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We investigate the performance impact of academic outside directors in Korean Chaebol firms. Professors are
traditionally considered popular candidates for outside directors in Korea. Indeed, academic directors take
up 35% of the board members in the top 10 conglomerates of Korea. However, there are very few studies
that investigate the role of academic outside directors regarding their monitoring and advisory role (White,
Woidtke, Black, and Schweitzer, 2014; Francis, Hasan, and Wu, 2015). We categorize outside directors that
are professors based on their academic backgrounds and observe whether academic directors have an
incremental contribution to firm value. We also investigate whether academic directors effectively monitor
senior management. Results indicate that academic directors are negatively associated with firm performance,
and the existence of academic directors does not necessarily increase monitoring of the executives. We find
that firms with academic directors are not related with higher CEO turnover-performance sensitivity or
higher pay-for-performance. Instead, we find that firms with academic directors are more likely to manage
earnings. Overall, our analysis indicates that academic outside directors do not contribute to the corporate
governance of the boards of Korean Chaebol firms. Our paper contributes to the board independence and the
board composition literature in Korea (Lee, Shim, and Choi, 2012; Shawn and Jung, 2015).
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Public sentiment has often questioned the in April 2015 to the stockholders’ request for

Zz=E0: 2017, 2. 22 8 (14 2017. 6. 12) ARE™EY: 2017. 6. 27
* This work was supported by the Ministry of Education of the Republic of Korea and the National Research Foundation
of Korea (NRF-2015S1A5A2A03047893)



Jae Yong Shin - Sewon Kwon - Jeong-Hoon Hyun - Natalie Kyung Won Kim

a Transparent Management Committee ex-
plicitly representing shareholder rights on
management issues such as M&A or major
asset acquisitions. The Committee consisted
of four external directors, with one director
named specifically a ‘director for protecting
stockholder rights. It is highly noteworthy
that a professor was elected to this position.
Due to government regulations requiring at
least 50 percent of the board be constituted
of external directors, firms are mandated to
fill the external director seats.” The chosen
external directors may provide valuable in-
dicators of management or major shareholder
intentions. The decision to hire or not to hire
certain types of board members may also lead
to different consequences in terms of future
firm performance. Prior literature has docu-
mented the benefits of other types of board
members, such as accounting experts (Moon,
Lee, and Ji, 2006; Lim, Cho, and Ko, 2014)
and politically connected outside directors
(Shin, Hyun, Oh, and Yang, 2017).
According to a 2012 news article by Joongang
Daily, academic directors take up 35% of the
board members in the top 10 conglomerates
of Korea. Academic directors have tradition-
ally been popular candidates for external di-
rectors as they symbolize both independence

and expertise. However, researchers have not

analyzed the exact role and contribution of
academic directors, especially in Korean firms.
This paper attempts to fill this void.

Prior research on academic external direc-
tors in US firms find mixed evidence (White
et al., 2014; Francis et al., 2015). Francis et
al.(2015) find that academic outside direc-
tors are associated with higher firm perform-
ance, such as more patents and citations,
lower discretionary accruals, higher price in-
formativeness, etc. White et al.(2014) find
that firms appoint academic outside directors
for their advisory and monitoring functions
because firms value the business connections,
reputation, and expertise of academic outside
directors. However, academic directors may
be less effective when firms are facing more
risk or when social ties exist between the di-
rectors and executives.

We believe Korean Chaebols provide an ide-
al setting to test the effectiveness of academic
directors on the board. Korean Chaebol firms
are well known for their low quality of corpo-
rate governance (Baek, Kang, and Lee, 2006;
Bertrand, Mehta, and Mullainathan, 2002:
Cheung, Rau, and Stouraitis, 2006; Jian and
Wong, 2010; Joh, 2003). Because of the Korean
Chaebol firms weak corporate governance,
the marginal contribution of academic outside

directors to the boards (i.e., whether they

1) According to Commercial Act Article 542-8(1), listed firms that have an asset value of over 2 trillion Korean Won must
appoint more than 3 outside directors, and the number of outside directors must be more than half of the number of the

board of directors.
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improve corporate governance) would be of
more interest to researchers, practitioners and
regulatory authorities. However, it is also
possible that Chaebol firms are more inclined
to appoint academic outside directors due to
the seeming independence of academic directors.
Therefore, it is an empirical question wheth-
er academic outside directors contribute to or
aggravate the corporate governance of Korean
Chaebols. This paper aims to understand the
value contribution of academic directors and
the characteristics of Chaebol firms that ap-
point academic directors. To the best of our
knowledge, this paper is the first to analyze
the impact of academic directors of Korean firms.

This paper tries to explain the underlying
mechanism in which academic directors per-
form monitoring and advisory roles on the
board. Our initial question is the character-
istics of the firms that appoint academic ex-
ternal directors. Our fundamental question is
the specific role and contribution of these
academic directors. We find that there is a
negative association between firm perform-
ance (Tobin's Q or ROA) and the number of
academic directors on the board. We conjecture
that these results are driven by the poor
monitoring role of academic directors and
confirm that the monitoring role of the board
decreases as the number of academic direc-
tors increases.

Our study contributes to the board in-

dependence literature in Korea by analyzing
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the role of academic directors. We verify that
substantive independence based on expertise
is more crucial than merely appearing in-
dependent on paper, as we show that academic
directors play a weaker monitoring and advi-
sory role despite their seeming independence.
The negative impact of academic directors on
firm performance partially confirms the con-
cern that outside directors behave as rubber-
stamps. Our study calls researchers atten-
tion to the board structure of firms and ex-
tends the literature on the heterogeneity of
outside directors (Fich, 2005). Our findings
on the effectiveness of academic outside di-
rectors is also relevant in the Korean Chaebol
setting because of the weak corporate gover-
nance of Korean Chaebols. The substantive
importance of the academic directors is more
contentious for Korean Chaebols. Black and
Kim(2012) show that Chaebol reforms around
2000 led to greater firm value. However, our
findings show that Chaebol firms strategi-
cally manage board structure to avoid strict
rules in Korea and hurt firm value. The find-
ings of our paper should be of interest to au-
thorities when designing new regulations.

The remainder of the paper proceeds as
follows. Section 2 reviews prior studies and
provides the hypotheses. Section 3 describes
the sample, variable definitions and descrip-
tive statistics. Section 4 provides the research
design and empirical results, and Section 5

summarizes the findings.
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II. Literature Review and
Hypothesis Development

2.1 Corporate Governance and the role of
External Directors

The board performs two fundamental func-
tions of monitoring and advising executives
(Linck, Netter, and Yang, 2008: Adams and
Ferreira, 2007 Armstrong, Guay, and Weber,
2010). To effectively provide both advisory
and monitor functions, the board of directors
must have both expertise and independence.
(Armstrong et al., 2010). Outside directors
are regarded as the epitome of expertise and
independence. Outside directors make up
over 60% of the board (Linck et al., 2008),
and are customarily “experienced professionals,
such as CEOs and executives of other firms,
former politicians and regulators, university
deans and presidents, and successful en-
trepreneurs (Armstrong et al., 2010, p. 184).
Outside directors have “incentives to develop
reputations as experts in decision control
(Fama and Jensen, 1983, p. 315).

The benefits of independent external direc-
tors have been well documented in the
literature. Weisbach(1988) finds a stronger
association between past performance and
the possibility of CEO resignation for boards
dominated by external directors. Rosenstein
and Wyatt(1990) find that the appointment

1100

of new outside directors is positively asso-
ciated with excess return. Borokhovich, Parrino,
and Trapani(1996) find that outside directors
have a positive effect on firm value by ob-
serving outside CEO succession. In the case
of Korean firms, firms with more external di-
rectors are less likely to conduct income in-
creasing earnings management (Kim, 2006),
more likely to disclose valuable information.
(Lee et al., 2012), and display higher levels
of accounting conservatism (Kim and Bae,
2007).

However, some research has questioned the
contribution of external directors. Kim (2007)
finds that the proportion of external directors
is not associated with financial statement
fraud. Lee, Kim, and Jung (2010) note that
firms with a higher proportion of independent
external directors have a higher probability
of reporting asset misappropriation.

This mixed evidence has led researchers to
observe the substantive social independence
of directors, rather than the conventional fa-
cade of independence. Lee et al.(2010) men-
tion that the substantial operation of the ex-
ternal directors is much more important than
the formal design. Substantive independence,
proxied by independence from social ties, is
more critical for the external director to ef-
fectively monitor senior management (Hwang
and Kim, 2009: Krishnan, Raman, Yang, and
Yu, 2011: Shawn and Jung, 2015). Hwang
and Kim (2009) find that boards that were
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conventionally and socially independent granted
lower compensation, showed stronger pay-
for-performance sensitivity and higher turn-
over-performance sensitivity than boards that
were conventionally independent but had so-
cial ties with the executives. Krishnan et al.
(2011) suggest a positive relationship between
earnings management and seemingly independent
directors that had social ties with the CEO or
the CFO.? Shawn and Jung(2015) find that
external directors without substantive in-
dependence are associated with higher CEO
overinvestment. The underlying assumption
of research on external director social ties is
that the independence of directors does not
directly translate into an identical level of ef-
fectiveness in monitoring and advising senior
management. Therefore, it is critical to ana-
lyze the substance of external directors, es-
pecially for the external directors that are
heralded as independent directors.

To observe the substantive independence of
external directors in Korea, prior literature
has analyzed various job categories of the di-
rectors, such as accounting experts (Moon et
al., 2006: Lim et al., 2014) and politically
connected outside directors (Shin et al., 2017).

In the case of accounting experts, Moon et

al.(2006) document that Korean firms with
more accounting experts as their external di-
rectors show higher earnings quality and firm
performance. Lim et al.(2014) define the
level of accounting and financial expertise as
the number of accountants, tax accountants,
revenue officers, and business professors act-
ing as external directors and find mixed re-
sults on the effect of external director ex-
pertise on firm value and business performance.
The authors interpret this result as accounting
experts bringing in more conservatism to the
firm, and causing firms to show lower business
performance. As for politically connected out-
side directors, Shin et al.(2017) find that
Korean Chaebols with more politically con-
nected outside directors have higher operating
performance and face lower levels of risk.
Among various job categories, academics
have traditionally been popular candidates
for external directors in Korean firms as they
symbolize both independence and expertise.
Academic directors take up 35% of the board
members in the top 10 conglomerates of Korea,
whereas academic directors only comprise
10% of the top 20 firms in the United States
(Korea Joongang Daily, 2012).% In our sam-

ple, more than 57% of firms have academics

2) Because the Sarbanes-Oxley Act (SOX) emphasizes independence of external directors, executives bring in seemingly
independent external directors with social ties. Nonetheless, managerial/board risk aversion increased in the post-SOX
period, and thus mitigated the impact of social ties on earnings management after SOX.

3) In this paper's sample of Korean Chaebol firms, 57.6% of firms have an academic director on their board. This is
substantially higher than in the S&P 1500 firms, where 39.7% of firms appoint academic directors (Francis et al.

2015).
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on their boards. A recent paper based on US
data shows that approximately 40% of S&P
1500 firms have at least one academic direc-
tor on their board (Francis et al., 2015).
Academic directors are particularly important
in Korean firms because of regulatory re-
quirements for external directors. Commercial
Law mandates that all listed Korean firms
fill at least 25% of their board with external
directors. For listed firms with total assets
worth more than 2 trillion Korean Won, there
are two requirements: 1) external directors
must make up more than 50% of the board of
directors, and 2) there must be more than 3
external directors. Firms must find eligible
external directors to meet the regulatory re-
quirements, and in the process, firms may
bring in directors that are not the most
qualified. In 2010, POSCO CEO Lee Ku-taek
lamented that “the pool of external directors
in Korea is very limited. (-] It is very diffi-
cult for a CEO to find an appropriate candi-
date” (Maeil Business Newspaper, 2010). This
implies the possibility that some external di-
rectors may not be the best candidate, but
only a viable candidate. Furthermore, Korean
firms are much less reluctant than U.S. firms
to appoint ex-CEOs of other firms as external
directors. For example, only 28% of outside
directors in Korean Chaebol firms are former

executives from other companies (Maeil Business

Newspaper, 2010). Considering that academic
directors are a popular choice when expand-
ing the board (White et al., 2014) ,* the ex-
act role and contribution of academic direc-
tors in Korean firms remain an empirical
question. Therefore, understanding the effec-
tiveness of academic outside directors is very
important in corporate governance research

in Korea.

2.2 Performance Impact of Academic
Outside Directors in Korean Chaebols

Academics possess many qualities to be re-
garded as desirable outside directors. Academic
directors have their own unique character-
istics and can contribute to firms with their
expertise, monitoring, reputation and social
connections (White et al., 2014). As experts
in their fields, academic directors can also
boost the competitive advantage of firms
by facilitating access to external knowledge
spillovers (Audretsch and Lehmann, 2006).
In Korea, a predominant portion of academic
directors are business and industry special-
ists - 53% and 41%, respectively. This sug-
gests that academic directors have the rele-
vant expertise in advising senior management.
Nonetheless, academic directors may not
contribute to firm value. Francis et al.(2015)

argues that academics are trained to be in-

4) White et al.(2014) find that 65% of academic director appointments in US firms increase the board size.
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tellectually rigorous: scholarly rigor differs
from business acumen or entrepreneurism.
Thus, academic directors may be limited in
their ability to enhance firm performance.

Empirical evidence on the impact of aca-
demic directors is mixed. Based on a hand-
collected sample of US firms from 1995 to
2007, White et al.(2014) find weak evidence
on the benefits of academic directors. They
analyze how the market values academic di-
rector appointments and find that on aver-
age, appointment of academic directors does
not lead to any significant market reaction.
They categorize academic directors into three
groups— administrative, business, and speci-
alized,” and each group is valued differently.
Administrative academics are valued pos-
itively by the market only when the admin-
istrative director is affiliated with a business
school and the director is an addition to the
board. The market is indifferent to business
academics but values specialized academics.
The findings of White et al.(2014) only sup-
port weak evidence of the value contribution
of academic directors.

On the other hand, using S&P 1500 firms
from 1998 to 2011, Francis et al.(2015) find
a significantly positive effect on Tobin's Q

and Return on Assets for the existence and

the relative size of academic directors on the
board. Firms with academic directors have
more patents and patent citations, lower dis-
cretionary accruals, more informative stock
prices, and lower cash-based CEO compensation.
It is interesting to note that in the case of
Francis et al.(2015), the positive relation-
ship between firm performance and academic
directors are driven by academics not in ad-
ministrative posts - unlike White et al.(2014).
Overall, there is mixed evidence of the con-
tribution of academic directors for US firms.
Because the number of outside directors are
mandated by government regulations, the
number of outside directors in Korean Chaebol
firms tends to be sticky over multiple years.
Hence, a newly appointed academic outside
director would be a replacement of an exist-
ing outside director. If the removed outside
director is an effective monitor and advisor,
e.g., an accounting expert or a politically con-
nected outside director that has been docu-
mented to improve earnings quality and lower
firm risk (Moon et al., 2006; Lim et al.,
2014: Shin et al., 2017), the incoming ex-
ternal director could be detrimental to firm
value. Therefore, despite their independence
and expertise, if the academic directors are

replacing a more effective director, the ex-

5) White et al.(2014) classify “academic directors into three groups according to differences in training and experience:
Administrative—academics with administrative leadership positions, e.g., presidents, chancellors, and deans; Business
— professors with general business expertise, e.g., professors in business schools: and Specialized—professors with
specialized expertise, e.g., professors in medicine, science, and engineering.” (p. 136)

AT M6 HM4z 20174 82
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istence of academic directors would show a
negative relationship with firm performance.

The above discussion further implies that
academic outside directors may not be un-
equivocally beneficial, or may not provide all
Korean Chaebol firms with the same value.
This prediction is also consistent with the lit-
erature on company boards from the resource
dependence theory perspective (Pfeffer and
Salancik, 1978: Lester, Hillman, Zardkoohi,
and Cannella Jr, 2008). Lester et al.(2008)
suggest that the resources academic directors
bring to boards are strongly related to their
human and social capital. Thus, the ambig-
uous role of academic directors in firm value

creation leads us to the following null hypothesis.

Hypothesis 1: Firms with academic external
directors are not associated with higher firm

performance.

2.3 Monitoring Role of Academic Directors

Weisbach (1988, p. 431) notes that "boards
of directors are widely believed to play an
important role in corporate governance, par-
ticularly in monitoring top management.
Directors are supposed to supervise the ac-
tions of management, provide advice, and ve-
to poor decisions. The board is the shareholders’
first line of defense against incompetent man-
agement; in extreme cases, it will replace an

errant chief executive officer (CEO).” The

1104

monitoring role of the board requires active
participation of the board in the firm's decision-
making processes (Adams and Ferreira, 2007).

Academics could be effective monitors of
senior management because academics are
“trained to be independent and critical think-
ers with their own opinions and judgements,
(and) are less likely to be influenced by oth-
ers’ (Francis et al., 2015, p. 547). Francis et
al.(2015) also suggest that academic direc-
tors are more effective monitors than non-
academic external directors: academic direc-
tors are associated with better corporate
governance. Academic directors are more in-
clined to attend board meetings and to par-
ticipate in monitoring-related committees,
such as corporate governance committees and
audit committees, than non-academic directors.
Academic directors are also associated with
firms that give lower cash-based compensation,
and firms with higher turnover-performance
sensitivity. Firms with academic directors
display higher financial reporting quality and
are less likely to manage earnings with dis-
cretionary accruals.

However, anecdotal evidence in Korea sug-
gests that the appointment of academic di-
rectors may not enhance the monitoring role
of the board (Kim, 2010: Korea Joongang
Daily, 2012). In addition, while professors
have an independent source of income from
universities, the average compensation for

outside directorship is significantly large
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enough to affect their behavior. According to
our dataset, the average compensation for
outside directors is 41 million KRW (see
Table 1). Considering that the average salary
of professors in Korea is 94 million KRW in
2015% (Korean ministry of education, 2015),
the directorship position is financially val-
uable to academic directors. Hence, academic
directors are less likely to confront insiders
because they are financially tied to the com-
pany (Baysinger and Butler, 1985).
Therefore, the effectiveness of monitoring
role of academic directors in Korea firms re-
mains an empirical question. The monitoring
capabilities of academic directors can be veri-
fied by the association between the academic
directors and the turnover-performance sen-
sitivity or pay-for-performance sensitivity of
the CEO (Weisbach, 1988; Yermack, 1996;
Fich and Shivdasani, 2006: Masulis, Wang,
and Xie, 2012). If academic directors effec-
tively monitor senior management, then CEOs
would be more likely to be replaced and
would receive lower compensation after poor
performance. On the other hand, if academic
directors fail to appropriately monitor execu-
tives, the presence of academic directors would
be correlated with lower turnover-performance
sensitivity and pay-for-performance sensitivity.

Furthermore, effective boards can also monitor

earnings management of executives (Klein,
2002). If academic directors are effective
monitors, we would observe lower discretionary
accruals for firms with academic directors as
the existence of academic directors could hin-
der executives from managing earnings.
Thus, our second hypothesis is stated as

follows:

Hypothesis 2a: Academic Directors are not
associated with higher CEO turnover-performance
sensitivity.

Hypothesis 2b: Academic Directors are not
associated with higher pay-for-performance
sensitivity.

Hypothesis 2¢: Academic Directors are not

associated with higher earnings management.

Ill. Sample and Variables

3.1 Sample and Variable Definition

The Korean Fair Trade Commission (KFTC)
discloses detailed information on the large
business conglomerates (Chaebols) to enforce
regulations such as equity investment ceil-
ings, bans on cross-shareholdings, and re-

strictions on related-party transactions. We

6) According to the 2015 National 4-year-college Full-time Professor Compensation Report by the Ministry of Education,
the average annual salary of a full professor was 94,812,000 KRW.

AT M6 HM4z 20174 82
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use the KFTC classifications for Chaebol
firms for 2001 to 2011. Our sample consists
of listed non-financial Chaebol firms. Board
and ownership data are collected manually
from the firms annual reports. Data on fi-
nancial statements and stock prices are col-
lected from the Korea Investor Service's da-
tabase (KIS-VALUE). After removing firms
with missing data, the final sample is made
of 2,003 firm-year observations. All con-
tinuous variables are winsorized at the 1%
and 99'" percentiles. Our main variable of in-
terest is the professors on the board. #Professor
is the number of external directors who are
currently or have formerly been professors.
These academic external directors are cate-
gorized according to their educational back-
ground into #Biz Professor, #Law_Professor,
#Econ_ Professor, and #Industry Professor.”
#Biz  Professor is the number of outside di-
rectors who are currently or formerly pro-
fessors at a business school. #Law Professor
is the number of outside directors who are
currently or formerly professors at a law
school. #Econ Professor is the number of out—
side directors who are currently or formerly
professors at a school of economics. #Industry

Professor is the number of outside directors

who are currently or formerly professors that
are industry specialists (e.g., professors in
engineering). Board Size is the sum of inside,
outside, and part-time directors (if any).
Board Independence is the number of outside
directors divided by the total number of board
members (Board Size). #Board Od is the
number of outside directors. Board Meet is
the number of board meetings. Biz Professor_
Ratio is #Biz_ Professor divided by the total
number of outside directors (#Board Od).
Law_Professor Ratio is #Law_Professor div-
ided by the total number of outside directors
(#Board Od). Econ Professor Ratio is #Econ

_Professor divided by the total number of out-

side directors (#Board Od). Industry Professor

_Ratio is #Industry Professor divided by the

total number of outside directors (#Board Od).
TAZB is 1 if total assets are equal to or higher
than 2 billion dollars, and 0 otherwise.
Controlling Owner is 1 if the largest control-
ling shareholder and/or an immediate family
member is an executive director, and 0
otherwise. Foreign Ownership is the percent-
age of foreign ownership. Wedge is the di-
vergence between controlling shareholders’
voting rights and cash flow rights. Tobin @ is

the ratio of market value of assets to book

7) Prior literature has considered whether the academic director holds an administrative position in their institution
(White et al. 2014 Francis et al. 2015). White et al.(2014) categorize academics into Administrative, Business, and
Specialized, and includes the deans of business schools into Administrative, and not Business. Their categorization is
interesting because the value effect of administrative differs within Business and Non-Business Administratives. To
simplify and provide a more consistent categorization, this paper focuses only on the educational backgrounds of

academic directors.
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value of assets. Ret is the monthly com-
pounded annual stock return. Roa is profit
from continued operations (net income minus
income from discontinued operations) divided
by beginning-of-the-year total assets. Loss is
1 if Roa is less than zero, 0 otherwise. Ocfis
operating cash flow divided by beginning-of-
the-year total assets. Volatility is standard
deviation of monthly stock returns over 12
months of the year. Altman Z is Altman’s Z
score (Altman, 1968). Size is the natural
logarithm of total assets. Leverage is total
debt divided by total assets. Mtb is market
value of equity divided by book value of equity.
Firm Age is number of years since the date of
firm incorporation. Sales Growth is the change
in sales divided by lagged-year sales. Rd is
research and development expenditure divi
ded by total sales. Ceo Turnover is 1 if the
firm replaces its CEO during the year, and O
otherwise. Exec Pay is the average annual
pay (salary, bonus, and stock options) of in-
side executive directors. Od Pay is the aver—

age annual pay of outside directors.

3.2 Descriptive Statistics

Panel A of Table 1 shows the descriptive
statistics of our sample. In our sample, the
average (median) board is made of 6.855
(7.000) board members (Board Size) with an
average (median) of 3.071 (3.000) outside
directors (Board_Od). Of these outside direc-

AT M6 HM4z 20174 82

tors, the average (median) percentage of aca-
demic directors is 30.1% (25.0%), which sug-
gests that on average there is one academic
director on the board of each Chaebol firm.

The average number of #Biz Professor, #Law

_Professor, #Econ Professor, and #Industry

Professor is 0.476, 0.044, 0.061, 0.368,
respectively. This shows that Biz Professor
and Industry Professor are the most popular
category of academic directors. The mean
(median) Tobin @is 1.187 (1.012) and mean
(median) Roa is 0.037 (0.038). The mean
value of total assets is 4.318 trillion Korean
Won, which amounts to approximately US$ 4
billion.

Panel B of Table 1 is the annual distribution
of our sample’s board characteristics. Board
independence shows a generally increasing
trend. #Professor increases substantially in
2008 and remains generally constant. In sum,
these time-series trends suggest that aca-
demic directors remain a consistently popular
choice among Chaebol firms.

Table 1, Panel C is the univariate analysis
results for the mean difference between firms
that appoint academic directors (D_Professor
= 1) and firms that do not appoint academic
directors (D Professor = (). Boards that
include academic directors are significantly
larger(Board_Size), albeit by one director,
meet less frequently (Board Meet), have a
larger proportion of foreign ownership (Foreign

Ownership), and have a smaller divergence
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(Table 1) Descriptive Statistics
Panel A: Descriptive Statistics of the Sample

Variable N Mean Std. Dev. Q1 Median Q3
Governance characteristics
Board_Size 2,003 6.855 2.468 5.000 7.000 8.000
Board_Independence 2,003 0.429 0.147 0.273 0.429 0.556
#Board_Od 2,003 3.071 1.745 2.000 3.000 4.000
#Professor 2,003 0.905 0.969 0.000 1.000 1.000
Professor_Ratio 2,003 0.301 0.328 0.000 0.250 0.500
D _Professor 2,003 0.576 0.494 0.000 1.000 1.000
#Biz_Professor 2,003 0.412 0.658 0.000 0.000 1.000
#Law_Professor 2,003 0.044 0.206 0.000 0.000 0.000
#FEcon_Professor 2,003 0.061 0.239 0.000 0.000 0.000
#Industry_Professor 2,003 0.368 0.577 0.000 0.000 1.000
Board_Meet 2,003 14.579 10.107 8.000 11.000 17.000
Controlling Owner 2,003 0.476 0.500 0.000 0.000 1.000
Foreign_Ownership 2,003 0.149 0.157 0.019 0.090 0.232
Wedge 2,003 0.283 0.209 0.083 0.300 0.427
Ceo_Turnover 2,003 0.252 0.434 0.000 0.000 1.000
Exec Pay (M KRW) 1,553 668.205 739.457 223.000 421.000 808.000
Od_Pay (M KRW) 1,513 41.310 17.298 30.000 38.000 52.000
Economic characteristics
Tobin_ @ 2,003 1.187 0.588 0.827 1.012 1.344
Ret 2,003 0.239 0.647 -0.177 0.084 0.479
Roa 2,003 0.037 0.075 0.007 0.038 0.079
Loss 2,003 0.191 0.393 0.000 0.000 0.000
Ocf 2,003 0.066 0.085 0.015 0.057 0.113
Volatility 2,003 0.126 0.067 0.081 0.111 0.152
Altman_7 2,003 3.354 2.792 1.857 2.706 3.860
Asset (T KRW) 2,003 4.318 10.903 0.372 1.196 3.786
Size 2,003 27.815 1.602 26.641 27.810 28.962
TAZB 2,003 0.375 0.484 0.000 0.000 1.000
Leverage 2,003 0.487 0.198 0.333 0.509 0.629
Mtb 2,003 1.383 1.186 0.598 1.026 1.743
Firm_Age 2,003 18.478 12.349 8.000 16.000 29.000
Sales_Growth 2,003 0.077 0.239 -0.032 0.059 0.164
Rd 2,003 0.002 0.006 0.000 0.000 0.000
|DA] 1.816 0.055 0.056 0.017 0.038 0.075
Panel B: Distribution of Board Characteristics by Year
Year Number of Board Size #Board Od Board #Professor Professor
Observations Independence Ratio
2001 85 7.84 3.13 0.39 0.79 0.28
2002 91 7.55 2.90 0.37 0.75 0.28
2003 104 7.18 2.74 0.37 0.73 0.26
2004 115 7.05 2.76 0.37 0.76 0.28
2005 118 7.03 2.90 0.39 0.76 0.25
2006 143 7.10 2.95 0.39 0.78 0.27
2007 148 7.09 2.97 0.39 0.82 0.29
2008 123 7.43 3.25 0.42 1.02 0.34
2009 145 6.49 3.28 0.48 1.04 0.33
2010 157 6.32 3.20 0.48 0.99 0.32
2011 164 6.62 3.18 0.46 1.01 0.33
2012 194 6.73 3.21 0.45 1.01 0.32
2013 211 6.52 3.10 0.45 0.96 0.31
2014 205 6.40 3.12 0.46 0.96 0.31
Average 6.85 3.07 0.43 0.91 0.30
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(Table 1) Descriptive Statistics (continue)

Panel C: Univariate Analysis for Mean Differences

Variable D _Professor = 1 D_Professor = 0 Difference P-value
Board_Size 7.39 6.12 1.27 0.000%**
Board_Independence 0.47 0.37 0.10 0.000***
Board_Meet 13.68 15.80 -2.12 0.000***
Controlling_ Own 0.48 0.47 0.00 0.898
Foreign Ownership 0.18 0.10 0.08 0.000***
Wedge 0.26 0.31 -0.04 0.000***
Tobin_ @ 1.27 1.07 0.20 0.000***
Ret 0.22 0.27 -0.05 0.069*
Roa 0.04 0.04 0.00 0.872
Ocf 0.07 0.06 0.01 0.005%**
Size 28.21 27.28 0.93 0.000***
Leverage 0.50 0.46 0.04 0.000%**
Firm Age 18.78 18.07 0.72 0.200
Sales_Growth 0.08 0.07 0.01 0.442
Rd 0.00 0.00 0.00 0.000***
Exec_Pay 799.31 474 .58 324.74 0.000***
Od_Pay 44 .45 36.58 7.87 0.000***

The symbols *, **, and *** indicate significance at 10%, 5%, and 1% levels, respectively. Board Size is the sum of

inside, outside, and part-time directors (if any). Board Independence is the number of outside directors divided by
the total number of board members. #Board Od is the number of outside directors. #Professor is the number of outside
directors who are currently or formerly professors. Professor Ratio is the number of outside directors who are
currently or formerly professors divided by the total number of outside directors. D Professor is 1 if firm has at least
one current or former professors, and 0 otherwise. #Biz Professor is the number of outside directors who are currently
or formerly professors at a business school. #Law Professor is the number of outside directors who are currently or
formerly professors at a law school. #Econ Professor is the number of outside directors who are currently or formerly
professors at a school of economics. #Industry Professor is the number of outside directors who are currently or
formerly professors who are industry specialists (e.g., professors in engineering). Biz Professor Ratio is #Biz Professor
divided by total number of outside directors. Law Professor Ratio is # Law Professor divided by total number of
outside directors. Econ Professor Ratio is #Econ Professor divided by total number of outside directors. Industry
Professor Ratio is # Industry Professor divided by total number of outside directors. Board Meet is the number of
board meetings. TAZB is 1 if total assets are equal to or higher than 2 billion dollars, and O otherwise. Controlling
Owner is 1 if the largest controlling shareholder and/or an immediate family member is an executive director, and 0
otherwise. Foreign Ownership is foreign ownership. Wedge is the divergence between controlling shareholders voting
rights and cash flow rights. Tobin @ is the ratio of market value of assets to book value of assets. Ret is the monthly
compounded annual stock return. Roa is profit from continued operations (net income minus income from discontinued
operations) divided by beginning-of-the-year total assets. Loss is 1 if Roa is less than zero, 0 otherwise. Ocf is
operating cash flow divided by beginning-of-the-year total assets. Volatility is standard deviation of monthly stock
returns over 12 months of the year. Altman Zis Altman's Z score (Altman 1968). Size is the natural logarithm of total
assets. Leverage is total debt divided by total assets. Mtbh is market value of equity divided by book value of equity.
Firm Age is number of years since the date of firm incorporation. Sales Growth is changes in sales divided by
lagged-year sales. Rd is research and development expenditure divided by total sales. Ceo Turnover is 1 if the firm
replaces its CEO during the year, and 0 otherwise. /DA/ is absolute value of discretionary accrual which is based on
the modified Jones model (1991). Exec Pay is the average annual pay (salary, bonus, and stock options) of inside
executive directors. Od Pay the is average annual pay of outside directors.
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between controlling shareholders’ voting rights
and cash flow rights (Wedge). Firms that ap-
point academic directors have a higher Tobin's
Q (Tobin @), higher operating cash flow
(Ocf), larger size (Size), and higher leverage
(Leverage). These firms award both execu-
tives (Exec Pay) and outside directors (Od_
Pay) higher average annual compensation.
We include these firm attributes in the re-
gression models to control for their effect on
firm performance.

Table 2 reports the Pearson Correlation
Matrix. Ln(#Professor), the natural loga-
rithm of #Professor correlates positively with
the firm's performance variable, Tobin Q.
In(Board Size) and Board Independence are
positively correlated with firm size (Size).
This correlation reflects Korean regulatory
requirements regarding board composition
according to firm size (Hyun, Kim, Kwon,
and Shin, 2014)

IV. Research Design and Empirical
Results

4.1 Determinants of Appointing Academic
Directors

To examine the determinants of appointing
academic directors, we regress determinants

of board structures identified by prior research.

AT M6 HM4z 20174 82

(Linck et al., 2008: Masulis et al., 2012).
We consider board, ownership, and firm eco-
nomic characteristics that could affect board

structure. The regression model is as follows:

Professor; = ay + ajln(Board Size)i;

+ aoBoard Independencei-; + a3TAZB;-;
+ a4Board Independence;; * TAZB

+ asln(Board Meet)-;

+ agControlling own;-

+ a7Foreign_Ownership:; + asWedge;;
+ agln(Firm Age)y; + aioVolatility,

+ a115ize-1 + aoLeverages-; + a13R0as-1
+ a140cfi-; + aysAltman_ 7

+ Fixed Effets + e, (1)

where, Professor;is In(#Professor:),
or D_Professor.

In equation (1), industry fixed effects are
based on the two-digit Standard Industrial
Classification (SIC) code industry classifications.
Year fixed effects and firm fixed effects are
also controlled for in the regression model.
Larger boards (In(Board Size)), and a higher
proportion of independent directors (Board_
Independence) are expected to be positively
related with the number of academic directors.
Academic directors are often hired when ex-
panding the board size (White et al., 2014).
More independent boards are likely to ap-
point external directors: therefore, we con-
jecture that there would be a positive associ-

ation between the number of academic direc-
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tors and board independence. We include the
indicator variable, TAZB, and its interaction
with the variable Board Independence to in-
corporate the regulatory requirements (Cho
and Kim, 2007: Choi, Park, and Yoo, 2007:
Black and Kim, 2012).

Board activity (In(Board Meet)) and foreign
ownership (Foreign Ownership) can comple-
ment or substitute the governance mecha-
nisms of the academic directors. Firms that
hold frequent board meetings and have a
high foreign ownership ratio are more likely
to hire external directors that are effective
monitors and advisors (Weisbach, 1988;
Desender, Aguilera, Lopezpuertas-Lamy, and
Crespi, 2016). Nonetheless, the existence of
strong governance mechanisms may not lead
to more academic director appointments if
the academic directors are not qualified as
effective monitors or advisors (Morck, Shleifer,
and Vishny, 1988). Wedge represents the de-
gree of entrenchment and incentive align-
ment (Morck et al., 1988: Fan and Wong,
2005). Chaebol firms with a large wedge may
prefer weak monitors to maintain their cur-
rent status quo. If academic directors are ef-
fective monitors, then there should be a neg-
ative relationship between Wedge and the
number of academic directors. Ln(Firm Age),
Volatility, Size, Leverage, Ocf, Roa, and
Altman 7 represent firm characteristics that
may affect board structure (Linck et al., 2008).

Table 3 shows both the OLS and logit co-

1112

efficient estimates for the determinants of
#Professor and D Professor. All standard er-
rors are corrected for heteroskedasticity us-
ing Huber - White robust standard errors. In
congruence with our expectations, we find that
larger boards and more independent boards
appoint more academic directors. However, if
firm size measured as the total assets greater
than 2 Billion KRW, firms do not increase
the number of academic directors in their
boards (az+ a4 = -0.018). Firms with a larger
divergence between voting rights and cash
flow rights hire more academic directors.
Nonetheless, the logit regressions in Column
(2) show slightly different results. All in all,
the results imply that academic directors are
often appointed to fill the boards of large firms,
and firms with poor corporate governance are
more likely to hire academic outsiders. Based
on the adjusted R? of 63.3% and 34.1% in
Column (1) and (2), we can assume that the
cross—sectional variation in the number of
academic directors is sufficiently explained by

the board, ownership, and economic determinants.

4.2 Operating Performance and Market
Performance Consequences of
Appointing Academic Directors

If academic directors provide useful ex-
pertise that plays a significant role (e.g., ad-
visory role or monitoring role) in increasing

firm value, then firms that appoint academic
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(Table 3) Determinants of Appointing Professor Outside Directors

Dependent variable

(1) OLS (2) Logit
Independent variables #Professory D _Professor

Coeff. t-stat. Coeff. z-stat.
In(Board_Size)i 0.127** (2.46) 1.468*** (5.17)
Board Independence;-; 0.403*** (2.72) 3757 (4.06)
TAZB; 0.251** (1.99) 1.450 (1.49)
Board_Independence;-; * TAZB;; -0.421* (-1.74) -3.011% (-1.66)
In(Board_Meet ) 0.018 (0.66) -0.333* (-1.90)
Controlling Owny-; 0.022 (0.64) -0.568"** (-2.64)
Foreign Ownership;- 0.104 (0.74) 2.819*** (3.56)
Wedge,-1 0.230" (1.69) -0.764 (-1.42)
In(Firm_Age);- -0.052 (-1.07) -0.363*" (-2.04)
Volatility;- 0.205 (1.18) 1.306 (0.98)
Sizes-1 0.092%** (2.61) 0.667*** (5.10)
Leverage,-; -0.161 (-1.43) 0.957 (1.56)
Roag-1 -0.447*** (-2.60) -4.413*** (-3.47)
Octi-1 0.018 (0.13) 0.356 (0.37)
Altman 7 -0.004 (-0.47) 0.125*** (3.25)
Intercept -2.372™ (-2.32) -21.559™** (-6.37)
Fixed Effects Year, Industry, and Firm Year, Industry, and Firm
Standard error Huber-White robust Huber-White robust
Observations 1,687 1,687
Adjusted R? 0.633 0.341

The symbols *, **, and *** indicate significance at 10%, 5%, and 1% levels, respectively. #Professor is the number of
the academic outsiders. D Professor is 1 if firm has at least one current or former professors, and 0 otherwise.
Ln(Board Size) is the natural logarithm of the sum of inside, outside, and part-time directors (if any). Board_
Independence is the number of outside directors divided by the total number of board members. TAZB is 1 if total
assets are equal to or higher than 2 billion dollars, and 0 otherwise. Ln(Board Meet) is the natural logarithm of the
number of board meetings. Controlling Owner is 1 if the largest controlling shareholder and/or an immediate family
member is an executive director, and 0 otherwise. Foreign Ownership is foreign ownership. Wedge is divergence
between controlling shareholders’ voting rights and cash flow rights. Ln(Firm Age) is the natural logarithm of the
number of years since the date of firm incorporation. Volatility is standard deviation of monthly stock returns over 12
months of the year. Size is the natural logarithm of total assets. Leverage is total debt divided by total assets. Roa is
profit from continued operations (net income minus income from discontinued operations) divided by beginning-of-
the-year total assets. Ocfis operating cash flow divided by beginning-of-the-year total assets. Altman_Z is Altman’s
7 score (Altman 1968).
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directors should show higher operating per-
formance than firms without academic directors.
However, if academic directors are not val-
uable advisors, then firms with academic di-
rectors should demonstrate lower operating
performance.

To test for the effect of academic directors
on firm operating and market performance,
we estimate the following model, controlling
for industry fixed effects, year fixed effects,

and firm fixed effects:

Firm Performance; = ao + a1In(#Professors);
+ aoln(Board Size); + a3Board Independence:
wTAZB; + asBoard Independence; * TAZB ¢
agln(Board Meet); + a;Controlling own;
agForeign Ownership; + a9Wedge ;
a0Sizey + ai1Leverage; + aizln(Firm_Age):
a3 Volatility; + ajuRoa; + a150cf;
agLossi-1 + a17Rd; + aisSales Growth;

+ Fixed Effects + e, (2)

+ + + 4+ + +

where, In(#Academics) is In(#Professor),
In(#Biz_Professor), In(#Law_Professor),
In(#Econ_Professor), or In(#Industry_Professor)
and Firm Performance;is Tobin_@, or Roa.

Column (1) and Column (3) in Table 4 il-
lustrate that the number of academic direc-

tors are significantly negatively associated

with firm performance, proxied by return on
assets and Tobin's Q. These results might be
driven by the replacement of existing outside
directors with academic outside directors.
Overall results suggest that academic direc—
tors do not increase firm value on average.®

We further analyze the advisory role of
academic directors by dividing the academics
into educational backgrounds. The regression
results for different types of academics are
shown in Column (2) and (4) of Table 4, us-
ing Tobin_@ and Roa as dependent variables,
respectively. We find significantly negative
relationship between academic directors and
firm performance for business professors, eco-
nomics professors, and industry specialized
professors. In sum, the results suggest that
academics, regardless of their educational
background, do not contribute to firm
performance.g)

From the findings in Table 3 that firms
with poor corporate governance are more likely
to hire academic directors, we conjecture that
academic directors may not be good monitors.'”’
Due to the poor monitoring of academic di-
rectors, firms with academic directors would
have lower performance. We empirically prove
our conjecture of poor monitoring ability of

academic directors in the next section.

8) We also investigate similar tests using D Professor and Professor Ratio. The results are robust although we use

alternative proxies for academic directors.

9) Results remain qualitatively similar when we use the indicator variable, D Professor.
10) As we mentioned in Section 2, due to regulations in Korea, a new appointment of academic directors could be the

replacement of existing competent outside directors.
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4.3 Are Academic Directors Good Monitors?

In theory, academics are the ideal monitors.
Academics are trained to think critically, and
do not have any interlinked business interests.
Following prior literature (e.g., Weisbach,
1988: Yermack, 1996: Fich and Shivdasani,
2006; Masulis et al., 2012), we examine the
monitoring capabilities of academic directors
by examining the turnover and compensation
of CEOs with weak performance.

Masulis et al.(2012) note that boards should
replace poorly performing CEOs and award
CEOs compensation that is aligned with the
interests of the shareholders. Poorly per-
forming CEOs are less likely to be replaced if
the board is not an effective monitor (Weisbach,
1988).

Table 5 exhibits the relationship between
academic directors and proxies for monitoring
capabilities. Column (1) shows the logit re-
gression results with the dependent variable
as Ceo Turnover which is an indicator varia-
ble that takes the value 1 if the CEO is re-
placed during the year and 0 otherwise.
Ln(#Professor) is interacted with 4Roa; and
Ret: to observe whether boards with more
academic directors are more likely to replace
their CEOs after weak performance. If the
coefficient on 4Roa; and Ret; are significantly
negative and the coefficient of the interaction
variables are significantly positive, this in-
dicates that while CEOs are replaced after

1116

poor performance, they are less likely to be re-
placed when there are more academic directors.
However, none of the coefficients for 4Roa;
Ret;or the interaction variables are significant.

Excessive CEO compensation is another in-
dicator of the monitoring ability of the board.
If academic directors are weak monitors,
boards with a higher number of academic di-
rectors would award greater excessive com-
pensation to CEOs than boards that have
fewer academic directors. Table 5 Column (2)
examines this possibility using A4Exec Pay,
the change in the natural logarithm of aver-
age annual pay awarded to executives, as the
dependent variable. Negative coefficients on
the interaction of 4Roa; or Ret; and #Professor
indicate that boards with more academic di-
rectors award higher excessive pay to CEOs,
thus lowering the pay-for-performance sensi-
tivity of executives for firms with academic
directors. However, we do not find any sig-
nificant relationship in the standalone or in-
teraction variables with changes in excess
CEO compensation.

Lastly, effective boards can deter earnings
management of executives. In Column (3) of
Table 5, the dependent variable is |DA|, the
absolute value of discretionary accruals based
on the modified Jones model (1991) and a
proxy for earnings management. The positive
coefficient of #Professor show that academic
directors are associated with higher absolute

values of discretionary accruals. Therefore,
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(Table b) Impact of Professor Outside Directors on CEO Turnover and
Executive Pay-for-Performance Sensitivity

Dependent variable

(1) Logit Regression (2) OLS (3) OLS
Independent variables Ceo_Turnovert:; AExec_Pay; IDA/;
Coeff. z-stat. Coeff. t-stat. Coeff. t-stat.

ARoa, # In(#Professor), 0.303 (0.19) -0.323 (-0.59)
Ret; * In(#Professor); -0.015 (-0.08) 0.024 (0.47)
ARoa; 0.190 (0.15) 0.230 (0.61)
Ret; -0.199 (-1.32) 0.054 (1.46)
In(#Professor); -0.141 (-1.06) 0.022 (0.37) 0.007* (1.74)
Controlling Owner; -0.358™** (-2.62) 0.008* (1.74)
Foreign Ownership; -0.263 (-0.55) 0.013 (0.60)
Volatility; 0.307 (0.23) 0.044 (1.60)
Size; 0.117 (1.54) -0.019** (-2.49)
Mtb; -0.064 (-0.93) 0.001 (0.61)
Leverage -0.013 (-0.03) 0.025 (1.40)
In(Board Meet); 0.032 (0.28) 0.004 (0.97)
Board Independence; 0.037 (0.06) 0.016 (0.70)
TA2B; 0.505 (0.70) -0.006 (-0.32)
Board Independence; * TAZ2B; -1.209 (-0.89) 0.002 (0.06)
In(Board_Size), -0.015 (-0.08) 0.001 (0.06)
Roa; -1.171 (-1.11)
Ocf, -0.011 (-0.31)
Intercept 0.303 (0.19) -0.323 (-0.59) 0.517%* (2.67)
Fixed effects Year and Industry Year, Industry, and Firm Year, Industry, and Firm
Standard error Firm clustering Huber-White robust Huber-White robust
Number of observations 1,686 1,241 1,816
Pseudo R 0.044
Adjusted R? -0.076 0.280

The symbols *, **, and *** indicate significance at 10%, 5%, and 1 % levels, respectively. Ceo Turnover is 1 if the
firm replaces its CEO during the year, and 0 otherwise. Exec Pay is average annual pay (salary, bonus, and stock
options) of inside executive directors. Od Pay is average annual pay of outside directors. Ln(#Professor) is the
natural logarithm of the number of academic outsiders. Roa is profit from continued operations (net income minus
income from discontinued operations) divided by beginning-of-the-year total assets. Ret is monthly compounded
annual stock returns. Controlling Owner is 1 if the largest controlling shareholder and/or an immediate family
member is an executive director, and 0 otherwise. Foreign Ownership is foreign ownership. Volatility is standard
deviation of monthly stock returns over 12 months of the year. Size is the natural logarithm of total assets. Mtb is
market value of equity divided by book value of equity. Leverage is total debt divided by total assets. Ln(Board Meet)
is the natural logarithm of the number of board meetings. Board Independence is the number of outside directors
divided by the total number of board members. TAZB is 1 if total assets are equal to or higher than 2 billion dollars,
and 0 otherwise. Ln(Board Size) is the natural logarithm of the sum of inside, outside, and part-time directors (if
any). Roa is profit from continued operations (net income minus income from discontinued operations) divided by
beginning-of-the-year total assets. Ocfis operating cash flow divided by beginning-of-the-year total assets.
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(Table 6) Performance Impacts of Professor Outside Directors

Dependent variable

(1) PSM (2) PSM
Independent variables Tobin_@Q; Roa
Coeff. t-stat.

In(#Professor); -0.080*** (-2.71) -0.015** (-3.25)
In(Board Size); 0.140** (2.57) -0.003 (-0.26)
Board Independence; 0.075 (0.57) 0.023 (0.84)
TAZB; 0.260* (1.79) 0.016 (0.80)
Board_Independence; * TAZ2B; -0.583** (-2.25) -0.048 (-1.16)
In(Board_Meet), -0.014 (-0.53) 0.003 (0.58)
Controlling Own; 0.032 (0.99) 0.005 (0.86)
Foreign Ownership; 0.429*** (2.60) 0.159*** (5.22)
Wedge, 0.062 (0.52) -0.045 (-1.60)
Size; -0.034 (-0.93) 0.025*** (3.01)
Leverage; 0.456*** (3.97) -0.193*** (-9.22)
In(Firm_Age); 0.137* (1.65) 0.006 (0.59)
Volatility; 0.824*** (4.43) 0.088*** (3.08)
Roay 1.524*** (7.63)
Ocfty 0.590"** (3.85)
L08S;-1 -0.005 (-0.87)
Rd; -0.271 (-0.72)
Sales_Growth; 0.070*** (8.36)
Intercept 0.317 (0.34) -0.545™* (-2.56)
Fixed effects Year, Industry, and Firm Year, Industry, and Firm
Standard error Huber-White robust Huber-White robust
Number of observations 1,382 1,382
Adjusted R? 0.772 0.588

The symbols *, **, and *** indicate significance at 10%, 5%, and 1 % levels, respectively. Ln(#Professor) is the

natural logarithm of the number of academic outsiders. Ln(Board Size) is the natural logarithm of the sum of inside,
outside, and part-time directors (if any). Board Independence is the number of outside directors divided by the total
number of board members. TAZB is 1 if total assets are equal to or higher than 2 billion dollars, and 0 otherwise.
Ln(Board Meet) is the natural logarithm of the number of board meetings. Controlling Owner is 1 if the largest
controlling shareholder and/or an immediate family member is an executive director, and 0 otherwise. Foreign
Ownership is foreign ownership. Wedge is divergence between controlling shareholders” voting rights and cash flow
rights. Size is the natural logarithm of total assets. Leverage is total debt divided by total assets. Ln(Firm Age) is
natural logarithm of the number of years since the date of firm incorporation. Volatility is standard deviation of
monthly stock returns over 12 months of the year. Roa is profit from continued operations (net income minus income
from discontinued operations) divided by beginning-of-the-year total assets. Ocf is operating cash flow divided by
beginning-of-the-year total assets. Loss is 1 if Roa is less than zero, 0 otherwise. Rd is research and development
expenditure divided by total sales. Sales Growth is changes in sales divided by lagged-year sales.
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Column (3) shows that academic directors
are weak monitors of earnings management.
Overall, we do not find any evidence that
supports the monitoring capabilities of aca-

demic directors.'”

4.4 Robustness check

There is a potential endogeneity problem
because the appointment of academic direc-
tors may not be random. There could be cor-
related omitted factors that simultaneously
affect firm performance and the appointment
of academic directors. We perform the pro-
pensity score matching (PSM) method to con-
trol for potential endogeneity biases. Using
the logit model results in Column (2) of Table
3, we create a sample with matching firm
characteristics. We then perform regressions
of Tobin's Q and Roa on #Professor using the
matched sample. The results in Table 6 con-
firm that the negative relationship between
academic outside directors and firm perform-
ance is robust to potential endogeneity biases.

We further investigate the effect of hiring or
firing academic directors on firm performance.
Untabulated results indicate that when a
firm appoints an academic director to the
board, firm performance, proxied by Tobin's
Q and ROA, becomes worse. Consistent with

these results, firm performance is enhanced

when a firm removes an academic director.

V. Conclusion

In this paper, we investigate the perform-
ance impact of acaemic directors in Korean
Chaebol firms. We find that firms with aca-
demic directors suffer from negative perform-
ance measured by Roa and Tobin's Q. We fur-
ther categorize academic directors based on
their academic background and find that aca-
demic directors are negatively associated
with firm value regardless of their academic
background. We also find that CEO turnover
after poor firm performance and executives
pay-for-performance is not significantly asso-
ciated with the existence of academic directors.
Overall, our analysis indicates that academic
directors do not contribute to the corporate

governance of the board.

References

Adams, R. B., and D. Ferreira(2007), “A Theory of
Friendly Boards.” The Journal of Finance,
62, 217-250.

Altman, E. I.(1968), "Financial Ratios, Discriminant

Analysis and the Prediction of Corporate

11) Results remain qualitatively similar when we use the indicator variable, D Professor and Professor Ratio.

AT M6 HM4z 20174 82

1119



Jae Yong Shin - Sewon Kwon - Jeong-Hoon Hyun - Natalie Kyung Won Kim

Bankruptey,” The Journal of Finance, 23,
589-609.

Armstrong, C. S., W. R. Guay, and J. P. Weber
(2010), “The Role of Information and Financial
Reporting in Corporate Governance and Debt
Contracting,” Journal of Accounting and
Economics, 50, 179-234.

Audretsch, D. B., and E. Lehmann(2006), “Entre-
preneurial Access and Absorption of Know-
ledge Spillovers: Strategic Board and Ma-
nagerial Composition for Competitive Ad-
vantage,” Journal of Small Business Manage-
ment, 44, 155-166.

Baek, J. S., J. K. Kang, and I. Lee(2006), "Business
Groups and Tunneling: Evidence from Private
Securities Offerings by Korean Chaebols,”
The Journal of Finance, 61, 2415-2449.

Baysinger, B., and H. N. Butler(1985), "Corporate
Governance and the Board of Directors:
Performance and Finance Effects of Changes
in Board Composition,” Journal of Law,
Economics, and Organization, 1, 101-124.

Bertrand, M., P. Mehta, and S. Mullainathan(2002),
“Ferreting out Tunneling: An Application to
Indian Business Groups,” Quarterly Journal
of Economics, 117, 121 - 148.

Black, B., and W. Kim(2012), “The Effect of Board
Structure on Firm Value: A Multiple Iden-
tification Strategies Approach Using Korean
Data,” Journal of Financial Economics, 104,
203-226.

Borokhovich, K. A., R. Parrino, and T. Trapani
(1996), “Outside Directors and CEO Selection,”
Journal of Financial and Quantitative An-
alysis, 31, 337-355.

Cheung, Y., P. Rau, and A. Stouraitis(2006), "Tun-
neling, Propping, and Expropriation: Evidence

1120

from Connected Party Transactions in Hong
Kong,” Journal of Financial Economics, 82,
343-386.

Cho, D. S., and J. Kim(2007), "Outside Directors,
Ownership Structure and Firm Profitability
in Korea,” Corporate Governance: An Inter-
national Review, 15, 239-250.

Choi, J. J., S. W. Park, and S. S. Yoo(2007), “The
Value of Outside Directors: Evidence from
Corporate Governance Reform in Korea,”
Journal of Financial and Quantitative An-
alysis, 42, 941-962.

Desender, K. A., R. V. Aguilera, M. Lopezpuertas-
Lamy, and R. Crespi(2016), "A Clash of
Governance Logics: Foreign Ownership and
Board Monitoring,” Strategic Management
Journal, 37, 349-369.

Fama, E. F., and M. C. Jensen(1983), “Separation
of Ownership and Control,” The Journal of
Law & Economics, 26, 301-325.

Fan, J., and T. J. Wong(2005), "Do External Au-
ditors Perform a Corporate Governance Role
in Emerging Markets? Evidence from East
Asia,” Journal of Accounting Research, 43,
35-72.

Fich, E. M.(2005), "Are Some Outside Directors
Better than Others? Evidence from Director
Appointments by Fortune 1000 Firms,”
Journal of Business, 78, 1943-1971.

Fich, E. M., and A. Shivdasani(2006), “Are Busy
Boards Effective Monitors?.” The Journal of
Finance, 61, 689-724.

Francis, B., I. Hasan, and Q. Wu(2015), "Professors
in the Boardroom and their Impact on Cor-
porate Governance and Firm Performance,”
Financial Management, 44, 547-581.

Hwang, B. H., and S. Kim(2009), ‘Tt Pays to have

HASATL Ha6A HM4z 20174 8%



The Effects of Academic Outside Directors on Firm Performance: Evidence from Korean Chaebol Firms

Friends,” Journal of Financial Economics,
93, 138-158.

Hyun, J. H., B. J. Kim, S. Kwon, and J. Y. Shin
(2014), "The Effects of Corporate Governance,
Competition, and Political Costs on Strategic
Executive Pay Disclosure: Evidence from
Korea,” Journal of Management Accounting
Research, 26, 195-220.

Jian, M., and T. J. Wong(2010), "Propping through
Related Party Transactions,” Review of
Accounting Studies, 15, 70 - 105.

Joh, S. W.(2003), "Corporate Governance and Firm
Profitability: Evidence from Korea before
the Economic Crisis,” Journal of Financial
Economics, 68, 287-322.

Jones, J.(1991), "Earnings Management During
Import Relief Investigations,” Journal of
Accounting Research, 29, 193-228.

Kim, B. H.(2006), “The Influence of the Board
Composition on Earnings Management in
Korean Firms: Looking at Cases of Upwards
and Downwards Management,” Korean Ac-
counting Review, 31, 1-32. (Printed in
Korean)

Kim, J. O., and G. Bae(2007), "Corporate Governance
and Accounting Conservatism: Evidence from
Board and Audit Committee Characteristics,”
Korean Accounting Review, 32, 89-115.

Klein, A.(2002). "Audit Committee, Board of Di-
rector Characteristics, and Earnings Ma-
nagement,” Journal of Accounting and Eco-
nomics, 33, 375-400. Korea and the United
States: Similarities and Differences in
External Directors(2012, May 31), Korea
JoongAng Daily, Retrieved from http://
news.joins.com/article/8332466

Krishnan, G. V., K. K. Raman, K. Yang, and W.

AT M6 HM4z 20174 82

Yu(2011), "CFO/CEO-board Social Ties,
Sarbanes-Oxley, and Earnings Management,”
Accounting Horizons, 25, 537-557.

Lee, M., H. S. Shim, and J. H. Choi(2012), "Board
Characteristics and the Frequency of Dis-
closure of the Firms Belonging to Large
Business Groups,” Korean Accounting Re-
view, 37, 279-320. [Printed in Korean]

Lee, S. W., Y. C. Kim, and T. S. Jung(2010), "The
Effects of Internal Control Weakness and
Board of Directors Characteristics on Asset
Misappropriation,” Korean Accounting Journal,
19, 89-123. (Printed in Korean)

Lester, R., A. Hillman, A. Zardkoohi, and A. Cannella
Jr(2008), “Former Government Officials as
Outside Directors: The Role of Human and
Social Capital,” Academy of Management
Journal, 51, 999-1013.

Lim, H. K., E. Y. Cho, and S. Y. Ko(2014), "In-
fluence of Outside Director's Expertise on
Firm Value and Business Performance,”
Journal of Korea Tax Accounting Research,
39, 83-102. [Printed in Korean)

Linck, James S., J. M. Netter, and T. Yang(2008),
“The Determinants of Board Structure,” Journal
of Financial Economics, 87, 308-328.

Masulis, R. W., C. Wang, and F. Xie(2012),
“Globalizing the Boardroom—The Effects of
Foreign Directors on Corporate Governance
and Firm Performance,” Journal of Accoun-
ting and Economics, 53, 527-554.

Moon, S. H., H. J. Lee, and H. M. Ji(2006), “The
Effect of Corporate Governance on the Qua-
lity of Earnings, Operating Performance,
and Firm Value,” Study on Accounting,
Taxation & Auditing, 44, 257-288.

Morck, R., A. Shleifer, and R. Vishny(1988), "Ma-

1121



Jae Yong Shin - Sewon Kwon - Jeong-Hoon Hyun - Natalie Kyung Won Kim

nagement Ownership and Market Valuation:
An Empirical Analysis,” Journal of Financial
Economics, 20, 293-315

Pfeffer, J., and G. R. Salancik(1978), The External
Control of Organizations: A Resource De-
pendence Perspective, New York: Harper &
Row

Rosenstein, S., and J. G. Wyatt(1990), “Outside
Directors, Board Independence, and Share-
holder Wealth,” Journal of Financial Eco-
nomics, 26, 175-191.

Shawn, H., and J. Jung(2015), “Watchdog or Lapdog
of the CEO?: Effects of Social Ties between
Outside Directors and the CEO on the
Overinvestment,” Korean Accounting Review,
40, 327-366. (Printed in Korean)

Shin, J. Y., J. H. Hyun, S. Oh, and H. Yang(2017),
“The Effects of Politically Connected Outside

1122

Directors on Firm Performance: Evidence
from Korean Chaebol Firms,” Corporate Go-
vernance: An International Review, 1-22.

Weisbach, M. S.(1988), “Outside Directors and
CEO Turnover,” Journal of Financial Econo-
mics, 20, 431-460.

What Makes a Great Board(2010, December 3),
Maeil Business Newspaper, Retrieved from
http://news.mk.co.kr/newsRead.php?year
=2010&no=668084

White, J. T., T. Woidtke, H. A. Black, and R. L.
Schweitzer(2014), “Appointments of academic
directors,” Journal of Corporate Finance,
28, 135-151.

Yermack, D.(1996), "Higher Market Valuation of
Companies with a Small Board of Directors,”
Journal of Financial Economics, 40, 185-
211.

HASATL Ha6A HM4z 20174 8%



The Effects of Academic Outside Directors on Firm Performance: Evidence from Korean Chaebol Firms

Variable
Board Size
Board Independence

#Board_Od
#Professor
Professor_Ratio

D _Professor
#Biz Professor

ZLaw Professor
#Econ_Professor

#Industry Professor

Biz_Professor_Ratio
Law_Professor_Ratio
Econ_Professor_Ratio
Industry Professor Ratio
Board Meet

TAZB

Controlling Owner

Foreign_Ownership
Wedge

Tobin_@Q

Ret

Roa

Loss

Ocf
Volatility
Altman 7
Size
Leverage
Mtb
Firm_Age
Sales_Growth
Rd
Ceo_Turnover
DA/
Exec_Pay
Od_Pay

(Appendix)

Variable Definitions

Definition
Board size, which is the sum of inside, outside, and part-time directors (if any):

Board independence, which is the number of outside directors divided by the total
number of board members (Board Size):

The number of outside directors;
The number of outside directors who are current or former professors;

The number of outside directors who are current or former professors divided by the total
number of outside directors (#Board Od):

1 if firm has at least one current or former professors, and 0 otherwise;

The number of outside directors who are currently or formerly professors at a business
school:

The number of outside directors who are currently or formerly professors at a law school:

The number of outside directors who are currently or formerly professors at a school of
economics:

The number of outside directors who are currently or formerly professors who are
industry specialists (e.g., professors in engineering);

#Biz_Professor divided by total number of outside directors (#Board Od);
#Law Professor divided by total number of outside directors (#Board Od):
#Econ_Professor divided by total number of outside directors (#Board Od);
#Industry Professor divided by total number of outside directors (#Board Od):
The number of board meetings:

1 if total assets are equal to or higher than 2 billion dollars, and 0 otherwise

1 if the largest controlling shareholder and/or an immediate family member is an
executive director, and 0 otherwise;

Foreign ownership:

Divergence between controlling shareholders voting rights and cash flow rights:
The ratio of market value of assets to book value of assets:

Monthly compounded annual stock returns:

Profit from continued operations (net income minus income from discontinued operations)
divided by beginning-of-the-year total assets:

1 if Roa is less than zero, 0 otherwise:

Operating cash flow divided by beginning-of-the-year total assets:

Standard deviation of monthly stock returns over 12 months of the year:

Altman’s 7 score (Altman 1968):

Natural logarithm of total assets;

Total debt divided by total assets:

Market value of equity divided by book value of equity;

Number of years since the date of firm incorporation:

Changes in sales divided by lagged-year sales:

Research and development expenditure divided by total sales:

1 if the firm replaces its CEO during the year, and 0 otherwise:

Absolute value of discretionary accrual which is based on the modified Jones model (1991):
Average annual pay (salary, bonus, and stock options) of inside executive directors:
Average annual pay of outside directors.
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