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<ABSTRACT >

Asset misappropriation is one of risk factors in a company, which has broad
consequences from potential decreases in performance to accounting frauds or bankruptcy.
Since asset misappropriation basically can have an effect on the likelihood of distorting
financial statements, it is ultimately remarkable in that it can hamper the efficient
market functions. In terms of control functions, the control system of a company
including internal control systems and outside directors is expected to play an important
role in detecting and controlling the asset misappropriation. Despite its importance,
so far, there are few empirical studies on relationship between control system and
misappropriation. In this context, this study tested the effects of the quality of internal
control systems and characteristics of board of directors on asset misappropriation.

The results are as follow. First, reporting on internal control weakness is significantly
positively associated with the likelihood of detecting and reporting asset misappropriation.
The internal control weakness can be one of major causes in occurrence of asset
misappropriation. Second, with respect to characteristics of board of directors, in
general the activity and financial expertise of outside directors are negatively associated
with the likelihood of detecting and reporting asset misappropriation. In addition,
the independence of board of directors is positively associated with the likelihood of
detecting and reporting asset misappropriation. The positive relationship between
outside directors’ ratio and misappropriation implies a couple of problems that outsider
directors can play rubber stamps as well as the number of outside directors depends
on the enforcement of regulation. The negative relationship between the activity and
financial expertise of outside directors and misappropriation implies that the substantial

operations of the board of directors is far more important than the formal designs of
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the board of directors.

Compared to the prior researches which deal with fraudulent reporting, this study
focused on the relationship between the control system and asset misappropriation.
This study has an implication in that it provides empirical evidences that the
internal control system and board of directors can play an important role in preventing

asset misappropriation.

Key Words: Fraud, Asset Misappropriation, Internal Control System, Board of
Directors, Outside Director
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