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The determinants of board composition
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We identify factors that lead to changes among corporate directors. We hypothesize that the
CEO succession process and firm performance will affect board composition. Our findings
are consistent with both hypotheses. When their CEO nears retirement, firms tend to add
inside directors (wWho may be possible candidates to be the next CEQ). Just after a CEO
change, inside directors with short tenures appear more likely to leave the board (they,
perhaps, being the losing candidates). We also find that inside directors are more likely to
leave the board and outside directors more likely to join after a firm performs poorly and
when a firm leaves a product market.

1. Introduction

B Recent attention has focused on what corporate boards of directors do, how their com-
position affects what they do, and what should be done to improve their effectiveness.’
What has been ignored, though, is how boards get to be the way they are; the question of
what determines who gets added or taken off a board has been left largely unanswered. Our
goal here is to establish some empirical regularities about director selection in the hopes of
partially answering that question.

Understanding how directors are chosen is crucial to understanding corporate orga-
nization and governance: who gets selected will, in turn, affect the roles the board can play
and how effectively it can play them. Furthermore, knowing how board membership is
currently determined makes it possible to evaluate proposed reforms in the board selection
process, such as the ALI’s (1982) or Dunn’s (1987).
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and Weisbach (1988 ) are some examples.
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In this article we ask whether firm performance, CEO tenure, and changes in market
structure lead to changes in board composition. Our results suggest that outside directors
are more likely to join and inside directors more likely to leave a board after poor firm
performance, when firms leave product markets, and possibly when there is a new CEO.2
We also find that as a CEO nears retirement, insiders will be added to the board, possibly
to be “groomed” as candidates to be the next CEO (Vancil, 1987).

Section 2 develops the hypotheses to be tested. Section 3 describes our data. Section 4
presents the empirical results. Section 5 contains a discussion and conclusion.

2. Potential factors influencing director choice

m Evidence from both academic and business sources (Mace, 1971; Vancil, 1987) suggests
that the CEO plays a large role in choosing the board of directors. One concern of the CEO,
particularly toward the end of his tenure, is the choice of his successor. Both the business
press and some academic work (Mace 1971; Vancil, 1987) argue that “grooming” the next
CEO is a major motive for adding insiders to the board. That is, insiders are added to give
them exposure to a variety of corporate issues, as well as to make them more visible to the
other board members. Broad exposure to the work and problems of other divisions is valuable
experience for a potential CEO. In addition, greater visibility of potential CEOs will aid the
board in evaluating and choosing the next CEO. Thus, the CEO facilitates the succession
process through his choice of inside directors. Although some boards have only two insiders,
the CEO and his “heir apparent,” many boards include a number of “CEO candidates,”
who engage in a rivalry for the top job (or to be anointed heir apparent).’

The link between the board and the CEO succession process generates several testable
hypotheses: toward the end of a CEO’s tenure, insiders should be added to the board to
facilitate the succession. Also, insiders who come to feel they have little chance to become
the next CEO may leave the company.* At the beginning of a new CEO’s tenure a number
of insiders, losing candidates to become the new CEO, may leave, since they will not soon
have another chance to become CEO. Since the new CEO is not ready or, perhaps, even
able to begin his own succession process, he is not likely to wish to replace the departed
insiders with other insiders. Also, the new CEO may wish to fill the board vacancies with
outsiders who can offer good advice and counsel as he begins his job. Alternatively, a new
CEO may have less freedom to choose his board than an established CEO, and hence may
have to add outsiders to satisfy shareholders’ desires for greater monitoring. Finally, the
former CEO frequently stays on for a few years as chairman of the board, which further
limits the new CEO’s control of the board selection process.

A second set of explanations for board changes involves corporate performance: poor
corporate performance can lead to an inside director’s being fired, either at the urging of
the shareholders and the rest of the board, or by the CEO in an effort to protect himself
and the company. Thus, we would expect to see poor corporate performance leading to

2 An outside director is a director whose full-time job is not with the firm (often the CEO of another firm),
while an inside director is a director whose full-time job is with the firm. An explanation of how we operationalize
this sometimes murky distinction appears in Section 3.

3 The horse race among seven candidates, three of whom were added to the board, at General Electric to
determine Reginald Jones’ successor is an example of this ( Vancil, 1987).

There are, of course, other motives behind the choice of board members. For example, the CEO may choose
outside directors who will give good advice and counsel, who can bring valuable experience and expertise to the
board, and who offer a contrast to the perspectives and opinions found within the firm. The CEO may use his
choice of inside directors to enhance monitoring of subordinates or to reward valuable personnel.

4 A possible example is the departure of two of three executive vice presidents of Allied Chemical after
John Connor’s rejection of the outgoing CEO’s recommendation to make one of them COO and heir apparent.
(Vancil, 1987).
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resignations of insiders.’ The insider’s immediate successor on the board may or may not
be an insider. To the extent that poor performance indicates a need for a fresh perspective
or greater monitoring, a board vacancy following poor performance is more likely be filled
by an outsider than by an insider.

Finally, if a firm exits a market, the insider who was in charge of that market is likely
to lose his job or be demoted from the board. Therefore, there should be a positive correlation
between a reduction in the number of markets in which a firm operates and the number of
insiders who leave the board. When a firm enters a market, an insider who is already on
the board, rather than the person in charge of the market, may be given the additional
responsibility of managing that market. Consequently, we expect that entering a market
will be less strongly correlated with the addition of insiders to the board.

3. Data

B An overview of the variables. To study board composition we assembled a database on
the boards of directors for a sample of NYSE-traded companies. We began with the 322
firms used by Weisbach (1988), all of which had data available on both earnings (from
annual COMPUSTAT) and stock returns (from CRSP).® This data set contains detailed
information about CEO tenure and turnover. For each firm in the sample we collected data
from corporate proxy statements between 1971 and 1983. Because we were interested in
the factors that determine board composition, we eliminated all firms whose board com-
position was likely to be affected by regulation. This restriction eliminated 23 public utilities,
two airlines, and one railroad. Since banks and financial institutions have different board
structures than do industrial firms, we eliminated 13 banks and financial institutions from
our sample. We also required that each firm have a proxy available in Harvard’s Baker
Library for each year between 1971 and 1983. A total of 140 firms had missing proxies for
at least one of the 13 years. The resulting sample contained 142 firms.’

For each of our 142 firms we gathered 13 years of data on their board composition.
We classified each director according to his principal occupation. Full-time employees of
the corporation were designated as insiders. Directors who did not work full-time for the
corporation were classified as outsiders. Directors who were closely associated with the firm,
but were not full-time employees, were designated as “greys.” Greys either were related to
an officer of the company or had extensive business dealings with the company (as reported
on the proxy), which made their independence from management questionable. Directors
who were classified as grey because of business dealings were often lawyers, bankers, con-
sultants, or investment bankers. Because of the conflict-of-interest problems inherent in
having investment bankers on the board (Mace, 1971), investment bankers were always
designated as greys.

Our data collection procedure creates some relatively minor problems for determining
composition. To economize on data-collection costs, we examined the 1971, 1974, 1977,
1980, and 1983 proxies to determine our set of directors for each firm. We then used the

51t is almost impossible for external observers to distinguish between firings and voluntary resignations.
Corporations rarely announce publicly that they are firing top executives. Instead, they typically invent a face-
saving explanation for the executive that is indistinguishable from a voluntary resignation. (See Weisbach (1988),
Warner ef al. (1988), or Vancil (1987) for evidence.)

® This data set in turn comes from a sample of 495 firms used by MacAvoy et al. (1983). The 495 firms
represent all firms for which proxies were available in the Yale Library. 128 firms were excluded because they were
not in the Forbes compensation surveys, which provide the data on CEO tenure and turnover we use below. Finally,
45 firms were excluded because they were missing earnings data from COMPUSTAT.

7 In addition, we eliminated Chrysler Corporation because different directors represented different classes of
stocks, rather than representing all shareholders. We felt this structure differed too much from the rest of the sample
to be included.



