney, Devinney, and Winer 1991; Geroski, Machin, and
Van Reenen 1993). Even in recent research studies, while some continue to find null effects
(Sorescu, Shankar and Kushwaha 2007), others find a negative impact (Baum, Calabrese and
Silverman 2000; Menguc and Auh 2006), and yet others uncover positive effects of new product
innovations on firm financial performance (Pauwels et al. 2004; Sorescu, Chandy, and Prabhu
2003; Srinivasan et al. 2009). The mixed findings, summarized in Table 1, suggest an incomplete
understanding of the relationship and the likely presence of moderators.

One promising direction has been research on the heterogeneity in innovation type, which
highlights the differential payoffs of breakthrough versus incremental new products (Sorescu and
Spanjol 2008). Breakthrough new products are defined as innovations which are the first to bring
novel and significant consumer benefits to the market, while incremental new products make
only marginal improvements to previously existing ones (Chandy and Tellis 1998; Sorescu,

Chandy, and Prabhu 2003). Notably, the reported financial returns to these two types of
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innovation are varied. Some studies find that both breakthrough and incremental new products
are associated with increases in profits and in firm risk (Lee and Chen 2009; Sorescu and Spanjol
2008). The Rubera and Kirca (2012) meta-analysis finds that breakthrough innovations provide
better financial returns than incremental innovation.

However, research on new product innovation has largely ignored contingency effects
(Rubera and Kirca 2012). The lack of certainty about the direction of the effect and the lack of
context-specific knowledge as a result of little research on moderators limit the ability to provide
guidance to marketing practice. The mixed findings also imply that the effect of new product
introductions (either incremental or breakthrough) may be contingent on other non-modeled
factors (Srinivasan et al. 2009).

Institutional Investors

Institutional investors represent large pools of capital dedicated to the goal of providing
superior returns for their principals through sophisticated investment actions. They are defined
under SEC rule 13-F as entities such as banks, insurance companies, mutual and pension funds
that invest on the behalf of others and manage at least $100 million in equity. For example, the
Vanguard mutual funds group falls under the above rule and therefore is required to disclose its
investments. Other entities such as arbitrageurs, brokerage houses, and companies holding stock
for their own portfolios are not considered as institutional investors by the SEC. Thus, | have a
concrete definition of the exact parameters of such institutions and a robust data source that
tracks their behavior over time. In this study, I classify institutional investors in terms of
investment horizon differences using SEC Rule 13-F as well as an innovative and widely used

classification system from accounting research (e.g., Bushee 1998; 2001).
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Of critical importance to this study is the finding that institutional investors influence the
performance of the firms they invest in. A key criticism of institutional investors is that they
contribute to short-termism in their investee companies. For example, Gaspar, Massa and Matos
(2005) find that firms which have significant proportional ownership by institutional investors
with short investment horizon are likely to receive lower premiums for mergers and acquisitions.
Research also finds higher stock price volatility, systematic risk and consequently higher cost of
capital for firms with large proportional ownership by short-term institutional investors (Brochet,
Loumioti, and Serafeim 2012). On the other hand, investee firms benefit in terms of share price
increases when institutional investors with a long-term focus invest in them. It thus appears that
the heterogeneity in investment horizons of institutional investors has been associated with both
positive and negative consequences for the investee firm’s financial performance (Aghion, Van
Reenen and Zingales 2013; Graves and Waddock 1994; Heineman and Davis 2011). Therefore,
the accounting and finance literatures underline the main effect of institutional shareholder
ownership on firm financial outcomes.

Short-Term Oriented Institutional Investors

Prior research in finance and accounting classifies the entities that value short-term
benefits over long-term gains as short-term oriented (or “transient”) institutional investors
(Bushee 1998; 2001). Short-term institutional investors hold relatively small amount of stock in
each individual firm they invest in, while doing so in a large number of firms. They are subject to
large short-term redemptions (by investors in the funds that they manage) thus necessitating a
short-term investment horizon. In effect, these institutional investors have high levels of portfolio
turnover and diversification (Bushee 2001). Short-term investors tend to overweight the near

term earnings component of value and underweight the long-term earnings component (Bushee
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2001). Thus they focus on current accounting earnings which are easily quantifiable, and thus
behave in a manner similar to arbitragers by constantly turning over their stock holdings in order
to capitalize on short-term gains opportunities (Shleifer and Vishny 1990; Cespa 2002).
Furthermore, becuase fund managers are evaluated quarterly and are under pressure to report
good earnings (Graves and Waddock 1994), offloading poorly performing stocks is a common
practice around these time points. Therefore, such investors may not be able or willing to afford
long time horizons in their investment decisions (Porter 1992). Coupled with the short-term
orientation of most public firms’ managers and of U.S. financial markets overall (Donaldson
2003), high proportional ownership by short-term investors could potentially further skew these
tendencies to the detriment of the firm and other shareholders.

For this research study, | focus on short-term oriented institutions, as they are more likely
to react to relatively frequent events in the corporate business cycle, such as product introductions,
thus representing the most managerially-relevant and readily observable subsection of institutional
investors. As shown in Figure 2, they own a significantly larger percentage than long-term
institutional investors. In fact, Bushee (2004) notes that short-term institutional investors owned
over three times the number of shares as compared to long-term oriented institutions®. Hence, from
a researcher’s perspective, this investor group provides an appropriate study context, as it exhibits
the highest variation in portfolio holding patterns over time. On the other hand, long-term oriented
institutions tend to keep their portfolios relatively unchanged over time, thus making them less
interesting and less managerially relevant to study. While, | focus on short-term institutional
ownership in the main analysis, | conduct additional analysis with long-term institutional
ownership and report it in the robustness checks section.

The Moderating Role of Short-Term Institutional Investors
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I now present hypotheses about the moderating role of heterogeneity in institutional
investor investment horizon on the impact of innovation on firm performance.
Breakthrough innovation and Firm Performance

Breakthrough innovations are defined as new products that are the first to bring novel and
significant consumer benefits to the market (Chandy and Tellis 1998; Sorescu and Spanjol 2008).
Breakthrough offerings have the potential to create whole new markets and thus capture a
significant share of consumer spending. The initial market lead over competitive products may
sustain for a significant period of time providing the innovating company a de facto monopoly
position, and enabling it to capture higher margins than incremental products (Sorescu and
Spanjol 2008). Empirical research suggests that the more innovative the product is, the more the
financial market value it generates (Chaney, Devinney and Winer 1991; Sorescu, Chandy and
Prabhu 2003; Sorecu and Spanjol 2008).

On the other hand, breakthrough innovations could lead to lower and more uncertain
immediate cash-flows and thus lower firm value for the following reasons. First, breakthrough
innovations requires significant investments in R&D and related processes (Moorman and Miner
1997) which could hurt near term cash flows. For example, the median cost for a pharmaceutical
drug is $350 million with the average investment being over $800 million (Herper 2013) which
could hurt the level of net cash-flows. Second, the failure rate for such new products is
alarmingly high (Min, Kalwani and Robinson 2006), ranging from 33% to 60% (McMath and
Forbes 1998), which would negatively impact the level and volatility of the cash-flows, thus
mitigating firm value. Third, breakthrough products may require significant adaptations to
consumer behavior. At the same time, communicating the relevant benefits of breakthrough

innovations to the consumers may be challenging and expensive. Consumers may perceive such
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innovative products as being riskier (at least initially), and thus delay their adoption (e.qg.,
Sorescu and Spanjol 2008), which not only postpones cash inflows, but also increases the cash
flow uncertainty for the firm. Fourth, even successful new products may not benefit the firm in
terms of financial returns due to high costs of development and launch, and the threat of
imitation by the competition, thus increasing the uncertainty of cash flows (Chaney, Devinney,
and Winer 1991; Bayus, Jain, and Rao 1997).

The costs and challenges in development and launch, together with the likely longer-term
and uncertain returns associated with breakthrough innovation do not align with the timely
investment returns that short-term oriented investors seek for the following reasons. First,
arbitrage (i.e., trading based on the knowledge that a firm’s stock price is different from its
fundamental value) is cheaper for investments that cannot be mispriced for too long (i.e.
investments with short-term payoffs) than for investments that can. Investments with short (long)
term pay-offs have more proximate (distant) cash flows. An arbitraging investor cares about
when the mispricing of the claim to the investment disappears, so they can reap the rewards from
the trade. Consequently, short-term oriented investors would value breakthrough products lower,
as their long-term and uncertain pay-offs, are akin to investments, whose short-term mispricing
is less likely to disappear in the near future than investments whose mispricing is likely to be
resolved quickly (Shleifer and Vishny 1990).

Second, transient investors prefer quicker operational cash-flows and profits, rather than
long-term dividend income or capital appreciation as such investors are subject to large near-
term redemptions (Carleton, Nelson, and Weisbach 1998; Ramalingegowda 2014). This should
be particularly the case with breakthrough product innovations, as such innovations provide

slower and riskier cash-flows, at least in the initial periods after launch (Sorescu and Spanjol
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2008). When a firm launches a breakthrough innovation, given its slower adoption cycle, short-
term investors who undervalue long-term cash flows will trade out of the stock, weighting the
stock price down from the overall positive reaction of the average investor (the stock market to
breakthrough innovations, on average, is expected to be positive (Sorescu and Spanjol 2008)).
Long-term investors are unlikely to step in and bid up the shares as they trade infrequently and
adopt a buy and hold strategy. In other words, at least in the short-run, long-term investors are
not inclined to step in at every price dip to increase their holdings. The stock at a lower new
equilibrium is likely to be purchased by other optimistic short-term investors (Bolton,
Scheinkman and Xiong 2006) or individual investors for whom this lower price is attractive.
This occurs because of a fundamental principle of financial markets that investors have
heterogeneous expectations of stock prices (Srinivasan and Hanssens 2009). Consequently, the
potentially negative impact of the development, launch costs and challenges of breakthrough
innovations on the level, speed, and volatility of cash flows is expected to be inimical to short-
term institutional investors’ arbitrage and quick redemption interests. Formally,

H1: An increasing proportion of short-term institutional ownership of a firm’s stock
mitigates the positive effect of breakthrough innovation on firm value.

Incremental innovation and Firm Performance

Incremental innovation refers to new products which do not deliver novel and significant
benefits (Sorescu and Spanjol 2008). Incremental innovations, as minor changes to existing
products, typically do not enjoy patent protection and are easier to imitate. Moreover, because
they offer no novel or significant consumer benefits, such products are likely to be priced
competitively and generate no significant margins (e.g., Dixit 1980). Prior research has found
that in most contexts, incremental innovation has little to no impact on firm value (Christensen

1997; Sorescu and Spanjol 2008).
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On the other hand, firms must renew their product offerings on a consistent basis, as this
process of incremental product innovations is necessary for their long-term survival (Chaney,
Devinney, and Winer 1991). Recent empirical research shows that firm cash flows and future
profitability are enhanced through such product introductions on a regular basis in the consumer
packaged goods industry (Sorescu, Shankar, and Kushwaha 2007). Incremental products are
likely to be adopted more quickly as they require little change in consumer behavior and firms
can more easily communicate their attributes and benefits to consumers. Developing new
products faster and getting them adopted quickly accelerates firm cash flows (Srivastava,
Shervani, and Fahey 1998). Depending on the level of improvement over the previous version of
a product, such incremental new product innovations also have the ability to increase the residual
value of the firm (Srinivasan et al. 2009).

When | examine incremental innovation through the lens of short-term oriented
institutional investors, | expect that value incremental innovations positively for the following
reasons. First, because incremental innovations are less complex and less risky, they are likely to
be adopted more quickly and produce speedier cash flows for the firm (Srivastava, Shervani and
Fahey 1998). The cash flows are immediately reflected in stock prices reducing potential
mispricing of the investment (Shleifer and Vishny 1990). This allows the short-horizon investors
to reap their rewards more quickly and thus allowing them to handle redemptions from the
buyers of their funds more efficiently (YYan and Zhang 2009).

Second, a key challenge with innovations is that the returns are in the future and thus
more uncertain, while the costs are in the present and more certain. This trait enhances the
difficulty of conveying the value of the innovation to investors, thus making it prone to adverse

selection and financing by investors difficult (Hall and Lerner 2009). Incremental innovations
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have more near-term returns and thus their value can be communicated to the stock market more
easily (Ferreira, Manso and Silva 2013). Moreover, as these products require lower investments,
they are less financially risky for the firm. These attributes would make them attractive to short-
term investors, increasing their demand for the firm’s stock and increasing their holding periods
thus increasing the firm value. Taken together, given that short-term investors favor quicker and
more certain cash flows, | expect that:

H2: An increasing proportion of short-term institutional ownership of a firm’s stock
positively moderates the effect of incremental innovation on firm value.

METHODS AND ANALYSES PROCEDURES
Empirical Context

| test the hypotheses in two different industry contexts to enhance generalizability. |
choose the consumer packaged goods (CPG) and pharmaceutical industries for the four reasons.
First, these industries represent significant portions of the U.S. and global economy (the CPG
sector is over $1 trillion and the pharmaceutical sector is $962.1 billion McKinsey Report 2012;
IMS Health 2013). Second, both industries have a number of new product innovations (Sorescu,
Chandy, and Prabhu 2003; Aboulnasr et al. 2008). Third, the categorization of breakthrough
versus incremental innovations are provided by independent third parties in each of the two
industries (the Federal Drug Administration for pharmaceutical products and Datamonitor for
CPG products), thus eliminating any subjective biases if | classify the product launches
ourselves. | am unaware of any other industry for which such a clear classification of innovation
types is available. Furthermore, most prior studies on innovation have focused on single
industries (Sood and Tellis 2009; Sorescu and Spanjol 2008; Pauwels, et al. 2004). Finally, a
substantial portion of firm stocks (32.7% in CPG firms and 36.8% in pharmaceutical firms) is

owned by institutional investors (Damodaran 2014).
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Measures

I compile the data from multiple sources. Table 2 lists all variables, measures and data
sources (descriptive statistics provided in Web Appendix A). The final sample includes an
unbalanced panel of 92 firms spanning the period from 2000 through 2010 for the CPG industry,
and 106 firms from 1993 through 2012 for the pharmaceutical industry.
New Product Introductions

I collect new product introduction data for the CPG industries from Product Launch
Analytics database”. | follow Sorescu and Spanjol (2008) and use the product ratings provided by
Product Launch Analytics in terms of innovativeness of each product to classify new product
introductions as breakthrough or incremental (see Web Appendix B for a detailed explanation of
the classification method). Breakthrough innovations in the CPG context are defined as new
products that are the first to bring novel and significant consumer benefits to the market (Chandy
and Tellis 1998). Such benefits could create entirely new markets or consist of new formulations
or new technology. On the other hand, incremental innovations are new products which do not
deliver novel and significant benefits.

For the pharmaceutical industry, | obtain data from the Food and Drug Administration
(FDA) website which contains innovativeness rankings for each new drug compound. I collect
the data for each new drug and code them as either radical (breakthrough henceforth) or
incremental according to the FDA’s drug classification guidelines and consistent with prior
research (Sorescu, Chandy, and Prabhu 2003). Specifically, following Chandy and Tellis’s
(1998) taxonomy, breakthrough (incremental) innovations are (1) high (low) on incorporating
new technology and (2) high (low) on fulfilling key customer needs than existing products. |

follow Sorescu, Chandy and Prabhu (2003) and operationalize innovations that use a new
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(updated) molecular entity and have high (low) therapeutic potential and thus receive a
priority (standard) review from the FDA as breakthrough (incremental) innovation. | use
FDA drug approvals synonymously with new product introductions, as the impact on
pharmaceutical firms’ performance is higher in magnitude for development activities (i.e.
FDA approvals) than commercialization activities (i.e. the actual product launch) (Sood
and Tellis 2009). Therefore, using approvals is more appropriate in my case as it reflects
a larger variation in the response variables of choice.

The data from both the industries appear consistent with the prior findings of the
innovation literature that firms launch both breakthrough and incremental innovations and do not
specialize in either one (Bayus and Putsis 1999; Kanter 2006; Varadarajan 2009). In line with
prior research (Sorescu, Chandy and Prabhu 2003) and with my CPG sample (see also Sorescu
and Spanjol 2008), | find that the more innovative firms in the pharmaceutical sample (the top
quartile of firms) also tend to make more incremental improvements to their product lines (over
three times more likely), than their less innovative industry peers. | use the absolute count of new
product introductions by type (breakthrough and incremental), consistent with prior research in
similar contexts (Soresu and Spanjol 2008).

Firm Value

I use Tobin’s q as the primary measure of firm value. | employ two alternative measures
of firm value, Fama-French abnormal returns (AR), and buy-and-hold abnormal returns (BHAR)
upon product introductions (for details see the robustness checks section). Tobin’s g is a widely-
used measure of firm value in marketing research (e.g., Sorescu and Spanjol 2008; Dotzel,
Shankar, and Berry 2013; Rego, Morgan, and Fornell 2013). Because it is based on stock prices,

Tobin’s q is inherently forward looking and risk adjusted, as the market value of the firm (i.e. the
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numerator) is the discounted value of the future cash flows, and the discount rate used to arrive at
the present value of such cash flows reflects the risk adjustment (Chung & Pruitt 1994; Perfect
and Wiles 1994). Firms’ product innovations provide both intangible and tangible signals to
investors, and affect firm financial performance in diverse ways for multiple periods into the
future. Because Tobin’s g reflects the market’s expectations of the firm’s future performance, it
IS more responsive to such strategic signals and better captures their impact over multiple years
than any single measure of a firm’s annual performance (e.g. sales, profits, cash flows) (Lee and
Grewal 2004). Following Chung and Pruitt (1994), | calculate Tobin’s g as:

TQit = (MVE;; + PSj; + DEBT;) / TAi; (@D
where MVE is the closing prices of shares at the end of the financial year multiplied by the
number of common shares outstanding, PS is the liquidation value of outstanding preferred
stock, DEBT = (current liabilities — current assets) + (book value of inventories) + (long-term
debt), and TA is the book value of total assets.

Short-Term Institutional Investor Ownership

I use Bushee’s (2001) measures of SEC rule 13f investors’ investment horizon to
categorize institutional investors. He classifies institutional investors into groups by drawing on the
specific characteristics of investment horizons that are expected to increase the pressure on
managers toward either a short or long-term orientation in investment decisions. My use of the
investor type classification system is consistent with its prior implementation in empirical
accounting research (Dikolli, Kulp, and Sedatole 2009; Akins, Ng, and Verdi 2012; Brochet,
Loumioti, and Serafeim 2012). The classification system uses institutions’ expected investment
horizons for each quarter, by first conducting a principal factor analysis, followed by a k-means

cluster analysis to place institutions into groups based on a number of variables previously
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determined to describe institutional investor trading behavior. In the case of the short-term
investors, the main differentiating factors from other institutions are the significantly higher
portfolio turnover and the highly diversified nature of the portfolio holdings. By contrast long-term
investors are of two types, dedicated and quasi-indexers, and both follow a buy-and hold strategy,
trade infrequently and differ on the number of companies in their portfolio. Consistent with prior
accounting research, | measure the proportional ownership by short-term institutional investors
using the percentage of outstanding stock they own in each investee firm at the end of each fiscal
year. For details on the measurement of the short term investor ownership, please refer to Web
Appendix C.
Controls

I control for firm marketing intensity (measured by the ratio of SG&A less R&D to total
sales), because marketing helps communicate and appropriate the value created through
innovation (Mizik and Jacobson 2003).1 further control for firm size because it reflects the
economies of scale (Pauwels et al. 2004; Srinivasan et al. 2009; Sorescu and Spanjol 2008).
Consistent with prior literature (e.g., McAlister, Srinivasan, and Kim 2007), | also control for
return on assets (ROA) as a measure of past accounting performance, and R&D intensity as a
control for firm level propensity to fund innovation.

Models and Estimation Procedure

Using annual data, I specify the firm value (Tobin’s q) model as follows (I also replicate
the analysis using quarterly data as a robustness check):
TQit = o+ B1TQirs + B2Blit + Ballit + BaSTINVit + BsADit + BeBlitxSTINV ¢ +
ﬁ7|li,tXS('2|')|NVi,t + BsSIZEit + foROA + f10RNDi+ f11MKGi + Ui + €iy

where TQ;= Tobin’s g for firm i in year t,
Bl;: = number of breakthrough innovations for firm i introduced in yeart,
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I1;+ = number of incremental innovations for firm i introduced in year t,

STINV;; = percentage of transient institutional investors present in the investor base of

firm i at the end of year t,

SIZE; = size of firm i in year t, measured as the log of firm sales,

ROA.: = return on assets of firm i at the end of year t,

RND;; =R&D intensity for firm i in year t, and

MKG i = marketing intensity for firm i in year t.

The inclusion of the lagged dependent variable also controls for inertia, persistence, and
different initial conditions (see Mizik and Jacobson 2004). The endogeneity between institutional
investor ownership and Tobin’s Q presents a challenge in estimating Equation (2). One possible
solution is to employ instrumental variables, which have to be correlated with endogenous
variable but not the dependent variable. However, in the literature, variables that have been
shown to predict institutional investor ownerships are also predictors of firm stock value (see
Bushee and Noe 2000). As a result, it is very difficult to find external instruments to estimate
Equation (2). Hence, | adopt the system generalized method of moments (GMM) approach
(Blundell and Bond 1998) which has been widely employed by prior marketing studies when
external instruments were not a feasible option (e.g., Yoganarasimhan 2012; Mukherji et al.
2011; Rego, Morgan, and Fornell 2013). | employ the vector autoregression (VAR) approach as
an alternative estimation method and present the results in the Additional Analysis section.

Below I specify the moment conditions for the first-differenced equation (Equation 3)
and the level equation (Equation 4). Taking the first difference of Equation (2),

ATQjt = f1ATQijr1 + y'AXit + Aejt 3),
where A represents first difference, X is the vector of independent variables and y is the vector of
their coefficients. After first differencing of Equation (2), Equation (3) no longer contains the

unobserved firm-specific effects (u;). Note that, ATQ; 1 is now correlated with the error term

Aey;, even if ey is serially uncorrelated®. However, as long as E (€i..1, €i2)=0, Aejt is
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uncorrelated with TQj 1. or X .« for any k > 2 (since Aej; = €j; - €i¢-1 and does not contain the
element of ej; .»; for detailed justifications see Anderson and Hsiao 1981; Yoganarasimhan 2012).
This makes TQ; «« and X; .« (k>2) good instruments for Equation (3) because they are correlated
with the lagged dependent variable and the endogenous independent variables but uncorrelated
with the error term. The two moment conditions for Equation (3) can thus be specified as E
(TQitk - Aejr) =0 and E(Xjwk - Aeit) = 0 for k>2. Importantly, as mentioned above, these moment
conditions only require E (ej+1, €it-2)=0, which can be tested by the AR2 test suggested by
Arellano and Bond (1991). The AR2 test results (which I will present later) confirm the validity
of the instruments for the first-difference equation.

| treat Equation (2) in its original format as a level equation and rewrite it for the ease of
exposition:
TQit =Bo + f1TQit1 + yXit + Ui + €t (4),

where X is the vector of independent variables and y is the vector of their coefficients. For any
k>1, since both TQ;«« and its lag TQj 1«1 contain the time-invariant u; term, ATQj 1 iS
independent of (u; + ejt). At the same time, ATQ; v« is correlated with TQ;j, and Xj;. Similarly, |
can show that AX ¢ is correlated with TQ;+.1 and Xj; but unrelated to (u; + ej) for all k>1.
Therefore, ATQj .k and AX .« (k>1) are good instruments for Equation (4). This leads to the two
sets of moment conditions for Equation (4): E[ATQjwx - (U + €jt)] =0 and E[ X+« - (Ui + €i)] =0
for k>1. The system GMM estimators can be derived by stacking the moment conditions of
Equation (3) and (4). | test the overidentifying restrictions with Sargan tests. To correct for the
bias in standard errors estimated from two-step GMM, | estimate robust standard errors
following Windmeijer (2005).

RESULTS
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At the outset, multicollinearity does not appear to be an issue in the models, as all
variance inflation factors (VIFs) are less than 10. The Sargon test examines the validity of the
instruments. Across models, I fail to reject the null hypotheses (overidentification restrictions are
valid) for the Sargon test. Thus, the instruments used in the estimation appear valid. The
Arellano-Bond AR2 tests examine the assumptions in the momentum conditions and the results
confirm that my models are not misspecified, i.e., the tests present no evidence of serial
correlation in the error terms (in all the models, the p-values indicate that | cannot reject the null
of no serial correlation).

Effects on Tobin’s g in the CPG and Pharmaceutical Industries

The left panel of Table 3 presents the results from estimating Equation (2) for the CPG
sample. The main effects of breakthrough innovation on Tobin’s g, in line with prior research, is
positively and significantly related to firm value (B, =.0375, p <.01). Consistent with my
expectation in H1, the interaction effect between breakthrough innovation and the ownership by
short-term investors is negative and significant (B = -.0018, p <.05), while that between
incremental innovation and short-term investors is positive and significant (§7 =.0011, p <. 10),
supporting H2. The results support my theoretical expectation that short-term investors value
incremental innovation positively and breakthrough innovation negatively.

The right panel of Table 3 presents the results from estimating Equation (2) for the
pharmaceuticals industry sample. The main effects of both innovation variables are positively
associated with Tobin’s q: breakthrough (B2 =1.024, p <.05), and incremental (B3 =. 2991, p
<.01). Consistent with my expectation in H1, the interaction effect between breakthrough
innovation and ownership by short-term investors is negative and significant (Bg = -.0298, p <

.10), while that between incremental innovation and short-term investors is positive and
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significant (B7 =.0121, p <.10), supporting H2. Thus, results from the pharmaceutical industry
are consistent with those from the CPG industry and provide further support for my hypotheses.

I plotted the two interaction effects in Figure 3, in order to visually identify the
relationship of each type of innovation on firm performance (Tobin’s q), at a given level of short
term institutional investor ownership. Figure 3-A shows that firms that produce a high number of
breakthrough innovations and also have a high degree of short-term institutional investor
ownership, experience diminished firm performance. In contrast, Figure 3-B indicates, that a
high level of incremental innovations and a high degree of short-term institutional investor
ownership enhances firm performance.

Sensitivity Analyses

It is likely that the relationships between innovation type, institutional investors, and firm
value could be more complicated than what | proposed in the hypotheses (i.e., a simple
moderating effect). An argument could be made that institutional investors may self-select to
invest into firms with innovation strategies that match their investment horizon, thus eliminating
the possibility that investor composition moderates the impact of innovation type on firm value.
In other words, a firm that specializes in breakthrough innovations would largely attract long-
term horizon institutional investors (leading to a high portion of long-term institutional
ownership) and detract the short-term investors. Thus, the investor ownership composition of the
innovating firm should not have any impact on its performance in the stock market.

In order to address this competing explanation of self-selection, | undertake the following
tests. First, | find that the percentage of ownership by long-term investors does not change much
over the course of the study, while the ownership by short-term investors has increased markedly

over the same time period (Figure 2). Second, | conduct fixed effects panel regressions by
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industry, using the ownership by short (long)-term institutions as a dependent variable, in order
to test whether institutional ownership is driven by the type of innovation (modeled as one period
lag of innovation count). Table 4 (Panel A) shows that neither breakthrough nor incremental
innovations launched in period t-1 are associated with ownership by short-term investors in
period t in both samples. As shown in Panel B, incremental innovation by firms at time t-1 does
not lead to a decline of long-term investors in time t.

Third, I examine whether firms that introduce a greater number of breakthrough
innovations than their industry peers have a different investor ownership composition compared
to those firms that introduce an above industry average number of incremental innovations. As
reported in Web Appendix E Table E1, firms that introduce breakthrough innovations above the
industry median do not have a different institutional ownership composition from firms that
introduce an above industry median level of incremental innovations. Thus, | do not find any
significant differences in institutional ownership composition across types of innovation. In other
words, | do not observe any evidence that short-term or long-term investors self-select to invest
in firms based on innovation type.

Another alternative explanation is reverse causality, when changes in a firm’s
institutional investor composition might influence the firm’s product launch decisions. In order
to empirically explore this alternative mechanism, I conduct a vector autoregression (VAR)
analysis (as specified in Equation 5) for each firm with sufficient data in my sample. The VAR
model treats all variables in the system as endogenous, and can thus estimate the feedback effect
between any pair of variables (e.g., the effect of short-term institutional investor ownership on
innovation type):

Vt=21L v +u (5)
where,



v = vector of all endogenous variables including Tobin’s g, new product introductions,

advertising and interactions;

Vv {_| = the vector of the endogenous variables lagged I periods;

I') = matrix of coefficients;

u¢ = the error term.
I can then estimate the impulse response function, which tracks the effects of one unit of shock
(standard deviation) on any variable in the VAR system (e.g. % of short-term institutional
ownership) on all the other variables. | am interested in the change in short-term investor
ownership on the types of new product innovation, as well as in changes in innovation type on
the change in investor type relationships, which, if applicable, would provide evidence for an

alternative underlying mechanism at work. As reported in Table 5, I model the effect of

innovation type on the short-term investor ownership and do not find a significant association
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between the two. This result is consistent with recent research in economics which also finds that

investors do not self-select into firms based on innovation (see Aghion, Van Reenen and
Zingales 2013). Moreover, | do not find significant evidence for the alternative mechanism
behind the stock market effect, namely the mediated effect of institutional investor ownership
(i.e., innovation > institutional investor ownership change - stock price). Overall, across
alternative models and tests, | am unable to find any evidence that short-term or long-term
institutional owners select firms to invest in based on the firms’ innovation type. Hence, the
moderating effect model, as proposed, appears to be the most plausible explanation.
Robustness Checks

To further validate the results, | conduct robustness checks using alternative modeling
approaches and measures. First, instead of modeling Tobin’s Q, | examine the abnormal stock
returns (AR) on the day of product introduction, and employ a long-horizon event study

approach which captures firm value change using buy-and-hold abnormal returns (BHAR) for
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product introductions in the pharmaceuticals industry only. I limit this analysis to the
pharmaceutical industry because | have reliable approval dates as they are posted on the FDA
website. For CPG industry, | do not have accurate data on the exact dates of launch.

I calculate abnormal returns (AR) upon product introductions as the first robustness
check (details of calculating the abnormal returns using the Fama-French/Carhart four factor
model are provided in Web appendix D). In terms of estimation, | compute the abnormal returns
of firm i for the day each product j is introduced, and estimate the model below:

AR;jj =g + a1 IDUM;j+ a> STINV;; + a3z IDUM;; xSTINV;; + a4 log(MVE;;) +

a5log(BMVi,j) + o Iog(ROAi,j) + o7 Iog(SALESi,j) + og RNDi,j + Zstears + €jj (6)
where,

IDUM;; = dichotomous variable taking on the values of 1 if the product j introduced by
firm i is breakthrough, and 0 if incremental,

STINV;j = short-term institutional investors ownership,

MVE;; = market value of equity of firm i during the year product j is introduced,
BMV;; = book-to-market ratio of firm i during the year product j is introduced,

ROA.;j = return on assets of firm i during the year product j is introduced,

SALES;; = firm sales of firm i during the year product j is introduced,

RND:;; = R&D intensity of firm i during the year product j is introduced, and

Years = year dummy to account for time fixed effects.

In addition to AR, | also calculate long-term buy-and-hold abnormal returns (BHAR)
upon product introductions for a period of one year following each product introduction. | follow
Barber and Lyon (1997) to compute BHAR after firm i’s introduction of project j as:

BHAR;j = =12 (1 + Rijm) = Mm=1? (1 + R pijmy) (7)
where m=1, 2, 3, ... 12 is each calendar month within the year after the launch of product j;
Ri,m is the stock return of sample firm i in month m; and Ry m) is the return of a control
portfolio j that includes all stocks of the same size, book-to-market, and momentum quintiles as
firm i at the beginning of month m. I then explain the variation in BHAR using the model:

BHAR;; = 0 + oz IDUM;j+ ay STINV;; + a3 IDUM;; xSTINV;j + aq log(MVE;;) +

a5log(BMVi,j) + o Iog(ROAi,j) + o7 Iog(SALESi,j) + og RNDi,j + Zngears +eij,
(8)
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where all the independent variables and controls are the same as in equation (6). Note, that the
control variables in equations (6) and (8) differ from those in equation (2) due to the different
dependent variables used. Namely, | use the market value of equity and firm sales as alternative
proxies for firm size, as the larger the firm, the more innovations it is expected to introduce
(Pauwels et al. 2004), and the book to market ratio, which has been associated with long-run
stock returns (Rau and Vermaelen 1998). | estimate models 6 and 8 similar to Sood and Tellis
(2009), and compute cluster robust standard errors because each firm may introduce a number of
new products in a given time period. As reported in Table 6 panels A& B, | observe negative
and significant effects of the interaction between short-term investor ownership and
breakthrough new products for both AR (a3 = -.0006, p < .10) and BHAR (a3 = -.0186, p < .10).
In sum, consistent with the main analysis on Tobin’s g, results from the AR and BHAR models
provide further support that short-term institutional investor ownership negatively moderates the
impact of innovation type on firm value, in the pharmaceuticals industry.

Next, | use an alternate measure of institutional investor ownership (instead of short-term
investor ownership), namely the proportional ownership by long-term oriented (i.e. “dedicated”)
investors. These institutional investors follow a buy and hold strategy and thus exhibit very low
portfolio turnover and diversification. In essence they are on the opposite end of the investor
horizon continuum from the short-term investor group (for details, see Web Appendix C).
Therefore, | expect that my earlier findings would reverse when I use this long-term investor
group instead. As reported in the top panel of Table 7, I find that, with this alternative measure,
my results are largely robust for both industries. | find that long-term investors devalue

incremental innovation, but value breakthrough innovation.
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Finally, I employ quarterly data to re-estimate the Tobin’s g model specified in Equation
(2) for the CPG industry. | could not replicate this analysis for the pharmaceutical industry
sample as the data on product innovation on a quarterly basis was too sparse for reliable analysis.
The results reported in the bottom panel of Table 7, are consistent with those from the annual
data analysis, (i.e.,) the moderating effect of an increasing ownership by short term investors is
associated with a decrease in Tobin’s q (Bs = -.5807, p < .10) for breakthrough innovations, and
the effect is reversed for incremental innovations (f7 =.0962, p <.05).

DISCUSSION

While demonstrating the financial market impact of marketing assets and actions has
been of interest to marketing academics over the past decade, the literature has treated investors
as a monolithic entity. In contrast, the practitioner oriented publications (Porter 1992; Martin
2010), studies by the Conference Board (2006), and a well-cited survey of CFOs (Graham,
Harvey, and Rajgopal 2005) have recognized the importance of institutional investors and
bemoaned them as short-term oriented. In fact, the Aspen Institute in 2009 issued a call signed
by industry leaders and leading academics to overcome short-termism with more patient capital
to encourage more long-term oriented investments. In reality, investors are neither homogenous,
nor only short-term oriented in their investment preferences. This study contributes to the theory
and practice of marketing by examining how institutional investors’ investment horizon
differences moderate the impact of investee firms’ innovation strategies on firm value. To the
best of my knowledge, this is among the first wave of research in marketing to incorporate the
heterogeneity in institutional investor type into an examination of the financial market response

to strategic marketing actions. The empirical method accounts for unobserved firm fixed-effects,
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addresses endogeneity of innovation and investor type, and the results are robust to alternative
explanations, measures, and samples.
Theoretical Contribution

This study contributes to the literature on the marketing-finance interface by identifying
and empirically testing an important and novel contingency variable that significantly affects the
returns to firms’ product innovation efforts. Indeed, | believe that the study is positioned at an
interesting and important intersection of research subfields in marketing strategy, accounting,
and finance (see Figure 1). Namely, I enrich prior research in the marketing-finance interface by
contributing to related but previously disparate subfields within marketing and finance: (1) the
external impact of the financial market on marketing strategy, and (2) the role of institutional
investors in influencing firm value. In the process, the study pioneers the importance of
incorporating a firm’s institutional investor base in marketing strategy research and identifying
the important differences between investor horizons that impact firms’ marketing and innovation
strategies. This is critical, as prior research in marketing has treated the investor base of a firm as
a homogenous group and has largely ignored the different types of investor groups that make up
the owners of most public companies. As | demonstrate in the current study, the heterogeneity
across investor groups is an important consideration, as it affects firms’ product innovation
strategies in a significant manner.

The study thus advances the marketing-finance literature, which has to this point focused
mainly on the main effect of marketing actions, by introducing a new contingency factor.
Theoretical developments in any emerging field happen by going beyond simple main effects to
a mid-range theory development stage by the introduction of contingency variables (Zeithaml,

Varadarajan and Zeithaml 1988). Thus the study also contributes to marketing strategy by
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recognizing the importance of modeling investor horizon heterogeneity for models estimating
firm value. This is important, as consumer heterogeneity has long been recognized in the
literature on consumer response to marketing mix actions (e.g., Chintagunta, Jain, and Vilcassim
1991) and consumer behavior research (Hutchinson, Kamakura and Lynch 2000). In a similar
fashion, I show that if investor horizon differences are ignored, the estimates of the effects of
marketing actions may be biased.

The literature on new product innovation in marketing, management and economics has
had a long history. The findings have been mixed and existing studies failed to account for the
heterogeneity in investor type. This study contributes to this stream of research as it points to the
asymmetric valuation of new product innovation type by institutional investors of different
investment horizons. Because innovation requires risk taking and breakthrough innovation is
more risky, firms may be prone to introducing incremental products as managers feel the
pressure of quarterly returns. This study suggests that such views need to be re-examined in the
context of short (long)-term investors valuing incremental (breakthrough) products and
punishing (rewarding) firms with stock price declines (increases) when they launch breakthrough
(incremental) products. Moreover, the novel findings that breakthrough innovations in firms
could hurt firm value in some contexts, is in contrast to prior research that finds that
breakthrough innovations increase firm value (Sorescu, Chandy and Prabhu 2003; Sorescu and
Spanjol 2008). Unlike these prior studies which only focused on the main effect, my study
examined the moderating role of investor type and find that when the horizons of the investment
(incremental products) and the investor type (short-term) are aligned, the results in terms return

are favorable; and if they are misaligned (breakthrough products and short-term investors), the
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results are unfavorable. Thus the fit between firm marketing strategy and investor horizon seems
to be an important theoretical contribution.
Managerial Implications

The significant influence of institutional investors on the financial outcomes of firms’
innovation and marketing strategies supports the call for a detailed managerial analysis of
investor relations practices. In addition, this study mitigates concerns in practitioner literature
that investors are universally short-term oriented and thus influence managers to behave in a
myopic manner. | identify five implications for practice. First, marketing managers and C-level
executives must become keenly aware of the make-up of the institutional investor ownership in
their companies, in order to better manage their marketing innovation strategies for optimal
financial performance. Indeed, the results demonstrate and imply that CMOs and other senior
management of the firm may ignore this important shareholder base variable to their own
detriment. In particular, management must be aware that the impact of a firm’s new product
strategy on the financial market performance is influenced (moderated) by the investment
horizon of the firm’s institutional investor base. Second, because the institutional investor base
and their investment horizons are public knowledge, it is incumbent on senior management to (1)
make strategic decisions by taking into account this information and attempt to clearly
communicate their intended product innovation strategy to institutional investors and the
financial markets overall, (2) attempt to persuade or educate the institutional investors about
these strategic decision horizons, even more so, in the presence of a time horizon mismatch
between the firm’s intended strategic direction and the institutional investors’ investment
horizon, and (3) attempt to time, or “ratchet” new product introductions (Moorman et al. 2012),

as yet another tool to limit the negative effects.
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Third, managers must also carefully explore options to framing their disclosure of
product innovation strategy in firm information releases and in particular during earnings calls
with analysts. Voluntary disclosure and management forecasts are another tool that should be
leveraged to market to the shareholder base. In contrast to oft-held views that disclosure might
put a firm at a competitive disadvantage, | would suggest that it can better align investor
expectation about the firm’s marketing investment strategy. This reduction in information
asymmetry should lead to higher share prices.

Fourth, some European countries are evaluating a proposal for providing loyalty shares to
institutional investors to encourage a long-term oriented strategy. These loyalty shares enable
such long-term investors to have the rights to purchase shares in the future at a discounted price
(Bolton and Samama 2012). Such a proposal, if implemented, should increase long-term investor
ownership and should encourage firms to follow up with value creating long-term strategies such
as breakthrough innovation.

Finally, an investor loyalty strategy has implications for preventing managerial short-
termism (i.e. myopic behavior), especially when long-term oriented institutional investors make
up a large portion of a firm’s shareholder base. An avenue for the board of directors and senior
managers to reduce the temptations and tendencies for managerial marketing myopia (Mizik
2010) may be to incorporate a shareholder base type metrics which analyze the different types of
institutional investors present at any given time. Such analysis could potentially better inform
product innovation strategies, and contribute to more proactive investor relations.

As with any study, several limitations of this research paper must be acknowledged. My
study bases its conclusions from a sample of firms from two industries (i.e. CPG and

pharmaceutical), and thus some of the results may not be generalizable to other settings.
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However, this practice is consistent with other studies of the marketing-finance field (e.g.
Srinivasan et al. 2009; Sorescu and Spanjol 2008), where the authors concentrated their work in
the automobile and CPG, respectively. Moreover, previous research finds few industry specific
effects of innovation (Rubera and Kirca 2012; Sethuraman, Tellis and Briesch 2011).

Another potential limitation, as well as a direction for future research is the use of a
single-source of product innovativeness rankings (i.e., Product Launch Analytics for the CPG
industry). I partially mitigate this limitation by also using the pharmaceutical industry database,
which provides an alternative source of innovativeness rankings. Moreover, including a quality
variable to my dataset could add additional model power to explain firm value. Finally,
consistent with the finance literature, | assume that such investors are more sophisticated than the
average investors (Cohen, Gompers, and Vuolteenaho 2002; Nagel 2005), and therefore
understand the implications of firm innovation strategies. This assumption needs further testing.

My results appear to suggest that when there is a misfit between the investment horizon
of the institutional investor composition and the firm’s current innovation strategy, trading by
incumbent misaligned institutional investors is purchased by the other investors (perhaps
including non-incumbent investors with similar investment horizon) when the stock reaches a
new lower equilibrium. While this is consistent with the fundamental premise that investors have
heterogeneous expectations about a company’s future earnings which motivate them to trade
(Srinivasan and Hanssens 2009), the data available on institutional investor ownership is
aggregate (at a quarterly level) to test this expectation directly. When data of institutional
investor composition are made available at a higher frequency, (e.g., on a daily basis), this

expectation can be tested.



TABLES

Table 1

PRIOR RESEARCH, EFFECTS OF INNOVATION ON FIRM FINANCIAL PERFORMANCE

Study

Performance Metric

Effect of Innovation

Kendall et al. (2010)
Menguc and Auh (2006)

Sorescu, Shankar, and Kushwaha (2007)

Geroski, Machin, and VVan Reenen (1993)
Eddy and Saunders (1980)

Lee and Chen (2009)
Chaney et al. (1991)

Sorescu, Chandy, and Prabhu (2003)

Pauwels et al. (2004)
Sorescu and Spanjol (2008)

Rao, Chandy, and Prabhu (2008)

Return on Assets
Performance scale

CAR

Profit Margin
CAR

CAR
CAR

NPV

Revenue, Net Income
Tobin’s q, BHAR

CAR

Negative relationship between patents and return on assets.

Negative main effects of innovation.

Innovativeness of new products has no effect on short-term abnormal returns
around preannouncement dates.

New product introductions have small direct effects on firm profitability.
Main effects of innovation metrics on abnormal returns are non-significant.

Main effect of innovation shows a U shaped pattern.

New product introduction announcements generate small excess stock
returns for a few days.

Financial rewards of innovation vary across firms and are tied to firms’
resource bases.
New products have a positive impact on firm performance measures.

Breakthrough innovations have a positive effect on firm profitability and on
total risk, incremental innovations have marginal impact on profit and no
effect on risk.

New product introductions have positive effect on firm performance.
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Table 2
VARIABLES AND DATA SOURCES

Variable Notation Measure Data Source
Market value of equity + liquidating value
of preferred stock + current liabilities — CRSP
Tobin’s g TQi current assets + book value of inventories COMI5USTAT
+ long-term debt)/ book value of total
assets for firmiin yeart
Fama-French + momentum abnormal
Abnormal CRSP,
Returns AR; returns on the day of product COMPUSTAT
introduction/announcement
Buy-and-Hold Buy-and-hold abnormal returns for al CRSP
Abnormal BHAR; year period starting on day of product !
- . COMPUSTAT
Returns introduction/announcement
Incrementally Firm level count of incremental Product Launch
Innovative New i innovations Analytics, FDA
Products NDA database
Breakthrough Firm level count of breakthrough ProdugtLaunch
New Products Blis innovations Analytics, FDA
NDA database
Innovation IDUM. Indicator variable, equals 1 if innovation
Dummy it is classified as breakthrough, O otherwise
Short-term Percentage of short-term institutional Brian Bushee’s
Institutional ~ STINV/; ginvestors in firm i website and
Investors COMPUSTAT
Firm Size SIZE, Natural log of tota;/;‘;rrr? sales for firm i in COMPUSTAT
R&D Intensity RND;, ﬂwrmmofR&%igﬂfsm%fmfnmi COMPUSTAT
Marketing MKG:, The ratio of SG&A less R&D to total COMPUSTAT
Intensity ‘ sales for firm i in year t
Return on Assets ROA.; The ratio of income before extraordinary COMPUSTAT
items to total assets for firm i in year t
Book-to-markgt BMV,, Ratio of the _book va_lue Fo_ market value of COMPUSTAT
Ratio : equity for firm i in year t
The price per share of common equity x
Market Value_of MVE;; number of shares outstanding for firm i in COMPUSTAT,
Equity : CRSP

year t
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Table 3
INNOVATION TYPE AND SHORT-TERM INSTITUTIONAL OWNERSHIP: EFFECTS ON TOBIN’S Q, BLUNDELL-BOND
SYSTEMS GMM MODEL, ANNUAL DATA

CPG Industry Pharma Industry
Main Effects  Main Effects Interaction Main Effects Main Effects Interaction
Variable Model Model Effects Model Model Model Effects Model
Dependent Variable _ 1 4306*** AB56*** A545** 5303** 5326** 5274***
Short-Term Institutional Investor -.0063 -.0004 -.0229** -.0222*
Ownership
Breakthrough Innovations .0445%** .0402*** .0375%** .8505* .8821** 1.0240**
Incremental Innovations .0005 -.0008 -.0074 .3081*** .2564** .2991***
Short-Term Investor Ownership X -.0018** -.0298*
Breakthrough Innovations
Short-Term Investor Ownership X .0011* .0121~*
Incremental Innovations
Firm size - 1263*** -.0940*** - 1014*** .1082 .0306 -.0395
ROA .0843*** .0791** 0742** 1.2007 1.6417* 1.5963
R&D Intensity 3.2694*** 2.4869*** 2.5936** 1.0021* .9538* .8625
Marketing Intensity 1.0389*** 1.0079*** 1.0137*** -.0001 -.0001 -.0135
Number of Observations 622 622 622 897 896 896

Note: ***p <.01, ** p <.05, * p <.10. Significance levels of the main effects are based on two-tailed tests, and those of the interaction effects are based
on directional one-tailed tests.



Table 4
TESTING FOR SELF-SELECTION IN INVESTOR TYPES, BY INNOVATION, PANEL FIXED EFFECTS REGGRESSIONS

A: Dependent Variable: Short-Term Institutional Investor Ownership %

CPG Industry Pharmaceuticals Industry

Variable Coefficient Robust SE p-Value Coefficient ~ Robust SE p-Value
Long-Term Investor Ownership; 2724 .1954 164 1434 .0827 .083
Breakthrough Innovations, ; -.0974 1442 .500 1.8212 1.1292 .108
Incremental Innovations;., .0035 .0041 .394 .2301 .4545 .613
Size 4992 .9201 .588 1.7147 .5919 .004
ROA -7.6192 4.0101 .064 -8.0977 8.2594 327
R-Squared 0.03 0.05

Time Fixed Effects YES YES

Number of Observations 3,470 484

B: Dependent Variable: Long-Term Institutional Investor Ownership %

CPG Industry Pharmaceuticals Industry
Variable Coefficient Robust SE p-Value Coefficient ~ Robust SE p-Value
Short-Term Investor Ownership,; -.0136 .007 .052 .0327 .0091 .000
Breakthrough Innovations, -.0018 .0241 .940 1732 2271 446
Incremental Innovations,.; -.0006 .0007 .398 .1964 .0912 .032
Size -.3609 1525 .018 -.5168 1195 .000
ROA 1.1232 6816 .100 -3.9036 1.6764 .020
R-Squared .02 37
Time Fixed Effects YES YES

Number of Observations 3,470 484




ADDITIONAL ANALYSIS:

Table 5

ESTIMATING THE FEEDBACK EFFECTS BETWEEN INNOVATION TYPE AND
INSTITUTIONAL INVESTOR COMPOSITION USING THE VAR MODEL
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Impulse Impact on Effect Impact 90% Confidence
Response Size ® Interval
Variable
Change in the % of Short- Breakthrough Immediate .0408 (- .4345)
Term Institutional Innovations Cumulative -.0258 .2361, 5.4146)
Investor Ownership (-5.4554,
Change in the % of Short- Incremental Immediate -.0661 (-1.6098, .3872)
Term Institutional Innovations Cumulative .0461 (-2.7086, 8.7954)
Investor Ownership
Change in S.T. Immediate .0119 (-.6294, .4398)
Breakthrough Innovations Institutional Cumulative .0533 (-.0061, .0455)
Investor
Ownership
Change in S.T. Immediate -.0023 (-.0872, 1171)
Incremental Innovations Institutional Cumulative -.0068 (-.0128, .0462)
Investor
Ownership

# Impact Size represent the immediate or cumulative effect of one unit of shock (or one standard

deviation) of each indicated variable on each response variable.

Note: The entries are estimated via simulations of generalized impulse-response functions in the VAR
model. Immediate impacts derive from the first time period, while cumulative effects are computed
using 8 time periods. Values reported are medians across all firms.
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Table 6
ROBUSTNESS CHECKS:
USING ABNORMAL RETURNS (A) AND BUY-AND-HOLD ABNORMAL RETURNS (B)
AS ALTERNATIVE MEASURES OF FIRM VALUE, PHARMACEUTICALS INDUSTRY

A: Abnormal Returns (AR) Model

Variable Coefficient Robust SE  Expected
Innovation Dummy .0129 .0098
Short-Term Investor -.0041 .0080
Ownership
Short-Term Investor x -.0006* .0003 Negative
Innovation Dummy?
Firm Size -.0061 .0037
Book to Market Ratio .0025 .0031
ROA -.0018 .0033
Market Value of Equity .0040 .0029
R&D Intensity .0004 .0029
R-Squared .0971
Time Fixed Effects YES
B: Buy-and-Hold Abnormal Returns (BHAR) Model
Variable Coefficien Robust SE Expected
t
Innovation Dummy .4551* .2594
Short-Term Investor .0870 1103
Ownership
Short-Term Investor x -.0186* .0108 Negative
Innovation Dummy?®
Firm Size .1550 .1530
Book to Market Ratio -.1435 1142
ROA" .0837 .0840
Market Value of Equity -.0983 .0980
R&D Intensity -.0109 .0430
R-Squared 1345
Time Fixed Effects YES

#Innovation dummy variable operationalized as (1=breakthrough innovation, O=incremental innovation).
***p<.01,**p<.05*p<.10
®Book to Market, Market Value of Equity, Return on Assets, Firm Size, R&D intensity, and Investor
Ownership represent unanticipated values.

Notes: the model is based on an event study using daily data for each product introduction.
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Table 7
ROBUSTNESS CHECKS
A: Using the Proportion of Long-Term Investor Ownership as Moderator
Expected
Interaction Interaction CPG Industry Pharmaceutical Industry
Effect

Long-Term Investor Ownership®x Positive 0177** 4210**
Breakthrough Innovations (supported) (supported)
Long-Term Investor Ownership x Negative -.0222%*** -.0054
Incremental Innovations (supported) (not significant)

B: Innovation Type and Short-Term Institutional Ownership: Effects On Tobin’s Q, Blundell-Bond Systems GMM
Model, Quarterly Data from CPG Industry

Variable Main Effects Models Interaction Effects Model
Dependent Variable 1) 1934%** .7966*** JT957***
Short-Term Institutional Investor Ownership -.0005 -.0004
Breakthrough Innovations 5.6537 6.0398* 7.1145**
Incremental Innovations -.5108* -.5266* -.2683
Short-Term Investor Ownership x Breakthrough -.5807*
Innovations
Short-Term Investor Ownership % Incremental Innovations .0962**
Firm size .0014 .0013 .0001*
ROA 1.5062** 1.5533** 1.6854
R&D Intensity 4307 .3964 .3295
Marketing Intensity -.0001 -.0001* -.0001*
Number of observations 3,293 3,293 3,293

Notes: *** p <.01, ** p <.05, * p <.10. Significance levels of the main effects are based on two-tailed tests, and those of the interaction effects are based on directional
one-tailed tests. The same controls were used for both models reported in Panel A.

The Sargan tests for overidentifying restrictions suggest that the instruments used are valid and the AR (I1) tests fail to reject the null of no serial correlation.
Long-Term Investor ownership is measured as the percentage of “dedicated”, or purely long-term institutional investors that hold shares in the sample companies (for
details, refer to Web Appendix C).



Figure 1
POSITIONING AND THEORETICAL CONTRIBUTIONS
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Figure 2

TRENDS IN INSTITUTIONAL OWNERSHIP IN SAMPLE PERIOD, CPG AND
PHARMACEUTICALS INDUSTRIES

Institutional Ownership by SEC 13-F firms
(1989 - 2011)
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INNOVATION TYPE BY SHORT-TERM INSTITUTIONAL INVESTORS IMPACT ON

TOBIN’S Q, INTERACTION PLOTS
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APPENDIX A
Table Al
DESCRIPTIVE STATISTICS
Mean Max
Variable (SD) (Min) 1 2 3 4 5 6 7 8 9 10 11
1.654 14.904
1 Tobin’s q (1.233) (.000)
1.667 14.904 .936
2 Tobin’s q ¢ (1.245) (.000)
27.962 58.82 -201  -.213
3 STINV (9.683) (.000)
Breakthrough 1.533 144 144 155 -.072
4 Innovations (8.054) (.000)
Incremental 9.761 354 126 131 -.146 .395
5 Innovations ~ (27.538)  (.000)
Marketing .255 11.613 .108 107 -.034 .201 595
6 Intensity (:932) (.000)
.013 .281 .296 299 -.152 .068 127 073
7 ROA (.020) (-.267)
7.645 12.269 -.043 -.032 -152 .069 .168 144 .166
8 SIZE (2.506) (.000)
.028 1.804 77 191 -115  -.009 .022 .010 -.037 .188
9 R&Dintensity  (.069) (.000)
.079 65.411 -059 -.059 .023 -010 -019 -015 -222 -014 -019
10 BMV (1.413) (.000)
26,079 303,059  .286 279 -.295 111 .339 138 210 429 .298 -.029
11 MVE (48,045)  (.000)

Note: significant correlations (p < 0.05 level) are indicated in bold.

Average values of breakthrough and incremental innovations indicate the in-sample average of the count of product introductions in either category across firms, across all
quarters. Similarly, advertising intensity refers to the average advertising intensity for the sample firms across the whole time period, measured as actual advertising spending in

the given period t, divided by total sales for the same period.
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APPENDIX B
Product Launch Analytics Innovativeness Ratings Criteria
I source data on innovation rankings from Product Launch Analytics

(http://www.productscan.com/), a subscription-based database that tracks CPG product

introductions. The service compiles an extensive database as a result of continuous interactions
with manufacturers and the trade. It keeps track of trade publications, conferences, and has a
field staff that examines new products across the country. Each product listed in the database has
a detailed record including the name of the product, date of product introduction, the
manufacturer and its affiliates, a description of product claims, product category, ingredients,
package and shelving specifications, and a picture of the product in most cases. Most
importantly, when a product is added to the database, it is assigned an innovativeness rating
based on whether it is innovative in one or more of the CPG industry-focused categories:
positioning, packaging, new markets, merchandising, formulation, and technology (see examples
in Table B1). If a product falls within one or more of the above-listed categories, it is considered
a breakthrough innovation. Otherwise, it is defined as incrementally innovative. | use these

ratings to classify new product introductions.


http://www.productscan.com/

Table B1
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PRODUCT LAUNCH ANALYTICS BREAKTHROUGH INNOVATIVENESS DIMENSIONS

AND EXAMPLES

Innovative Product Example Year of Product Claim

Dimension Introduction

Positioning Nao Premium Gin 2013 Nao Premium Gin is the first gin aged in

Positioning the barrels of Port wine.

product to new users

or usage

Packaging Gerber Baby Food 2012 In a new squeezable, easy to deliver the

Providing a contents packaging, with a twist-on spoon

consumer benefit attached. It differs significantly and in an

with new packaging important manner from conventional baby

food packages, which are simple glass jars.

Merchandising Bourjois Gloss & Gel 2011 First "double ended" pack combination of
Effet Dents Blanches lip gloss with tooth whitening gel

Formulation Ultra Gain Bleach 2011 First consumer goods cleaning product to

Offering additional Alternative Dishwashing incorporate honeyberry, a type of

value through anew  Liquid honeysuckle native to Siberia

formulation

Technology Avon Anew Genics 2013 New anti-aging cream technology

Introducing new
technology to the
market
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APPENDIX C
Details on the Operationalization of Institutional Investor Classification

Bushee (2001) measures percentage of institutional holdings (PIH) as total shares held by
institutions divided by total shares outstanding. To obtain the variables on the percentage
ownership by different groups of institutions, he uses factor analysis and cluster analysis to
assign institutions into groups based on their past investment behavior. For example, short-term
oriented (or transient) institutional investors are categorized as such according to their
performance on previously validated variables that describe past investment behavior: 1)
portfolio concentration which measures the average percentage of an institution’s total equity
holdings invested in each portfolio firm, 2) average percentage holding variable which measures
the average size of the institution’s total equity invested in portfolio firms, 3) percentage of the
institution’s equity that is invested in firms where it has greater than 5 percent ownership in each
portfolio firm, 4) portfolio turnover measures the average absolute change in the institution’s
ownership positions over a quarter, 5) relative stability of the institution’s holdings in its
portfolio firms, measured by the percentage of the institution’s total equity invested in firms that
it has continuously held for the prior two years. These variables are analyzed using principal
factor analysis to identify the common factors: 1) BLOCK, which captures the average size of an
institution’s stake in its portfolio firms, and 2) PTURN, which measures the degree of portfolio
turnover. The final separation of institutions into clusters is performed by k-means cluster
analysis on the factor scores. The final clusters match the definitions of transient, dedicated, and
quasi-indexer institutions, where “transient” (or short term oriented) have the highest turnover
and relatively high diversification in their portfolios. On the other end of the spectrum,

“dedicated” institutions exhibit high concentration and low turnover and follow a “buy-and-
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hold” investment strategy, while “quasi-indexer” institutions fall somewhere between the prior
two groups, albeit, they are much less concentrated in terms of portfolio holdings. Following
these procedures, the final proportion of ownership held by each group of institutions for each
portfolio firm is calculated as: PIH (GROUPy)i/PIH;) where GROUP( refers to one of the three
categories identified by the cluster analysis(transient, dedicated, or quasi-indexer), and PIH;
refers to the percentage of institutional holdings in firm i The classification data was provided by

Professor Bushee to us for use in this study.
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APPENDIX D
COMPUTATION OF ABNORMAL STOCK RETURNS

| start with the Fama-French three factor model to which I add the Carhart momentum
factor, in order to compute the abnormal returns (ARS):

(Rit— Ry) =@+ bi(Rt — Rygy) + $iSMB; + hiHML, + ujUMD: + gy,

(E.1)

where, Rj is the daily return on stock of firm i on day t, Ry is the daily risk free retum on day t, Ry, the market
factor, SMB;, HML, and UMD, are the returns from the Fama and French size portfolio on day t, the Fama
and French market-to-book portfolio on day t, and those from the momentum factor on day t, respectively, and

finally, e;; is the measure of abnormal retums associated with period t.
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Table E1
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T-TEST FOR DIFFERENCES IN INSTITUTIONAL INVESTOR HOLDINGS,
BY INNOVATION TYPE AND INDUSTRY

A: CPG INDUSTRY

Above Above t-stat Below Below t-stat
Median Median (p-value) Median Median (p-value)
Breakthrough  Incremental Breakthrough  Incremental
Innovations  Innovations Innovations  Innovations
Short-Term
Investors % 25.85 26.79 -1.33(0.18) 29.52 29.35 0.23(0.82)
Long-Term
Investors % 2.20 2.32 -0.95 (0.17) 2.51 2.58 -0.38 (0.71)
B: PHARMA INDUSTRY
Above Above t-stat Below Below t-stat
Median Median (p-value) Median Median (p-value)
Breakthrough  Incremental Breakthrough  Incremental
Innovations  Innovations Innovations  Innovations
Short-Term
Investors % 21.08 18.89 1.70 (0.09) 25.20 25.93 -1.05 (0.29)
Long-Term
Investors % 2.58 2.27 1.38 (0.17) 391 4.06 -0.45 (0.65)
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ABSTRACT

Managerial short-term orientation is the preference for managerial actions that have near
term outcomes and have the potential to negatively impact long-term value creation. This
construct is related, yet distinct from the construct of myopia used in marketing strategy
research. While recent research has shown that firms tend to behave myopically with their
marketing investments, such studies may suffer from the use of accounting statements numbers
based proxies of myopia as such proxies provide only a limited view of the underlying processes
behind managerial myopia. In this study, | propose that managerial short term orientation is an
encompassing construct which overcomes some of the shortcomings of the prior
operationalization of myopia, such as context specificity and the lack understanding of top
management antecedents to myopic actions. Specifically, | develop a novel text-mining based
measure of managerial short-term orientation by coding and analyzing the language patterns of
senior management in conference calls with investors and analysts. The new measure reflects
important cognitive antecedents of managerial myopia and acts as a precursor to myopic actions.
I compile a ten year panel data set including data on firm promotions, advertising, new product
innovativeness, and institutional ownership. Results suggest that managerial short term
orientation is indicative of the mindset of top management and it may impact the likelihood that
firms use more promotional tactics (discounts and promotional advertising), focus on
incremental innovation at the expense of breakthrough innovation, and attract shorter term
oriented institutional investors. The marketing and innovation variables partially mediate the
impact of managerial short-termism on financial performance (Tobin’s g). The findings are

robust to endogeneity concerns.
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INTRODUCTION

Practices of myopically managing marketing and innovation investments are of particular
interest to marketing scholars and practitioners as such firm actions impact the value of market-
based assets and ultimately firm value and the future performance potential of the firm (Aaker
1991; Pauwels et. al 2004; Mizik and Jacobson 2007; Chapman and Steenburgh 2011). However,
myopic management research in marketing suffers from some potential shortcomings. First,
most authors focus on unique scenarios under which myopic management is likely to occur, such
as promotional spending, stockpiling behavior, overproduction and discounting, and brand equity
“milking” practices (Aaker 1991; Chapman and Steenburgh 2009). Second, extant studies
overwhelmingly rely on accounting-statements based metrics to infer managerial myopia,
usually by using deviations from normal or expected earnings or profitability measures, and
contemporaneous changes in marketing investments. These approaches limit the applicability of
the phenomenon to a very specific set of firm strategic contexts and may only partially capture
the antecedents and consequences of myopic actions. Third, there is a lack of a unified
understanding of firm and top management team level processes that contribute to myopic
management and to overall managerial short-termism and how those relate to firm marketing and
innovation actions and ultimately firm performance. For example, top management cognitive
limitations in processing increasingly more complex information inputs required to make
decisions that may have both short and long term implications are important considerations. As
such, the limited ability of management to process all available information and to make
decisions that potentially maximize firm performance may result in a focus on decision
frameworks and mental short-cuts which ultimately lead to a more short term oriented strategy,

as the long term consequences of strategic decisions are harder to evaluate. Such processes are
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important pre-conditions to specific marketing myopic actions reflected in most research on the
topic in marketing; however, our understanding of these important antecedents is limited.

While the attention paid to myopic management in the marketing domain is important
and necessary, crucial issues remain underexplored. Accounting statements’ numbers-based
proxies of myopia provide only a limited view of the mechanisms through which myopic actions
manifest in the corporation. Marketing researchers attempting to demonstrate the value relevance
of intertemporal managerial decision making choices have used such proxies to capture the
construct of myopia, defined as firms beating earnings forecasts, while at the same time cutting
marketing and/or R&D spending. There are clear limitations to this practice, as such firm actions
may or may not represent actual “myopic” decisions on the part of the firm, but may merely
capture strategically planned intertemporal shifting of resources or changes in strategic emphasis
between value creation and value appropriation (Mizk and Jacobson 2003). For example, a
pharmaceuticals company may increase its promotional budget and at the same time decrease its
R&D investment in a newly developed drug in order to capture the benefits of its product
innovation. However, such actions may be classified as potentially myopic by using accounting
numbers proxies for myopia.

Furthermore, prior research assumes that the concept of myopic management as
presented in marketing research is equivalent to the broader issue of managerial short-termism.
Strategic management literature has established a strong tradition of research involving the issue
of managerial short-termism, which is related, yet theoretically and empirically distinct from
myopic management (Laverty 1996). Short-termism is strictly defined as “managerial decisions
and outcomes that pursue a course of action that is best for the short term but suboptimal over the

long run” (Mullins 1991; Laverty 1996), while the concept of managerial myopia has a different
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connotation in the strategic management literature and it usually implies “cognitive limitations to
the temporal dimensions of decision making” (Miller 2002). Short-termism incorporates the
intertemporal choice and uncertainty interplay inherent in managerial decision making, and it
includes issues as diverse as managerial motivations to manage for the long term (Hayes and
Abernathy 1980; Loescher 1984), managerial opportunism (Narayanan 1985; Rumelt 1987,
Campbell and Marino 1994), stock market pressures (Drucker 1984; Stein 1988; Froot,
Scharfstein, and Stein 1992), impatient investment capital (Porter 1992; Jacobs 1991) and
information asymmetry (Myers and Majluf 1984). On the other hand, managerial myopia follows
from management’s bounded rationality (Cyert and March 1963) and inherently limits the scope
of the alternatives and time periods considered when making strategic decisions Thus, the
assumption of opportunism or incentive incompatibility with the long-term shareholder wealth
maximization is not necessary (Miller 2002). Relatedly, Marginson and Mcaulay (2007) use the
construct of myopia to indicate managers’ difficulty of assessing long-term consequences,
irrespective of whether long-term outcomes may be suboptimal in some scenarios. Therefore,
given the distinctions that exist between the related constructs of short termism and myopia, it is
possible that the marketing literature’s approach to managerial myopia is limited to the former
definition. At the same time, the literature does not approach the notion of “cognitive limitations
to the temporal dimensions of managerial decision making”, thus limiting the field’s collective
understanding of myopic management by assuming managerial willingness to tradeoff short term
results for future growth as a given.

In this study, | focus on the construct of managerial short-term orientation and suggest
that it captures the managerial cognitive limitations regarding short term oriented actions, which

is conceptually distinct from prior research on myopia in marketing. To accomplish this task, the
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construct of short-term orientation builds upon the information disclosure in managerial
communication literature (Brochet, Loumiothi, and Serafaim 2012; Hollander, Pronk, and
Roelofsen 2010), the upper echelons theory (Hambrick 2007) and the cognition view of the firm
(Ocassio 1997). It incorporates the notion that organizations take their cues from the top
echelons of the firm, and to a large extent, managerial actions are driven by the issues top
management considers important as well as the decision frameworks used to reach such
decisions. For example, changes in R&D budgets aimed at meeting analysts’ earnings targets in a
given quarter are driven to a large degree by upper management (Graham, Harvey, and Rajgopal
2006). Thus, managerial short-term orientation may capture a wider range of drivers of
intertemporal managerial decision making than what has been studied so far in the myopic
literature in marketing. | use managerial short-term orientation to measure the degree of relative
attention that management pays to the short term by developing and validating a dictionary
containing key terms indicative of managerial cognitive focus. The construct incorporates the
degree of top management’s attention to the short term, using weighted counts of short term
oriented keywords from text mining and analyzing the language patterns of senior management
in quarterly conference calls with investors and analysts.

In this essay, | use the construct of managerial short-termism to examine whether top
management’s short term orientation tendencies have a systematic impact on the types of
marketing and innovation investments firms undertake and to what extent do such firm actions
mediate the link between managerial temporal orientation and firm performance. In essence, |
propose that corporate short term orientation, as a broad construct, may act as an antecedent to
specific myopic actions. Namely, I investigate the impact of increasing levels of managerial

short-term orientation on (1) marketing mix actions (i.e. types and frequency of retail promotions
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and promotional advertising used), (2) new product introductions’ degree of innovativeness, (3)
the type of institutional investor base attracted, and (5) on firm performance mediated through
the marketing and innovation actions studied.

This essay extends the literature on intertemporal-choice in managerial decision making
by: first, introducing and empirically measuring a construct which captures managerial short
term orientation, extending the scope of the myopic management research in marketing and
second, uncovering evidence that language patterns of top management’s communication with
analysts and investors during conference calls are indicative of firm-level temporal decision
making tradeoff tendencies, which in turn significantly influence marketing and innovation
investments and future firm performance.

CONCEPTUAL DEVELOPMENT
Managerial Short-Term Orientation

Managerial decision making should ideally involve such actions that emphasize long-
term value creation (Porter 1992), and at the same time achieve short-term results which enable
the firm to survive in the near term (Simmons 1995; 1999; Van der Stede 2000). Achieving this
kind of intertemporal balance is a central task for management at different levels of the
organization. Tilting the balance towards favoring short term actions brings about clearly
detrimental outcomes for the firm, i.e. suboptimal intertemporal tradeoffs (Hayes and Abernathy
1980). On the other side of the scale, or actions focusing exclusively on the long-term at the
expense of the short-term may also be suboptimal, due to the need for the firm to produce cash
flow in order to sustain its existence. In this study, | focus on the intertemporal choices that some
managers make in order to achieve short-term results. | use the construct of managerial short

term orientation defined as the degree of short term focus exhibited by top management.
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Overall, there is a rich literature on managerial intertemporal decision making in the
strategy domain. The sources of managerial short termism can be unified by (1) the cognition
view of the firm, or the notion that managerial actions are primarily driven by what issues the top
executives tend to pay attention to and what decision frameworks they use (Ocasio 1997) and (2)
upper echelons theory which implies that organizations “...take their cues from the top”
(Hambrick 2007). Thus I suggest that the top management team’s attention to temporal issues is
the ultimate driver of the firm’s emphasis on the short term, incorporating the combined
influence of all sources of short termism identified by the literature, and by design, it acts as an
antecedent to specific myopic actions for a number of reasons.

First, the managerial cognition view or the attention based view of the firm implies that
the decision frameworks used by top management and the issues they pay attention to impact all
their strategic decision making choices (Ocasio 1997). The set of issues that top management is
able to absorb, process, and interpret before making decisions is limited by the increasingly
competitive, dynamic, and globalizing marketplace (Walsh 1995). Furthermore, the complexity
of the issues, opportunities, problems, and solutions available often may exceed the limits of
managements’ cognitive capacity (Day 2011) and thus they may not be able to form a complete
picture of the information environment faced by their firms. As a consequence of the almost
unlimited information available in the environment, and the limited cognitive ability of managers
to organize and use it efficiently, they tend to selectively focus on issues they consider important.
In essence, based on prior experience (Walsh 1995), and the inability to possess and efficiently
use all available information to make decisions, managers develop cognitive “short cuts” or
mental roadmaps which they tend to use to make strategic decisions in different situations

involving incomplete information (Nadkarni and Barr 2008).



126

Second, taking a complementary viewpoint, upper echelon’s theory (Hambrick and
Mason 1984) is based on the concept of bounded rationality (Cyert and March 1963).As such, it
stipulates that managers are confronted with an excessive amount of information which they
cannot process efficiently, as much of it is ambiguous and complex. Therefore they fall back on
their past experiences, preferences, and other biases in order to deal with the complexities in the
operating environment (Cho and Hambrick 2006). Thus, upper echelons theory takes a different
approach to information processing, and suggests that managers would act on the basis on their
filtered understanding of the situations they face in the environment.

Taken together, both the attention based view of the firm and upper echelons theory
suggest that the top management team’s emphasis on the short term is likely to influence the
orientation, values, philosophies, as well as the ultimate strategic decision frameworks these firm
executives use to make decisions regarding strategic investments in marketing and innovation.
Subsequently, the strategic investments management undertakes while using such frameworks
impact the firm’s core strengths, such as innovation, cost leadership, niche marketing, customer
orientation, or the emphasis on (or de-emphasizing of) the building market-based assets (Porter
1979; Srivastava, Shervani, and Fahey 1999; Treacy and Wierseman 1993) and are therefore
reflected in future firm performance via its impact on those crucial marketing mix actions.

Marketing Investments and Managerial Short-Termism

Unique organizational resources and competencies that underlie long-term enduring
abnormal profitability cannot be grown “overnight”, but instead must be developed gradually
over a significant amount of time (Dierickx and Cool 1989). The sustainable competitive
advantages (SCA) literature suggests that since the barriers of imitation of a firm’s skills and

resources that have been built up over time tend to decay in the absence of maintenance
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investments, the continual existence and growth of the set of firm capabilities requires constant
monitoring and reinvestment in the existing sources of these assets, as well as investments in
other, new potential sources of competitive advantage (Bharadwaj, Varadarajan, and Fahey
1993). Organizational competencies developed by firms such as Wal-Mart, Nordstrom, Toyota,
Southwest, and Merck have taken many years to bring about competitive advantages, and must
be maintained and supported on an ongoing basis (Helfat 2007), as such competencies rest on
accumulation of trust and local knowledge, “residing” in the firm (Gibbons and Henderson
2010). As such, long-term investments can be viewed from the perspective of firms building a
stock of capabilities which continually erodes through processes of entropy and require constant
investment and maintenance (Rahmandan, Repenning, and Henderson 2014).

The dynamic capabilities literature (Dierickx and Cool 1989) suggests that marketing
investments which have the potential to become firm-based assets and capabilities cannot be
acquired directly from the marketplace, but rather represent the outcomes of an ongoing process
of accumulation (i.e. building stock variables). Consequently, management cannot control the
level of these assets (capabilities) directly, but rather can influence their rate of change
(Srivastava, Shervani, and Fahey 1998).This process of continually building marketing and
innovation market-based assets through long term investments versus focusing on short term
marketing and innovation tactics is at the center of the intertemporal choices facing management.
Drawing on managerial cognition and the sustainable competitive advantages literatures, | expect
that managerial short term orientation affects critical marketing strategy decisions by impacting
the nature of value generation and value appropriation (Mizik and Jacobson 2003) activities (i.e.
advertising and promotional activities, degree of innovativeness of a firm’s new products) which

in turn impact firm future performance. Figure 1 presents the conceptual model, in which
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managerial short term orientation leads to marketing mix investment choices in value generation
and appropriation (retail promotions, advertising, innovativeness), which in turn affect firm
future performance.
Advertising and Promotional Actions

The advertising literature in marketing has a rich tradition of examining the issue through
multiple lenses as it relates to firm value creation and value communication. From a resource
allocation viewpoint, marketing managers use advertising as a flexible vehicle to (a) build
awareness and enhance product knowledge (Keller 1991), (b) distinguish their product offering
from competitive products either directly or through a branding strategy (Fischer, Shin, and
Hanssens 2013), and (c) influence consumer choice (Hoch and Ha 1986). Such a marketing
action is expected to enhance brand reputation and perceived quality, facilitating effective value
communication and appropriation (Mizik and Jacobson 2003). The empirical literature provides
overall support for the value creating effects of advertising which (in general) results in superior
firm performance. Advertising serves as the most important value communication and
appropriation instrument that firms have at their disposal (Mizik and Jacobson 2003). Some
research finds that advertising increases firm revenues (Leone and Schultz 1980; Lodish et al.
1995), while others find a direct impact on firm stock performance, while controlling for the
indirect effects (Grullion, Kanatas, and Weston 2004; Joshi and Hanssens 2009; Xiong and
Bharadwaj 2014).

Accordingly, advertising as a value communication and value appropriation tool is likely
to be influenced by multiple contingency factors, including managerial short-term orientation.
Namely, investments in advertising can be used to affect near term performance goals, such as

reducing short term cash flow volatility and uncertainty through an emphasis on promotional
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advertising, albeit at the expense of increased consumer price and promotion sensitivity over
time (Mela, Gupta, and Lehmann 1997; Kopalle, Mela and Marsh 1999).

In the context of increasing managerial short term orientation, it is likely that the
temporal tradeoffs between investments in advertising with the goal of strengthening brand
equity (Jedidi, Mela, and Gupta 1999), enhancing consumer loyalty (Mehta, Chen, and
Narasimhan 2008), and affecting firm value in the future (Joshi and Hanssens 2010), would
contradict with the more salient goals espoused by management: namely, achieving stable short
term cash flow generation. The former investments’ longer term value generation implications
may not be salient to managers focusing on short term value appropriation, as their payoffs are
more uncertain and distant. Furthermore, a more short term oriented management team may not
be able or willing to process fully all the information needed to balance the short and long term
goals of the organization, thus it may simplify decision making by relying on overly simplified
decision rules (Day 2011). Therefore, when managerial short-term orientation becomes a part of
the corporate culture, I expect that firms would skew their focus of advertising and promotional
strategies to such tactics that emphasize increasing use of promotional advertising, focused on
generating higher levels of and less uncertain, current cash flows:

H1: Firms that exhibit increasing levels of managerial short term orientation increase
their use of promotional advertising.

Relatedly, managerial short term orientation may manifest through the use of other
promotional tactics, such as discounting, couponing, or paying for product features or displays at
the retail level. This is particularly important in the case of the consumer packaged goods (CPG)
industries, as such tools have the goal of achieving current (i.e. short term) cash flow generation

for the firm, disregarding the future impact on sales or profitability, which in many cases is
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negative (Mela, Jedidi, and Bowman 1998). This is because the decision frameworks and
cognitive “filters” management uses may not be able to account for such long term implications
of promotional marketing mix tactics. Therefore, if management exhibits an increasing short
term temporal orientation mindset, it is likely that the firm would focus on the increased usage of
value generating tools with a shorter term payoff structures such as retail promotions
(discounting, features and displays) in order to boost short term firm performance:

H2: Firms that exhibit increasing levels of managerial short-term orientation, increase
their use of promotional tactics such as discounting, product features, and displays.
New Product Introductions and Investments in Innovation

Innovation requires significant investment of resources, risk taking as well as foregoing
current returns in the hope of future cash flows; thus it represents a perfect microcosm to
demonstrate the intertemporal tradeoff of resources dilemma. Among the major findings in the
diffusion of innovation literature (Mahajan and Wind 1991) is that revenue from new products
may take considerable time to materialize and that revenue levels depend on several factors,
including the degree of product innovation (incremental vs. radical innovations), as well as the
focus on innovation placed within the firm (innovation intensity). The rich literature in
accounting, finance, and marketing, suggests that R&D (innovation) budgets are one of the most
direct channels via which management can prevent an earnings shortfall in a given quarter
(Roychowdhury 2006) thus exhibiting a pattern of managerial short-termism due to the
importance placed on stock markets’ reactions to any shortfalls in earnings measures.

Overall, the degree of innovation intensity is likely to be dependent on intertemporal
investment decisions that management makes, and should directly relate to the degree of short-

termism exhibited. For example, increasing managerial short term orientation is likely to impact
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the aggregate amount of resources invested into pursuing innovation projects; an increasingly
short-term oriented management, is likely to discount future research and development needs of
the firm and focus on maintaining and renewing the existing product offerings on a consistent
basis in order to ensure firm survival (Chaney, Devinney, and Winer 1991), as well as to
stabilize short term cash flows. Also, short term oriented managers emphasize current accounting
performance (i.e. earnings per share) as a metric to track their performance, and thus may be
inclined to manage earnings in order to ensure they meet their earnings targets. Consistent with
that logic, survey research shows that over 78% of chief financial officers are likely to underfund
discretionary expenses (i.e. R&D and marketing) if they were close to not meeting their earnings
targets for the current quarter (Graham, Harvey, Rajgopal, 2006). Therefore, the amount and
intensity of investments in innovation inputs (R&D), directly relate to managerial intertemporal
investment choices (short-term orientation):

H2a: Companies that exhibit an increasing level of managerial short-term orientation
tend to be increasingly less innovation intensive.

Furthermore, because R&D investments represent mostly the initial and ongoing input of
investments into innovation projects, it is important to also consider output measures of
innovation as well, in order to have a more robust picture of short-termism influenced innovation
practices. One such metric is the nature of innovation output, measured by the degree of
innovativeness of the final output (breakthrough or incremental). Breakthrough innovations are
defined as new products that are the first to bring novel and significant consumer benefits to the
market (Chandy and Tellis 1998; Sorescu and Spanjol 2008), usually at a significant investment
cost in terms of time and resources devoted to their development and commercialization.

Breakthrough offerings have the potential to create new markets and to capture a significant
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share of consumer spending. The initial market lead over competitive products may last for a
significant period of time providing it a de facto monopoly position, enabling it to capture higher
margins than incremental products (Sorescu and Spanjol 2008). Empirical research suggests that
the more innovative the product is, the more the financial market value it generates (Chaney,
Devinney and Winer 1991; Sorescu, Chandy and Prabhu 2003; Sorecu and Spanjol 2008).
However, breakthrough innovations require more investments in R&D and related processes
(Moorman and Miner 1997) which could hurt near term cash flows and at the same time, the
failure rate for such new products is alarmingly high (Min, Kalwani and Robinson 2006),
ranging from 33% to 60% (McMath and Forbes 1998), which would negatively impact the level
and volatility of the cash-flows, thus mitigating firm value. Consumers may perceive such
innovative products as being riskier (at least initially), and thus delay their adoption (e.g.,
Sorescu and Spanjol 2008), which consequently postpones cash inflows and increases the cash
flow uncertainty for the firm.

Taking the challenges in development and launch costs together, the high uncertainty and
potentially longer-term payoff structure associated with breakthrough innovation do not align
with an increasingly short term oriented management, as such managers would induce an overall
short term oriented culture at the organization-wide level, and would therefore likely de-
emphasize innovation projects which could potentially lead to breakthrough new product
introductions. This process may manifest through increasingly defunding promising, albeit costly
in the short term, research projects, or by enforcing decision rules and hurdle rates that align with
the increasingly short term orientation of management. Consequently, the mismatch between the
temporal orientation of management and that necessary for successfully developing break

through new product innovations widens:
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H2c: Companies that exhibit an increasing level of managerial short-term orientation
tend to introduce fewer breakthrough innovative new products.

On the other hand, Incremental innovation refers to new products which do not deliver
novel and significant benefits (Sorescu and Spanjol 2008). Incremental innovations, as minor
changes (non-novel) to existing products, typically have no patent protection and are easier to
imitate. Moreover, because they offer no novel or significant consumer benefits, such products
are likely to be priced competitively and generate no significant margins (e.g., Dixit 1980). Such
product innovations are likely to require less time and investment to bring to market, and are also
likely to provide less volatile and more certain cash flows in the short term, as the process of
incremental product innovations is necessary for long-term firm survival (Chaney, Devinney,
and Winer 1991). Empirical research shows that firm cash flows and future profitability are
enhanced through such product introductions on a regular basis in the consumer packaged goods
industry (Sorescu, Shankar, and Kushwaha 2007). Incremental products are likely to be adopted
more quickly as they require little change in consumer behavior and firms can more easily
communicate their attributes and benefits to consumers. Developing new products faster and
getting them adopted quickly accelerates firm cash flows (Srivastava, Shervani, and Fahey
1998). Depending on the level of improvement over the previous version of a product, such
incremental new product innovations also have the ability to increase the residual value of the
firm (Srinivasan et al. 2009).

Taking the costs and benefits of incremental innovation together, | expect that firms with
increasingly short term oriented management are more likely to place more emphasis on this type
of new product introduction pattern, than on breakthrough innovation, as incremental innovation

is less complex and risky, provides faster consumer adoption, and therefore produces quicker and
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more stable cash flows for the firm (Srivastava, Shervani and Fahey 1998). Therefore, as
incremental innovations have more near term results and thus their value can be appropriated
quicker into current firm financial results, | suggest that those attributes of incremental
innovation would make it attractive for short term oriented management; i.e. there is likely to be
a temporal orientation match between management’s preferred value generation and
appropriation horizons and the characteristics of incremental innovations:

H2b: Companies that exhibit an increasing level of managerial short-term orientation
tend to introduce more incrementally innovative new products.
Institutional Investor Ownership

Prior research classifies professionally managed funds and other entities that value short-
term benefits over long-term gains as short-term oriented institutional investors (Bushee 1998;
2001). Short-term institutional investors hold relatively small amount of stock in each individual
firm they invest in, while doing so in a large number of firms. As a group, such investor entities
hold large percentage of public companies’ outstanding shares, and the trend has been
increasing: between 1980 and 2010 the total market value of common stocks owned by such
institutions increased by 33% to $11.5 trillion (Blume and Keim 2014). These institutions are
subject to large short-term redemptions (by investors in the funds that they manage) thus
necessitating a short-term investment horizon. In effect, these institutional investors have high
levels of portfolio turnover and diversification (Bushee 2001). Short-term investors tend to
overweight the near term earnings component of value and underweight the long-term earnings
component (Bushee 2001). Thus they focus on current accounting earnings which are easily
quantifiable (i.e. earnings per share), and thus behave in a manner similar to arbitragers by

constantly turning over their stock holdings in order to capitalize on short-term gains
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opportunities (Shleifer and Vishny 1990; Cespa 2002). Furthermore, because fund managers are
evaluated quarterly and are under pressure to report good earnings (Graves and Waddock 1994),
offloading poorly performing stocks is a common practice around these time points, and in
particular the end of the fourth quarter. Therefore, such investors may not be able or willing to
afford long time horizons in their investment decisions (Porter 1992).

Thus, | suggest that an increasingly short-term temporal orientation of a focal firms’
management is likely to attract an ownership base which consists of a high proportional
ownership by short-term institutions for a number of reasons. First, top management’s increasing
short term orientation is likely to make them increasingly unlikely to invest in marketing and
innovation projects with longer term payoff structures (i.e. brand building advertising,
breakthrough new products) as such investments have higher costs and higher potential for
mispricing in the short-term. Second, an increasingly short term oriented management is likely to
attempt to meet current period earnings targets by (myopically) managing discretionary expenses
(i.e. marketing, R&D, maintenance and capital expenditures). Finally, by virtue of being short
term oriented, management may be (unwittingly) catering to the interests of short term oriented
institutional investors via its increasing focus on short term value generation strategies.

Thus:

H3: Companies that exhibit an increasing level of managerial short-term orientation tend
to attract an increasing proportional ownership by short term oriented institutional investors.
The Marketing Mix as a Mediating Process

I suggest that in order to uncover the complex processes through which managerial short
term orientation, and in general, intertemporal tradeoff of resources affect firm performance,

marketing mix actions, such as promotions at the retail level, promotional and aggregate
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advertising spending, as well as new product innovation policies and investments must be
explicitly considered. First, most prior studies only allude to the pathways of impact of myopic
actions on firm performance, without explicitly testing such frameworks. Second, short term
oriented resource tradeoffs are likely to occur through deemphasizing investments in less visible,
“discretionary” spending such as certain marketing initiatives as well as R&D budgets (Cohen,
Mashruwala and Zach 2010; Mizik and Jacobson 2007), due to their accounting statements
treatment. Therefore, | study the impact of managerial short term orientation on the marketing
mix and innovation metrics, as those marketing strategies are most likely to be affected by such
myopic management of resources (Graham, Harvey, and Rajgopal 2005). Furthermore, value
creation and value appropriation strategies (Mizik and Jacobson 2003) emphasize creating
customer value (through producing and delivering new product offerings) and appropriating the
value created (through the use of isolating mechanism such as the building of strong brands
through advertising). As such, marketing mix tactics and innovation strategies are key drivers of
firm performance and shareholder wealth.

I suggest that (at least in consumer packaged goods industries) the impact of an
increasingly short term oriented management on future firm performance manifests through an
increased reliance on (1) incremental new product introductions and an increased overall volume
of new product introductions at the expense of breakthrough innovations, (2) promotional tactics
at the retail store level (i.e. emphasizing discounts, features, and displays) as well as promotional
advertising for a number of reasons. First, as breakthrough innovation is inherently riskier than
incremental innovation (Sorescu and Spanjol 2008) and the increased uncertainty of payoffs with
the former make short term oriented management less likely to pursue such projects. This is

because top executives may not be able to cognitively organize and make sense of all necessary
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information for pursuing riskier breakthrough innovation projects with more distant payoff
structures. Thus, they are likely to respond to the complexity and uncertainty in the environment
by relying on previously proven innovation strategies and by deemphasizing the building of
market-based assets, and reducing their overall intensity of investments in R&D projects, as they
may not be able to justify the benefits of a long-term strategy emphasis (Sorescu and Spanjol
2008; Sorescu 2012). Thus, in the context of increasing short term managerial orientation the
increased focus on incrementally innovative new product offerings at the expense of
breakthrough new products, and the reduced intensity of investments in R&D projects are likely
to lead to increasing firm performance. This is because management relies on short term value
realization through its emphasis on incremental innovation, resulting in higher, more stable and
less volatile cash flows in the short term. Therefore, the innovation characteristics of new
product introductions, as well as the overall decreased intensity of investments in R&D projects
are all likely to partially mediate the relationship between managerial short term orientation and
firm performance.

Second, increasing managerial short term orientation is likely to lead to prioritizing
marketing mix strategies such as promotions and promotional advertising in order to skew the
value appropriation horizon of the firm to the nearer future. In the context of the CPG industries,
price competition between brands is usuallyt conducted using promotions (Shankar and Bolton
2004) communicated via advertising. Research has established the positive (near term)
performance implications of promotional tactics (Mela, Gupta, and Lehmann 1997; Mizik and
Jacobson 2007; Pauwels et al. 2004), albeit at the expense of brand image and future
performance implications. Yet, despite such detrimental impact, promotional tactics align with

an increasingly more short term orientation horizon of management, which is likely to be more
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concerned about current period cash flow maximization and reducing uncertainty of earnings
than long term value appropriating (i.e. isolating) mechanisms such as strong brands and
customer loyalty. Therefore, | expect that as managerial short term orientation increases the
importance placed on promotional tactics such as discounts, displays, product features, and
promotional advertising, the resulting increase in short term cash flows to in turn lead to higher
firm performance. Thus, | suggest that the marketing mix of consumer packaged goods
companies partially mediates the relationship between short term orientation and firm
performance. To summarize:

H4: Marketing mix and innovation actions mediate the relationship between managerial
short term orientation and firm performance.

METHODS AND ANALYSES PROCEDURES
Empirical Context
First, | obtain data on marketing-specific promotional variables from the Nielsen/IRI

Marketing Data Set purchased from http://mktsci.pubs.informs.org (Bronenberg, Kruger, and

Mela 2008) for all publicly traded firms tracked by that database which focuses on the consumer
packaged goods industry and has detailed promotional activities data for 30 large CPG categories
in 47 markets in the U.S. The categories include data on number of price reductions, products on
display, and products placed on special feature at the firm level. Second, I collect full-text annual
(fourth quarter) earnings conference calls between management and analysts from the
LexisNexis and MorningStar databases in order to build a panel dataset of mult-firm, multi-
period observations for all firms identified by the IRI dataset for the period between 2001 —
2010. The choice of quarter is important, as most firms and analysts place more importance on

year-end earnings calls (Cornell and Landsman 1989), as they tend to preview the upcoming
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fiscal year, as well as review the past performance in the year just ended. The transcripts include
information on all participants, date, duration, and location of the call. I eliminate transcripts
with missing company names, missing dates, or missing participant information. Furthermore,
some firms do not have published quarterly earnings reports, and | drop those from the sample. |
obtain the new product introductions data and innovativeness rankings from the Datamonitor
Product Scan Analytics database, which has been previously used in innovations research
(Sorescu and Spanjol 2008). 1 obtain firm financial data as well as data on institutional investor
ownership by manually matching firms by their names and tickers with identifiers in the
COMPUSTAT and CRSP databases. Last, upon merging the datasets, | have complete panel
dataset on 74 consumer packaged goods firms for the period 2001 — 2010 at the annual level.
Measures
Managerial Short-Term Orientation

I use content analysis of fourth quarter firm earnings conference calls in order to proxy
for managerial short-termism. Consistent with prior research, | use the following steps to
implement the text mining procedure; First, | develop, refine and validate a dictionary of key
temporal orientation-related terms relating to managerial short-termism (please see Figure 1).
Second, | compute the short-term orientation measure. Third, | check robustness and validity of
the dictionary and the short-term orientation measure.

Since there is no pre-existing keyword set in the marketing literature that represents
different temporal associations and managerial mindset metrics, | set out with the goal of
developing such a keyword set (i.e. dictionary) to attempt to capture the semantic network of
temporally-oriented language patterns of senior executives in conference calls with analysts. At

this stage, Following Kothari, Li, and Short (2011), I identify terms that are indicative of the



140

overall time horizon of managerial disclosure both manually and through a text mining
algorithm. After this step, | used an expert sorting task to identify terms with substantive validity
and to drop ambiguous terms and further refine the dictionary. The resulting final dictionary has
18 terms indicative of short-term managerial orientation. These terms indicate time period
related keywords measuring time periods below one calendar year in duration, such as quarter,
quarters, month, months, week, etc.

Second, to compute the short-term managerial orientation measure, | use the number of
keywords related to short-term information disclosed during conference calls throughout the
year, scaled by the total number of words contained in the information disclosure and take into
account each term’s inverse document frequency (Manning, Raghavan, and Schutze 2008). For
example, inverse document frequency of term i is defined as the logged result of the total number
of conference calls divided by the total number of documents containing at least one occurrence
of term i. Furthermore, | compute the short-term orientation measure as a weighted count of term
occurrences, by accounting for both document length and a term’s frequency of appearance
across conference call reports.

Firm Performance

Tobin’s q is a widely-used measure of firm value in marketing research (e.g., Sorescu and
Spanjol 2008; Dotzel, Shankar, and Berry 2013; Rego, Morgan, and Fornell 2013). Because it is
based on stock prices, Tobin’s g is inherently forward looking and risk adjusted, as the market
value of the firm (i.e. the numerator) is the discounted value of the future cash flows, and the
discount rate used to arrive at the present value of such cash flows reflects the risk adjustment
(Chung & Pruitt 1994; Perfect and Wiles 1994). Because Tobin’s q reflects the market’s

expectations of the firm’s future performance, it is more responsive to such strategic signals and
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better captures their impact over multiple years than any single measure of a firm’s annual
performance (e.g. sales, profits, cash flows) (Lee and Grewal 2004). Following Chung and Pruitt
(1994), I calculate Tobin’s g as:

TQit = (MVE;; + PSj; + DEBT;) / TAi; @
,where MVE is the closing prices of shares at the end of the financial year multiplied by the
number of common shares outstanding, PS is the liquidation value of outstanding preferred
stock, DEBT = (current liabilities — current assets) + (book value of inventories) + (long-term
debt), and TA is the book value of total assets.
Advertising

I use advertising data from COMPUSTAT’s annual file which contains company
reported total advertising spending over the course of the calendar year. | also use a sub-sample
of annual advertising data for the years 2009 and 2010 from the TNS dataset which provides a
breakdown of aggregate advertising spending into promotional advertising (i.e. intended to
support a particular brand of the company’s product line) and corporate brand advertising (i.e.
advertising intended to build the brand image of the corporation overall).
Promotions

I collect the promotional variables for the study from the IRI Marketing Dataset. The first
promotional variable, price reduction equals the count of the aggregate number of units of
products sold at a discounted price in a given time period by each company in the dataset. This
measure does not incorporate the percentage magnitude of the discounts, due to lack of data
granularity. Similarly feature reduction and display reduction represent the aggregate number of
product units sold which were either promoted by a special feature with the retailer or part of a

special display (at an additional merchandising cost to the manufacturing firm).
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Product Innovations

| obtain measures for the degree of product innovativeness from Datamonitor’s Product
Launch Analytics database, which tracks new product launches in the consumer packaged goods
(CPG) industries. I follow Sorescu and Spanjol (2008) and Wies and Moorman (2015) and use
the product innovativeness ratings provided by Product Launch Analytics to classify new product
introductions as breakthrough or incremental. Breakthrough innovations in the CPG context are
defined as new products that are the first to bring novel and significant consumer benefits to the
market (Chandy and Tellis 1998). Such benefits could create entirely new markets or consist of
new formulations or new technology. On the other hand, incremental innovations are new
products which do not deliver novel and significant benefits.
Short-Term Institutional Investor ownership

I use Bushee’s (2001) measures of SEC rule 13f investors’ investment horizon to
categorize institutional investors. He classifies institutional investors into groups by drawing on the
specific characteristics of investment horizons that are expected to increase the pressure on
managers toward either a short or long-term orientation in investment decisions. The use of the
investor type classification system is consistent with its prior implementation in empirical
accounting research (Dikolli, Kulp, and Sedatole 2009; Akins, Ng, and Verdi 2012; Brochet,
Loumioti, and Serafeim 2012). The classification system uses institutions’ expected investment
horizons for each quarter, by first conducting a principal factor analysis, followed by a k-means
cluster analysis to place institutions into groups based on a number of variables previously
determined to describe institutional investor trading behavior. In the case of the short-term
investors, the main differentiating factors from other institutions are the significantly higher

portfolio turnover and the highly diversified nature of the portfolio holdings. Consistent with prior



143

accounting research, | measure the proportional ownership by short-term institutional investors
using the percentage of outstanding stock they own in each investee firm at the end of each fiscal
year.
Control Variables

Following prior research, | use firm size operationalized as a log of total revenues to
incorporate any economies of scale effects (Pauwels et al. 2004; Srinivasan et al. 2009; Sorescu
and Spanjol 2008). R&D intensity and advertising intensity are scaled by the firm’s total sales,
and control for firm-level propensity to return on assets (ROA) is operationalized as earnings
before interest, taxes, depreciation, and amortization divided by firm total assets and serves as a
measure of past accounting performance (McAlister, Srinivasan, and Kim 2007). Firm leverage
is the value of long-term debt divided by the sum of long-term debt and the market value of the
firm, and competitive intensity (Hirschmann-Herfindahl Index) is the sum of the squared market
shares of all firms in each industry. Table 1 summarizes correlations statistics for each of the
variables in the data set and Table 2 presents the descriptive statistics.

Models and Estimation Procedures

| test the hypotheses using panel data (i.e. 47 firms across 10 years); the panel data
structure and the nature of the specified relationship potentially introduces concerns about
endogeneity (i.e. omitted variable bias, measurement error, simultaneity, and dynamic
endogeneity). | use alternative methodological approaches to test the hypotheses in a way that
addresses these concerns. First, | estimate the following model to test for the impact of short-
term managerial orientation on institutional investor presence:

(1) Institutional Ownership;; =fo+f1 MSTO i11+f2 Zit + B3 Y5080 YearDummy i+ U; + &y,
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Second, | estimate the models 2a and 2c in simultaneous systems of equations in order to account
for simultaneity engendered endogeneity concerns with new product introductions:
(2a) R&D Intensityi =Bo+f1 MSTO ir1+85 Zir + 3 15007 YearDummy i + Ui + &y
(2b) Breakthrough Innovations;; =Bo+#1 MSTO i1+82 Zis + 3 Y3089 YearDummy i + u;+
€it
(2c) Incremental Innovations;; =Bo+f1 MSTO i11+f2 Zit + B3 Y5080 YearDummy i+ u; +
Eit
Third, I estimate equation 3 separately, only using a subset of the data due to data availability:
(3) Promotional Advertising  =fo+f1 MSTO i1 1+f2 Zit + fz Y2088 YearDummy iy + U; + &iy,
Fourth, as in the case with new product introductions, simultaneity engendered endogeneity also
arises in the case of firm promotional actions, therefore, | estimate the following three equations
(4a-4c) jointly:
(4a) Promotional Discounts;; =o+f1 MSTO ;11482 Zit + B2 Y5089 YearDummy iy + U; + &iy,
(4b) Promotional Displays;; =fo+f#1 MSTO 1482 Zit + f2 Y2089 YearDummy i + u; + iy,
(4c) Promotional Features;; =fo+f1 MSTO i1 1+f Zit + f2 Y2080 YearDummy i+ U; + &y
In equations 1 — 4, i stands for firm, and t for time (year); MSTO; ., is the focal variable of
interest, managerial short-term orientation, and Z; is a vector of control variables including firm
size, leverage, advertising and/or R&D intensity, ROA and industry concentration as described
previously. Y2039 Year Dummy is a set of mutually exclusive year dummies; u; is time
invariant unobservable factor and ¢;¢ is an i.i.d. error term.

These model specifications have the following characteristics. First, they account for time
invariant, unobserved and firm-specific differences (u; ). Second, models 2a — 2c, as well as 4a —

4c directly address the simultaneity endogeneity concerns by joint estimation and rule out any
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reverse causality as they estimate the effect of past managerial short-term orientation on current
levels of the dependent variables of interest (new product introductions and promotional
activities, respectively). Third, including ROA and advertising and R&D intensity as predictors,
potentially eliminate firm-level endogeneity introduced by efficiencies (ROA) (Feng, Morgan,
and Rego 2015) and learning from utilization of advertising and R&D resources at higher
intensities than competitors.

In order to test the mediation hypotheses (i.e. the impact of MSTO on firm performance
via firms' marketing actions), | estimate the following mediation framework:

(5) Firm Action j;=ao+ a1 MSTO 1+ az Zi; + iy

(6) Tobin'sq it=fo+ ' MSTO 1+ p1Firm Action g + f2 Zit + riy,

where a and S are intercept terms and r;; is a regression residual. The rest of the variables are
the same as specified previously. The coefficients a1 and £; are then used to assess the presence,
strength, and the significance of the indirect effect of managerial short-term orientation on firm
performance (Tobin's q) via the set of firm actions specified in the hypotheses, including new
product introductions (breakthrough and incremental) and innovation intensity (R&D intensity),
promotional activities (discounts, displays, and features) and advertising (promotional
advertising). | estimate Equations 5 and 6 via generalized structural equations modeling
(GSEM), as suggested by Preacher, Rucker, and Hayes (2007).

Although the model specifications of Equations 1 — 4 mitigate concerns about unobserved
firm-specific heterogeneity and endogeneity concerns, these considerations may not be fully
alleviated. Furthermore, if I cannot claim on theoretical grounds that the short-term managerial
orientation effect is uncorrelated with the error term €;; in models 1 — 4 (e.g., due to omitted

variables), I use an instrumental variables (IVs) approach and look for an 1V that correlates with
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the managerial orientation variable, but not with the unobservable variables (which are part of
the error term) that in turn determine firm performance, or the other dependent variables.
Therefore, | find an IV to meet the relevance and exclusion criterion (Angrist and Pischke 2009).
I use the prevalence of managerial short-termism (operationalized as the average managerial
short-term orientation) at competitor firms at the industry level as my primary 1V. | define
competitor firms as those sample firms that operate in the same two-digit SIC code(s) as the
focal firm. Specifically, for each k =1, ... K SIC code , given that there are i = 1, 2, ....Ny firms
listed in the code, the IV for firm | would be the average managerial short-term orientation value
of all firms in code k other than firm | divided by N - 1.

In order to verify that average short-term managerial orientation at the industry level is a
strong IV, | need to demonstrate instrument relevance (i.e. that the 1V predicts focal firm
managerial short term orientation) and also argue that it meets the exclusion restrictions (i.e. the
IV does not correlate with the error term that contains any omitted variables). First, in terms of
instrument relevance, | attempt to make the case that managerial short term orientation among
industry competitors correlates with such orientation at the focal firm (Germann, Ebbes, and
Grewal 2015). | propose that this is the case, since the focal firm faces similar market conditions
and the expectations of these firms are uniformly similar, as I limit my sample to all publicly
traded firms from the consumer packaged goods industries from the IR1/Nielsen data base.
Moreover, the sample firms are relatively large, and invest in both advertising and innovation,
functions which relate to the core firm activities likely to be influenced by managerial short-term
orientation. Therefore, similar market conditions and similarity of managerial expectations
should argue for relevance of the instrument. Second, in terms of meeting the exclusion

restriction, or why the 1V should be uncorrelated with the omitted variables that affect firm
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performance of the focal firm, I attempt to theoretically demonstrate that the two types of
omitted variables of concern (e.g. firm-level and exogenous shocks) have limited impact in the
study context. Namely, firm-level omitted variables, such as corporate organizational culture is
not likely to pose an issue, as firms cannot collectively observe and/or act on a focal firm's
omitted variables in a strategic manner, as cultures are likely to be difficult to imitate (Grewal
and Slotegraaf 2007). Therefore, it is unlikely that competitors would be able or willing to take
collective actions against the focal firm, and as such, the IV is unlikely to be correlated with the
omitted variable and therefore the error term that contains such variable, thus meeting the
exclusion restriction. Next, | consider the second type of omitted variable that is of concern,
exogenous shocks that may affect firm performance and managerial short term orientation
systematically, thereby implying a correlation between managerial short term orientation and the
error term (which also contains the exogenous shocks). Srinivasan, Lilien, and Sridhar (2011)
suggest that such shocks could include economy-wide boom and bust cycles in which the overall
health of the economy influences organization-wide marketing and innovation investments and
orientation. I include time-fixed effects to proxy for such shocks in all model specifications.
Industry-specific shocks are unlikely to pose a problem in this study context, as the firms
represented in the sample are pulled from related consumer packaged goods industries, thus such
shocks would impact all firms in a similar manner.

I use the two stage least-squares random-effects estimator for estimating equations 1 and
3, given the panel structure of the data. In estimating the mediation relationships (Equations 5
and 6) as well as equations 2 and 4, | use a two-step GSEM approach with instrumental variables

due to the joint estimation necessary to control for serial correlation in the error terms. In all
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equations, managerial short term orientation is operationalized as the lagged value of its
instrumental variable.
RESULTS
Impact of Managerial Short Term Orientation on Firm Actions

| present the results of the hypotheses testing starting with Table 3. First, | present the
results from testing the impact of managerial short-term orientation on future short term
institutional investor ownership in Table 3. The result suggests that managerial short-term
orientation is positively associated with future short-term investor ownership (81 = 4.0335, p <
.10), controlling for firm size, advertising intensity, ROA, and firm leverage. As the direction of
the causality can be theoretically reversed (i.e institutional investors’ pressures may lead to a
higher short-term orientation of management) and to enhance the robustness of this finding, | run
granger causality tests (Granger 1988). This test estimates that if a signal X; granger causes a
signal X, then the past values of X; should contain information that helps to predict X, above
and beyond the information contained in the past values of X, alone. The results suggest that
short-term orientation granger causes short term institutional investor ownership (please see
Table 3), while the reverse relationship is not statistically significant.

Second, I present the results from testing equations 2a and 2b in Table 3, which indicates
that managerial short-term orientation is systematically associated with a firm's pattern of new
product introductions in the following way: it has no impact on the number of breakthrough new
product introductions, however, it is positively associated with the number of incrementally
innovative new products (1 = .7176, p <.001), as well as with the total number of product
introductions (1 = .6960, p <.001). Overall, controlling for firm size, advertising intensity,

ROA, and leverage, these analyses show that a short term oriented top management team
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significantly impacts the pattern of new product introductions by introducing more incrementally
innovative new product which is reflected in the sheer number of new product introductions,
consistent with my hypotheses. Because the dependent variables in these models represent
counts, and in particular, the count of breakthrough new products contains multiple zero
observations, as such products are relatively rare, | also used a negative binomial model to
estimate equations 2a — 2¢. A Vuong test indicated that a zero-inflated negative binomial model
IS not necessary, thus | estimated the negative binomial model for innovation, with the results
remaining consistent with those reported in Table 4.

Third, I present the results from equations 3 and 4 for the impact of managerial short term
orientation on promotional actions. The estimates for the direct effect of managerial short term
orientation is positively associated with all promotional activities: firms seem to rely on more
price discounting (B = .0058, p < .001), place more products on display (B; =.0379, p <.001),
feature more products at the retail store level (3; =.1824, p <.001), and rely on more
promotional advertising (B1 = .6720, p < .10). These results suggest that controlling for firm size,
advertising intensity and accounting performance (ROA), managerial short term orientation is
associated with an increased reliance on promotional firm tactics.

Mediation Models for Firm Performance

I test the mediation hypothesis using Baron and Kenny's (1986) arguments that if firm
innovation and promotional actions mediate the effect of short term managerial orientation on
future firm performance, | will observe (1) managerial short term orientation predicts firm
actions (promotions and new product introductions), (2) firm actions predict future firm
performance, and (3) the direct effect of managerial short term orientation on future firm

performance is weaker when the effect of firm promotional and innovation actions are accounted
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for. Results reveal that (1) managerial short term orientation negatively predicts R&D intensity,
while it positively predicts incremental new product innovation, and total new product
innovation with coefficients of -1.2197 (p < .05), 1.0799 (p<.10), and 1.0814 (p < .05).
Furthermore, managerial short term orientation positively predicts promotional tactics such as
the number of discounts given (.0021, p <.001), aggregate number of products featured (.0326, p
< 001), and the number of products on display (.5829, p <.001); (2) R&D intensity, incremental,
and total product innovation predict future Tobin's g with coefficients .0703 (p <.001), .0758 (p
<.05), and .0767 (p < .05) respectively. The promotional mediators in turn predict future Tobin's
g as follows: discounts (.0009, p < .10), featured products (.0002, p < .05), and displayed
products (.0003, p <.001); (3) the direct effect of managerial short term orientation on future
Tobin's g does not reach significance when accounting for firm innovation and promotional
actions in any of the mediation frameworks tested.

These results suggest partial mediation for the impact of managerial short term
orientation on firm performance (Tobin's q) through firms' innovation and promotional actions
and provide support for the mediation hypotheses. This finding suggests that managerial short
term orientation is a significant predictor of firm performance through its impact on resource
allocation (i.e. R&D investments) and the increased focus on a certain types of new product
introductions (incrementally innovative new products) and on the total number of new product
introductions (i.e. volume), perhaps at the expense of breakthrough innovation. Furthermore,
short term orientation manifests its impact on firm performance through influencing the firms'
reliance on promotional tactics which help boost (short term) performance, a finding consistent

with the literature on promotions' impact on firm performance.
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In contrast, the mediation test results do not lend support for partial mediation of
managerial short term orientation on firm performance via advertising proxies (i.e. promotional
and aggregate advertising investments). Overall, these results suggest that a short term oriented
managerial mindset affects firm's performance mainly through its effect on the resources
dedicated to and the types of new product innovation pursued, as well as through specific
promotional activities at the brand level.

Robustness checks

I perform two checks to establish the robustness of the findings. First, | perform outlier
influence tests by winsorizing the data to the fifth and tenth percentile and results remain
substantively unchanged. Second, | used alternative model specification for estimating equations
2 and 4, as the dependent variables in these models is a count. In particular, | used a poison
specification to account for the count nature of the innovation and promotion dependent
variables, with the results remaining substantively unchanged.

DISCUSSION

This essay provides several important implications to the literature on intertemporal-
choice in managerial decision making. First, I introduce and empirically justify a novel construct
which captures managerial short term orientation, and find that it extends the scope of the
myopic management literature beyond the narrow focus on accounting statements-based metrics.
I develop the construct of managerial short term orientation based on managerial mindset metrics
gleaned from the coding and textual analysis of speech patterns during end of quarter conference
calls of management with investors and analysts. | find that this operationalization of managerial
temporal orientation is a better fit with the literature on corporate intertemporal decision making

from the strategy literature, as it directly measures the impact of intertemporal tradeoffs on
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concrete marketing mix and innovation firm actions and ultimately on firm performance. Second,
I find that managerial short term orientation is a complex, culture based, firm specific construct,
consistent with the cognition view of the firm and upper echelons theory (Ocasio 1997;
Hambrick 2007), as firms which exhibit short term managerial orientation are systematically
linked with firm actions that manifests such managerial views throughout the organizational
structure via marketing mix and innovation actions. Clearly, organizations do take their “cues
from the top” when it comes to firm tactical choices of marketing mix and innovation actions.

Taken together, these findings suggest that managerial attention to temporal orientation
decision making and tradeoffs have a profound impact on the choice of marketing mix and
innovation tactics pursued by the firm, and in particular, that short term orientation affects firm’s
strategy and operations in a systematic way, by emphasizing promotional tactics at the expense
of longer term investments into nurturing market based assets, as well as an overreliance on
incremental innovation, perhaps at the expense of breakthrough innovation. Finally, managerial
short term orientation’s effects on firm performance seem to be mediated through firm marketing
and innovation actions.

As an initial effort to introduce a new construct, this study is subject to several
limitations. First, the focus on consumer packaged goods industries limits the generalizability of
findings, in particular, regarding the nature of the impact of managerial short term orientation on
promotional actions, as such actions are more characteristic of firms in that industry, than most
other industries. Second, it is possible that the proposed dictionary does not fully capture all
temporal variation that exists in the language patterns of executives, as it was tested using
conference calls with analysts and investors. It may be beneficial to test the short term

orientation proxy using other forms of corporate communication for validation purposes. Third,
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as managerial short term orientation is a context free measure of corporate temporal orientation,

future research may benefit from developing more context specific marketing oriented measures
of temporal orientation. Finally, the data on promotional advertising is difficult to obtain and not
widely available to researchers, thus making the generalizations of the results of this essay

applicable mostly to the consumer packaged goods and similar industries.
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TABLES



Table 1
Correlation Matrix

1 2 3 4 5 6 7 8 9 10 11 12
STO 1
Tobin's g .0312 1.
ADVG .0623  .2496 1.
R&D -0185  .3015 -.0395 1.
SIZE .0025  .0239 -.2268 .3543 1.
ROA -0346  .3918  .0498 2154 2724 1.
Leverage .0133 -428 -.0126 -.158 .0063 -.348 1.
HHI .0749 -0798 .0319 -1207 -1989 -.0756  .1072 1.
Investors 1015 -.029 1076 -.0917 -1726 -1074  .0181 3277 1.
Discounts ~ .0307 14 -062 -.0844 4348 1517 -1362 -.0896 -.1444 1.
Displays .0539 2028 -.0054 -.0914  .2945 164  -1654  -.0847 - 132 7497 1.
Features .0268  .1507 -.0632 -.0968  .4316  .1493 -145 -0613 -1304 .9738 .7838 1.

155



156

Table 2

Descriptive Statistics
Variable Obs M SD Min Mdn Max
STO 490 71212 241 0 .7439 1.3421
Tobin's q 575 1.6315 1.2317 -3094 13322 10.7061
Investors 424  26.5186 11.5231 0 27.35 95.77
Marketing Mix Variables
ADVG 474 0754 1062 .0001  .0355 6871
R&D 655 0173 .0287 0 .0044 1517
Discounts 603 382935.4 763218.4 0 36253. 4,400,000
Displays 603 1021759 311744.6 0  4575. 3,000,000
Features 603 172279.4 371219.9 0 7486. 2,100,000
Controls
Firm size (log of total revenues) 655 8.1523 1939 17346 8.3362 11.6232
ROA 645 159 .0832 -5904  .1535 3821
Leverage 575 1961 1813 0 .1501 9232
HHI (Competitive Intensity) 441 .0438 .048 0 .0358 .6038

Table 3
Managerial Short Term Orientation and Institutional Investor Ownership
Variable Short Term
Investor
Ownership

Short-Term Orientation (t-1) 4.0335*
Controls
Firm Size 3.8494***
Advertising - 7912%**
ROA 6349***
Leverage 1065
Number of Observations 324
Time Fixed Effects YES
F-test 13.84***
Granger Causality Tests
Short Term Orientation - Investor Ownership (x2) 2.938*
Investor Ownership = Short Term Orientation (x2) .185




157

Table 4
Managerial Short Term Orientation and Innovation Actions
Breakthrough Incremental Total
Innovation
Short-Term Orientation (t-1) -.2081 J176%** .6960***
Controls
Firm Size STTL*** .9538*** .9439***
Aggregate Advertising 4.3280*** 5.8816*** 5.8446***
ROA -2.4677*** -.5166*** -.6038***
Leverage -3.6565*** -2.3088*** -2.3631***
Number of Observations 449 449 449
Time Fixed Effects YES YES YES
Table 5
Managerial Short Term Orientation and Promotional Actions
Variable Discounts Displays Features Promotional
Advertising
Short-Term Orientation .0058*** .0379*** .1824*** 6720*
(t-1)
Controls
Firm Size -.0611*** -.2037*** -.0466*** 9373***
Aggregate Advertising - 7164*** A741%** -1 .3724%**
ROA -.4030*** TL4TH** -.2373*** 2.9400
Number of 375 366 340 103
Observations
Time Fixed Effects YES YES YES YES
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Figure 1

Keyword Proxies for Firm Time Horizon Orientation
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CHAPTERS

CONCLUSION
Overall, in this dissertation, | attempt to uncover and empirically test a number of important gaps
in the myopic management literature in marketing. | find that internal as well as external factors
combine to create pressures for a corporate atmosphere conducive to myopic actions to occur and
to systematically impact marketing and innovation activities of publicly traded firms. Top
management team compensation horizon along with the presence of short term oriented
institutional investor funds drives managerial myopia, while firm leverage, financial analyst
following, and competitive intensity seem to moderate those relationships. Furthermore, 1 find
that external factors, such as ownership by short term oriented institutional investors tend to
moderate the relationship between new product innovativeness (breakthrough vs. incrementally
innovative new product introductions) and the ultimate payoff in financial markets, presenting
one of the pathways via which stock market factors may influence managerial innovation
policies. Finally, I introduce the construct of managerial short term orientation, which is distinct
from managerial myopia as it is based on language patterns of top executives uncovered by
textual analysis of conference calls with analysts. Using multiple estimation approaches, | find
that managerial short term orientation is systematically linked with firm use of promotional
tactcs and advertising, as well as with an increased pattern of incremental vs. breakthrough
innovation and finally, with increased presence by short term institutional investors. Overall, this

dissertation presents some novel findings regarding the underlying processes and the impact of
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managerial myopia on marketing and innovation policies, as well as a different conceptualization

of managerial myopia, in the new construct of managerial short term orientation.



