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This paper examines the relation between the monitoring of CEOs by inside and outside directors
and CEO resignations. CEO resigrations are predicted using stock returns and earnings changes
as measures of prior performance. There is a stronger association between prior performance and
ihe probability of a resignation for companies with outsider-dominated boards than for companies
with insider-dominated boards. This result dces not appear to be a function of ownership effects,
size effects, or industry effects. Unexpected stocl: returns on days when resignations are an-
nounced are consistent with the view that directors increase firm value by removing bad
management.

1. Introduction

Boards of directors are widely believed to play an important role in
corporate governance, particularly in monitoring top management. Directors
are supposed to supervise the actions of management, provide advice, and veto
poor decisions. The board is the shareholders’ first line of defense against
incompetent management; in extreme cases, it will replace an errant chief
executive officer (CEU). Discussing boards’ effectiveness in this role, Jensen
(1986) claims that ‘the internal conirol mechanism of corporations, which
operate through the board of directors, generally -vork well’ (p. 9).

Two recent studies, Coughlan and Schmidt (1985) and Warner, Watts, and
Wruck (1988), provide some support for this view by showing that poor
performance is associated with CEO turnover. These stvdies do not explore
the differences in monitoring between the managers who serve as directors
(inside directors) and directors who are not full-time employees of the com-
pany (outside directors). These outside directors are widely believed to play a
larger role in monitoring management than inside board members. Fama
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(1980, p. 293-294) argues:

The probability of [top management colluding and expropriating share-
holder wealth] might be lowered, and the viability of the board as a
market-induced mechanism for low-cost internal transfer of control might
be enhanced, by the inclusion of outside directors. The latter might be
regarded as professional referees whose task is to stimulate and oversee
the competition among the firm’s top maiisgement.

This view has led to numerous calls for regulation of board composition to
increase outside representation and hence the level of monitoring of manage-
ment in American corporations [see, for example, the American Law Institute
(1982)].

Economists have criticized such regulatory proposals.! Demsetz (1983a, p.
B-6) argues that ‘the board of directors can do very little to improve on the
powerful incentives that presently gvide management to serve the interests of
shareholders’. He maintains that executive compensation contracts, which are
designed to align shareholders’ and managers’ interests, and the pressures of
the product and capital markets [Hart (1983)] already provide adequate
monitoring of corporate managers. According to this argument, regulation of
boards cannot improve and could possibly impose a harmful constraint on an
optimizing management.

Understanding the role of the outside director remains an important and
unresolved question. Unfortunately, most of the day-to-day actions of boards
of directors are unobservable. Any attempt to isolate the different effects of
outside and inside directors must either examine their effect on some aspect of
firm performance or concentrate or the directors’ observable actions. The
most striking of such actions is the decision to remove a CEO.

This paper tests the hypothesis that inside and cutside directors behave
differently in their decisions o remove top managemeni. It exploits the wide
variation across firms in the composition of the board of directors tc study
how the relation between poor performance and management turnover varies
with the makeup of the board. The findings suggest that firms with outsider-
dominated boards are significantly more likely than firms with insider-
dominated boards to remove the CEC on ine basis of performance, as
measured by such publicly available measures as earnings or stock returns.

The paper consists of seven sections. Section 2 reviews the role of boards of
directors in the CEO succession process. Section 3 describes the data. The
fourth section discusses the empirical specification. Section 5 presents an
econometric model that explains CEO turnover using stock returns and
earnings changes as measures of performance. It then tests to see whether this
relation is the same for firms with different board types. Section 6 analyzes the

See Andrews (1982), Demsetz (1983a), and MacAvoy, Cantor, Dana, and Peck (1983).



M. Weisbach, Outside directors and CEO turnoner 432

change in firm value associated with the announcement of CEO changes and
tests whether the outside monitoring is causally related to the change in firm
value. A brief conclusion discusses possible directions for future research.

2. Roards of directors as monitors of management

One important duty of the board of directors is to evaluate management.
The board is responsible for evaluating the senior management of the corpora-
tion and replacing them if they fail to perform well. This task is likely to fall
mainly on the outside directors. Inside directors’ careers are tied to the CEQ’s
and hence insiders generally are unable or unwilling to remove incumbent
CEOs.2 Harold Geneen (1984, p. 262), the longtime CEO of ITT, wrote:
‘Certainly, none of the inside direciors would substaniially challenge his boss
in the boardroom.’

Outside directors are responsible for removing bad management, but they
may not have the incentives to do so. A recent Business Week editorial (Sept.
8, 1986) argues that outside directors without a significant stake in the firm
have no incentive to cause trouble for management. However, outside direc-
tors are generally respected leaders from the business or academic community
whose reputations suffer when they are directors of faltering companies. Like
rama (1980), Fama and Jensen (1983, p. 315) argue that

outside directors will monitor the management that chooses them because
outside directors have incentives to develop reputations as experts in
decision coantrol... . The value of their human capital depends primarily
on their perfcrmance as internal decision managers in other organiza-
tions. They use their directorships to signal to internal and external
markets for decision agents that (1) they are decision experts, (2) they
understand the importance of diffuse and separate control, and (3) they
can work with such decision control systems.

Outside directors thus will have an incentive to ensure the effective running of
the company because beiag directors of well-run companies signals their
competence to the market.

It may not be ideal, how:ver, to have a board composed entirely of
outsiders. Although outsiders may be best able to judge when to remove a
CEO, inside participation on the board can improve the decision about who
the successor should %e. Inside board members are often potential future
CEQs. Their inclusion on the board serves two purposes. First, it gives them
experience that may prove valuable should they become CEO. Second, it gives

2Much of the discussion here and below is taken from Mace (1971). An altemati\_'e vi'ew is that
insiders are much more likely to remove the CEO so they can take his place. This view is not
consistent with the evidence in Mace {1971) or Vancii (1987).
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the outside board members an opportunity to evaluate potentia! CEO candi-
dates. Irrespective of the reasons for the CEO change, we might expect that
boards combining inside and outside directors do a particularly good job of
replacing management because this type board type allows for superior
training of the inside directors and better evaluation of them by outside
directors.

Mosi studies of the moniioring funciions of boards of direciors have used
the case method. Perhaps the best attempt in the direction is Mace (1971).3 He
interviewed CEOs and directors to explore their functions and relationships.
His results show that directors typically are not involved in important corpo-
rate decisions such as long-range planning or selecting other directors. Direc-
tors dc serve as a valuable source of advice for many CEOs and were
responsible for removing the CEO in what Mace called crisis situations. Mace
emphasized that outside directors generally took the initiative to remove
incumbent CEQOs.

In addition to this case approach, there have becen several attempts to
identify quantitatively the effects of boards of directors on profitability.
MacAvoy, Cantor, Dana, and Peck (1983), responding to the proposal by the
American Law Institute (1982) for regulation of board composition, collected
data on the composition of boards of directors for a cross-section of publicly
traded companies. They compare two subsamples: those firms that met the
proposed ALI regulations for a majority of outside directors and various other
requirements, and all other firms. They tested whether the two subsamples
differed in various performance measures: accounting profits, sales, and return
on equity. Their results indicated no differences between the two types of
firms. A problem with this approach is that the causality of the relation
between board composition and firm performance is unclear. For example, if
MacAvoy et al. had discovered that more profitable firms tend to have
insider-dominated boards, we would not know whether inside directors cause
good business decisions to be made or whether CEOs of unprofitable firms
tend to invite outsiders onto the board to belp solve their preblems [Hermalin
and Weisbach (1987a)]. This simultaneity problem makes the MacAvoy et al.
results difficult to interpet.

A related study by Morck, Shleifer, and Vishny (1988) explores how
stockholdings by boards of directors affect performance. They find that
profitability, mcasured by Tobin’s @, is highesi at moderate levels of share
ownership by the board. In addition, they find that this result applies both to
ownership by the firm’s top officers and to ownership by the rest of the board.

*Vance (1983) performs a similar study. There also have been a number of studies that

document the composition and compensation of boards. Two examples are Bacon {1975) and
Miruk and Gardinia (1985).
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This result may be due to the tradeoff between the agency costs resulting
from misalignment of directors’ and shareholders’ interests and the cosis of
managerial entrenchment [Demsetz (1983b)). Managerial entrenchment occurs
when managers gain so much power that they are able to use the firm to
further their own interests rather than the interests of shareholders. Demsetz
argues that when CEOs are able to control the board, they are able to take on
projects that are known to have negative net present values but provide utility
for the CEO.

The extent of this entrenchment has been the subject of two recent studies.
Coughlan and Schmidt (1985) and Warner, Watts, and Wruck (1988) estimate
resignation equations for CEOs. Each study finds that poor performance by
the company’s stock increases the probability of a CEO’s removal, although
Coughlan and Schmidt find a much larger effect than Warper et al. However,
reither paper provides any direct evidence that the board of directors is
actively monitoring. A ncamonitoring explanation consistent with the evi-
dence presented in these studies is that CEOs resign voluntarily from compa-
nies that are doing badly because of the difficulties of running a faltering
company, including potential shareholder suits.

Warner, Watts, and Wruck (1988) also examine the residuals from a market
model regression on the day the CEO change is announced. Thev find ihat the
mean excess return is not distinguishable from zero, but that the variance of
the excsss return increases on the event day. This finding implies that the
announcement contains information but that the information is good rews for
some firms and bad news for others. Warner et al internret this result as
consistent with the announcement’s providing information about both past
and future performance.

Coughlan and Schmidt (1985) and Wurner, Watts, and Wruck (1988)
provide studies of the CEO succession process. Although both papers claim
that the board of directors is responsibiz for the CEO changes, neither paper
attempis to link the work with work on the composition of boards of directors
done by MacAvoy, Cantor, Dana, and Peck (1983) and by Morck, Shleifer,
and Vishny (1988).

3. Data

The data used in this study are an extension of the data collected by
MacAvoy, Cantor, Dana, and Peck (1983). They assembied data on board
composition for all corporations listed on the New York Stock Exchange with
a proxy staiement available on microfiche, a total of 495 publicly held
corporations between 1977 and 1980. For each firm, directors were classified
as either outside, inside, or grey. MacAvoy et al. classify directors who are



436 M. Weisbach, Outside directors and CEQ turnover

full-time employees of the corporation as inside directors. They designate
directors who neither work for the corporation nor have extensive dealings
with the company as outside directors. Those directors who are not emplovees,
but who may not be independent of current management because of extensive
business dealings with the company or family relationships with management,
are classified as grey. In the analysis below, the measure of outside domination
of the board is the fraction of board members who are outsiders.*

These data on composition are matched with data on CEO succession. Once
a year Forbes Magazine lists the names, compensations, ages, backgrounds,
years with the corapany, and years as CEOs for the CEOs of all corporations it
lists of the 500 iargest corporations in severai categories (sales, profits, etc.).
I followed the identity of the CEO over a tcn-year window from 1974 to 1983
for cach firm in both the MacAvoy et al. sample and the Forbes Magazine
surveys. All CEOQ chauges were a cross-checked with the Wall Street Journal to
get the exact daie of the announcement of the change as well as the reason
given by the company for the change.’ Finally, the data were matched with
financial data from the Center for Research in Security Prices (CRSP), giving a
total of 367 companies.5

Table 1 shows the distribution of outsider representation for 1980. Firms are

ocuped according to the percentage of outsiders on the board. The distribu-
tion is centered around 50%, with few Srms in the tails of the distribution.
The largest concentration of firms - 61 (including 36 with exactly 50% out-
siders) - is in the 45-50% range. To distinguish the differences between the
firms on the basis of outside representation on the board, I divide the sample
into approximate thirds. All firms in which outsiders make up no more than
40% of the directors are considersd insider-dominated firms, all firms in which
at least 60% of the board are outsiders are designated outsider-dominated
firms, and firras with between 40% and 60% outsiders are considered mixed
boards. According to this assignment procedure, 146 firms have mixed boards,

“An alternative measure is the fraction of insiders on the board. This alternative measure is
highly correlated with the fraction of outsiders on the board, as the correlation coefficient between
the two is —0.823 and the rank correlation is —0.823. The fraction of outsiders is used in the
empirical work t-ecause of the claims in the institutional literature {see Mace (1971)] that grey
directors do not raonitor management.

5For the years 1974-1976 and 1981-1983, for which MacAvoy et al did not collect any data,
the board data v.:re taken from the nearest available year (either 1977 or 1980). This approxima-
tion does not apj:ear to be too inaccurate because board composition changes extremely slowly
over timic. Tor © -ample, between 1977 and 1980, oaly 6% of the firms in the MacAvoy et al.
sample changed 1.:z percentage of outsiders on their boards by at least 20% When the equations
are estimated on the 1977-80 subsample, the results are similar to those on the entire sample,
although the coe cients are not estimated ac precisely as with the entire sumple.

®For scme of .he analysis, earnings data from the COMPUSTAT Ir Justrial file were used,
reducing the total number of firms to 322.
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Table 1
The frequency of outsider representation on the boards of 367 NYSE firins
in 1980.
Proportion of directors Number of

who are outsiders? firms
0-5% i
5-10% 2
10-15% 6
15-20% 7
20-25% 1
25-30% 9
30-35% 23
35-40% 34
40-45% 37
45-50% €1
50-55% i8
55-60% 40
60-65% 26
65-70% 32
70-75% 28
75-80% 20
80-85% _ 7
85-90% 5
90-100% Y
Total 367

*The ranges are inclusive of the upper bound. For example, the 30 firms
wiih exacily 50% outsiders are included in the 45-50% group rather thau the
50-55% group.

compar_?d with 93 insider-dominated boards and 128 outsider-dominated
boards.

Table 2 presents the reason given in the Wall Street Journa! for the CEO
resignations. Retirement (138 instances) is the most common. Perhaps the
most striking feature of this table is that in only 9 of the 286 resignations was
performance given as a reason why the CEO was replaced. In some of thess
nine cases, it was not the firm that mentioned performance but the Wall Street
Journal which cited rumors that performance was the true reason.

Yet there is evidence that poor performance does precede CEO resignations.
The findings of Coughlan and Schmidt (1985) and Warner, Watts, and Wruck
(1988) both imply that poor stock performance tends to raise the probability

"There are many firms with exacily the same percentzye of cuisiders. Therefore, it was
impossible to divide the sample into exact thirds without including two firms with exacily the
same fraction of outsiders into different categories. This method of dividing the sample was
chosen because of its simplicity. Alternate divisions, suc as dividing the sampic a- equaily as
possible, yield similar results.
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of a resignation. The same effect exists in my data. In the four qucrters
preceding retirements, market-adjusted returns were on average 4.8% lower
than ihe average annual return from my sample. In the four quariers preced-
ing all other resignations market-adjusted returns were 6.5% lower than
average returns. Both differences are significantly different from zero but they
are not significantly different from each other.

This suggests that companies do not announce the true reason behind their
CEOs’ resignaiions. Therefore, I ignore the stated reasons for resignation in
constructing my sample. I do, however, eliminate the resignations for which I
am able to corroborate the cause independently. Changes in CEOs caused by
death and preceding a takeover are excluded because these ‘resignations’ are
totally verifiable.®

One other variable that is highly correlated with the probability of a
planned resignation is the age of the CEO. A nontrivial number of the
resignations take effect on the CEO’s sixty-fifth birthday. These resignations
are likely to be actual retirements, unrelated to performance. Since the Forbes
data on the age of the CEO are accurate only to within a year, all firms with
CEOs aged 64, 65, or 66 were excluded.’ Excluding these observations is likely
to increase the signal-to-noise ratio and ultimately the precision of the
estimates.!°

4. Empirical specification

To test whether outside boards monitor management more effectively than
inside boards and to compare the sizes of the effects across board types, 1
relate CEO resignations to performance measures. If a stronger relationship
exists between poor performance and the probability of a CEO’s being
replaced for outsider-dominated than for insider-dominated boards, this would
provide evidence that outsiders play a role in monitoring mianagement, Find-

o=

#The four public scandals and the five instances of CEOs taking prestigious positions elsewhere
might also be considered verifiable. Excluding these observations from the sample does not change
the results in any meaningful way.

®Excluding these observations does not meaningfully affect the results when stock returns are
used as the explanatory variable. However, in the logits using earnings discussed below, excluding
these observations drastically affects the results. This difference is possibly caused by CEOs whe
have compensation plans based on earnings. These CEOs have an incentive to manipulate the
intertemporal structure of earnings to maximize their compensation. This strategy makes sense
only if the resignation is 2aticipated, so it is not likely to be a problem in the case of an
unanticipated removal. For a detailed study of how managemeni can manipulate earnings to
maximize their compensation, see Healy (1985).

%A number of resignations located in Forbes were not discussed by the Wall Street Journal.
These resignations were also eliminated berause it is .mpossible to isolate the date of the
resignation accuraicly cnough from the Forbes surveys.
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Table 2

The principal reason given by the i¥all Sireet Journal for CEO resignations; sample: 367 NYSE
firm between 1974 and 1983.

Number of
Reason resignations
Retirement 138
Personal reasons 17
Death 12
Normal succession procedure i1
Niness 9
Performance mentioned 9
Policy or personality disagreement 8
Take prestigious appcintment elsewhere 5
Followed by takeover 4
Scandal 4
Company policy to retire at 60 3
Merger 2
CEO purchased a subsidiary and will run it 1
No reason given : _63
Total 286

ing the same relationship across different types of boards would imply that
boards do not differ systematicaily in monitoring management.

I test this hypothesis using logit modeis to estimate the probability of a
CEO change.!" The logistic approach assumes that

Pr(CEO leaves his job) = F(xB) = exp(xB)/(1 + exp(x8)),

where x is a vector of variavies (including a constant) that may affect the
CEO’s probability of losing his job, and B is a parameter vector. The
disiribution F is known as the logistic distribution. I use maximum likelihood
to estimate the parameters. The log of the likelihood function for the logit
model is given by

log L= Y C; #log[ F(x;8)] + X.(1 - C) #log[1 - F(x,8)],

where C, is a dummy variable equal to one if there is a resignation in a given
firm-year.

" Ordinary least squares is not an zppropriate staiisiicai technique for this problem because the
dependent variable is dichotomous. For a complete description of logit, see Amemiya (1985).
Logit was used instead of probit to be consistent with the previous literature [Coughlan and
Schmidt (1935), Warner, Watts, and Wruck {1288)]. The results are similar if probit is used instead
of logit.
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The first performance measure used is the return on the company’s stock
minus the return on a value-weighted market portfolio.'> When stock returns
are used as the performance measure, the logit equations are estimated using
firm-quarters as the unit of observation and the return for the year prior to the
quarter in question as the performance measure. This approach was adopted
to minimize the time between the performance period and the potential
resignation. The alternative approach of using annual data would have associ-
ated a resignation in, say, November 1982 with the performance of the stock
in 1981, lsaving eleven months between the measured predictive period and
the event. If boards of directors do noi remove CEOs for poor performance, it
is plausible that the time lag would be relatively short. Therefore, annual data
will, in general, paint a less accurate picture of the relationship between
performance and removals than quarterly data.

5. Results of the prediction equations

5.1. Using stock returns as the performance measure

The remova! equations with stock returns as predictors are shown in table 3.
The first column indicates the relationship for the entire sample. The coeffi-
cient on the return variable is negative and significantly different from zero.
This means that a poor stock return increases the probability of a CEO’s
losing his job. This result replicates the results of Coughlan and Schmidt
(1985) and Warner, Watts, and Wruck (1988) with an effect smailer than the
former and larger than the latter. The relationship between stock return and
the probability of the CEQ’s being replaced implied in these equations is
illustrated in the first column in table 4. For the median firm in the bottoin
decile of stock returns, with a return 33% lower than the market, the CEO has
a 6% chance of losing his job, while the CEO of the median firm in the top
decile that outperformed the market by 70% has a 3% chance of losing his joo.
Considering that CEOs leave their jobs for many reasons, the size of this
difference seems fairly large.

The second column of table 3 examines the effect of stock returns on
resignations across different board types. For the inside boards, the returns

2An alternative approach involves estimating market model parameters for each firm by
estimating the equation

R,=a,+BM, +¢,,

where R,, is the reiurn on firm i, M, is the return on market portfolio, and ¢; and B; are the
market model parameters. The residuais from this equation could be used as the performance
measure. The reason this approach was not used i that if the parameters were estimated using
datz from several years prior to the resignation, the cstimate of the a would likely be biased
downward for firms with bad CEOs. For these firms, the residuals from the market model will not
reflect true CEO performance.
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coefficient is negative, but is small and not significantly different from zero.
For mixed boards the coefficient (—0.20 = —0.46 + 0.26) is ever smaller in
absolute vaiue and is also not significantly different from zero. However, there
is a larger effect for outside boards. The coefficient (—=1.63 = —046—-1.17) is
significantly different from zero at the 1% level and significar.ly different from
the coefficients on either inside or mixed boards at the 10% level.!?

The derivative of the probability of resignation with respect to stock returns
illustrates the impact of board type. The derivative (evaluaied at a return of
0.0) is —0.066 for companies with outside boaids, —0.022 for companies with
inside boards, and —0.010 for companies with mixed boards. This derivative,
a measure of the responsiveness of the removal decision to stock performance,
is three times as large for the companies with outside boards as for any other
board type. Although the larger effect for inside boards than for mixed boards
is unexpecied, the difference between the two is not significant. The difference
between the outside boards and mixed boards is significant at the 5% level.
The difference between outside boards and inside boards is not significant at
conventional significance levels.'

The probabilities of remova' .mplied from these logit equations for each
board type are shown in table 4. For outside boards the probabilities range
from 7% for a firm in the bottom decile to 1.3% for a firm in the top decile.
The difference between these probabilitie: is 5.7%, which is significant at the
1% confidence level. For inside boards the probabilitics range from 5.7% to
3.6%, a difference of just 2.1%. This difference is not significant at any

131 use one-iaiied tests here and below L::causc there are many a priori reasons why outsiders
would monitor better than insiders but few why insiders would monitor better than outsiders. The
hypotiesis is ience a ‘one-tailed’ hypothesis.

For the whole sample (including CEOs of all ages) the right-hand side of the estimated equation
was

~ 400 — 054 R+ 019 ReD . .y— 063 ReD, s

(36.4) (1.38)  (0.36) (1.19)
+ 0.14 Dgjoq+ 004 D,ige-
(0.93) (0.25)

(z-statistics are .n parentheses.) The coefiicient on outside boards is still significantly different
from zero but is no longer significantly different from the coefficient on inside boards.

The eguations shown in table 4 and below include dummy variables for each board type. Thgse
dummy variables make each of these equatiuns equivalent to estimating separate equatioss ior
each board type. The equations are shown in this form to facilitate testing whether various eTects
differ across board types.

4The standard errors used here and below are calculated using the delta method [see Rao
(1965)]. If a parameter vector w has a variance-covariance matrix ¥, and g is a differentiable
function, then tie variance-covariance matrix of g(w) is approximated asymptotically by G'VG,
where G is the Jacobian matrix of g. The numbers referred to in the text as t-statistics therefore
do not actually have a small-sample t-distribution but are equal to the ratio of the parameter
estimate and an asymptotic approximation of the standard error. Under the :_mll ‘hypothesns that
the coefficient is equal to zero they have an asymptatic standard ormal distribution.
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Table 3

Logit equations predicting CEO turnover using stock returns;® sample: 12,997 firm-quarters
between 1974 and 1983 (CEOs must be either younger than 64 or older than $6); asymptotic
t-statistics in parentheses.

Variable Coeff. Coeff. Coeff. Coefl.
Constant —-4.39 -4.39 —-4.60 —4.60
(54.9) (31.4) (28.8) (28.8)

) YA — 013 0.22 0.23
mixed 0.68) (L15) (115)
Drcide” - -018 0.03 -0.03
outside (0.86) ©13) 014
Return® - 0.64 -0.46 —-0.44 —-045
(2.28) 092) (0.88) 0.87)

Retwrn s — 0.26 0.19 220
Doiea ' 0.39) “ (0.28) 0.29;
Rerurn s —_ -117 -111 -107
D, iae (1.60) 1.52) (1.43)
Return _ , — - - -0.10
0.20)

Return_, » - - - -0.08
Dpyixeq 0.11)
Return_, » —_ — _ -044
Diyuside ©.71)
Dummy if - - .28 1.29
age > 66 (5.82) (5.61)
Log likelihood —846.76 —~843.76 —830.88 —83045

*The dependent variable is equal to 1 if there was a CEO change in 2 given guarter and 0
owerwisc.

D ixea is @ dummy variable that is 1 if the company’s board contains between 40% and 60%
outsiders.

¥ Doursiae is 2 dummy variables that is 1 if the company s board contains ai least 60% outsiders.
2The variable Rerurn is the return cn a conzpany's stock minus the return on a value-weighted
market portfolio in the four quarters prior to the period.

conventional significance level. These implied probabilities again illustrate the
monitoring effect of the outside directors.

The third column of table 3 includes a dummy vanable for whether the
CEO was past retirement age. (All CEOs at retirement age were excluded from
the sample.) A possible objection to the results described above is that they are
Just proxies for effects due to age, a variable that seems likely to have an effect
on the probability of retirement. Indeed, the coefficient on this age variable is
significant and does increase the probability of retirement. It has little effect,
however, on the estimates of the other coefficients.

The final column of table 3 includes the returns for two years prior to the
resignation as expianatcry variables. The variable Return_, is the market-
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Table 4

Implied annual probability of resignation by marked-adjusted stock return decile and cuisider
representation on the board for 367 NYSE firms from 1974 to 1983.2

Implied probability of resxgnauon
(standard error®)
Percentage outsiders on board
Return vs. Entire
Decile market® sample <40%° > 40%, < 60%° > 60%*
1 -0.331 0.0¢t 0.057 0.052 0.070
(0.00073) (0.0128) (0.0105) (0.0141)
2 -0.204 0.056 0.054 0.051 0.057
(0.0054) (0087 £0.0082) (0.0094)
3 -0.125 0.053 0.052 Tt 0.050
(0.0046) (0.0082) (0. 0071) (0.0076)
4 —0.065 0.051 0.050 0.050 0.045
(0.0042) (0.0075) (0.0065) (0.0068)
5 —0.005 0.049 0.049 0.049 0.041
(0.0039) (6.0070) (0.0061) (0.0063)
6 0.057 0.047 0.048 0.048 0.037
(G.0038) (0.0068) (0.0060) (0.0061)
7 0.117 0.045 0.046 0.048 0.034
(0.0039) (0.0070) (0.0062) (0.0060)
8 0.207 0.043 0.045 0.047 0.029
(0.6042) (0.6076) (0.0068) {0.0069)
9 03711 0.038 0.041 0.046 0.022
(0.0050) (0.0094) (0.0088) (0.0061)
10 0.708 0.031 0.036 0.042 0.013
(0.0064) (0.0132) (0.0136) (0.0056)

aImplied probabilities are obtained from logit equations that predict the probability cf a CEQ
resignation i a given Guarter using the market-adjusted returns for the four previous quarters as
the indeperdent vanabl.. The probabilities are then multiplied -v four to approximate annual
probablhues
®The standard errors are computed using the delta method [Rao (1965)).
“The Return vs. market variable is the return on the company’s stock for the median stock in a
gwen decile of the firms ranked in terms of stock returns minus a value-weighted market index.
9Estimated model: In(odds of resignation) = —4.39 — 0.64 (market-adjusted reium).
=E.tstxmated model: In(odds of resignation) = —4.39 — 0.46 (market-adjusted return).
‘Estimated model: In(odds of resignation) = —4.26 ~ 0.20 (market-adjusted return).
BEstimated model: In(odds of resignation) = —4.57 — 1.63 (market-adjusted return).

adjusted return for the four quarters prior to the period covered in Return, i.e.,
the return bciween eight and five quarters prior to the quarter of the potential
resignation. The estimates indicate that resignations are not sensitive to
returns from previous years. This result, together witih a similar one from
Warner, Watts, and Wruck, suggests that boards react relatively quickly to
poor performance in their decision 1o replace the CEO.
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5.2. Using earnings as the performance measure

A second measure of corporate performance is accounting earnings. Despite
the many problems with using earnings data as a measure of profitability [see
Fisher and McGowan (1983), Solomon (1970), and Stauffer (1971)], earnings
data have one large advantage over stock price data for the purposes of
measuring the performance of the CEO: earnings daia measure short-term
profits. The stock price reflects the present discounted value of the expected
future cash flows of the company. The stock price incorporates the market’s
" estimate of the probability that a bad CEO will be fired. Therefore, the stock
price of firms with bad CEOs is greater than it would be if the CEOs were
given a lifetime job guarantee. if a company were known to be likely to
replace bad management, e.g., if it had an outsider-dominated board of
directors, this difference becomes even larger. This argument impiies that using
stock price data may underestimate the monitoring effect of outsiders. In
addition, if boards of directors base executive turnover decisions on economic
proiitability, then a finding that accounting earnings data can predict CEO
resignations is consistent with a relation between accounting profits and
economic profits [Fisher and McGowan (1983)].

As the decisions to change CEOs are likely to be related to unanticipated
changes in performance, I would like to use a mcasure of unexpected earnings.
A large literature on the time series behavior of accounting earnings [see Ball
and Watts (1972) and Foster (1978)] finds that annual earnings follow ap-
prozimately a random walk. This implies that changes in earnings are an
unbiased estimate of unexpected earnings.'

The choice oi the appropriate earnings measure presents some difficulties.
The measure used below is earnings before interest and taxes (EBIT).!® This
measure was used to prevent changes in capital structures or tax reatments
from obscuring differences in earnings measures of performance. The change
in EBIT is standardized by the book value of the firm’s assets in the previous
year {A _,) to control for size differences.

Finally, to control for factors affecting earnings changes in the year of CEO
turnover caused by industry effects, the average standardized earnings change
is computed for all the firms on the COMPUSTAT industrial tape with the
same two-digit SIC code as the tsst firm. This average is subtracted from the
standardized earnings change for the test firm. The resulting variable provides

15An earier version of this paper used earnings levels normalized by asset leveis a5 the measture
of performance. The results were all quaiitatively identical. Earninz- changes are used here
because the appropriate benchmark for measuring CEO performance would seem to be the
unexpected component of earnings.

6This variable is constructed by adding data items 15, 16, 18, and 49 on the aznual
COMPUSTAT indusirial tape.
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a measure of unexpected earnings that should not be sensitive to the firm’s
size, industry, capital structure, or tax treatment.!’

The results from these logits are shown in table 5. The variable AEBIT
reflects the most recent earnings change of which the board of directors has
knowledge, and AEBIT_, and AEBIT _, the two prior changes. In the first
column, earnings changes for the three years prior are used to predict
resignations for the entire sample. The only variable with a significant coeffi-
cient is AEBIT_,. A possible explanation for this follows from the fact that
CEOs can maninulate earnings streams [Healy (1985), DeAngelo (1987)] and
have an incentive to report high earnings before their retirement. Since a large
fraction of the resignations in my sample is likely to be planned in advance,
high earnings changes for these firms might offset poor earnings chanze for the
firms where the board of directors removes the CEO, obscuring the relation-
ship between poor unexpected earnings for the year prior to the resignation
and the probability of resignation.

The results broken down by fraction of outsiders are shown in the second
column for the two earnings announcements prior to the resignation. The
coefficients on the performance variables for inside and mixed are not signifi-
cantly different from zero. The coefficient for outsiders is negative and
significantly differ=nt from zero and from the insiders coefficient at the 5%
level for AEBIT and at the 1% level for AEBIT _,.!®

The implied probabilities of a CEO change calculated from this equation are
similar to thos: from tk: returns eguations. For the entire sample, the
probability of resignation for a CEC with earnings changes in the bottom
decile for two subsequent years is 0.071 in the foilow'ng year. The probability
of a CEO resignation in the year following two earnings changes in the top
decile is 0.033. The difference between the two is satistically significant
(t-statistic = 2.94). For ihe outside boards, the two probabilities are 0.135 and

1"Because firms have fiscal years ending in months other than December, the timing of
observations presents 2 problem. The unit of observation is taken to be a fiscal year. Since
directors presumably know earnings before they are announced publicly, resignations occurrirg in
the month of the announcement or the month before the announcemeni are said to have followed
the announcement.

For the whole sample (including CEOs of all ages) the right-hand side of the estimated
equation is
— 260 + 183 AEBIT - 371 AEBIT#* D,y — 3.76 AEBIT« D4

(202) (0.72) {1.02) (1.04)
~ 079 AEBIT_, + 154 LEBIT  ¢Dpyea — 146 AEBIT_ +D .
(0.37) (0.67) 211)
+ 018 Dpyeg — 012 Dyyygiae-
(1.06) (0.63)

Using the entire sample, the roefficient cn outsiders is still negative for both AERIT and
AEBIT_,. 1t is significant for AEBIT_, but not for AEFi
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Table 5

Logit equations predicting CEO turnover using earnings changes and stock returns;? sample:
2,823 firm-years between 1974 and 1983 (CEOs must be either younger than 64 or older than 66);
asymptotic r-statistics in parentheses.

Variable Coeff. Coefl. Coeff. Coefl.
Constant -302 ~29 -291 ~2.89
(31.6) (189) (18.9) (18.6)

D b - -0.05 -0.01 -010
rixed ©.22) (0.05) 0.43)
Doiat — -0.63 -016 —-0.62
ouside (231) ©.70) 2.249)
AEBITS -0.33 3.04 - 4.18
017) (1.03) 1.39)

AEBIT+ — -395 — -5.53
Diined (0.90) 122

AEBIT» - --10.08 - -9.38
Dorsice (229 2.04)

AEBIT_. -523 058 — 0.63
(3.49) (0.26) 0.27)

AERIT_,+ - —-481 — -4.82
Dyirea (1.41) (139

AEBIT_, - -1452 : - -13.87
D,yiae 3.73) (3.29)

Keturn® -035 - -029 —0.44
129 0.73) (1.05)

Return = —_— — 0.57 0.75
Dy, ©0.97) 1.21)

Return « - — -1.38 -0.72
D, psige (1.91) (G.86)

Log likelihood —-554.85 ~54717 -55531 —54439

*The dependent variable is equal to 1 if there was a CEO change in a given year and 0
otherwise.

®Dixea is @ dummy variables that is 1 if the company’s board contains between 40% and 60%
outsiders.

“Dyuiside 18 @ duinnay variables that is 1 if the company’s board contains at least 60% outsiders.

9The veriable AEBIT is the company’s change in the carnings before interest and taxes
weighted by the book value of assets in the most recent fiscal year prior to the potential
resignation. This variable is adjusted for industry effects by subiracting from it the mean for all
ihe firms on COMPUSTAT in the same two-digit SIC code.

“The variable Return is the return on a company’s stock minus the return on a value-weighted
market portfolio in the four quarters prior to the period.
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0.010. Again the difference between them is statisiically significant (z-statistic
= 3.80). For the inside boards, the poor earnings decrease the change of a
resignation, as earnings changes in the bottom decile predict a 6.7% chance of
a resignation and earnings changes in the top decile predict a 3.9% chance.
However, the difference between these two numbers is not statistically signifi-
cant (¢-statistic = 1.45). That the difference is statistically significant for the
outside boards but not for the inside boards is evidence that the outsiders
engage in some monitoring.

These results show that there is a relation between both stock returns and
changes in earnings and the probability that a CEO will be replaced for
outsider-dominaied firms but not for insider-dominated firms. Yet, the
accounting literature has documented a well-knovn relation between stock
returns and earnings [see Watts and Zimmerman (1985)]. A possibl2 explana-
tion ior this resuit for earnings changes is that the significant coefficients on
the changes in earnings just act as a proxy for the ‘true’ relation between stock
returns and CEC changes.

To test this explanation 1 estimate equations including both earnings
changes and stock returns as explanatory varizbles. A significant coeflicient on
changes in earnings in this equation would suggest that the boards of directors
base their decision to retain a CEO in part on the component of changes in
earnings not contained in stock returns.!’

For purposes of comparison, I re-estimate the returns equation using annuai
data on the 322 firms with earnings data available in the third column. The
results are qualitatively identical to the results presented in table 3. The
coefficients for companies with outsider-dominated boards are all negative and
significantly different from zero and from the coefficient on companies with
insider-dominated boards.

In the fourtk column, I include both earnings changes and returns. The
coefficients on earnings changes for companies with outside boards are both
negative and significantly different from both zero and the coefficient for
companies with inside boards. Including returns in the equation does little to
the coefficients on changes in earnings. However, the coefficient on returns for
outsider-dominated companies is noticeably smaller when earnings changes
are included. It is still significantly different from zero at almost the 5% level
using a one-tailed test (z-statistic= —1.65), but is no longer significantly
different from the coefficient for insider-dominated companies. Thus this
equation provides support for the view that boards of directors look at

' The fact that the returns were ~cmputed quarterly and the earnings changes were computed
on an annual basis presented a problem. The equations presented here use firm-years as the unit
of observation. The returns are the market-adjusted returns for the ycar prior to the year of the
observation and the earnings changes are exactly the same as discussed above. This method is
employed instead of quarterly carnings changes because annuai data are available for a larger
fraction of my sample.
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accounting numbers when evaluating a CEQO’s perfermance, possibly even
more than at stock returns.

5.3. Controlling for shareholdings

A related concern is that shareholdings rather than the rumber of outside
directors determine the board’s level of monitoring. To test this hypothesis, I
use data gathered by the Corporate Data Exchange (CDE) on the sharehold-
ings of 456 Fortune 500 corporations for 1980.2° Of these 456 firms, 220 are in
the sample of firms used for the returns equations and 208 are in the sample
used for the earnings equations. The CDE lists the shareholdings of each
director with a stake larger than 0.2% of the total shares and identifies the top
two officers of ihe corporation, usually the CEO and the chairman oi the
board. A deficiency of these data is that they do not distinguish between
outsiders and insiders except for the top two officers. Nevertheless, the CDE
data do provide some insights into the relations between board shareholdings,
board composition, and CEQ turnover.

A first pass at the CDE data merged with the composition data yields a
strong relation between shareholdings and board composition. An ordinary
least squares regression tells the basic story:

Fraction of outsiders = 0.515 — 0.532 Stake of top
on board (39.6)  (4.63) 1wo officers

—0.434 Stake of rest + 0.00007 Assets,
(295) ofboard  (0.032)

R?*=0.111, Number of firms=236.

(¢-statistics are in parentheses.) Even controlling for size, shareholdinzs by
both the top two officers of the firm and the rest of the board decrease the
number of outsiders on the board.?!

The same corvelation is illustrated in more detail in table 6. The top panel
gives the average stakes of the top two officers and the rest of the board. In
insider-dominated companies, the top two officers owned an average of nearly
8% of their company’s stock in 1980, whereas in outsider-dominated compa-
nies, the top two officers owned an average of only 1.57%. The same effect is

?*Many thanks go to Randall Morck, Andrei Shleifer, and Robert Vishay for providing me with
their data, which are described in detail in Morck, Shleifer, and Vishny (1988).

*'The stakes here are expressed as fractions, so thai the equation would predict that a firm
whose CEO bnlds i6% of the company’s stock and whose board cutside the CEO has negligible
holdings would be predicted to have 47.8% outsiders on the board.
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Table 6

The association between board composition and board shareholdings for 208 NYSE corporations
in 1980.

(A) Average holdings by board type (%)

Board type
Entire
Inside® Mixed® Outside® sample
Chairman & president 7.98 232 1.57 in
Rest of board 5.26 2.39 1.75 301
(B) The distribution of board stakes by board type
Numaber of firms with stake of board
(excluding the stake of chair & president)
No. of
Board type firms <0.2% >02%, <2% >2%, <20% >20%
Inside 60 12 18 25 5
Mixed 80 31 30 16 3
Outside 68 21 32 14 1
Entire sample 208 64 80 55 9

2Inside boards have no more than 40% outsiders.
®Mixed boards have between 40% and 60% outsiders.
“Qutside boards have at least 60% outsiders.

true for the rest of the board. In insider-dominated companies, the board other
than the CEO and chairman owned 5.26% of the shares, whereas in ouisider-
dominated companies, they owned only 1.75%. Board holdings exclusive of the
top two officers are broken down in the second panel of table 6. The pattern is
the same as in the eailier columns. Insider-dominated firms have much greater
ownership by directors than do cutsider-dominated firms.

The relation between the CEQs’ sharcholdings and outsiders on the board is
relatively easy to explain. The evidence presented above and in the institu-
tional literature on boards suggests that CEOs have incentives to avoid
including outsiders on the board. One explanation for this relation is that
CEOQOs with more shares have more power in the firm and hence can keep
outsiders off the board. A second argument follows from the Jensen and
Meckling (1976) agency cost story. As a CEC’: sharehcldings grow as a
fraction of his wealth, his interests become more aligned with the shareholders’,
so agency costs diminish. Thus there may be less need for monitoring by
outside directors when the CEO has a large stake in the firm.

There are a2 number of explanations for the correlation between the holdings
of the rest of the board and the composition of the board. One explanation is
that when an outsider has a significant stake in the firm, further cutside
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directors are not deemed necessary, because the iirst outsider already has
significant incentives to monitor management. A second explanation is that
ownership by inside directors and monitoring by outside direcioss are alterna-
tive mechanisms used by shareholders to control agency problems. Yet a third
explanation is that family-dominated companies are generally both tightly
held and insider-dominated. Hermalin and Weisbach (1987a) have shown for a
subsample of 142 of the firms from this study that much of the relation
between board ownership and composition can be explained by family direc-
tors.

Shareholdings might affect the CEO turnover proces: in several ways. When
a CEO has more power in the firm, he is more difficult to remove. Since
shareholdings are likely to be one source of a CEO’s power, one might expect
that a large stake in the firm would decrease the probability that a CEO is
replaced. To test this hypothesis, I include the CEO’s shareholding in the
resignation equations.

The results from these equations are shown in the second column of taole 7.
In each case, increased shareholdings of the CEO reduce the probability that
he resigns, although the reduction is not significantly different from zero.
Nonetheless, including this variable in the equation does not affect the other
coefficients.

Since board shareholdings are correlated with board composition, a possible
objection to these results is that board composition may not be what de-
termines monitoring levels, but that board composition is simply a proxy for
shareholdings. Morck, Shleifer, and Vishny (1988} argue that directors will not
monitor management without a significant stake in the firm. I test this
hypothesis by examining whether the monitoring level depends on the share-
holdings of the noncontrolling directors {other than the CEO and the chair-
man).

I divide the sample of firms into three subsamples based on the holdings of
the noncontrolling directors. The first subsample has no noncontrolling direc-
tors with enough shares to be listed on the CDE director (i.e., no director has
0.2% of the shares). These 64 firms will be referred to as having negligible
holdings. I split the remaining firms into two categories based on whether the
noncontrolling directors hold more than 2% of stock. Although 2% is arbitrary,
it seems plausible that in the 64 companies in which noncontrolling boards
hold less than 2%, they may exercise some significant power over maragement.
In the 80 companies where the noncontrolling directors hold less than 2% cf
the stock but <nough to be listed on the CDE directory, these directors are
likely to exercise much less control over management.?

22There are several problems with this appreach. The most obvicus is that I am using 1980 data
to measure board control for 1974 to 1983. In doing so, { am implicitly assuming that board
shareholdings do not change over this ten-year period. I also am not able to separate the
shareholdings of outsiders and insiders. These equations are intended as a first pass at an
important question, using the data that are available,
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Table 7

Logit equations predicting CEO turnover using stock returns and management shareho! finge;?
sample: 8,862 firm-quarters between 1974 and 1983 (CEOs must be either younger than 64 or
older than 66); asymptotic -statistics in parentheses.

Variable Coefl, Coefl. Coeff. Coeff.
Constant -434 ~4725 —-4.19 -414

(25.5) (23.6) (26.2) 0.7

Dyied 0.03 -0.03 - 0.02
0.10) 0.13) (0.09)

Doulsidec - 0.18 - 0.24 — - 0.19
©0.72) 0.92) 0.70)

Return® -0.15 -015 —-0.59 -0.10
(0.26) 0.26) (1.00) 0.19)

Return » -0.48 -045 — -0.53
Dy (0.59) (0.55) 0.64)
Return « -209 -2.08 - -210
Dyside 232 (2.28) 2.19)
Stake of CEO - -1.28 — -1.04
1.11) 0.84)

Dgynic — - -0.22 -0.20
(0.96) 0.833)
Dy’ — - -0.32 -029
(1.39) 1.16)

Return « —_ - 0.38 0.78
Dgpoit (0.45) (0.88)
Return « _ —_ —-1.08 -0.68
Dgpo2 a.27n (0.75)
Log likelihood —586.49 —585.84 ~587.04 —583.88

“The dependent varisble is equal to 1 if there was a CEOQ change in a given year and 0
otherwise.

®Dpyixeq is 2 dummy variable that is 1 if the company’s board contains between 40% and 60%
outsiders.

“Dyuside is @ dummy variable that is 1 if the company’s board contains at least 60% outsiders.

9The variable Return is the return on a compzny’s stock minus the return on a value-weighted
market portfolio in the four quarters prior to the period.

“Dgppir is 2 dummy variable that is 1 if the directors collectively own less than 0.2% of the
company’s stock.

rDsnoz is a dummy variable that is 1 if the directors collectively own betweea 0.2% and 2% of the
conipany’s stock.

In the third column of table 7, I estimate the resignation equations separat-
ing the samples by ownership level instead of by board composition. The
resuits do not indicate that any one group engages in more monitoring than

“any other group. The boards with moderate levels of ownership appeared to
do the most monitoring, although the difference among the groups is not
satistically significant. In the analogous earnings equations {not presented), the
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firms whose boards own negligible amounts of stock seem to do the most
monitoring, although the effect appears only in the lagged earnings and not in
the most recent earnings change. T:: two equations together do not lead to
any clear conclusions about the role of shareholdings in motivating boards to
monitor managers.

In the fourth column of table 7, I separate the sample both by composition
group and by ownership group. The one result from these equations is that
having outsiders on the bcard seems to have a large effect on its monitoring
level. The coefficients are essentially unchanged from the original equations,
shown in the first column of table 7.2 The same result holds for the analogous
carnings equation. Thus, the monitoring effect of the outsider-dominated
boards does not appear to be a function of the ownership of the board.
Rather, it seems that the composition of the board is what drives its level of
monitoring.

S5.4. Additional tests

One possible objection to the above results is that the CEO replacement
relationship might vary systematically depending on a firm’s size or industry.
Since board composition is correlated with both firm size and industry, it is
possible that the relationship discovered above is caused by board composition
proxying for size or industry effects. To evaluate this interpretation, I control
for size and industry effects in my equations. Since the resuiis are not
particularly revzaling, they are not reported.

Including a measure of size in the equation has essentially no effect, either
by itself or on the other variables. Since one might expect the strength of the
monitoring relation to vary depending on the size of the firm, I also include
terms interacting size and performance measures in the equation. These
variables have no statistically or economically meaningful elzct, either by
themselves or on the other variables. Finally, I include dummies that are equal
to one if the firm is in a certain SIC two-digit industry code. All industries
with at least four firms in them are included. Including these dummies does
not affect the basic result: the coefficient on outside boards is still significant at
the 10% level in each equation.

An independent way of confirming . at the results represent boards of
directors firing CEOs and not simply that poor stock returns and earnings
tend to precede resignations in general is to consider resignations that are
caused by exogeneous forces. A finding that prior performance does not
predict these resignations would provide support for the view that in the

23B;cause of the restriction that the firm must be included in the CDE directory, these
equations are estimated on a maller sample of firms and hence have slightly different parameter
estimates. Therefore, I re-estimate the basic equations in the first columns of table 7. These

matac o tha

¢stunates are the nnes against which the ones in the later columns of table 7 should be compared.
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previous cases, poor performance does cause the resignations. I therefore
estimate the logit equations on the subsample of CEOs who are 64, 65, or 66
and are highly likely to resign because of mandatory retirement. The right side
of the removal equation using returns is

— 2.51 — 0.82 Return+ 0.69 Returns D_,
(13.2) (1.21) (0.76)

+ 0.57 Au’s’fdl"‘i*ﬂ + 026 D + 0 29 Dou e
(0.70) e T (104) T (11)

(#-statistics are in parentheses.) The coefficient on returns for each of the
groups is negative but the magnitudes are very small and none of the
coefficients is significantly different from zero. The coefficient on outside
boards is —{.25, which is less ithan one sixth of —1.63, the coefficient in the
equation: for the CEOs not of mandatory retirement age.

3.5. Interpretations

The results suggest that outside boards rely more frequently than inside
boards on perfcnnance, at least as mieasured by publicly available measures,
when making removal decisions. The obvious interpretation of these results is
that the ouiside directors serve a monitoring rcle. A potential alternative
explanation, however, is thai some third factor simultanecusly dctermines
which companies have outside boards and which companies have CEO turnover
after poor performance.

One factor may be the amount cf ‘power’ the CEO has within the firm.
Suppose some CCOs are weak, in the sense that they do not command much
loyalty or control over their shareholders. Other CEOs are strong, because
they do command such loyalty and control. Strong CEOs can impose their will
on the director selection process, while weak CEOs cannot. Thus, we would
expect that on average strong CEOs would have more insiders on their boards
than weak CEOs. Similarly, strong CEGs would be less likely to be replaced
following poor performance than would weak CEOs. According to this ex-
planation, the relationship between the composition of the board and the
correlation between poor performance and CEO turnover is spurious; both are
actually caused by a third factor, the amount of power the CEO has within the
firm.

This explanation, though, has an additional prediction that we can test.
Suppose that strong CEOs leave office only when they retire voluntarily and
weak CEOs leave office both when they are fired and when they resign
voluntarily. If there are no systematic differences between the times when
strong and weak CEOs choose to resign voluntarily, we would expect to see
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strong CEOQs remain in office longer than weak CEOs. Thus, this differential
power hypothesis predicts that the CEOs who resign with insider-dominated
boards will have longer tenures than those who resign with outsider-dominated
boards. |

The data, however, do not confirm this prediction. The average tenure of
CEOs who resign with insider-dominated boards is 11.7 years, while the
average tenure of CEOs who resign with outsider-dominated boards is 9.7
years. This difference is not significantly different from zero (¢-statistic = 1.50).
Moreover, it is driven by a few outliers. The median tenure of CEOs who
resign from outsider-dominated firms is actually longer than it is for insider-
dominated firms; the median tenure is 9 years for outsider-dominated firms
and 7.5 years for insider-dominated firms. The fact that there does not anpear
to be a systematic difference in the tenure of CEOs who resign between the
two types of firms casts doubt on the hypothesis that the results are caused by
some unobservable factor related to the power of the CEO within the firm.

Nevertheless, the question of how board composition is determined, and
wiiether it is jointly endogenous with CEO removals, remains. The results can
be plausibly explained by the following story: following poor performance,
firms first respond by adding outsiders to the board. If poor performance
continues, these outsiders remove the CEO. If the two stages are approxi-
mately contemporaneous and the unobserved forces that determine board
composition are correlated with the ones that determine CEO removal, than
the coefficient estimates in the CEO removal equations would be biased and
inconsistent.

Indeed, results from Hermalin and Weisbach (1987) suggest that firms do
add outsiders to their boards followirg poor performance. However, the effect
is small - a firm with earnings changes in the bottom decile is predicted to
increase the fraction of outsiders on its board by less than 1%. The effect of
poor stock returns is similar. Since the change in board compaosition following
poor performance is relatively small, and board composition changes very
slowly over time, it is unlikely that the potential endogeneity of the board
composition is a sericus problem.

An interesting fact is that there is no significant difference in the overall
number of resignations between board types. If anything, inside boards are
more likely to remove CEOs than outside boards. The average probability of
removal for an insider-dominated firm is about 5% annually; for an outsider-
dominated firm it is approximately 4%. This fact, together with the results
above, suggests that inside boards have reasons for replacing their CEOs
unrelated to publicly available performance measures such as stock returns or
earnings. Another explaiation is that inside boards have better information
about true performance than is reflected in publicly available measures. Yet a
third explanation is that outsidc board members tend to be short-sighted and
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remove managers following one bad year, ignoring the fact that the manager
may in fact be maximizing the long-term value of the firm. I will now test
these various explanations.

6. Analysis of share price movements

6.1. Measuring price responses to announcement of resignations

If CEOs who are removed are in fact poor performers, then firm value
should increase when the decision io remcve them is made. Even: studies are
the traditional way to test hypotbeses of this type.2* This event study estimates
the market model parameters «; and B; for each firm, using daily data
occurring both more than 120 trading days before and 60 days fellowing the
resignation by running the following regression:

R,=a;+BM+¢,,,

where R;; is the reium of firm i’s stock on day j and M; is the return of a
value-weighted market index on day j. The residuals from this predicted
equation are computed on the days immediately surrounding the annoince-
ment of the resignation in the Wall Street Journai.> These residuals measure
the percentage change in the expected future profits of the firm. A positive
residual indicates that there has been good news about the firm’s prospecis
unrelated to market factors. The cumulative abnormal residuals are computed
for several ‘event windows’ and & test is performed to see whether their
average across fizins is significantly different from zero. This procedure tests
whether the news about the sample firms conveyed to the market on the event
day is on average gcnd or bad. Through the estimation of the a; and the B, it
controls for both systematic (market-related) risk and any possible anomalies
such as the size effect [Banz (1981)].

The results of the event study are presented in table 8. The ¢xcess returns
are shown for several event windows and broken down by board type and age

24 The event study methodology was developed by Fama, Fisher, Jensen, and Rolt (1969). The
particular implementation adopted here follows Ruback (1982).

25For several of the firms, it was possible to isolate the month of the announcement but not the
exact date. Usnally, for these firms, there is an article describing the transition of power saying
something like: ‘Joseph Jones today replaced William Smith, who announced last August he
would step down in December as chief executive officer of XYZ Corpor-tion.” However, there was
no article discussing the announcement in August. It was therefore possible to include the change
in the prediction equations but not in the event study.
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Table 8

Excess returns around the date of the announcement of CEO resignations; sample: 367. NYSE
firms between 1974 ard 1983; day 0 is the Wall Street Journal announcement date; f-statistics in

parentheses.
Event window
Board Age Number of
types restrictions 0to0 -1t00 tol -1tol -3t03 resignations
All None 0.0016 0.0028 00022 900035  0.0027 259
(1.41) .7 1.39) 1.7 (0.89)
All Age <04 0.0017 0.0034 00037 00054  0.0039 153
or > 66 (1.30) 1.79) (1.93) (2.29) 1.07)
Outside® None 0.0049 0.0037 0.0062 00050  0.0060 83
(211) (1.09) (1.81) (1.19) 0.91)
Outside Age < 64 0.0045 0.0006 00105 00066  0.0080 44
or > 66 (1.55) (0.15) (2.50) (1.28) (1.01)
Mixed® None 0.0007 00043 —00002 00033 00011 101
(0.40) 1.7 (-0.10) (1.13) ©0.25
Mixed Age < 64 0.0015 0.0087 00002 00072 0.0021 62
or > 66 0.77) (2.82) (0.06) (1.90) (0.35
Inside® None -00009 -0.0002 00012 019 0.0011 5
(=050 (-057 (0.55) 0.79) (0.35)
Inside Age <64 -00007 -0.0010 00019 00016 0.0022 47

or >66 (—028) (-023) (0.58) {041) ©37)

*Outside boards have at least 60% outsiders. Gf 367 firms in the sample, 128 have outside

PMixed boards have between 40% and 60% outsiders. Of 367 firms in the sample, 146 have
ouiside boards.

“Inside boards have no more than 40% outsiders. Of 367 firms in the sample, 93 have inside
boards.

of CEO. The excess returns are aiways positive and sometimes significantly
different from zero. This result is different from Warner, Watts, and Wruck’s
(198R) finding that the mean of the excess returns was very close to zero. The
entire sample and the entire sample excluding CEOs at mandatory retirement
age are shown in the first two lines. The excess returns are positive and
significantly different from zero for the three-day window from the day before
the announcement to the day after the announcement. The excess returns are
larger for cases where the CEO was not of retirement age. This suggests that
more news is revealed by these resignations, which is reasonable, since
retirements of 65-year-old CEOs tend to be anticipated.

The residuals are broken down by board composition in rows 3 through 8.
Outside boards are shown in lines 3 and 4, mixed boards in lines 5 and 6, and
inside boards in lines 7 and 8. The effects are positive for outside and mixed
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boards and close to zero for inside boards. The positive residuals for the
outside boards are consistent with the hypothesis that outside boards improve
firm value by replacing bad management. The positive residuals for the mixed
boards are consistent with the argument discussed above that mixed boards
allow both better training for future CEOs and better observation by outside
directors of future CEO candidates. However, the éiference between the
residuals of different board types is not significantly different from zero. Thus
it is impossible to conclude that outsiders add m:ore to firm value than insiders
do through their removal decisions.?

The excess returns from the market model provide weak evidence that
outside and mixed boards increase their firms’ values when they replace a
CEO. This increase does not seem to be present Jor inside boards. These
results are consistent with the hypothesis that outside boards engage in
monitoring that improves firm value. The improvement for mixed boards is
consistent with the argument that a combined board facilitates the evaluaticn
of CEO candidates by the outsiders. The next section provides a test of these
explanations.

6.2. Explaining the share price responses

The final test evaluates whether the event day residuals can be explained by
the prior performance measures. If boards improve firm value by replacing
bad CEOs, there should be a relation between the quality of the CEO and the
change in firm value when he is replaced. If the performance measures are
correlated with the quality of the CEO and all replacements for the CEO are
expected to be of roughly the same quality, then the change in the value of the
firm surrounding the event day will be correlated with the performance
measure. The test measures whether the cases where the board replaces bad
management are those cases where there is an improvement in firm vaiue when
the change is announced. A finding that there is a relation between prior
performance and the event day residual for outsider-dominated firms but not
for insider-dominated firms would provide additional confirmation for the
results discussed above.

The iest is performed by regressing the cumulative excess returns from the
day before the Wall Street Journal announcement until the day following it on

26 This argument presumes that the market is correctly valuing the firm prior to the resignation.
Warner, Watts, and Wruck (1988) argue that if the market has oniy awvisy information about firm
value, the resignation of the CEQ may signal that the CEO and hence the firm have been
performing poorly. This signalling effect may cause a stock price to drop following a resignation
even though the resignation increases firm value. Hence, the event study may not be the
appropriate way to investigate whethex CEO removals increase firm value.
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the stock returns for the four guarters prior to the resignation.”” The estimated
equation is

Excess = — 0.0010 + 0.0343 * Return— 0.0555 Return+ D,
return (0.13)  (1.66) (1.97)

— 0.0924 Return+ Doy, + 0.0099 D,
(3.10) owsde T (124)

+ 0.0005 D, 4.5
(0.10) outside

R2=0.0776, Number of observatiions = 153.

(r-statistics are in parentheses.) The relation between prior performance and
the excess return surrounding the announcement of the CEO resignation is
strongesi for the companies with outside beards. The coefficient is significantly
different from that for the inside boards at the 1% levei and from zero at the
5% level. This implies that, for outside boards, it is exactly when the resig-
natiou is preceded by poor performance that firm value rises the most around
the day the resignation is announced. There is no similar relation between
prior performance and event day performance for companies with insider-
dominated or mixed boards. The fact that the coefficient on the returns for
mixed boards is not significantly different from zero is consistent with the
story that the excess returns for the mixed boards are caused by good
succession choices and not by throwing out bad CEOs.

7. Conclusions

The main result of this paper is that performance measures are more highly
correlated with CEO turnover for firms in which outsiders dominate the
boards of directors than for firms in which insiders dominate. Outsider-
dominated boards tend to add to firm value through their CEO changes. This
addition to firm value is largest when the change is preceded by poor

*’An earlier version of this paper also included analogous tests using changes in eamings with
similar results. ,

For this test, it is not apprnpriate to use the residuals from the estimated market model as the
measure of performance. If the market model residuals are used, then those firms with negative
returns prior to the resignation will be precisely those firms with low estimated values of the
intercept term. Therefore, even :10ugh all the firms may perform about the same around the event
day, it would seem as if there is « relaiion between prior performance and event day performance.
This relation would be spurious, due to the estimation process and not to any decisions made by
the boards of directors. For this reason the measure of excess return used for this test is the return
on the stock minus the return on the market portfolio. in fact, the results are stronger if market
model residuals are used because of this spurious effect.
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performance. No similar results hold for insider-dominated boards. Further-
more, these results do not appear to be caused by differences in the ownership
structure of the firm, the size of ihe firm, or the industry in which the firm
participates.

Although ihe results discussed above are for CEO removals, there are many
other ways in which outside directors can control the CEO’s actions. One way
is the choice of accounting policies. The board of directors has the final
decision over the amount of discretion the CEQ can take in manipulating
accounting numbers, in particular the accruais, to maximize his compensation
[Healy (1985)]. An interesting research project wouid test whether the ability
of CEOs to manipulate accruals differs systematicaily depending on the board
type. Similar projects could test agency cost explanations of dividends
[Easterbrook (1984)] and capital structure [Myers (1984)].

References

Amemiya, T., 1985, Advanced econometrics (Harvard University Press, Cambridge, MA).

American Law Institute, 1982, Principles of corporate governance and structure: Restatement and
recommendations, Tentative draft no. 1 (American Law Institute, Philadelphia, PA).

Andrews, K., 1982, Rigid rules will not make good boards, Harva:i Business Review 00 34-46.

Bacon, I, 1975, Corporate directorship practices: Role, selection and legal status of the board
(The Conference Board, Inc., New York).

Bali, R. and R. Watts, 1972, Some time series properties of accounting r>mbers, Journal of
Finance 27, 663-82.

Banz, R., 1981, The relationship between return and market value of common stocks, Journal of
Financial Economics 9, 3-18.

Coughlan, A.T. and R.M. Schmidt, 1985, Executive compensation, managerial turnover, and firm
performance: An empirical investigation, Journal of Accounting and Economics 7, 43—66.
DeAngelo, L., 1987, Managerial competition, information costs, and corporate governance: The
use of accounting information in proxy contests, Journal of Accounting and Economics,

forthcoming.

Demsetz, H., 1983a, The monitoring of management, in: Statement of the Business Roundtable on
the American Law Institute’s proposed princibles of corporate governance and structure:
Restaiement and recommendations (Business Roundtable, New York).

Demsetz, H., 1983b, The structurs of ownership and the theory of the firm, Journal of Law and
Economics 26, 375-393.

Easterbrook, F., 1984, Two agency costs explanations of dividends, American Economic Review
74, 650-659.

Fama, E., 1980, Agency problems and the theory of the firm, Journal of Political Ecor:umy 88,
288--307.

Famz, E. and M. Jensen, 1983, Separation of ownership and control, Journal of Law and
Economics 26, 301-325.

Fama, E., L. Fisher, M. Jepnsen, and R. Roll, 1969, .he adjustment of stock prices to the new
information, International Economic Xeview 10, 1-21.

Tisher, F.M. and 1.J. McGowan, 1983, On the misuse of accounting rates of return to infer
monopoly profits, American Economic Review 73, 82-97.

Foster, G., 1978, Financial statement analysis (Prentice-Hall, Englewood Cliffs, NJ).

Geneen, H., 1984, Managing (Avon Beoks, New York).

Hart, O., 1983, The market mechanism as an incentive scheme, Bzll Journal of Economics 14,
366-382.



460 M. Weishach, Outside directors and CEQ turnover

Healy, P., 1985, The effect of bonus schemes on accounting decisions, Journal of Accounting and
Economics 7, 85-108.

Hermalin, B. and M. Weisbach, 1987, The determinants of board composition, Unpublished
manuscript (University of Rochester, Rochester, NY).

Jensen, M.C., 1986, The takecver controversy: Analysis and evidence, Midland Corporate Finance
Journal 4, 6-32.

Jensen, M.C. and W.H. Meckling, 1976, Theory of the firm: Managerial behavior, agency costs
and ownership structure, Journal of Financial Economiics 3, 305-360.

Jensen, M.C. and R. Ruback, 1983, The market for corporate control: The scientific evidence,
Journal of Financial Economics 11, 5-50.

MacAvoy, P.W,, S. Cantor, J. Dana, and S. Peck, 1983, ALI proposals for increased control of the
corporation by the board of directors: An econcmic analysis, in: Statement of the Business
Roundtable on the American Law Institute’s proposed principles of corporate governance and
structure: Restatement and recommendations (Business Roundtable, New York).

Mace, M.L., 1971, Directors, myth and reality (Harvard Business School Press, Boston, MA).

Morck, R., A. Shieifer, and R. Vishny, 1988, Management ownership and market valuation: An
empirical analysis, Journal of Financial Economics, this issue.

Mk, E and J. Gardenia, 1985, Organization and compensation of boards of directors (Arthur
Young Inc., New York).

Myers, S., 1984, The capital structure puzzle, Journal of Finance 34, 575-592.

Rao, C.R., 1963, Linear statistical inference and its appticaiions (Wiiey, New York).

Ruback, R., 1982, The effect of discretionary price control decisions on equity values, Journal of
Financial Economics 10, 83-105.

Solomon, E., 1970, Alternative rate of return concepts and their implications for utility regulation,
Beil Journal of Economics 1, 65-81.

Stauffer, T., 1971, The measurement of corporate rates of return: A generalized foundation, Bell
Journal of Economics 2, 434-469.

Vanceo}kS.C., 1983, Corporate leadership — boards, directors, and strategy (McGraw-Hill, New
York).

Vancil, R., 1987, Passing the baton: Managing the process of CEG succession (Harvard Business
School Press, Boston, MA).

Warner, J.B., RL. Watts, and K.H. Wruck, 1988, Stock prices, event prediction, and event
:lt:ixsdi_es: An examinatioz of top management restructurings, Journal of Financial Economics,

issue.

Wa;:]sj,)k. and J. Zimmerman. 1985, Positive accounting theory (Prentice-Hall, Englewood Cliffs,



