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JungHwa Suh (Korea), Ho-Young Lee (Korea), Hansol Lee (Korea)

THE ASSOCIATION BETWEEN
FOREIGN DIRECTORS

AND OPPORTUNISTIC
FINANCIAL REPORTING

Abstract

This study examines the effect of foreign directors in the board of directors on the moni-
toring function by analyzing the association between foreign directors and opportunistic

financial reporting. The authors address this question by examining the effect of the for-
eign directors in the board on firms’ discretionary accruals and book-tax difference. The

researchers analyze by using Korean firm data for the years 2001-2014 as Korea is one

of the few countries that nepotism is strong within the board, providing the ideal setting

to analyze the effect of foreign directors on the monitoring function of the board. The

authors find that foreign directors have a positive effect on the monitoring function of the

board, as discretionary accruals and book-tax differences of firms with foreign directors

are lower than those without foreign directors. Further, the researchers find that the posi-
tive effect of foreign directors on the monitoring function is more pronounced if foreign

directors are independent directors or expertise in accounting or finance. Overall, the

findings support the view that foreign directors in the board increase the board diversity,
which increases the independence of the board and so the monitoring function.

Keywords foreign director, board diversity, board independence,

monitoring function, opportunistic financial reporting,
discretionary accruals, book-tax difference

JEL Classification  M480
INTRODUCTION

As global management and multinational corporations are becom-
ing common, many Korean firms are expanding their businesses to
overseas markets, and the rapid development of the internet, commu-
nication technologies, and distribution channels are accelerating the
growth of international trade. Therefore, corporations today require
to design their business strategies on a global basis and develop their
products and services that work across borders, so today’s multina-
tional firms need to have directors or leaders who can develop busi-
ness strategies that work effectively outside of their own territory.

The demand for foreign directors, therefore, is increasing because of
the pace and nature of globalization. Recently, Korean firms are ac-
tively appointing foreigners as members of board of directors to rey
spond to the rapidly changing foreign markets and to seek new busi-
ness opportunities’?. Prior researches offer that foreign directors bring

1 IBM, the multinational firm, organized a Task Force (TF) team of executives — divided into
eight groups including Asian, Black, Hispanic, Native American, LGBT, Men, Disabled, and
Women - and set environment and policy to engage in business without any discrimination
in every part such as recruitment and project (The Economic Daily, 2015).

2 It is no longer surprising that major Korean corporations are making higher sales in
overseas markets than in the domestic market. With the globalization of their businesses,
major Korean firms are actively hiring foreign directors, Peter Schreyer, the former chief
designer at Hyundai-Kia, is a typical example (Yeonhap News, 2016).
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the variety of backgrounds, experiences, and knowledge to the boardroom that enhances the firm per-
formance and the value (Oxelheim & Randoy, 2003; Masulis et al., 2012; Byoun et al., 2016). Therefore,
firms are actively appointing foreigners as members of board of directors with the expectation that they
will help business expansion by bringing diverse perspectives and viewpoints to the boardroom.

Prior studies show that strong governance helps firms to improve monitoring function, restricting man-
agers’ opportunistic behaviors (Denies & McConnell, 2003; Bhagt & Bolton, 2008; Chen et al., 2009).
According to the prior literature, the benefit of including foreigners in the boardroom is not only the in-
crease in the value of the company, but also the enhancement of the corporate governance. According to
Fama and Jensen (1983), from the perspective of the board of directors, the good corporate governance
is the governance that reduces dissensus among stakeholders and that effectively overwatches manag-
ers’ activities. These major functions of the boardroom are strengthened with board’s independence
(Dechow et al., 1996; Beasley, 1996), and the research by Carter et al. (2008) suggests that the indepen-
dence of the board increases with the board diversity. Bhagat and Bolton (2008) also suggest that the
board independence is required to discipline management of poorly performing firms. Thus, the inclu-
sion of the foreign directors in the firm helps firms to form an effective board of directors by increasing
the independence of the boardroom.

While firms benefit from including foreigners in the boardroom, on the other hand, there could be cost
incurred from board diversity due to greater communication and coordination problems among board
members. Diverse directors with different background and characteristics can increase the conflicts
among members of the board and impede the decision-making process’. Also, since the main purpose
of including foreign directors in the board is to develop the business strategies to expand the businesses
to the foreign market or to make efficient decisions, the positive effects of foreign directors may be lim-
ited only to the business operation.

The effect of foreign directors in the board and board diversity are one of the major areas of interest in
the corporate governance literature. Thus, most of the extant literature has explored the relationship be-
tween the board diversity or foreign directors and the firm performance. However, the effect of foreign
directors or board diversity on the specific functions of boardroom has not been explored. Therefore,
our research focuses on the monitoring function of foreign directors in the boardroom.

As mentioned above, there are two general conflicting views regarding the monitoring function of for-
eign directors in the boardroom. Some researchers suggest that diversity leads to greater independence,
improving the monitoring function of the boardroom. On the other hand, some other researchers assert
that there can be the negative effect of board diversity on monitoring function, because the different or
disparate background and characteristics cause the coordination and communication problems, which
reduce the efficiency of monitoring function (Masulis et al., 2012).

In this research, we hypothesize that the board diversity enhances the monitoring function of the board,
as diversity increases the board independence by preventing or restricting nepotism that reduces the
monitoring function. To examine the effect of foreign directors on the monitoring function, we ana-
lyzed the influence of foreign directors on the opportunistic financial reporting by examining how the
existence of foreign directors in the board of directors affects the firms’ discretionary accruals and
book-tax difference.

Our study has several contributions to the literature. First, this study clarifies ongoing disputes on the
effectiveness of foreigners in the board of directors by analyzing the monitoring functions of foreign
directors. This study provides useful implications for such stakeholders as regulators and investors to

3 In 2007, LG Electronics filled all senior vice president positions in with foreigners. However, all of them were either replaced or fired three
years later. LG was criticized for appointing foreigners to top positions without concerning cultural differences (Hankyung Biz, 2010).
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understand the effect of foreign directors on opportunistic financial reporting. Second, understanding
the role of foreign directors in the countries where strong nepotism exists will help international inves-
tors and multinational companies in making investment decisions.

The paper is organized as follows. We provide prior literature and theoretical background in the first
section. In the second section, we discuss hypotheses development. We present the methodology and
empirical results in the third section, and the final section provides the conclusion of the research.

1. PRIOR LITERATURE

AND THEORETICAL
BACKGROUND

1.1. The role of the board of directors

Generally, the board of directors is believed to
have three major roles: (1) monitoring and con-
trolling role; (2) service role; and (3) resource de-
pendence role (Johnson et al., 1996). Monitoring
and controlling role, one of the most important
roles of the board, is a fundamental concept de-
rived from the agency theory, and many research-
es have focused on this such role of board of direc-
tors in the decision-making and implementation
process (Daily & Dalton, 1994; Fama & Jensen,
1983; Goodstein & Boeker, 1991). As one of the
most important monitoring devices in the firm,
board of directors’ main purpose is to resolve the
shareholder-manager conflict by mitigating the
agency problem through monitoring activities
(Fama & Jensen, 1983; Jensen & Meckling, 1976;
Zahra & Pearce, 1989). According to Carter et al.
(2008), board of directors can maximize its effec-
tiveness of monitoring function by diversifying
its members. They suggest that board diversity in-
creases its independence, enhancing the monitor-
ing function. Masulis et al. (2012) also argued that
director diversity enhances the managerial moni-
toring as diversity brings a variety of experiences,
backgrounds, and knowledge.

1.2. Board diversity and foreign
directors

Extant researches are usually focused on the re-
lationship between the board diversity and firm
performance. Most of the researches related to
board diversity examine the effect of gender and
ethnic diversity, but the researches on the effect of
foreigners themselves on the functions of board-

100

room have not been conducted sufficiently. Jeon et
al. (2017) analyzed the relationship between board
diversity and earnings management. In particular,
they used gender, former bureaucrats, and foreign
director as proxies for the board diversity and ex-
amine the effect of diversity on the real earnings
management. The result of the study offers that
board diversity is negatively associated with the
real earnings management. However, they could
not find any significant relationship between for-
eign director and real earnings management. They
concluded that communication problems that
arise from the difference in backgrounds may un-
dermine the monitoring function of the board.

Gwak et al. (2011), in respect of resource depen-
dency theory, examined the factors that deter-
mine the appointment of the foreign directors
in the Korean manufacturing firms. In their re-
search, they classified the foreign directors in the
boardroom as a type of resources, and they sug-
gest that the percentage of the foreign directors
in the board of directors increases as firms are
younger, smaller or more dependent on the over-
seas sales. However, the possibilities of appointing
foreign directors decrease as the competitive pres-
sure in market increases.

The research by Carter et al. (2008), which exam-
ines the relationship between the gender and eth-
nic minority diversity of the board of directors
and the financial performance of the firm shows
that board diversity has a positive effect on finan-
cial performance. They argue that board diversity
enhances the strategic decision-making process
by providing various perspectives and viewpoints.
In addition, they also assert that diverse directors
increase the quality of communication by broad-
ening the topics of the conversation among board
members. Oxelheim and Randoy (2003) also ex-
amine the effects of foreign directors from the
UK or U.S. on corporate performance measured

http://dx.doi.org/10.21511/imfi.15(4).2018.08
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in terms of firm value, and they also found that
foreign directors have positive effect on the firm
value.

Unlike other researches that examined the effects
of board diversity or foreign directors on the firm
value or performance, the research by Winfried
et al. (2007) investigates how the directors’ na-
tionality and gender interact with the directors’
level of independence. The result of the research
suggests that foreign directors are more likely
to be independent, while female directors are
more likely to be affiliated to firm management
through family ties.

While many numbers of researchers assert that
the board diversity has a positive effect on the
firm performance, the research by Masulis et
al. (2012) shows that foreign directors are more
likely to have negative effect on the firm per-
formance. In their research, they explored the
financial costs and benefits of board diversity
and assert that the diversity brings various per-
spectives and talents to the boardroom, enhanc-
ing managerial monitoring. However, the result
of the research shows that foreign independent
directors decrease the firm performance as they
are more likely to miss board meetings, and are
more likely to engage in intentional misreport-
ing. These findings in their research indicate
that the board with foreign independent direc-
tors weakens the monitoring functions of the
boardroom.

As mentioned previously, researches on the ef-
fect of board diversity and foreign directors
show conflicting views. Some researchers assert
that diversity and foreign directors have positive
effect on the firm overall, because they bring di-
verse perspectives and viewpoints that increase
the firm performance and independence of the
board. On the other hand, some argue that there
can be negative effect of board diversity because
they have different backgrounds and character-
istics that may impede decision-making process
and hinder communication among board mem-
bers. In this study, we examine the effect of for-
eign directors on the monitoring functions of
the board by investigating whether the foreign
directors have a significant effect on the oppor-
tunistic financial reporting.

http://dx.doi.org/10.21511/imfi.15(4).2018.08

2. HYPOTHESES
DEVELOPMENT

The main purpose of this study is to analyze the
effect of foreign directors on opportunistic finan-
cial reporting, which represents the monitoring
function of the board, by examining whether the
inclusion of foreign directors in the board has any
significant influence on the discretionary accru-
als and book-tax difference (BTD). Recently, many
foreign directors are acting as members of board
of directors and playing an important role in de-
veloping overseas markets (Adams et al., 2010) by
providing various knowledge and experiences to
the boardroom (Erhard et al., 2003; Masulis et al.,,
2012). Foreign directors in the board are also act-
ing as an alternative device to reduce the cost of
capital, because the presence of foreigners in the
board signals the openness to foreign investors
and the enhancement of corporate transparency
(Oxelheim & Randoy, 2003).

As the role of foreigners is getting more impor-
tant, many researchers dived into the research
on the effects of foreigners who are related to the
firm, including investors and directors. However,
most researches on the effects of foreigners on
the firm are usually focused on the foreign inves-
tors and the percentage of their shareholdings.
According to Shleifer and Vishny (1997) and Shin
et al. (2014), internal and external corporate gov-
ernance structures complement each other and
even if external governance does not work prop-
erly, management supervision or monitoring ac-
tivities could be efficiently carried out through
mutual complementarity among corporate gov-
ernance structures. Also, it has been found that
foreign investors are the effective monitoring de-
vice that mitigates the agency cost and earnings
management through many researches on the
foreigners related to the firm (Rajopal et al., 1999;
Kim, 2004; Park et al., 2009). However, there are
not many researches that have been conducted on
foreign directors due to the difficulty of collecting
related data.

Including Oxelheim and Randoy (2003), many
other researchers have conducted a study on the
effect of foreign directors in the board, and they
have found that the foreign directors in the board
have positive effect on the firm value and the firm
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performance (Carter et al., 2003; Carter et al.,
2008; Erhard et al., 2003; Jeon et al., 2017). Other
studies (Byoun et al., 2016; Winfried et al., 2007)
also offer that foreign directors increase the board
diversity, and the diversity increases the indepen-
dence of the board, which improves the monitor-
ing function of the boardroom.

In this study, we argue that to reduce the op-
portunistic behavior of executives that causes
agency cost, the independence of the board is re-
quired. According to Winfried et al. (2007), for-
eign directors have positive effect on the level of
independence of board of directors by enhancing
the managerial monitoring. Also, the research by
Anderson et al. (2011) suggests that board diversity
provides greater monitoring benefits to stakehold-
ers by bringing various perspectives on executive
actions.

Overall, the prior researches on the effect of for-
eign directors on the board independence and
monitoring function show the positive results.
Therefore, we set the first hypothesis with the ex-
pectation that foreign directors increase the board
diversity, which increases the board independence
and so the monitoring function of the board.

HI-1: The presence of foreign directors in the board
of directors is negatively associated with dis-
cretionary accruals.

Most of the recent studies analyzed the book-
tax difference (BTD) in the perspective of agents
(Chen et al., 2009; Desai & Dharmapala, 2006).
Tax avoidance in the perspective of agents has
negative effects on the firm as it increases the
uncertainty of future profits for investors, low-
ers the corporate transparency, and increases
the information asymmetry. Also, it serves as
an element that discounts the firm value in the
capital market. Kang and Ko (2014) argue that
tax avoidance has negative effect on the firm
value, and strong corporate governance is one
of the most effective solutions that reduce such
negative effect.

The prior researches on the effect of foreign direc-
tors clearly show that the presence of the foreign
directors in the board increases the board diver-
sity, which also increases the board independence.
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Therefore, based on the fact that board diversity
increases the independence of the board, which
mitigates the negative effect of tax avoidance, we
set the following hypothesis.

HI-2: The presence of foreign directors in the board
of directors is negatively associated with the
book-tax difference.

Sarbanes-Oxley Act requires independent direc-
tors to become the leaders of board of directors to
strengthen the role of the boardroom. Song (2014)
argues that the inclusion of independent directors
enhances the managerial monitoring, which helps
firms to decentralize the power of corporate gov-
ernance and improves the investors’ rights.

If the inclusion of independent directors is the ef-
fective way of enhancing the monitoring function
of the board, recruiting foreigners as independent
directors would have greater positive effect on the
monitoring function of the boardroom. Therefore,
we set the second hypothesis as follows.

H2-1: The inclusion of foreign independent direc-
tors is negatively associated with discretion-
ary accruals.

H2-2: The inclusion of foreign independent direc-
tors is negatively associated with the book-
tax difference.

The monitoring function of the board could be
influenced by the expertise of the directors. If di-
rectors on the board of directors have expertise in
accounting or finance, the monitoring function of
the boardroom will be strengthened. The profes-
sional knowledge on accounting or finance also
helps directors to resolve the conflicts between
executives and the board of directors. According
to Lee and Moon (2004), the quality of reported
earnings increases if directors in the board pos-
sess the expertise in accounting or finance. The
research by Seo et al. (2010) also shows that there
is a positive relationship between the number of
accounting or finance specialists in the board and
the firm performance. Therefore, based on these
results, we expect that foreign directors with an
expertise in accounting or finance are more effec-
tive in managerial monitoring, and we set the fol-
lowing hypothesis.

http://dx.doi.org/10.21511/imfi.15(4).2018.08
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H3-1: The inclusion of foreign directors with exper-
tise in accounting and finance is negatively
associated with discretionary accruals.

H3-2: The inclusion of foreign directors with exper-

tise in accounting and finance is negatively
associated with the book-tax difference.

3. RESEARCH DESIGN

AND EMPIRICAL RESULTS
3.1. Research design
3.1.1. Measuring discretionary accrual
Jones (1991) discovered through empirical re-
search that American firms adjust their accru-
als discretionarily to lower the profit and receive

government support. Therefore, he developed the
following model to measure the discretionary

accruals:
1
+
Ai,H

TA
ASALES,, PPE,
+B, | ———— |+ 5, = |+&,,

©)

4 : =ﬂo+ﬁll:
A A

it-1
it-1 it-1

where T4;, - total accruals of firm 7 in year ¢,
ASALES,, - change in sales of firm i in year ¢,
PPE,, - property, plant, and equipment of firm
[ inyear t, & - error term of firm i in year £.

This model clearly shows that current accruals
are closely related to change in sales and that
non-current accruals, the depreciation cost, is
related to PPE. Afterward, new models have
been developed to reduce the measurement er-
rors of the discretionary accruals (Dechow et al.,
1996; Kothari et al., 2005), but the fundamentals
of the model are not different from Jones (1991)
model.

3.1.2. Measuring book-tax difference (BTD)
The book-tax difference (BTD) is earnings before
tax minus taxable income divided by beginning

total asset. Since the real taxable income is not
disclosed in public, it is difficult to separate the in-

http://dx.doi.org/10.21511/imfi.15(4).2018.08

formation that related to tax avoidance. However,
the following models are widely used, because
they can predict the difference between account-
ing income and taxable income without collecting
actual tax data.

Afterward, Desai and Dharmapala (2006, 2009)
separated the “earnings management” measured by
discretionary accruals from the elements that con-
stitute BTD, and used its residuals as a proxy for tax
sheltering behavior (DD_BTD). Both BTD and dis-
cretionary BTD (DD_BTD) have been used as prox-
ies for “tax sheltering behavior” (Mills et al., 1998;
Wilson, 2009). The following equations (2) and (3)
are used in this study to measure BTD and DD_
BTD, and it is interpreted that as the related value
increases, the “tax sheltering behavior” increases.

BTDi,t = 71'?; _7T _hati,ta (2)

BID,, = fT4, +¢,. ®
where BTD,, - book-tax difference [(Income
before corporate tax-taxable income)/Beginning
total asset], }/ft - income before corporate tax,
' hat,, - estimated taxable income (Corporate
tax/Corporate tax rate), TA[J — total accruals/be-
ginning total asset, &;, - estimated amount of
tax avoidance (DD_BT Dl.’,) of firms that con-

trolled unique effect.

In this study, we assume that the foreign directors
have positive effect on the monitoring function
of the boardroom, lowering discretionary accru-
als (DA) and book-tax difference (BTD). Thus, this
study set the following models by including discre-
tionary accruals (DA), book-tax difference (BTD),
and discretionary book-tax difference (DD_BTD)
as dependent variables. Also, the dummy variable,
FOREIGN, is used as an independent variable to
indicate whether there is a foreign director in the
boardroom.

Model 1 - Hypothesis 1-1

DA, = B, + BFOREIGN,, + B,SIZE,, +
+B,BM,, , + B,GROWTH,, + B,LEV,  +
+B,OCES, , + B,BIG4, , + B,OPIN, , +
+> YEAR+Y IND+¢,,.
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Model 2 - Hypothesis 1-2

BTD(DD _BTD), = f3,+ B,FOREIGN,, +
+B,SIZE,, + B,INTAN,, + B,INVEN, , +
+f,LEV,, + B,OCFS,, + ,ROA,, + ,BIG4,, +

+B,OPIN,, + Y YEAR+Y IND +¢,,.

Model 3 — Hypothesis 2-1

DA, = B,+ BFOREIGN _EXT,, + B,SIZE,, +
+B,BM i T B.GROWTH it BLE V.. +
+B,OCFS, , + B,BIG4,, + B,OPIN, , +

+Y YEAR+Y IND+¢,,.

Model 4 - Hypothesis 2-2

BTD(DD _BTD). = j3,+ S, FOREIGN _EXT,, +
+B,SIZE, , + B,INTAN, , + B,INVEN, , +
+BLEV, , + B,OCFS, , + B,ROA, , +

+B,BIG4,, + B,OPIN,, + Y YEAR+) IND +¢,,.
Model 5 — Hypothesis 3-1

DA, = 3, + BFOREIGN _PRO,, + 3,SIZE,, +
+B,BM i T B.GROWTH it BLE V., +
+B,OCFS, , + B,BIG4,, + B,OPIN, , +

+Y YEAR+Y IND+¢,,.

Model 6 — Hypothesis 3-2

BTD(DD_BID), = f3,+ BFOREIGN _PRO,, +

+pB,SIZE,, + BINTAN,, + B,INVEN,, +
+BLEV, , + B,OCFS, , + B,ROA, , + B BIG4,, +
+B,OPIN,, + > YEAR + Y IND +¢,,.

The dependent variable DA represents discretion-
ary accruals measured by ROA. BTD is the book-
tax differences calculated by the method previ-
ously discussed. DD_BTD represents residual
value from the regression analysis of BTD and TA
of each industry and year. FOREIGN is an indi-
cator variable that equals one if there is a foreign
director in the boardroom and zero otherwise.
FOREIGN_EXT is also the indicator variable that

104

equals one if the foreign director is an indepen-
dent director and zero otherwise. FOREIGN_PRO
represents the indicator variable that equals one if
foreign director is an expert in accounting or fi-
nance and zero otherwise.

The following control variables are included ac-
cording to the protocol in prior literature (Dechow
etal., 1996; Desai & Dharmapala, 2006; Jeon et al.,
2017; Becker et al., 1998). BM is a price-to-book ra-
tio of net asset at year -1 and the GROWTH repre-
sents the change in sales divided by the lagged to-
tal assets. SIZE is calculated as natural logarithm
of total assets. INTAN is the intangible assets di-
vided by lagged total assets. INVEN is calculated
by dividing the total inventories by lagged total
assets. LEV is a total debt divided by total asset.
OCEFS is the operating cash flow divided by begin-
ning total assets and ROA is the return on asset.
BIG4 is the indicator variable that is equal to one
if the external auditor of a firm is one of Big 4 ac-
counting firms and zero otherwise. OPIN is also
the indicator variable, and it is equal to one if the
audit opinion is unqualified, zero otherwise.

3.2. Empirical result
3.2.1. Sample selection

First, we identify firms in Korea Composite Stock
Price Index (KOSPI) and the Korean KOSDAQ
with data available on Kis-value, TS-2000, and
Electronic Disclosure System (DART) for fiscal
years 2001 through 2014. To secure the homoge-
neity of the sample, we only selected firms with
the fiscal year end of December, and exclude firms
with the capital impairment and firms in the
banking, insurance, and financing industries. The
information of foreign directors is collected man-
ually by checking their names, universities they
graduated and past careers.

Out of 1,884 samples, only 3.42 percent of the
sample has foreigners in their board of direc-
tors. To test the hypothesis, we use a propensity
score matching technique to alleviate selection
bias in our sample. For each firm with foreign
director, a firm without foreign directors with
the closest propensity score is matched in one-
to-two manner by using the caliper matching
technique.

http://dx.doi.org/10.21511/imfi.15(4).2018.08
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Table 1 summarizes the number of firms includ-
ed in the sample period. Out of 1,884 firms in the
sample, 628 firms had foreigners in their board-
room, and each firm with foreign directors was
matched with another firm with similar charac-
teristics by the propensity score matching method.

Table 1. Sample composition by year
and industry

Existence of foreign

Year irectors Sum
0 1

..2001 48 3. 87 .
..2002 o4 40 104 .
.00 62, 46 108 .
..2004 2 20 195 .
2005 76 48 124
.. 2006 82 48 130 .
..2007 71 20 121
..2008 o7 bl nz_.
2009 103 A 144
..2010 12 38 150 .
L2 14, 46, 160 .
L2012 125, 48 73
L2018 129, 20 79
L2018 L 39 LI87

Total 1,256 628 1,884

3.2.2. Descriptive statistics
and correlation matrix

Table 2 shows descriptive statistics of variables
used in the hypotheses tests. Each mean of dis-

Table 2. Descriptive statistics

cretionary accrual, BTD, and DD_BTD is 0.000,
0.018, and 0.018, respectively. There were no ab-
normal values for standard deviation, minimum,
and maximum value for the proxies of tax avoid-
ance. Since the variable FOREIGN is calculated
through 1:2 propensity score matching, the mean
value shows exactly 0.333.

Table 3 shows the correlation matrix. BTD and DD _
BTD shows significant and positive correlations.
Also, the correlation coefficient between BTD and
DA is 0.067, and that between DD_BTD and DA is
0.075, which are also significant at one percent level.
The correlations among FOREIGN, BTD, DD_BTD,
and DA shows the value of -0.002, -0.004, and
-0.006, respectively, but they are not statistically
significant. However, the level of significance is not
reliable without considering the control variables.
Thus, we ran the following regression analysis.

3.2.3. The effect of the foreign directors
in the board of directors
on the discretionary accruals

Table 4 offers the results for hypothesis 1-1. We
use the independent variable FOREIGN as an in-
dicator variable, which is equal to one if a firm
has foreigners in the boardroom as directors
and zero otherwise. DA, the dependent variable,
is discretionary accruals that are calculated by
the Jones (1991) model. To the extent that the
inclusion of foreign directors in the board have

Variable Mean Std. Dev. Min Max Median

BTD ool8 0.044 -0.039 0.115 0.008
DD_BTD ool8 0.045 -0.039 o7 0.009
DA 0000 0.109 -1.873 1652 0.000
FOREIGN 0333 0.471 0.000 1.000 0.000
FOREIGN_EXT 0131 0.337 0.000 1000 0.000
FOREIGN_PRO 0059 0.236 0.000 1.000 0.000
SIZE 26801  1.826 22.156 32.305 26.472
INTAN 0.024 0.058 ~0.209 0722 0.006
INVEN o102 0.095 0.000 0771 0.008
LEV 0455 0.242 0.003 2249 0.442
OCFS 0069 0.107 -0.627 1209 0.061

BIG4 0.685 0.464 0.000 1000 1.000
OPIN 0994 0.074 0.000 1000 1.000
MARKET 0747 0.434 0.000 1.000 1.000
BM 13200 5.742 ~403.83 391.81 1.103

GROWTH 0160 0.906 -30.125 67.88 0.060
ROA 0.042 0.111 -0.854 1.471 0.043
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Table 3. Correlation matrix

Variable 1 2 3 4 5 6 7 8 9 10 1 12 13 14

) 87D B T e T e T T I I AR A B

(2) DD_BTD 0.996™ | 1.000

(3) DA ©0.0677 © 0.075™ 1.000 = bbb e e

(4) FOREIGN © 20002 | -0.004 @ —0.006 : 1.000 | - i i b b e

(5) SIZE © 20002 © -0.005 | 0.028 i 0110™ © 1.000 | o — i _ L h b

(6) INTAN © 0742 1 —0.738 ¢ —0.007 | —0.001 : 0.014" | 1.000 i - - i b b e

(7) INVEN © 0323 —0.314™ 0350 © —0.001 © 0.013 | 0999 i 1.000 | - i — i o h_n

®) LEV ©_0.768 | 0763 ¢ 0.000  —0.001 : 0.014" | 0999 i 0998 | 1.000 | - i o — o i i

(9) OCFS ©_0.458™ | —0.458 | —0.712° | —0.001 © 0.013™ | 0999 i 0998 0998 | 1.000 i - . — i _ i

(10) BIG4 © 0004 0002 ¢ -0.011" : 0.033" 02977 | 0006 : 0006 @ 0.006 | 0008 : 1000 i - i — o _ i _ i _

(11) OPIN © 0015 0013 | -0.012° | 00147 | 0148 | 0.000 i -0.000 i 0.000 | 0.002 : 0.358™ i 1.000 : - . - i i _

(12) MARKET ~0.006 : -0.007 : -0.009 : 0.058™  0.029™ | 0.003 : 0.003 @ 0.003 : 0012 : 0028 @ 0004 : 1000 @ - - i _

(13) ROA © 0,520 © —0.5177 ¢ 0.134™ 1 0.001  —-0.014™ | —0.998 i —0.998™ | —0.999"" | —0.995™ ! —0.000 : 0.006 : -0.002 : 1000 : - i _
(14) BM © 20001 © -0.001 : -0.001 : 0.001 & 0.08 & 0034 | —0.000 : -0.000 i -0.000 i -0.000 : -0.010 : 0.001 @ -0.011 @ 1.000 i -

(15 GROWTH ~ -0.677" | —0.671" = 0.140™ = —0.011  -0.096™ = 0.617™ | 0490 | 0709 = 0350 | -0.012° = -0.014" | -0.008 = 0.322"" = -0.000  1.000

Notes: 1. This table reports the Pearson correlations among variables used in this study. 2. ***,**,* denote significance at the 1%, 5%, and 10% levels, respectively. 3. Please refer to Appendix
A for variable definition. 4. N = 1,884.
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positive effects on the boards’ monitoring func-
tion, [, is expected to be negative.

The results of the regression analysis generally
indicate that the variable of interest, FOREIGN,
shows the negative association with the discre-
tionary accruals (DA). The slope of FOREIGN is
-0.011 at one percent significance level, meaning
that foreign directors in the board of directors
have positive effect on the monitoring function
of the board by curbing the opportunistic finan-
cial reporting. We argue that foreign directors in
the board increase the board diversity, and the di-
versity increases the independence of the board,
which enhances the monitoring function.

Table 4. The effect of the foreign directors in the
board of directors on the discretionary accruals

Dependent variables:

Kothari’s discretionary Discretionary accruals

accruals

Intercept _(90083)
FOREIGN ‘((’_‘31719)
B R
sl (216

~0.005"
Mo 216
GROWTH 0(‘9??)
B e
Y 498)

—0.711™
ocrs -12.36)

0.000
plas (.01

0.069
N (0.95)
Industry and year dummies Included
Adj. R-square L0675
No. of observations 1,884

*****

Notes: 1. This table presents results from OLS model. 2.
"denote significance at 1%, 5%, and 10% levels, respectively.
All t-values are based on two-tailed tests using firm and year
clustered standard errors. 3. Please refer to Appendix A for
variable definitions.

3.2.4. The effect of foreign directors
in the board of directors on BTD

Table 5 shows the results of the regression analysis for
hypothesis 1-2. It examines the relationship between
the independent variable, FOREIGN, and depen-
dent variables, BT and DD _BTD. The results show
the value of —0.006 and -0.007 with the one percent
significance level, meaning that foreign directors in

http://dx.doi.org/10.21511/imfi.15(4).2018.08

the boardroom have positive effect on the monitor-
ing function of the board by reducing tax avoidance

behavior of executives. The results suggest that board

diversity enhances the independence of the board,
which also improves the firm transparency.

Table 5. The effect of foreign directors on the
board of directors on BTD

Dependent variables:

TAX AVOIDANCE BTD | DD_BID
0.023 0.036
Itercept 034 05
~0.006*** | —0.007***
FOREIGN 213 223
0.000 i -0.000
Sz ©16) (029
0.066" i 0.055
INTAN 222 06
-0.023 i -0.025
INVEN (-1.45) : (-1.44)
0.013* {  0.019"
g ey (23
i 0.022 i 0.010
ocrs 009 050
0.235%%% 1 (.258%**
RoA Gos) (698
0.001 i 0.001
plas 029 (024
-0.057 i -0.060
oFN (092 | 094
Industry and year dummies | Included
Adj. R-square 0276 . 0259
No. of observations 1441 1441

Notes: 1. This table presents results from OLS model. 2. ***, **,
* denote significance at 1%, 5%, and 10% levels, respectively.
All t-values are based on two-tailed tests using firm and year
clustered standard errors. 3. Please refer to Appendix A for
variable definitions.

3.2.5. The effect of foreign independent
directors in the board on the discretionary
accrual

Table 6 indicates the results for hypothesis 2-1.
FOREIGN_EXT, the independent variable, is the
indicator variable, which is equal to one if the
foreign director in the board is the independent
director. The results show that FOREIGN EXT is
negatively associated with the discretionary ac-
cruals as it shows the coefficient of -0.019 at one
percent significance level. The result of the analy-
sis suggests that the foreign directors in the board
have positive effect on the monitoring function of
the board by reducing the discretionary accruals
and that the positive effect of foreign directors is
more pronounced when the foreign director is an
independent director.

107



Investment Management and Financial Innovations, Volume 15, Issue 4, 2018

Table 6. The effect of foreign independent director
on the board on the discretionary accrual

Dependent variables:

den e Discretionar
Kothari’s discretionary y
accruals accruals
Intercept 7(0—.82659)
FOREIGN_EXT ‘821799)
e T e
S B.02)
-0.001
M 16N
GROWTH O(ﬁg)
et 0
e L 25.47)
-0.662™
ocks (-44.02)
0.005
BIGa (162
0.388™
OPIN 002
Industry and year dummies -Included
Adj. R-square ... 20323
No. of observations 1,884

Notes: 1. This table presents results from OLS model. 2. ***, **,

* denote significance at 1%, 5%, and 10% levels, respectively.
All t-values are based on two-tailed tests using firm and year
clustered standard errors. 3. Please refer to Appendix A for
variable definitions.

3.2.6.The effect of foreign independent
director in the board on BTD

Table 7 is the result of hypothesis 2-2. The results
show the association between FOREIGN EXT
and the book-tax difference, and DD _BTD, the de-
pendent variables. The coefficient of each relation-
ship shows the value of -0.004 and -0.007, which
are consistent with the expectation but are not sta-
tistically significant.

Table 7. The effect of foreign independent
director on the board on BTD

Dependent variables: TAX

AVOIDANCE BTD = DD_BTD
Intercent i —0.043 -0.085

P 034 052)
FOREIGN_EXT j *((_)bogg) j *((_)1'02087)

T0.002¢ 0002

SIZE 0960 (143
i —0.254** 0.083

INTAN (C196) (153
: 0.063** i (0.092%**

INVEN 238 296)
0.038*** 0.055™

LEV (376 (513)
0.029 0.1171***

ocrs 004325
0.379%%* ¢ 0.480***

ROA 9160 (051
—-0.005 —-0.009
BIG4 (£1.03) (£1.63)
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Dependent variables: TAX

AVOIDANCE BTD = DD_BTD
0.154%** 0.017

OPIN 236023

Industry and year dummies o Included

Adj. R-square 023570309
No. of observations 1,441 1,441

Notes: 1. This table presents results from OLS model. 2. ***, **,

* denote significance at 1%, 5%, and 10% levels, respectively.
All t-values are based on two-tailed tests using firm and year
clustered standard errors. 3. Please refer to Appendix A for
variable definitions.

3.2.7. The effect of foreign directors with
expertise in accounting or finance on
discretionary accrual

Table 8 shows the results for hypothesis 3-1. The
independent variable, FOREIGN-PRO, is an indica-
tor variable that equals to one if foreign directors in
the board have expertise in accounting or finance
and zero otherwise. The relationship between
FOREIGN_PRO and DA shows the coefficient of
negative value -0.009 at one percent significance
level, meaning foreign directors with expertise in
accounting or finance has positive effect on the
monitoring function of the board and reduces the
earnings management behavior of executives.

Table 8. The effect of foreign directors
with expertise in accounting or finance on
discretionary accruals

Dependent variables:

Kothari’s discretionary Discretionary
accruals accruals
Intercept _(9004%92)
FOREIGN_PRO *%2%%)
T S e
e S @84
~0.000
A S o1
GROWTH ((’1-‘6)8699)
U AT, e
A S (585
~0.654"
oS L A09)
0.005
e R (ize)
~0.044"
O 224
JIndustry and year dummies  © Included
Adj. Resquare 0.339 ..
No. of observations 1,884

Notes: 1. This table presents results from OLS model. 2. ***, **,

* denote significance at 1%, 5%, and 10% levels, respectively.
All t-values are based on two-tailed tests using firm and year
clustered standard errors. 3. Please refer to Appendix A for
variable definitions.
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Table 9. The effect of foreign directors with expertise in accounting or finance on BTD

Dependent variables: TAX AVOIDANCE BTD DD _BTD
~0.170 ~0.150
Intercept s (133
~0.031%%* ~0.030%**
FOREIGN_PRO 348 (3.36)
~0.004* ~0.004%*
Slze 182 173
~0.121 ~0.146*
INTAN (149 178
~0.070 : ~0.057
INVEN e l2n
0.050%** 0.048"
LEv sy (242
—0.249%%* ~0.269%**
OCFS 490 (5.27)
0.622%*+ 0.564%%
ROA @08 820
0.028%** 0.031%*
BiG4 B2 (50
0.251%%* 0.217%%*
OPIN (4.20) o 669
Industry and year dummies - Included
Adj. R-square 0.357 S 0359
No. of observations 1,441 : 1,441

Notes: 1. This table presents results from OLS model. 2. ***, **,* denote significance at 1%, 5%, and 10% levels, respectively. All
t-values are based on two-tailed tests using firm and year clustered standard errors. 3. Please refer to Appendix A for variable

definitions.

3.2.8.The effect of foreign directors
with expertise in accounting or finance
on BTD

Table 9 shows the results of the regression analysis
for hypothesis 3-2. It analyzes the relationship be-
tween the independent variable, FOREIGN_PRO,
and BT and DD_BTD. The results show the coef-

ficient of —0.031 and -0.030 with the one percent
significance level, meaning that foreign directors
with the expertise in accounting or finance have
positive effect on the monitoring function of the
board by reducing tax avoidance behavior of ex-
ecutives. Also, the results suggest that the posi-
tive effect of foreign directors is more pronounced
when they have expertise in accounting or finance.

CONCLUSION

This study examines the effect of foreign directors in the board of directors on the monitoring function
by analyzing the association between foreign directors and opportunistic financial reporting. We ad-
dress this question by utilizing discretionary accruals and book-tax difference, and by examining the
relationship with the presence of the foreign directors in the board. Based on the prior literature, we
hypothesize that foreign directors in the board have a positive effect on the monitoring function of the
board as they increase the board diversity, which also increases the independence of the board.

We test our hypothesis by using Korean firm data for the years 2001-2014 as Korea is one of the few
countries that Nepotism is strong within the board, providing the ideal setting to examine the effect
of foreign directors on the monitoring function of the board. We find that foreign directors reduce the
earnings management and tax avoidance behavior of executives. We also find that the positive effect of
foreign directors on the monitoring function is more pronounced when they are an independent direc-
tor and expertise in accounting or finance. Taken together, our findings suggest that not only the vari-
ous perspectives and viewpoints, but also foreign directors bring the independence that improves the
monitoring function of the board.
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Our research also supports the extant researches that suggest that board diversity has positive effect on
the firm value and performance (Anderson et al., 2011; Carter et al., 2008; Jeon et al., 2017; Oxelheim &
Randoy, 2003). Our results clearly show that foreign directors curb the opportunistic financial reporting
behavior, and we argue that the inclusion of foreign directors could be the alternative way to enhance
the corporate governance by improving the independence and the monitoring function of the board. By
providing empirical evidence that foreign directors have significant positive effect on the monitoring
function of the board, our study provides useful implications for such stakeholders as regulators, inves-
tors, and shareholders. Nonetheless, there are some limitations in our study. For instance, because of the
limitations of the data collected manually, it is difficult to classify the foreign directors’ expertise that

may influence our results.
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APPENDIX A

Table 1A. Definition of variables

Variable Definition
Dependent variables
DA  Discretionary accruals of Kothari et al. (2005)

BTD Book income minus estimated taxable income scaled By't‘o‘t‘al asset (top and bottom 1% winsoriiéél) ......
DDﬁBTD .............. i.bi's‘c‘rétionary' BTD as in Desai and Dharr'ﬁe'ik)‘a‘la (2006)'('t'0‘p‘ and bottom 1% winsoﬁiéd) .........
Variables of interest

FOREIGN : An indicator variable that equals one if there is foreign director in the boardroom and zero otherwise

“ An indicator variable that equals one if the foreign director in the boardroom is an independent director
i and zero otherwise

: An indicator variable that equals one if foreign director is an expert in accounting or finance and zero
: otherwise

Control variables

GROWTH
ROA

: The natural log of the firm’s total assets

{ The indicator variable that is equal to one if the external auditor of a firm is one of Big4 accounting
: firms and zero otherwise

| Return on asset measured by net income over total asset at the beginning of the year
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