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ABSTRACT

We use panel data on S&P 1500 companies to identify external network connections
between directors and CEOs. We find that firms with more powerful CEOs are more
likely to appoint directors with ties to the CEO. Using changes in board composition
due to director death and retirement for identification, we find that CEO-director ties
reduce firm value, particularly in the absence of other governance mechanisms to
substitute for board oversight. Moreover, firms with more CEO-director ties engage
in more value-destroying acquisitions. Overall, our results suggest that network ties
with the CEO weaken the intensity of board monitoring.

EXECUTIVES AND DIRECTORS OF major corporations are linked in many ways.
They may serve together on the board of directors of another company or they
may have worked together, either as employees or directors, in the past. They
may also be connected outside their employment networks. Executives may
play golf at the same country clubs, attend Business Roundtable meetings
together, or serve as trustees for the same charitable organizations. Or, they
may have graduated from the same MBA programs. Such network connections
between the management groups of different firms may increase value for
shareholders by creating conduits through which valuable information can flow
from one firm to another.! However, pre-existing network connections between
executives and directors within a firm may undermine independent corporate
governance, reducing firm value.?

*Fracassi is at the University of Texas at Austin and Tate is at the University of
California at Los Angeles. We would like to thank Mark Grinblatt; Yael Hochberg; Albert Sheen;
Aris Stouraitis; Avanidhar Subrahmanyam; Alexander Vedrashko; and seminar participants at
Claremont McKenna College, Dartmouth College, University of Oregon, Tulane University, UCLA,
University of Washington, the 2010 annual meeting of the American Finance Association (Atlanta),
the 2010 International Conference on Corporate Finance and Financial Markets (Hong Kong), and
the 2010 West Coast and Rocky Mountains Finance Workshop (Simon Fraser University) for helpful
comments. We acknowledge financial support from the Fink Center for Finance and Investments
(UCLA) and the Price Center for Entrepreneurial Studies (UCLA).

1 For background on the formation of social networks and their role in organizations, see Watts
(2003), Kilduff and Tsai (2003), McPherson, Smith-Lovin, and Cook (2001), Laumann (1973), and
Marsden (1987).

2 Subrahmanyam (2008) constructs a model in which firms trade off information flow about
managerial ability against lax monitoring in deciding whether to add networked directors to the
board.
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We test whether network connections between management and potential
directors influence director selection and subsequent firm performance. We
find that firms with more powerful chief executive officers (CEOs) are more
likely to add new directors with pre-existing network ties to the CEO. Fur-
thermore, firms with more CEO-director connections have significantly lower
valuations. Consistent with weaker board monitoring, high-connection firms
make more frequent acquisitions, but their merger bids destroy $473 million of
shareholder value on average, $354 million more than the bids of other firms.
The effects are concentrated in firms with weak shareholder rights, suggest-
ing that strong governance along other dimensions can partially substitute for
effective monitoring by the board of directors.

Following the wave of corporate scandals in the early 2000s, lawmakers
mandated increases in the independence of corporate boards. Major U.S. ex-
changes now require the majority of directors in listed firms to be independent.
In addition, new regulations have heightened independence requirements for
key board committees. Yet, there is little empirical evidence linking greater
board independence to better firm performance. One potential reason for this
empirical failure is the endogeneity of board selection. Hermalin and Weisbach
(1998) show that poorly performing firms increase board independence in equi-
librium, undermining the cross-sectional relation between independence and
performance. However, Hermalin and Weisbach (1991) and Bhagat and Black
(2000) fail to find evidence that board independence improves firm performance,
even controlling for this effect.? Another possibility is that empirical (and statu-
tory) notions of director independence fail to capture the true ideal modeled in
corporate governance theories. Directors who have network connections to the
CEO may qualify as independent directors, but not perform the intended role
as unbiased monitors.*

We use a panel data set of S&P 1500 firms to measure the prevalence and
impact of CEO-director ties in large U.S. corporations. We construct several
proxies for network connections using detailed biographical information on
CEOs and directors. In each year, we identify directors who share a current
employment position outside the firm with the CEO (typically external director-
ships). In addition, we identify directors who are officers or active participants
in the same nonprofessional organizations as the CEO (e.g., golf clubs or char-
ities). We also consider directors’ histories. We identify directors who shared
past memberships in nonprofessional organizations with the CEO, directors
who were employed by the same company as the CEO in the past (excluding
the current company), and directors who attended the same educational insti-
tutions as the CEO. For our main analysis, we construct an aggregate measure
of connectedness that sums the connections of all types between each director
and the CEO. However, our results do not depend on this aggregation and, in
particular, are robust to focusing individually on connections formed through
shared (past) career paths or nonprofessional activities.

3 See Hermalin and Weisbach (2003) for a survey of the extensive empirical literature.
4 In this sense, our analysis complements Masulis and Mobbs (2009), who try to separate inside
directors who improve monitoring from those who are captured by the CEO.
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We find that the allocation of connected directors across firms is not random.
In particular, firms with powerful CEOs—measured using the entrenchment
index (Bebchuk, Cohen, and Ferrell (2004))—are significantly more likely to
add new outside directors with pre-existing network ties to the CEO. The result
is robust to controlling for director characteristics like age and expertise as well
as year and industry fixed effects. We find similar results using other common
measures of CEO power, such as consolidation of the titles CEO, chairman of
the board, and president (Morck, Shleifer, and Vishny (1989), Adams, Almeida,
and Ferreira (2005)), and CEO tenure (Hermalin and Weisbach (1988)).

Firms with powerful CEOs may add more connected directors for reasons that
are benign from shareholders’ perspective: such firms may exploit the CEO’s
network in hiring directors to minimize search costs or exploit inside informa-
tion about director quality. Friendly boards may improve value by providing
better policy advice if (powerful) CEOs are reluctant to share private informa-
tion with independent directors (Adams and Ferreira (2007), Schmidt (2009)).
However, powerful CEOs may also use their increased bargaining power over
the selection process to shift board composition toward their preferences and, in
particular, to weaken future board monitoring (Hermalin and Weisbach (1998)).
To distinguish these hypotheses, we test directly whether CEO-director connec-
tions impact firm value.

First, we consider the implications of CEO-director ties for the relation be-
tween independence and firm value. Using a standard pooled OLS regression,
we show that there is no statistically significant relation between firm value
and independence in our data. However, when we reclassify directors with
network ties to the CEO as insiders, the effect of independence strengthens
economically and becomes statistically significant. Though suggestive, this ev-
idence is difficult to interpret due to the endogeneity of CEO-director ties. As
a next step, we use the death or retirement of directors to identify changes in
board composition that are not due to conditions inside the firm (and, critically,
to recent firm performance). We find a significant increase in value around the
death or retirement of a director with network ties to the CEO. The improved
performance is significant compared to the change in value around the death
or retirement of an unconnected director. Thus, remaining concerns about the
exogeneity of director death or retirement must differentially affect connected
directors to explain our results. As robustness checks, we include a variety of
additional controls. We also propose an alternative identification strategy: To
each firm that experienced the death or retirement of a director with ties to the
CEO, we compare the change in performance to a matched control firm from
the same industry at the time of the shock with similar characteristics and
board composition (including the number of CEO-director ties). In all cases,
firms with more CEO-director connections underperform.

Our results suggest that weakened monitoring is an important consequence
of director network ties to the CEO. Consistent with this mechanism, we
find that the impact of directors with CEO ties on firm value is greatest
in the absence of strong shareholder rights, measured using the GIM index
(Gompers, Ishii, and Metrick (2003)). To provide more direct evidence of differ-
ences in monitoring intensity, we measure the impact of CEO-director ties on



156 The Journal of Finance®

firms’ acquisition decisions. Major acquisitions are often initiated by the CEO,
but require board approval. Moreover, they can have a substantial impact on
firm value. Thus, they are a natural context in which to study the impact of
management-friendly boards on monitoring. We find that firms with a higher
percentage of independent directors with network ties to the CEO acquire at
a heightened rate. The result holds when we use firm fixed effects to measure
the effect using within-firm changes in network ties and when we use director
deaths and retirements to instrument for network ties. We also measure the
value consequences of the deals for shareholders. We find that the average
cumulative abnormal return for the 3-day window surrounding merger an-
nouncements is lower for firms with a higher percentage of connected directors
and that the average value created by the deals (for acquiring shareholders) is
negative. Again, value destruction is concentrated in firms with weak share-
holder rights, suggesting that other forms of governance can substitute for
board oversight.

Overall, our results suggest that network ties between directors and the
CEO undermine the effectiveness of internal governance. A natural question
is whether the new regulations concerning board structure implemented fol-
lowing the Sarbanes-Oxley Act (SOX) have impacted the frequency with which
such directors are added to corporate boards. Though there have been signif-
icant increases in board independence following SOX, even among firms that
already complied with its provisions prior to 2002, we find no evidence of a
significant change in either the fraction of directors connected with the CEO
serving on corporate boards or the propensity of firms to add such directors
to their boards. Thus, the reduction of CEO-director ties could be an effective
target for future governance reform.

Our analysis builds on a large existing literature in management and fi-
nance. Zajac and Westphal (1996) find evidence that firms in which the CEO
has more control over the director selection process are more likely to add di-
rectors with a history of implementing CEO-friendly policies in other firms.
Avery, Chevalier, and Schaefer (1998) find that CEOs who pursue acquisitions
are more likely than other CEOs to add outside directorships. Our evidence on
director selection refines these results by demonstrating that the identity of
the director matters—that is, whether the CEO has a pre-existing relationship
with the candidate—and not just the policies that he or she is likely to advo-
cate. Similarly, Westphal and Zajac (1995) develop a measure of demographic
similarity between CEOs and directors—based on age, functional background,
educational level similarity, and insider/outsider similarity—and show that
greater similarity between the CEO and the board is related to higher CEO
compensation. We focus on shared experiences rather than shared backgrounds
to isolate the impact of personal relationships on firm value.

Existing evidence on the value implications of network connections is mixed.
Network ties appear to enhance value by facilitating information flow in a va-
riety of contexts: venture capital investment (Hochberg, Ljungqvist, and Lu
(2007)), mutual fund investment (Cohen, Frazzini, and Malloy (2008)), an-
alyst recommendations (Cohen, Frazzini, and Malloy (2010)), and corporate
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investment (Fracassi (2008)). However, network ties also appear to weaken
corporate governance, leading to distortions in director selection (Kuhnen
(2009)), CEO retention decisions (Nguyen-Dang (2008)), and corporate invest-
ment (Guner, Malmendier, and Tate (2008)). In addition, several recent papers
argue that network connections through cross-directorships lead to higher ex-
ecutive compensation (Larcker et al. (2005), Barnea and Guedj (2007), and
Hwang and Kim (2009)).> Our analysis builds on the latter set of literature.
We use a broader panel data set than most existing studies (2,083 firms; 8
years; 20,189 directors). The time-series dimension allows us to address the
potential endogeneity of network ties: We measure the value implications of
network ties between directors and CEOs in large U.S. firms using within-firm
changes and shocks to network ties due to director deaths and retirements. We
also consider a comprehensive set of network ties, including not only current
professional ties, but also links through past employment, social activities, and
education.

The remainder of the paper is organized as follows. In Section I, we describe
the data. In Section II, we describe the construction of our network measures
and test the impact of CEO-director ties on director selection. In Section III, we
measure the impact of connections on firm value and the strength of corporate
governance. Section IV concludes.

I. Data

The core of our data set is biographical information on the directors and
top five disclosed earners of publicly traded U.S. companies, obtained from
the BoardEx database of Management Diagnostics Ltd. Our sample contains
information on S&P 1500 firms between 2000 and 2007. For each fiscal year
during the sample period, we observe demographic information on each of the
firms’ directors and top earners, including age, gender, and nationality. We also
observe detailed information on their professional and leisure activities. We
observe their current place of employment and job title and all corporate boards
on which they sit, including information on the board committees on which
they serve. In addition, we have detailed information on their employment
histories, including organizations in which they work, roles, role descriptions,
and years of employment. Outside of the professional realm, we observe other
organizations to which they belong (like charities and leisure clubs), the roles
they perform in those organizations, and the years in which they are members.
Finally, we observe their educational histories, including institutions attended,
graduation years, and degrees earned. We provide additional details on the data
and its construction in the Appendix.

To perform our analysis, we match the biographical data from BoardEx with
director-, executive-, and firm-level information from several sources. To mea-
sure corporate investment choices at the project level, we merge our data with

5 An earlier literature finds little evidence that director interlocks significantly increase CEO
pay (Core, Holthausen, and Larcker (1999), Hallock (1997)).
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the SDC Platinum Mergers & Acquisitions Database. We include disclosed
value deals involving U.S. targets. We exclude leveraged buyouts, exchange
offers, repurchases, spinoffs, minority stake purchases, recapitalizations, ac-
quisitions of remaining interest, self-tenders, and privatizations. To measure
value changes around merger bids, we obtain stock return information from
CRSP.

We obtain firm-level financial information from Compustat. We use the natu-
ral logarithm of the ratio of the market value of assets to book value to proxy for
Tobin’s @. The book value of assets is total assets. The market value of assets
is total assets plus the market value of equity minus the book value of equity.
The market value of equity is the stock price at the end of the fiscal year times
common shares outstanding. The book value of equity is total stockholders’ eq-
uity (or, if that is missing, the first available of total common equity plus total
preferred stock or total assets minus total liabilities) minus the liquidating
value of preferred stock (or, if that is missing, the first available of the redemp-
tion value of preferred stock or total preferred stock) plus deferred taxes and
investment tax credit (if available). We measure cash flow as income before
extraordinary items plus depreciation scaled by the lag of total assets. ROA is
income before extraordinary items plus interest expense scaled by the lag of
total assets. Market leverage is long-term debt plus debt in current liabilities,
divided by the numerator plus the market value of equity.

Finally, we retrieve two firm-level governance measures constructed using
data from the RiskMetrics Group: the GIM index, which measures the number
of antishareholder provisions in the firm’s charter or in state laws to which the
firm is subject, and the entrenchment index, which refines the GIM measure by
considering only a subset of six provisions that are most related to managerial
entrenchment.

Table I contains summary statistics of the data. In Panel A, we provide
demographic details at the director level. The data contain 108,770 director-
year observations on 20,189 distinct directors. The average age in the sample
is 59 and the average director tenure is 8 years. Roughly 70% of director-years
are served by independent directors and 10% by women. On average, directors
sit on 1.5 boards. In Panel B, we summarize the firm-level data. Our sample
consists of 11,468 observations on 2,083 firms. The average firm is large, with
assets of $14 billion. The typical board has roughly nine members, 69% of whom
are independent.

II. CEO-Director Network Connections
A. Social Network Index (SNI)

We use our core biographical data from BoardEx to construct several binary
measures of network connections between outside directors and the CEOs of
their firms. We consider connections of four types: current employment (CE),
prior employment (PE), education (Ed), and other activities (OA). Current em-
ployment connections are typically external directorships in the same firm.
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These connections are more general than traditional “interlocking director-
ship,” since the director need not be an executive of an external firm in which
he works with the CEO to qualify as connected (directorship is sufficient). Prior
employment connections capture overlapping prior employment in any firm ex-
cluding the firm for which we are measuring social ties between the CEO and
the board. Education connections require that the director and CEO attended
the same school and graduated within 1 year of each other. Other activities con-
nections are shared memberships in clubs, organizations, or charities.® In our
sample, directors have other activity ties to the CEO via 1,056 distinct organi-
zations. Among organizations that account for at least 10 CEO-director ties in
a sample year are Boy Scouts of America, Conference Board Inc., Commercial
Club of Chicago, Kennedy Center Corporate Fund, Boys and Girls Clubs of
America, the American Petroleum Institute, the Museum of Science and In-
dustry, Northwestern University, and the Chicago Symphony Orchestra.” Also
included, though typically less common, are professional organizations like the
American Heart Association. One concern is the size and anonymity of some of
these organizations. To mitigate this concern, we require active participation
in the organization in our definition of OA connections. That is, a director and
CEO must be officers or directors in the organization and not merely members
to count as connected.® A second concern is the degree to which membership
in organizations like the American Heart Association might capture a specific
expertise, rather than a network tie between the director and CEO. We verify
the robustness of our results to including direct measures of expertise (e.g.,
indicator variables for doctors, lawyers, accountants, and financial experts) as
controls in our regressions. We also conduct a parallel analysis in which we ex-
clude OA connections altogether. Our main results are unaffected, confirming
that close ties matter whether they derive from a history of common employ-
ment or from shared social endeavors. In the Internet Appendix,® we tabulate
the results of our key regressions linking network ties to firm value under this
alternative approach.

6 We do not impose a restriction on the timing of other activities. Though our information on
education, employment, and other activities is comprehensive, we do not always observe the start
and end date for each endeavor. This problem is most severe for other activities. We do not observe
the start date roughly 53% of the time and the end date 38% of the time and cannot classify
a director and CEO as linked if we require overlapping tenures. Including them in the control
sample may severely attenuate the measured impact of network connections on decision-making.
However, the error in our specification is likely to be small. Most of the other activities—like golf
memberships and charitable work—are long-lasting activities, so that two members for whom we
do not observe the exact start and end dates are highly likely to have overlapping tenures.

"In the Internet Appendix, we list the 50 organizations that generate the most CEO-director
ties.

8 This restriction makes little difference to our results. For some activities, like membership
in Augusta National Golf Club, any membership is likely to be an “active” membership (since the
purpose of the organization is to engage in social activity). We also estimate a specification in which
we relax the requirement of active membership for these types of social clubs, with little impact
on the results.

9 An Internet Appendix for this article is available online in the “Supplements and Datasets”
section at http://www.afajof.org/supplements.asp.
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Our main measure of network ties, Social Network Indix (SNI), aggregates
the number of connections of all four types between the outside director and
the CEO. In roughly 16% of director-years, the director shares a connection
with the CEO (SNI >0). The most common sources of network connections
are past employment and other activities and the least common are education
and current employment. This pattern is reassuring, since cross-directorships
(i.e., current employment connections) are the most challenging to separate
from other firm- and industry-level variation. In Panel A of Table I, we provide
director-level summary statistics for the subsamples of directors with at least
one SNI connection to the CEO and unconnected directors. We also provide
p-values for ¢-tests of the significance of cross-sample differences in means.
Because of the large sample sizes, small economic differences are often nev-
ertheless statistically significant. Notably, roughly 69% of connected directors
are statutorily independent, compared to 79% of unconnected directors. To
separate the impact of independence from network ties, we either control for
independence in our analysis or focus only on connections among independent
directors. There are also significant differences in the committee assignments
of connected and unconnected directors. In particular, connected directors are
significantly more likely to serve on the executive committee.!°

To conduct firm-level analysis, we compute the percentage of directors who
have at least one network tie to the CEO.!! In Panel B of Table I, we report
firm-level summary statistics for firms with percentages above and below the
sample median. Connected boards tend to be larger, older, and have older CEOs.
Perhaps surprisingly, they also have shorter average director tenure. Notably,
connected boards also appear to have lower values of common performance
measures: @, cash flow, and ROA, though the last difference is insignificant.!?

In Panel C of Table I, we present the pairwise correlations of the individual
components of the SNI measure with each other and with aggregate SNI,
both at the firm and the director level. The majority of pairwise correlations
are positive and significant, suggesting, for example, that a director and CEO
who serve together on an external corporate board are also more likely to do
charitable work or go to the symphony together.

To illustrate the variation in network ties between CEOs and directors, we
map the full set of board ties for Citi Corp in the years 2001 and 2002, during
the period in which Citi was assembling its “financial supermarket” (tabulated
in the Internet Appendix). Consistent with the patterns in Table I, the bulk
of the network ties occur through past employment and other activities. We
find that 56% of the directors share a network tie with CEO Sandy Weill in
2001 and 47% in 2002, well above the sample average of 15% and the banking
industry average of 14%, illustrating the substantial cross-sectional variation

101p the Internet Appendix, we confirm these patterns using pooled and fixed effects regressions.

11 Qur results are qualitatively unchanged if we instead consider the number of directors with
ties to the CEO or the total number of network ties between directors and the CEO (controlling for
board size).

121n Table I, we report statistics on @ measured in levels. However, in all regression analyses
that follow, @ is included in log form to address the clear skewness in its distribution.
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that exists in board composition across firms. There is also substantial variation
over time: between 2001 and 2002, three connected directors leave the board
and are replaced by only one new director (who is also connected to Weill). More
generally, changes in board connections also occur: (1) when there is a change
in CEO and (2) when a director or CEO gains or loses an external board seat
or activity. We focus on time-series (and within-board) variation in network
ties wherever possible to identify their impact separately from omitted firm-
level differences. However, even this identification strategy may be insufficient.
For example, several connections among the Citi directors arise due to past
employment in Travelers before its combination with Citi. To address changes
in network ties that may be endogenous to firm policy, we also consider director
exits due to deaths and retirements.

B. Director Selection

To assess further the properties of the SNI measure, we analyze the firm’s
choice of new directors. We compare the incidence of pre-existing network ties
to the CEO among new directors added by firms with more and less powerful
CEOs. Because powerful CEOs have more bargaining power over the director
selection process, we expect the characteristics of new directors added in such
firms to more fully reflect CEO preferences. A relation between CEO power and
SNI ties would suggest that close ties matter to the CEO. It is then natural to
ask whether this preference is in the interest of the firm’s claimholders.

We use the entrenchment index to measure CEO power. Notice in Panel B of
Table I that the entrenchment index has a significant positive association with
CEO-director connections. We identify all outside directors added to the board
during our sample period and measure their connectedness to the CEO at the
time they join the board using the SNI index. We then regress connectedness
on the entrenchment index, controlling for director age and independence, firm
size, @, and ROA (all measured at the beginning of the fiscal year in which the
director appointment occurs). We cluster the standard errors at the firm level
to account for the possibility that director additions within the same firm are
not independent.

Table II presents the results. In Column 1, we find that directors added
to the board in firms with more powerful CEOs have significantly more ex-
isting network ties to the CEO. The effect is also economically significant. A
one-standard-deviation increase in the entrenchment index (1.3) is associated
with an 18% increase in the SNI index from its mean. In Column 2, we add
fixed effects for the Fama-French 49 industry groups and in Column 3 we
supplement the industry effects with year fixed effects. The industry effects
account for the possibility that certain businesses require a specific expertise
in the management team and that individuals with such expertise share con-
nections through various professional organizations. While ideally we would
include a firm effect to capture firm-specific differences in the need for such
expertise, the entrenchment index contains little meaningful within-firm vari-
ation over the 7-year sample period. The year effects account for potential
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Table II
CEO Power and Director Selection

The sample is restricted to newly appointed nonexecutive directors (one observation per new direc-
tor). The dependent variable is Social Network Index (SNI) at the time of appointment, where SNIis
defined as the sum of Current Employment Connection, Prior Employment Connection, Education
Connection, and Other Activity Connection. Current Employment Connection indicates that both
the director and CEO currently serve externally in at least one common firm. Prior Employment
Connection indicates that the director and CEO both served in at least one common company in
the past, excluding prior roles in the company in question. Education Connection indicates that the
director and CEO attended the same school at the same time. Other Activity Connection indicates
that the director and CEO share active membership in at least one nonprofessional organization.
Entrenchment Index measures antishareholder charter provisions and is defined and constructed
by Bebchuk et al. (2004). Age is the director’s age, measured in years. Independence is an indicator
variable equal to one if the director is independent. ROA is net income plus interest expense, scaled
by the lag of total assets. Q is the natural logarithm of the ratio of the market value of assets to the
book value of assets. Firm Size is the natural logarithm of total assets. ROA, Q, and Firm Size are
measured at the beginning of the fiscal year. Industries are the Fama-French 49 industry groups.
All standard errors are clustered at the firm level. ¢-statistics are in parentheses. All regressions
include a constant. * indicates significance at the 10% level; ** significance at 5%; *** significance
at 1%.

OLS OLS OLS
(1) (2) 3)
Entrenchment index 0.0155 0.0106 0.0109
(3.50)*** (2.29)** (2.35)**
Age 0.0028 0.0026 0.0027
Independence 0.0239 0.0262 0.0381
(1.56) (1.64) (2.26)**
ROA -0.0175 -0.0172 —0.0230
(0.29) (0.28) (0.37)
Q -0.0114 0.0010 —0.0026
(0.85) (0.07) (0.19)
Firm size 0.0177 0.0122 0.0116
(5.13)*** (3.30)*** (3.02)***
Industry fixed effects No Yes Yes
Year fixed effects No No Yes
Observations 4,562 4,516 4,516
Adjusted R? 0.02 0.04 0.04

differences in the timing of board changes across firms with more or less pow-
erful CEOs. In both cases, we confirm the positive relation between CEO power
and pre-existing network ties between new directors and the CEO.

We also perform a number of robustness checks on the evidence. First, we
consider alternative measures of CEO power. We re-estimate the regressions
in Table II using consolidation of the titles CEO, chairman of the board, and
president (BOSS) and CEO tenure as power measures. We find qualitatively
similar results, though the results using the entrenchment index are strongest
statistically. In the Column 1 specification, for example, we estimate a coeffi-
cient of 0.018 on the BOSS measure (p-value = 0.08) and 0.013 on CEO tenure
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(p-value = 0.19). We also consider a third alternative: the ratio of CEO total
compensation to total compensation of the next highest paid executive in the
firm (Hayward and Hambrick (1997), Bebchuk, Cremers, and Peyer (2007)).
The drawback of this measure relative to the other three is the endogeneity
of compensation; nevertheless, it yields similar results. In the Column 1 spec-
ification, we estimate a coefficient of 0.031 (p-value = 0.02) on the natural
logarithm of the compensation ratio. We also use principal component analy-
sis on the correlation matrix of the power measures to separate the common
power component from the idiosyncratic noise in the proxies. In the Internet
Appendix, we provide additional details on the construction of a power index
using this approach and use it to replicate the results from Table II. In our
main analysis, we include the entrenchment index, BOSS, and CEO tenure.
However, the results are stronger if we include the compensation ratio as a
fourth input to the index. We also estimate an additional regression specifica-
tion, controlling for the percentage of directors already serving on the board at
the time of the appointment who have SNI connections to the CEO and inter-
acting this control with the CEO power index. We find some evidence that more
connections between the CEO and existing directors increases the number of
ties between the CEO and newly appointed directors, particularly if the CEO
is also powerful, though the statistical significance of the results is sensitive
to the specification of CEO power. In this case, the CEO not only has power to
influence the selection process, but also has a friendly board already in place
to approve his choices.

Overall, our evidence supports the hypothesis that CEOs prefer to have their
friends on the board. However, the value implications of this board structure for
shareholders are unclear. Powerful CEOs may use their networks to minimize
search costs in finding capable directors. They may also have private informa-
tion about the ability of director candidates with whom they share network ties.
On the other hand, we find that our result holds even if we measure connections
using only other activities in which both the CEO and director participate. In
the Column 3 specification, for example, the coefficient on the entrenchment
index is 0.012 with a ¢-statistic of 3.93 using other activity connections as the
dependent variable. Thus, CEOs would need to be at least as adept at discern-
ing director quality through charitable or social activities as through shared
work experience. Another possibility is CEOs prefer to have their friends on
the board because they expect weaker monitoring, to the potential detriment of
shareholders. To distinguish these possibilities, we provide direct evidence on
the link between SNI, firm value, and monitoring intensity in the remainder
of the paper.

ITII. Network Ties and Firm Outcomes

Recent governance reforms have mandated increased director independence,
presumably to strengthen monitoring. Yet, there is little reliable evidence link-
ing greater independence to higher firm value. We begin by asking whether
the failure to account for network ties between CEOs and directors contributes
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Table IIT
Independent Directors and Firm Value

The dependent variable is Tobin’s Q, measured as the natural log of the ratio of the market value
of assets to the book value of assets. All independent variables are measured at the beginning of
the fiscal year. Firm Size is the natural log of total assets. Board Size (Independence) counts the
number of directors (independent directors). Independence — Connections counts the number of
independent directors minus independent directors with at least one Social Network Index (SNI)
tie to the CEO. SNI is defined as the sum of Current Employment Connection, Prior Employment
Connection, Education Connection, and Other Activity Connection. Current Employment Connec-
tion indicates that both the director and CEO currently serve externally in at least one common
firm. Prior Employment Connection indicates that the director and CEO both served in at least
one common company in the past, excluding prior roles in the company in question. Education
Connection indicates that the director and CEO attended the same school at the same time. Other
Activity Connection indicates that the director and CEO share active membership in at least one
nonprofessional organization. Market Leverage is long-term debt plus debt in current liabilities,
divided by the numerator plus market equity. GIM is the Gompers, Ishii, and Metrick (2003) gov-
ernance index. All standard errors are clustered at the firm level. ¢-statistics are in parentheses.
All regressions include a constant. * indicates significance at the 10% level; ** significance at 5%;
*** significance at 1%.

OLS OLS OLS OLS
(1) (2) (3) (4)
Firm size 0.0057 0.0011 0.0061 0.0029
(0.78) (0.15) (0.85) (0.42)
Independence 0.0002 0.0075
(0.05) (1.60)
Independence—connections 0.006 0.0108
(1.93)* (3.04)***
Board size —0.0069 —0.0128 —0.0096 —0.0135
(1.67)* (2.81)*** (2.56)** (3.50)***
Market leverage —1.3416 —-1.329 —1.3397 —-1.3274
(27.91)*** (28.12)*** (27.97)*** (28.28)***
GIM —0.0062 —0.0063 —0.0066 —0.0063
(1.94)* (1.99)** (2.08)** (2.02)**
Year fixed effects No Yes No Yes
Observations 7,159 7,159 7,159 7,159
Adjusted R? 0.37 0.39 0.37 0.39

to this empirical failure. We run a pooled OLS regression of Tobin’s @ on the
number of independent directors on the board, controlling for board size, firm
size, market leverage, and the GIM measure of corporate governance.'? We
measure all independent variables at the beginning of the fiscal year and ad-
just standard errors for clustering at the firm level. Column 1 of Table III
reports the results.

The variables generally have the anticipated effects on value: higher lever-
age, larger board size, and weaker shareholder rights are all associated with

13 We use Tobin’s @ to proxy for firm value following, for example, Hermalin and Weisbach
(1991), Morck, Shleifer, and Vishny (1988), and Villalonga and Amit (2006). Scaling the market
value of assets by book assets removes heteroskedasticity. Moreover, high ratios (partially) capture
a stronger market belief in the ability of management to productively deploy assets in the future.
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lower firm valuations. We also find little impact of independence on firm value,
consistent with prior research (e.g., Hermalin and Weisbach (1991)). The effect
of independence strengthens, but remains (marginally) insignificant when we
correct for year fixed effects (Column 2). To assess the role of connections in un-
dermining the link between independence and value, we redefine independence
by subtracting the number of directors with at least one SNI connection to the
CEO. In Columns 3 and 4, we re-estimate the regressions using this alternative
definition of independence. Removing directors with SNI ties to the CEO from
the set of independent directors reveals a significant positive relation between
independence and firm value. The economic magnitude of the effect remains
relatively modest: in the Column 4 specification, increasing independence by
one standard deviation increases Tobin’s @ by 5.1% from its mean. The results
are similar using the percentage of independent directors as the regressor of
interest, with or without the board size control.

The results suggest that unconnectedness captures true independence (and
incentives to monitor) better than statutory independence. However, these re-
gressions are subject to the same endogeneity concerns that make the original
regression of Tobin’s @ on independence difficult to interpret. In the cross-
section, some firms may be better than others and low director independence
may be a symptom rather than the cause. Board composition may also vary
with firm strategy (e.g., firms that grow by internal expansion versus firms
that grow by acquisition) and those differences in strategy may be responsi-
ble for any differences in performance. In the time series, firms may increase
board independence (or remove directors with SNI ties) precisely when perfor-
mance is weak. Or, firms may adjust board composition as they adjust their
strategies over time. Thus, our next step is to measure the impact of SNI con-
nections on firm value using a more careful identification strategy to address
the endogeneity of board composition.

A. Firm Value

Our evidence thus far suggests that network ties between directors and CEOs
undermine director independence. In this section, we measure the direct im-
pact of network ties on firm value separately from the impact of independence,
focusing on within-firm changes in the fraction of independent directors with at
least one SNI tie to the CEO. To address the endogeneity of (changes in) board
composition, we isolate a subset of changes in board connectedness that are
plausibly unrelated to firm performance. Specifically, we consider decreases in
connectedness due to director deaths and retirements. We define a director de-
parture as a retirement if the director is at or beyond the company’s mandatory
retirement age.

One immediate issue is whether to include the death or retirement of a CEO,
since these events also sever network ties to the company’s sitting directors.
Because CEOs are responsible for the day-to-day operations of the firm, a CEO
death or retirement is likely to affect many performance-relevant decisions
inside the firm, regardless of whether it severs ties with the firm’s independent
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directors. Thus, we do not include such shocks among our set of events. The
primary role of independent directors, on the other hand, is not to initiate firm
policies, but to advise management and to approve CEO proposals. Thus, the
death or retirement of an independent director with a network tie to the CEO
is not likely to create operational upheavals that will confound our estimates,
but instead is likely to generate a shock to the mechanism of interest: the ease
with which the CEO can gain approval for proposed projects.

An advantage of our context is that we observe natural sets of “treatment”
and “control” events. In our sample, there are 101 deaths of independent di-
rectors and 866 retirements. Of the independent directors who die during the
sample, 17 had at least one SNI tie to the CEO. Of the independent directors
who retire, 134 were connected to the CEO. Thus, overall, the sample contains
151 events in which a director-CEO tie is severed and 816 “control” events
in which no director-CEO links are affected. Our main identification strategy
is to compute the difference in value changes around the two types of event.
The differences-in-differences approach corrects for other (unobserved) factors
that might be associated with both the death or retirement of directors and
changes in firm value. We also subdivide our sample based on shareholder
rights, measured using the GIM index. If different governance mechanisms
are substitutes, we expect to see a greater impact of weak board monitoring
among firms that also have weak shareholder rights.

In Panel A of Figure 1, we plot Tobin’s @ for the 7-year window around the
death or retirement of an independent director, where year O is the end of
the fiscal year in which the death or retirement occurs. We plot separate time
paths for directors with and without network ties to the CEO to separate the
impact of network ties from the general effect of independent director death or
retirement. Among connected directors, we observe a noticeable improvement
in firm value over the event window. The average change in value from year —1
(the last observation of @ before the event) to year +2 is 0.093, significant at
the 5% level using standard errors adjusted for firm-level clustering.'*

Notably, there appears to be some improvement in value from —2 to —1.
However, our identification of the “event year” (year 0) is clearly an upper
bound. Consider, for example, a hypothetical firm with a fiscal year ending
in December. If a connected director died in early January of 2003, we would
classify fiscal year 2003 as year 0 (so that @ in year 0 is the value observed in
December of 2003, after the death). If this director had an illness prior to death,
it is possible that the connection was effectively severed during 2002. This
would not make the event less valid for identification, but the year —1 value
of @ (observed in December of 2002) would now capture value after the “true”
event date. Since stock prices can and should adjust quickly to incorporate
new information about future firm value, it would be reasonable to expect
some adjustment to the change in board composition in the year of the change.
Moreover, it is important to note the flatness in the plot from year —3 to year —2

14 Note that the average change in @ does not exactly equal the changes in average @ observable
in Figure 1 due to a small number of firms with missing values of @ at —1 or +2.
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Panel A. Firm Value around Director Deaths and
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Figure 1. Firm value around director deaths and retirements. Tobin’s  is measured as
the natural log of the ratio of the market value of assets to the book value of assets. “Connected”
means a value of the Social Network Index (SNI) greater than or equal to one, where SNI is de-
fined for independent directors as the sum of Current Employment Connection, Prior Employment
Connection, Education Connection, and Other Activity Connection. Current Employment Connec-
tion indicates that both the director and CEO currently serve externally in at least one common
firm. Prior Employment Connection indicates that the director and CEO both served in at least
one common company in the past, excluding prior roles in the company in question. Education
Connection indicates that the director and CEO attended the same school at the same time. Other
Activity Connection indicates that the director and CEO share active membership in at least one
nonprofessional organization. GIM is the Gompers, Ishii, and Metrick (2003) governance index.
Year 0 is the fiscal year during which the director death or retirement occurs.



External Networking and Internal Firm Governance 171

(and from +2 to +3). This suggests that the value changes we observe within
the —3 to +3 window are associated with the event and are not part of a longer-
term continuous time trend. By contrast, firm value appears to be flat around
the deaths and retirements of unconnected directors. The average change in
value from year —1 to year +2 is a statistically insignificant 0.013. Moreover,
the difference in the average value change between connected and unconnected
director departures (0.079) is statistically significant at the 10% level (p-value =
0.055). Though firm value is lower in firms with connected directors in year —3,
it appears to converge to the value among firms with unconnected directors by
year +3. In Panels B and C, we split the sample using the value of the GIM index
at the time of the death or retirement event. Firms with index values below
(above) the sample median have strong (weak) shareholder rights. We find that
the improvement in value from removing independent directors with ties to the
CEO is concentrated in the set of firms with weak shareholder rights (Panel
C). Among these firms, the average change in value from year —1 to year +2
is 0.136, significant at the 1% level. In firms with strong shareholder rights,
the effect is an insignificant 0.031 over the same horizon."®

Next, we analyze these patterns in a formal differences-in-differences frame-
work. We define an indicator variable After that takes the value one for each
full fiscal year after the death or retirement of an independent director. We also
interact After with an indicator for connected deaths or retirements (i.e., cases
in which the exiting independent director had at least one SNI tie to the CEO).
We then regress Tobin’s @ on After and its interaction with the connections in-
dicator for the sample of firms that experience an independent director death
or retirement. All regressions contain firm fixed effects and include only firms
for which we observe at least one fiscal year before and at least one fiscal year
after the event. Thus, the coefficient on After captures the average within-firm
change in value around events involving unconnected independent directors.
The coefficient on the interaction captures the difference in differences, or the
impact of SNI connections on the value change. Because individual firms can
experience multiple events, we include a panel of firm-years for each individual
event and adjust for a panel-specific firm effect. Standard errors are clustered
at the firm level to correct both for the repetition of firm-years across such
events and for within-firm serial correlation of the residuals.

In Column 1 of Table IV, we present a baseline regression without controls
for the symmetric window containing the 5 fiscal years around each event ([-2,
2]). We estimate an overall change in value of 0.1036 among firms that lose a
connected independent director to death or retirement, an effect that is signif-
icant at the 1% level. When unconnected directors exit, we observe a 0.0332
increase in value. The difference in differences is 0.0704, which is statistically
significant at the 10% level. In Column 2, we reintroduce standard valuation

151n Panel B, we see a difference in the level of @ between firms that experience exits of
connected and unconnected independent directors. However, it is important to note that these
plots are univariate and do not control for factors like board size and the number of independent
directors, which predict both value and connections. The key finding in the figure is the lack of any
apparent trends in value around either type of event.
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regression controls from Table III: firm size, market leverage, board size, di-
rector independence, and the GIM governance index. The controls appear to
explain a portion of the value increase among firms that experience uncon-
nected director exits, but have little impact on our estimate of the difference in
differences. Economically, an effect of 0.07 represents a 16% increase in Tobin’s
@ from its mean. De-logging, this effect translates to a 7.2% increase in market
value scaled by book assets.

In Columns 3 and 4, we re-estimate the specification from Column 2 over
two alternative event windows: [—1, 2] and [—3, 3]. The first window “stacks
the deck” against finding changes in the connected sample (or a significant
difference in differences) by excluding the lower year —2 and —3 values of
Tobin’s  from the calculation of average pre-event value. We find a significant
difference in differences over both windows. Not surprisingly, the shorter [—1,
2] window provides the smallest point estimate (0.0639); however, it also gives
the most statistically reliable estimate. Overall, there is no evidence that our
conclusions are sensitive to the choice of event window.

Our results are consistent with the hypothesis that connected independent
directors provide weaker monitoring. Thus, in Column 5 to 7, we investigate
whether the effect is mitigated in the presence of strong shareholder rights to
substitute for active governance by the board. We split the sample of indepen-
dent director deaths and retirements based on the value of the GIM index at the
beginning of the event year. We classify firms with GIM below the sample me-
dian (10) as having strong shareholder rights (Column 4) and firms with GIM
at or above the sample median as having weak shareholder rights (Column 5).
We find that the increase in value around the departure of connected directors
is indeed concentrated in firms with weak shareholder rights. We find a differ-
ence in differences of 0.099, significant at the 5% level, in this subsample. By
contrast, there is no significant difference among firms with strong shareholder
rights. Finally, in Column 7 we test whether the cross-subsample difference is
significant by running a full-sample regression including the triple interaction
of After with the dummy for connectedness and a dummy for weak shareholder
rights. Though similar in magnitude to our baseline differences-in-differences
estimates, the triple interaction effect is not statistically significant.

As a robustness check, we also consider the significance of the change in
value around the deaths or retirements of connected independent directors
relative to an alternative benchmark. Instead of using value changes around
the death or retirement of unconnected independent directors as the bench-
mark, we match each firm that experienced a connected independent direc-
tor death or retirement to a similar firm (or firms) that did not experience a
shock to board composition. This approach is similar to the identification strat-
egy used by Azoulay, Graff Zivin, and Wang (2010) to estimate the impact of
“superstar” academics on the productivity of their collaborators. We compare
value changes in the treated and control samples to compute the average treat-
ment effect for the treated, using the nearest-neighbor matching technology
developed by Abadie and Imbens (2011) and used in recent studies by Colak
and Whited (2007) and Malmendier and Tate (2009). We provide additional
details and estimates in the Internet Appendix. We find that not only the
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direction, but also the magnitude of our estimates, is nearly identical to the
differences-in-differences estimates in Table IV, even though the benchmark
samples are completely different. Thus, our result that connections between
independent directors and the CEO lead to lower firm value does not appear to
be an artifact of choosing any one particular estimation methodology.

Thus far, our results suggest that connections to the CEO among independent
directors lower firm value, particularly in the absence of strong substitutes
for board monitoring. Next, we revisit the basic valuation regressions from
Table III. In Column 1 of Table V, we rerun the regression, but including the
percentage of independent directors with a network tie to the CEO as a separate
explanatory variable from director independence. The regression mirrors our
findings thus far: the coefficient on the network ties variable is negative and
significant, but, having controlled for this effect, the coefficient on independence
is positive and marginally significant.

In the next two columns, we employ our death and retirement variables as
instruments to account for the endogeneity of connections in this baseline re-
gression. To adapt our approach to a firm-year panel regression, we define the
instruments as follows. First, we count in each firm the number of indepen-
dent directors with network ties to the CEO who have died during the sample
period up to the current fiscal year (Deceased Director). Second, we count the
retirements of connected directors using the same procedure (Retired Direc-
tor). We use the instruments only in regressions that include firm fixed effects;
thus, our estimates use the changes in network ties around death or retirement
“events” for identification (i.e., identification comes from differences in average
@ around increments of the step functions defined by the instruments). Be-
cause this specification does not benchmark the effect of connected departures
with the effect of unconnected departures, the control variables play a more
important role. That is, we cannot rely on differencing to partial out char-
acteristics that are (on average) similar across groups. Thus, in addition to
the controls from Column 1, we add direct controls for director and CEO age
and tenure to control for the impact of age and experience on the likelihood
of death or retirement. Finally, because it has limited within-firm variation
over our seven-year sample, we exclude the GIM index from these regressions.
As elsewhere, standard errors are clustered at the firm level. The first-stage
regression confirms that the death or retirement of a connected independent
director leads to a significant decrease in the percent of independent directors
with ties to the CEO (Column 2).'6 This result suggests that firms are unable to
immediately replace connected independent directors with equally connected
new directors. In the second stage, we use only the within-firm decreases in
network ties between independent directors and the CEO that are predicted
by the death and retirement instruments to identify the effect on firm value.
We again find that network ties predict lower firm value. At the mean number
of independent directors, removing one connected director would decrease the

16 A Wald test rejects at the 1% level the hypothesis that the instruments are uncorrelated with
the endogenous regressor. We also verify that we cannot reject the overidentifying restrictions of
the model (p-value (0.66)).
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percentage of connected independent directors by roughly 0.148 and increase
firm value by roughly 0.098, an effect similar in magnitude to the event stud-
ies on the connected sample. In Columns 4 to 7, we split the sample at the
median of the GIM index and re-estimate the IV regressions on the two sub-
samples. We again find that the implied improvement in firm value from re-
moving a connected director is stronger in the subsample of firms with weak
shareholder rights. Overall, we confirm the results from the differences-in-
differences analysis in the instrumental variables setting and tie our valua-
tion results back to our motivating panel regression of firm value on director
independence.

Before turning to our next set of tests, it is important to address the limi-
tations of our identification strategy. We measure the impact of independent
director connections on value using only within-firm changes in the degree of
connectedness due to independent director deaths or retirements. The iden-
tifying assumption is that such departures—unlike typical board exits—are
not driven by firm performance itself. Deaths provide a nearly ideal shock for
identification in the sense that it is difficult to tell plausible stories for how this
assumption would generally fail. Though there may be some anticipation of
director death in certain cases, it is important to note that: (1) the directors are
still on the board in the year of their deaths (suggesting at least some surprise in
their passing) and (2) our evidence suggests that deaths nevertheless predict
significant variation in independent director connectedness. Director retire-
ments, on the other hand, are easier to anticipate; though, again, our evidence
suggests that firms cannot or do not fully mitigate the impact of connected di-
rector retirements on overall board connectedness. A larger issue is that some
directors remain on the board beyond their scheduled retirement years. In the
absence of strict enforcement of firms’ mandatory retirement ages, there is the
possibility that directors’ ultimate retirement dates are determined not just
by age and personal considerations, but also by firm performance. We have
shown that connected directors retire just prior to performance improvements,
but there is no evidence that the retirement times of unconnected independent
directors are influenced by performance in any way.!” The remaining concern,
then, is that connected directors do not cause the observed bad performance
(e.g., by performing less monitoring), but for some reason are more useful in
hard times. The latter story seems less plausible given that there is no evidence
that firms choose more connected new directors in times of weak performance
(Table II). Adding firm fixed effects to the specifications in Table II does not re-
veal a within-firm relation between performance and the connections of newly
added directors.

As a final step, we briefly analyze independent director deaths in isola-
tion. In Panel A of Figure 2, we replicate the graph of firm value from Panel
A of Figure 1, but using only independent director deaths to define events.
We observe a similar pattern: value is lower among connected firms prior

17 See also the Internet Appendix for a regression analysis of the general predictors of director
retirement. We also exclude early retirements from our analysis for precisely these reasons; in
those cases, age or illness are less likely to be the first-order determinant of the retirement choice.
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Panel A. Firm Value around Director Deaths
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Figure 2. Firm value around director deaths. Tobin’s @ is measured as the natural log of the
ratio of the market value of assets to the book value of assets. “Connected” means a value of the
Social Network Index (SNI) greater than or equal to one, where SNI is defined for independent
directors as the sum of Current Employment Connection, Prior Employment Connection, Education
Connection, and Other Activity Connection. Current Employment Connection indicates that both
the director and CEO currently serve externally in at least one common firm. Prior Employment
Connection indicates that the director and CEO both served in at least one common company in
the past, excluding prior roles in the company in question. Education Connection indicates that the
director and CEO attended the same school at the same time. Other Activity Connection indicates
that the director and CEO share active membership in at least one nonprofessional organization.
GIM is the Gompers, Ishii, and Metrick (2003) governance index. Year 0 is the fiscal year during
which the director death occurs.
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to the event, but converges after the death of the connected independent
director. We also replicate the analysis splitting the sample into firms with
strong and weak shareholder rights. Again, we find a similar pattern to Figure
1: The improvement in value around connected independent director deaths ap-
pears to be concentrated in firms with weak shareholder rights.!® It is evident
from Panel A of Figure 2 that performance is relatively flat over the horizon —3
to —1 around a connected director death and again following the death from
(the end of) year 0 to year 3. We compute the difference in differences over our
standard —2 to +2 horizon. We find an improvement in value around connected
director deaths of 0.077, which is significant at the 5% level using errors clus-
tered at the firm level. Comparing mean performance around the deaths of
unconnected directors over the same horizon does not yield any significant
change (0.020; p-value = 0.46). Finally, the difference in differences is 0.057,
which is marginally insignificant (p-value = 0.125). Because there are only
17 deaths of connected directors, it is not feasible to perform our full multi-
variate regression analysis using only deaths as events. Though not entirely
conclusive, the pattern around director deaths looks quite similar to the pat-
tern around retirement, lending credence to the causal interpretation. In the
next section, we strengthen this interpretation by providing direct evidence of
weaker monitoring by boards with more connections to the CEO.

B. Monitoring Intensity

One of the ostensible benefits of independent directors is increased monitor-
ing: relative to insiders, independent directors should be more willing to vote
against managerial initiatives that are harmful to shareholders. Conversely,
a board in which independent directors are tied to the CEO may produce less
diversity of opinion or dissent, ultimately destroying firm value.

In this section, we test whether network ties between independent direc-
tors and the CEO affect monitoring intensity, focusing on the firm’s acquisition
decisions. We focus on acquisitions for several reasons. First, acquisitions are
often initiated by the CEO, but require board approval. Second, even a single
acquisition can have major value consequences for the acquiring firm’s share-
holders. Third, acquisitions have observable announcement dates and project
characteristics, which allow us to connect decisions to firm value changes in
an event study framework. Finally, major investment projects, such as acqui-
sitions, fall within the purview of the executive committee. We observe that
directors with external network ties to the CEO are overrepresented on the
executive committee (See Table I and the Internet Appendix).'®

In Panel A of Table VI, we analyze the effect of network ties on merger fre-
quency. We estimate a logit regression in which the binary dependent variable

18 We only graph value changes out to year 2 in the subsamples, since there is only one remain-
ing observation in year 3 among the connected director deaths in the strong shareholder rights
subsample.

19 This result comes from observing a snapshot of board composition. A careful analysis of how
committee memberships are allocated across directors is beyond the scope of this paper.
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indicates at least one merger bid in excess of $10 million during the fiscal year.
We cluster standard errors at the firm level.

In Column 1, we present the baseline regression including only the percent-
age of independent directors with network ties to the CEO at the beginning
of the fiscal year as an explanatory variable. We find a modest positive effect:
the odds of a merger are 1.1 times higher in a company with a one standard
deviation higher percentage of connected independent directors. In Column 2,
we introduce firm fixed effects in a conditional logit regression. The fixed effects
capture time-invariant differences across firms in acquisitiveness, addressing,
for example, the concern that there are more network ties between indepen-
dent directors and the CEO in firms that grow by acquisition versus firms
that grow through internal investment. We also add common time-varying
determinants of merger decisions as controls: firm cash flow, @, market lever-
age, and board size and independence, all measured at the beginning of the
fiscal year. Finally, we add year fixed effects to capture waves in merger ac-
tivity. As expected, we find that firm cash flow has a positive effect on merger
odds, while the effect of leverage is negative. The coefficient on network ties
is again positive: the odds of a merger are 1.15 times higher when a firm
increases its percentage of connected independent directors by one standard
deviation. In Column 3, we exploit variation in the influence of connected di-
rectors over acquisition decisions. In particular, we test whether the impact
of networked directors on merger frequency is highest when networked di-
rectors sit on the executive committee. We also add additional controls for
the size and independence of the executive committee. One obstacle to this
test is that we must restrict our sample to companies that have an identifi-
able executive committee, lowering the power of our analysis. Nevertheless,
we find an economically stronger positive impact of networked directors on
merger frequency when those directors sit on the executive committee. The
odds of a merger are 1.27 times higher when a firm increases its percentage of
connected independent directors on the executive committee by one standard
deviation.

In the context of mergers, the impact of network ties between the board and
CEOQO are particularly challenging to interpret due to endogeneity concerns.
Firms may have more network ties between directors and the CEO because
they have done acquisitions in the past and added directors from the target
companies (as in the Citi example in Section II). Or, firms may add direc-
tors with lots of network connections (including, potentially, to the CEO) in
anticipation of pursuing future acquisitions and using information they can
gather through those network conduits. In Columns 4 and 5, we address the
endogeneity of independent director network ties to the CEO using the death
and retirement instruments we developed in Section III.A. Using a two-stage
least squares approach allows us to identify the impact of CEO-director ties
on merger frequency using only the subset of within-firm changes in the per-
centage of independent directors with ties to the CEO that are due to con-
nected director deaths or retirements. It is important to note that the coefficient
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estimates are not directly comparable to the odds ratios reported in Columns 1
through 3. Column 4 reports the first-stage estimation, regressing the per-
centage of independent directors with network ties to the CEO on the two
instruments, our prior set of control variables, and firm and year fixed effects.
As in Section III.A, we control for the annual maximum age and tenure of the
board’s independent directors and the age and tenure of the CEO, measured
at the beginning of the fiscal year.?’ The death and retirement instruments
have a strong negative impact on the percentage of directors tied to the CEO.
A Wald test rejects at 1% the hypothesis that the instruments have no effect
on the endogenous variable. In Column 5, we report the second-stage estima-
tion, which regresses the binary indicator of merger activity during the fiscal
year on the controls and the variation in the percentage of networked directors
predicted by the instruments. As in the prior estimations, we find a positive,
and marginally significant, effect. We also verify that we cannot reject the
overidentifying restrictions of the model (p-value = 0.75). Economically, a one-
standard-deviation increase in the percentage of independent directors with
network ties to the CEO increases the probability of a merger by roughly 0.16
(from its mean of 0.26).

Heightened acquisition activity on its own need not indicate weaker board
monitoring. If firms underinvest on average, then the extra mergers we observe
when the board has closer ties to the CEO could increase shareholder value.
In this case, less true independence on the board would be optimal, since it
removes a roadblock toward implementing value-improving projects. To dis-
tinguish this possibility from weaker monitoring (or, a failure of connected
independent directors to curtail CEO empire-building tendencies), we analyze
the market reaction to merger bids. To ensure that deals are large enough to
impact the stock price of firms in our sample of S&P 1500 companies, we re-
quire that the value of the transaction be at least 10% of the acquirer’s market
capitalization at the beginning of the fiscal year in which the deal takes place.?!
We measure daily abnormal returns as the return to the acquirer’s stock mi-
nus expected returns from a market model with parameters estimated using
up to a year of daily stock returns (over a period ending 20 days prior to the
announcement) and using the CRSP value-weighted index to measure market
returns.?? We report cumulative abnormal returns (CARs) over the 3-day win-
dow [—1, +1], where day 0 is the date on which the firm announces the merger
bid. We cluster standard errors by event date to control for cross-sectional

20 We test the robustness of the results to several specifications of the age and tenure controls.
Including mean director age and tenure rather than the maximum, for example, yields stronger
results.

21 Many prior studies instead use a 5% threshold (see, for example, Morck, Shleifer, and Vishny
(1990)). Our results are robust to using the lower threshold. However, our results appear to be
strongest for the largest deals.

22 The results are nearly identical using a simple market adjustment in which abnormal returns
are the difference between daily stock returns and the same-day CRSP value-weighted index
return.
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return correlation.?? In Panel B of Table VI, we report the market reaction
to all merger bids in our sample (Column 1), stock bids (Column 3), and cash
bids (Column 4). We also split merger bids based on the acquirer’s level of the
GIM index. Column 5 reports the CARs to bidders with index levels below the
sample median (10) and Column 6 reports CARs for bidders above the median.
Our results are consistent with prior findings: The average bid has a negative,
but insignificant impact on the acquirer’s stock price. Cash bids have positive
and significant CARs, but stock bids have stronger (in magnitude) negative
CARs. Bids by companies with weak shareholder rights have negative and in-
significant CARs while bids by companies with strong shareholder rights have
essentially no impact on acquirer value.

The remaining rows report returns to bidders depending on the connected-
ness of the acquirer’s directors to the company’s CEO. We split the sample at
the median percentage of independent directors with network ties to the CEO
and compute the CAR to merger bids separately in each group. The final row
on the table reports the magnitude and statistical significance of the difference
between the market’s reaction to bids by firms in the two groups. In Column 1,
we find that the mean CAR to merger bids among firms with a high degree of
connectedness between independent directors and the CEO is negative and sig-
nificant (81 basis points over 3 days). Among firms with few or no connections,
on the other hand, the mean CAR is positive (15 basis points), though insignif-
icant. The difference between the two groups (1%) is statistically significant at
the 10% level. Thus, extra acquisitiveness among firms with less true indepen-
dence of the directors from the CEO appears to destroy shareholder value. In
the Internet Appendix, we verify that this short-term loss is not reversed in
the long run.

We also make several additional cross-group comparisons of the short-run
market reaction to merger bids. In Column 2, we compare CARs among firms
with more and fewer connections between the CEO and executive committee.
Mirroring Panel A, the value destruction in firms with many executive commit-
tee connections (96 basis points) is larger than the value destruction in firms
with many board-level connections, though the difference between connected
and unconnected firms is slightly smaller than the board-level difference. We
also find little difference in the frequency of stock bids between firms with more
and fewer connections between directors and the CEO, and lower CARs among
connected firms for both types of deal. Thus, the negative CARs in the full
sample are not explained by different financing choices in firms with connected
boards. Most interestingly, we find that the market reacts negatively only to
the merger bids of firms with more ties between independent directors and the
CEO and weak shareholder rights, as measured by the GIM index (Column 6).
The effect is large (1.3%) and statistically significant at the 1% level. When
shareholder rights are strong, the mean market reaction to merger bids is

23 Since few events in our sample overlap in time, clustering has little impact on the standard
errors. The results are also robust to clustering at the firm level, as elsewhere in the paper.
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small and insignificant in firms with and without director ties to the CEO
(Column 5). Similarly, in firms with few connections between directors and the
CEO, but weak shareholder rights, there is a positive and insignificant mean
market reaction to merger bids. This result suggests that strong shareholder
rights can substitute for strong internal governance: only when both types of
governance are weak do we see overinvestment to the detriment of the share-
holders. Finally, to quantify the value destruction due to merger bids, we mul-
tiply the 3-day CAR times the prebid acquirer market capitalization for each
merger bid. On average, merger bids in the high connections subsample destroy
$473 million in shareholder value, $354 million more than the average bid in
the low connections group.?*

Overall, our results mirror our findings on firm value, providing evidence
of a mechanism through which CEO-director ties lower firm value. To gauge
the potential importance of this mechanism, we compare the magnitudes of
the value destruction around merger bids to the overall value effect measured
in Section III.A. We use the estimates from Column 3 of Table V to compute
the economic magnitude of the effect on overall firm value. The median firm
in the regression sample has total assets of $2.422 billion.?> Since median @
is 1.51, this implies assets have a market valuation of $3.653 billion. Thus,
a one-standard-deviation increase in the percentage of independent directors
with ties to the CEO (0.21) results in a $499 million decline in firm value.
Comparing to our estimates in Table VI, the decline in overall firm value is
roughly 1.05 times the mean value destroyed by an acquisition in a firm with
abnormally high CEO-director connections ($473 million). Thus, the failure by
a connected board to reject roughly one additional (bad) CEO-inspired merger
could generate a discount in firm value roughly equal to what we measure in
the data.

IV. Conclusion and Discussion

A well-functioning board of directors provides both valuable advice to man-
agement and a check on its policies. An effective director should not just “rubber
stamp” management’s actions, but should take a contrarian opinion when man-
agement’s proposals are not in the interest of the firm’s shareholders. Thus,
it is important to identify director characteristics that affect their ability or
willingness to bring valuable new information into the firm and to properly
perform their monitoring role. Our results suggest that adding directors with

24 The value destruction among high-connection firms is significant at the 1% level and the
difference at the 5% level. Interestingly, the bulk of this difference comes in stock, and not cash,
deals. Even though the difference in CARs between high- and low-connection firms is larger in
magnitude for the cash deals, this finding suggests that the larger size of stock deals leads to a
greater loss in dollar value.

25 We make our computations at the median because of the large skewness of the firm size
distribution and because we are looking at the effect in levels rather than logs. Thus, we avoid
overestimating the magnitude of the effect due to the impact on mean assets of a handful of massive
firms (like Citi).
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external network ties to the CEO may undermine the effectiveness of corporate
governance.

We find that firms in which a high percentage of independent directors
have external network ties to the CEO make more frequent acquisitions than
firms with fewer CEO-director connections. Moreover, these acquisitions de-
stroy shareholder value on average, particularly in firms that also have weak
shareholder rights. More generally, we find that firm value—measured by To-
bin’s @—improves when independent directors with ties to the CEO leave the
board. Consistent with weaker monitoring as the mechanism, firms with more
powerful CEOs are more likely to appoint new directors with pre-existing net-
work ties to the CEO. That is, more powerful CEOs exploit their heightened
bargaining power over the selection process to shape the board according to
their preferences.

Though our results provide clear evidence on the consequences of CEO-
director ties for shareholders, they provide less insight into the motivation
of connected independent directors. One possibility is that connected directors
agree to serve on the board to expedite the CEO’s agenda and are complicit
in the value-destroying decisions that result. Connected directors may realize
that certain policies proposed by the CEO are not in the shareholders’ interest,
but are reluctant to oppose them for fear of losing valuable external social ties
or future career opportunities. Another possibility, however, is that close ties
between the CEO and the board and resulting similarities in backgrounds and
experiences increase the extent to which the board and management engage in
“groupthink” while determining firm policies (Janis (1972)). Directors may be
more willing to give the benefit of the doubt to management when they have
a closer relationship with (or more trust in) the CEO. An attractive aspect of
this story is that it does not require the directors (or CEO) to consciously dis-
regard shareholder interests. Instead, failure to gather sufficient information
or to adequately consider all alternatives might result from common cognitive
biases.

Regardless of which motives dominate, our results have important implica-
tions for the corporate governance debate. We find evidence that external gover-
nance mechanisms can substitute for weak internal governance. The negative
reaction to merger bids among firms with many network ties between inde-
pendent directors and the CEO and the reduction in Tobin’s @ are strongest
in firms with weak shareholder rights. We also ask whether the governance
reforms mandated by SOX have had a significant impact on the prevalence
of CEO-director ties that fall outside the scope of the formal definition of in-
dependence. Romano (2005), for example, argues that reforms mandating in-
creased board independence are window-dressing since firms can circumvent
the requirements by hiring directors who satisfy the statutory requirements
for independence, but who are nonetheless captured by the CEO. We split our
sample into firms that were compliant with the SOX mandate of at least 50%
independent directors at the end of the last fiscal year to end prior to passage
of the legislation and firms that were not. Confirming the patterns in Duchin,
Matsusaka, and Ozbas (2010), we find a sharp increase in board independence
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Figure 3. Frequency of social ties between directors and the CEO. “Connected” is defined
using the Social Network Index (SNI). SNI is the sum of Current Employment Connection, Prior
Employment Connection, Education Connection, and Other Activity Connection. Current Employ-
ment Connection indicates that both the director and CEO currently serve externally in at least
one common firm. Prior Employment Connection indicates that the director and CEO both served
in at least one common company in the past, excluding prior roles in the company in question.
Education Connection indicates that the director and CEO attended the same school at the same
time. Other Activity Connection indicates that the director and CEO share active membership in
at least one nonprofessional organization.

beginning in 2002 and continuing through 2005. We also see convergence in
the percentage of independent directors among firms that were compliant with
SOX prior to its passage and firms that were not. On the other hand, we see
no pattern in the percentage of independent directors with network ties to the
CEO over time: the frequency of such directors on the board and the rate at
which they are added to boards stay roughly constant throughout the sample
period (Figure 3). Thus, network ties between independent directors and the
CEO remain an important issue for optimal board composition and corporate
governance design.
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Finally, we ask whether there is any relation between the prevalence of
CEO-director network ties and a firm’s likelihood of participating in the Trou-
bled Asset Relief Program (TARP) during the financial crisis of late 2008. We
find higher percentages of connected independent directors among the TARP
companies at the end of our sample period (2007). On average, 38.6% of inde-
pendent directors in TARP-participating banks have network ties to the CEO,
compared to an industry average of 13.6% and our overall sample average
of 15%. Similarly, 30% of directors in General Motors have such connections,
compared to an industry average of 2.28%. Though merely suggestive, this
evidence implies that board composition should be a continuing target of reg-
ulatory reforms. Moreover, future academic research on the implications of
director independence for corporate policies should consider carefully the de-
viation between the economic notion of independence and the types of director
that fulfill statutory independence requirements.

Appendix: Data Details

Our analysis uses information from the BoardEx database of Management
Diagnostics Ltd. BoardEx collects information on company executives and di-
rectors of U.S. companies from SEC filings (proxy statements, annual reports,
and 8-k filings), company press releases, corporate websites, and U.S. stock
exchanges (NYSE, Amex, and NASDAQ). It also supplements this information
using reliable press sources, such as the Financial Times and Wall Street Jour-
nal. BoardEx began collecting information on U.S. companies in 2003, starting
with the largest market capitalization firms. For this initial sample, BoardEx
researched company details (including the identity of all executive and direc-
tors) for the previous years (back to 2000). They then constructed a historical
profile of each executive and director. These profiles contain detailed informa-
tion on the individual’s work history, education, non-business-related activities
(like charitable work or club memberships), and awards, including positions
in companies not themselves covered by the database. In 2005, BoardEx dra-
matically increased its sample of U.S. firms, researching company details back
(only) to 2003 for the new firms. Currently, the database covers 7,215 U.S.-
based companies.

We restrict our analysis to S&P 1500 firms between the years 2000 and
2007.26 Given the specifications of the BoardEx database, it is not possible to
construct exhaustive data on board composition in U.S. firms prior to 2000.
While any directors or company executives who serve in any BoardEx-covered
firm between 2000 and 2007 would be present in the database (with full histori-
cal biographical information), any directors or executives who left the company

26 Because Management Diagnostics began data collection in 2003, firms that were part of
the S&P 1500 between 2000 and 2003, but delisted before 2003 its, are not part of the BoardEx
universe and cannot be included in our analysis. Our download consists of data from 2000 to 2007
for all S&P 1500 firms as of 2007 plus S&P 1500 firms that delisted between 2003 and 2007. Our
key estimations include firm fixed effects in part to correct for any biases related to this sample
selection.
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prior to 2000 and did not have later experience in a BoardEx firm would not
be included, even for companies that are themselves part of the BoardEx uni-
verse after 2000. Thus, constructing a “panel” data set on board composition
prior to 2000 would entail a survivorship bias, requiring either the analysis of
incomplete information on sample firms’ board composition or a restriction to
only firms in which all directors appear in the BoardEx director pool after the
year 2000. We also verify the completeness of the director identification on our
2000 to 2007 sample period by merging the BoardEx sample with directors data
from RiskMetrics (IRRC) for firm-years shared by both data sets. Restricting
the time period to years after 2000, however, does not address the potential bias
introduced by the increase in the BoardEx universe in 2005 (described above).
Because BoardEx used market capitalization to prioritize data collection, the
initial 2003 sample covers a large majority of the S&P 1500 firms: at most, 23%
of such firms were added as part of the 2005 expansion. Thus, our restriction
to S&P 1500 firms should mitigate the problem. But, as a result, it is unclear
whether the patterns we identify in our analysis will extrapolate to smaller
firms.

Finally, because BoardEx collects data not only from required corporate dis-
closures, but also from the press and company websites, it is possible that
there are differences in the quality of the biographical data across companies
and over time. This issue is most important for the data on education and
nonbusiness activities, since the SEC does not require companies to disclose
this information on the proxy statement to shareholders. In our analysis, we
include firm and year fixed effects to capture these differences. By identifying
the impact of board composition using within-firm changes, for example, we
can remove the impact of differences across firms in media coverage. More dif-
ficult to address, however, are differences in data quality across individuals on
the same board. Such differences may be limited in practice, since BoardEx
follows the same search procedures for each individual and companies appear
to enforce a degree of commonality in the reporting of director information on
their company websites (e.g., education information is reported either for all
directors or for none). We also restrict our sample to companies tracked as
part of a prominent index (the S&P 1500), which should maximize the amount
and quality of available director information in press and company sources.
We also test whether our inclusion of all S&P 1500 firms, and, in particular,
firms outside the S&P 500, might introduce biases due to differential cover-
age of directors in the “most prestigious” firms (or within-firm changes in the
quality of coverage as firm prestige increases). We find that our key estimates
are virtually unaffected (and typically, slightly larger in magnitude) when we
restrict our analysis only to sample years in which firms were members of the
S&P 500 or to firms that were part of the S&P 500 in 2000, though our tests
are (necessarily) less powerful.

Indeed, our sample data appear to be reasonably comprehensive. We observe
information on education for approximately 82% of directors. The missing data
are not randomly distributed over the sample; notably, we are significantly
less likely to observe missing education information in larger firms, but more
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likely for older directors with longer tenure on the board. This pattern, how-
ever, is consistent either with variation in the quality of the primitive data
sources or with variation in the presence of directors with no higher education
(or a combination of the two). Similarly, we have information covering 88,369
nonbusiness activities among 29,983 directors and disclosed earners in sample
firms, for an average of approximately three activities per individual. Roughly
one quarter of directors do not have any included nonbusiness activities. In
this context, it is even more challenging to separate missing information from
alack of participation in relevant activities. We find, again, that a lack of activi-
ties is more common among smaller firms and among longer-tenured directors.
However, unlike education data, older directors are significantly less likely to
lack nonbusiness activities. The latter finding suggests that lower data quality
for activities that occur further in the past may not be a first-order concern. Ul-
timately, our classification scheme includes directors with missing information
in the control sample. Thus, any ties we miss between these directors and the
CEO should attenuate the measured differences between the treated and con-
trol samples. We also control directly for characteristics like firm size, director
age, and director tenure, which may both predict firm outcomes and correlate
with data quality.
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