Endogenously Chosen Boards of Directors
and Their Monitoring of the CEO

By BENjAMIN E. HERMALIN AND MICHAEL S. WEISBACH *

How can boards be chosen through a process partially controlled by the CEQ,
yet, in many instances, still be effective monitors of him? We offer an answer
based on a model in which board effectiveness is a function of its independence.
This, in turn, is a function of negotiations (implicit or explicit) between existing
directors and the CEO over who will fill vacancies on the board. The CEO’s
bargaining power over the board-selection process comes from his perceived
ability relative to potential successors. Many empirical findings about board
structure and performance arise as equilibrium phenomena of this model. (JEL

D23, D73, G39, K22, L29)

Corporations are not governed by the pro-
cess that corporate law would seem to imply.
Corporate law states that shareholders choose
the board of directors, but, in practice, share-
holders almost always vote for the slate pro-
posed by management.! Moreover, this slate is
approved by, if not chosen by, the very CEO
these directors are supposed to monitor (see,
e.g., Myles L. Mace, 1971; Jay W. Lorsch and
Elizabeth Maclver, 1989; Ada Demb and
F.-Friedrich Neubauer, 1992). The resulting
governance system has been criticized as in-
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" Even when shareholders do challenge management’s
slate of directors in a proxy fight, Harry and Linda
DeAngelo (1989) find that they win a board seat only
about one-third of the time.
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effective in controlling management (see, e.g.,
Martin Lipton and Jay W. Lorsch, 1992;
Michael C. Jensen, 1993).

Given these apparent shortcomings, it is
easy to forget that the current system is, none-
theless, the market solution to an organiza-
tional design problem (albeit one that must be
solved under legal constraints—e.g., all firms
must have boards with certain powers).> Thus,
as George J. Stigler and Claire Friedland
(1983) argued, before any criticism of current
practice is taken too seriously, a thorough un-
derstanding of the market forces that have led
to its existence seems necessary. This, in part,
is what we propose to do here.

The previous literature has focussed on
what boards do, without asking how they get
to be the way they are. However, the answers
to these questions are invariably linked. For
instance, a board packed with the CEO’s rel-
atives will be less effective than one made up
of large shareholders. To understand corporate
governance, the questions of director choice
and director function must be answered
simultaneously.

To capture this simultaneity, we assume that
the board and the CEO negotiate over both the

2 Mark Roe (1994) expands on the role of legal and
political constraints. These, however, are better suited to
explaining cross-country differences in corporate gover-
nance than the intracountry differences that are our focus.
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CEOQO’s wage and the identity of new directors.
These negotiations could be explicit. Alterna-
tively, in keeping with the institutional litera-
ture (see, e.g., Mace; Lorsch and Maclver;
Demb and Neubauer), these negotiations
could be implicit—the CEO could nominate
new board members subject to a tacit under-
standing about the set from which they may
be chosen. Were the CEO to violate this un-
derstanding, the board would refuse to ap-
prove his nominees. The CEO’s bargaining
power in these negotiations comes from his
perceived ability relative to a replacement.

These negotiations determine the board’s
level of independence. Independence is im-
portant because a director’s willingness to
monitor the CEO increases with his or her in-
dependence. Monitoring provides information
about the CEO used by the board in deciding
whether to retain or to replace him. In this
model, therefore, both the structure of the
board and its actions are endogenously
derived.

To evaluate the model’s realism, we com-
pare its predictions to existing empirical find-
ings. Some of the model’s predictions are:

1. A CEO who performs poorly is more likely
to be replaced than one who performs well.

2. CEO turnover is more sensitive to
performance when the board is more
independent.

3. The probability of independent directors
being added to the board rises following
poor firm performance.

4. Board independence declines over the
course of a CEO’s tenure.

5. Accounting measures of performance are
better predictors of management turnover
than stock-price performance.

These predictions are consistent with existing
studies of large corporations.

Predictions 1 and 2 match the empirical ev-
idence on CEO turnover. A number of papers
(e.g., Anne T. Coughlan and Ronald M.
Schmidt, 1985; Jerold B. Warner et al., 1988;
Jensen and Kevin J. Murphy, 1990), find that
CEO turnover is negatively related to prior
performance. In addition, Weisbach (1988)
finds that the sensitivity of CEO turnover to
performance is greater for firms with a higher
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proportion of outside directors, presumably
because these firms’ boards are more indepen-
dent of management than are boards domi-
nated by inside directors.’

While prediction 1 follows from other mod-
els (e.g., David Hirshleifer and Anjan V.
Thakor, 1994), prediction 2 is more novel.
The intuition behind it is that new CEOs re-
quire more monitoring than old ones, since
less is known about their ability. More inde-
pendent boards have a greater tolerance for
this added monitoring, so they can afford to
be tougher with an incumbent CEO whose per-
formance is marginal.

Prediction 3 is consistent with the pattern of
director turnover found by Hermalin and
Weisbach (1988). They also find that the pro-
portion of outside directors on the board de-
creases over the CEO’s career. This finding
suggests that board independence declines
over a CEO’s tenure, consistent with predic-
tion 4.

Prediction 3 follows because poor perfor-
mance lowers the board’s assessment of the
CEO’s ability, reducing his bargaining posi-
tion and thus increasing the probability that the
CEO will be forced to accept more indepen-
dent directors. Similar logic explains predic-
tion 4: If a CEO keeps his job, then retaining
him must be worth more to the directors than
replacing him. This means that this CEO is, to
some extent, a rare commodity, which gives
him bargaining power vis-a-vis the directors.
He is, therefore, able to bargain for a board
that is more favorable to him.

Prediction 5 is consistent with both
Weisbach (1988) and Murphy and Jerold L.
Zimmerman (1993), who estimate equations
predicting management changes using both
stock returns and earnings and find that earn-
ings do a better job. Intuitively, earnings are a
function of current management only, but
stock returns reflect both current management
and the expectation of future management
changes.

* Outside directors are nonmanagement directors not
otherwise affiliated with the firm and inside directors are
management or directors with close ties to the firm (e.g.,
ex-CEOs of the firm). Some researchers also include a
third category, ‘‘grey’’ or ‘‘affiliated,”’ intermediate in
presumed independence between outsiders and insiders.



