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ABSTRACT 

This study examines decisions relating to the composition of audit committees by foreign 

private issuers (FPIs) that are listed on US exchanges. A firm listed on the US stock market 

must have an audit committee consisting of at least three financially literate independent 

directors, and disclose if it has at least one financial expert. Although FPIs are exempted 

from these requirements, 72 percent of FPIs choose to opt into complying with them. I find 

that FPIs from countries with a greater number of differences in audit committee 

requirements compared to US requirements are less likely to opt-in. Firms from weak 

investor protection countries are more likely to opt-in. Because FPIs are not mandated to 

follow US audit committee requirements, their opt-in choices indicate greater benefits 

(possibly from “bonding” to a rigorous regulatory setting) than compliance costs. Further 

investigation into the consequences of opting in show that FPIs opting into the US audit 

committee requirements are less likely to restate their financial statements or disclose 

internal control material weaknesses, have less earnings management, and hence have 

better financial reporting quality. 
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CHAPTER 1 

INTRODUCTION 

 

Audit committees are responsible for overseeing the auditing process and internal 

control over financial reporting (Clayton, Teotia, and Hinman 2019). Following the 

accounting scandals relating to Enron and WorldCom and their auditor Arthur Andersen 

in the early 2000s, the Sarbanes-Oxley (SOX) Act of 2002 enhanced audit committee 

requirements for publicly listed companies (US Congress 2002). The Securities and 

Exchange Commission (SEC) and US exchange markets, (i.e., NYSE, AMEX, and 

NASDAQ), further strengthened the rules in 2003, requiring all US-listed companies to 

have an audit committee consisting of at least three directors, each of whom must be 

independent and financially literate (SEC 2003b). Furthermore, the companies should 

disclose if at least one of them is designated as an audit committee financial expert 

(ACFE, SEC 2003a). 1,2  

In his statement in October 2021, Paul Munter, the Acting Chief Accountant of the 

SEC, stated: 

“Audit committees play a vital role in the financial reporting systems of public 
companies through their oversight of financial reporting, including internal controls over 
financial reporting, and over the external, independent audit process” (Munter 2021). 

 
                                                 
 

1 The SEC defines an audit committee financial expert as “a person who has the following attributes: An 
understanding of generally accepted accounting principles and financial statements; The ability to assess 
the general application of such principles in connection with the accounting for estimates, accruals and 
reserves; Experience preparing, auditing, analyzing or evaluating financial statements that present a breadth 
and level of complexity of accounting issues that are generally comparable to the breadth and complexity 
of issues that can reasonably be expected to be raised by the registrant's financial statements, or experience 
actively supervising one or more persons engaged in such activities; An understanding of internal controls 
and procedures for financial reporting; and an understanding of audit committee functions” (SEC 2003). 
2 Furthermore, if a company does not designate a financial expert, it should provide an explanation for this. 
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However, considering the significant differences in board structure and audit 

committee requirements that exist between the US and other countries, the SEC and the 

US stock exchanges allow cross-listed companies that meet the definition of foreign 

private issuers (FPIs)3 to be exempted from complying with these audit committee 

requirements. Thus, FPIs have the option to either stay with their home-country’s audit 

committee requirements or to opt into US audit committee requirements.4 

Several commenters responding to the SEC proposals on exempting FPIs from 

complying with the US rules expressed concerns about the potential inadequacy of 

investor protection that could result from such exemption (CalPERS 2003; Deloitte 

2003). About twenty percent of the companies listed on the NYSE and NASDAQ stock 

exchanges are incorporated outside the US (Non-US companies). Non-US companies are 

an important component of the US market. There were more than 1000 non-US 

companies traded on the US stock market exchanges, with a total market capitalization of 

$11 trillion in 2021. Among them, 89 percent were FPIs. Given the magnitude of the 

market capitalization of FPIs, it is important to examine whether the characteristics of 

                                                 
 

3 Foreign Private Issuers are foreign firms that pass the Shareholder Test or the Business Contact Test 
specified in the Securities Act Rule 405 of Regulation C under the Securities Act and Exchange Act Rule 
3b-4 under the Exchange Act. The shareholder test is satisfied if 50 percent or less of the outstanding 
voting shares are held by U.S. residents. The business contacts test is satisfied if none of the following is 
true: (1) the majority of the issuer’s executive officers or directors are U.S. citizens or residents;(2) more 
than 50 percent of the issuer’s assets are located in the United States; or (3) the issuer’s business is 
administered principally in the United States. The definition and test rules for FPI status can be found on 
the SEC website. https://www.sec.gov/divisions/corpfin/internatl/foreign-private-issuers-
overview.shtml#IIA2 
4 The assumption is that FPIs would comply with home-country audit committee requirements, if any. If 
the home-country requirements differ from US requirements, the FPIs have the following options: (1) use 
the US exemption and stay with the home-country audit committee requirements; (2) opt into the US audit 
committee requirements in addition to complying with home-country requirements, if the two sets of 
requirements do not conflict. In my sample, however, there are examples where the FPIs violate home- 
country requirements, although very rarely. 
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their audit committees or an equivalent functioning body satisfy the spirit of the SOX and 

SEC’s audit committee requirements for domestic companies. 

In this study, I examine the audit committee composition of FPIs in several ways. 

First, I document their opt-in choices relating to the SEC audit committee requirements 

including minimum size, independence, and ACFE designation. Second, I examine the 

factors that determine FPIs’ opting-in decisions. Using FPIs’ form 20-F and form 40-F 

filings, I hand-collect data on their audit committee characteristics to determine their opt-

in status. Figure 1 provides descriptive evidence of the FPIs’ opt-in decisions. Despite the 

high cost of complying with the US audit committee requirements, about 96 percent of 

the FPIs in my sample opt into the audit committee size and audit committee financial 

expert (ACFE) requirements, and 79 percent of the FPIs opt into the independence 

requirement. Overall, 72 percent of the FPIs in my sample choose to opt into all three US 

audit committee requirements.   

FIGURE 1  
Opt-In Choices by Foreign Private Issuers 

 

Figure 1 provides descriptive evidence of the FPIs’ opt-in decisions. 
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I hypothesize that two home-country characteristics impact FPIs’ opting-in 

decisions. First, because it is costly to secure directors that satisfy the SEC requirements, 

I hypothesize that an FPI would be less willing to opt into US requirements if its home-

country audit committee requirements are substantially different from the US audit 

committee requirements. To test this prediction, I collect data on the home-country audit 

committee requirements and compute the “home-country audit committee requirements 

difference” (hereafter, Home AC Requirement Difference) as the number of different audit 

committee requirements between the home-country and the US. Second, I hypothesize 

that FPIs with weaker home-country investor protection would be more likely to opt into 

US requirements because voluntarily complying with the US requirements conveys the 

message that the FPIs bond themselves to the SEC’s rigorous regulatory regime and 

therefore have comparable corporate governance quality as US firms. By doing so, the 

FPIs win the trust of the US investors and attract investments from the US securities 

market. At the same time, FPIs build their image of protecting minority investors in their 

home-country by complying with the US requirements which are designed to protect 

investors of firms with a dispersed ownership structure (Coffee 1999). Although the FPIs 

incur additional costs to comply with the US requirements, the benefit could outweigh the 

cost. Using Kaufmann, Kraay, and Mastruzzi’s (2011) rule of law score which captures 
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the home countries’ contract enforcement quality, I define a weak investor protection 

country as one having a lower rule of law score of Worldwide Governance Indicators.5  

My multivariate tests yield the following results.  First, FPIs from countries with 

larger Home AC Requirement Difference are less likely to opt into all the US audit 

committee requirements. Second, FPIs from weak investor protection countries are more 

likely to opt into all the US audit committee requirements. Third, weak investor 

protection attenuates the effect of the Home AC Requirement Difference. My results 

support the Bonding Theory, which posits that firms list on markets of rigorous legal 

environments to bond themselves to a higher standard and show investor protection 

(Coffee 2002). Specifically, the results support the Reputational Bonding Theory, which 

posits that without legal and regulatory enforcement, companies voluntarily choose to 

comply with the target market’s requirements, which are of a higher standard than that in 

their home-country (Licht 2003; Siegel 2005; Charitou, Louca, and Panayides 2007). 

In cross-sectional analyses, I examine the incremental impact of firm-level 

corporate governance quality and firm size. I use board independence as a proxy for 

corporate governance quality and find that board independence reduces the negative 

effect of the Home AC Difference. I also find that the bonding effect is strengthened in 

larger firms from weak investor protection countries. 

 Second, I investigate the consequences of FPIs opting in choices. I examine the 

financial reporting quality using financial restatements, management disclosure of 

                                                 
 

5 Kaufmann et al. (2011, page 223) describe Rule of Law as capturing “perceptions of the extent to which 
agents have confidence in and abide by the rules of society, and in particular the quality of contract 
enforcement, property rights, the police, and the courts, as well as the likelihood of crime and violence.”  
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internal control material weaknesses, and earnings management. I find that FPIs opting 

into the US audit committee requirements are less likely to restate their financial 

statements, less likely to disclose internal control material weaknesses, and are less likely 

to engage in earnings management.  

My study makes three primary contributions. First, as mentioned above, some 

commenters expressed concern about the adequacy of investor protection given the 

current exemption scope. I document the FPIs’ choices of audit committee directors when 

they have the choice to opt in. I identify the reasons for voluntarily complying with the 

US audit committee requirements. Second, I provide evidence supporting the Bonding 

Theory, which explains why FPIs from weak investor protection countries voluntarily 

comply with the US audit committee requirements. Third, existing audit committee 

studies focus mainly on US domestic companies and the evidence is mostly from periods 

before the SOX era (Klein 2002a; Abbott, Parker, and Peters 2004; Bédard, Chtourou, 

and Courteau 2004; Krishnan 2005; Yang and Krishnan 2005; Zhang, Zhou, and Zhou 

2007; Dhaliwal, Naiker, and Navissi 2010; Ghosh, Marra, and Moon 2010). I examine, 

for a more recent period, the audit committee composition of FPIs, which represent a 

significant portion of the US market but have the option of not complying with the US 

audit committee requirements. Finally, I show the benefits of FPIs’ opting into the US 

requirements. 

The remainder of the dissertation is organized as follows. Chapter 2 describes the 

institutional background and reviews prior literature. Chapter 3 discusses my hypotheses 

development. Chapter 4 describes the model specification. Chapter 5 presents my sample 

selection procedures and descriptive statistics. Chapter 6 reports the empirical results of 
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determinants of FPIs’ opting-in decisions. Chapter 7 reports the empirical results of the 

consequences of FPIs’ opting-in decisions. Chapter 8 concludes. 
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CHAPTER 2 

INSTITUTIONAL BACKGROUND AND LITERATURE REVIEW 

 

2.1 Institutional Background 

The Unites States has the largest exchange market in the world, according to 

World Bank’s data.6 Non-US firms access the US markets for many reasons, such as to 

increase liquidity and raise capital (Chen, Cheng, Lin, Lin, and Xiao 2016), or to increase 

visibility (Baker, Nofsinger, and Weaver 2002). US investors would like to access 

international investments to diversify their portfolios and take advantage of the growth 

opportunities in emerging markets.7 Most of the non-US firms’ stocks are traded on the 

US markets as American Depositary Receipts (ADRs); others list on the US markets 

directly.8 

ADRs are securities that represent the shares of foreign firms that are held by a 

US depositary bank (SEC 2012). ADRs can be “sponsored” or “unsponsored”. An 

unsponsored ADR is established by a broker-dealer without the cooperation of a non-US 

company. A sponsored ARD is established by a non-US company with a US depository 

bank.  

Depending on the extent of their access to the US market, ADRs are categorized 

by three different levels. Level 1 ADR can be sponsored or unsponsored. Level 1 ADR 

                                                 
 

6Market capitalization of listed domestic companies (current US$). Data available at: 
https://data.worldbank.org/indicator/CM.MKT.LCAP.CD  
7 International Investing. Available at: 
https://www.sec.gov/reportspubs/investor-publications/investorpubsininvesthtm.html  
8 Most foreign firms list their stocks on the US market as ADRs, some list their stocks on the US market 
directly and on their local markets.  
https://www.sec.gov/reportspubs/investor-publications/investorpubsininvesthtm.html  
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cannot raise capital on the US market and can only be traded over-the-counter (OTC).  

Form 6 is the only form Level 1 ADR needs to file with the SEC.  Level 2 ADR cannot 

raise capital on the US market but can be traded on the US securities exchanges. Level 2 

ADR should file Form 6 and annually report Form 20-F with the SEC. Level 3 ADR can 

raise capital and can be traded on the US securities exchanges. Level 3 ADR should file 

Forms F-1, F-3, and F-4, and annually report with the SEC. Figure 2 summarizes the 

three levels of ADR types and filing requirements.  

 

FIGURE 2 
ADR TYPES AND FILING REQUIREMENTS 

 

Type of 
ADR 
program 

Sponsorship 
Raise Capital  

on  
US Market 

Trade Market SEC Filing Required 

Level I 
Sponsored  
or  
unsponsored 

No OTC 

Form F-6 (filed by 
depositary bank and 
company, 12g3-2(b) 
exemption) 

Level II Sponsored No 

Exchange 
Markets  
(NYSE or 
NASDAQ) 

Form F-6,   
Annual Report (20-F) 

Level III Sponsored  Yes 

Exchange 
Markets  
(NYSE or 
NASDAQ) 

Form F-6,  
Form F-1, 
Form F-3, 
Form F-4, 
Annual Report (20-F) 

 Figure 2 summarizes the three levels of ADR types and the filing requirements. 
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To trade their stocks on the US market, non-US firms must register and comply 

with the SEC’s filing requirements.9 If a firm that is incorporated outside the US passes 

either the “Shareholder Test” or the “Business Contact Test”, then it is an FPI (Burnett, 

Jorgensen, and Pollard 2017). Figure 3 shows how the test procedures work for deciding 

the FPI status. If a firm that is incorporated outside the US but has more than half of the 

voting securities held by US residents or citizens (fails the Shareholder Test), and its 

business is essentially administered in the US (fails the Business Contact Test), then it is 

not an FPI. The SEC has different corporate governance and filing requirements for FPIs 

and non-FPIs. Non-FPI foreign firms must file 10-Ks just like US domestic firms. FPIs 

can file 20-Fs which are less stringent annual filings.10 A foreign company can qualify as 

an FPI and file 20-F in one year, then not qualify as an FPI and file 10-K in another year.  

  

                                                 
 

9 “Under Exchange Act Section 12(g), Rule 12g-1, and Rule 12g3-2(a), a foreign private issuer is generally 
required to register a class of equity securities if: the issuer has over $10 million in assets as of the end of 
its fiscal year; the number of its record holders is either 2,000 or greater worldwide, or 500 persons who are 
not accredited investors or greater worldwide; and the number of its U.S. resident holders is 300 or more.”  
https://www.sec.gov/divisions/corpfin/internatl/foreign-private-issuers-overview.shtml 
10 If the firm is incorporated or organized in Canada, and is a foreign private issuer, it is eligible to file 
Form 40-F. Canadian firms attach their Annual Information Report and MD&A reports that are filed in 
Canada to their 40-Fs, which serve as “wrap-around” forms. 
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FIGURE 3 
TESTS FOR FOREIGN PRIVATE ISSUER STATUS 

 

 

 
Figure 3 shows how the test procedures work for deciding the FPI status.  
If a firm incorporated outside the US passes either the “Shareholder Test” or the 
“Business Contact Test”, it is a “Foreign Private Issuer” and is exempted from complying 
with the US audit committee requirements.  
Shareholder Test examines whether the majority of the shareholders of the firm are non-
US residents, specifically, whether 50% or more of the outstanding voting shares are held 
by non-US residents. 
Business Contacts Tests require the firm to consider “whether: 
 the majority of its executive officers or directors are U.S. citizens or residents;  
 more than 50% of the issuer’s assets are located in the United States; or  
 the issuer’s business is administered principally in the United States. 
If a foreign company has more than 50% of its voting securities held by U.S. residents 
and any of the above factors is true, then an issuer will not qualify as a foreign private 
issuer.”11 

 

                                                 
 

11Accessing the U.S. Capital Markets — A Brief Overview for Foreign Private Issuers 
https://www.sec.gov/divisions/corpfin/internatl/foreign-private-issuers-overview.shtml#IIA2 
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Other than the reporting forms, the SEC has several specific rules applicable to 

FPIs. The SEC allows FPIs to present their financial statements using one of the 

following methods: (1) US GAAP, (2) Internal Financial Reporting Standards (IFRS), or 

(3) home-country accounting standards, with reconciliations to US GAAP. The SEC also 

exempts the FPIs from proxy rules, filing beneficial ownership reports, and Regulation 

FD disclosures.12 

 

2.1.1 U.S. Audit Committee Requirements 

US audit committee requirements are a combination of laws, regulations, and 

exchange market rules. SOX 2002 reinforced the requirements for audit committees by 

requiring every firm listed on the US securities exchanges to have an audit committee 

(US Congress 2002). The SEC developed Standards Relating to Listed Company Audit 

Committee specifying requirements relating to the audit committee’s responsibility and 

independence of audit committee members (SEC 2003b). The SEC also requires US-

listed companies to disclose whether the audit committee has at least one ACFE, her/his 

name, and whether the designated ACFE is independent (SEC 2003a). These SEC 

requirements took effect in 2003. Following the SEC’s direction, the national securities 

exchanges, NYSE, and NASDAQ further developed their own exchange market rules in 

2003.  The NYSE’s Listed Company Manual and NASDAQ’s Listing Rules both require 

a minimum of three members to be on the audit committee. The rules made by the 

                                                 
 

12Accessing the U.S. Capital Markets — A Brief Overview for Foreign Private Issuers 
https://www.sec.gov/divisions/corpfin/internatl/foreign-private-issuers-overview.shtml#IIA2 



 

13 
 

national securities exchanges took effect in 2004. FPIs and small business issuers started 

to comply with the securities exchange market rules in 2005.   

 

Size Requirements 

The SOX has not specified any size requirements, nor does the SEC regulations 

specify any requirements on audit committee size. However, the NYSE’s Listed 

Company Manual and NASDAQ’s Listing Rules both require that a US firm must have 

an audit committee consisting of at least three members.13, 14 

 

Independence Requirements 

The US audit committee independence requirements are twofold: (1) every 

director on the audit committee must be independent; (2) the audit committee directors 

should be independent according to the US independence standard.  

The US independence standards are a combination of law, SEC regulation, and 

securities market rules, as presented in Appendix A. In Section 10A of the Securities 

Exchange Act of 1934, the independence is negatively defined as not accepting services 

fees or not being an affiliated person. The SEC defines “affiliate” in its rules and NYSE 

and NASDAQ specify detailed independence rules.   

A director cannot be considered independent if within the last three years (1) 

she/he receives compensation other than director fees for more than $120,000; (2) she/he 

                                                 
 

13 NASDAQ Listing Rules 5605- Board of Directors and Committees (c)(2) 
Accessible at: https://listingcenter.nasdaq.com/rulebook/nasdaq/rules/nasdaq-5600-series 

14 NYSE Listed Company Manual Section 303A.07(a) 
Available at: https://nyse.wolterskluwer.cloud/listed-company-manual 
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is affiliated with the firm by a business or personal relationship. The affiliation includes 

(a) voting shareholder of 10 percent or above; (b) being a director or immediate family 

member is an employee of the firm; (c) being a family member of an executive of the 

firm; (d) a service provider of banking, legal, consulting, accounting or other services. 

The threshold of service revenue is different for NYSE and NASDAQ. The NYSE 

threshold is a maximum of $1 million or 2 percent of revenue, whereas the NASDAQ 

threshold is a maximum of $200,000 or 5 precent of revenue.  

 

Financially Literacy Requirements 

The SEC requires every audit committee member to be independent and 

financially literate and to disclose if at least one of the audit committee members is 

designated as ACFE. The SEC defines financial literacy as understanding the US GAAP, 

being able to assess the accounting estimates, accruals, reserves, and other complex 

accounting issues according to GAAP, understanding the Internal Control Over Financial 

Reporting (ICOFR), and the audit committee functions (SEC 2003a). NYSE follows the 

SEC’s requirements. NASDAQ requires audit committee members to possess “financial 

sophistication” through past financial or accounting-related employment such as CEO or 

CFO and understand the financial statements.15 

 

 

                                                 
 

15 NASDAQ Listing Rules 5605- Board of Directors and Committees (c)(2) 
Accessible at: https://listingcenter.nasdaq.com/rulebook/nasdaq/rules/nasdaq-5600-series 
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In summary, US public firms are required to have an audit committee comprised 

of at least three independent and financially literate directors, and the firms should 

disclose if at least one director is designated as an ACFE. However, FPIs are exempted 

from complying with these requirements. 

 

2.1.2 Audit Committee Requirements for FPIs 

The majority of foreign firms are incorporated in countries that have developed 

their audit committee requirements. I list the home-country audit committee requirements 

of the 25 countries in my sample in Appendix B. Most of the home-country requirements 

are different from, and some conflict with, the US requirements. The SEC and the US 

exchanges are aware of the significant differences and difficulties in complying with both 

home-country and US requirements simultaneously. Therefore, the SEC, the NYSE’s 

Listed Company Manual, and the NASDAQ’s Listing Rules provide exemptions to 

foreign firms in the final rules (SEC 2003b). 

Each of the SOX, SEC, and exchange market rules has a section exempting FPIs 

from complying with the US rules and allowing them to comply with their home-

country’s practices. For example, while each U.S. firm is required to have an audit 

committee, if an FPI’s home-country adopts a two-tier board system (e.g., China and 

Germany), has a board of auditors (e.g., Japan), or has a fiscal council (e.g., Brazil), the 

FPI does not have to establish a body named “audit committee.”  

The US firms are required to have at least three audit committee directors, while 

both NYSE and NASDAQ rules implicitly exempt FPIs from having at least three audit 
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committee members by allowing FPIs to follow Exchange Act 10A-3, which does not 

specify the minimum size of the audit committee.   

FPIs are also exempt from complying with the SEC’s independence rules if an 

audit committee member is appointed to the audit committee based on the home-country 

requirements. For example, Rule 10A-3 under the Exchange Act allows FPIs to have an 

audit committee member that is an employee as long as he/she is not an executive officer, 

sits as an observer only, does not vote, and does not act as the chairperson of the 

committee. If the member is a designee of the government, he/she can be an audit 

committee member as long as he/she is not an executive officer of the company. 

When an audit committee member resigns with no replacement, an FPI may not 

be able to meet the size requirement. When a new audit committee director is appointed, 

it is possible that she/he does not meet the financially literate or independent standards 

specified in the US requirements. Appendix D presents example disclosures of FPIs 

exempted from the US requirements. 

 

2.2 Foreign Private Issuers Literature 

Researchers have studied several aspects of FPIs. One branch studies the market 

reaction to change in the institutional environment. Garner, Hutchison, Conover (2016) 

find a negative market reaction around the announcement of SEC’s disclosure regulation 

on ACFE. Burnett et. al. (2017) find a positive market reaction when FPIs lose their FPI 

status, implying that US investors favor foreign firms that comply with full US disclosure 

requirements.  
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Other papers study the difference in financial reporting quality. Gotti and 

Mastrolia (2012) examine FPIs that are required or exempt from filing requirements and 

find that FPIs that are required to file with SEC have higher financial reporting quality. 

Chang and Sun (2009) find that foreign cross-listed firms’ earnings informativeness is 

associated with audit committee independence. Lang, Raedy, and Yetman (2003) find that 

compared to firms listed in the home countries, firms cross-listed on the US market have 

fewer earnings management and are more conservative.  

   

2.3 Audit Committee Literature  

 Much of the prior research has documented the relation between audit committee 

characteristics and the financial reporting quality based on US samples. Audit committee 

independence is negatively associated with restatements (Abbott et. al. 2004), earnings 

management (DeZoort, Hermanson, Archambeault, and Reed 2002; Klein 2002a; Bédard 

et al. 2004; Yang and Krishnan 2005), and internal control problems (Krishnan 2005). 

Audit committee financial expertise is negatively associated with restatement (Abbott et 

al. 2004), earnings management (Bédard et al. 2004; Dhaliwal et al. 2010), and internal 

control weaknesses (Hoitash, Hoitash, and Bédard 2009; Zhang et al. 2007). A few 

studies investigate the impact of audit committee size. Ghosh et al. (2010) find that audit 

committee size is negatively associated with absolute performance-adjusted discretionary 

accruals.  

Prior research has also examined the association between audit committee 

characteristics and other auditor-related measures such as audit fees (Abbott, Parker, 

Peters, and Raghunandan 2003) and going concern opinions (Carcello and Neal 2000). 
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Abbott et al. (2003) find audit committee independence is positively associated with audit 

fees, as independent audit committees may demand greater effort from the auditors to 

provide a greater level of assurance. Carcello and Neal (2000) find that auditors issue 

fewer going-concern reports if more non-independent directors sit on the audit 

committee. Studies on non-US firms in non-US countries show similar results (e.g., 

Bédard and Gendron 2010). Notably, the above audit committee studies are mostly 

conducted in Anglo-Saxon countries (Bédard and Gendron 2010). Other countries have 

developed corporate governance codes over the years that recommend setting up audit 

committees similar to those in the Anglo-Saxon countries (Collier and Zaman 2005).  

Despite this large body of literature, no study has to date examined audit committee 

characteristics of foreign firms cross-listed on the US markets. 

 

2.4 SOX and Its Compliance Costs   

Cost of compliance is a huge consideration for firms in making compliance 

decisions, especially after the SOX took effect. Prior studies find that SOX compliance 

costs are the reason for some firms to go private (Engel, Hayes, and Wang 2007; Boot, 

Gopalan, and Thakor 2008; Ferris, Kim, and Noronha 2009) or to go dark (Marosi, and 

Massoud 2007; Leuz, Triantis, and Wang 2008). Li (2014) finds that the FPIs’ SOX 

compliance costs exceed the cross-listing benefits. 

 

2.5 Bonding Theory 

Although the compliance costs are high for foreign firms to list on the US 

markets, there are benefits. Prior research compares the costs and benefits of cross-listing 
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on the US market for FPIs. Besides the additional capital and greater liquidity, foreign 

firms can also benefit from the reduction in information asymmetry by bonding to a more 

rigorous legal system. 

Coffee (2002) argues that foreign firms choose to list on the US market and 

comply with the more rigorous rules to protect minority interests and attract additional 

capital. Siegel (2005) and Lich (2003) further differentiate Legal Bonding and 

Reputational Bonding. Legal Bonding is bonding by enforcement of the listing countries’ 

legal system and provides real protection to the minority shareholders’ interests. 

Reputational Bonding is where the authorities, such as the SEC, do not implement 

sufficient enforcement and the market is the key driver of the action (Siegel 2005). 
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CHAPTER 3 

HYPOTHESES DEVELOPMENT 

 

Foreign companies choose to cross-list on the US market for various reasons. In 

addition to better capital accessibility, cross-listing also improves stock liquidity, increase 

the firms’ visibility in their home-country, and reduces information asymmetry by 

providing additional disclosure (Dodd 2013). The foreign firms pay a price for these 

benefits. By choosing to list in the US market, foreign firms bond to higher disclosure 

and corporate governance standards. Besides complying with their home-country 

requirements, these firms must incur additional costs to comply with the US requirements 

that are posed by the US laws, SEC regulations, and securities market rules. 

Among all the corporate governance mechanisms, the audit committee plays a 

critical role in the financial reporting process (Munter 2021). All US-listed firms are 

required to have an audit committee consisting of at least three directors; each of the 

audit members must be independent and financially literate (SEC 2003b); the firm must 

disclose if at least one of them is designated as an ACFE (SEC 2003a). FPIs are exempt 

from complying with the audit committee requirements. Nonetheless, many of the FPIs 

opt into complying with the US audit committee requirements. 

 

3.1 Additional Compliance Costs for Foreign Firms 

FPIs incur additional costs to comply with the US requirements. Foreign firms 

must comply with their home-country's requirements first. When the home-country audit 

committee requirements are significantly different from, or even conflict with, the US 
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audit committee requirements, the FPIs will face additional compliance costs if they 

decide to comply with the US audit committee standards.  

Home countries’ audit committee requirements can differ from the US audit 

committee requirements in all aspects. For example, France and Germany do not specify 

the minimum number of audit committee directors. Firms that have less than three audit 

committee directors in these countries may need to find additional audit committee 

directors to meet the size requirement. 

The SEC rules define an ACFE as an individual with understanding of GAAP and 

financial statements, internal control over financial reporting, audit committee functions, 

and possessing experience in preparing, auditing, and analyzing the financial statements 

of necessary complexity (SEC 2003a). FPIs may have difficulty attracting directors that 

are familiar with US financial reporting requirements and qualify as an ACFE under the 

SEC definition.16 This requirement reduces available qualified directors and makes them 

more expensive to foreign firms.  

Home-countries’ independence requirements are different from the US 

requirements, too. The US firms must have a sole independent audit committee. Most 

foreign countries do not require a 100 percent independent audit committee. Figure 4 

summarizes the percentage of independent directors on the audit committees required by 

each country in my sample.  

As shown in Figure 4, many countries require less than 100 percent independent 

audit committees, whereas the US requires sole independent audit committees, which is a 

                                                 
 

16 NYSE requires firms to assess and disclose if the director’s ability to simultaneously serve on more than 
three audit committees (SEC 2003c). 
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more stringent requirement. To comply with the sole independence requirement, the FPIs 

will incur additional costs to find an independent director according to the US standard. 

 

FIGURE 4 
AUDIT COMMITTEE INDEPENDENCE PERCENTAGE  

REQUIREMENTS IN HOME COUNTRIES 
 

Percentage 
Requirement 

Country  Number of  
Countries 

100% Canada, Chile, Taiwan, South Africa 4 

Majority Australia, Brazil, China,  
Hong Kong, India, Israel, Italy, Korea, 
Luxembourg, Mexico, 

10 

More than 2/3 France, Japan 2 

At least Argentina (at least two), UK(at least 
three), Ireland (at least one) 

3 

Chairman only Germany, Spain,  2 

No specification Bermuda, Cayman Islands, Netherlands,  3 

Preferably independent Switzerland  1 

Figure 4 summarizes the percentage of independent directors on the audit committees 
required by each country in my sample. 

 

The independence standards differ in each country. The difference is mainly in (1) 

the maximum fee a director can receive from the firm; (2) the safe harbor of the 

percentage of voting shares a director can hold; (3) the level of family relationship with 

the employees or executives of the firm; (4) the maximum revenue a director’s business 

can make from the firm; (5) the number of recent years the director cannot have one of 

the above relationships. Appendix C briefly summarizes the independence standards of 

the countries in my sample. 
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The independence requirements may also differ as a result of the home-country’s 

corporate governance system. For example, large German firms must have 50 percent of 

employee representatives on the supervisory board, which serves audit committee 

functions, while employees are not independent according to the US standards. 

Establishing a separate audit committee according to US requirements is a solution. 

Therefore, German FPIs must incur significant compliance costs if they decide to comply 

with the US audit committee independence rules, which may not be practical.  

Another example is from Japan. In the Japanese conventional statutory auditor 

system, the board of statutory auditors is often internally promoted executives that would 

not be considered independent in the US standards. The Japanese Corporation Law 

introduced the committee system in 2005 as an alternative to the statutory auditor system, 

but many Japanese companies keep the conventional statutory auditor system which does 

not require a firm to establish an audit committee (Chizema and Shinozawa 2012). 

Japanese laws do not specify “independent director” but define “outside director”. This 

may result in a Japanese outside director not consider an independent director by US 

standards. 

The above differences in the home-country and US audit committee requirements 

may cause additional costs for FPIs to comply with the US requirements. Since the FPIs 

are exempt from the US audit committee requirements, they can choose to opt into the 

US requirements or not. In Appendix D, I present sample disclosures of firms choosing 

the exemptions. 

Compliance costs after SOX are significant to firms. Some firms even consider 

going dark or going private to avoid the compliance costs (Engel et al 2007; Gopalan et 
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al. 2008; Ferris et al. 2009; Leuz et al. 2008; Marosi et al. 2007). Li (2014) finds that the 

FPIs’ SOX compliances costs exceed benefits. The more home-country requirements 

differ from the US requirements, the more compliance cost FPIs may incur and they are 

less likely to opt into the US requirements.  

Therefore, I hypothesize the following: 

 H1: Ceteris paribus, the probability of FPIs opting into the US audit committee 
requirements is negatively associated with the number of differences between home-
country and US requirements for audit committee composition. 

 

3.2 Bonding Benefits 

Despite the additional costs of opting into the US audit committee requirements, 

FPIs may still choose to comply with the US requirements because of the benefits. First, 

because the audit committee is a vital corporate governance mechanism to enhance the 

financial reporting quality, US investors may perceive FPIs opting into all the US audit 

committee requirements as having the same level of audit committee effectiveness and 

financial reporting quality as US companies. In contrast, US investors may perceive FPIs 

not opting into the US requirements as having inferior audit committee effectiveness and 

financial reporting quality. Disclosing exemptions in audit committee requirements would 

impair firms’ ability to attract investors in the US market.  

The Bonding Theory argues that by listing onto the stock markets with higher 

corporate governance standards, such as the US market, foreign firms incur higher 

compliance costs but restrict controlling shareholders’ ability to extract private benefits 

and protect the minority shareholders’ interests (Coffee 2002).   

Coffee (2002) posits that foreign firms come to the US market and become 

bonded to the US legal system, which is characterized by SEC enforcements, legal 
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remedies such as class actions, and disclosure requirements. Unlike US firms that have 

the most dispersed ownership structure in the world, firms from foreign countries mostly 

have controlling shareholders (Aggarwal, Erel, Stulz, and Rohan 2009).  Therefore, 

foreign firms face the problem of protecting minority shareholders’ interests (Coffee 

1999). Bonding to a higher standard legal system “commits the firms to respect minority 

investor rights” (Coffee 2002, 1780).17  

The US stock market regulators exempt the FPIs from complying with the audit 

committee requirements; therefore, the SEC and the stock exchanges do not have the 

power to enforce the compliance.  Siegel (2005) suggests that the bonding mechanism 

can be legal bonding or reputational bonding. Whereas legal bonding is enforceable in the 

host country, reputational bonding is not enforceable, and a firm voluntarily chooses to 

comply with the requirements for a reputational purpose (Charitou et al. 2007; Licht 

2003). FPIs’ opt into the US audit committee requirements are voluntary and can be 

considered as reputational bonding.  

When making compliance decisions, FPI’s home-country’s legal environment 

could be an important factor to consider. Prior literature finds home-country’s legal 

environment has a significant impact on protecting outside investors by influencing the 

agency's conflict with controlling insiders (Leuz, Nanda, and Wysocki 2003). Home-

country investor protection environment also affects cross-listing firms’ disclosure 

behavior (Gong, Ke, and Yu 2013) and financial reporting quality (Lang, Raedy, and 

                                                 
 

17 Coffee (1999) argues that US firms often have highly dispersed ownership structure, while foreign firms 
usually have large block shareholders, and minority shareholders are more vulnerable than the block 
shareholders. Therefore, in US studies, minority investor rights are not frequently mentioned. 
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Wilson 2006). For firms from weak investor protection countries, opting into the US 

requirements may help to reduce US investors’ concern about the risk of the home-

country weak investor protection. FPIs may enjoy the bonding benefits (Piotroski and 

Srinivasan 2008) from reducing the US investors’ concern about risks. 

Based on Bonding Theory, I posit that an FPI incorporated in a weak investor 

protection country may voluntarily bond to the higher standard US requirements and 

benefit from mitigating the impact of weak home-country investor protection. By 

complying with the US requirements, the FPI show credible financial reporting, and 

reliable corporate governance (Coffee 2002). The efforts may help the FPI to convince 

the US investors that the risk associated with investing in a firm from a weaker investor 

protection country is not significantly higher than investing in a US domestic firm. The 

benefit of winning trust from the US investors will help the FPI to attract investments 

from the US securities market and increase the liquidity of its securities in the US 

markets (Coffee 1999). 

FPIs opting into the US requirements may build a reputation of complying with 

higher disclosure and corporate governance standards (Siegel 2005), reduced information 

asymmetry, better financial reporting quality, and better minority shareholders’ protection 

(Coffee 2002). Such reputation may help the FPIs to attract investors from home-country 

markets, increasing the bonding benefits, especially in weak investor protection 

countries.  

Thus, I hypothesize the following: 

H2: Ceteris paribus, the probability of FPIs opting into the US audit committee 
requirements is higher for firms from weak investor protection countries than for firms 
from strong investor protection countries. 
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3.3 Consequences of Opt-in 

 Next, I examine the consequence of FPIs’ opting into the US audit committee 

requirements. The SEC and securities markets design audit committee requirements to 

enhance the audit committee quality and improve the overseeing of financial reporting. 

An audit committee’s size, independence, and financial expertise are the three key 

characteristics that affect audit committee quality (Krishnan 2005).  

The SEC develops US audit committee requirements based on the US legal 

environment, ownership structure, and corporate governance structure. The mechanism 

that makes the quality audit committees work in the US may not work in other countries.  

The ownership structures are different in the US compared to those in home 

countries. Compared to the US firms, foreign firms’ share ownership is more dispersed 

(Coffee 2002) and most foreign firms have controlling shareholders (Aggarwal et al. 

2009). The controlling shareholders may influence the audit committees and make the 

audit committee a rubber stamp. 

The corporate governance structures also differ significantly in home countries 

when compared to the US. For example, Germany and China have a two-tier board 

system, and Brazil has Fiscal Council. These bodies carry out the functions of audit 

committees but the way they are appointed to the committee and their operation are very 

different. The governance structures may have been designed based on the home-

countries legal environment, where an audit committee may not work well. By opting 

into the US audit committee requirements, the local design of the supervisory structure 

may be broken and the purpose of overseeing the financial reporting may not be 

achieved.  
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Prior researchers study US firms and document negative associations between 

audit committee quality and internal control problems, discretionary accruals, and 

restatements. Firms with audit committees comprised of entirely independent directors 

who have financial expertise are less likely to report internal control problems (Krishnan 

2005; Hoitash et al. 2009; Zhang et al. 2007) or restatements (Abbott 2004). Firms with 

audit committees of larger size and comprised of entirely independent directors with 

financial expertise have fewer discretionary accruals (Bédard et al. 2004; Dhaliwal et al. 

2010; DeZoort et al. 2002; Klein 2002a; Yang and Krishnan 2005).  

SEC and securities markets exempt qualified FPIs from complying with the size, 

independence, and financial expert requirements. FPIs opt into the US audit committee 

requirements to maintain the same audit committee quality as the US firms. Inferring 

from the prior literature, those FPIs opting into the US audit committee requirements 

have fewer internal control problems, restatements, or discretionary accruals. 

Therefore, I hypothesize the following: 

H3a: Ceteris paribus, the probability of FPIs reporting restatement is lower for 
FPIs opting into the US audit committee requirements. 

 
H3b: Ceteris paribus, the probability of FPIs reporting internal control material 

weaknesses is lower for FPIs opting into the US audit committee requirements. 
 
H3c: Ceteris paribus, the discretionary accruals are lower for FPIs opting into the 

US audit committee requirements.  
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CHAPTER 4 

MODEL SPECIFICATION 

 

4.1 Determinants of FPIs’ Opt-in 

I test my first two hypotheses for the determinants of FPI’s choices of opting into 

the US audit committee requirements using the following logistic regression model: 

P(OPT-IN = 1) = F ( β0  + β1 × Home AC Requirement Difference +   

β2 × Weak Investor Protection + β3 × Home AC Requirement Difference  

× Weak Investor Protection + β4 × COUNTRY MARKETCAP + β5 × GDP 

PER CAPITA + β6 × BOARD SIZE + β7 × BOARD INDEPENDENCE   + 

β8 × FIRM SIZE + β9 × ROA + β10 × BOOK-TO-MARKET + β11 × 

SEGMENTS + β12 × BIG4 + β13 × REPORTING STANDARD + β14 × FIRM 

AGE + Year FE +  Industry FE)    (1) 

where P(OPT-IN =1), denotes the probability of a firm opting into the three US 

audit committee requirements examined in this paper, i.e., at least three directors, 100 

percent independence following US independence standards, and at least one designated 

ACFE. P (˖) is the cumulative distribution function of the logistic distribution. According 

to H1, I expect the coefficient (β1) to the first test variable (Home AC Requirement 

Difference) to be negative. According to H2, I expect the coefficient (β2) to the second 

test variable (Weak Investor Protection) to be negative. I also include an interaction term 

(Home AC Requirement Difference × Weak Investor Protection) to test the alleviation 

impact of home-country investor protection on the home-US AC requirement difference. 
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4.2 Measures of Home-Country Characteristics 

I measure the distance between home-country audit committee requirements and 

those in the US by Home AC Requirement Difference (the number of home-country audit 

committee requirements that deviate from the US audit committee requirements, ranging 

from 0 to 3). I summarize the home-country audit committee requirements and Home AC 

Requirement Difference in Appendix B.  

Following prior studies (Bronson, Ghosh, and Hogan 2017; Gong et. al. 2013; 

Srinivasan, Wahid, and Yu 2015; Wilford 2016), I use Weak Investor Protection to proxy 

for the home-country's legal environment. Weak Investor Protection is based on the Rule 

of Law (ROL) scores in Kaufmann’s Worldwide Governance Indicators.18 ROL score 

ranges from -2.50 to 2.50. Higher ROL indicates better investor protection. Weak Investor 

Protection is defined as negative one times the ROL score, and is therefore the inverse of 

the  ROL score (Kaufmann et al. 2011). Thus, the higher Weak Investor Protection, the 

weaker the investor protection in the home country. 

I also include two more variables to control for the impact of the home-country-

specific characteristics on FPI’s choices. Aggarwal et al. (2009) find that firms from more 

economically and financially developed countries are more likely to invest in firm-level 

governance. Following prior studies (Gong et. al. 2013; Srinivasan et al. 2015; Wilford 

                                                 
 

18 The Worldwide Governance Indicators (WGI) used in this paper are taken from Kaufmann et al. (2011). 
The WGI reports aggregate individual governance indicators, including Voice and Accountability, Political 
Stability and Absence of Violence, Terrorism Government Effectiveness, Regulatory Quality, Rule of Law, 
and Control of Corruption, for over 200 countries starting from 1996. The scores combine survey results 
produced by more than 30 organizations. Among the six indicators, ROL captures “perceptions of the 
extent to which agents have confidence in and abide by the rules of society, and in particular the quality of 
contract enforcement, property rights, the police, and the courts, as well as the likelihood of crime and 
violence.” (Page 223) The methodology and scores can be found at 
https://info.worldbank.org/governance/wgi/. 
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2016), I use country market capitalization (COUNTRY MARKETCAP) to capture the 

extent of financial development and GDP per capita (GDP PER CAPITA) to capture the 

extent of economic development. Country market capitalization (COUNTRY 

MARKETCAP) is the natural log of the total market capitalization of the listed companies 

in the country in year t, and GDP per capita (GDP PER CAPITA) is the gross domestic 

product divided by the midyear population of the country in year t. Both are obtained 

from World Bank national accounts data. 

 

4.3 Board Size, Board Independence, and Other Firm Characteristics 

Because the board appoints audit committee members, board characteristics affect 

audit committee composition (Beasley and Salterio 2001). I control for two board 

characteristics, board size and board independence following prior studies (Coles, Daniel, 

and Naveen 2008). Coles et al. (2008) find that larger firms have larger boards and Klein 

(2002b) finds that audit committee independence increases with board size. Board size 

(BOARD SIZE) is the number of directors on the board. Board independence (BOARD 

INDEPENDENCE) is the percentage of independent19 directors on the board.  

I control for other firm characteristics following prior studies (Gong et al. 2013; 

Srinivasan et al. 2015). I control for firm size (FIRM SIZE), defined as the natural 

                                                 
 

19 Independent director” is defined in Sarbanes-Oxley Act of 2002 (SOX) as follows: “a member of an 
audit committee of an issuer may not, other than in his or her capacity as a member of the audit committee, 
the board of directors, or any other board committee (i) accept any consulting, advisory, or other 
compensatory fee from the issuer; or (ii) be an affiliated person of the issuer or any subsidiary thereof.” 
Full text is available at: https://www.congress.gov/bill/107th-congress/house-bill/3763/text  
Exchange markets, such as NYSE and NASDAQ, developed their specific and bright line independence 
rules. For details, see Appendix A. 
“Affiliated person” is defined in SEC Rule No. 33-8220. See Appendix A. 
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logarithm of total assets at the end of the year.  I control for firm performance with return 

on assets (ROA).  I expect that firms with good performance have more internally 

generated cash from operations and lower demand financing from the securities market. 

Firms with poor performance may need more external capital. To attract more investors 

from the US market, firms with poor performance are more likely to opt into the US audit 

committee requirements.  I control for growth expectation with the book-to-market ratio 

(BOOK-TO-MARKET), calculated as the book value to the market value of the common 

equity. Firms with more growth expectations have stronger capital demand and are 

incentivized to attract US investors by complying with the US audit committee 

requirements. Firms with more complex operations may choose to have a larger audit 

committee with broader expertise. In my sample, the audit committee size ranges from 

one to eight directors. The average audit committee size is 3.6, more than the minimum 

requirement of three directors.  Firms with larger audit committee sizes may more readily 

opt into the US audit committee size requirement. However, the more directors that sit on 

the audit committee, the harder it is for the firm to ensure every audit committee director 

is independent, reducing the possibility of opting into the US 100 percent audit 

committee independence requirement. I use the number of segments (SEGMENTS) as the 

proxy for operational complexity. Auditor characteristic (BIG4) is coded as 1 if the firm 

is audited by one of the big four audit firms, and 0 otherwise. 

Prior studies find that accounting standard similarities affect cross-border mergers 

and acquisitions (Francis, Huang, and Khurana 2016). If a firm’s home-country reporting 

standard deviates from the US standard, the board may have difficulty finding an audit 

committee member that possesses expertise in US financial reporting. Reporting standard 
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(REPORT STANDARD) is an indicator variable equal to 1 if the firm adopts home-

country accounting standards or IFRS, and 0 if the firm adopts US GAAP.  I also control 

for firm age (FIRM AGE) because older firms may be more likely to have found 

individuals that fully comply with the US audit committee requirements. Finally, I 

include industry and year-fixed effects.  

I provide variable definitions in Appendix E. 

 

4.4 Consequences of Opt-in 

I examine the consequences of FPI’s choices of opting into the US audit 

committee requirements, specifically the financial reporting restatements (H1a), using the 

following logistic regression model: 

P(RESTATEMENT=1) = F ( β0  + β1 × OPT-IN + β2 × Home AC Requirement 

Difference +  β3 × Weak Investor Protection + β4 × Home AC Requirement 

Difference  × Weak Investor Protection + β5 × COUNTRY MARKETCAP + 

β6 × GDP PER CAPITA + β7 × BOARD SIZE + β8 × BOARD 

INDEPENDENCE   + β9 × FIRM SIZE + β10 × ROA +β11 × BOOK-TO-

MARKET + β12 × SEGMENTS + β13 × BIG4 + β14 × REPORTING 

STANDARD + β15 × FIRM AGE + β16 × LAG_EFFECTIVE + β17 × 

ACCFILER + Year FE + Industry FE)     (2) 

where RESTATEMENT denotes the probability of restating the financial 

statements, and F (˖) is the cumulative distribution function of the logistic distribution. 

OPT-IN, my test variable, is a dummy variable, coded 1 if the FPI opts into all the three 

US audit committee requirements, and 0 otherwise. 
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I control for the home-country effects using the number of home-country audit 

committee requirements that deviate from the US audit committee requirements (Home 

AC Requirement Difference), and the home-country's legal environment (Weak Investor 

Protection). I control for the home-countries’ market capitalization (COUNTRY 

MARKETCAP), and GDP per capita (GDP PER CAPITA) following prior studies (Gong 

et. al. 2013; Srinivasan et al. 2015; Wilford 2016). 

I include other firm-level control variables following prior studies (Gong et al. 

2013; Srinivasan et al. 2015). I control for firm size (FIRM SIZE), defined as the natural 

logarithm of total assets at the end of the year, and firm performance (ROA), growth 

expectation (BOOK-TO-MARKET), and operation complexity proxied by the number of 

segments (SEGMENTS). I control for auditor characteristic (BIG4) and the reporting 

standard (REPORT STANDARD) used by the firm.  I also control for firm age (FIRM 

AGE) and filer status (ACCFILER).  

A firm’s prior year internal control over financial reporting (ICOFR) assessment 

is an indicator of the effectiveness of the firm’s ICOFR that affects the current year’s 

financial reporting quality. Therefore, I include the prior year management assessment of 

ICOFR (LAG_EFFECTIVE) as a control variable.  

Next, I examine the impact of the FPIs’ opt-in decision on firms’ internal control 

quality (H1b), using the following logistic regression model: 

P(ICMW=1) = F ( β0  + β1 × OPT-IN +β2 × Home AC Requirement Difference +  

β3 × Weak Investor Protection + β4 × Home AC Requirement Difference  × 

Weak Investor Protection + β5 × COUNTRY MARKETCAP + β6× GDP 

PER CAPITA +β7 × BOARD SIZE + β8 × BOARD INDEPENDENCE   + 



 

35 
 

β9 × FIRM SIZE + β10 × ROA +β11 × BOOK-TO-MARKET + β12 × 

SEGMENTS + β13 × BIG4 + β14 × REPORTING STANDARD + β15 × FIRM 

AGE + β16 × LAG_EFFECTIVE + β17 × ACCFILER  

+ Year FE + Industry FE)       (3) 

where ICMW denotes the probability of management reporting ineffective ICFR, 

and F (˖) is the cumulative distribution function of the logistic distribution. OPT-IN, the 

test variable, is a dummy variable, coded 1 if the FPI opts into all the three US audit 

committee requirements, and 0 otherwise. 

 

 Then, I examine the consequences of FPI’s choices of opting into the US audit 

committee requirements, specifically the discretionary accruals (H1c), using the 

following regression model: 

Earnings Management = β0  + β1 × OPT-IN + β2 × Home AC Requirement 

Difference +  β3 × Weak Investor Protection + β4 × Home AC Requirement 

Difference  × Weak Investor Protection + β5 × COUNTRY MARKETCAP + 

β6× GDP PER CAPITA +β7 × BOARD SIZE + β8 × BOARD 

INDEPENDENCE   + β9 × FIRM SIZE + β10 × ROA +β11 × BOOK-TO-

MARKET + β12 × SEGMENTS + β13 × BIG4 + β14 × REPORTING 

STANDARD + β15 × FIRM AGE + β16 × LAG_EFFECTIVE + β17 × 

ACCFILER + Year FE + Industry FE)     (4) 

 

where Earnings Management denotes the discretionary accruals calculated as the 

residuals from one of the following models: the Jones model (Jones 1991), the modified 
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Jones model (Dechow et al. 1995), performance adjusted discretionary accruals model 

(Kothari, Leone, and Wasley 2005), or performance-matched discretionary accruals 

model (Kothari et al. 2005). I discuss the construction details of the discretionary accruals 

in Appendix F.  
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CHAPTER 5 

DATA AND DESCRIPTIVE STATISTICS 

 

5.1 Sample Selection 

Table 1 shows my sample selection procedure. I start with all foreign firms that 

are incorporated outside the US but listed on the US stock market and file 20-Fs or 40-Fs 

with the SEC. I identify foreign firms as incorporated outside the US using the 

Compustat variable “FIC” regardless of their headquarters locations. I require the FPIs to 

be traded on the major US markets, i.e., NYSE, NASDAQ, and AMEX, from 2011 to 

2016. This results in 6,685 firm-year observations. 

I then exclude the following observations. (1) 1,181 firm-year observations that 

are incorporated outside the US but, as explained in Section 2.1, do not pass either the 

“Shareholder Test” or the “Business Contacts Tests” to qualify as  Foreign Private Issuers 

(FPIs), and are therefore not exempted from US audit committee requirements;  (2) 402 

amended filings (10-K/A. or 20-F/A) and 132 firm-year observations that pertain to 

partnership, trust, and funds; (3) 1,100 firm-year observations that do not qualify as FPIs 

in any year in the sample period, i.e., firms that report 20-Fs/40-F in some years and 10-

Ks in other years;20 (4) 1,096 firm-year observations that do not have the necessary 

financial data in Compustat to construct my control variables and 644 observations that 

do not have positive total assets, market cap or total equity. The final sample comprises 

                                                 
 

20 FPIs determine their FPI status annually, as of the end of the second fiscal quarter.  
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2,130 firm-year observations, representing 355 unique firms from 25 countries over the 

six years.  
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TABLE 1  
Sample Selection  

 
Panel A: Sample Selection Procedure 

Sample Selection Criteria      N 

Foreign firms listed on NYSE, NASDAQ, and AMEX between 2011 and 2016         6,685  

Less: Firms do not meet FPI requirements and file 10-Ks         1,181  

Less: Amended annual filings (10-K/A or 20-F/A)  402 

Less: Partnerships, Trusts, and Funds            132  

Less: Firms that do not have observations every year during 2011-2016         1,100  

Less: Observations for which financial data for analysis were not available in 
Compustat or Audit Analytics  

 
1,096 

Less: Observations that do not have positive total assets, market cap, or total 
equity in Compustat 

 
644 

Longitudinal Sample (355 firms from 25 countries)         2,130  

   

Table 1, Panel A reports the sample selection for observations used in analysis of 
determinants of FPIs opt-in (H1 and H2). 
 
 

Table 1, Panel B presents the frequency distribution of the firm-year observations 

across US stock exchanges. 61 percent of the FPIs are listed on NYSE, 31 percent are 

listed on NASDAQ, and the remaining 8 percent are listed on AMEX.  

Panel B: Distribution by Stock Exchange Market 

Table 1, Panel B presents the frequency distribution of the firm-year observations across 
US stock exchanges. 

Exchange  N  Percentage 

NYSE  1,302  61 

NASDAQ  666  31 

AMEX  162    8 

Total  2,130  100 
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Table 1, Panel C reports the industry distribution of the sample using the Fama–

French 12-industry classification system. Industries in the Mines, Transportation, Hotels, 

Business Services, and Entertainment group has the largest number of observations (25 

percent), followed by the Computer, Software, and Electronic Equipment industry (21 

percent).  

Panel C: Distribution by Industry 

Industry 
 

N  Percentage 

Consumer NonDurables -- Food, Tobacco, Textiles, 
Apparel, Leather, Toys 
(SIC Codes: 0100-0999, 2000-2399, 2700-2749, 2770-2799, 
3100-3199, 3940-3989) 

 

84  4 

Consumer Durables -- Cars, TVs, Furniture, Household 
Appliances 
(SIC Codes: 2500-2519, 2590-2599, 3630-3659, 3710-3711, 
3714-3714, 3716-3716, 3750-3751, 3792-3792, 3900-3939, 
3990-3999) 

 

48  2 

Manufacturing -- Machinery, Trucks, Planes, Paper 
(SIC Codes: 2520-2589, 2600-2699, 2750-2769, 3000-3099, 
3200-3569, 3580-3629, 3700-3709, 3712-3713, 3715-3715, 
3717-3749, 3752-3791, 3793-3799, 3830-3839, 3860-3899) 

 

126  6 

Oil, Gas, and Coal Extraction and Products 
(SIC Codes: 1200-1399, 2900-2999) 

 
126  6 

Chemicals and Allied Products 
(SIC Codes: 2800-2829, 2840-2899) 

 
36  2 

Business Equipment -- Computers, Software, and Electronic 
Equipment 
(SIC Codes: 3570-3579, 3660-3692, 3694-3699, 3810-3829, 
7370-7379) 

 

438  21 

Telephone and Television Transmission 
(SIC Codes: 4800-4899) 

 
156  7 

Utilities 
(SIC Codes: 4900-4949) 

 
84  4 

Wholesale, Retail, and Some Services (Laundries, Repair 
Shops) 
(SIC Codes: 5000-5999, 7200-7299, 7600-7699) 

 

60  3 
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Healthcare, Medical Equipment, and Drugs 
(SIC Codes: 2830-2839, 3693-3693, 3840-3859, 8000-8099) 

 
132  6 

Finance 
(SIC Codes: 6000-6999) 

 
300  14 

Other -- Mines, Transportation, Hotels, Business 
Services, Entertainment 

 
540  25 

Total  2,130  100 

Table 1, Panel C reports the industry distribution of the sample using the Fama–French 
12-industry classification system. 

 
Table 2, Panel A presents the frequency of firm-year observations for each 

country in my sample. Columns 1 to 3 show the number of unique firms, the number of 

firm-year observations, and the percentage of the total sample, respectively. The sample 

includes 94 firms from Canada, representing 27 percent of the sample. There are 40 and 

39 firms from Israel and The Cayman Islands, respectively, each representing 11 percent 

of the total sample. UK and Brazil firms represent 9 percent and 4 percent of the total 

sample, respectively.  

Columns 4 and 5 list the home-country measures: number of different home-

country audit committee requirements (Home AC Requirement Difference), and Weak 

Investor Protection. Column 4 shows that three countries have no difference with US 

requirements, seven countries have one difference, twelve countries have two differences, 

and three countries have three differences. Ten countries are Weak Investor Protection 

Countries, fifteen countries are Strong Investor Protection Countries. 
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TABLE 2  
Sample Distribution of Foreign Private Issuers by Country 

 

Panel A: Sample Distribution by Country 

Country / Area 
Unique 
Firms 

N Percentage 
Home AC 

Requirement 
Difference a 

Weak 
Investor 

Protection b 
 (1) (2) (3) (4) (5) 
Argentina 12 72 3 1 1 
Australia 4 24 1 1 0 
Bermuda 13 78 4 3 1 
Brazil 15 90 4 2 1 
Canada 94 564 27 0 0 
Switzerland 4 24 1 2 0 
Chile 8 48 2 0 0 
China 10 60 3 2 1 
Cayman Island 39 234 11 3 1 
Germany 3 18 1 3 0 
Spain 4 24 1 1 0 
France 4 24 1 2 0 
United Kingdom 32 192 9 2 0 
Hong Kong 4 24 1 1 0 
India 7 42 2 1 1 
Ireland 4 24 1 2 0 
Israel 40 240 11 2 0 
Italy 3 18 1 2 1 
Japan 9 54 3 2 0 
Korea 9 54 3 1 1 
Luxenberg 4 24 1 2 0 
Mexico 10 60 3 2 1 
Netherland 12 72 3 2 0 
Taiwan 6 36 2 0 0 
South Africa 5 30 1 1 1 

Total 355 2,130 100   

Table 2, Panel A presents the frequency of firm-year observations for each country in 
my sample  
a  Number of different home-country audit committee requirements compared with the 
US requirements. 
b Indicator of “weak” investor protection, where the Rule of Law score from the 
Worldwide Governance Indicators created by the World Bank (Kaufmann et al. 2011) 
is lower than the median. The median is calculated as the median of all the countries 
that have firm filings with EDGAR. 
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Table 2, Panel B presents the FPIs opt-in choices by country. As mentioned, 72 

percent of firm-year observations in my sample opt into all the US audit committee 

requirements. Among them, FPIs from Italy have the highest opt-in rate. 100 percent of 

the Italian FPIs opt into the US requirements, followed by FPIs from South Korea (94 

percent) and Israel (93 percent). FPIs from Taiwan has the lowest opt-in rate of 22 

percent, followed by firms from Chile (27 percent), and Mexico (30 percent). The 

majority of the FPIs in my sample opt into the size and ACFE disclosure requirements, 

both have a 96 percent opt-in rate. FPIs from thirteen countries opt into the US size 

requirement with no exception, and 100 percent of FPIs from eight countries opt into the 

US ACFE disclosure requirement. About 72 percent of FPIs incorporated in Bermuda opt 

into the size requirement, which is the lowest among all the countries. Only 50 percent of 

FPIs incorporated in Luxemburg disclose that they have designated at least one qualified 

ACFE under the US standard. About 77 percent FPIs opt into the independence 

requirement. 100 percent of the FPIs from five countries (Italy, South Korea, Luxemburg, 

Switzerland, and South Africa) opt into the independence standard. FPIs from Mexico 

have the lowest opt-in rate (30 percent) in terms of independence, followed by Taiwan 

(33 percent) and Germany (33 percent). 

Panel B: Firms Opt-in Choices by Country 

  
Opt-ina 

(Percentage) 
 

Country / Area #Obs   Size Independence ACFE Allb 

Argentina 72 96 85 92 72 

Australia 24 100 75 96 75 

Bermuda 78 72 90 100 63 

Brazil 90 97 48 93 44 

Canada 564 100 86 98 85 

Switzerland 24 100 100 75 75 

Chile 48 88 50 75 27 
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Opt-ina 

(Percentage) 
 

Country / Area #Obs   Size Independence ACFE Allb 

China 60 98 35 100 33 

Cayman Island 234 90 96 100 87 

Germany 18 100 33 100 33 

Spain 24 100 75 100 75 

France 24 100 50 100 50 

United Kingdom 192 96 81 97 77 

Hong Kong 24 96 50 79 46 

India 42 100 57 100 57 

Ireland 24 75 75 100 50 

Israel 240 98 95 100 93 

Italy 18 100 100 100 100 

Japan 54 100 37 89 37 

Korea 54 98 100 96 94 

Luxenberg 24 100 100 50 50 

Mexico 60 100 30 95 30 

Netherland 72 100 72 89 61 

Taiwan 36 89 33 83 22 

South Africa 30 100 100 80 80 

Total 2,130 96 79 96 72 
a Percentage of FPIs opting into the respective US audit committee requirements. 
b Percentage of FPIs opting into all the US audit committee requirements.   
Table 2, Panel B presents the FPIs opt-in choices by country.  

 

5.2 Descriptive Statistics 

Descriptive statistics are presented in Table 3. The mean of OPT-IN is 0.72, 

indicating that 72 percent of the FPIs opted into all the three US audit committee 

requirements, and the remaining 28 percent stayed noncompliant with at least one of the 

US audit committee requirements. I find that 99 percent of the FPIs opted into at least 

one of the US requirements (untabulated). This may be because the home countries of the 

FPIs have certain similar audit committee requirements to the US requirements. The 

mean of the number of the audit committee requirements the FPIs opt into is 2.69 

(untabulated), indicating most FPIs opt into all the US audit committee requirements.  
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The mean of the Home AC Requirement Difference is 1.42. On average, foreign 

countries have at least one different audit committee requirement compared to the US. 

The mean of Weak Investor Protection is -1.14. This indicates that more observations are 

from strong investor protection countries than from weak investor protection countries. 

For example, Canada is a strong investor protection country and Canadian firms represent 

27 percent of my total sample.  

The average firm size (untabulated) is about $3,835 million in total assets. The 

average age is 18 years. The mean and median ROA of the sample are 0.01 and 0.02, 

respectively. The average BOOK-TO-MARKET ratio is 0.85. On average, the FPIs have 

eight segments (untabulated). Most of the FPIs are audited by one of the Big 4 auditors, 

and the mean of BIG4 is 0.82. On average, the FPIs have a BOARD SIZE of nine 

directors. The mean of BOARD INDEPENDENCE is 0.54, which means on average, the 

FPIs have a majority of independent directors on the board.  

TABLE 3  
Descriptive Statistics 

 

Variables N Mean Median 
Standard 
Deviation 

Min Max 

Dependent Variable       

OPT-IN 2,130  0.72  1.00  0.45  0.00 1.00 

Country Variables        

Home AC Requirement 
Difference 

2,130  1.42  2.00  1.08  0.00 3.00 

Weak Investor Protection 2,130  -1.14  -1.36  0.77  -1.99 0.89 

Country-level Variables       

COUNTRY MARKET CAP 2,130 26.99 27.84 2.13 21.33 28.86 

GDP PER CAPITA 2,130 10.50 10.68 0.67 8.99 11.37 

Firm-level Variables 
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Variables N Mean Median 
Standard 
Deviation 

Min Max 

BOARD SIZE 2,130  9.38  9.00 3.47 2.00 26.00 

BOARD INDEPENDENCE 2,130  0.54  0.50 0.22 0.00 1.00 

FIRM SIZE 2,130  8.25  8.22   2.67   3.76   12.97  

ROA 2,130  0.01   0.02   0.08   (0.21)  0.14  

BOOK-TO-MARKET 2,130  0.85   0.66   0.64   0.16   2.58  

SEGMENTS 2,130  2.10   2.48   1.15  0.00  3.58  

BIG4 2,130  0.82  1.00  0.38  0.00 1.00 

REPORTING STANDARD 2,130  0.35  0.00  0.48  0.00 1.00 

FIRM AGE 2,130  18.09  17.00 8.33 6.00 38.00 

LAG_EFFECTIVE b,c 1,775 0.96 1.00 0.19 0.00 1.00 

ACCFILER b 2,130 0.65 1.00 0.48 0.00 1.00 

a Variable definitions can be found in Appendix E.  
b Variables used in consequences analysis of FPIs opting into the US audit committee 
requirements. 
c LAG_EFFECTIVE is not available for the first year of the sample period. Therefore, the 
sample size is 1,775.   
Table 3 reports the descriptive statistics for variables used in analysis of determinants of 
FPIs opt-in choices. 
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CHAPTER 6 

EMPIRICAL RESULTS ON FPIS’ OPT-IN DETERMINANTS 

 

6.1 Determinants of Opt-in 

Table 4 presents the logistic regression results for FPIs’ opt-in choices. In column 

(1) of Table 4, I examine the effects of Home AC Requirement Difference and Weak 

Investor Protection on FPIs’ audit committee choices. The coefficient of Home AC 

Requirement Difference is -0.30, with a p-value < 0.01, indicating that the firms from 

countries with more different audit committee requirements compared with the US are 

less likely to opt into the US requirements. The average marginal effect is -0.04, with a p-

value <0.01, indicating that with one more difference between the home-country and US 

audit committee requirements, the probability of an FPI opting into the US requirements 

will decrease by 4 percent. The coefficient on Weak Investor Protection is 0.79, with a p-

value <0.01. This indicates that firms from weak investor protection countries are more 

likely to opt into US audit committee requirements. The average marginal effect is 0.12, 

with a p-value <0.01, indicating that firms from weak investor protection countries are 12 

percent more likely to opt into the US requirements than firms from strong investor 

protection countries. The impact is economically significant, supporting my first 

hypothesis that the probability of FPIs opting into the US audit committee requirements 

is negatively associated with the number of differences between the home-country and 

US requirements.  

 



 

48 
 

TABLE 4  
Multivariate Analysis of Determinants of Opting-in 

 

 Dependent Variables 
Coefficient  
(p-value)  

[marginal effect] 
  OPT-IN OPT-IN 

  (1) (2) 
Intercept  -13.06*** -12.39*** 

  (-4.48) (-4.26) 

Home AC Requirement Difference  -0.30*** -0.08 

  (-4.56) (-0.72) 

  [-0.04***] [-0.01] 
Weak Investor Protection  0.79*** 0.37 
  (3.85) (1.49) 
  [0.12***] [0.06] 
Home AC Requirement Difference   

 
0.19** 

×  Weak Investor Protection  
 

(2.43) 

   [0.03**] 

COUNTRY MARKET CAP  0.06 0.04 

  (1.24) (0.80) 

GDP PER CAPITA  1.12*** 1.03*** 

  (5.12) (4.70) 

BOARD SIZE  0.03 0.03 

  (1.11) (1.34) 

BOARD INDEPENDENCE  2.93*** 3.14*** 

  (9.22) (9.20) 

FIRM SIZE  -0.18*** -0.18*** 

  (-4.49) (-4.38) 

ROA  -3.12*** -2.92*** 

  (-3.37) (-3.15) 

BOOK-TO-MARKET  0.30*** 0.30*** 

  (2.74) (2.73) 

SEGMENTS  0.24*** 0.25*** 

  (4.05) (4.26) 

BIG4  -0.07 -0.10 

  (-0.33) (-0.47) 

REPORTING STANDARD  0.31* 0.33* 

  (1.87) (1.93) 

FIRM AGE  0.03*** 0.03*** 

  (3.49) (3.25) 

Industry Fixed Effects  Yes Yes 
Year Fixed Effects  Yes Yes 
N  2,130 2,130 
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 Dependent Variables 
Coefficient  
(p-value)  

[marginal effect] 
  OPT-IN OPT-IN 

  (1) (2) 
Pseudo R2  0.18 0.18 

a  t-statistics in parentheses. *, **, *** Significant at the 10, 5, and 1 percent levels, 
respectively.  
b Variable definitions can be found in Appendix E. 
Table 4 reports the results of the determinants model (1). 
 
  

I find a positive and statistically significant coefficient on GDP PER CAPITA, 

indicating that firms from countries of higher level of economic development are more 

likely to opt into the US audit committee requirements. I also find positive and 

statistically significant coefficients on BOARD INDEPENDENCE, BOOK-TO-MARKET, 

SEGMENTS, REPORTING STANDARD, and FIRM AGE. These suggest that firms with 

more independent directors, lower growth expectations, more complicated operations, 

adopting international or US reporting standards, or older are more likely to choose to opt 

into the US audit committee requirements. I find negative and significant coefficients on 

FIRM SIZE and ROA, indicating that larger firms and firms with better performance are 

less likely to opt into the US requirements.  

To test the incremental impact of the difference between home-country vs. US 

audit committee requirements and the weakness of investor protection, I include an 

interaction term (Home AC Requirement Difference × Weak Investor Protection) in 

column (2) of Table 4. I expect that FPIs from Weak Investor Protection countries may 

want to voluntarily bond themselves to the US audit committee requirements to show 

credible corporate governance and financial reporting quality. This will alleviate the 

impact of the home-US differences which decrease the probability of FPIs opting into the 
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US requirements. Therefore, I expect a positive sign on the coefficient of the interaction 

term. In column (2), the coefficient on the interaction term, Home AC Requirement 

Difference × Weak Investor Protection is 0.19, with a p-value < 0.05. The marginal effect 

is 0.03, with a p-value <0.01. This indicates that the negative effect of the Home AC 

Requirement Difference is moderated by Weak Investor Protection, suggesting that the 

firms from weaker investor protection countries are more likely to bond themselves and 

opt into the US audit committee requirements to show more credible financial reporting 

quality. Again, I find positive and statistically significant coefficients on BOARD 

INDEPENDENCE, BOOK-TO-MARKET, SEGMENTS, REPORTING STANDARD, 

FIRM AGE, and negative and significant coefficients on FIRM SIZE and ROA.  

In sensitivity tests (untabulated), I run the same models and cluster standard errors 

by country or client firm. The results are qualitatively the same. In additional tests 

(untabulated), I run the same models excluding firms-year observations from Bermuda or 

Cayman Islands, and the results are qualitatively the same. Finally, the results are 

qualitatively similar when I remove observations from countries that do not have any 

difference with US AC requirements. 

 

6.2 Cross-sectional Analysis 

6.2.1 Corporate Governance and the Probability of Opting In 

Next, I examine cross-sectional variations in the associations in Table 5, focusing 

specifically on board independence and firm size. In Table 5, I examine whether the 

strength of overall corporate governance as reflected in board independence can mitigate 

the country-level impact (Home AC Requirement Difference and Weak Investor 
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Protection) on FPIs’ audit committee choices. I re-estimate the models in Table 4 after 

including interactions of my test variables with BOARD INDEPENDENCE (Panel A) and 

FIRM SIZE (Panel B), alternatively. 

I use board independence as a proxy for corporate governance quality because 

Foley, Goldsmith-Pinkham, Greenstein, and Zwick (2018) find that foreign firms opting 

out of the US corporate governance rules usually have fewer independent board 

members.  

I estimate model (1) with two additional interaction terms (Home AC Requirement 

Difference × BOARD INDEPENDENCE and Weak Investor Protection × BOARD 

INDEPENDENCE). A more independent board has more independent directors available 

to assign to the audit committee (Klein 2002b). A more independent board is also more 

likely to reduce the agency problem and protect the minority shareholders by assigning 

independent members to the audit committee (Chen et al. 2015; Cuadrado-Ballesteros, 

Rodríguez-Ariza, and García-Sánchez 2015). I expect that stronger BOARD 

INDEPENDENCE will mitigate the negative impact of Home AC Requirement Difference 

and strengthen the positive impact of Weak Investor Protection on FPIs’ opt-in choices.  

Similar to the results in Table 4, the coefficient of the Home AC Requirement 

Difference is negative and significant. The coefficient is -0.59 with a p-value < 0.01, 

indicating that the firms from countries with more variations in the audit committee 

requirements compared with the US are less likely to opt into US audit committee 

requirements. The coefficient on Weak Investor Protection is 0.46, with a p-value <0.1. 

This indicates that firms from weak investor protection countries are more likely to opt 

into US audit committee requirements. The interaction term (Home AC Requirement 
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Difference× BOARD INDEPENDENCE) has a significant and positive coefficient of 

0.64, with a p-value <0.01, indicating that higher board independence mitigates the 

negative impact of home-country audit committee requirements variation on the FPIs’ 

choices of audit committee members. The interaction term (Weak Investor Protection× 

BOARD INDEPENDENCE) has a significant and positive coefficient of 1.02, with a p-

value <0.05, indicating that higher board independence strengthens the FPIs’ choices in 

Weak Investor Protection countries. 

TABLE 5  
Cross-sectional Analysis for Variation in Board Independence 

  Dependent Variable 
Coefficient (p-value) 

 

  OPT-IN OPT-IN OPT-IN 
  (1) (2) (3) 

Intercept  -15.89*** -15.26*** -15.45*** 
  (-5.09) (-4.93) (-4.72) 

Home AC Requirement 
Difference 

 
-0.59*** 

(-4.51) 
-0.36** 

(-2.33) 
-0.29 

(-0.83) 
Weak Investor Protection  0.46* -0.03 -0.14 

  (1.65) (-0.10) (-0.26) 
Home AC Requirement 
Difference × BOARD 
INDEPENDENCE 

 
0.64*** 

(2.59) 
0.73*** 

(2.82) 
0.56 

(0.75) 

Weak Investor Protection × 
BOARD INDEPENDENCE 

 
1.02** 

(2.09) 
1.06** 

(2.26) 
1.30 

(1.11) 
Home AC Requirement 
Difference × Weak Investor 
Protection 

  0.22*** 
(2.85) 

0.28 
(1.20) 

Weak Investor Protection × 
Weak Investor Protection × 
BOARD INDEPENDENCE 

   
-0.12 

(-0.24) 

BOARD SIZE  0.03 0.04 0.04 
  (1.19) (1.48) (1.45) 

BOARD INDEPENDENCE  2.90*** 3.02*** 3.38* 
  (3.09) (3.32) (1.82) 

COUNTRY MARKET CAP  0.10** 0.08 0.08 
  (2.03) (1.60) (1.60) 
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  Dependent Variable 
Coefficient (p-value) 

 

  OPT-IN OPT-IN OPT-IN 
  (1) (2) (3) 

GDP PER CAPITA  1.30*** 1.21*** 1.21*** 
  (5.72) (5.30) (5.24) 

FIRM SIZE  -0.18*** -0.17*** -0.17*** 
  (-4.27) (-4.16) (-4.16) 

ROA  -3.05*** -2.81*** -2.81*** 
  (-3.27) (-3.00) (-3.00) 

BOOK-TO-MARKET  0.31*** 0.32*** 0.32*** 
  (2.72) (2.75) (2.73) 
SEGMENTS  0.25*** 0.27*** 0.27*** 
  (4.27) (4.52) (4.50) 
BIG4  -0.10 -0.14 -0.14 
  (-0.49) (-0.65) (-0.65) 
REPORTING STANDARDS  0.32** 0.34** 0.34** 
  (1.94) (2.00) (2.00) 
FIRM AGE  0.03*** 0.03*** 0.03*** 
  (3.40) (3.10) (3.10) 
Industry Fixed Effects  Yes Yes Yes 
Year Fixed Effects  Yes Yes Yes 
N  2,130 2,130 2,130 
Pseudo R2  0.18 0.19 0.19 
a t-statistics in parentheses. *, **, *** Significant at the 10, 5, and 1 percent levels, 
respectively.  
b Variable definitions can be found in Appendix E. 
In Table 5 reports the results of whether the strength of overall corporate governance as 
reflected in board independence can mitigate the country-level impact.  
 
 

 Column (2) of Table 5, Panel A shows similar results. The coefficient on 

the interaction term of Home AC Requirement Difference and Weak Investor Protection is 

also positive and significant, indicating that the negative effect of Home AC Requirement 

Difference is moderated by Weak Investor Protection. This suggests that the firms from 

weaker investor protection countries are more likely to bond themselves and opt into the 

US audit committee requirements. 
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6.2.2 Companies’ Size and the Probability of Opting In 

Next, I examine how the firm sizes affect FPIs' opt-in choices. Larger firms 

usually have more resources to find qualified independent, financially literate audit 

committee directors. However, larger firms face more rigorous home-country regulation 

and government surveillance. For example, German firms are required to have employee 

representatives on the supervisory board, a body that performs audit committee functions. 

The required percentage of employee representatives on the supervisory board increases 

with the number of employees, from 0 for firms with fewer than 500 employees, to at 

least one-third for firms with 500-2000 employees, to at least half for firms with more 

than 2000 employees (Metushi, Vito, and Fradeani 2016).21 Employees are not 

considered independent by the US independence standards. The different home-country 

requirements for large-small firms pose different costs for FPIs when they make the opt-

in choices.  

The independence rules regarding director compensation or business income may 

cause different levels of difficulty for FPIs to comply with the US requirements. Larger 

firms may be able to satisfy home-country independence standards but not the US 

independence standards, hence having more difficulty in opting into the US requirements. 

For example, the SEC defines an affiliated person as a shareholder with 10 percent or 

more voting shares (SEC 2003b). In Argentina, directors are not independent if one holds 

15 percent or more voting shares. Larger firms may satisfy the home-country requirement 

                                                 
 

21 More detailed requirements can be found at https://www.worker-participation.eu/National-Industrial-
Relations/Countries/Germany/Board-level-Representation.  
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more easily than small firms, hence having less motivation to opt into the US 

requirements.  

On the other hand, large firms may have more minority shareholders, and the 

agency problem between the major-minority shareholders is more severe. A large FPI 

from a Weak Investor Protection country may have more motivation to bond themselves 

to the US requirements than small FPIs. Therefore, I expect that the positive effect of opt-

in choices for FPIs from Weak Investor Protection countries would be strengthened by a 

larger Firm Size. 

TABLE 6  
Cross-sectional Analysis for Variation in Firm Size 

  Dependent Variable 
Coefficient (p-value) 

 

  OPT-IN OPT-IN OPT-IN 
  (1) (2) (3) 
     
Intercept  -14.16*** -13.11*** -7.45** 
  (-4.44) (-4.06) (-2.19) 
Home AC Requirement Difference  -0.18 -0.04 -2.68*** 
  (-0.88) (-0.20) (-4.96) 
Weak Investor Protection  0.13 -0.10 3.48*** 
  (0.32) (-0.24) (4.10) 
Home AC Requirement Difference  
× FIRM SIZE 

 
-0.01 

(-0.60) 
-0.01 

(-0.27) 
0.29*** 

(4.89) 
Weak Investor Protection  
× FIRM SIZE 

 
0.07* 

(1.87) 
0.06 

(1.42) 
-0.36*** 

(-3.90) 
Home AC Requirement Difference  
× Weak Investor Protection 

  
0.17** 

(2.13) 
-1.71** 

(-4.46) 
Home AC Requirement Difference  
× Weak Investor Protection × 
FIRM SIZE 

   
0.21*** 

(5.00) 

COUNTRY MARKET CAP  0.06 0.04 0.02 
  (1.13) (0.69) (0.37) 
GDP PER CAPITA  1.14*** 1.05*** 1.04*** 
  (5.23) (4.72) (4.56) 
BOARD SIZE  0.05* 0.05** 0.05** 
  (1.88) (2.03) (1.86) 
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a t-statistics in parentheses. *, **, *** Significant at the 10, 5, and 1 percent levels, 
respectively (two-tailed).  
b Variable definitions can be found in Appendix E. 
In Table 6 reports the analysis of whether the home-country weak investor protection 
mitigates the negative effect of firm size in FPIs opt-in decisions. 
 

In Table 6, I estimate model (2) with two additional interaction terms (Home AC 

Requirement Difference × FIRM SIZE and Weak Investor Protection × FIRM SIZE).  In 

column (1), the interaction term Weak Investor Protection × FIRM SIZE bears a positive 

coefficient of 0.07, with a p-value < 0.1, indicating that the negative impact of Firm Size 

is moderated by the bonding effect in Weak Investor Protection countries. In column (2), 

similar to the results in Table 4, the interaction term (Home AC Requirement Difference × 

Weak Investor Protection) has a significant and positive coefficient, indicating that Weak 

Investor Protection alleviates the negative effect of Home AC Requirement Difference. In 

column (3), the interaction term Home AC Requirement Difference × Weak Investor 

Protection × FIRM SIZE has a positive and significant coefficient, with a p-value <0.01, 

BOARD INDEPENDENCE  3.04*** 3.23*** 3.49*** 
  (9.42) (9.45) (9.41) 
FIRM SIZE  -0.07 -1.05 -0.76*** 
  (-1.01) (-1.40) (-5.04) 
ROA  -2.97*** -2.78*** -2.71*** 
  (-3.24) (-3.04) (-2.94) 
BOOK-TO-MARKET  0.30*** 0.30*** 0.35*** 
  (2.66) (2.66) (3.09) 
SEGMENTS  0.24*** 0.25*** 0.24*** 
  (4.11) (4.30) (3.98) 
BIG4  -0.03 -0.07 -0.05 
  (-0.15) (-0.32) (-0.24) 
REPORTING STANDARDS  0.30* 0.32* 0.33* 
  (1.73) (1.83) (1.86) 
FIRM AGE  0.03*** 0.03*** 0.03*** 
  (3.50) (3.26) (2.63) 
Industry Fixed Effects     Yes    Yes    Yes 
Year Fixed Effects     Yes    Yes    Yes 
N      2,130     2,130     2,130 
Pseudo R-sq  0.18 0.18 0.19 
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indicating that the negative impact of firm size in countries with large home-US 

differences is partly alleviated by the bonding effect in Weak Investor Protection 

countries.  
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CHAPTER 7 

EMPIRICAL RESULTS ON FPIS’ OPT-IN CONSEQUENCES 

 

Table 7 reports the results for the consequences models studying the impact of 

FPIs’ opting-in to the US audit committee requirements (H3). Panel A, Table 7 presents 

the logistic regression results of financial restatements upon FPIs’ opting-in choices. In 

column (1), I examine the possibility of financial restatements on FPIs’ opting-in choices. 

The coefficient on OPT-IN is -0.61, with a p-value < 0.05, indicating that the firms opting 

into the US audit committee requirements are less likely to restate their financial 

statements. The average marginal effect is -0.03, with a p-value <0.05, indicating that the 

probability of an FPI restating its financial statements decreases by 3 percent if it opts 

into the US audit committee requirements. The impact is economically significant, 

supporting my hypothesis H3a that the probability of FPIs reporting restatement is lower 

for FPIs opting into the US audit committee requirements. The results are similar in 

column (2) if I include the interaction term (Home AC Requirement Difference × Weak 

Investor Protection).  

I also find positive and statistically significant coefficients on BOOK-TO-

MARKET and BIG4. These suggest that FPIs with more growth opportunities and audited 

by the Big 4 auditors are more likely to restate their financial statements. I find negative 

and significant coefficients on BOARD SIZE, indicating that firms with larger boards are 

less likely to restate their financial statements.  
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TABLE 7  
Multivariate Analysis of Consequences of Opting-in 

 

Panel A – Logistic Regression of Restatement on FPIs’ Opting-in Choices 

  Dependent Variable 
Coefficient (p-value) 

  Restatement  Restatement 
  (1) (2) 

Intercept  -2.45 -2.15 
  (-0.40) (-0.36) 
OPT-IN  -0.61** -0.60** 
  (-2.50) (-2.46) 
Marginal Effect  [-0.03]** [-0.03]** 
Home AC Requirement Difference  -0.02 0.09 
  (0.17) (0.51) 
Weak Investor Protection  0.30 0.13 
  (0.84) (0.29) 
Home AC Requirement Difference  
× Weak Investor Protection 

  0.08 
(0.53) 

COUNTRY MARKET CAP  -0.12 -0.13 
  (-1.30) (-1.43) 
GDP PER CAPITA  0.27 0.25 
  (0.64) (0.58) 
BOARD SIZE  -0.08* -0.07* 
  (-1.83) (-1.71) 
BOARD INDEPENDENCE  0.23 0.29 
  (0.39) (0.47) 
FIRM SIZE  -0.04 -0.04 
  (-0.70) (-0.74) 
ROA  1.69 1.73 
  (1.19) (1.21) 
BOOK-TO-MARKET  0.66*** 0.65*** 
  (4.17) (4.17) 
SEGMENTS  0.07 0.07 
  (0.59) (0.59) 
BIG4  0.94** 0.89** 
  (2.49) (2.36) 
REPORTING STANDARDS  -0.46 -0.45 
  (-1.48) (-1.43) 
FIRM AGE  0.05 0.02 
  (1.32) (1.29) 
LAG_EFFECTIVE  0.03 0.05 
  (0.06) (0.11) 
ACCFILER  -0.21 -0.14 
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  Dependent Variable 
Coefficient (p-value) 

  Restatement  Restatement 
  (1) (2) 

  (-0.59) (-0.39) 
Industry Fixed Effects  Yes Yes 
Year Fixed Effects  Yes Yes 
N  2,130  2,130 
Pseudo R-sq  0.12 0.12 

Panel A, Table 7 presents the logistic regression results of financial restatements upon 
FPIs’ opting-in choices.  
a t-statistics in parentheses. *, **, *** Significant at the 10, 5, and 1 percent levels, 
respectively (two-tailed).  
b Variable definitions can be found in Appendix E. 

 

Panel B, Table 7 presents the logistic regression results of management disclosure 

of internal control material weakness upon the FPIs’ opting-in choices. I exclude 355 

firm-year observations from the sample because I use a lag variable (LAGEFFECTIVE) 

to capture the management disclosure of internal control material weaknesses in year t-1, 

which is not available for 2011. The sample for Panel B, Table 7 has 1,775 firm-year 

observations. In column (1), the coefficient on OPT-IN is -0.69, with a p-value < 0.1, 

indicating that the firms opting into the US audit committee requirements are less likely 

to disclose internal control material weaknesses. The average marginal effect is -0.02, 

with a p-value <0.05, indicating that the probability of an FPI’s management reporting 

internal control material weakness decreases by 2 percent if it opts into the US audit 

committee requirements. The impact is economically significant, supporting my 

hypothesis H3b that the probability of FPIs disclosing internal control material 

weaknesses is lower for FPIs opting into the US audit committee requirements. The 

results are similar in column (2) if I include the interaction term (Home AC Requirement 

Difference × Weak Investor Protection).   
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Panel B – Logistic Regression of Internal Control Material Weakness (ICMW) 
Disclosure on FPIs’ Opting-in Choices 

 

  Dependent Variable 
Coefficient (p-value) 

  ICMW ICMW 
  (1) (2) 

Intercept  14.56* 14.50* 
  (1.94) (1.94) 
OPT-IN  -0.69* -0.68* 
  (-1.95) (-1.92) 
Marginal Effect  [-0.02]* [-0.02]* 
Home AC Requirement Difference  0.15 0.23 
  (0.63) (0.79) 
Weak Investor Protection  -0.10 -0.32 
  (-0.24) (-0.53) 
Home AC Requirement Difference  
× Weak Investor Protection 

  0.11 
(0.52) 

    
COUNTRY MARKET CAP  -0.31*** -0.33*** 
  (-2.59) (-2.76) 
GDP PER CAPITA  -0.74 -0.74 
  (-1.48) (-1.48) 
BOARD SIZE  -0.10 -0.09 
  (-1.11) (-0.98) 
BOARD INDEPENDENCE  0.39 0.50 
  (0.47) (0.60) 
FIRM SIZE  -0.01 -0.01 
  (-0.12) (-0.11) 
ROA  -10.16*** -10.06*** 
  (-4.12) (-4.05) 
BOOK-TO-MARKET  -0.09 -0.10 
  (-0.36) (-0.40) 
SEGMENTS  0.38** 0.37 
  (2.16) (2.15) 
BIG4  -0.82* -0.84 
  (-1.65) (-1.68) 
REPORTING STANDARDS  -0.40 -0.40 
  (-0.72) (-0.70) 
FIRM AGE  -0.02 -0.05 
  (-0.82) (-0.87) 
LAG_EFFECTIVE  -1.38*** -1.36*** 
  (-3.66) (-3.59) 
ACCFILER  0.18 0.33 
  (0.29) (0.47) 
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  Dependent Variable 
Coefficient (p-value) 

  ICMW ICMW 
  (1) (2) 

Industry Fixed Effects  Yes Yes 
Year Fixed Effects  Yes Yes 
N  1,775 1,775 
Pseudo R-sq  0.26 0.26 

a t-statistics in parentheses. *, **, *** Significant at the 10, 5, and 1 percent levels, 
respectively (two-tailed).  
b Variable definitions can be found in Appendix E. 
Panel B, Table 7 presents the logistic regression results of management disclosure of 
internal control material weakness upon the FPIs’ opting-in choices.  
 

Panel C, Table 7 presents the regression results of earnings management upon 

FPIs’ opting-in choices. In columns (1) and (2), the discretionary accruals from the Jones 

(1991) model are negatively and significantly associated with OPT-IN, with a p-value< 

0.01. In columns (3) and (4), the discretionary accruals from the modified Jones model 

are negatively and significantly associated with OPT-IN, with a p-value< 0.01. In 

columns (5) and (6), the discretionary accruals from the performance-adjusted model, 

controlling for ROA, is negatively and significantly associated with OPT-IN, with a p-

value< 0.01. The results indicate that the earnings management is negatively associated 

with FPIs’ choice of opting into the US audit committee requirements, supporting my 

hypothesis that the discretionary accruals are lower for FPIs opting into the US audit 

committee requirements.
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Panel C – Linear Regression of Earnings Management on FPIs’ Opting-in Choices 
 Dependent Variable 

Coefficient (p-value) 
 DA_JONES DA_JONES DA_MJONES DA_MJONES DA_KOTHARI DA_KOTHARI DA_PMKOTHARI DA_PMKOTHARI 
 (1) (2) (3) (4) (5) (6) (7) (8) 

Intercept -0.26*** -0.24** -0.27*** -0.25*** -0.34*** -0.31*** -0.29* -0.25 

 (-2.62) (-2.44) (-2.82) (-2.62) (-3.18) (-2.96) (-1.73) (-1.49) 

OPT-IN -0.01*** -0.01*** -0.01*** -0.01*** -0.02*** -0.02** 0.00 0.00 

 (-2.59) (-2.59) (-2.69) (-2.69) (-3.49) (-3.49) (0.32) (0.33) 
Home AC 
Requirement 
Difference 

0.01** 
(1.99) 

0.01*** 
(2.66) 

0.01** 
(2.18) 

0.01*** 
(3.14) 

0.01* 
(1.88) 

0.01*** 
(3.34) 

0.01 
(1.06) 

0.02* 
(1.99) 

Weak Investor 
Protection 

-0.00 
(-0.49) 

-0.02 
(-1.49) 

-0.00 
(-0.66) 

-0.02* 
(-1.82) 

0.00 
(0.25) 

-0.01 
(-1.44) 

0.00 
(0.08) 

-0.03 
(-1.27) 

Home AC 
Requirement 
Difference × 
Weak Investor 
Protection 

 0.01 
(1.60) 

 0.01* 
(1.85) 

 0.01** 
(2.18) 

 0.01* 
(1.94) 

COUNTRY 
MARKET CAP 

0.00** 
(2.00) 

0.00* 
(1.69) 

0.00** 
(2.29) 

0.00* 
(1.94) 

0.01*** 
(3.01) 

0.00*** 
(2.58) 

0.00 
(1.10) 

0.00 
(0.70) 

GDP PER 
CAPITA 

0.02** 0.01* 0.02* 0.01* 0.02** 0.02** 0.01 0.01 

 (2.09) (1.71) (2.16) (1.76) (2.52) (2.07) (1.01) (0.51) 

BOARD SIZE 0.00 0.00 0.00 0.00 -0.00 0.00 -0.00 -0.00 

 (0.71) (0.87) (0.61) (0.79) (-0.09) (0.13) (-0.38) (-0.16) 
BOARD 
INDEPENDENCE 

0.01 0.01 0.01 0.01 0.01 0.02 0.01 0.02 

 (1.00) (1.30) (0.81) (1.14) (1.11) (1.49) (0.68) (1.13) 

FIRM SIZE -0.01*** -0.01** -0.01*** -0.01*** -0.01*** -0.01*** 0.00 0.00 

 (-3.48) (-3.51) (-3.45) (-3.48) (-2.81) (-2.84) (0.74) (0.73) 

ROA 0.40*** 0.40*** 0.41*** 0.41*** 0.21*** 0.22*** 0.13* 0.14* 
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 Dependent Variable 
Coefficient (p-value) 

 DA_JONES DA_JONES DA_MJONES DA_MJONES DA_KOTHARI DA_KOTHARI DA_PMKOTHARI DA_PMKOTHARI 
 (1) (2) (3) (4) (5) (6) (7) (8) 

 (9.08) (9.13) (9.45) (9.52) (4.48) (4.55) (1.71) (1.78) 
BOOK-TO-
MARKET 

0.01*** 0.01*** 0.01*** 0.01*** 0.01*** 0.01*** 0.01 0.01 

 (2.64) (2.64) (2.94) (2.94) (2.75) (2.75) (1.41) (1.40) 

SEGMENTS 0.00 0.00 0.00 0.00 0.00 0.00* 0.00 0.00 

 (0.75) (0.92) (0.79) (0.98) (1.60) (1.83) (0.06) (0.28) 

BIG4 0.01 0.00 0.01 0.00 0.00 0.00 -0.00 -0.01 

 (0.63) (0.35) (0.51) (0.21) (0.37) (0.04) (-0.28) (-0.63) 
REPORTING 
STANDARDS 

-0.00 0.00 -0.00 -0.00 0.00 0.00 0.01 0.01 

 (-0.01) (0.06) (-0.10) (-0.03) (0.09) (0.17) (0.62) (0.73) 

FIRM AGE 0.00 0.00 0.00 0.00 0.00 0.00 0.00 0.00 

 (1.11) (1.04) (1.13) (1.05) (0.96) (0.88) (0.53) (0.43) 

LAG_EFFECTIVE 0.00 0.00 0.00 0.00 -0.01 -0.01 0.02 0.03 

 (0.23) (0.27) (0.20) (0.24) (-0.38) (-0.33) (1.04) (1.10) 

ACCFILER -0.01 -0.01 -0.01 -0.00 -0.02* -0.01 -0.01 -0.00 

 (-1.24) (-0.65) (-1.23) (-0.57) (-2.05) (-1.23) (-0.69) (-0.02) 
Industry Fixed 
Effects Yes Yes Yes Yes Yes Yes Yes Yes 
Year Fixed Effects Yes Yes Yes Yes Yes Yes Yes Yes 
N 1,775 1,775 1,775 1,775 1,775 1,775 1,775 1,775 

pseudo R-sq 0.16 0.16 0.17 0.17 0.09 0.09 0.03 0.03 
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Panel C – Linear Regression of Earnings Management on FPIs’ Opting-in Choices (Continued) 
 Dependent Variable 

Coefficient (p-value) 

 
ABSDA_ 
JONES 

ABSDA_ 
JONES 

ABSDA_ 
MJONES 

ABSDA_ 
MJONES 

ABSDA_ 
KOTHARI 

ABSDA_ 
KOTHARI 

ABSDA_ 
PMKOTHARI 

ABSDA_ 
PMKOTHARI 

 (9) (10) (11) (12) (13) (14) (15) (16) 

Intercept 0.09 0.06 0.09 0.0644 0.129 0.12 0.30** 0.27** 
 (1.09) (0.79) (1.10) (0.82) (1.54) (1.40) (2.33) (2.08) 
OPT-IN -0.01 -0.01 -0.01 -0.01 -0.01 -0.01 -0.00 -0.00 
 (-1.51) (-1.53) (-1.49) (-1.50) (-1.54) (-1.55) (-0.20) (-0.21) 
Home AC 
Requirement 
Difference 

-0.00** 
(-2.00) 

-0.01*** 
(-3.94) 

-0.01* 
(-1.85) 

-0.01*** 
(-4.05) 

-0.02** 
(-2.53) 

-0.01*** 
(-3.40) 

-0.01*** 
(-3.47) 

-0.02*** 
(-3.23) 

Weak Investor 
Protection 0.01 0.02*** 0.01 0.02*** 0.01 0.02** 0.01 0.04** 
 (1.39) (3.21) (1.17) (3.11) (1.39) (2.15) (1.45) (2.20) 
Home AC 
Requirement 
Difference × 
Weak Investor 
Protection 

 -0.01*** 
(-3.02) 

 -0.01*** 
(-2.98) 

 -0.00 
(-1.64) 

 -0.01** 
(-2.09) 

COUNTRY 
MARKET CAP -0.00 -0.00 -0.00 0.00 -0.00 -0.00 -0.01** -0.00** 
 (-0.54) (-0.07) (-0.36) (0.08) (-0.80) (-0.54) (-2.52) (-2.08) 
GDP PER 
CAPITA 0.01* 0.02** 0.01* 0.01** 0.01 0.01* 0.01 0.01 
 (1.93) (2.56) (1.77) (2.38) (1.62) (1.92) (0.82) (1.26) 
BOARD SIZE -0.00 -0.00 -0.00 -0.00 -0.01 -0.00 -0.00 -0.00 
 (-0.99) (-1.29) (-0.88) (-1.16) (-1.32) (-1.46) (-0.66) (-0.92) 
BOARD 
INDEPENDENCE 

0.00 
(0.24) 

-0.00 
(-0.34) 

0.00 
(0.32) 

-0.00 
(-0.22) 

-0.01 
(-0.77) 

-0.01 
(-1.07) 

-0.01 
(-1.01) 

-0.02 
(-1.57) 

FIRM SIZE -0.01*** -0.01*** -0.01*** -0.01*** -0.01*** -0.01*** -0.02*** -0.01*** 
 (-4.72) (-4.71) (-4.56) (-4.55) (-3.82) (-3.82) (-4.11) (-4.12) 
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 Dependent Variable 
Coefficient (p-value) 

 
ABSDA_ 
JONES 

ABSDA_ 
JONES 

ABSDA_ 
MJONES 

ABSDA_ 
MJONES 

ABSDA_ 
KOTHARI 

ABSDA_ 
KOTHARI 

ABSDA_ 
PMKOTHARI 

ABSDA_ 
PMKOTHARI 

 (9) (10) (11) (12) (13) (14) (15) (16) 

ROA -0.00 -0.01 0.00 -0.00 -0.10*** -0.10*** -0.15** -0.15** 
 (-0.10) (-0.21) (0.06) (-0.05) (-2.98) (-3.01) (-2.51) (-2.58) 
BOOK-TO-
MARKET 

-0.01 
(-1.64) 

-0.01 
(-1.61) 

-0.01 
(-1.35) 

-0.00 
(-1.32) 

-0.01** 
(-2.47) 

-0.01** 
(-2.45) 

-0.01** 
(-2.01) 

-0.01** 
(-2.00) 

SEGMENTS -0.00 -0.00 -0.00 -0.00 -0.00 -0.00 0.00 0.00 
 (-1.02) (-1.37) (-1.20) (-1.52) (-0.70) (-0.89) (0.29) (0.04) 
BIG4 -0.01* -0.01 -0.01* -0.01 -0.01* -0.01 -0.02 -0.01 
 (-1.86) (-1.31) (-1.76) (-1.24) (-1.93) (-1.62) (-1.22) (-0.82) 
REPORTING 
STANDARDS 

-0.01 
(-1.22) 

-0.01 
(-1.34) 

-0.01 
(-1.30) 

-0.01 
(-1.41) 

-0.01 
(-0.95) 

-0.01 
(-1.00) 

0.00 
(0.04) 

-0.00 
(-0.07) 

FIRM AGE -0.00 -0.00 -0.00 -0.00 -0.00 -0.00 -0.00 -0.00 
 (-0.83) (-0.71) (-1.07) (-0.96) (-1.09) (-1.03) (-1.62) (-1.50) 
LAG_EFFECTIVE -0.01 -0.01 -0.01 -0.01 -0.02* -0.02** -0.01 -0.01 
 (-1.28) (-1.37) (-1.42) (-1.50) (-1.96) (-1.99) (-0.55) (-0.62) 
ACCFILER 0.01 0.00 0.01 -0.00 0.00 0.00 0.01 0.00 

 (1.12) (0.10) (0.81) (-0.14) (0.74) (0.19) (0.84) (0.09) 
Industry Fixed 
Effects Yes Yes Yes Yes Yes Yes Yes Yes 
Year Fixed Effects Yes Yes Yes Yes Yes Yes Yes Yes 
N 1,775 1,775 1,775 1,775 1,775 1,775 1,775 1,775 

pseudo R-sq 0.13 0.14 0.13 0.13 0.14 0.14 0.11 0.11 
Panel C, Table 7 presents the regression results of earnings management upon FPIs’ opting-in choices.  
a t-statistics in parentheses. *, **, *** Significant at the 10, 5, and 1 percent levels, respectively (two-tailed).  
b Variable definitions can be found in Appendix E. 



 
 

67 
 

 

CHAPTER 8 

CONCLUSION 

 

FPIs are exempted from complying with the US requirements for audit 

committees. I examine the audit committee composition of FPIs and find that although 

they are exempt, many voluntarily choose to opt into all the US audit committee 

requirements. The opt-in choices are significantly affected by their home-country 

characteristics. Using hand-collected audit committee information, I find that foreign 

firms from countries where audit committee requirements deviate more from the US 

requirements are less likely to opt into all the US audit committee requirements. Foreign 

firms from weak investor protection countries are more likely to opt in. This paper 

provides preliminary evidence that supports the Reputational Bonding Theory. Foreign 

firms’ shareholders choose their audit committee directors after weighing the additional 

cost of complying with the US requirements, which are of higher standard or conflict 

with their home-country requirements, and the benefit of showing credible corporate 

governance and credible financial reporting quality to the US investors. I examine the 

consequences of FPIs opting into the US audit committee requirements and find that FPIs 

opting into the US audit committee requirements are (1) less likely to restate their 

financial statements; (2) less likely to disclose internal control material weaknesses; and 

(3) have fewer earnings management. The results indicate that FPIs opting into the US 

audit committee requirements have better financial reporting quality. These findings 

should be of interest to regulators and investors in the US market. Future work should 
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explore the demographic characteristics of the audit committee directors. This is 

particularly relevant since foreign firms are becoming increasingly accessible to the US 

investors and represent a larger proportion of the US market; at the same time, the SEC 

enforcement power continues to be limited in the foreseeable future. 
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APPENDIX A 

U.S. INDEPENDENCE RULES 

A1. Law 

Section 10A(m)(1) of the Securities Exchange Act of 193422 (Highlight added) 

“In order to be considered to be independent for purposes of this paragraph (b)(1), 
a member of an audit committee of a listed issuer that is not an investment company may 
not, other than in his or her capacity as a member of the audit committee, the board of 
directors, or any other board committee: 

(A) Accept directly or indirectly any consulting, advisory, or other 
compensatory fee from the issuer or any subsidiary thereof, provided that, unless the 
rules of the national securities exchange or national securities association provide 
otherwise, compensatory fees do not include the receipt of fixed amounts of 
compensation under a retirement plan (including deferred compensation) for prior 
service with the listed issuer (provided that such compensation is not contingent in any 
way on continued service); or 

(B) Be an affiliated person of the issuer or any subsidiary thereof.” 

 

A2. SEC Rule No. 33-8220 (Highlight added) 

“We are defining "affiliate" of, or a person "affiliated" with, a specified person, to 
mean "a person that directly, or indirectly through one or more intermediaries, controls, 
or is controlled by, or is under common control with, the person specified." We are 
defining the term "control" consistent with our other definitions of this term under the 
Exchange Act65 as "the possession, direct or indirect, of the power to direct or cause the 
direction of the management and policies of a person, whether through the ownership of 
voting securities, by contract, or otherwise." 

… 

Under the final rule, only executive officers, directors that are also employees of 
an affiliate, general partners and managing members of an affiliate will be deemed to be 
affiliates. The limitation on directors will exclude outside directors of an affiliate from 
the automatic designation. Also, the reference to executive officers, general partners and 
managing members of an affiliate includes the positions we intend to cover. This will 
help clarify that passive, non-control positions, such as limited partners, and those that do 
not have policy making functions, are not covered. The formulation for being deemed to 
be an affiliate is narrower than the formulation of covered positions for the indirect 
acceptance aspect of the "no compensation" prong due to their different purposes. We 

                                                 
 

22 This section is added by Section 301 of the Sarbanes-Oxley Act of 2002. Full text available at: 
https://www.law.cornell.edu/cfr/text/17/240.10A-3.  
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believe a wider formulation is necessary for the "no compensation" prong to capture 
those whose compensation is more directly linked to fees from the prohibited services but 
who otherwise do not hold executive positions. Finally, we have removed the term 
"designee." However, consistent with our historical interpretations of the term "affiliate," 
an affiliate could not evade the prohibitions in the rule simply by designating a third party 
representative or agent that it directs to act in its place.” 

 

A3. Securities Market Rules – NYSE Independence Rules 23(Highlight added) 

“303A.02 Independence Tests 

“In order to tighten the definition of "independent director" for purposes of these 
standards: 

(a)(i) No director qualifies as "independent" unless the board of directors 
affirmatively determines that the director has no material relationship with the listed 
company (either directly or as a partner, shareholder or officer of an organization that has 
a relationship with the company). 

(ii) In addition, in affirmatively determining the independence of any director who 
will serve on the compensation committee of the listed company's board of directors, the 
board of directors must consider all factors specifically relevant to determining whether a 
director has a relationship to the listed company which is material to that director's ability 
to be independent from management in connection with the duties of a compensation 
committee member, including, but not limited to: (A) the source of compensation of such 
director, including any consulting, advisory or other compensatory fee paid by the listed 
company to such director; and 

(B) whether such director is affiliated with the listed company, a subsidiary of the 
listed company or an affiliate of a subsidiary of the listed company.  

Commentary: It is not possible to anticipate, or explicitly to provide for, all 
circumstances that might signal potential conflicts of interest, or that might bear on the 
materiality of a director's relationship to a listed company (references to "listed company" 
would include any parent or subsidiary in a consolidated group with the listed company). 
Accordingly, it is best that boards making "independence" determinations broadly 
consider all relevant facts and circumstances. In particular, when assessing the materiality 
of a director's relationship with the listed company, the board should consider the issue 
not merely from the standpoint of the director, but also from that of persons or 
organizations with which the director has an affiliation. Material relationships can include 
commercial, industrial, banking, consulting, legal, accounting, charitable and familial 
relationships, among others. However, as the concern is independence from management, 

                                                 
 

23 Full text is available at: https://nyse.wolterskluwer.cloud/listed-company-
manual/document?treeNodeId=csh-da-filter!WKUS-TAL-DOCS-PHC-%7B0588BF4A-D3B5-4B91-
94EA-BE9F17057DF0%7D--WKUS_TAL_5667%23teid-70 
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the Exchange does not view ownership of even a significant amount of stock, by itself, as 
a bar to an independence finding. When considering the sources of a director's 
compensation in determining his independence for purposes of compensation committee 
service, the board should consider whether the director receives compensation from any 
person or entity that would impair his ability to make independent judgments about the 
listed company's executive compensation. Similarly, when considering any affiliate 
relationship a director has with the company, a subsidiary of the company, or an affiliate 
of a subsidiary of the company, in determining his independence for purposes of 
compensation committee service, the board should consider whether the affiliate 
relationship places the director under the direct or indirect control of the listed company 
or its senior management, or creates a direct relationship between the director and 
members of senior management, in each case of a nature that would impair his ability to 
make independent judgments about the listed company's executive compensation. 

Disclosure Requirement: The listed company must comply with the disclosure 
requirements set forth in Item 407(a) of Regulation S-K. 

(b) In addition, a director is not independent if: 

(i) The director is, or has been within the last three years, an employee of the 
listed company, or an immediate family member is, or has been within the last three 
years, an executive officer, 1 of the listed company. 

Commentary: Employment as an interim Chairman or CEO or other executive 
officer shall not disqualify a director from being considered independent following that 
employment. 

(ii) The director has received, or has an immediate family member who has 
received, during any twelve-month period within the last three years, more than $120,000 
in direct compensation from the listed company, other than director and committee fees 
and pension or other forms of deferred compensation for prior service (provided such 
compensation is not contingent in any way on continued service). 

Commentary: Compensation received by a director for former service as an 
interim Chairman or CEO or other executive officer need not be considered in 
determining independence under this test. Compensation received by an immediate 
family member for service as an employee of the listed company (other than an executive 
officer) need not be considered in determining independence under this test.  

(iii) (A) The director is a current partner or employee of a firm that is the listed 
company's internal or external auditor; (B) the director has an immediate family member 
who is a current partner of such a firm; (C) the director has an immediate family member 
who is a current employee of such a firm and personally works on the listed company's 
audit; or (D) the director or an immediate family member was within the last three years a 
partner or employee of such a firm and personally worked on the listed company's audit 
within that time. 

(iv) The director or an immediate family member is, or has been with the last 
three years, employed as an executive officer of another company where any of the listed 
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company's present executive officers at the same time serves or served on that company's 
compensation committee. 

(v) The director is a current employee, or an immediate family member is a 
current executive officer, of a company that has made payments to, or received payments 
from, the listed company for property or services in an amount which, in any of the last 
three fiscal years, exceeds the greater of $1 million, or 2% of such other company's 
consolidated gross revenues. 

Commentary: In applying the test in Section 303A.02(b)(v), both the payments 
and the consolidated gross revenues to be measured shall be those reported in the last 
completed fiscal year of such other company. The look-back provision for this test 
applies solely to the financial relationship between the listed company and the director or 
immediate family member's current employer; a listed company need not consider former 
employment of the director or immediate family member. 

Disclosure Requirement: Contributions to tax exempt organizations shall not be 
considered payments for purposes of Section 303A.02(b)(v), provided however that a 
listed company shall disclose either on or through its website or in its annual proxy 
statement, or if the listed company does not file an annual proxy statement, in the listed 
company's annual report on Form 10-K filed with the SEC, any such contributions made 
by the listed company to any tax exempt organization in which any independent director 
serves as an executive officer if, within the preceding three years, contributions in any 
single fiscal year from the listed company to the organization exceeded the greater of $1 
million, or 2% of such tax exempt organization's consolidated gross revenues. If this 
disclosure is made on or through the listed company's website, the listed company must 
disclose that fact in its annual proxy statement or annual report, as applicable, and 
provide the website address. Listed company boards are reminded of their obligations to 
consider the materiality of any such relationship in accordance with Section 303A.02(a) 
above.  

General Commentary to Section 303A.02(b): An "immediate family member" 
includes a person's spouse, parents, children, siblings, mothers and fathers-in-law, sons 
and daughters-in-law, brothers and sisters-in-law, and anyone (other than domestic 
employees) who shares such person's home. When applying the lookback provisions in 
Section 303A.02(b), listed companies need not consider individuals who are no longer 
immediate family members as a result of legal separation or divorce, or those who have 
died or become incapacitated. 

In addition, references to the "listed company" or "company" include any parent 
or subsidiary in a consolidated group with the listed company or such other company as 
is relevant to any determination under the independent standards set forth in this Section 
303A.02(b).” 
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A4. Securities Market Rules – NASDAQ Independence Rules24 (Highlight added) 

“5605. Board of Directors and Committees 

(a) Definitions 

(1) "Executive Officer" means those officers covered in Rule 16a-1(f) under the 
Act. 

(2) "Independent Director" means a person other than an Executive Officer or 
employee of the Company or any other individual having a relationship which, in the 
opinion of the Company's board of directors, would interfere with the exercise of 
independent judgment in carrying out the responsibilities of a director. For purposes of 
this rule, "Family Member" means a person's spouse, parents, children, siblings, mothers 
and fathers-in-law, sons and daughters-in-law, brothers and sisters-in-law, and anyone 
(other than domestic employees) who shares such person's home. The following persons 
shall not be considered independent: 

(A) a director who is, or at any time during the past three years was, employed by 
the Company; 

(B) a director who accepted or who has a Family Member who accepted any 
compensation from the Company in excess of $120,000 during any period of twelve 
consecutive months within the three years preceding the determination of independence, 
other than the following: 

(i) compensation for board or board committee service; 

(ii) compensation paid to a Family Member who is an employee (other than an 
Executive Officer) of the Company; or 

(iii) benefits under a tax-qualified retirement plan, or non-discretionary 
compensation. 

Provided, however, that in addition to the requirements contained in this 
paragraph (B), audit committee members are also subject to additional, more stringent 
requirements under Rule 5605(c)(2). 

(C) a director who is a Family Member of an individual who is, or at any time 
during the past three years was, employed by the Company as an Executive Officer; 

(D) a director who is, or has a Family Member who is, a partner in, or a 
controlling Shareholder or an Executive Officer of, any organization to which the 
Company made, or from which the Company received, payments for property or services 
in the current or any of the past three fiscal years that exceed 5% of the recipient's 
consolidated gross revenues for that year, or $200,000, whichever is more, other than the 
following: 

(i) payments arising solely from investments in the Company's securities; or 

                                                 
 

24 Full text is available at: https://listingcenter.nasdaq.com/rulebook/nasdaq/rules/nasdaq-5600-
series 
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(ii) payments under non-discretionary charitable contribution matching programs. 

(E) a director of the Company who is, or has a Family Member who is, employed 
as an Executive Officer of another entity where at any time during the past three years 
any of the Executive Officers of the Company serve on the compensation committee of 
such other entity; or 

(F) a director who is, or has a Family Member who is, a current partner of the 
Company's outside auditor, or was a partner or employee of the Company's outside 
auditor who worked on the Company's audit at any time during any of the past three 
years. 

(G) in the case of an investment company, in lieu of paragraphs (A)-(F), a director 
who is an "interested person" of the Company as defined in Section 2(a)(19) of the 
Investment Company Act of 1940, other than in his or her capacity as a member of the 
board of directors or any board committee.” 
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APPENDIX B 
HOME COUNTRY AUDIT COMMITTEE REQUIREMENTS 

  Board Audit Committee  Difference Regulation(s) / 
Reference(s) 

Country Two-tier 
System  

Board 
Size 

Board 
Independence 

Body in 
Lieu of 
Audit 
Committee 

 
Size 

Audit Committee 
Independence 

Body In 
lieu or No 
AC 
requireme
nts at 
home  

Size 
limit 
< US 

< 
100% 
Indep 
endenc
e 

Indep 
endence 
Standard 
Weaker 
than US 

 

Argentina  No 1+ Does not 
require 
majority. 

 3+ At least two 0 0 
 

1 1 - General Corporations 
Law 

- Capital Market Law; 
- Decree No. 677/01, 

Law No. 26,831, 
Decree No. 
1,023/2013 

- the Comisión 
Nacional de Valores 
(“CNV”)  

Australia  No Not 
specifie
d 

Majority 
independent 
directors 

 3+ non-
executiv
e 

Majority  0 0 1 1 - ASX CGC 2010 / 
2014 Principle 2 and 4 

Bermuda  No Not 
specifie
d 

Does not 
require 
majority. 

 Not 
specified 

Not specified 1 1 1 1 - Companies Act 1981 

Brazil  No 5+ Recommende
d practice:  
- Majority of 

external 
members 

- At least 1/3 
independent 
directors 

Fiscal 
Council 

3-5 Mostly 1 0 1 1 - Brazilian Corporate 
Governance Code 

- CVM (Comissão de 
Valores Mobiliários) 

Canada  No 3+ Majority   3+ Every member 0 0 0 0 - Multilateral 
Instrument 52-110 –
Audit Committees / 
National Instrument 
52-110 

- National Policy 58-
201 - Corporate 
Governance 
Guidelines / National 
Instrument 58-101, 
Disclosure of 
Corporate Governance 
Practices 
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  Board Audit Committee  Difference Regulation(s) / 
Reference(s) 

Country Two-tier 
System  

Board 
Size 

Board 
Independence 

Body in 
Lieu of 
Audit 
Committee 

 
Size 

Audit Committee 
Independence 

Body In 
lieu or No 
AC 
requireme
nts at 
home  

Size 
limit 
< US 

< 
100% 
Indep 
endenc
e 

Indep 
endence 
Standard 
Weaker 
than US 

 

Switzerla
nd  

No  The majority 
of non-
executive 
members  

 Mention
ed but 
with no 
specifica
tions  

The committee should 
consist of non-executive 
members preferably 
independent  

0 1 1 1 Metushi, Vito, and 
Fradeani (2016) 

 

Chile No 5+ or 
7+ (if 
market 
cap > 
CLP 
33,800) 

At least one 
independent 
director 

Director’s 
committee 

3+ Solely of independent 
directors 

0 0 0 0 - Chilean Corporations 
Act 

China Yes 5-19 At least one 
third 

 3+ Majority  1 0 1 0 - Company Law  
- Code of Corporate 

Governance for Listed 
Companies 

Cayman  No No 
specific
ation 

No 
specification 

 No 
specifica
tion 

No specification 1 1 1 1  

Germany  Yes 3-20 Mentioned but 
with no 
specifications  

Supervisory 
board 

No 
indicatio
ns  

The chairman should be 
independent and not be a 
member of the 
Management Board of the 
company whose 
appointment ended less 
than two years ago.  

1 1 1 1 Metushi, Vito, and 
Fradeani (2016) 

 

Spain  No 5-15 At least one 
third  

 Minimu
m of 
three 

Exclusively of external 
directors and have a 
minimum of three 
members. Should be 
chaired by an independent 
director  

0 0 1 1 Metushi, Vito, and 
Fradeani (2016) 
 

France  No 3-12 In widely held 
firms: half of 
the members;  

 No 
indicatio
ns  

At least equal to two thirds  0 1 1 0 Metushi, Vito, and 
Fradeani (2016) 

 
UK No  At least half 

of the board 
excluding the 
chairman  

 Mention
ed but 
with no 
specifica
tions  

At least three independent 
non-executive directors  

0 1 1 0 Metushi, Vito, and 
Fradeani (2016) 

 

Hongkon
g 

No 3+ 3+ 
independent 
non-executive 

 3+ Non-
executiv

Majority  0 0 1 0 - HKEX Listing Rules 
and Guidance 
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  Board Audit Committee  Difference Regulation(s) / 
Reference(s) 

Country Two-tier 
System  

Board 
Size 

Board 
Independence 

Body in 
Lieu of 
Audit 
Committee 

 
Size 

Audit Committee 
Independence 

Body In 
lieu or No 
AC 
requireme
nts at 
home  

Size 
limit 
< US 

< 
100% 
Indep 
endenc
e 

Indep 
endence 
Standard 
Weaker 
than US 

 

e 
directors 

India  No 3-15 
(before 
2013: 
no 
maxim
um 
specifie
d 

At least one 
third 
(not specified 
before 2013) 

 3+ Majority  
(before 2013: >2/3 non-
managing directors. 
Independence not 
specified.) 

0 0 1 0 - Companies Act 
(1956) 

- Companies Act 
(2013) 

Ireland  No < 8 No 
specification 

 Not 
specified 

At least one (starting 2015) 0 1 1 1 - Companies Act 1963-
2013  

- Companies Act 
(2014) section 167 
and 907 (effective 1st 
June 2015) 

Israel No No 
specific
ation 

At least two 
external 
directors 

 No less 
than 
three, all 
external 
directors 

Majority  0 1 1 1 - Companies Law 1999 
 

Italy  No  No indications   No 
indicatio
ns  

The majority  0 1 1 1  

Japan No At least 
three 

 Corporate 
auditors / 
Kansayaku 
Board / 
Audit and 
Supervisory 
Committee 
(starting 
2015)  

At least 
three 

> 2/3 independent 
Kansayaku or independent 
directors 
 

1 0 1 1 - Companies Act 
- Financial Instruments 

and Exchange Law 
(“J-SOX”) 

Korea No    At least 
three 

At least two-thirds outside 
director 

0 0 1 0 Choi, Han, Lee (2014) 
 

Luxembo
urg  

No  Mentioned but 
with no 
specifications  

 Not to 
exceed 
16 
members  

The majority  0 1 1 1 Metushi, Vito, and 
Fradeani (2016) 

Mexico No Max 15 Minimum 
25% 

 No 
specifica
tion 

majority 0 1 1 1 - Securities Market 
Law 
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  Board Audit Committee  Difference Regulation(s) / 
Reference(s) 

Country Two-tier 
System  

Board 
Size 

Board 
Independence 

Body in 
Lieu of 
Audit 
Committee 

 
Size 

Audit Committee 
Independence 

Body In 
lieu or No 
AC 
requireme
nts at 
home  

Size 
limit 
< US 

< 
100% 
Indep 
endenc
e 

Indep 
endence 
Standard 
Weaker 
than US 

 

- Mexican Code of Best 
Corporate Practices 

Netherlan
ds  

No  All except one   Mention
ed but 
with no 
specifica
tions  

Mentioned but with no 
specifications  

0 1 1 1 Metushi, Vito, and 
Fradeani (2016) 

Taiwan  No    At least 
three 

All independent 0 0 0 0 - Corporate Governance 
Best Practice 
Principles for 
TWSE/TPEx Listed 
Companies 

South 
Africa 

No    No 
specifica
tion 

All independent, non-
executive  

0 1 0 1 - King IV Report 
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APPENDIX C  
HOME COUNTRY INDEPENDENCE STANDARDS 

 

Country  Brief Summary of Independence Standards  Source 

US 

SEC  
accept fee > $100,000; 
affiliated person: >10% holder 

SEC 33-8220

（2003/8/25） 
/10A(m) 

NYSE 
Not independent if in the past 3 years him/herself 
or immediate family member:  
- was an executive; 
- received $120,000 compensation (except for 

director fee); 
- was the auditor; 
- was an executive of a company that received 

or paid $1million or 2% gross revenue to the 
firm 

NYSE303A.02 
 

  
NASDAQ 
Not independent if in the past 3 years him/herself 
or immediate family member:  
- was an executive; 
- received $120,000 compensation (except for 

director fee); 
- was the auditor; 
- was an executive of a company that received 

or paid $200,000 or 5% gross revenue to the 
firm 

- compensation committee member 

NASDAQ5605 

 Argentina 

Not independent if: 
- 15% share holders 
- employee in past 3yrs 
- service provider 
- related party 
- spouse or relative to the 4th degree 

Securities 
Commission's 
regulations 
(Decree 677, section 
15). Decree 677/01 
delegated to the CNV 
the determination of 
the independence 
criteria.) 

Australia 

A director who is free of any interest, position or 
relationship that might influence, or reasonably 
be perceived to influence, in a material respect 
their capacity to bring an independent judgement 
to bear on issues before the board and to act in 
the best interests of the entity as a whole rather 
than those of an individual security holder or 
other party. 

ASX Listing Rules 
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Country  Brief Summary of Independence Standards  Source 

 Bermuda n/a N/A 

 Brazil 

Not 
- related to the company, except for holding 
shares 
- the controlling holder, her spouse or 2nd degree 
relative 
- supplier or customer to a degree that results in 
loss of independence. 
- spouse or 2nd degree relative to any manager 
- no compensation 

Novo Mercado 
Regulation, 
IBGC Code, and the 
Corporate Governance 
Code 

 Canada 

Material Relationship(past 3 years): 
a. employee or executive; 
b. family member 
c. internal or external auditor 
d. parent/children shares a home 
e. on compensation committee 
f. compensation greater than $75,000 

NI52110 

Switzerland 
“In Switzerland, there is no legal definition of 
independence.” 

 

 Chile 

Not independent if within past 18 months: 
(1). economic, professional, credit or commercial 
connection 
(2). 2nd degree of consanguinity or affinity of 
person in (1) 
(3). Executives of Non-profit Org that received 
contributions or donation from person in (1) 
(4) were 10% or more shareholder, executives of 
auditor or legal consulting services 
(5) were executives of competitors, suppliers or 
customers 

Chilean Law N˚ 
20,382 

 China 

Not independent if within 1year: 
Close family member works in the company; 
1% shareholder or Top10 shareholder; 
Works in a company that holds 5% or more 
shares; 

CSRC-Independent 
Director Guidance 

Cayman 
Islands 

n/a N/A 

Germany 
"The Stock Corporation Act has no general 
provision on independence. "(Baum 2017) 

German Corporate 
Governance Code  
(Recommendations) 

Spain 

There are no mandatory requirements regarding 
board composition, but the SCA (for listed 
companies) does establish them for the audit 
committee and the appointment and 
compensation committee that are composed 
exclusively by non-executive directors.  
Article 529(12) of the Companies Act includes a 

Article 529(12) of the 
Companies Ac 
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Country  Brief Summary of Independence Standards  Source 

list of situations that disqualify directors from 
being regarded as independent, including: 
 • Being a former employee or executive director 
of a group company, unless three or five years 
have elapsed, respectively, since the end of the 
relationship. 
 • Receiving from the company, or from its 
group, any amount or benefit other than the 
director's compensation, unless it is for an 
insignificant amount. 
Additionally, the company's articles of 
association and the board regulations may 
establish other disqualification criteria or make 
the status of independent directors dependent on 
stricter conditions. 

France 

In past 5 years, not: 
1. employee 
2.  executive of corporate controlled firm 
3. business relation - customer, supplier, 
commercial or investment banker, or consultant 
4. close family 
5.auditor 
6. sit on board > 12 years 

The AFEP-MEDEF 
Code  
(also called the Afep-
Medef Code) 

UK 

In past 5 years, not: 
1. employee 
2. business relation 
3. remuneration 
4. close family 
5.cross directorship 
6. represent shareholder 
7. sit on board > 9 years 

UK Corp Gov Code 
2012-2016 

Hong Kong 

Take into account, none of them is conclusive: 
Hold > 1% shares; 
Receive gifts from core connected person; 
professional advisor of the firm or controlling 
shareholder/executive/director within 2 years ; 
business connection within 1 year; 
protect interests of specific entity; 
connected with shareholder/executive/director 
within 2 years ; 
financially dependent of the issuer. 

Listing Rules and 
Guidance (5.09) 

 India 

Not: 
- promoter or related to promoter 
- has relation with the company, 
parent/subsidiaries, or their promoters 
- self or relative has business relation 
- holds 2% or more voting power 

Company Act 2013 
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Country  Brief Summary of Independence Standards  Source 

Ireland  CG Code 
(recommendation) 

 Israel 

Must be an External Director and sit on board < 
9 years. 
Not an External Director if in past 2 years: 
1. relative of the company's controlling person 
2. conflict of interest 
3. spouse or child 

Company Law (Ref: 
CIK=1337117, 2017, 
p54-55) 

Italy 

Independent if NOT: 
bankrupt 
parents or relatives upto 4th degree kinship 
employee; 
A director is likely to be independent if within 3 
years: 
maintain business relationship; 
does not control the issuer 
not a significant representative of 
issuer/subsidiary/under common control with the 
issuer 
no significant commercial, financial or 
professional relationship 
Is not an employee 

Self Regulation Code 

 Japan Outside directors  
Japan's Corporate 
Governance Code  
 

Korea 

Not an Outside Director if: 
- minor 
- bankrupt person 
- 2 years not elapse since imprison 
- 2 years not elapse since removed from office 
due to breach of Presidential Decree 
- Top shareholder, or who has special 
relationship with her 
- 10% voting shareholder  
- who has an influence 

Commercial Act. 

Luxemburg n/a  

Mexico 

Not independent if 
- a manager within 1yr 
- has influence 
- shareholder of control group 
- business relation 
- sibling or relative to the 4th degree 

Mexican Securities 
Market Law 

 Netherlands 

non-executive; 
Civil Code contains no general provisions on the 
independence of the supervisory board and the 
individual supervisory board members of an NV 
and BV. However, it is generally accepted that 

Civil Code 
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Country  Brief Summary of Independence Standards  Source 

the supervisory board of an NV and BV should, 
in principle, be sufficiently independent in 
relation to the company and its stakeholders. 

Taiwan 

Not in 2yrs: 
- employee 
- director/supervisor of the company or related 
party 
- self, spouse or dependent children hold 1% or 
top 10 shares 
- 2nd/3rd relative to the employee 
- related to the company that holds 5% share of 
this company 
- related to mutual controlled company 
- service provider of TWD500,000+ (appx. 
$20,000) 

Guide to Regulations 
Governing 
Independent Directors 

South Africa 

Independent if 
- not day-today management 
- not a full time employee 
- not supplier or customer 
- not related to such person 

King IV Report 
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APPENDIX D 

SAMPLE DISCLOSURES OF EXEMPTIONS TAKEN BY THE FPIS 

Example 1 – (highlight added) 
Significant difference in Corporate Governance Structure (supervisory board) 

 

SAP SE (2016)  

ITEM 16D. EXEMPTIONS FROM THE LISTING STANDARDS FOR AUDIT 
COMMITTEES 

Rule 10A-3 of the Exchange Act requires that all members of our audit committee be 
independent, subject to certain exceptions. In accordance with German law, the Audit 
Committee consists of both employee and shareholder elected members. Rule 10A-3 
provides an exception for an employee of a foreign private issuer such as SAP who is not 
an executive officer of that issuer and who is elected to the supervisory board or audit 
committee of that issuer pursuant to the issuer’s governing law. In this case, the employee 
is exempt from the independence requirements of Rule 10A-3 and is permitted to sit on 
the audit committee. 

We rely on this exemption. Our Audit Committee includes two employee representatives, 
Panagiotis Bissiritsas and Martin Duffek , who were appointed to our Supervisory Board 
pursuant to the Agreement on the Involvement of Employees in SAP SE (see “Item 6. 
Directors, Senior Management and Employees.” for details). We believe that the reliance 
on this exemption does not materially adversely affect the ability of our Audit Committee 
to act independently and to satisfy the other requirements of Rule 10A-3. 

 

ITEM 16G. DIFFERENCES IN CORPORATE GOVERNANCE PRACTICES 

SIGNIFICANT DIFFERENCES 
We believe the following to be the significant differences between applicable European 
and German corporate governance practices, as SAP has implemented them, and those 
applicable to domestic companies under the NYSE Rules. 

SAP SE IS A EUROPEAN COMPANY WITH A TWO-TIER BOARD SYSTEM 
SAP is governed by three separate bodies: (i) the Supervisory Board, which counsels, 
supervises and controls the Executive Board; (ii) the Executive Board, which is 
responsible for the management of SAP; and (iii) the General Meeting of Shareholders. 
The rules applicable to these governing bodies are defined by European and German law 
and by SAP’s Articles of Incorporation. This corporate structure differs from the unitary 
board of directors established by the relevant laws of all U.S. states and the NYSE Rules. 
Under the SE Regulation and the German Stock Corporation Act, the Supervisory Board 
and Executive Board are separate and no individual may be a member of both boards. See 
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“Item 10. Additional Information — Corporate Governance” for additional information 
on the corporate structure. 
 
 
Example 2 – (highlight added) 
Independence (sole independence and independence standard) 

 
SAP SE (2016)  

DIRECTOR INDEPENDENCE RULES 
The NYSE Rules require that a majority of the members of the board of directors of a 
listed issuer and each member of its nominating, corporate governance, compensation 
and audit committee be “independent.” As a foreign private issuer, SAP is not subject to 
the NYSE board, compensation committee and corporate governance committee 
independence requirements but instead can elect to follow its home country rules. With 
respect to the audit committee, SAP is required to satisfy Rule 10A-3 of the Exchange 
Act, which provides certain exemptions from the audit committee independence 
requirements in the case of employee board representatives. The NYSE Rules stipulate 
that no director qualifies as “independent” unless the board of directors has made an 
affirmative determination that the director has no material direct or indirect relationship 
with the listed company. However, under the NYSE Rules a director may still be deemed 
independent even if the director or a member of a director’s immediate family has 
received during a 12 month period within the prior three years up to $120,000 in direct 
compensation. In addition, a director may also be deemed independent even if a member 
of the director’s immediate family works for the company’s auditor in a non-partner 
capacity and not on the company’s audit. By contrast, the GCGC requires that the 
Supervisory Board ensure that proposed candidates are persons with the necessary 
knowledge, competencies and applicable experience. Additionally, the Supervisory 
Board is required to implement and adhere to concrete director independence criteria, 
including a consideration of the total number of independent Supervisory Board members 
as defined in Section 5.4.2 of the Code. According to this definition, a Supervisory Board 
member will not be considered independent in particular if s/he has personal or business 
relations with the company, its executive bodies, a controlling shareholder or an 
enterprise associated with any of the preceding persons and entities which could cause a 
substantial and sustained conflict of interest. The members of the Supervisory Board 
must have enough time to perform their board duties and must carry out their duties 
carefully and in good faith. For as long as they serve, they must comply with the criteria 
that are enumerated in relation to the selection of candidates for the Supervisory Board 
concerning independence, conflict of interest and multiple memberships of management, 
supervisory and other governing bodies. They must be loyal to SAP in their conduct and 
they must not accept appointment in companies that are in competition with SAP. 
Supervisory Board members must disclose any planned non-ordinary course business 
transactions with SAP to the Supervisory Board promptly. The Supervisory Board 
members cannot carry out such transactions before the Supervisory Board has given its 
permission. The Supervisory Board may grant its permission for any such transaction 
only if the transaction is based on terms and conditions that are standard for the type of 
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transaction in question and if the transaction is not contrary to SAP’s interest. SAP 
complies with these GCGC director independence requirements. 

Applicable European and German corporate law requires that for publicly listed stock 
corporations at least one member of the Supervisory Board who has expert knowledge in 
the areas of financial accounting and audit of financial statements must be independent. 
Mr. Erhard Schipporeit who is the Chairman of SAP’s Audit Committee meets these 
requirements. However, applicable European and German corporate law and the GCGC 
do not require the Supervisory Board to make an affirmative determination for each 
individual member that is independent or that a majority of Supervisory Board members 
or the members of a specific committee are independent. 

The NYSE independence requirements are closely linked with risks specific to unitary 
boards of directors that are customary for U.S. companies. In contrast, the two-tier board 
structure requires a strict separation of the executive board and supervisory board. In 
addition, the supervisory board of a European Company formed by conversion from a 
large German stock corporation which was subject to the principle of employee 
codetermination as outlined in the German Co-Determination Act of 1976 
(Mitbestimmungsgesetz) is subject to at least the same level of employee participation 
which formerly existed in the German stock corporation that was converted to an SE. The 
terms of employee participation with regard to the Supervisory Board of SAP SE are, 
among others, set out in the Agreement on the Involvement of Employees in SAP SE. As 
a result, the Supervisory Board of SAP SE consists of 18 members, of which nine are 
representatives of SAP SE’s shareholders elected at the Annual General Meeting and nine 
members are representatives of the European employees. Only a shareholders’ 
representative may be elected as chairperson of the Supervisory Board. In case of a tied 
vote, the vote of the chairperson and, in the event that the chairperson does not participate 
in passing the resolution, the vote of the deputy chairperson, provided that he or she is a 
shareholders’ representative, will be decisive (casting vote). This board structure creates 
a different system of checks and balances, including employee participation, and cannot 
be directly compared with a unitary board system. 

 AUDIT COMMITTEE INDEPENDENCE 
As a foreign private issuer, the NYSE Rules require SAP to establish an Audit 
Committee that satisfies the requirements of Rule 10A-3 of the Exchange Act with 
respect to audit committee independence. SAP is in compliance with these requirements. 
The Chairman of SAP’s Audit Committee and Prof. Dr. Klaus Wucherer meet the 
independence requirements of Rule 10A-3 of the Exchange Act. The other two Audit 
Committee members, Panagiotis Bissiritsas and Martin Duffek, are employee 
representatives who are eligible for the exemption provided by Rule 10 A-3 
(b) (1) (iv) (C) (see “Item 16D Exemptions from the listing standards for audit 
committees” for details). 
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Example 3 – (highlight added) 
Not designating an Audit Committee Financial Expert 

CHINA MOBILE LTD (2012) 

Item 16A. Audit Committee Financial Expert. 
All members of our audit committee have extensive management experience. In 

particular, one of the members has many years of finance and commercial management 
experience and expertise. However, members of our audit committee do not possess 

direct experience or expertise in respect of the evaluation of reports filed with the SEC by 
SEC-reporting issuers. Our board of directors has determined that we do not currently 

have an audit committee financial expert, as defined in Item 16A(b) of Form 20-F, 
serving on our audit committee. Our audit committee may consider appointing, from time 

to time, an external financial expert as a consultant. 
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APPENDIX E 
VARIABLES DEFINITION 

Variables  

Dependent Variable  

OPT-IN 
Equals 1 if a firm opts into all three US audit committee 
requirements, and 0 otherwise.  

RESTATEMENT 
Coded as 1 if the financial statement of year t is restated in 
a later year, and 0 otherwise. (Source: Audit Analytics).  

ICMW 
Coded as 1 if the management assessed the internal 
control over financial reporting as ineffective in year t, 
and 0 otherwise (Source: Audit Analytics). 

Earnings Management Construction details are in Appendix E. 

DA_JONES 
Discretionary accruals measured as the regression 
residual from the  Jones model (Jones 1991). 

DA_MJONES 
Discretionary accruals measured as the regression 
residual from the  modified Jones model (Dechow et al., 
1995). 

DA_KOTHARI 
Discretionary accruals measured as the regression 
residual from the  performance adjusted model, 
controlling for ROA (Kothari 2005). 

DA_PMKOTHARI 
Discretionary accruals measured as the regression 
residual from the  performance matched model (Kothari 
2005). 

ABSDA_JONES 
Absolute value of discretionary accruals measured as 
the regression residual from the  Jones model (Jones 
1991). 

ABSDA_MJONES 
Absolute value of discretionary accruals measured as 
the regression residual from the  modified Jones model 
(Dechow et al., 1995). 

ABSDA_KOTHARI 
Absolute value of discretionary accruals measured as 
the regression residual from the  performance adjusted 
model, controlling for ROA (Kothari 2005). 
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Variables  

ABSDA_PMKOTHARI 
Absolute value of discretionary accruals measured as 
the regression residual from the  performance matched 
model (Kothari 2005). 

Independent Variables  

Country Variables  

Home AC Requirement 
Difference 

The sum of weaker than US home-country 
requirements. Weaker = No AC requirement/body in 
lieu of AC + No AC minimum size requirement + Less 
than 100 percent independent AC. The score ranges 
from 0 to 3.  

Weak Investor Protection 
The inverse score of the rule of law index from the 
Worldwide Governance Indicators created by the World 
Bank (Kaufmann et al. 2011).  

COUNTRY MARKETCAP 
Natural log of total market capitalization of listed 
domestic companies in USD of the country in year t, 
obtained from World Bank national accounts data.  

GDP PER CAPITA 
Natural log of gross domestic product divided by 
midyear population of the country in year t, obtained 
from World Bank national accounts data. 

Company Variables  

BIG4 
Indicator variable equal to 1 if the firm is audited by one 
of the Big 4 audit firms for fiscal year t, and 0 
otherwise. 

BOARD SIZE The number of directors on board. 

BOARD INDEPENDENCE Percentage of independent directors on board. 
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Variables  

BOOK-TO-MARKET 

Book value of common equity (CEQ) divided by the 
end of fiscal_year market value of common equity 
(PRCC_F *CSHO), winsorized at the 5th and 95th 
percentile values. 

FIRM AGE Number of years the firm has existed in Compustat. 

ROA 
Income before extraordinary items (IB) scaled by total 
assets (AT) at the end of a fiscal year, winsorized at the 
5th and 95th percentile values. 

REPORT STD 
Indicator variable equal to 1 if domestic accounting or 
IFRS, and 0 if the accounting standard is generally in 
accordance with United States GAAP. 

SEGMENTS 
Natural log of the number of the firm’s business 
segments for fiscal year t, winsorized at the 5th and 95th 
percentile values. 

FIRM SIZE 
Natural log of Total Assets ($million), winsorized at the 
5th and 95th percentile values. 

REPORTING STANDARD 

Indicator variable equal to 1 if firms use US GAAP or 
IFRS without reconciliation for fiscal year t, and 0 if 
firms use local GAAP with reconciliation to U.S. 
GAAP. 

LAG_EFFECTIVE  
Coded as 1 if the management assessed the internal 
control over financial reporting as effective in year t-1, 
and 0 otherwise. 

ACCFILER 
Coded as 1 if the firm is an accelerated filer, and 0 
otherwise. 
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APPENDIX F 
COMPUTATION OF DISCRETIONARY ACCRUALS 

To measure the earnings management, the discretionary accruals are calculated as the 
residual εt from the following accrual models: 

 

Jones Model (Jones 1991):  

TACCt =β0 + β1 × (1/ASSETt-1) + β2×ΔSales + β3×PPE + β4×ROA + εt 

Where: 

- TACC is total accruals, calculated as net profit (IB) less cash flows from 
operations (OANCF) scaled by assets.  

- 1/ASSETS is the inverse of the total assets (TA) at the beginning of the year. 
- ΔSales is calculated as the change in sales revenue (SALE) from year t-1 to 

year t scaled by assets.  
- PPE is the gross amount of property, plant and equipment (PPEGT) scaled by 

assets. 
- ROA is the return on assets. 

 

Modified Jones Model (Dechow et al. 1995):  

TACCt =  β0 + β1 × (1∕ASSETt−1) +  β2×PPEt +  β3×(ΔSALESt − ΔARt) + εt 

Where: 

- TACC is total accruals, calculated as net profit (IB) less cash flows from 
operations (OANCF) scaled by assets.  

- 1/ASSETS is the inverse of the total assets (TA) at the beginning of the year. 
- ΔSales is calculated as the change in sales revenue (SALE) from year t-1 to 

year t scaled by assets.  
- PPE is the gross amount of property, plant and equipment (PPEGT) scaled by 

assets. 
- ΔAR is calculated as the change in accounts receivable (RECT) from year t-1 

to year t scaled by assets.  
 

Performance Adjusted Model, controlling for ROA (Kothari 2005):  

TACCt =  β0 + β1 × (1∕ASSETt−1) +  β2×PPEt +  β3×(ΔSALESt − ΔARt) + β4×ROA + εt 

Where: 
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- TACC is total accruals, calculated as net profit (IB) less cash flows from 
operations (OANCF) scaled by assets.  

- 1/ASSETS is the inverse of the total assets (TA) at the beginning of the year. 
- ΔSales is calculated as the change in sales revenue (SALE) from year t-1 to 

year t scaled by assets.  
- PPE is the gross amount of property, plant and equipment (PPEGT) scaled by 

assets. 
- ΔAR is calculated as the change in accounts receivable (RECT) from year t-1 

to year t scaled by assets.  
- ROA is the return on assets. 

 

Performance Matched Model (Kothari 2005) 

The discretionary accruals are from the Jones model and matched to the nearest firm 
based on the absolute difference in ROAt within the same two-digit SIC industry and 
year. 

 


