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Abstract

Background: Although previous studies provide important insights on how firms respond to institutional pressure, they fail to acknowledge the salience of globalisation that results in institutional pressures diffusing across countries.

Objectives: Drawing on a selective adaptation model, this article examines whether firms comply with reforms to board structures beyond the minimum legal requirement.

Method: It investigates the determinants of appointing outside directors beyond the minimum legal requirement by analysing the relationship between four main variables and minimum compliance.

Results: Using a sample of Korean listed firms during 2002–2014, this study found that the salient organisational conditions (firm complexity and firm performance) and key organisational actors (controlling shareholders and foreign investors) determine the extent to which firms appoint outside directors on their boards.

Conclusion: This study contributes to the strategy literature that examines organisational response to institutional pressure, furthering the understanding of why there is heterogeneity in firm decisions even from firms in the same institutional environment that face similar institutional pressures. Moreover, it makes a contribution to corporate governance literature, in particular to the adoption of governance mechanisms that originate from foreign models.
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Introduction

Why, among firms in similar institutional environments, do some adopt and implement governance practices that go well beyond regulatory compliance requirements while others pursue merely symbolic compliance? At the heart of this question is the probability that the effects of institutional pressures may be moderated by organisational attributes such as financial characteristics and key actors (Okhmatovskiy & David 2012; Short & Toffel 2010). In attempting to understand this theme, some researchers have begun to integrate theories of institutional and organisational dynamics. They explain how differences can persist even among organisations that face comparable institutional pressures (Greenwood et al. 2011; Pache & Santos 2010).

Although these studies provide important insights on how firms respond to institutional pressure, helping us to understand the relationship between the external environment and internal organisational dynamics, their approach and scope neglect other aspects that are necessary to understand organisational responses. Firstly, they explore conditions under which organisations are more likely to resist institutional pressure, but do not consider cases where organisations actually welcome institutional pressure by being proactive and doing more than what is expected. Secondly, these studies fail to acknowledge the salience of globalisation that results in institutional pressures diffusing across countries. Indeed, the pressure to adopt locally derived practices should be expected to be different from that which drives acceptance of imported practices. The contest and resistance that result from the latter are more complex, drawing on notions of normative and cultural differences. Consequently, theoretical lenses applied to imported management practices should reflect the cross-national diversity of corporate governance systems (Beuselinck et al. 2017; Biukovic 2008; Bøhren & Siv Staubo 2016; Buck & Shahrim 2005; Gregoricˇ et al. 2017; He & Lu 2018; Jin 2017; Petry 2018; Testa et al. 2018).

Given these omissions, this article examines the adoption of the concept of the outside director in Korea, a practice derived from the Anglo-American model of governance (Reed 2002). Specifically, I seek to understand why, in the face of legal reforms in South Korea (hereafter Korea), some firms complied with the minimum requirement of appointing 25% of the board with outside directors, while others went well beyond this prescribed minimum.1

Two points are worth noting from this development. The first one is about the adoption of outside directors by Korean firms from a different corporate governance model. While the Anglo-American model is arguably considered to carry standard and recommended governance practices (Witt 2004), in the context of Korean firms it is naturally foreign and inevitably contestable (Chizema & Kim 2010; Min 2016; Min & Smyth 2014). Consequently, management practices imported from alternative governance models should be adaptations that are acceptable, useful and complementary to local practices. Studies of adoption, diffusion and implementation of innovation and management practices have observed that any original template is usually altered or adapted when implemented in a different context (Buck & Shahrim 2005; Greenwood et al. 2011; Pache & Santos 2010). The second issue is about the embodiment of both mandatory and voluntary aspects of compliance in the use of outside directors by firms. Korean listed firms are expected to constitute their boards with at least 25% of outside directors, hence the mandatory part. However, firms could voluntarily choose to appoint more than the stipulated percentage. It could, therefore, be argued that minimum compliance by Korean firms is mandated by the institutional environment, that is, government regulation, but any further appointment of outside directors beyond the 25% mark is organisationally driven.

The choice made by Korean firms between complying with the minimum requirement or going beyond the 25% rule can be described as selective adaptation. Here, selective adaptation is defined as the process of adopting and implementing international management or foreign norms in the context of local cultural and firm-specific management traditions (Biukovic 2008; Potter 2004; Schwindt & McDaniels 2008). Selective adaptation, thus, helps explain how compliance with international governance practices remains contextualised to the local firm’s conditions, imperatives and capabilities.

Drawing on the selective adaptation paradigm, in the context of corporate governance changes in Korea, this study seeks to provide answers to the research questions proposed earlier, hoping especially to establish whether there are any differences in organisational attributes between firms that comply with the minimum requirement and firms that go beyond this legal expectation. I refer to a firm that complies with the minimum requirement, as ‘passively adaptive’ and to one that goes beyond the minimum as ‘actively adaptive’.

Using a comprehensive data set for an emerging market, this study makes a number of contributions to the theory of corporate governance. Firstly, it examines, for the first time, the appointment of outside directors beyond the minimum regulatory requirement, at least in the context of Korea. Previous studies have not gone this far (Chizema & Kim 2010; Min & Smyth 2014). Secondly, it extends the application of the selective adaptation paradigm to the study of corporate governance changes and more importantly to firm-level analysis. Despite its potential explanatory power of the challenges faced by organisations in the diffusion of international management and governance practices and its extensive application in other disciplines such as law (Biukovic 2008; Potter 2004; Schwindt & McDaniels 2008), the use of selective adaptation as an analytical lens in corporate governance is almost non-existent (see Nakamura 2011 as an exception). Thirdly, it presents the selective adaptation model that may be applicable to countries in which there are mandatory requirements for companies to form boards or mandatory standards relating to the composition. For example, since 2006, the Norwegian government has required listed companies to meet minimum 40% representation of women on the board. Other European countries (e.g. France, Germany, Holland, Spain, Belgium and the Netherlands) also follow Norway’s way (Bøhren & Siv Staubo 2016; Gregoricˇ et al. 2017). South Africa also has legislation which obligates listed companies to promote broad-based black economic empowerment (BBBEE). The BBBEE Act of 2003 aims to address the socio-economic injustices of the past between white South Africans and non-white South Africans and particularly includes mandatory requirements of 50% (25) black South Africans (black female) representation on the boards (Ntim 2013; Ntim & Soobaroyen 2013).

Theory and research hypotheses

Korean institution and globalisation

While companies in the United States and the United Kingdom have a unitary board structure in which the outside director system is active, those in Germany and Japan have a dual-board structure in which the outside directors system is relatively less active. Since the Watergate scandal of 1974, the United States has implemented reforms to improve board function. In 1978, the American Bar Association proposed that the board be composed of a majority of outside directors and that an audit committee consisting exclusively of outside directors be established. The New York Stock Exchange also required all listed companies to establish an audit committee composed of three or more outside directors. The Sarbanes-Oxley Act of 2002 stipulates that audit committees are responsible for the oversight of boards and the external auditors. In 1998, the UK’s Hampel Report also stipulated that a majority of the board of directors should comprise outside directors, which was included in the Combined Code on Corporate Governance in 2006.

Following the Asian financial crisis in 1997, Korea undertook broad institutional reforms that significantly changed the corporate governance landscape (Chizema & Kim 2010; Min 2016). One such governance mechanism is the appointment of outside directors on the board. Similar to other emerging markets (e.g. India, Brazil, Mexico, Nigeria), Korea, where companies have a unitary board structure, decided to follow Anglo-Saxon models of corporate governance (Reed 2002). Here, major features of the reforms included an amendment of the Listing Act in February 1998 that mandated the appointment of outside directors for publicly traded firms. Specifically, boards were required to be constituted by outside directors, with the minimum number set at 25% of the total number of directors. To ensure the independence of outside directors, the Act clarified the definition of an outside director by excluding current and former employees of the company, the controlling shareholders’ family and friends, and anyone who has a business relationship with the firm or business group. Further to the amended Listing Act of 1998, the Korean government introduced a regulation in 2001 for large firms (i.e. asset size is equal to or greater than 2 trillion won, where 1,000 won = 1 USD) to appoint outside directors as at least 50% of board members. The listed companies are subject to a fine of up to 50 million won when failing to comply with the requirement of outside directors (Commercial Code 635.3). However, the greater punishment than this fine would be the reputational damage that companies suffer when not complying with this requirement (Gregoricˇ et al. 2017). Against the background that Korean firms are adopting the use of outside directors in response to legal requirements, this is a clear case of organisational adaptation. Given further that changes in Korean corporate law is in turn a response to the pressures of globalisation and that the use of outside directors is an Anglo-American practice, certain characteristics of the firm and key actors within the firm are likely to influence this process in a manner that is consistent with a specific type of organisational adaptation, that is, selective adaptation.

Another change is the introduction of regulations to alleviate the concentration of economic power of large business groups called chaebol, which are controlled by a large shareholder who holds more than 30% of the outstanding shares or has a substantial influence on the management (Korea Fair Trade Commission [KFTC]). The controlling shareholders of such groups tend to engage in tunneling activities that transfer the wealth of external stakeholders to their wealth through cross-shareholding among affiliates (Bae et al. 2002; Baek et al. 2004). This corporate governance system in Korea was identified as one of the causes of the 1997 financial crisis (OECD 2001). Having noticed the criticism of chaebol’s debt-ridden strategy before the crisis, Korean government initiated a strong chaebol reform following the crisis. That is, the government banned cross-shareholding and mutual guarantee for debt payment among affiliates, which facilitated affiliates to access loan markets. Since 2002, the KFTC has been announcing the business groups that are prohibited from cross-shareholding and mutual debt guarantee among their affiliates every April. The history of controlling shareholder’s powers in Korea has been deeply rooted, which, coupled with chaebol problems to fair competition, motivated to the establishment of the KFTC.

Organisational adaption

Organisational adaptation refers to modifications in the organisation or its components in order to adjust to changes in the external environment (Levinthal 1991). Adaptation generally refers to a process, not an event, whereby changes are instituted in organisations. As such, previous research has examined organisational adaptation to changing institutional environments, documenting the spread and persistence of discrete practices and structures across organisational fields. These practices and structures include the multidivisional form (Natividad 2013), corporate diversification (Del Brio et al. 2011; Goranova et al. 2007), accounting standards (Brown et al. 2014) and corporate governance affirmative action (Ntim 2013; Ntim & Soobaroyen 2013).

Recent changes to organisations’ institutional environments have been triggered by pressures of globalisation, with the effect that practices and structures have been spreading not only across organisational fields but also across national boundaries. For example, Testa et al. (2018) examined the adoption of Eco-Management and Audit Scheme, which is considered as common practice for corporate greening in worldwide. Bøhren and Siv Staubo (2016), Gregoricˇ et al. (2017) and Petry (2018) studied organisational responses to mandatory board diversity (e.g. 40% representation of women on the board in Norway, 50% worker representation on boards in Germany) in international trends. Research on accounting uses the mandatory adoption of International Financial Reporting Standards as pressures of globalisation (Beuselinck et al. 2017; He & Lu 2018; Jin 2017).

Selective adaptation addresses the adoption and implementation of international management models ‘to fit the demands of domestic markets and institutions’ (Zeitlin & Herrigel 2000:5). Underlying selective adaptation is a belief that compliance with internationally accepted practices, including corporate governance mechanisms, is dependent inter alia on three key factors. Firstly, local actors should have appreciation of international governance practices as well as good understanding of local norms and practices (Potter 2004). Such an appreciation enables local actors or adopters to make judgements about or a better perception of the relevance of foreign management practices in their local context. Secondly, compliance with internationally accepted practices depends on the degree of support that local actors welcome international practices. This support is a function of the legitimacy that international practices have in the eyes of local actors (Berrone & Gómez-mejía 2009).2 Thirdly, selective adaptation depends on the extent to which international practices and local norms are complimentary or capable of co-existing and operating in effective ways despite the fact that they might substantively contradict each other (Biukovic 2008). There is a dearth of empirical studies in corporate governance in general that employ the selective adaptation theoretical lens (Biukovic 2008; Potter 2004; Schwindt & McDaniels 2008).

While I acknowledge the possibility of numerous intervening firm-level characteristics over a course of action, four factors are considered as key determinants to selective adaptation of the concept of outside directors in Korea. These factors are classified under two groups, namely salient organisational conditions (firm complexity and firm performance) and key organisational actors (controlling shareholders and foreign investors). Considering organisational conditions, firm complexity may suggest diversity of numerous tasks that require a larger board, composed of directors with diverse backgrounds and experience. Previous research has shown firm performance as an important moderator of an organisation’s responsiveness to environmental change (Boeker & Goodstein 1991; Bøhren & Siv Staubo 2016; Chizema & Kim 2010; Hermalin & Weisbach 1988; Orlitzky et al. 2003). With respect to organisational actors, controlling shareholders are common in Korea and hold a great deal of power and influence over key corporate decisions (Bae et al. 2002; Baek et al. 2004; Young et al. 2008). Foreign ownership could, as opposed to controlling shareholder power, be viewed as an important actor to motivate organisational adaptation (Greenwood et al. 2011; Kim et al. 2010; Young et al. 2008).

Firm complexity

The organisational impacts and consequences of complexity have long been part of the research tradition (Herbst & Prüfer 2016; Rawley 2010). An organisation is complex if change in one unit, either in its internal or external environment, requires change in many other units. This suggests that firms that are complex are better able to deal with the changing external environment. Applying this reasoning to the composition of the board suggests that beyond top executives, boards should also be constituted by sophisticated actors drawn from the wider institutional environment, hence the appointment of outside directors.

The board of directors makes the firm’s complex strategic decisions such as the selection of the CEO (Khurana 2001), business diversifications (Kroll et al. 2005), resolving conflict of interest inherited in all contractual arrangements involving principles and agents (Tuggle et al. 2010) and takeover defences (Sundaramurthy 1996).

Firm complexity would increase the difficulty of the board’s role in Korea for the following reasons. Firstly, the simple number of activities to manage and supervise, as a result of firm complexity, multiplies. Following the Asian financial crisis of 1997, Korean corporate boards were heavily criticised for having failed on a number of corporate governance duties. This meant that top management had to adjust or take control of multiple activities in their organisations. Moreover, given the rise of foreign ownership and globalisation of businesses in Korean firms (Chizema & Kim 2010; Kim et al. 2010; Min 2016; Min & Smyth 2014), the scope of managerial activities has expanded beyond traditional business to cope with requests from multiple stakeholders, including foreign investors. Thus, while traditionally Korean firms did not engage with or appreciate the role of outside directors, increased firm complexity may force them to seek expertise that complement their existing capabilities on how to deal with new pressures, hence the need for more outside directors. Secondly, the knowledge and techniques needed to understand and manage these activities, respectively, increases substantially. In the context of Korea, Min and Chizema (2015) reported that executive board members of firms took the largest portion (32.9%) of the appointed outside directors, followed by university professors (21.6%), ex-government officer (5.2%) and accountant (4.1%). Thus, in the context of firm complexity, there is likely to be a strong perception of the usefulness of outside directors who provide managers with helpful advice based on their own experience and social networks (Durbach & Parker 2009; Haynes & Hillman 2010). Thirdly, complex organisations are usually characterised by higher levels of information asymmetry (Sanders & Carpenter 2003). In particular, larger firms have more significant agency problems (Boone et al. 2007) and their boards of directors must work harder to monitor management, assessing whether the decisions taken by top management are aligned with shareholders’ interests (Dalton et al. 2007; Linck et al. 2008). The complexity of the firm means that insiders rely more on external ‘human capital’ for effective decision makings. Thus, ceteris paribus, more outside directors are required as a firm’s complexity increases. I hypothesise that:

Hypothesis 1: Firm complexity is positively associated with the appointment of outside directors beyond the minimum legal requirement.

Controlling shareholders

In the Anglo-American corporate governance model, outside directors are meant to protect the interests of (minority) shareholders from self-serving management. Scholars argue that this approach is appropriate given the lack of alignment between executives’ interests with those of dispersed shareholders (Dalton et al. 2007; Jensen & Meckling 1976; Zardkoohi et al. 2017). In contrast to the principal–agent problem, the challenge in Asian economies such as Korea, where family businesses are prevalent, is the principal–principal conflict between a controlling shareholder and minority shareholders (Bae et al. 2002; Baek et al. 2004; Sun et al. 2017; Young et al. 2008). The contrast in the corporate governance models questions the wisdom of Asian firms in importing the concept of outside directors from the Anglo-American system without simultaneous adjustments to ownership structure and the generality of other institutions. Outside directors are expected to monitor and prevent expropriations by the controlling shareholder (Dalton et al. 2007; Linck et al. 2008). Indeed, research that draws on agency theory recommends the appointment of outside directors to the board.

Based on this ex ante equilibrium requirement of agency theory (Jensen & Meckling 1976), firms with more controlling shareholders’ interests are more likely to appoint more outside directors than firms with less controlling shareholders’ interests. However, given the contrast between the Korean corporate governance environment and the Anglo-American variety, the position of this study is not influenced by agency theory. This study offers an alternative explanation rooted in the paradigm of selective adaptation. In particular, the selective adaptation proposition is about process (or even ex post and not ex ante) of an organisation’s response.

Consistent with the principle of selective adaptation, the controlling shareholder may not welcome the concept of the outside director for the following reason (Dalton et al. 2007; Linck et al. 2008; Pache & Santos 2010; Young et al. 2008). The controlling shareholders may hold the perception that the introduction of the outside director system following the 1997 crisis are mainly for monitoring themselves though scholars propose outside directors are useful for both strategy formulation and resource provision. Given the background of the reform of governance system, they would consider outside directors as a threat as long as the principal–principal problems remain as an issue in Korea. To the extent that the outside director’s role does substantively include the protection of minority shareholders, controlling shareholders are more likely to reject the appointment of outside directors. This argument suggests that the controlling shareholder and outside directors are considered incompatible. I, therefore, hypothesise that:

Hypothesis 2: Controlling shareholders’ power is negatively related to the appointment of more outside directors.

Foreign investors

As discussed earlier, compliance with internationally accepted practices depends on the degree of support that local actors welcome international practices. This support is a function of the legitimacy and perceived value that international practices have in the eyes of local actors. International investors tend to value international practices more than domestic investors and have led to stronger board independence (Chizema & Kim 2010; Kim et al. 2010; Min & Smyth 2014; Okhmatovskiy & David 2012). International investors could perceive that value of outside directors is high to an economy with relation-based crony capitalism, which indeed caused the 1997 Asian crisis. This perception will be even more so when power of controlling shareholder prohibits active adaptation of the new system in a family-controlled economy (Greenwood et al. 2011; Kim et al. 2010; Young et al. 2008).

International investors may also think outside director system could be a complementary to local norm. Many institutional investors including California State Teachers’ Retirement System in America have publicly announced that corporate governance is an important factor to be considered for their investment decisions. This movement illustrates that firms invested by foreigners should consider these investors’ demand. I, therefore, hypothesise:

Hypothesis 3: An increase in foreign ownership increases outside directors.

Firm performance

Literature in the area of organisational performance has tended to be ideologically split concerning the effects of performance on organisational response to institutional pressure. Here, arguments have been made for the effects of both poor and successful performance. Starting with poor performance, firm performance could exacerbate conservatism and inertia because organisations with performance problems may restrict the numbers of sources of information consulted and alternatives considered when developing potential solutions, consequently developing inertial tendencies (Cameron et al. 1987; Gómez-Mejía et al. 2011). Contrary to the point made earlier, poor performance could act as a catalyst to organisational adaptation because it may signify the ineffectiveness of existing practices and thus provides strong and legitimate reasons for firms to reform their administrative systems (Boeker & Goodstein 1991; Chatterji & Toffel 2010). In the context of corporate governance, previous studies show that firms appoint more outside directors during or following periods of poor performance (Bøhren & Siv Staubo 2016; Hermalin & Weisbach 1988). In the context of Korea, Chizema and Kim (2010) found the positive relationship between weak financial performance and the appointment of outside directors.

However, arguments for good firm performance have also been made. Firstly, success could breed inertia and apathy (Boeker & Goodstein 1991), because organisational success promotes the development of internal forces for stability and inertia, potentially leading to resistance to organisational changes (Gómez-Mejía et al. 2010). Secondly, and contrary to the point made earlier, it is the view that success encourages adaptation because the excess resources that successful organisations generate allow ‘an organization to compete in its environment more boldly’ (Bourgeois 1981:35). This view has received support from research on the introduction and diffusion of innovation that has provided empirical evidence that successful organisations are more likely to both introduce innovations and be early adopters of innovations deriving from elsewhere (Christensen & Van Bever 2014; Orlitzky et al. 2003). Given these diversified views, I hypothesise that:

Hypothesis 4: Firm financial performance is related to the appointment of outside directors beyond the minimum requirement.

Data and model

Data

Data on outside directorships are crucial in this study. To ensure reliability of data, I manually collected all these board-related information from the official website provided by Data Analysis, Retrieval and Transfer (DART) system. This is the Financial Supervisory Service’s (FSS) electronic corporate disclosure system. The FSS is South Korea’s integrated financial regulator. Other annual data on non-financial listed firms were obtained from the Korea Information Service (KIS) database, which is one of the most comprehensive data set for corporations in Korea. The classifications of chaebol affiliates were sourced from the KFTC.

The basic data sources for the KIS database are business (semi-annual) reports, quarterly reports and consolidated auditing reports, which are prepared and submitted by all listed corporations according to the Commercial Code and stock exchange laws. This database provides a wide range of corporate information, including balance sheets, income statements, stock prices, auditors’ opinions and general information about stock exchange–listed and Korean Securities Dealers Automated Quotations (KOSDAQ)–listed corporations. The data set excluded KOSDAQ-listed firms and financial institutions in order to increase the comparability between firms. The data set ranged from 2002 when the DART system began to publicise the information about appointed outside directors, to 2014.

Model

Given the goal of the research and restricted dependent variable at low level of 25% (i.e. ratio of outsider to board is 0.25), the Tobit model was employed to test the hypotheses in Equation 1.
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where Yit is the dependent variable which is the restricted ratio of outsiders to board members at lower level of 0.25 (Od2board_Tobit). That is, the ratio of outsider to board members was replaced with zero if the ratio failed to be beyond the legal requirement (i.e. 0.25). Summary statistics in Table 1 report that the mean (median) value of dependent variable (Od2board_Tobit) over sample period was 0.303 (0.286) which indicates that skewness was not a major problem. As expected, this mean value was approximately 3.3% lower than the mean value (0.336) of unrestricted ratio of outsider to board (Od2board). The Korean government introduced a further regulation in 2001 for large firms (i.e. asset size is equal to or greater than 2 trillion won, where 1,000 won = 1 USD) to appoint outside directors as at least 50% of board members. This study focuses on the 25% regulation and this 50% regulation is examined as further analysis. θt captures time effects and ψj is to control for industry-level (Korea Standard Industry Classification [KSIC] two-digit) clustering effects. Others are control variables described below. ɛit is a time-varying residual and follows the unit normal distribution.
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To investigate the effect of complexity on board structure, two different proxy variables were used. Firstly, this hypothesis was examined by using Intangibleasset variable which is calculated by intangible asset divided by total assets. This Intangibleasset is expected to proxy technology-related complexity (Maria 2016; Saunders & Brynjolfsson 2016). Following Gregoricˇ et al. (2017) and Russell (2017), the log of the number of employees (Lnemployee) also was used to proxy size-related complexity. Mean (median) values of these variables in Table 1 were 0.49 (0.39) and 6.13 (6.01), respectively.

To investigate the effect of controlling shareholder’s powers, shareholder’s equity ownership (CS-owner) was used. CS-owner is taken as the percentage of outstanding stock owned by dominant or controlling shareholders. Both mean and median values of controlling shareholder were 0.41. For hypothesis 3, foreign investor’s ownership was employed (Foreign-owner) which has a mean (median) value of 9 (2) percentages and is calculated by the number of shares owned by foreign investors divided by the total number of ordinary shares.

Two sets of variables were used to capture firm performance. One was share return (Sharereturn) which is calculated by constantly compounded rate of return. The other variable was return on assets (ROA) which is calculated by the net income divided by assets. Instead of a single year’s ROA, 3-year averaged one was used to account for the fluctuations of ROA, which could be affected by noise factors other than real performance. Mean (median) values of Sharereturn and ROA were 0.4% (4) and 3.6% (3.9), respectively.

Following Jensen (1986) and Min and Chizema (2018), it was controlled for free cash flow (FCF), calculated by cash and its equivalents and scaled by asset value. The expected sign of the FCF is positive. This is because the more FCF, the more monitoring is required. It was controlled for the effect of the firm’s capital structure using leverage (Leverage), calculated by book values of debt scaled by equity. A debt-ridden growth strategy without profitability was regarded as one of the causes of the 1997 crisis (Joh 2003; Min & Smyth 2014). As such, high leverage is expected to require more monitoring by outsiders during the sample periods. Executive managers’ ownership (Man-owner) was also included. A common view in corporate governance literature is that managerial ownership mitigates contractual conflicts, which are generated by the separation of ownership between control and ownership (Cheng & Warfield 2005; Goranova et al. 2007; Jensen & Meckling 1976). Managerial ownership could, therefore, be viewed as a corporate governance mechanism that potentially complements or substitutes other governance tools in minimising agency problems.

While empirical evidence has revealed equivocal findings (Dalton et al. 2007), increased managerial ownership may increase executives’ incentive to increase shareholder wealth, hence less need for added monitoring (Goranova et al. 2007). Increased interests and power through managerial ownership by insiders may lead to a reduced need for outsiders, who may be seen as an unnecessary cost. TobinQ was included to control for firm’s investment opportunity (Gregoricˇ et al. 2017). TobinQ is calculated by book value of debt plus market value of equity divided by book value of assets, where market value of equity is calculated by share price times number of issued ordinary shares. The sign of the estimated coefficient of this TobinQ is positive. Boardsize refers to total number of board members. Dividend is calculated by cash dividend divided by share price in 1,000 Korean Won. In some of estimation models, a dummy variable was included for Korean business conglomerate (Chaebol) to examine any differences between affiliates to chaebols and non-chaebol firms. It was also controlled for industry and year fixed effects. Industry fixed effect was based on two-digit level of the KSIC.

Results

The descriptive statistics of all the variables are presented in Tables 1 and 2. Specifically, Table 1 presents the mean, median, standard deviation as well as minimum and maximum values, while Table 2 presents Pearson’s pairwise correlations.



[image: SAJBM-49-319-T2.jpg]

Figure 1 shows compliance patterns by listed firms. Results from this table show that listed firms’ compliance strategies to the legal requirement are not homogeneous. For example, the upper panel of the table (i.e. point frequency) indicates that average 2.12% of the total listed firms did not appoint outside directors. More non-chaebol firms (2.48%) did not appoint outsider than chaebol affiliates (0.54%).
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Second column of the upper panel shows 25.67% of the listed firms complied with ‘just’ the 25% rule. Interval frequency indicates 19.01% of total firms failed to meet the 25% rule. This figure, combined with the 25.67% of firms which just met the 25% rule, indicate that 55.32% (=100-25.67-19.01) of firms appointed outside director beyond the minimum legal requirement. As discussed earlier, these 55.32% firms are active adapters.

Interval frequency also shows that almost 49.05% of firms appointed outsiders between 25 and 33% of board members, followed by 19.01% of firms between 0 and 24% of board. Cumulative interval frequency at lower panel describes more than two thirds of firms appointed one outside director in three board members.

Turning to independent variables in Table 3, hypothesis 1 posits that firm complexity is positively associated with the appointment of outside directors beyond the minimum requirement. This hypothesis was examined by using technology-related (Intangibleasset) complexity. This study found strong support for hypothesis 1, as the variable on firm complexity is positive and significant. Estimated coefficient of the Intangibleasset using Tobit model (Models 1–5) in Table 3 ranged between 0.04 and 0.08. T-statistics in brackets indicates that all these estimated coefficients are statistically significant with p < 0.001. This finding illustrates that the evidence for hypothesis 1 is robust irrespective of model specifications. Results in Models (6) and (7), based on OLS for comparison purpose, also imply that this finding is robust even when a different estimation method is used.
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Hypothesis 2 argues that controlling shareholders’ power is negatively related to the appointment of outside directors beyond the minimum requirement, thus in line with passive adapters. Using controlling shareholder’s ownership as proxy for the controlling shareholder’s power, this study found supportive evidence for this hypothesis. As shown in Table 3 the coefficients are negative and significant at 1% in Models (1) through (3) without Chaebol and at 5% level in Models (4) and (5) with Chaebol. Again, these estimates using OLS in Models (6) and (7) are similar to the results using Tobit estimator.

Hypothesis 3 states that foreign ownership will be positively related to the appointment of outside directors beyond the minimum requirement, thus in line with active adapters. Estimated coefficients of foreign ownership (Foreign-owner) are positive and statistically significant at 1% level in Models (1) through (7), implying that increase in foreign ownership can attenuate the resistance by controlling shareholder’s power.

Hypothesis 4 posits that firm financial performance will be associated with the appointment of outside directors beyond the minimum requirement. The estimated signs of the Sharereturn variable in Table 3 are consistent. Sharereturn as a proxy for the financial performance is negative but not significant in Model (1) without control variables. However, Sharereturn with control variables became statistically significant at 5% level irrespective of model specifications (i.e. Models 2–5) and estimation methods (Models 6–7). This finding suggests that while firms with poor performance seek to improve their performance by seeking out alternative methods of governance, good firm performance can lead to resistance to organisational changes.

Estimates of most included control variables in Table 3 are as expected. Ownership by executive board member (Man-owner) is negative though statistical significance was observed only in Model (2). The coefficient of Leverage was positive and significant at 1% level irrespective of model specifications and estimation methods. This finding suggests that Korean listed companies were sensitive to risks associated with capital structure following the 1997 crisis. TobinQ was also positive and significant at 1% level throughout the models and different estimation methods. Researchers often interpret Tobin Q as an indicator of a firm’s investment opportunities. Similar to Leverage, this finding suggests changing behaviours of corporate strategies following the crisis. In other words, increasing investment opportunities invited more outsiders’ monitoring rather than the traditional debt-ridden growth strategy. The positive sign of Boardsize is somewhat counter-intuitive. The positive sign might have captured some aspects of size-related complexity of the firm. Dividend was positively significant and this could have required a strengthened monitoring for controlling shareholders’ tunneling behaviours (Bae et al. 2002; Chen et al. 2009). The positive sign of FCF is as expected because more free cash on hand requires more monitoring. However, statistical significance of FCF is not consistently found. Interestingly, the coefficient of Chaebol is positive and significant at 1% level. Chaebols have been popular places in job markets. Job experience with chaebol may improve the career opportunities of an outside director in the market. As such, chaebol could have appointed outside directors by having less transaction costs than non-chaebols. The results in Table 3 illustrate chaebols have appointed outside directors more actively than non-chaebol firms.

As described earlier, the Korean government requires large firms to appoint outside directors as at least 50% of board members. As such, one may be concerned that this strengthened regulation may cause a bias to the estimation. To address this issue, I defined dependent variables differently with modifications of model specifications. Firstly, the dependent variable is defined the same way as in Table 3 except the lower restriction point is 0.5. That is, the ratio of outsiders to board members was replaced with zero if the ratio is equal to or less than 0.5 which is a minimum requirement of large firm. Secondly, I generated a binary variable for large firm (Largefirm) which is equal to 1 if a firm belongs to the large firm and zero otherwise. Results of the four main independent variables in Table 4 are qualitatively similar to the ones in Table 3 irrespective of model specifications. As expected, Largefirm was positive and significant through Models 1–6. This finding indicates that the appointment of outsiders beyond the 50% mark was more evident than by smaller firms.
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In contrast to the results in Table 3, variables of Boardsize and Dividend were not significant though the signs are consistent. Results in Models 2–6 indicate that none of the interaction variables between Largefirm and the four main independent variables was significant, suggesting no moderation effect by large firm.

For further robustness checks, the models using different proxy variables were rerun (not reported). To account for the difficulty of finding a good proxy for the complexity, natural logarithm of number of employees (Lnemployee) was used. Considering the inconsistency of the statistical significance of Sharereturn to proxy performance, 3-year average of rate of return (ROA) also was used. Results illustrate that the main findings are robust against using different proxies.

Conclusions

Drawing on arguments grounded in the selective adaptation model, this article has examined an important issue involving the appointment of outside directors in a context not traditionally associated with this governance mechanism. Specifically, it was investigated why some firms go beyond the minimum requirement of appointing a specified proportion of outside directors on the board while others do not. This was carried out by studying the behaviour of listed Korean firms under two different classifications: actively adaptive firms and passively adaptive firms.

While many studies have studied organisational responses to institutional pressure, some important aspects have been missed in this endeavour. For example, these studies have not distinguished the origin of institutional pressures. Specifically, they have not considered institutional pressures that originate from a foreign or alternative corporate governance model. Moreover, they have not considered a situation where firms adopt a practice beyond the legal minimum requirement, at least in the context of corporate governance practices in Korea.

As such, the study provides evidence of the utility of the selective adaptation perspective to explain corporate governance reforms and subsequent adoption of practices in Korea. Selective adaptation helps to understand the origins and implications of local interpretation of imported governance practices, thus illuminating distinctions between local contextualisation of familiar institutional arrangements and truly innovative local approaches that depart from the confines of imported governance forms.

Firstly, it was observed that firm complexity is positively associated with the appointment of outside directors. Owing to the range of functions and activities that complex firms have to handle, such firms understand the need for more and varied expertise. While this practice is foreign to Korean firms, the positive perception that results from the need is likely to mean the appointment of more outside directors.

Findings from the second hypothesis suggest that controlling shareholders’ power is negatively associated with the appointment of outside directors. This finding supports controlling shareholders’ perception that the introduction of outside director system is mainly to monitor controlling shareholders. The selective adaptation theory implies that a controlling shareholder would refuse monitoring even if it is legitimate.

The third hypothesis shows that foreign ownership is positively associated with the excessive appointment of outside directors. The confirmation of this hypothesis in the case of Korean firms suggests foreign investors could have influenced organisations to be proactive directly or indirectly.

Finally, the fourth hypothesis suggests that performance is negatively associated with the appointment of outside directors. This finding supports perceptions that poor performance pushes firms to improve their performance by seeking out alternative methods of governance, but good performance leads to resistance to organisational changes. That is, organisational decision - makers will adopt imported practices when they perceive them to be potentially beneficial to the organisation (Chatterji & Toffel 2010).

The findings contribute to the growing stream of literature on the adoption of corporate governance elements across governance models (Okhmatovskiy & David 2012; Short & Toffel 2010). Such a contribution has implications for the long-standing discussion on the convergence or divergence from the Anglo-American model of corporate governance model. A conclusion, and of course a managerial implication, from this article would be that individual firms make choices from a variety of mechanisms contingent on their circumstances including ownership structure, performance and level of complexity. This study also extends the application of the selective adaptation model, beyond legal studies, to strategic management. This way, the possibility of heterogeneity is demonstrated in firm decisions towards the adoption of a foreign and contestable aspect of management. There is an active debate on the level of board independence in many countries. This study thus provides interesting insights that may be applicable to countries in which there are mandatory requirements for the board composition (e.g. mandatory board gender diversity in Norway [40% female directors], BBBEE in South Africa, etc.).
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Footnotes

1.Korean Commercial Code stipulated the appointment of outside directors as requirement of all listed firms.

2.Legitimacy can be thought of as an assumption that a practice meets some minimum constraint.
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Business group affiliates

Note: This table reports point frequency (upper panel), interval frequency (middle panel) and cumulative interval frequency (lower panel) of board structure, defined as the ratio of outside
directors to board members. Figures in the upper and lower parts indicate observed numbers and percentages in total observations, respectively. Total number of firms in column 7 in upper
panel (6,970) is greater than the sum of the numbers of each column (148+1,789+...) because these numbers of each column (148, 1,789...) represent numbers for only certain point of the ratio
(i.e. 0.0, 0.25...). Cumulative interval frequency is calculated based on the interval frequency.

FIGURE 1: Distribution of board structure (ratio of outside directors to board) (hnumber, %).
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TABLE 3: Benchmark estimation results of excessive appointment of outside directors.

Variable Tobit model oLs
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Note: Dependent variable is Od2board_Tobit. Numbers in parentheses are r-values.
FCF, free cash flow.
* *% and *** indicate significance at 10%, 5% and 1% levels, respectively.
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TABLE 2: Correlation matrix.

Variables 1 2 3 4 5 6 7 8 9 10 11
1. Od2board_Tobit 1 - - - - - - - - - -
2. Intangibleasset 0.25% 1 - - - - - - - - -
3. Lnemployee 0.29% 0.19% 1 - = = B - = = B
4. CS-owner -0.05* -0.07* -0.14% 1 N - - = - - -
5. Foreign-owner 0.21* 0.07* 0.39% -0.10* 1 - - - - - -
6. ROA -0.01* -0.03* 0.08* 0.07* 0.13% 1 - = - = -
7. FCF 0.03* 0.05* -0.04* -0.05* 0.12 0.03* i = = > >
8. Man-owner -0.05* -0.01 -0.08* 0.05* -0.06 -0.05% 0.02 1 B - -
9. Leverage 0.09* 0.04% 0.08* -0.05* -0.15* -0.02 SoLilzze -0.04* il = =
10. Dividend 0.18* 0.04* 0.25% -0.05% 0.36% 0.08* 0.04* -0.15% -0.09* 1 -
11. TobinQ @21~ 0.09* 0.14* -0.12% 0.16* 0.09% 0.07* -0.04* 0.08* 0.18% i
12. Boardsize -0.01 -0.01 0.35% -0.10% 0.23% 0.03* -0.02 -0.02 0.04% 0.15% 0.00

Note: The table presents Pearson’s pairwise correlations.
ROA, return on assets; FCF, free cash flow; ¥, Indicates significance at p < 0.05 level.
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TABLE 1: Variable definitions ana summary statistics.

Variable Definition Mean Median Max Min Standard N
deviation
Outside director
Od2board The ratio of outside directors to board members 0.336 0.286 1 0 0.150 6970
Od2board_Tobit Replaced Od2board with zero if Od2board < 0.25 0.303 0.286 i 0 0.192 6970
Firm characteristic
Intangible asset Intangible asset divided by asset 0.488 0.390 1 0 0.428 8031
Lnemployee Natural logarithm of number of employees 6.129 6.006 11.532 0 1.434 7503
CS-owner Controlling shareholder equity ownership 0.412 0.411 1 0 0.172 6982
Foreign-owner Equity owned by foreign investors 0.090 0.020 0.929 0 0.142 8020
Share return Continuously compounded rate of return 0.004 0.037 3.283 -7.249 0.536 7215
ROA 3-year average of net income divided by asset 0.036 0.039 5.262 -1.673 0.132 6084
FCF Cash and cash equivalent divided by asset 0.058 0.039 0.795 0 0.064 8012
Man-owner Executive board member’s equity ownership 0.127 0.067 0.600 0 0.146 6536
Leverage Total debt divided by equity 66.871 39.46 968.56 0 92.628 7930
Dividend Dividend per share in 1,000 KRW 0.696 0.350 20 0 1.254 5419
TobinQ Book value of debt plus market value of equity divided by book value of asset 0.977 0.799 53.751 -3.247 1.022 4654
Boardsize Number of board members 6.240 6 15 0 3.387 6981
Chaebol Unity if a firm belongs to a chaebol and zero otherwise 0.157 0 1 0 0.364 8411

Note: Variables except outside director are winsorised at upper and lower 5% each.
ROA, return on assets: FCF, free cash flow: Min, Minimum value: Max, Maximum value; N, Number.
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TABLE 4: Estimation of excessive appointment of outside directol

further restriction for large firms.

Variable 1 2 3 a4 5 6
Intangibleasset 0.04%%* 0.05%** 0.04%* 0.04%* 0.04%* 0.05%**
(2.75) (2.91) (2.55) (2.55) (2.56) (2.91)
CS-owner -0.09%* -0.09%* -0.07* -0.09%** -0.09%* -0.07*
(2.40) (2.55) (1.64) (2.58) (2.52) (1.65)
Foreign-owner 0.00* 0.00%* 0.00%* 0.00%** 0.00%** 0.00%*
(1.81) (2.51) (2.31) (2.20) (2.55) (2.31)
Sharereturn -0.03%* -0.03%* -0.03** -0.03** -0.03** -0.03%*
(2.42) (233) (2.34) (2.37) (2.14) (2.22)
Largefirm 0.20%%* @z DR A 0.21%%% @
(12.77) (10.19) (7.03) (10.86) (13.06) (6.38)
Chaebol 0.03** 0.02* 0.02* 0.02* 0.02* 0.02*
(2.15) (1.83) (1.83) (1.87) (1.91) (1.67)
FCF 0.15 0.08 0.09 0.08 0.09 0.07
(1.39) (0.79) (0.83) (0.80) (0.83) (0.70)
Leverage 0.00%* 0.00%#* 0.00%** 0.00%* 0.00%* 0.00%*
(2.36) (2.63) (2.59) (2.50) (2.56) (2.51)
Man-owner 0.02 0.02 0.02 0.02 0.02 0.02
(0.64) (0.54) (0.53) (0.66) (0.60) (0.47)
TobinQ 0.02%* 0.01* 0.01%* 0.01%* 0.01%* 0.01*
(2.28) (1.86) (1.99) (1.98) (1.97) (1.87)
Boardsize 0.00 0.00* 0.00 0.00 0.00* 0.00
(1.63) (1.68) (1.64) (1.61) (1.66) (1.59)
Dividend 0.00 0.00 0.00 0.00 0.00 0.00
(0.49) (0.67) (0.59) (0.70) (0.62) (0.75)
Largefirm x Intangibleasset - -0.04 - - - -0.04
= (1.48) = = = (1.53)
Largefirm x CS-owner - = -0.05 = - -0.07
- - (0.74) - - (0.97)
Largefirm x Foreign-owner - - - 0.00 - 0.00
= = (0.59) = (0.97)
Largefirm x Sharereturn = = - = 0.00 0.01
- - - - (0.15) (0.34)
Year effect Yes Yes Yes Yes Yes Yes
Industry effect Yes No No No No No
Intercept 0.45%4% @ T 0.24%*% 0.24%%% @R=x
(6.18) (7.17) (6.95) (7.55) (7.57) (6.42)
2,831 2,831 2,831 2,831 2,831 2,831
Pseudo R* 0.77 0.73 0.73 0.73 0.73 0.73

Note: Dependent variable is Od2board._Large. This variable is replaced Od2board with zero if Od2board < 0.5. Numbers in parentheses are r-values.

FCF, free cash flow.

% %% and *** indicate significance at 10%, 5% and 1% levels, respectively.





