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ABSTRACT

We study the impact of directors with foreign experience on firm performance in
emerging markets. Using a unique data set from China, we exploit the introduction
of policies to attract talented emigrants and increase the supply of individuals with
foreign experience in different provinces at different times. We document that per-
formance increases after firms hire directors with foreign experience and identify
the channels through which the emigration of talent may lead to a brain gain. Our
findings provide evidence on how directors transmit knowledge about management
practices and corporate governance to firms in emerging markets.

THE BOARD OF DIRECTORS is expected to monitor and provide advice to manage-
ment (Fama and Jensen (1983)). The extent to which boards fulfill these duties
is widely debated and may depend largely on the characteristics and skills
of the directors (Adams, Hermalin, and Weisbach (2010)). Board composition
may be particularly important in emerging markets, where firm performance
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is known to be hampered by weak corporate governance and poor management
practices (Syverson (2011)).

Board members with foreign experience could help to improve firm perfor-
mance in emerging markets through at least three channels. First, having
learned how foreign organizations work, directors with foreign experience may
facilitate the adoption of superior management practices, shown to enhance
firm performance and productivity (Bloom and Van Reenen (2007)). These di-
rectors could thus help to reduce the large productivity gaps that persist across
countries and firms (Hall and Jones (1999), Jones and Romer (2009)). Second,
directors with foreign experience may have connections in foreign countries
that facilitate foreign acquisitions and international capital raising activities.
Finally, directors with foreign experience may be more effective at performing
the monitoring function and improving firm-level corporate governance, not
only thanks to the expertise accumulated abroad, but also because they have
relatively weaker local ties and hence may have stronger incentives to pursue
profitability rather than pleasing politicians and other local constituencies.

However, in environments with weak investor protection, it is also possible
that the board of directors is captured by management and controlling share-
holders, and is therefore ineffective. Thus, whether the board matters and how
it affects corporate policies are particularly relevant for emerging markets.

This paper examines whether attracting exceptionally talented individuals
with foreign experience to the board has positive effects on the performance of
firms in emerging markets. To do so, we use a unique hand-collected data set
from China. China provides a unique environment to address these issues for
several reasons. First, Chinese firms face a severe shortage of managers that
can effectively work in an international environment (see, for instance, Farrell
and Grant (2005)). Since individuals with foreign experience are scarce, not
all firms with similarly high demand for directors with foreign experience are
able to attract one. Second, individuals obtain their foreign experience in a
variety of countries and we are able to hand-collect information on foreign
education, work experience, and other demographic characteristics from the
bios of 32,823 executive and nonexecutive directors of 1,667 publicly listed
companies from 1999 to 2009. This wealth of information allows us to explore
how directors’ foreign experience matters. Third, and most importantly, during
the sample period, almost all provinces introduced incentives for highly skilled
individuals with foreign experience to return and did so at different times. We
document that the labor market for board directors is largely local in China as
in the United States (Knyazeva, Knyazeva, and Masulis (2013)). Therefore, the
introduction of the provincial policies led to an exogenous change in the supply
of potential directors with foreign experience for the firms headquartered in
those provinces.

The timing of the introduction of the incentives was largely independent from
the characteristics and growth opportunities of the publicly listed firms in the
province. We show that, after the policy changes, the number of directors with
foreign experience increases more for the firms headquartered in the provinces
adopting the policies than for comparable firms elsewhere. This is the case not
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only because some individuals return and become executive directors of the
company, but mostly because there is a larger pool of individuals with foreign
experience working in the area who can become independent directors.

By exploiting the change in directors with foreign experience due to the
change in provincial policies, we can estimate the effects of directors with for-
eign experience for firms whose behavior can be manipulated by the policies.!
Our estimates indicate that, when individuals with foreign experience join a
firm’s board, the firm’s valuation improves and its total factor productivity
increases. In the subsequent years, the firm’s profitability increases. We also
show that these improvements in performance are accompanied by changes
in corporate policies that are generally set by the board. First, firms’ propen-
sity to manage earnings decreases, indicating that corporate governance im-
proves. Second, among the firms that make mergers and acquisitions, those
with board members with foreign experience are more likely to make an inter-
national merger or acquisition. This suggests that these firms are able to access
a broader range of investment opportunities. Similarly, firms with board mem-
bers with foreign experience are more likely to engage a foreign investor when
raising capital through private placements than other firms. Finally, firms that
hire directors with foreign experience start exporting more.

Overall, these results suggest that firm performance improves because,
among other effects, directors with foreign experience facilitate the adoption of
strong corporate governance practices and internationalization. These findings
contribute to the growing literature on whether and how boards matter and
provide first-time evidence on the extent to which international competition for
talent affects firm corporate governance and performance.

The benefits produced by directors with foreign experience may arise be-
cause of their exceptional talent or their foreign experience. It is difficult to
distinguish between these two nonmutually exclusive explanations because
exceptional talent is often considered a result of exceptional experience.? Nev-
ertheless, we provide suggestive evidence that the directors’ foreign experience
matters beyond their abilities.? First, we show that firms internationalize their
businesses by expanding sales, raising funds, and acquiring firms in the coun-
tries where the directors obtained their foreign experience. Second, the type
of foreign experience affects corporate policies. When individuals that gained
their foreign experience in countries with strong management practices, such
as Germany or Sweden, join the board, firms experience improvements in op-
erational efficiency. Conversely, directors that gained their foreign experience
in strong corporate governance countries are associated with higher CEO pay-
performance sensitivity, higher sensitivity of turnover to performance, less

1 While the estimates are specific to these firms, we believe that this is the population of intrinsic
interest as these are the firms that demand directors with foreign experience.

2 See, for instance, the discussion in Colvin (2008) and Gladwell (2008).

3 Qur results, however, should not be interpreted as indicating that any individual, if they
acquired some foreign experience and joined the board of a listed company, would have an effect
on firm performance similar to the one we find, as the policies were clearly directed to exceptional
individuals.
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earnings management, and higher cumulative abnormal returns following for-
eign acquisitions.

These findings highlight the channels through which the emigration of the
best and brightest may provide connections in foreign markets and transfer
knowledge on management practices and corporate governance to local firms,
thus leading to a brain gain for emerging markets. We acknowledge, however,
that these results are only suggestive of the importance of different types
of foreign experience as individuals with different abilities may obtain their
foreign experience in different countries and we have no exogenous variation
explaining the heterogeneity of foreign experience.

We provide a number of additional tests supporting the mechanism behind
our empirical evidence. Our estimates can be interpreted as evidence that di-
rectors with foreign experience enable the changes in corporate policies we
observe as long as the control sample of firms in the provinces implementing
the policies at different times has similar demand for directors with foreign
experience. To evaluate this identification assumption, we restrict the sample
to firms that employ at least one director with foreign experience during the
sample period. In these tests, the control sample includes firms that are more
homogeneous and more likely to experience the same shocks as the firms that
hire directors with foreign experience after the policy changes. The identifica-
tion comes from the fact that the control firms are not affected by the policies
(and do not hire directors with foreign experience) at the same time as the af-
fected firms. The estimates continue to consistently indicate a positive impact
of directors with foreign experience on firm performance.

In addition, to mitigate concerns that the provinces implementing the re-
forms later or not at all have different economic performance, we estimate
alternative models including province fixed effects, firm fixed effects, controls
for previous firm performance, and controls for changing economic conditions
across provinces and industries over time. Overall, these tests indicate that the
increase in board members with foreign experience induced by the provincial
policy changes is unlikely to have coincided with changes in the demand for
directors with these skills (or with other firm-level changes) for firms affected
by the policies in comparison to similar firms headquartered elsewhere. We
can thus conclude that directors with foreign experience enable the changes in
corporate policies concurrent with their arrival on the board of the firm.

This paper is related to a growing literature exploring the effects of board
expertise and structure on performance (e.g., Klein (1998), Coles, Daniel, and
Naveen (2008), Field, Lowry, and Mkrtchyan (2013)). Adams, Hermalin, and
Weisbach (2010) provide a recent survey of this literature. Ahern and Dittmar
(2012) explore the effect of gender quotas in Norway on changes in board
composition and firm performance. Particularly related to our study are pa-
pers exploring how directors’ expertise affects firm decision-making and cor-
porate governance. Most of these papers, spurred by the Sarbanes-Oxley Act,
focus on the effects of board independence and financial expertise (Agrawal
and Chadha (2005), Giiner, Malmendier, and Tate (2008), Chhaochharia and
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Grinstein (2009), Guthrie, Sokolowsky, and Wan (2012)). To the best of our
knowledge, this is the first paper to explore the effect of foreign experience and
returnee migrants in corporate boards. Furthermore, while most of the exist-
ing literature focuses on the United States, we focus on an emerging market
where institutions may affect the monitoring role of the board in a way that is
so far unexplored, and where directors may have more room for transferring
international know-how.

Our work is also related to a strand of literature exploring how knowledge
and corporate governance practices can be transmitted to firms in emerging
markets. Most of this literature focuses on the role of foreign ownership (e.g.,
Aggarwal et al. (2011), Guadalupe, Kuzmina, and Thomas (2012)). We highlight
the role of the board, a mechanism of corporate governance that can also be ef-
fective in the presence of foreign ownership restrictions, which are widespread
in emerging markets like China. In a recent paper, Bloom et al. (2013) show
that offering consulting services leads to higher productivity in a sample of
17 Indian firms. Our paper complements these findings by highlighting the
role of board members with foreign experience in transmitting knowledge on
management practices. It should not be concluded, however, that consulting
services could have had the same effects as changes in board structure. First,
a considerable portion of the performance improvements we document arises
from corporate governance changes, as a result of better monitoring. Consul-
tants may provide advice, but do not monitor. Second, directors with foreign
experience allow firms to seize international financing and merger and acqui-
sition opportunities in a way that consultants, not being directly involved in
the decision process of the firm, would be unlikely to do. Finally, while Bloom
et al. (2013) rely on a neat experimental setting, they point out that concerns
about the external validity of their findings and the possibility of transmitting
knowledge on management practices to more complex firms remain.* Thus,
also in this respect, our paper fills a gap.

The rest of the paper is organized as follows. Section I discusses the insti-
tutional background in China and our research setting. Section II introduces
our data sources and sample construction. Sections III to V present the em-
pirical results. Section VI concludes the paper. Variable definitions are in the
Appendix. Additional robustness tests are presented in an Internet Appendix.®

I. Background
A. The Chinese Environment

China is the largest emerging market and has experienced spectacular eco-
nomic growth since the late 1970s, when it initiated an overhaul of its economic

4 Bloom et al. (2013) rely on 17 firms in the woven cotton fabric industry that are mostly unlisted
and family owned and are described as grossly disorganized before hiring consulting services.

5 The Internet Appendix is available in the online version of the article on the Journal of Finance
website.
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system. While the economy has a large surplus of unskilled labor, there is a
significant talent shortage. Little practical experience in projects or teamwork,
poor English, and poor communication style and cultural fits are commonly
given as limitations of local hires. Farrell and Grant (2005) estimate that over
the next 10 to 15 years, firms active in China will need 75,000 managers who
can work effectively in an international environment; today, however, they have
only 3,000 to 5,000, mostly consisting of highly skilled returnee emigrants who
have worked or studied in developed economies.

Another problem constraining the growth of Chinese firms is poor corporate
governance and disclosure (Green (2003), Gul, Kim, and Qiu (2010)). In this
regard, the board of directors may perform an important monitoring role. New-
comers that have been exposed to governance practices in developed countries
may educate and coax the older guard of directors to adhere to international
standards of governance (Khanna (2008)).

Scarcity of managerial talent and poor corporate governance are problems
common to many emerging markets. For this reason, we believe that we can
draw broader conclusions from the experience of China on the effects that
highly talented directors with foreign experience, and more generally, labor
flows and return migration, have on firm performance and corporate gover-
nance.

B. Policies to Attract Highly Skilled Emigrants

The flows of students from China toward universities in the developed world
became sizable in the early 1990s. After completing their studies, many Chi-
nese immigrants also gained foreign work experience. Starting in the early
2000s, tens of thousands of individuals trained abroad have been returning
to China. According to the China Statistical Yearbook 2006, while the num-
ber of individuals with foreign training returning to China in 1995 was about
5,000, the number of returnees had reached 35,000 in 2005. These returnees
are mostly foreign-trained scientists and academics, who once in China may
join corporate boards as dependent or independent directors.

The inversion of the brain drain was fostered by economic growth and polit-
ical stability. However, government policies and interregional competition fa-
vored the process. Starting in the late 1990s, provincial governments adopted
policies to attract highly skilled emigrants and did so at different points in
time (Zweig (2006)). The policies’ main objectives were increasing the quality
of academic and industrial research, fostering entrepreneurial activity, and pro-
moting the entry of new businesses. The policies were directed only to the most
distinguished Chinese expatriates and included tax breaks, subsidized hous-
ing, tax-free imports of automobiles and computers, schooling for the children
of the returnees, local grants and awards, medical benefits, jobs for spouses,
and long-term residence permits.

Table I provides detailed information on the timing of the policies’ adoption,
which we collect from Wang, Zeng, and Pu (2011) and verify through internet
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and news searches.® It is apparent that an earlier adoption of the policies
is not necessarily related to higher economic development. While the highly
developed Beijing and Guangdong were early adopters (in 2000 and 1999,
respectively), so were the far less developed Inner Mongolia and Yunnan (in
2001). The highly developed Shanghai, on the other hand, implemented similar
policies only in 2005.

This evidence is indicative of the fact that provincial leaders, who implement
provincial policies, are often guided by career concerns (Li and Zhou (2005),
Huang et al. (2013)). Provincial leaders’ promotions are determined not only
by the region’s performance, but also, and indeed to an even larger extent, by
their affiliation with different factions of the Communist Party and personal
connections with central government leaders (Guo (2001)). This implies that,
in designing the policies, provincial leaders are largely concerned with pleasing
the central government leaders they are closest to, irrespective of the real needs
and demands of the province they govern. For all these reasons, it is unlikely
that the adoption of such policies was related to expected growth opportuni-
ties. Furthermore, the policies were never explicitly targeted at publicly listed
companies and their boards. We cannot exclude the possibility, however, that
in a few instances the provincial leaders may have taken firms’ demands into
account.

We argue that firms with headquarters in the provinces adopting the policies
could take advantage of the increase in the supply of potential directors with
foreign experience to a larger extent than other firms because the director la-
bor market is largely local. Knyazeva, Knyazeva, and Masulis (2013) provide
evidence that this is the case in the United States. To demonstrate that this is
also the case in China, we hand-collect information on the province of residence
of the directors of Chinese listed companies, using the address of their primary
employer.” Table II shows that the large majority of directors of Chinese-listed
companies reside in the province where the firm is headquartered. This cor-
roborates our conjecture that the policies caused a positive shock to the supply
of potential directors with foreign experience for firms headquartered in those
provinces.

II. Data and Sample Characteristics
A. Data Sources and Sample Construction

We hand-collect information on foreign education and work experience of the
executive and nonexecutive directors of all nonfinancial companies in main-
land China that are publicly traded on the A-share market from 1999 to 2009.
We only consider firms for which we can access basic accounting and market
information from the China Stock Market & Accounting Research Database

6 Our sample includes firms located in 22 provinces, five autonomous regions, and four munici-
palities (Beijing, Chongqing, Tianjin, and Shanghai). The municipalities are directly governed by
the central government and enjoy the same status as provinces and autonomous regions.

7 Details on the sample construction are provided in Section IL.A.
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(CSMAR), developed by GTA Information Technology, one of the major
providers of Chinese data.® After excluding firms with missing financial in-
formation, our final sample consists of 1,667 unique firms and 13,840 firm-year
observations.?

We obtain the directors’ bios for the sample firms from sina.com.cn and the
companies’ annual reports. We screen 32,823 directors’ bios and cross-verify
the information obtained from the bios through various news and internet
searches. In this way, we obtain information on any academic degrees that the
board member obtained abroad, the academic institution granting the degree,
whether the director has worked abroad, and the country in which the director
studied or worked. We consider an individual as having foreign experience
if he or she studied and/or worked outside (mainland) China. To ensure that
foreign experience captures actual exposure to a foreign environment, we do
not consider Chinese individuals who worked for a foreign branch of a Chinese
company or for a Chinese branch of a foreign company or joint venture as having
foreign (work) experience. At the director level, we have a total of 32,823 unique
directors and 138,092 individual-firm-year observations.

From the CSMAR database, complemented with hand-collected data from
news and internet searches, we also obtain information on CEO turnover, the
tenure of board members, the top 10 shareholders, private placements, merg-
ers and acquisitions, and various other board characteristics. To identify for-
eign ownership, we conduct various news and internet searches to determine
whether any of the top 10 largest shareholders are foreign. Our definition of
foreign ownership includes foreign institutional, corporate, and individual in-
vestors, but excludes foreign branches of Chinese firms. In the same way, we
establish the presence of foreign investors in private placements and foreign
sellers in mergers and acquisitions.

We gather information on firms’ foreign sales from the Supplement Infor-
mation on Sales in the annual reports starting from 2000.1° Firms generally

8 Chinese firms may issue three categories of shares: A shares, B shares, and H shares. A
shares were originally issued for domestic investors, but since 2002 foreign investors have also
been allowed to purchase them. B shares were originally issued for foreign investors; however,
since March 2001, domestic investors can also hold B shares. Finally, a limited number of firms
can issue H shares on the Hong Kong Stock Exchange. In our sample, there are 52 firms with H
shares. Before the 2005 ownership reform, Chinese firms also issued nontradable shares, which
were held by the government and other domestic institutions. Chinese firms that list overseas are
generally not listed in the domestic market.

9 Our initial sample includes 1,738 firms for a total of 14,425 firm-year observations. We then
apply the following filtering criteria. We first exclude 66 firm-year observations for which we have
missing observations for sales, net income, number of employees, and market capitalization, and
for which we are unable to compute the firm performance proxies that we describe below. We next
exclude 12 firm-year observations for firms whose board has fewer than two directors or firms with
missing information on the number of directors. We further exclude 16 firm-year observations
with missing industry information. Finally, we exclude 491 firm-year observations with missing
information on free cash flow and stock volatility.

10 CSMAR began reporting the Supplement Information on Sales in 2002. We manually collect
data on foreign sales for 2000 to 2001. Most of our sample firms did not disclose their sales by
region in 1999. Therefore, the sample period for foreign sales is 2000 to 2009.



1640 The Journal of Finance®

provide a regional breakdown of their sales. When a firm discloses the regional
breakdown of its sales and does not report any sales outside mainland China,
we code the firm’s foreign sales as zero. If a firm does not disclose the regional
breakdown of its sales, we code the firm’s foreign sales as missing.

Finally, we obtain information on firms’ industries and government owner-
ship from the CCER China Economic and Financial Database managed by
SinoFin Information Services. Firms are classified as state-owned if their
largest ultimate shareholders are either the central or a provincial govern-
ment.!!

B. Descriptive Statistics

Table I shows the number of firms and the number of firm-years affected by
the provincial policies.!? Importantly, the number of firms in different cities
and provinces is such that each year we have a large sample of firms that are
unaffected. While in 1999 only 194 sample firms had at least one director with
foreign experience, by the end of the sample 760 firms had at least one director
with foreign experience (not tabulated). The table also shows that in most
provinces the proportion of directors with foreign experience indeed increases
after the policy adoption. We confirm this result in the multivariate analysis
below.

Panel A of Table III presents the main characteristics of the director-level
data set. Approximately 6.3% of the observations (8,476 director-firm-year
observations) involve directors with some foreign education; of these, 3,904
director-firm-year observations correspond to short-term visits, short-term
training, or post-docs in foreign academic institutes, 855 correspond to for-
eign bachelor degrees, 2,273 correspond to foreign master degrees, and 1,444
correspond to foreign doctoral degrees.

Most of the directors received their foreign education in the United States
(3,444 director-firm-year observations), followed by the United Kingdom
(1,142), Japan (969), Hong Kong (740), Canada (555), and Germany (480).
A considerable number of directors has foreign experience in a variety of other
countries, such as Australia, Singapore, and Sweden.

Besides foreign experience, we collect information on other characteristics of
board members that are generally used in the literature. For example, slightly
over 60% of the directors can be defined as independent because they are not
employees of the firm whose board they sit on.

Panel B of Table III describes the firm-level data set, which is at the center
of the empirical analysis. We start by listing our firm performance proxies: the
market-to-book ratio (MTB), a measure of firm profitability (ROE), and total

1 The government owns over 15% of the shares in 99% of the firms in which it is the largest
ultimate shareholder.

12 The results we report hereafter are not driven exclusively by Beijing, Shanghai, and Guang-
dong. The estimates are unchanged if we exclude all firms from these three regions from the
sample, as we show in the Internet Appendix.
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Table IIT
Summary Statistics

Panel A summarizes characteristics of the directors of our sample firms from 1999 to 2009. The
unit of observation is the director-firm-year. “Director with Foreign Experience” is a dummy equal
to one if a director has foreign education or foreign work experience. “Director with Foreign Work
Experience” is a dummy equal to one if a director has foreign work experience. “Director with
Foreign Education” is a dummy equal to one if a director has foreign education. “Foreign Visiting
Scholar/Training/Postdoc” is a dummy equal to one if a director was a visiting scholar or post-doc,
or did a short-term training program. “Foreign Bachelor Degree” is a dummy equal to one if a
director holds a bachelor degree from a foreign country. “Foreign Master Degree” is a dummy equal
to one if a director holds a bachelor degree from a foreign country. “Foreign Doctoral Degree” is
a dummy equal to one if a director holds a doctoral degree from a foreign country. “Director Age”
is the difference between the current year and the birth year of the director. “Female Director”
is a dummy equal to one if the director is female. “Director Tenure” is one plus the difference
between the current year and the year when the individual joined the board of a given firm. “Non-
independent Director” is a dummy equal to one if a director also receives a salary as an employee
of the firm. “Foreign Director” is a dummy equal to one if a director is a foreign national. “Busy
Director” is a dummy equal to one if a director sits on the boards of two or more publicly traded
companies. “Politically Connected Director” is a dummy equal to one if a director is a current or
former government bureaucrat. Panel B reports summary statistics for the sample firms between
1999 and 2009. The unit of observation is the firm-year. ROE is the firm’s return on equity led by
one year. All variable definitions are in the Appendix. Panel C reports the industry distribution of
the sample firms. Statistics are based on firm-year observations. The 21 industries are based on
the official industry classification of the China Securities Regulatory Commission.

Panel A: Director Characteristics

No. of
Mean Median Std. Dev. Obs.

Director with Foreign 0.081 0 0.273 133,581

Experience
Director with Foreign Work 0.032 0 0.176 133,581

Experience
Director with Foreign 0.063 0 0.244 133,581

Education
Foreign Visiting 0.029 0 0.168 133,581

Scholar/Training/Postdoc
Foreign Bachelor Degree 0.006 0 0.08 133,581
Foreign Master Degree 0.017 0 0.129 133,581
Foreign Doctoral Degree 0.011 0 0.103 133,581
Director Age 48.219 47 8.881 133,565
Female Director 0.097 0 0.296 133,581
Director Tenure 2.001 2 1.051 133,581
Non-independent Director 0.392 0 0.488 133,469
Foreign Director 0.004 0 0.062 133,581
Busy Director 0.162 0 0.368 133,581
Politically Connected 0.197 0 0.397 133,581

Director

Panel B: Firm Characteristics
No. of
Mean Median Std. Dev. Obs.

MTB 2.377 1.94 1.423 13,722
TFP 0 —0.008 0.265 12,734

(Continued)
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Table III—Continued
Panel B: Firm Characteristics

ROE 0.046 0.065 0.191 13,294
Foreign Experience 0.081 0 0.111 13,840
No. of Directors with 0.77 0 1.069 13,840

Foreign Experience
Directors with Foreign 0.463 0 0.499 13,840

Experience Dummy
Board Size 9.448 9 2.111 13,840
State 0.703 1 0.457 13,840
Foreign Ownership 0.023 0 0.073 13,840
Block 0.403 0.386 0.166 13,840
Assets (RMB 100 millions) 32.636 14.781 59.287 13,840
Leverage 0.5 0.489 0.235 13,840
Director Tenure 1.982 2 0.833 13,840
Director Age 48.113 48.143 3.977 13,840
Busy Directors 16.0% 12.5% 14.3% 13,840
Non-Independent Directors 39.7% 37.5% 22.1% 13,840
Female Directors 9.7% 9.1% 10.3% 13,840
Foreign Directors 0.2% 0.0% 1.6% 13,840
Board Political Connection 19.5% 16.7% 16.5% 13,840
Average Chinese University 4.719 5 0.441 13,840

Rank
No. of Business Segments 2.199 2 1.406 13,840
Free Cash Flow —0.014 0.006 0.093 13,840
Young IPO Firm 0.269 0 0.444 13,840
Stock Volatility 0.034 0.029 0.021 13,840
CEO Age 45.822 45 6.651 13,644
CEO Tenure 3.265 3 2.42 13,743
CEO Turnover 0.147 0 0.354 13,826
Foreign M&A 0.057 0 0.233 4,094
Foreign Private Placement 0.132 0 0.339 357
Foreign Sales 0.121 0 0.214 5,917
Earnings Management —0.001 —0.001 0.091 13,084

Panel C: Industry Distribution of Sample Firms

Industry % No. of Obs.
Agriculture 2.48% 343
Mining 1.64% 227
Food 4.32% 598
Apparel 4.51% 624
Furniture 0.25% 34
Printing 2.02% 280
Gas and chemistry 11.12% 1,539
Electronic 3.63% 503
Metal 9.39% 1,300
Machinery 15.61% 2,161
Pharmaceutical products 6.29% 871
Other manufacturing 1.46% 202

(Continued)
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Table III—Continued

Panel C: Industry Distribution of Sample Firms

Energy supply 4.15% 575
Construction 1.94% 269
Transportation 4.12% 570
Information technology 5.77% 798
Retail and wholesale 7.16% 991
Real estate 4.09% 566
Other service supply 3.16% 438
Entertainment 0.86% 119
Other 6.01% 832

factor productivity (TFP).!? As is common in the literature (see, for instance,
Schoar (2002)), we compute a firm’s total factor productivity as the residual, &;;
of the firm level regression

Yije = Qe + Bjdije + vjekije + 8 jemije + €4t (1)

where y;;; is the logarithm of the sales of firm i belonging to industry j during
year t, l;j; is the logarithm of the number of workers of firm i during year ¢,
kij: is the logarithm of the total assets of firm i during year ¢, and myj; is the
logarithm of the expenses for material and other inputs of firm i during year ¢.
We estimate all equations by industry and year. For this reason, our estimate of
total factor productivity captures a firm’s deviation from the factor productivity
within its industry in a given year. We also report the return on assets (ROA),
board size, leverage, and state ownership, which are broadly consistent with
existing studies (see Cao et al. (2011), Jiang, Wan, and Zhao (2013)).

We next present the firm-level variables capturing board expertise and struc-
ture. While in the empirical analysis we almost exclusively rely on the propor-
tion of board members with foreign experience, we also report their number
and a dummy variable taking a value of one if the firm has at least one director
with foreign experience and zero otherwise. Approximately 46% of the obser-
vations in our sample correspond to firm-years in which firms have at least one
director with foreign experience.

On average, Chinese firms have slightly less than 10 board members. Thus,
board size is slightly smaller than in the United States, where, on average,
listed companies have about 12 directors (Yermack (1996)). The average tenure
of board members, approximately two years, is shorter than in the United
States, but in line with figures reported in papers relying on samples of Chinese
listed companies similar to ours (e.g., Jiang, Wan, and Zhao (2013)). This is also
the case for CEO turnover, which, albeit quite high in comparison to the United
States, is comparable to that reported by Cao et al. (2011).

13 We censor extreme values of the firm performance proxies as detailed in the Appendix. The
censoring, however, does not affect our results.
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Finally, we present proxies for firms’ ownership structure. An important firm
characteristic is the percentage ownership of the largest shareholder. Existing
literature (e.g., Morck, Shleifer, and Vishny (1988), McConnell and Servaes
(1990)) finds that, by strengthening shareholders’ incentive to monitor, own-
ership concentration may improve firm performance. The government, which
includes local governments and the central government, is the largest ultimate
shareholder in nearly 70% of the firm-year observations in our sample.

Foreign blockholders are believed to bring superior technology, organiza-
tional capital, and access to international capital markets (see, for instance,
Desai, Foley, and Forbes (2007), Haskel, Pereira, and Slaughter (2007), Chari,
Chen, and Dominguez (2011)). However, because of regulatory restrictions on
foreign ownership of listed companies and on the activities of foreign financial
institutions, foreigners own about 2% of the shares of our sample firms.

Panel C of Table III reports the industry distribution of firms with directors
that do and do not have foreign experience. While all industries have firms with
directors that have foreign experience, the industries in which more firms do
so are machinery, gas and chemistry, metal, information technology, and phar-
maceutical products. Not surprisingly, these are industries in which scientific
knowledge acquired abroad may play a particularly important role.

II1. Which Firms Have Directors with Foreign Experience?

The optimal board composition, and therefore whether firms hire directors
with foreign experience, depends on firm characteristics such as the scope and
complexity of operations and the type of ownership (Boone et al. (2007), Coles,
Daniel, and Naveen (2008), Linck, Netter, and Yang (2008)). By increasing the
supply of highly talented individuals with foreign experience, the provincial
policies may also affect board structure.

Table IV relates the proportion of directors with foreign experience to firm
characteristics and the provincial policies to attract highly skilled emigrants.
It shows that firms with a greater proportion of directors with foreign experi-
ence have a higher level of foreign ownership and are less likely to have the
government as shareholder. It also appears that these firms are larger. Other
firm characteristics capturing firm complexity and the potential for extraction
of private benefits of control, such as free cash flow, the number of business seg-
ments, a dummy identifying whether the firm went public within the last four
years, and the variance of stock returns, do not help to explain the proportion
of directors with foreign experience once we control for firm size. Moreover, in
columns 3 and 4, the proportion of directors with foreign experience does not

14 Even though our dependent variable is truncated at zero and one, here we estimate pa-
rameters by ordinary least squares instead of a Tobit model. The Tobit estimator relies on the
distributional assumptions and is inconsistent when disturbances are nonnormal (Arabmazar and
Schmidt (1982)). In contrast, in a standard linear regression model, the ordinary least square
estimator is unbiased and consistent even when the assumption of normality of the disturbances
is violated.
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appear to depend on the firm’s past growth opportunities and profitability, as
captured by lagged ROE and MTB.

In columns 5 to 8, we explore the role of the provincial policies. As expected,
the dummy capturing the timing of the policy changes has a positive and
statistically significant effect on the proportion of board members with foreign
experience.

Since blockholders may nominate board members in China, we consider how
the effect of the policy differs across firms with different ownership structure.
In columns 6 and 8, it appears that firms that have a foreign blockholder or the
government as shareholders are more likely to be able to attract directors with
foreign experience after the implementation of the policy (although the effect
of the interaction of the policy dummy with the dummy capturing government
ownership is not statistically significant at conventional levels). The proxy for
ownership concentration, however, does not seem to be related to the way in
which firms respond to the policies.

The effect of the policies we highlight is in excess of a province-specific (linear)
trend, indicating that, after the policy adoption, the proportion of directors with
foreign experience increases faster than during previous years in that province.
This effect is highly significant even if we cluster errors at the year level to ac-
count for eventual common shocks leading to a higher proportion of directors
with foreign experience. This indicates that the timing of the policy adoption
can be used to construct instruments for the proportion of directors with for-
eign experience. The F-statistics of the variables involving the policies (i.e., the
policy dummy in columns 5 and 7, and the policy dummy plus the interactions
of the policy dummy with firm ownership characteristics in columns 6 and 8)
indicate that these variables could provide relevant instruments for the pro-
portion of directors with foreign experience.

Below, we construct instrumental variables for the proportion of directors
with foreign experience using the policy dummy and provide more formal evi-
dence that the instruments are not weak. Section IV.A explains strengths and
weaknesses of our identification strategy.

IV. Directors with Foreign Experience and Firm Performance
A. Identification Strategy

Identifying the causal effect of board expertise on firm performance poses
challenges because firms choose board structure optimally. In particular, firms
that are in the process of implementing certain changes and that experience
certain challenges or opportunities, irrespective of their board composition,
could select or attract board members with foreign experience. Unobserved
changes in firm characteristics could thus bias the relation between board
structure and performance in ordinary least squares estimates in a way that
is hard to predict.

Our sample of Chinese firms is well suited to explore this challenging issue.
Since the labor market for board directors is local (as shown in Table II), the
policies to attract highly skilled returnee migrants led to arguably exogenous
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increases in the supply of potential directors with foreign experience in differ-
ent provinces at different times. Table IV reveals that, in the years following
the adoption of the policies, the proportion of board members with foreign expe-
rience does indeed increase for firms affected by the policies, but not as much
for similar firms elsewhere. The policies can therefore be used to construct
relevant instruments.

We construct an instrumental variable for the proportion of directors with
foreign experience using the policy dummy. Although not essential for our
identification strategy, to be able to construct a within-province test described
below, we further instrument the proportion of directors with foreign experi-
ence by interacting the policy dummy with ex ante ownership characteristics.
We use the percentage of foreign ownership, state ownership, and the fraction
of shares held by the largest shareholder at the beginning of the sample period.
In the second-stage estimation, we control for the contemporaneous effect of
these firm ownership characteristics. Thus, the identifying assumption is that
ex ante firm ownership characteristics, which we measure at the beginning
of the sample period, do not predict future changes in firm performance, af-
ter controlling in the second-stage estimation for the contemporaneous firm
ownership characteristics (along with other firm characteristics and in some
models province or firm fixed effects). Put differently, the effect of the owner-
ship characteristics on firm performance does not have to vary contextually to
the policy change.

Our instruments, if valid, identify the average effect of directors with foreign
experience for the subpopulation of firms whose behavior is affected by the
policies. The noncompliant observations in the provinces adopting the policies
lower the power of the identification.'®

The supply shocks determined by the policies provide valid instruments as
long as the firms in the province adopting the policy are not believed to ex-
perience contextual shocks that independently affect their performance and
corporate policies. Since the policies were not explicitly targeted at listed
companies and their boards, it is unlikely that the adoption of the policies
occurs at the same time of a change in the firms’ demand for directors with
foreign experience. Furthermore, given the scarcity of individuals with foreign
experience, the control sample is bound to include many firms that would have
liked to hire directors with this characteristic, but were unable to do so.

Even more importantly, due to the staggered adoption of the policies we ex-
ploit as instruments, the control sample is not limited to firms without directors
with foreign experience, but also includes firms that eventually hire or have
already hired directors with foreign experience. Put differently, the control
sample includes firms that are affected by the policies (and hire directors with
foreign experience) at different times from the firms that hire directors with
foreign experience because of the policy changes. For this reason, asymmetric
shocks for firms that eventually hire directors with foreign experience and for
those without directors with foreign experience should not be a big concern.

15 See Imbens and Angrist (1994) for a similar argument.
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To mitigate any lingering doubts, we explore the extent to which our es-
timates vary if we limit the control sample by excluding firms that have no
directors with foreign experience throughout the sample period. In these tests,
the control sample includes only firms that hire or have hired directors with
foreign experience at a different time in comparison to the firms that respond
to the policy changes. The firms in this restricted control sample are therefore
more likely to experience the same shocks as the firms that actually hire such
directors after the policy changes.

Finally, we also design a test that exploits only within province (and within
industry) variation as follows. After the introduction of the new policies, firms
with certain ex ante ownership characteristics are more likely to hire individ-
uals with foreign experience to their boards. We can thus test whether firms
with ex ante characteristics that make them more likely to hire such directors
grow more than the median listed firm within their province and industry after
the policy change (and therefore after the increase in the supply of individu-
als with foreign experience). Since we focus on abnormal performance within
the province and industry, these findings cannot be driven by industry- and
province-specific shocks. The estimates are unbiased as long as the effect of ex
ante firm characteristics on abnormal performance does not vary contextually
with the policy changes.

We acknowledge that we cannot provide a definitive statistical demonstra-
tion that firms do not experience shocks concurrent with the policies. However,
taken together, the tests described above, along with the analysis of the changes
in corporate policies that are generally set by the board and a battery of addi-
tional robustness tests described below, allow us to gauge the extent to which
directors with foreign experience affect firm performance.

B. Main Results

We study whether a larger proportion of directors with foreign experience
is associated with better firm performance. Table V focuses on corporate val-
uations, as measured by MTB. In all columns but 6, we define the MTB in
deviation from the industry-year median by subtracting from the firm’s MTB
the industry median MTB in year ¢. In this way, we capture firm abnormal
performance within an industry and abstract from industry shocks to firm
performance.'6

In columns 1 to 3, we present the ordinary least squares estimates, first using
a limited set of controls, then controlling for ownership structure and other
firm characteristics, and finally also including firm fixed effects. Although the
parameter estimate of our variable of interest becomes smaller especially when
we add firm fixed effects, we always find a positive effect of a higher proportion
of directors with foreign experience on performance.

16 Qur results do not depend on the fact that we use industry-adjusted variables. In the Internet
Appendix, where we estimate an ordinary least squares specification by including industry times
year fixed effects, the results are quantitatively similar to those we report hereafter.
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In columns 4 to 8, we present the instrumental variable estimates. We al-
ready show the effect of the provincial policies on the proportion of direc-
tors with foreign experience (first stage) in Table IV. We report at the end
of each specification the Cragg-Donald Wald F-statistic, which shows that
the instruments in the first stage of the various regressions are strong. In
all cases, the estimates indicate that the proportion of directors with for-
eign experience positively and significantly affects firm valuations. In col-
umn 5, we include province fixed effects, which account for time-invariant
firm heterogeneity across provinces. Results are similar if, instead of the
province fixed effects, we include firm fixed effects and control for lagged
performance (column 7).

In column 6, we account for differences in time-varying growth opportunities
across provinces by subtracting from the firm’s MTB the median MTB of the
firms in the same province in year ¢, as well as the median MTB of the firms
in the same industry in year ¢. The estimates continue to imply a positive
effect of the directors with foreign experience on firm valuation and indicate
precisely that the firms that are more likely to attract directors with foreign
experience perform better after the introduction of the policy. If anything, fully
accounting for province time-varying heterogeneity increases the magnitude of
the coefficient of our variable of interest.!”

As discussed before, since the adoption of the policies is scattered across
provinces, our control sample includes firms that experienced the policies and
hired directors with foreign experience at different points in time. To mitigate
concerns that firm-specific shocks correlated with the timing of the policies
may drive our findings, in column 8 we restrict the control sample to firms that
hire at least one director with foreign experience during the sample period and
hence should be more likely to experience similar shocks to the firms affected
by the policies. We also include firm fixed effects and control for lagged per-
formance. These estimates should be conservative because they do not rely on
cross-sectional differences between firms that hire directors with foreign expe-
rience (due to the policies) and firms that are unable or unwilling to hire such
directors during our sample period. It is therefore comforting that the esti-
mates continue to indicate a positive effect of directors with foreign experience
on firm valuations.

Importantly, the effects we highlight are not only statistically significant,
but also economically large, especially when we exploit the exogenous vari-
ation in the proportion of directors with foreign experience. Using the ordi-
nary least squares estimates in column 3, a one standard deviation change in
the proportion of directors with foreign experience leads to a 0.05 standard

17 Another test reported in the Internet Appendix goes in the same direction. We ask whether the
adoption of a policy to attract highly talented returnee emigrants affects all firms in the province or
only those firms that end up employing directors with foreign experience, as we would expect if the
impact of the policies were exclusively through the board of directors (and not due to province-level
growth opportunities). Our estimates indicate that the effect of the policies is through the board of
directors.
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deviation change in the dependent variable, a tiny number.'® By contrast, in
column 8, when we consider only the variation in the proportion of board mem-
bers with foreign experience due to the provincial policies, a one standard
deviation change in the proportion of directors with foreign experience leads to
an economically more relevant 0.78 standard deviation increase in the MTB of
the firm, a change sufficient to bring a firm with median valuation to slightly
above the 80" percentile.

This large increase in parameter estimates has an intuitive economic inter-
pretation. The proportion of directors with foreign experience does not capture
directors’ quality of foreign experience or talents. Since the policies were di-
rected to individuals with the most distinguished backgrounds, when we exploit
the exogenous variation we concentrate on the most skilled individuals, who
can make the most valuable contributions to firm performance. It is therefore
natural that we obtain stronger results.'®

The large effects we document are consistent with the findings of Bloom
et al. (2013), who explore the effect of 11 Indian firms working with high-
quality consultants for a total of 30 consulting days. The authors show that
the benefits are huge: productivity increases by 17% in the first year. After
three years, the treated firms open more production plants. A highly talented
individual with foreign experience on the board who has at least some decision
power for a number of years should be associated with even larger effects.

Tables VI and VII repeat the same set of exercises for two other measures
of firm performance, namely TFP and ROE, respectively. Since we expect any
effects on accounting profits to be delayed, we consider ROE not during the year
in which the policy is implemented, as for the other performance measures, but
one year afterwards. The estimates are still strongly supportive of a positive
effect of directors with foreign experience on performance. For instance, based
on the most conservative estimates in column 8 in each table, a one standard
deviation increase in the fraction of directors with foreign experience can bring
a firm with median TFP to the 69" percentile and a firm with median ROE to
slightly above the 75" percentile.?°

Our results so far indicate a positive effect of directors with foreign experience
on firm performance for the firms whose behavior is affected by the policies. This

18 We obtain the economic magnitude of the coefficients using the standard deviation of the
industry-year-adjusted MTB, which is 1.179.

19 Tn the Internet Appendix, we provide direct evidence supporting this argument. We compare
the effect of (any) foreign education and of foreign education that led to a foreign academic degree.
In all cases, we find that the coefficient on foreign education that led to an academic degree
is larger and more precisely estimated (although the difference between foreign experience and
foreign experience that led to an academic degree is statistically significant only for TFP).

201t may appear surprising at first sight that foreign ownership has a negative and at least
marginally statistically significant effect on performance in most of the instrumental variable
estimates. However, one does not necessarily expect a positive effect of foreign ownership in China,
as regulations constrain foreign investors to acquire small blocks and their incentives to exercise
control. The negative effect of foreign ownership, once we can more precisely estimate the effect
of board members with foreign experience, may indicate that foreign owners are able to influence
firms only if they can affect the board.
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effect is robust to absorbing province and even firm unobserved heterogeneity,
and to controlling for a firm’s previous performance. The effect appears even
larger if we compare the performance of firms that hire directors with foreign
experience and those that do not within the same province.

Doubts may remain on whether our estimates are driven by a few firms that
lobbied for the adoption of the policies in anticipation of idiosyncratic shocks
to their growth opportunities. Reverse causality may arise if one believes that
these firms would have experienced the same improvements in performance
even in the absence of the policy adoption and the arrival of the directors with
foreign experience. This is unlikely because the proportion of directors with
foreign experience is not related to a firm’s previous performance (as shown in
Table IV). To further mitigate concerns about this issue, however, we explore
whether the effect of directors with foreign experience on firm performance
is stronger for firms that have political or economic power, and therefore are
able to influence provincial policies. Finding a similar effect for firms that are
unlikely to have influenced the policies would mitigate concerns of reverse
causality.

We classify firms with politically connected directors as having political
power. Following Fan, Wong, and Zhang (2007) and Calomiris, Fisman, and
Wang (2010), we define directors that are currently or were previously employed
as bureaucrats by the central government or a local government as politically
connected directors. Similarly, since provincial governors may be particularly
sensitive to the demands of large firms with a high level of employment, we
classify firms with more than 2,000 employees as having economic power.?!
Next, using an interaction term with the proportion of directors with foreign
experience, we explore whether the effect of the latter is smaller for firms with
no political or economic power. As is common practice with interaction terms
involving an endogenous regressor (Wooldridge (2002), p. 235-236), we aug-
ment our original set of instruments using their interaction with the dummy
variable “No Power”.

Table VIII shows that the effect of directors with foreign experience is sim-
ilar for firms with more or less power to influence provincial polices, as the
interaction term between the proportion of directors with foreign experience
and the dummy capturing low power is statistically insignificant, regardless of
whether we use the definition based on political or economic power. This indi-
cates that our results are unlikely to be driven by reverse causality or other
unobserved changes in growth opportunities. Even if a few firms lobbied for the
policies, the directors with foreign experience enabled the changes we observe
in the firms that were able to hire them.

21 This is the cutoff used by the State-Owned Assets Supervision and Administration Commis-
sion of the State Council (SASAC) of China to define large firms.
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C. Foreign Experience and Innate Ability

So far we have shown that directors with foreign experience have a posi-
tive effect on firm performance. Since the policies were directed to exceptional
individuals with foreign experience, our tests highlight that international com-
petition for talent affects firm performance, but cannot disentangle whether
exceptional ability or foreign experience drives the benefits. Nevertheless, in
what follows, we provide some suggestive evidence that foreign experience may
matter beyond directors’ ability.

We start by asking whether directors with exceptional ability but with-
out foreign experience have effects on firm performance similar to those we
observe for directors with foreign experience. Most of the directors in our sam-
ple obtained their undergraduate degrees in China. Since access to university
education in China is competitive, the university ranking enables us to cap-
ture director ability in a similar way as Chevalier and Ellison (1999) do for
U.S. fund managers using the SAT scores. We measure director ability using
the percentile ranking of the average student entrance exam score of the di-
rectors’ Chinese universities. Unfortunately, only 3,696 of the 32,823 directors
in our sample disclose the Chinese universities in their bios. We sort these
universities into top tier, second tier, third tier, and fourth tier, as detailed in
the Appendix. In Table IX, we relate the proportion of directors with foreign
experience to our three measures of performance controlling for the ranking of
the universities attended by the directors of the firm.?? For brevity, we report
only the instrumental variable estimates.

Since directors with foreign experience may change the structure of the board
along other dimensions known to affect performance, we also control for the fol-
lowing board characteristics: the average tenure of the directors, the proportion
of board members who are also employed in the firm (which is an inverse mea-
sure of board independence), board size, the average age of the board members,
the proportion of female directors, the proportion of foreign board members, the
proportion of board members with political connections, and the proportion of
busy directors.

It is apparent that the effect of the proportion of directors with foreign ex-
perience on firm performance is unchanged when the control for the average
ability of the directors, as proxied by the ranking of the Chinese universities.
With the obvious caveat that ability is difficult to measure, this result suggests
that the ability of directors without foreign experience does not appear to lead
to any benefits for firm performance.

It is also worth noticing that our estimates indicate that foreign directors are
not as beneficial for firm performance as Chinese directors with foreign expe-
rience. This evidence is consistent with the findings of Masulis, Wang, and Xie
(2012), who argue that, because of physical distance and cultural differences,

221n constructing the average ranking of Chinese universities attended by the directors, we
assume that directors that do not report their Chinese institution in the bio attended a fifth tier
school. Assigning these directors’ universities to the fourth tier does not alter our findings.
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Table IX
Proportion of Directors with Foreign Experience and Board
Characteristics

We present the instrumental variable estimates relating firm performance to the presence of di-
rectors with foreign experience controlling for additional board characteristics. In columns 1 to 3,
the dependent variables are the firm’s MTB, TFP, and ROE at ¢ + 1, from which we subtract the
industry-year median. The instruments for “Foreign Experience” are “Provincial Policy,” a dummy
that takes a value of one in years following the implementation of the policy in each province,
and interaction variables between the policy dummy and firm ownership characteristics “State,”
“Foreign Ownership,” and “Block” in 1999 (the beginning of the sample period). If a firm enters
our sample later than 1999, “State,” “Foreign Ownership,” and “Block” computed in the year of
the firm’s entry in the sample are used to construct the interaction terms. Additional board char-
acteristics include “Average Director Tenure,” “Employed Directors,” “Female Directors,” “Busy
Directors,” “Foreign Directors,” “Average Director Age,” “Board Size,” “Board Political Connec-
tion,” and “Average Rank of Chinese Universities.” All the variables are defined in the Appendix.
t-statistics computed with robust standard errors clustered at the firm level are reported in paren-
theses. All models include a constant, but the coefficients are not reported. We report the partial
R2 of the instruments in the first stage and the Cragg-Donald Wald F-statistics. We also report
the Stock-Yogo weak ID test critical values for the Cragg-Donald Wald F-statistics. ***, ** and *
indicate significance at the 1%, 5%, and 10% levels, respectively.

MTB TFP ROE (¢ +1)
(1) (2) (3)
Foreign Experience 4.311%* 1.040%* 0.639%*
(2.00) (2.01) (2.10)
Foreign Ownership —0.894 —0.408** —0.258%**
(—1.16) (—2.04) (—2.05)
Block 0.6397%#* 0.083%#* 0.0627%#*
(5.67) (2.58) (4.10)
State —0.109%* 0.019 —0.009
(—1.96) (1.32) (—1.24)
Size —0.565%#* —0.019%#* 0.013%#*
(—20.01) (—3.08) (4.00)
Leverage 0.240%* —0.026 0.006
(2.02) (—1.16) (0.35)
No. of Business Segments —0.037##%* —0.014%#%* 0.000
(—3.13) (—4.30) (0.09)
Free Cash Flow 0.931%%* 0.554%%* 0.346%**
(5.49) (14.03) (11.93)
Young IPO Firm —0.132%%* 0.014 0.033#**
(—4.12) (1.57) (7.54)
Stock Volatility 5.804 %% —0.043 0.098
(10.51) (—0.38) (1.58)
Average Director Tenure 0.021 0.002 0.004%*
(1.59) (0.48) (2.10)
Non Independent Directors —0.204* 0.049* 0.020
(—1.80) (1.73) (1.22)
Board Size 0.013* 0.006%#* —0.000
(1.73) (2.81) (-0.19)
Female Directors —0.176 —0.016 0.040
(—0.98) (—0.37) (1.57)
Average Director Age 0.004 0.004%** 0.001

(Continued)
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Table IX—Continued

MTB TFP ROE (t+ 1)
1) (2) (3)
(0.85) (2.88) (0.90)
Foreign Directors —5.306% —-1.241 —0.648
(-1.67) (—1.64) (—1.53)
Board Political Connection 0.211%* -0.011 0.010
(1.96) (—0.34) (0.64)
Average Rank of Chinese Universities 0.150 0.050% 0.035%*
(1.32) (1.81) (2.21)
Busy Directors —0.143 0.004 0.001
(—0.60) (0.08) (0.02)
Partial R? 0.006 0.005 0.006
Cragg-Donald Wald F-statistic 18.808 16.751 20.979
5% maximal IV relative bias 16.85 16.85 16.85
10% maximal IV relative bias 10.27 10.27 10.27
No. of obs. 13,722 12,734 13,294
R2? 0.224 0.060 0.048

foreign directors cannot be effective monitors, even in a high transparency
environment like the United States, and hence are extremely rare.

In an alternative test, we first conjecture that foreign experience may be
more important for directors specializing in business and management because
the gap in academic standards between China and the rest of the world has
generally been smaller in scientific subjects, such as engineering or physics.
We then ask whether firms with at least one director with a foreign business
degree perform better than firms that have directors with foreign experience
but no director with a foreign business degree.

In Table X, the coefficient on the dummy capturing the presence of direc-
tors with foreign business degrees is always larger than that for the analo-
gous dummy capturing other foreign degrees (even though the difference is
not statistically significant), suggesting that foreign experience matters. How-
ever, in interpreting this finding, and the other tests below exploiting het-
erogeneity of directors’ foreign experience, it must be kept in mind that our
instruments can explain changes in the proportion of directors with foreign
experience but not in the kind of foreign experience acquired by the directors.
Thus, we can only provide suggestive evidence based on ordinary least squares
estimates.

V. What Do Directors with Foreign Experience Do?

The causal mechanism behind our maintained hypothesis that directors with
foreign experience positively affect firm performance implies that the way in
which firms are run changes when directors with foreign experience join the
board. To provide evidence on the mechanisms driving our results, we explore
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Table X
Business Education and Other Foreign Experience

This table presents ordinary least squares estimates relating firm performance to directors’ for-
eign experience. “Foreign Economics/Business Degree” is a dummy equal to one if at least one
director earned a foreign degree with an economics or business major, and zero otherwise. “Foreign
Non-Economics/Business Degree” is a dummy equal to one if none of the directors with foreign
experience have a foreign degree with an economics or business major. The dependent variables
are the firm’s MTB, TFP, and ROE at ¢ + 1, from which we subtract the industry-year median.
All the variables are defined in the Appendix. ¢-statistics computed with robust standard errors
clustered at the firm level are reported in parentheses. All models include a constant, but the
coefficients are not reported. ***, ** and * indicate significance at the 1%, 5%, and 10% levels,
respectively.

MTB TFP ROE( + 1)
1 (2) (3)
Foreign Economics/Business Degree 0.108*%* 0.026%%* 0.012%**
(3.38) (2.80) (2.82)
Foreign Non-Economics/Business Degree 0.091%* 0.018* 0.009%
(2.29) (1.75) (1.79)
Foreign Ownership 0.621%* -0.015 —0.028
(2.55) (—-0.26) (-0.91)
Block 0.539%%#* 0.062%* 0.050%#*
(5.41) (2.09) (4.05)
State —0.136%#* 0.008 —0.018%**
(-3.70) (0.85) (—3.94)
Size —0.525%#* —0.006 0.018%**
(—24.56) (—1.38) (7.82)
Leverage 0.236%* —0.028 0.002
(2.10) (—1.33) (0.12)
No. of Business Segments —0.027%#* —0.012%** 0.002
(—2.75) (—4.28) (1.33)
Free Cash Flow 0.987%** 0.574%%* 0.364%**
(6.03) (15.52) (12.94)
Young IPO Firm —0.141%%* 0.016%* 0.032%%#*
(—4.74) (2.00) (8.38)
Stock Volatility 5.768%+* —0.050 0.103%**
(10.98) (—0.48) (1.97)
No. of obs. 13,722 12,734 13,294
R2 0.215 0.054 0.045

whether directors with foreign experience affect policies that are a preroga-
tive of the board, such as mergers and acquisitions, capital-raising activities,
and corporate governance. We further provide suggestive evidence on whether
the geography of the firm’s internationalization is consistent with the foreign
experience of the directors, and whether directors who were more exposed to
strong investor protection environments are ex post more likely to improve
firm-level corporate governance. Similarly, we evaluate whether directors who
gained their foreign experience in countries with advanced management prac-
tices bring about efficiency improvements.
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A. Internationalization

Chinese firms internationalize with the goal of pursuing a broader set of
investment and funding opportunities. The acquisition of foreign firms is an
important component of the internationalization plans. Columns 1 and 2 of
Table XI show that the probability that a firm conducts an international merger
or acquisition, as opposed to a domestic deal, is larger when a higher proportion
of the firm’s board members have foreign experience. As before, we present or-
dinary least squares and instrumental variable estimates. The latter indicate
that directors with foreign experience facilitate international mergers or acqui-
sitions and are not simply hired concurrent with such deals. This interpretation
is consistent with the results in column (3), where we interact the proportion of
directors with foreign experience and a dummy for whether the seller is from
the same country in which any of the directors obtained their foreign experi-
ence. Here, since our instruments cannot predict where the directors obtained
their foreign experience, we report only ordinary least squares estimates. The
coefficient on the interaction term is positive and highly significant, suggesting
that directors’ foreign experience in a particular country opens up investment
opportunities in that country.

We next consider capital-raising activities, and in particular whether firms
do private placements with international or domestic investors. By considering
only firms that do a private placement, we keep the demand for equity constant.
We also control for whether a firm issues B shares and/or H shares in addition
to A shares, as a firm’s ability to engage foreign investors depends on whether
foreign investors can trade its shares. Unfortunately, private placements be-
came common in China only after 2006. This limits the sample to the 2006 to
2009 period, which severely reduces the explanatory power of the instruments.
For this reason, we are able to report only ordinary least squares estimates.
Nevertheless, columns 4 and 5 indicate that a higher proportion of directors
with foreign experience is associated with a higher probability of a private
placement with a foreign investor. Importantly, the private placement is more
likely to occur with investors from the countries in which the directors obtained
their foreign experience (column 5), suggesting that the foreign experience of
directors opens new funding opportunities.

Columns 6 to 8 provide analogous evidence for firms’ proportion of foreign
sales, which we adjust for the industry-year median. Not only do foreign sales
appear to increase after the policy changes increase the proportion of directors
with foreign experience, but they do so to a larger extent in the countries where
the directors obtained their foreign experience.

Overall, these findings suggest that board members with foreign experience
increase the firm’s international activity. The geography of the firm’s interna-
tionalization appears to be shaped by the directors’ foreign experience, suggest-
ing that directors may provide firms with connections in the countries where
they earned their foreign experience.



The Journal of Finance®

1666

(ponu1u0D)

LeT—) 9LT-) 0e1T-) (IL1) (6%'T) #S1) (S0°0) (26'T)
L00°0— +0T0°0— L00°0— +830°0 930°0 9000 0000 +600°0 oz1g
(L8°0) (I13'1) (8L°0) (91°0-) aIrT-) (€6°0-) (€0°0) Fe1-)
0100 9100 600°0 L00°0— %S00~ L00°0— 0000~ 3100~ 0818
(29°0) (L0'T) (19°0) (68°0-) (10'T-) (69'T-) (3e1-) (S0'2—)
120°0 6200 120°0 960°0— STT'0— 980°0— 0%0°0— #7800~ sporg
(I%'2) (39°0) (0L3) (60°0) (31°0) ¥#99) (31°0) (19%)
++880°0 $10°0 428700 $00°0— 900°0 1526700 G00°0 440900 drysioum() useIo]

(28°9) (€8°9) (92°%1) Anuno)) suwreg x

5 80T'T #4696 #4066 oouoaLedxy] USeI0]
(3L2) #1°2) (ge'e) (540) (99°'1) (81°0) (9L'T) (4439)

#s:9LT0 #28€9°0 49180 9L0°0 +61€°0 L00°0 +668°0 sV GT0 9ouLIOdX]] USII0,]
(8) (L) (9) () (2] (€) (@) (T)
S0 Al ST0 ST0 ST0 ST0 Al ST0

soTeg uS1a10,] JudwIddR[J VN usteaoq

91BALIJ USTIOI0]

‘A[9AT)09dSoI ‘STOAS]
%0T PUB ‘%G ‘9T 93} JB 90UBIYIUSIS 9JBIIPUL , PUR ‘. .y "SOIISIIRIS-J P[EA P[BUOJ-3SRID 91} 10J Son[eA [BITILID 159} (J] YoM 030X -¥20}S 9y} 110dax
0SB 9p\ "SO1ISIIR)S- P[BM P[BUO(-S3er) oy3 pue o3e)s 3y oyj Ul SUSWINIISUL 8Y3 JO -y [erpaed ay) 310daL 9p\ "pe3rodal jou dIe SJUSIdIYFe0d a3 jng
QUBISUOD B 9PN[OUI S[OPOW [[Y "sosoyjuared ur pajrodod aIe [9AS] ULIY 9Y) J8 POISISNd SIOLID PIEPUR)S 1snqot Yim pandurod sonse)s-2 ‘xipuaddy
9Y) UI 91k SUOIIUYIP 9[RLIBA 'SUWLIO} UOIJIRISIUL 93 JONIISU0D 0} Pasn ate ojdures ayj Ul AIJUS S,ULIJ 93 JO Jeak o) Ul pendurod sorsLIajdIeIeyd
diyszeumo Wiy ‘GeET UeY) Joje[ o[dures Ino sisjus WLy ® JT ‘6661 UI 20[d, pPue  ‘digsioum(Q useloq, . 91els, so1sLejorieyd dISIoumo ULl pue
Awrunp £o170d 97} UOM}O( SO[BLIBA UOT}ORIIUL PuR ‘9ouraotd yoes ut Lorjod oy} Jo uorjejuowa[dwI o) SUIMO[[0] SIeaA UL U0 JO 9N[BA B SO¥e} e}
Awwmp B Ad1[0J [BIOUIAOL],, SPN[OUL J, PUB g SUWN]0D UI S9[(BLIBA [BJUSTINIISUI Y], A[oA1109dsal ‘so[es UFIa10] 9} PUB ‘SI0}S9AUT UITSI0] 9} ‘ULIY
Sur[[es a3 Jo £13Unod o} Sk AIJUN0d SWES 9} Ul 0USLIddXe USIOI0] I9V/SIY] POUIBI(O J0JIDIIP U0 JSBI JB JI oU0 03 [enbs Awrwunp e st A1jUno)) sweg,,
‘UBIpeW IB9A-AI)STIPUI 91} JORIIqNS oM YOIYMm WOoIJ . ‘So[eg USIalo0], SI o[qeLIeA juepuadep aYj ‘g 03 9 SUWN[0D UJ 'SI0}SOAUI USIeI0] je pajadie} st
sjuowrede[d o3eALId 9SOY) JO OUOU JI 0I9Z PUR ‘SIOISOAUL USIOI0] e PojoSae] ST Jeok U9ALS B Ul sjuowede[d ojearid sULIl 91} JO 9UO }SBO[ JB JI U0 03
[enbs Awrwmp e  ‘yuemrede]q 93eALIJ USI8I0],, ST 9[qeLIeA Juspuadep oY) ‘G PUB § SUWN[0I U] "ULIY USISI0J B SOA[OAUL B9 USALS B Ul PIdUNOUUR ULIY
ordwres e jey) suoryismboe pue SI0SIoW 9Y) JO U0 )SBI[ B JI 9UO 0} [enbo Awwnp e YR\ USIOI0, ST € 0} T SUWN[0d Ul 9[qeLIBA juopuadop oy,

UOI)eZI[eUOI}BUId)U]
IX 91qeL



1667

The Brain Gain of Corporate Boards

350°0 120°0 1€0°0 1€2°0 831°0 00%°0 980°0 %00 4
LTI6°G LT16°G LT16°G elets gge $60% 760 $60°F '$qo Jo "ON
mmmﬂ ®>E.®~®.~
L30T L30T Al [ewIxew %071
mmmﬂ ®>3.®~®.H
G891 G891 Al [eWIXEW %G
O1ISTIRIS-4 PIBM
9203 6’6 preuo(-3ser)
$10°0 100 7Y Tenred
OZ OZ OZ mm.? m@% m@V mm.? m@% Mrm bawSﬁQH
O.Z OZ OZ w@V w®> OZ OZ OZ oA hﬁ@%
(6'1—) (€¥'1-) areyg
«FIT0— 860°0— H/d 10§ Awrwun(g
(80°3) (€€72) (S0°2) VBN
#9700 #690°0 #x670°0 US040 JO UOIJORL]
(8L%) (90°2) (882) (33°0—) (85°0-) (9%°0-) (L9°0-) (10°0)
#6800 #+V30°0 4408070 210°0— 380°0— $00°0— L00°0— 0000 wir] OdI Sunox
(L0°0) (ge'0-) (#0°0-) (08°0) (63°0) (9%'1) (L¥'0) (0e'D
£00°0 G100~ 100°0— 8¥1°0 650°0 €500 %500 0500 MO yse) 9d1]
(60°0) (L0°0) (80°0—) (g9'1-) (86'T) (12°0) (85°0—-) (3G°0-) sjuewSeg
000°0 0000~ 000°0— +030°0— #8300~ 0000 200°0— 100°0— ssaulsng jo 'oN
(L9°0-) (35°0-) (85°0-) (8%'1-) (€9°'T-) (L3'0-) (g8°0-) (35°0-)
G100~ 3100~ 3100~ €810~ LYT0— 500°0— 030°0— 110°0— o8e1aA0]
(€)) (L) 9) (9 @) (€ (@) (T)
ST10 Al ST10 ST0 ST10 ST0 Al ST10
soTeg u3reaoq JuawWAdR[J VI uSteroq

9)RALIJ USTOI0

ponuiuo)—IX SIqEl,



1668 The Journal of Finance®

B. Corporate Governance

Table XII considers several aspects of corporate governance. We test whether
several alternative indicators of corporate governance improve when directors
with foreign experience join the board and whether foreign experience in a
country with high standards of investor protection has a stronger effect.

A first indirect indicator of corporate governance is the quality of acquisitions,
which we capture using the stock price reaction of the acquiring firm to the
announcement of the transaction. This variable measures the present value,
net of acquisition costs, of the deal for the acquirer’s shareholders. Low-quality
acquisitions tend to be considered evidence of agency problems at the acquiring
firms (Lang, Stulz, and Walking (1991)). There is also evidence that acquirers
whose stock price reacts negatively to a deal announcement tend to score low
on standard corporate governance indices (Masulis, Wang, and Xie (2007)).

Since our earlier findings show that directors with foreign experience influ-
ence international acquisitions, we focus on the stock price reaction upon the
announcement of international deals. In column 1, the cumulative abnormal
returns in a [—2, +5] window around the announcement day appear to be un-
related to the proportion of directors with foreign experience.?®> However, in
column 2, the cumulative abnormal returns upon the announcement of foreign
acquisitions are larger if the director gained her foreign experience in a country
with strong investor protection, which we define as countries that score high-
est in investor protection using the antidirector rights index of La Porta et al.
(1998).

Another indicator of corporate governance is earnings management. We ex-
pect firms to become more transparent and manage earnings to a lower extent
if their corporate governance improves (Leuz, Nanda, and Wysocki (2003)). To
capture earnings manipulation, we estimate discretionary accruals using an
extension of the Jones model proposed by Kothari, Leone, and Wasley (2005).
Specifically, we construct a proxy for earnings management from the residuals
of an industry-year regression for discretionary revenues, which is described
in the Appendix.?* One advantage of our measure is that it controls for the
effect of performance on discretionary accruals and mitigates potential biases
arising from firms with extreme performance that are also likely to engage in
earnings management. In columns 3 and 4, we find that a higher proportion
of directors with foreign experience is associated with a lower degree of earn-
ings management. Importantly, this effect is stronger if the firm has at least
one director with foreign experience in a strong investor protection country
(column 5).

23 When considering announcement effects and the long-run returns of mergers and acquisitions
in Section V.C, we do not report the instrumental variable estimates because current prices should
already incorporate expectations of growth opportunities. The cross-sectional variation in the ex
post returns thus reflects the value added by the directors with foreign experience in the merger
and acquisition deal.

24 For this reason, in these specifications we do not subtract from the dependent variable the
industry-year median.
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Next, we explore how the presence of directors with foreign experience affects
the CEO turnover-performance sensitivity using a sample that spans 2000 to
2010. A higher turnover-performance sensitivity is often considered as evi-
dence of improved monitoring and stronger governance (Weisbach (1988)). In
column 7, the coefficient on the triple interaction term (among the proportion of
directors with foreign experience, the firm’s ROA, and the dummy for whether
any of the directors has foreign experience from a strong corporate governance
country) is negative and marginally significant.?® This suggests that a higher
proportion of directors with foreign experience increases the probability of CEO
turnover in firms with relatively poor performance only if the directors obtained
their foreign experience in a strong investor protection country.

Executive compensation is another important aspect of corporate gover-
nance. In well-governed firms, we expect pay to be highly sensitive to perfor-
mance (Jensen and Murphy (1990)). This is precisely what we find in column 9,
where the average pay of the top three executives, defined as the sum of salary,
bonus, and other cash payments, is more sensitive to firm performance, as prox-
ied by the firm’s profitability (ROA), when directors gained foreign experience
in countries with strong investor protection.

Interestingly, executive compensation appears to be higher in firms with di-
rectors with foreign experience. This may indicate that perks, which constitute
an important part of compensation in China (Cai, Fang, and Xu (2011)), de-
crease and are substituted by cash compensation, a more transparent form of
compensation. This would be consistent with an overall improvement in trans-
parency and governance. While exploring the effect of directors with foreign
experience on executive compensation is beyond the scope of our paper, such
an interpretation is also consistent with the fact that executive compensation
is low in China, averaging RMB 262,898 (approximately $33,161) for the top
three executives during our sample period, which is comparable with the levels
reported by Cao et al. (2011) for a similar sample.?8

C. Performance Improvements and Advanced Management Practices

So far we provide suggestive evidence that the directors’ foreign experience
affects the geography of the firms’ internationalization and the extent to which
corporate governance improves. Here we show that experience in countries with
advanced management practices also matters, and that the large valuation
gains we document are driven by the directors’ exposure to both strong investor
protection and advanced management practices.

25 Since we are interested in the sign of a triple interaction term, we are unable to report
instrumental variable estimates. The effect would be hard to rationalize in any case using omitted
factors.

26 This is based on $1 = RMB 7.93, the average daily exchange rate between January 4, 1999
and December 31, 2009.
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We measure the quality of management practices in a country using the
country’s monitoring production index as reported in Bloom et al. (2012).2” This
index captures the extent to which firms in a country have introduced modern
management techniques to meet business objectives, such as reducing costs
and improving quality, and has been shown to be related to firm productivity
and valuation in developed countries and emerging markets alike (Bloom and
Van Reenen (2007)).

Table XIII relates directors’ foreign experience to two alternative proxies
for the way firms’ operations are managed: firm asset turnover, a measure of
operating efficiency, and the long-term performance of international mergers
and acquisitions.

In columns 1 and 2 of Table XIII, an increase in directors with foreign expe-
rience is associated with an improvement in operational efficiency, as proxied
by asset turnover. Column 3 shows that this effect is more pronounced if the
firm has directors with foreign experience from countries with advanced man-
agement practices.

Furthermore, column 4 of Table XIII reveals that directors with foreign expe-
rience are not associated with higher long-term performance following mergers
and acquisitions. However, column 5 shows that the 24-month buy-and-hold
returns of acquiring firms are higher if the board of directors includes individu-
als that have been exposed to countries with advanced management practices.
Integrating the merged firms’ operations and human capital and enhancing in-
ternal resource allocation require sophisticated managerial skills, which only
directors that acquired foreign experience in countries with advanced manage-
ment practices seem to have.

Finally, Table XIV shows that foreign experience both in strong investor
protection countries and in countries with advanced management practices
is associated with larger valuation gains. Overall, these results suggest that
directors with foreign experience facilitate firm internationalization and im-
prove corporate governance in a way that appears to be affected by the type of
their foreign experience.

27 While there is a positive correlation between the quality of investor protection and man-
agement practices across countries, there are important differences that allow us to identify the
effects of these two aspects of foreign experience. The countries that we classify as strong investor
protection are the United States, Canada, South Africa, Hong Kong, India, United Kingdom,
and Pakistan, while the countries that score at the top for advanced management practices are
Sweden, Germany, and the United States. Also, while actual enforcement of investor protection
is weak in countries like India or Pakistan, which may raise doubts about whether a director
was indeed exposed to high corporate governance standards, only 11 directors in our sample
have foreign experience in India, two directors have foreign experience in Pakistan, and three
directors earned foreign experience in South Africa. Thus, the bulk of the identification for the
exposure to strong corporate governance practices comes from the United States, Canada, and
Hong Kong.
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Table XIII
Management Practices

This table relates operating performance to the proportion of directors with foreign experience.
The dependent variable in columns 1 to 3 is “Asset Turnover,” from which we subtract the year
median. The dependent variable in columns 4 and 5 is a firm’s return over the 24 months after
the announcement of an international merger and acquisition minus the market return during the
same period. “High MP Ranking” is a dummy that equals one if at least one director obtained his/her
foreign experience from one of the top three countries according to Bloom et al.’s (2012) monitoring
management score, and zero otherwise. Except for column 2, estimates are obtained by ordinary
least squares; in column 2, we report instrumental variable estimates. The instrumental variables
include “Provincial Policy,” a dummy that takes a value of one in years following the implementation
of the policy in each province, and interaction variables between the policy dummy and firm
ownership characteristics “State,” “Foreign Ownership,” and “Block” in 1999 (the beginning of
the sample period). If a firm enters our sample later than 1999, firm ownership characteristics
computed in the year of the firm’s entry in the sample are used to construct the interaction
terms. Variable definitions are in the Appendix. ¢-statistics computed with robust standard errors
clustered at the firm level are reported in parentheses. All models include a constant, but the
coefficients are not reported. We report the partial R2 of the instruments in the first stage and the
Cragg-Donald Wald F-statistics. We also report the Stock-Yogo weak ID test critical values for the
Cragg-Donald Wald F-statistics. *##, ** and * indicate significance at the 1%, 5%, and 10% levels,
respectively.

Asset Turnover Post M&A Performance
OLS v OLS OLS OLS
(1) (2) (3) (4) (5)
Foreign 0.261%%* 1.045% 0.131 0.193 -0.614
Experience (3.51) (1.85) (1.26) (0.44) (-1.32)
Foreign Experience 0.171* 0.914%*
x High MP (1.67) (2.16)
Ranking
Foreign Ownership 0.101 —0.288 0.105 —0.050 —0.035
(0.84) (—1.06) (0.88) (—0.41) (—0.29)
Block 0.194%** 0.212%%* 0.194%%* -0.214 —-0.221
(3.45) (3.64) (3.47) (—0.80) (—0.81)
State 0.065%#* 0.077%%* 0.064%*** —0.198* —0.201*
(3.50) (3.55) (3.48) (—1.66) (—1.69)
Size 0.044%** 0.036%** 0.043%%** —0.007 —0.008
(4.84) (3.09) 4.77) (—0.15) (—0.17)
Leverage 0.160%** 0.160%** 0.160%%* —0.393 —0.398
(4.40) (4.34) (4.39) (—1.57) (—-1.59)
No. of Business —0.001 —0.002 —0.001 —0.056* —0.048
Segments (—0.18) (—0.38) (—=0.17) (—1.81) (—1.53)
Free Cash Flow 0.723%** 0.719%** 0.723%*** 1.352%%* 1.313%*
(11.59) (11.47) (11.57) (2.06) (2.0
Young IPO Firm 0.023* 0.025%* 0.023* —0.085 —0.081
(1.93) (2.03) (1.90) (—0.85) (—0.82)
Stock Volatility —0.051 —0.105 —0.032 4.415 4.238
(-0.13) (—0.26) (—0.08) (1.56) (1.49)
Sales Growth 0.184%*** 0.180%** 0.185%**
(17.49) (16.16) (17.52)
Partial R? 0.009

(Continued)
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Table XIII—Continued

Asset Turnover Post M&A Performance
OLS v OLS OLS OLS
(1) (2) 3) 4) (5)
Cragg-Donald 31.122
Wald
F-statistic
5% maximal IV 16.85
relative bias
10% maximal 10.27
IV relative
bias
Industry FE Yes Yes Yes No No
No. of obs. 13,183 13,183 13,183 233 233
R? 0.247 0.217 0.248 0.097 0.107
Table XIV

Corporate Governance, Management Practices, and Corporate

Valuations

This table presents the ordinary least squares estimates relating firm value to the proportion
of directors with foreign experience. The dependent variable is the firm’s MTB, from which we
subtract the industry-year median. “High CG Ranking” is a dummy that equals one if at least one
director obtained his/her foreign experience from a country with the highest La Porta et al. (1998)
antidirector rights index, and zero otherwise. “High MP Ranking” is a dummy that equals one if at
least one director obtained his/her foreign experience from one of the top three countries according
to Bloom et al.’s (2012) monitoring management score, and zero otherwise. Variable definitions are
in the Appendix. ¢-statistics computed with robust standard errors clustered at the firm level are
reported in parentheses. All models include a constant, but the coefficients are not reported. ***,
** and * indicate significance at the 1%, 5%, and 10% levels, respectively.

(1) (2

3

Foreign Experience

Foreign Experience x
High MP Ranking

Foreign Experience x
High CG Ranking

Foreign Ownership

Block

State

Size

Leverage

0.425%* 0.162
(2.06) (0.55)
0.544%*
(2.57)
0.743%*
(2.54)
0.339 0.304
(1.48) (1.32)
0.548%#* 0.550%#*
(5.49) (5.49)
—0.130%** —0.131%**
(=3.57) (—3.57)
—0.503%** —0.502%#*
(—22.97) (—22.93)
0.223%%* 0.222%*
(1.97) (1.97)

0.046
(0.15)
0.411%
(1.79)
0.529%*
(1.66)
0.318
(1.39)
0.550%#*
(5.51)
—0.131%**
(-3.59)
—0.503%**
(—23.00)
0.2227%%*
(1.96)

(Continued)
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Table XIV—Continued

(D (2) (3)

No. of Business Segments —0.027%%* —0.027%#* _0.027
(—2.67) (—2.73) (—2.70)
Free Cash Flow 0.95 7% 0.959%# 0.957#%5
(5.86) (5.87) (5.86)
Young IPO Firm —0.130%** —0.130%* —0.131%%*
(—4.33) (—4.31) (—4.34)
Stock Volatility 5.818%% 5.81 Q%% 5,893
(11.08) (11.06) (11.10)
No. of obs. 13,722 13,722 13,722
R? 0.215 0.215 0.215

VI. Conclusions

The brain drain from emerging markets may have not only costs, but also
positive, indirect, benefits. Talented individuals migrating to foreign countries
accumulate knowledge and skills. The experiences that they accumulate, cou-
pled with their presumably higher ex ante ability, may allow their talent to
flourish. If these highly skilled emigrants decide to return, the experience they
gained abroad can benefit their home country in which case the brain drain
becomes a brain gain.

This paper documents a specific channel leading to brain gain. We show
that, when individuals with foreign experience join corporate boards, firm per-
formance improves and firms are run differently. The positive effects on firm
valuations are large relative to the compensation of board members, which
is moderate in China. Thus, our results suggest that, by successfully compet-
ing in attracting talent, governments can greatly benefit firm productivity and
performance.

While our results suggest that directors with foreign experience can facili-
tate the transfer of knowledge and provide connections in foreign countries, it
remains to be explored to what extent similar effects could be achieved through
alternative channels such as foreign ownership. Our results suggest that di-
rectors with foreign experience are somewhat special. A possibility is that the
background they share with the locals allows them to overcome cultural barri-
ers. We consider this an exciting area for future research.

Initial submission: October 30, 2012; Final version received: May 8, 2014
Editor: Michael Roberts
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Appendix
Variable Definition and Data Source

No. of Business Segments

No. of Directors with Foreign
Experience

Asset Turnover
Assets

Average Director Age

Average Director Tenure

Average Rank of Chinese
Universities

Block

Board Political Connection

Board Size

The number of industries in which a firm operates, set to
one if the information is missing, and set to five if the
number is larger than five. Since information on
business segments is not available for 1999, we backfill
using business segments in 2000. Source: WIND
database.

The total number of directors that have foreign working
experience, foreign education, or both. Winsorized at the
1% and 99% levels. Source: Manual collection and
CSMAR database.

Sales divided by total assets. Winsorized at the 1% and
99% levels. Source: CSMAR database.

Total assets of the firm (in RMB 100 millions). Winsorized
at the 1% and 99% levels. Source: CSMAR database.

The average age of a firm’s directors. Winsorized at the 1%
and 99% levels. Source: Manual collection and CSMAR
database.

Average tenure of a firm’s directors. Winsorized at the 1%
and 99% levels. Source: Manual collection and CSMAR
database.

The average ranking of the Chinese universities attended
by the directors. The ranking is based on incoming
freshmen students’ national entrance exam scores,
which we obtain from netbig.com’s “Chinese University
Rankings 2008.” We classify a Chinese university as top
tier (and assign a value of one) if the percentile of the
average entrance exam score of the freshman students
attending the university is between 100, the maximum,
and 98; second tier (and assign a value of two) if the
percentile is equal to or lower than 98 and larger than
85; third tier (and assign a value of three) if the
percentile is equal to or lower than 85 and larger than
70; and fourth tier (and assign a value of four) if the
percentile is equal to or lower than 70. If a director does
not disclose her Chinese university, we consider the
university she attended as fifth tier. Source: Manual
Collection.

Fraction of shares held by the largest shareholder.
Winsorized at the 1% and 99% levels. Source: CSMAR
database.

Fraction of politically connected directors on the board. A
director is defined as politically connected if he or she is
a current or former government bureaucrat following
Fan, Wong, and Zhang (2007) and Calomiris, Fisman,
and Wang (2010). Winsorized at the 1% and 99% levels.
Source: Manual collection.

The number of directors. Winsorized at the 1% and 99%
levels. Source: CSMAR database.
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Variable

Definition and Data Source

Busy Directors

CAR

CEO Age

CEO Tenure

CEO Turnover

Director Age
Directors with Foreign Experience
Dummy

Dummy for B/H-share

Earnings Management

Executive Compensation

Female Directors

Fraction of directors who sit on the boards of two or more
publicly traded firms. Winsorized at the 1% and 99%
levels. Source: Manual collection and CSMAR database.

The sum of the abnormal returns, defined as the difference
between the daily stock return and the market return,
starting from two days before the announcement of an
international merger or acquisition to five days after.
The daily market return is the value-weighted A-share
market index return (including dividends). Winsorized
at the 1% and 99% levels. Source: CSMAR database.

The difference between the current year and the CEO’s
year of birth. Winsorized at the 1% and 99% levels.
Source: Manual collection and CSMAR database.

One plus the difference between the current year and the
year when the CEO joined the firm. Winsorized at the
1% and 99% levels. Source: Manual collection.

A dummy equal to one if there is a CEO turnover event in
a given year. Since we use a lead, the sample period for
this variable is 2000 to 2010. Source: Manual collection
and CSMAR database.

The difference between the current year and the director’s
year of birth. Winsorized at the 1% and 99% levels.
Source: Manual collection and CSMAR database.

A dummy variable equal to one if at least one director has
foreign working experience, foreign education, or both,
and zero otherwise. Source: Manual collection.

A dummy variable equal to one if a firm has B and/or H
shares in addition to A shares. Source: CSMAR
database.

Kothari, Leone, and Wesley’s (2005) measure of
discretionary accruals, constructed as the residual of
the following model estimated for each industry and
year: T Ay = fo + p1(1/ AT 1) + o (AREV;; — AAR;;) +
BsPPE;; + B4ROA;; + ¢, where T Aj; is net income
minus cash flows from operating activities, scaled by
lagged total assets; ATj;_1 is lagged total assets;
AREV;; — AAR;; is the change in sales minus the
change in accounts receivable, scaled by lagged assets;
PPE;; is property, plant, and equipment, scaled by
lagged assets; and ROA;; is the return on assets.
Winsorized at the 1% and 99% levels. Source: CSMAR
database.

The natural logarithm of average compensation (salary,
bonus, and other cash payments) of the top three
executives. Information on executive compensation is
available starting in 2002. Winsorized at the 1% and
99% levels. Source: CSMAR.

The proportion of female directors. Winsorized at the 1%
and 99% levels. Source: CSMAR database.
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Variable

Definition and Data Source

Foreign Directors

Foreign Experience

Foreign M&A

Foreign Ownership

Foreign Private Placement

Foreign Sales

Fraction of Foreign M&A

Free Cash Flow

High CG Ranking

High MP Ranking

Leverage

MTB

Non-Independent Directors

The proportion of directors that are foreign nationals.
Winsorized at the 1% and 99% levels. Source: Manual
collection.

The fraction of directors with foreign experience.
Calculated as the number of directors that have either
foreign working experience, foreign education, or both,
scaled by the total number of directors. Winsorized at
the 1% and 99% levels. Source: Manual collection and
CSMAR database.

A dummy equal to one if at least one of the merger and
acquisition transactions announced by the firm in a
given year involves a foreign sellers, and zero if the
merger and acquisition transactions announced by the
firm in a given year involve no foreign sellers. Source:
Manual collection and CSMAR database.

Fraction of shares held by foreign investors. Winsorized at
the 1% and 99% levels. Source: Manual collection.

A dummy equal to one if at least one of the private
placements filed by the firm in a given year is targeted
at foreign investors, and zero if none of these private
placements are targeted at foreign investors. Source:
Manual collection and CSMAR database.

Foreign sales as a fraction of total sales. Winsorized at the
1% and 99% levels. Source: Manual collection and
CSMAR database.

The value of foreign merger and acquisition transactions
divided by the total value of mergers and acquisitions in
a given year. Source: Manual collection and CSMAR
database.

The net income plus depreciation minus cash paid to
acquire fixed assets, intangible assets, and other
long-term assets, scaled by total assets. Winsorized at
the 1% and 99% levels. Source: CSMAR database.

A dummy variable equal to one if at least one director
obtained his/her foreign experience from a country with
the highest La Porta et al. (1998) anti-director rights
index, and zero otherwise. Source: La Porta et al. (1998).

A dummy variable that equals one if at least one director
obtained his/her foreign experience from one of the top
three countries according to Bloom et al.’s (2012)
monitoring management score, and zero otherwise.
Source: Bloom et al. (2012).

Total liabilities divided by total assets. Winsorized at the
1% and 99% levels. Source: CSMAR database.

Market-to-book ratio. Constructed as the sum of the
market value of equity and book value of total
liabilities, scaled by the book value of total assets. We
censor this variable if it is above 10 or below zero.
Source: CCER and CSMAR databases.

Proportion of directors who are also employees of the firm.
Winsorized at the 1% and 99% levels. Source: CSMAR
database.
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Variable Definition and Data Source

Post M&A Performance A firm’s return over the 24 months after the
announcement of an international merger and
acquisition minus the market return during the same
period. Winsorized at the 1% and 99%. Source: CSMAR

database.
ROA Operating income divided by total assets. Winsorized at
the 1% and 99% levels. Source: CSMAR database.
ROE Net income divided by total equity. Since we use a lead,

the sample period for this variable is 1999 to 2010. We
censor this variable if it is above two or below negative
two. Source: CSMAR database.

Size Natural log of total assets. Winsorized at the 1% and 99%
levels. Source: CSMAR database.
State A dummy variable equal to one if a firm is government

controlled or owned, and zero otherwise. State
ownership includes central and provincial government
ownership. Source: CCER database.

Stock Volatility The standard deviation of a firm’s daily stock returns.
This variable is set to missing if the number of trading
days is less than 50 in a given year. Winsorized at the
1% and 99% levels. Source: CSMAR database.

Tenure One plus the difference between the current year and the
year when an individual joined the firm’s board of
directors. Source: Manual collection and CSMAR
database.

TFP The firm’s total factor productivity, defined as in Schoar
(2002). For all firms in an industry-year, we regress the
natural logarithm of sales on the natural logarithm of
total assets, the natural logarithm of the total number
of employees, and the natural logarithm of cash
payments for raw materials and service. The firm’s TFP
is computed as the residual of this regression.
Winsorized at the 1% and 99% levels.

Young IPO Firm A dummy variable equal to one if the difference between
the current year and the IPO year is less than four, and
zero otherwise. Source: CSMAR database.
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