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How are governance practices propagated across firms? This article proposes, and em-
pirically verifies, that observed governance practices are partly the outcome of network
effects among firms with common directors. While firms attempt to select directors whose
other directorships are at firms with similar governance practices (“familiarity effect”),
this matching of governance practices is imperfect because other factors also affect the
director choice. This generates an “influence effect” as directors acquainted with differ-
ent practices at other firms influence the firm’s governance to move toward the prac-
tices of those other firms. These network effects cause governance practices to converge.
(JELD80, G32, G34, R10)

Firms, even those that are publicly traded, operate with widely differing cor-
porate governance practices. The theoretical governance literature has pro-
vided some insights into the determinants of corporate governance practices
such as board size (e.g.,Raheja 2005), the fraction of outside directors (e.g.,
Hermalin and Weisbach 1998), CEO duality (e.g.,Jensen 1993), and execu-
tive compensation (e.g.,Garvey and Milbourn 2006). There is, however, still
considerable disagreement on what constitutes optimal governance (e.g.,
Holmstrom 2005; Holmstrom and Kaplan 2003), and our understanding of
why firms adopt specific governance practices and how governance changes
over time is far from complete (e.g.,Adams, Hermalin, and Weisbach 2010).

This article seeks to empirically address this issue by exploring a novel chan-
nel for changes in governance. The main idea is that governance practices
propagateacross firms based on two factors: the manner in which directors
are selected by firms and then the influences exerted by the directors shared
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Corporate Governance Propagation through Overlapping Directors

by these firms.1 The likelihood of an individual being appointed director at
a firm may depend on the governance practices of the firms he is already a
director at, and after coming on board, this director may bring these prac-
tices into discussions about potential changes in the firm’s governance prac-
tices. More specifically, shared directors create asocial networkof firms, and
the governance practices of firms within the network are then influenced by
each other in a manner akin to the way other social networks affect the be-
havior patterns of their members (e.g.,Bertrand, Luttmer, and Mullainathan
2000).

If this network-effect idea has empirical force, I should find three regularities
in the data. First, the governance practices of a firm must be associated with
or exhibit similarity to the governance practices of the other firms its directors
serve at. Second, in selecting an individual as a director, a firm will take into
account the governance practices of the firms that individual is presently a
director at, since the firm will rationally recognize that a director it brings on
board will influence its governance. Third, a firm’s governance will move in
the direction of the governance practices of the other firms its directors serve at.
The empirical strategy employed in this article probes the data to test whether
each of these three regularities exists. The analysis focuses on five governance
practices: (1) board size; (2) the percentage of outside directors; (3) whether
the CEO is also chairman of the board (CEO duality); (4) CEO compensation;
and (5) director pay.

To test for the presence of the first regularity, I examine whether a specific
governance practice at firmk is associated with the (one-year-lagged) weighted
average governance at firms that have overlapping directors with firmk, while
controlling for other factors that are known to affect governance, including
CEO and firm characteristics, and average peer-firm governance. The results
strongly reveal the presence of the first empirical regularity: The coefficients on
the governance practices at firms with overlapping directors are positive and
highly significant for all five governance practices. I verify that these results
are not driven by firms all moving in the same direction because they had to
comply with the Sarbanes-Oxley (SOX) Act of 2002 and more stringent gov-
ernance requirements imposed by several exchanges over the sample period.
Robustness checks that use alternative specifications of the weighted average
governance variables yield similar results.

I turn next to the second empirical regularity and proceed as follows. I be-
gin by noting that, at any given point in time, a firm will tend to view its
existing governance practices as efficient, or else it would proactively change
them. Moreover, it will recognize that a new director may have a different per-
spective and may attempt to influence governance. To minimize the potential

1 Directors of large firms tend to serve on multiple boards: The average and median director of a Forbes 500 firm,
for example, holds three directorships (Fich and Shivdasani 2006).
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friction/disagreement this may cause among board members,2 a firm wishing
to appoint a new director will seek an individual whose existing directorships
are at firms with governance practices similar to its own.3 That is, in appoint-
ing someone as a director, the firm will seek to minimize the gap between its
own governance and the average governance of the firms that individual is al-
ready a director at, thereby bringing in somebody who is “familiar” with its
own governance practices. I dub this the “familiarity effect.”4

To assess the empirical significance of the familiarity effect, I specify a
director-selectionmodel. It predicts the probability that a firm will select an
individual as a director based on measures of governance similarity across the
firm and the other firms he has board seats at, as well as other factors, includ-
ing whether he already has a directorship at a firm in the same industry, at a
firm of similar size, at a geographically close firm, or was acquainted with one
of the directors because he served with that person on another board in the
past. For all the governance variables, I find that an individual is more likely to
be appointed as a director if he is already a director at firms with governance
practices that are similar to the firm’s own practices. This suggests that the fa-
miliarity effect is at work and reveals the presence of the second hypothesized
empirical regularity. But most of the other variables are also statistically signif-
icant, so the familiarity effect is not the sole determinant of director selection.

Finally, I turn to the third empirical regularity: Do the governance practices
of a firm move in the direction of the governance practices of the other firms
its directors are serving at? I call this the “influence effect.” The idea is that,
even though the familiarity effect is at work in the director-selection process,
a number of other factors also impinge on the firm’s choice of director, as
noted above. Hence, some gap between the firm’s own governance practices
and those of the other firms the chosen director is serving at is unavoidable.
Given the existence of the gap, the influence effect arises.

The empirical tests first analyze whether a biggergap in governance prac-
tices between the other firms at which a firm’s directors serve and the firm
itself leads to bigger subsequent governancechangesat the firm in question.

2 Discord among board members or friction between the CEO and the board could induce the board to be ex-
cessively intrusive, jeopardizing its cooperative advisory role in favor of a more confrontational monitoring
role, with the attendant adverse consequences for governance (e.g.,Adams and Ferreira 2007). Holmstrom
(2005) provides an interesting discussion of how board intrusiveness can impede effective governance (see also
footnote 4). Discussions with directors confirm this as well.

3 Another possibility is that the firm will wish to recruit a director who sits on the boards of firms with dissimilar
practices, so as to learn about alternatives to its own practices and infuse the board with new perspectives and
expertise. To the extent that this effect is at work, it will bias against finding a strong familiarity effect.

4 In reality, it may not be the case that before appointing an individual as a director, the firm literally checks the
proximity of eachof the governance practices ofall the firms the individual is a director at to its own practices.
The essential intuition of the familiarity effect is that the firm will examine the overall compatibility of the
individual with the rest of the board, and in doing so will consider the individual’s prior experience with the
practices of the firms the individual is a director at. When this is not done, boards can become “overbearing,”
as pointed out by Holmstrom (2005), who attributes Coca-Cola’s struggles to such behavior: “The board was
implicated, as it usually is, but interestingly, the fault was not complacency. Instead, the Coca-Cola board was
criticized for having intervened too much in executive decision-making, vetoing important strategic decisions.”
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Corporate Governance Propagation through Overlapping Directors

For all five governance practices, I find that it does, revealing the presence of
the third hypothesized empirical regularity. However, the evidence does not
preclude the possibility that the firmanticipatedchanging its governance in
a particular direction and therefore hired new directors serving at firms with
governance practices similar to the anticipated practices. Two additional tests
address this endogeneity problem. Both limit the sample to cases in which
there was no change in directors at the firm in the previous year. The first
test decomposes the change in the firm’s governance gap into two parts—one
arising from continuing directorships of its directors at other firms and an-
other due to new directorships added by its existing directors. From the firm’s
perspective, only the latter is exogenous. I show that a bigger change in the
exogenousgovernance gap leads to a bigger change in the firm’s governance,
indicating that overlapping directors do influence governance. The second test
is a counterfactual analysis. Hypothesizing that the future cannot change the
past, I indeed find that future changes in the firm’s governance gap do not drive
current changes in its governance.

The findings of this article highlight two kinds of social network effects.
One pertains to director selection, which is the familiarity effect. The second
pertains to director influence on governance. Firms that are networked through
overlapping directors tend to adopt similar governance practices due to the
experience-based influences exerted by their shared directors.

This article is related to the theoretical corporate governance literature (e.g.,
Adams and Ferreira 2007; Goel and Thakor 2008; Harris and Raviv 2008;
Hermalin and Weisbach 1998; Song and Thakor 2006), the empirical litera-
ture on the determinants of governance practices (e.g.,Baker and Gompers
2003; Boone, Field, Karpoff, and Raheja 2007; Brickley, Coles, and Jarrell
1997; Coles, Daniel, and Naveen 2008; Yermack 1996), the empirical litera-
ture on the nature and effects of board interlocks (e.g.,Core, Holthausen, and
Larcker 1999; Dooley 1969; Ferris, Jagannathan, and Pritchard 2003; Fich and
Shivdasani 2006; Mizruchi 1996; Vafeas 1999), and the literature on social
network effects (e.g.,Bertrand, Luttmer, and Mullainathan 2000; Barnea and
Guedj 2009; Bizjak, Lemmon, and Whitby 2009; Bouwman and Xuan 2010;
Chiu, Teoh, and Tian 2010; Hong, Kubik, and Stein 2004; Hwang and Kim
2009; Schonlau and Singh 2009).

The organization of the article is as follows. Section1 describes the data and
presents the hypotheses tested in the article. Section2 examines whether gov-
ernance practices are associated with the governance at firms with overlapping
directors. Section3 examines the familiarity effect, and Section4 the influence
effect. Section5 summarizes and concludes.

1. Corporate Governance Data and Empirical Hypotheses

This section describes the governance data used in the article and presents three
testable hypotheses.
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1.1 Data
I start with all the firms included in the Corporate Library’s Board Analyst
database between 2001 and 2007. Board Analyst contains governance data on
virtually every firm included in the S&P 500, the S&P midcap 400 index, the
S&P smallcap 600 index, the Fortune 1000, and the Russel 3000. It also has de-
tailed information on each firm’s directors. The Board Analyst’s “Companies”
dataset (which includes the firm-level data) is merged with the “Directorships”
dataset (which contains the director-level data); this combination contains a
wide variety of board-related corporate governance variables. CEO total com-
pensation (which includes salary, bonus, option grants, restricted stock grants,
and long-term incentive payouts) is obtained from ExecuComp and added to
the dataset.

The following five governance variables are used in all of the analyses: (1)
board size measured as the number of directors; (2) the percentage of outside
directors as a measure of board independence;5 (3) CEO duality; (4) CEO
compensation measured as log(CEO total pay);6 and (5) director compensation
measured as log(director base pay).7

1.2 Hypotheses
I now present the three hypotheses that were discussed in the Introduction and
are tested in Sections2–4.

Hypothesis 1 (corporate governance similarity): Corporate governance at
firm k is associated with the governance practices of firms that have overlap-
ping directors with firm k.

Hypothesis 2 (familiarity effect): An individual is more likely to be selected
as a director at firm k if he currently is a director at firms whose governance
practices are closer to those of firm k.

Hypothesis 3 (influence effect): The bigger the gap in corporate governance
between the other firms at which firm k’s directors have board seats and firm k,
the greater is the subsequent change in corporate governance at firm k in the
direction of the corporate governance at those other firms.

These hypotheses have implications for how we interpret governance theories
that are worth noting. If each firm determines its governance practices by en-
gaging in its own private-optimum-determination calculus (as, for example, in
Harris and Raviv 2008andHermalin and Weisbach 1998), then each firm’s

5 Similar results are obtained using the percentage of outside-related directors, i.e., directors that have or have had
a significant relationship with the firm, instead of the percentage of outside directors.

6 Qualitatively similar results are obtained based on salary and cash compensation.

7 Director stock and option ownership are missing for a large fraction of directors, and hence are not used.
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practices should reflectfirm-specificfactors. I should then not find support for
the network-effect hypotheses after controlling for the firm-specific factors that
determine the private optima indicated in the theories. In contrast, empirical
validation of the hypotheses above would suggest that corporate governance
practices are, at least in part, shaped by experimentation and learning from the
experiences of others, with overlapping directors serving as the conduits for
this learning.

2. Governance Similarity at Firms with Overlapping Directors

2.1 Methodology to test Hypothesis1
To test whether a firm’s governance is associated with the governance practices
of other firms at which its directors serve (Hypothesis1), the following model
is estimated for each corporate governance practicem:

Govm,k,t = α0 + α1WAgovm,k,t−1 + A′Xk,t−1 + λt + ηs, (1)

whereGovm,k,t is the value of governance practicem at firm k in yeart , and
WAgovm,k,t−1 is the corresponding one-year-lagged weighted average value of
governance practicem of other firms at which firmk’s directors have board
seats (see Section2.2). For example, if board size is the practice of interest,
a firm’s board size is regressed on the weighted average size of the boards
on which the firm’s directors serve.Xk,t−1 contains control variables such as
peer firm governance plus key firm and CEO characteristics that the literature
has found to be important determinants of corporate governance practices (see
Section2.3).

Ordinary least squares (OLS) regressions are used in four cases. A logit
regression is performed in the case in which the dependent variable is a dummy
variable.

In line with the board-determinants literature (e.g.,Baker and Gompers 2003;
Coles, Daniel, and Naveen 2008; Linck, Netter, and Yang 2008), all regres-
sions include year fixed effects (λt ) and industry fixed effects (ηs). Industries
are based on 17 Fama–French industry groupings, but using two-digit Standard
Industrial Classification (SIC) codes yields similar results. Robust standard er-
rors are clustered by firm; clustering by firm-year yields qualitatively similar
results. Hypothesis1 predicts thatα1 > 0 in every regression.

2.2 Key independent variable: Weighted average governance at firms with
overlapping directors

For each firm, the weighted average governance practices at firms with over-
lapping directors (which can be viewed as the weighted average opinion of its
directors) are obtained using a three-step procedure.

In the first step, I assign equal weight to each director at the firm of interest;
call it firm k. Suppose firmk hasNk directors. So, each director of firmk gets
a weight of 1

Nk
.
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In the second step, for each of the five governance practices (subscripted
by m), I calculate for each director the average governance practice at the
other firms on whose boards the director sits. Suppose directori is a direc-
tor of ni other firms in yeart . Let x j

m,i,t be the value of governance prac-
tice m at firm j ( j 6= k) that directori is a board member of in yeart . Then

x̄m,i,t =
∑ni

j =1 x j
m,i,t

ni,t
is the average value of governance practicem for director

i.8 This calculation is performed for each director who is affiliated with one or
more other firms. As an example, suppose the governance practice of interest
is board size (subscripted bym). If director 1 has board seats at datet at three
other firms with board sizes 5, 6, and 10, then the average governance practice
at the other firms at which he has a board seat isx̄m,1,t = (5+6+10)

3 = 7.
Many firms have one or more unaffiliated directors, i.e., directors with no

other directorships. These directors must also be accounted for, and they must
be assigned “opinions.” The main specification assumes that the best proxy for
the opinion of these directors is the firm’s own (lagged) governance practice.
While plausible, this assignment scheme raises a potential concern: If a large
fraction of firms had only unaffiliated directors, then a mechanical relation be-
tween the dependent variable and the independent variable of interest could
be induced by this assignment scheme. To deal with this issue, I do several
things. First, I drop firm-years in which all directors are unaffiliated. That is,
the sample is restricted to firm-years in which at least one director has at least
one outside directorship.9 Second, to examine the sensitivity of the results to
the lagged-own-firm-governance assignment scheme, I use two alternative as-
signment schemes (see Section2.5.3). Third, in a separate robustness check,
I limit the sample to firms at which at least two-thirds of the directors hold
outside directorships (see Section2.5.4). These robustness checks yield results
that are similar to the main results.

In the third step, I calculate the “other-firms”weighted average corporate
governance characteristicfor governance practicem for firm k in year t as

WAgovm,k,t =
∑Nk,t

i =1

[
x̄m,i,t
Nk,t

]
, wherex̄m,i,t is computed as in Step 2 above for

affiliated directors; for unaffiliated directors,x̄m,i,t equals firmk’s own gover-
nance characteristic.

To illustrate, suppose firmk has four directors and I am computing
WAgovm,k,t for the governance practice board size (subscripted bym). As
in Step 2, the average governance practice at other firms for director 1 is
x̄m,1,t = 7. Suppose director 2 has seats on the boards of two other firms,
one with a board size of 9 and the other 13. Thenx̄m,2,t = 9+13

2 = 11.

8 The practices at each of those firms receive equal weight. It is possible that a director does not draw equally on
the experiences learned at those firms. To the extent that this is true, it only makes it harder to find significance.

9 At the average sample firm, 40% of the directors are affiliated. These directors on average have 1.6 outside
directorships (i.e., they have 2.6 directorships including the board seat at the firm of interest). See Table1,
Panel C.
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Director 3 has a board seat at only one other firm with a board size of 6. Then
x̄m,3,t = 6. Director 4 has no other affiliations, and is assigned the same value
as firmk’s board size. So,̄xm,4,t = 4. ThenWAgovm,k,t = 7+11+6+4

4 = 7.
Note that all analyses uselast year’sweighted average corporate gover-

nance, and thus the independent variable related to the governance practices
of other firms is lagged in all analyses. That is,WAgovm,k,t−1 is used as the
independent variable when the dependent variable is the firm’s governance in
this year (Govm,k,t ).

2.3 Control variables and summary statistics
The existing literature has found that a set of firm and CEO characteristics
help explain four of the governance practices studied in this article: board size,
the percentage of outside directors, CEO duality, and CEO pay (Baker and
Gompers 2003; Bebchuk and Grinstein 2005; Bizjak, Lemmon, and Naveen
2008; Coles, Daniel, and Naveen 2008; Linck, Netter, and Yang 2008). The
firm characteristics include firm size (the log of total assets); book leverage
(interest-bearing debt divided by total assets); firm age (the number of years
since the firm first appeared in the Center for Research in Security Prices
(CRSP) database); research and development (R&D) intensity (R&D divided
by total assets); free cash flow (FCF) normalized by total assets; and profitabil-
ity proxied by return on assets (ROA; net income divided by total assets). The
CEO characteristics include CEO age and CEO tenure.

Director base pay has been studied less, but it is plausible that it increases in
the difficulty the directors face in monitoring (Brick, Palmon, and Wald 2006).
The following controls are included to reflect this: firm size and R&D intensity
(bigger firms and high-R&D firms are harder to monitor); FCF normalized by
total assets (firms with potential FCF problems need more monitoring); book
leverage (more levered firms may need less director monitoring due to credi-
tor monitoring; e.g.,Hart and Moore 1994); and CEO tenure (if tenure reflects
quality, then longer tenure implies that less monitoring is needed). Two addi-
tional variables are ROA (more profitable firms are able to pay their directors
more) and the number of board meetings (directors often receive a fee per
meeting; e.g.,Adams and Ferreira 2008).

It is also important to control for “peer firm” governance.Bizjak, Lemmon,
and Naveen(2008) show that firms use peer-group benchmarking to set CEO
and director pay, suggesting that benchmarking may also be used for gover-
nance practices. I therefore include the average governance characteristic at
peer firms as a control, where “peer firms” are defined as firms of similar size
(same asset tercile) and industry (based on 17 Fama–French industry group-
ings) in a particular year.10

The key independent variable and all the control variables are lagged by one
year to diminish potential endogeneity (reverse causality) concerns. As a result,

10 Similar results are obtained based on two-digit SIC codes.
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Table 1
Summary statistics

Panel A: Five governance practices and how often they change in the sample, and a weighted average
overlapping directormeasure

Change in firm
governance in X% Weighted average

Average firm of all firm-year overlapping director
Variable N governance observations measure

1. Board size 7066 9.4 54% 9.5
2. % of outside directors 7066 71% 69% 69%
3. CEO duality 7066 64% 17% 59%
4. log(CEO total pay) (in $’000) 5666 8.13 100% 8.06
5. log(director base pay) (in $’000) 6129 3.35 31% 3.24

Panel B: Control variables

Variable N Average Median

Average industry governance 7066 Varies Varies
Assets (in $ million) 7066 15449.3 1901.2
Book leverage (%) 7066 34% 32%
Firm age (years) 7066 23.5 17.0
R&D intensity (%) 7066 0% 0%
FCF / assets (%) 7066 2% 2%
ROA (%) 7066 2% 4%
CEO age (years) 7066 54.7 55.0
CEO tenure (year) 7066 7.0 5.0
Board meetings 5670 7.8 7.0

Panel C: Affiliateddirectors

N Average Median

Fraction of firms with affiliated directors 7066 1.00 1.00
Fraction of affiliated directors per firm 7066 0.40 0.38
Number of outside directorships per affiliated director 7066 1.58 1.50

Notes: Panel A provides summary statistics on the five governance variables, indicates the frequency with which
they change in the sample, and contains summary statistics on a weighted average overlapping director measure
that assigns the average governance at other firms at which directors have board seats to affiliated directors; to
unaffiliated directors, it assigns the firm’s own governance. Panel B shows summary statistics on most of the
control variables used in the regressions that examine whether a firm’s governance is associated with the gov-
ernance at other firms at which its directors have board seats. (The average corporate governance practice at
similar-sized (same asset tercile) firms in the industry is excluded because it differs by industry and governance
measure.) Panel C includes information about affiliated directors, i.e., directors with outside directorships. Sam-
ple period: 2002–2007.

The governance measures include (1) board size measured as the number of directors; (2) the percentage of
outside directors; (3) CEO duality, a dummy that equals 1 if the CEO is the chairman; (4) log(CEO total pay);
and (5) log(director base pay).

Assets is total assets. Book leverage is interest-bearing debt divided by the sum of the book value of equity and
interest-bearing debt. Firm age is the number of years since the firm first appeared in CRSP. R&D intensity is
R&D divided by total assets. FCF / TA is free cash flow divided by total assets. ROA is return on assets (net
income divided by total assets). CEO age is the CEO’s age. CEO tenure is the number of years the CEO has
been in charge. Board meetings is the number of board meetings.

the sample period is restricted to 2002–2007. The sample includes 7,066 firm-
year observations in most regressions. The sample is smaller in case of CEO
and director pay because data are not available for every firm.

Table1 contains key summary statistics on the regression variables. Panel A
shows that the average board in the sample has 9.4 directors, of which 71% are
outside directors. The CEO is the chairman in 64% of the cases. The average
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CEO earns $3.39 million in total pay. On average, directors receive base pay of
$28,503. Most governance practices change frequently over the sample period.
Not surprisingly, CEO total pay changes the most, while CEO duality changes
the least (100% versus 17% of all firm-year observations, respectively). Panel
A also includes summary statistics for the weighted average corporate gover-
nance variables. Panel B shows summary statistics for all the control variables
except the average industry governance because it varies not just by gover-
nance measure but also by industry. Panel C confirms that the sample excludes
firms that have only unaffiliated directors: Atall firms, at least 1 director has an
outside directorship. At the average (median) sample firm, 40% (38%) of the
directors are affiliated. The average (median) affiliated director in the sample
has 1.6 (1.5) outside directorships, or 2.6 (2.5) total directorships. This rules
out the possibility that my results are somehow driven by the combination of a
preponderance of firms with boards comprised entirely of unaffiliated directors
and the particular choice of an opinion-assignment scheme for these unaffili-
ated directors.

2.4 Testing Hypothesis1: Regression results
Table 2 contains the results. I first examine the coefficients of the control
variables. They seem consistent with the existing literature. Board size in-
creases with firm size, firm age, and CEO age, and decreases in CEO tenure
(Baker and Gompers 2003; Coles, Daniel, and Naveen 2008; Linck, Netter,
and Yang 2008); and the fraction of outsiders decreases in CEO tenure (Baker
and Gompers 2003). As expected, director base pay increases in firm size and
the number of board meetings, and decreases in CEO tenure.

I now turn to the main variables of interest. As predicted by Hypothesis1,
the coefficients on all of the weighted average governance variables are posi-
tive and significant: A firm has a larger board, has more outsiders, and pays its
CEO and directors more if its directors serve on other boards that are bigger,
have a larger fraction of outsiders, and award their CEOs and directors more;
and the CEO is more likely to be the chairman if this practice is already in
place at other firms at which the firm’s directors are board members. These
findings indicate that the firm’s governance is associated with the governance
practices of the firms with which it has overlapping directors and strongly sup-
port Hypothesis1.

2.5 Testing Hypothesis1: Robustness checks
This subsection performs four checks to test the robustness of the result that
a firm’s corporate governance is correlated with the governance of other firms
at which its directors have board seats. Table3 presents the results. For the
sake of brevity, only the coefficients on the main variables of interest—the
five weighted average governance practices at other firms at which directors
have board seats—are presented. However, every regression includes all the
control variables included in Table2.
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Table 2
Is a firm’s governance associated with the governance at other firms its directors have board seats at?

log(CEO log(director
Board size % Outsiders CEO duality total pay) basepay)

1 2 3 4 5

Weighted average practice
at firms with overlapping
directors (based on practice
mentioned in column header) 0.829 0.853 186.744 0.563 0.720

(0.000)*** (0.000)*** (0.000)*** (0.000)*** (0.000)***
Average industry practice
(based on practice mentioned
in column header) 0.034 0.159 0.803 0.121 0.117

(0.287) (0.001)*** (0.640) (0.001)*** (0.001)***
Log(assets) 0.229 −0.003 1.091 0.182 0.059

(0.000)*** (−0.029)** (0.016)** (0.000)*** (0.000)***
Book leverage −0.058 0.010 1.534 −0.133 −0.013

(−0.588) (0.170) (0.026)** (−0.099)* (−0.644)
Firm age 0.004 0.000 1.008 0.000

(0.047)** (0.000)*** (0.003)*** (0.886)
R&D intensity 2.293 −0.308 80923.982 0.371 −0.166

(0.245) (−0.000)*** (0.622) (0.338) (−0.361)
FCF / assets −0.302 0.008 0.987 −0.071 0.023

(−0.004)*** (0.312) (0.951) (−0.327) (0.397)
ROA −0.086 −0.005 0.983 0.558 0.079

(−0.642) (−0.691) (0.964) (0.000)*** (0.164)
CEO age 0.004 −0.000 1.049 0.003

(0.241) (−0.190) (0.000)*** (0.195)
CEO tenure −0.006 −0.000 1.175 −0.005 −0.003

(−0.117) (−0.095)* (0.000)*** (−0.025)** (−0.001)***
Board meetings 0.003

(0.052)*

Observations 7066 7066 7066 5666 4968
Adjusted R-squared (Pseudo
R-squared in column 3)

0.68 0.50 0.65 0.50 0.62

Notes: This table addresses whether a firm’s corporate governance practices are associated with the (lagged)
weighted average governance practices at firms with overlapping directors. It shows the results of OLS regres-
sions (columns 1,2,4,5) and a logistic regression (column 3). Results are presented based on a weighted average
overlapping director measure that assigns the average governance at other firms at which directors have board
seats to affiliated directors; to unaffiliated directors, it assigns the firm’s own governance.

The governance measures include (1) board size measured as the number of directors; (2) the percentage of
outside directors; (3) CEO duality, a dummy that equals 1 if the CEO is the chairman; (4) log(CEO total pay);
and (5) log(director base pay).

Average industry practice is the average corporate governance practice at similar-sized (same asset tercile) firms
in the industry. Log(assets) is the log of total assets. Book leverage is interest-bearing debt divided by the sum of
the book value of equity and interest-bearing debt. Firm age is the number of years since the firm first appeared
in CRSP. R&D intensity is R&D divided by total assets. FCF / TA is free cash flow divided by total assets. ROA
is return on assets (net income divided by total assets). CEO age is the CEO’s age. CEO tenure is the number
of years the CEO has been in charge. Board meetings is the number of board meetings. Year and industry fixed
effects are included in every regression.

p-values based on robust standard errors clustered by firm are in parentheses. Superscripts ***, **, and * denote
statistical significance at the 1%, 5%, and 10% levels, respectively. Column 3 reports the McKelvey & Zavoina
pseudoR-squared.

2.5.1 Robustness: Are results driven by SOX? After high-profile corpo-
rate scandals involving Enron, Worldcom, and Tyco in 2001 and 2002, various
attempts were made to enhance corporate governance. The Sarbanes-Oxley
(SOX) Act was passed in July 2002, and the NYSE and Nasdaq adopted new
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listing requirements in August and October 2002, respectively. Below, I refer to
these three at times collectively as “SOX.” While the details of these initiatives
differed, there were many similarities. The two main governance provisions of
SOX that are possibly relevant for this article include:11 (i) all firms must have
a majority of independent directors (NYSE and Nasdaq); and (ii) all members
of the compensation and nominating committee must be independent (NYSE
and Nasdaq) and audit committee members as well (SOX, NYSE, and Nas-
daq). Firms with a non-classified board had to adopt these provisions between
January and October 2004, while firms with a classified board had to meet
these requirements by year-end 2005.

The fact that firms had to comply with stricter governance rules sometime
during the sample period raises the possibility that the results documented so
far may be driven by a joint movement toward a new set of required corporate
governance practices rather than by overlapping directors. Note first, however,
that the key provisions of SOX focused primarily on only one of the five prac-
tices studied here: the percentage of outsiders. While firms may have reacted
to the new SOX requirements by increasing board size, the key is that most of
the practices studied in this article werenotdirectly affected. Nonetheless, two

Table 3
Robustness

Panel A: Are the results driven by new governance requirements imposed by SOX, NYSE andNasdaq?

log(CEO log(director
Board size % Outsiders CEO duality total pay) basepay)

1 2 3 4 5

A-I:Results for all years
based on compliant firms

Weighted average practice at
firms with overlapping directors
(based on practice mentioned in
column header) 0.651 0.662 163.291 0.241 0.580

(0.000)*** (0.000)*** (0.000)*** (0.000)*** (0.000)***

Observations 1984 1984 1984 1780 1391
Adjusted R-squared (Pseudo
R-squared in column 3) 0.58 0.33 0.67 0.60 0.57

A-II: Results for the period
after compliance deadline
Weighted average practice at
firms with overlapping directors
(based on practice mentioned in
column header) 0.911 1.021 341.801 0.114 0.869

(0.000)*** (0.000)*** (0.000)*** (0.054)* (0.000)***

Observations 2018 2018 2018 1462 1787
Adjusted R-squared (Pseudo
R-squared in column 3) 0.70 0.60 0.71 0.58 0.68

(continued)

11 Other SOX provisions focused on accounting firms, corporate responsibility, enhanced disclosure and controls,
and increased penalties for corporate fraud. Other NYSE and Nasdaq provisions focused on the definition of
independence and the financial literacy of audit committee members.
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Table 3
Continued

Panel B: Are the results driven by the intertemporal persistence in governance practices?(Restricted years and
firm fixed effects)

log(CEO log(director
Board size % Outsiders CEO duality total pay) basepay)

1 2 3 4 5

Weighted average practice at
firms with overlapping directors
(based on practice mentioned in
column header) 0.820 0.900 225.889 0.594 0.715

(0.000)*** (0.000)*** (0.000)*** (0.007)*** (0.000)***

Observations 3128 3128 3128 2469 2452
Adjusted R-squared (Pseudo
R-squared in column 3) 0.67 0.51 0.70 0.56 0.63

B-II: Firm fixed effects

Weighted average practice at
firms with overlapping directors
(based on practice mentioned in
column header) 0.180 0.198 184.066 0.008 0.040

(0.000)*** (0.000)*** (0.000)*** (0.922) (0.075)*

Observations 7066 7066 7066 5666 4968
Adjusted R-squared (Pseudo
R-squared in column 3) 0.85 0.73 0.65 0.69 0.82

Panel C: Are the results driven by the choice of the weighted average overlapping director measure?
(Two alternative measures)

log(CEO log(director
Board size % Outsiders CEO duality total pay) basepay)

1 2 3 4 5

C-I: Results based on a
“peer-average value” measure

Weighted average practice at
firms with overlapping directors
(based on practice mentioned in
column header) 0.224 0.380 8.194 0.247 0.248

(0.000)*** (0.000)*** (0.000)*** (0.001)*** (0.000)***

Observations 7066 7066 7066 5666 4968
Adjusted R-squared (Pseudo
R-squared in column 3) 0.39 0.13 0.42 0.35 0.37

C-II: Results based on a
“zero value” measure

Weighted average practice at
firms with overlapping directors
(based on practice mentioned in
column header) 0.026 0.260 10.584 0.074 0.081

(0.195) (0.000)*** (0.000)*** (0.000)*** (0.000)***

Observations 7066 7066 7066 5666 4968
Adjusted R-squared (Pseudo
R-squared in column 3) 0.38 0.17 0.43 0.35 0.37

(continued)
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Table 3
Continued

Panel D: Are the results driven by firms at which many directors have no outside directorships?
(Restrictedsample)

log(CEO log(director
Board size % Outsiders CEO duality total pay) basepay)

1 2 3 4 5

Weighted average practice at
firms with overlapping directors
(based on practice mentioned in
column header) 0.304 0.515 748.992 0.535 0.353

(0.007)*** (0.001)*** (0.000)*** (0.063)∗ (0.005)***

Observations 867 867 855 788 648
Adjusted R-squared (Pseudo
R-squared in column 3) 0.46 0.19 0.53 0.44 0.45

Notes: This table includes the results of four robustness checks. Panel A addresses whether the main results are
driven by new governance requirements imposed by SOX, NYSE, and Nasdaq. It shows the results based on
a sample of firms that were already in compliance with the new governance requirements in 2002 (Panel A-I),
and based on a sample that includes all firms in 2006–2007, the time period after the last date by which firms
had to be in compliance with the new requirements (Panel A-II). Panel B addresses whether the main results
are driven by intertemporal persistence in governance practices. It shows results for restricted years (Panel B-I)
and using firm fixed effects instead of industry fixed effects (Panel B-II). Panel C presents results based on two
alternative weighted average overlapping director measures that assign the average governance at other firms at
which directors have board seats to affiliated directors; unaffiliated directors are assigned the peer-group average
governance (Subpanel C-I) or zero (Subpanel C-II). Panel D examines whether the results are driven by firms
that have many unaffiliated directors. It limits the sample to firms at which at least 67% of the directors have
outside directorships. All panels show results of OLS regressions (columns 1,2,4,5) and a logistic regression
(column 3).

The governance measures include (1) board size measured as the number of directors; (2) the percentage of
outside directors; (3) CEO duality, a dummy that equals 1 if the CEO is the chairman; (4) log(CEO total pay);
and (5) log(director base pay). Every regression includes all the control variables included in Table2 (not shown
for brevity), except that firm fixed effects replace industry fixed effects in Panel B-II.

p-values based on robust standard errors clustered by firm are in parentheses. Superscripts ***, **, and * denote
statistical significance at the 1%, 5%, and 10% levels, respectively. Column 3 in each panel reports the McKelvey
& Zavoina pseudoR-squared.

analyses are now performed to address the potential contaminating effect of
SOX.

The first analysis focuses on firms that were already SOX-compliant in 2002.
That is, the sample is limited to firms with a majority of independent directors
and nominating, compensation, and audit committees that consist entirely of
outsiders as of 2002 (as inChhaochharia and Grinstein 2009). If the passage
of SOX drives the main results, then I shouldnot get significant results for this
subsample.

Table3, Panel A-I, shows the results. The sample sizes are far smaller than
those presented in Table2—roughly 30% of the original firm-year observations
were from firms that already complied with the new requirements in 2002.
Nonetheless, while the coefficients are smaller than those in Table2, there
continues to be strong significance for all five governance variables. Thus, even
for firms expected to be unaffected by SOX, the results hold.

A second way of checking robustness is to includeall firms but focus on
the time periodafter the last date by which firms had to be in compliance
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with SOX; this was year-end 2005. When I limit the sample to 2006 and 2007,
I should again findno significant results if my earlier results were primarily
attributable to thepassageof SOX, since all firms had to be SOX-compliant
during this time.

Table3, Panel A-II, contains the results. As is evident, the results are again
similar to the main results presented in Table2, indicating that SOX is not
driving the results.

2.5.2 Robustness: Are results driven by intertemporal persistence in
governance practices? Another possible concern is that board-related cor-
porate governance practices tend to be relatively persistent intertemporally
(Hermalin and Weisbach 1998), suggesting that the annual firm-level observa-
tions in the sample may not be independent. It is to deal with this concern that
the main results reported above are based on robust standard errors clustered
by firm. However, one could argue that this does not go far enough. I therefore
perform two additional checks. In the first, the sample is restricted to include
observations from only every second year (2003, 2005, and 2007) as advocated
by Linck, Netter, and Yang(2008).12 In the second check, firm fixed effects
replace the industry fixed effects.

Table 3, Panel B, contains the results. As is evident, limiting the sample
period does not materially affect the level of the coefficients or the statistical
significance of the results (Panel B-I). When firm fixed effects are included, the
coefficients tend to be smaller, but I continue to find significance for four out of
five governance practices (no significance based on CEO pay). Thus, the main
results do not seem to be driven by intertemporal persistence in governance
practices.

2.5.3 Robustness: Two alternative weighted average governance variables.
The main results are based on a weighted average director overlap measure
that assigns the firm’s own governance to unaffiliated directors. However, to
the extent that governance practices are intertemporally “sticky,” this opinion-
assignment scheme for unaffiliated directors can bias in favor of finding signif-
icance. To ameliorate such concerns, I use two additional specifications—one
assigns (lagged) peer-firm governance, and the other assigns an arbitrary value
of 0 to the opinion of the unaffiliated directors.

To illustrate, I revisit the example given in Section2.2, with board size (sub-
scripted bym) being the governance practice of interest. In that example, di-
rector 4 is the only person on firmk’s board without other affiliations and
WAgovm,k,t = 7+11+6+4

4 = 7 if x̄m,4,t is assigned the same value as firmk’s
board size (i.e., 4). Now,WAgovm,k,t = 7+11+6+8

4 = 8 if x̄m,4,t is assigned the

12 Skipping years like this tends to minimize the impact of intertemporal rigidity on the results. Results are quali-
tatively similar if I include observations from only every third year (2004 and 2007).
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peer-group average value (assumed to be 8), andWAgovm,k,t = 7+11+6+0
4 = 6

if x̄m,4,t is assigned a value of 0.
Note that even when a value of zero is assigned to the opinion of the un-

affiliated director, this director’s presence is taken into account by assigning
a weight of 25% to him. That is, the presence of more directors, affiliatedor
unaffiliated, yields a lower weight for each director, which captures the no-
tion that the larger the board size, the smaller will be any individual director’s
influence.

Table3, Panel C, contains the results, which are very similar to the main
results presented in Table2. I find statistical significance (with significance at
the 1% level) for all governance variables based on the (lagged) “peer-average
value” measures (Panel C-I), and for four out of five governance variables
based on the “zero value” measure (Panel C-II;p-value of 0.195 for board
size). Thus, the results do not seem to be driven by my choice of assigning the
firm’s own (lagged) governance to unaffiliated directors.

2.5.4 Robustness: Sample of firms at which at least 67% of the directors
have outside directorships. The summary statistics in Table1, Panel C,
revealed that at the average firm, 60% of the directors are unaffiliated. While I
used three different opinion-assignment schemes for unaffiliated directors (the
firm’s own governance value, the peer-group average value, or zero), it is dif-
ficult to be exhaustive in checking robustness with respect to how the opinions
of these directors are calculated. Thus, as a further robustness check, I rerun the
regressions while imposing the restriction that at least 67% of a firm’s direc-
tors have outside directorships. The purpose of this restriction is to ensure that
each sample firm has a board where affiliated directors have an overwhelming
majority.

Table3, Panel D, shows the results. While the sample sizes drop consid-
erably (to 648–867 firm-year observations, depending on the regression), I
continue to find significance for all five governance variables. This suggests
that the findings are not driven by the values assigned to the opinions of unaf-
filiated directors, but rather depend significantly on what is happening with the
affiliated directors.

One may wonder why this restricted sample does not form the baseline
sample for all the tests, since it seems to largely circumvent the unaffiliated-
director-opinion-assignment problem. There are two reasons. First, it causes
me to lose almost 90% of the sample.13 Second, it would be tantamount to as-
serting that the effects documented in the article do not hold when the sample
includes firms in which only a small fraction of the directors have outside di-
rectorships. In contrast, the analyses show that my results hold in both the full
and the restricted samples.

13 As a result, I would not be able to perform some robustness checks, such as the main endogeneity test.
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3. Director Selection and the Familiarity Effect

Having documented that governance practices are associated with the practices
at firms with overlapping directors (Hypothesis1), I now empirically examine
the role of thefamiliarity effectin director selection (Hypothesis2). Specifi-
cally, the tests examine whether a smaller gap between the governance prac-
tices of firmk and the other firms an individual has directorships at implies a
higher probability that this individual will be appointed director at firmk; this
requires a model of how directors are selected. This section discusses such a
model, describes the variables, and presents the regression results.

3.1 Methodology to test Hypothesis2
To estimate the likelihood of individuali being appointed as a director at firm
k, I run one logit regression that includes five measures of the gaps in gover-
nance (based on the five governance practices used before) between firmk and
the other firms at which individuali already has directorships:

log

(
Prob(appointedki,t )

1 − Prob(appointedki,t )

)

= β0+
5∑

m=1

βm%Govgapk
m,i,t−1 + B′Yi,t−1 + λt ,

(2)
where %Govgapkm,i,t−1 is the absolute percentage governance gap for director
i at firmk, based on governance characteristicm in yeart −1 (see Section3.2);
B includes other factors that may affect director selection (see Section3.3); and
λt are year fixed effects. Robust standard errors are clustered by firm; similar
results are obtained if they are instead clustered by firm-year to recognize that
multiple directors are typically appointed at a firm at the same time.

Instead of presenting regression coefficients, I will report odds ratios (ob-
tained by exponentiating the original coefficients), which are easier to inter-
pret. Odds ratios divide the probability of being appointed as a director by the
probability of not being appointed. Odds ratios exceeding 1 imply that a bigger
governance gap increases the appointment likelihood. Hypothesis2 predicts
odds ratiosβ j < 1.

It is important to include in the director selection analysis not just individu-
als who were picked as directors, but also those who could have been picked
but were not. To achieve this, I use a two-step procedure. First, the sample is
limited to firms that appointed new directors—between 953 and 1,278 firms in
a particular year—and for each of those firms, all the newly appointed direc-
tors are retained in the sample. Second, for each firm-director pair, I randomly
select 1,000 directors out of all the directors in the dataset (between 10,309 and
19,062 in a particular year) as potential matches.14 The firm could have picked
any of these directors but did not. Ideally, I would have used a complete list of

14 Using all directors as potential matches does not seem to make much sense since no firm will consider 10,000–
20,000 individuals for a directorship. Besides, it leads to huge datasets that can contain over 25 million observa-
tions in later sample years, creating a considerable computational challenge.
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other individuals a firm considered for each director’s position. However, this
information is unavailable.

This procedure leads to a sample size that is far bigger than the sample sizes
used in the previous section—1,905,204 firm-director observations over the
sample period.15

3.2 Key independent variable used in the familiarity effect analysis:
(Director-level) governance gap

Governance similarity is captured by five (director-level) governance gap mea-
sures. For each director, I construct these measures based on the five gover-
nance variables used above.

Each governance gap for individuali with respect to firmk where he isnot
a director in yeart is defined asGovgapkm,i,t = x̄m,i,t − xk,t

m , wherexm,i,t is the
average value of governance practicem at other firms at which individuali has
board seats at datet (see Section2.2) andxk,t

m is firm k’s value of governance
practicem at datet .

To see an example, suppose a person is being considered for a director’s
position at firm A, which has 10 directors. If he currently has directorships at
firms B and C with 15 and 9 directors, respectively, then the gap in board size
for that director with respect to firm A equals(15+9)

2 − 10 = 2.
The main analysis uses theabsolute percentagegovernance gap (lagged one

year relative to the dependent variable), since the familiarity effect hypoth-
esis suggests that an individual is more likely to be selected if the percent-
age governance gap, positive or negative, is smaller. In case of board size,

%Govgapkm,i,t−1 is calculated as

∣
∣Govgapkm,i,t−1

∣
∣

xk,t−1
m

. For the other governance prac-

tices, it is calculated as
∣
∣Govgapkm,i,t−1

∣
∣.16

3.3 Control variables used in the familiarity effect analysis
The following control variables are included in the director-selection model.

Firm size: a firm may be more likely to select a particular director if he
already holds a board seat at a similar-sized firm because the issues a board
confronts may depend on firm size. A “similar-size” dummy is created that

15 The sample size is smaller than one might expect for two reasons. First, for each director, 1,000 directors are
selectedwith replacement. Second, when directors are randomly picked as potential matches, I do not require
that all of the governance variables are available for those directors. In the regression, the ones with missing
data drop out. As a robustness check, five separate regressions are run, which each focus on only one measure
of governance similarity. The sample sizes in these individual regressions are bigger, but what is most important
is that the results of those regressions are qualitatively similar to the ones reported here. (See Online Appendix
Table A-1.)

16 To see why, consider the percentage of outsiders first. If firmk has 50% outsiders and the other firms at which its
directors have board seats have 70% outsiders, the gap equals 20% (not 20% / 50%). Consider CEO and director
pay next. Since both are expressed in logs, the percentage compensation gap simply equals the difference in log
compensation at firmk and those other firms. Finally, consider CEO duality. Since this is a dummy variable,
dividing by the firm’s own governance can lead to dividing by 0. To prevent this, I just take the absolute value
of the difference (i.e., the numerator).
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equals 1 if a director held at least one directorship in the previous year at
another firm of similar size (same asset tercile).

Industry: A firm may be more likely to pick someone as a director if he
already is a director at a firm in the same (or a similar) industry. While the
Clayton Act of 1914 makes it illegal for directors to simultaneously serve on
the boards of competitors, experience as a board member in anadjacentin-
dustry may be useful. For example, a board member of AB-Inbev may be an
attractive candidate for a directorship at Coca-Cola. A “same-industry” dummy
is constructed that equals 1 if a director was on the board of at least one firm
in the same industry (measured based on the 17 Fama-French industry group-
ings) in the previous year. Since these are somewhat broad industry classifica-
tions, they will tend to classify adjacent-industry firms as belonging to the same
industry.17

Geographic proximity: Social interaction among CEOs and board members
is likely to be facilitated by being in the same geographic neighborhood. Those
who are geographically close are more likely to socialize with each other and
exchange information about potentially good board members. Thus, it is pos-
sible that the likelihood of becoming a director at a particular firm increases if
the person held at least one directorship at a geographically proximate firm. To
construct this variable, I obtain the location (city) of the headquarters of every
firm in the sample from Compustat, and latitude and longitude data from the
Census 2000 U.S. Gazetteer. Compustat city names are checked to ensure that
they correspond with the names found in the Gazetteer “places” files and are
corrected when needed. In case a Compustat city name could not be found in
the Gazetteer file, I check the actual location of the city on maps.google.com
and assign the observation to the nearest place that is in the Gazetteer file
within a 15-kilometer radius of the original location. The distance between
cities is estimated using the haversine formula.18 Firms that are headquartered
within a 100-kilometer radius of the firm are defined as being “geographically
close” (e.g.,Coval and Moskowitz 2001; Kedia and Rajgopal 2009; Malloy
2005; Uysal, Kedia, and Panchapagesan 2008). Similar results are obtained
using a 250-kilometer radius.

Director network: Personal acquaintances may facilitate being appointed as
a director.19 To capture this effect, for each director, I first create an overview
of all the boards the person served on in the previous year. I then find the names

17 Coca-Cola and AB-Inbev are both in Fama-French industry 1 (“food”). In robustness checks, Coca-Cola (2086:
“bottled and canned soft drinks”) and AB-Inbev (2082: “malt beverages”) both fall in the two-digit SIC code 20.

18 The haversine formula gives great-circle distances between two points on a sphere. The distance between cities
1 and 2 is calculated as d12 = R×2×arcsin(min(1, sqrt(a))), where R is the earth’s radius (approximately 6371
kilometers), a= (sin(dlat/2))2 + cos(lat1) × cos(lat2) × (sin(dlon/2))2. In this expression, dlat= lat2 − lat1
and dlon= lon2 − lon1. Lat1 and lon1 (lat2 and lon2) are the latitudes and longitudes of City1 and City2,
respectively.

19 For example,Davis, Yoo, and Baker(2003) indicate that Vernon Jordan, the person with the most Fortune 1000
board memberships in 1999, was typically acquainted with—from having previously served together on another
board—at least one of the directors at the firm that invited him to be a director.
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of all the directors on those boards. For each of them, I create a list of all the
boards they served on in that year and flag cases in which one of them served
on the board of the firm of interest. Finally, I create a network dummy that
equals 1 if the person was a director at another board in the previous year with
someone who already served on the firm’s board.

Firm performance:An individual who serves on boards of firms with strong
performance is more likely to be picked as a director (Ferris, Jagannathan, and
Pritchard 2003). I therefore add the average stock performance of the other
firms on whose boards a director served in the previous year as a control.

Director age: Older individuals may be less likely to be selected, since many
boards have age limits for directors. To reflect this, director age is included in
the regressions.

Number of directorships: Directors who already have other directorships
may be more attractive because the number of directorships may be interpreted
as a signal of director quality (Shivdasani 1993; Vafeas 1999). I therefore add
the number of existing directorships as a control.

3.4 Familiarity effect regression results
Table4, Panel A, contains the results. Consistent with Hypothesis2, the odds
ratios are indeed significant and smaller than 1 for all five governance gap
variables.

To gauge the economic significance of these results, I examine how a one-
standard-deviation increase in a non-dummy variable (four out of the five
governance gap variables and three of the controls) affects the odds of being
selected; Table4, Panel B, provides the necessary information for this analysis.
In contrast, for dummy variables (one governance gap variable and most of the
controls), it is more appropriate to analyze how a change from 0 to 1 affects the
odds of being picked; the information in Table4, Panel A, can be used for this
purpose. Since a change from 0 to 1 may represent several standard deviations,
I also indicate the change in odds per one-standard-deviation increase to ease
comparisons.20

I focus first on the governance gap results. As shown, the average percentage
gap in board size between the firm at which an individual will be appointed
and the firms at which he already has directorships is 60%. A one-standard-
deviation increase in this gap (33%) reduces the odds of being selected by
12%. Similarly, the average percentage gaps in % outsiders, log(CEO total
pay), and log(director base pay) are 43%, 33%, and 17%, respectively. A one-
standard-deviation increase in these gaps (i.e., increases of 13%, 104%, and
49%, respectively) reduces the odds of being selected by 15%, 18%, and 12%,

20 The change in odds per one-unit change in governance is (eb − 1) * 100, where eb is the odds ratio and b
is the regression coefficient, whereas the change in odds per one-standard-deviation change in governance is
(eb∗stddev− 1) * 100. Due to non-linearity, the change in odds per standard-deviation change in governance is
smaller than the change in odds per one-unit change in governance multiplied by the standard deviation, as can
be seen below.
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Table 4
A familiarity effect?

Panel B:
Panel A: Impact of a one-standard- Panel C: Panel D:

Prob(picked) deviation increase Prob(picked) Prob(picked)

% Change in odds
Full Standard for a one-standard- Full Full

Sample Mean deviation deviation increase sample sample

Absolute value of % director-
level governance gap based on:

Board size 0.668 0.60 0.33 –0.12 0.678
(0.000)*** (0.000)***

% Outsiders 0.298 0.43 0.13 –0.15 0.320
(0.000)*** (0.000)***

CEO duality 0.907 1.20 0.46 –0.04 0.907
(0.090)* (0.092)*

log(CEO total pay) 0.828 0.33 1.04 –0.18 0.834
(0.000)*** (0.000)***

log(director base pay) 0.771 0.17 0.49 –0.12 0.782
(0.000)*** (0.000)***

Same-industry dummy 1.807 0.16 0.37 0.24 1.813 1.803
(0.000)*** (0.000)*** (0.000)***

Similar-size dummy 1.574 0.40 0.49 0.25 1.781 1.562
(0.000)*** (0.000)*** (0.000)***

Geographically-close dummy 4.850 0.05 0.22 0.42 4.912 4.843
(0.000)*** (0.000)*** (0.000)***

Network dummy 12.734 0.01 0.08 0.24 13.950 12.694
(0.000)*** (0.000)*** (0.000)***

Director age 0.960 59.15 8.44 –0.29 0.960 0.960
(0.000)*** (0.000)*** (0.000)***

Firm performance 1.296 0.02 0.04 0.01 1.397 1.312
(0.750) (0.678) (0.740)

Nr of directorships 0.955 1.46 0.81 –0.04 0.971 0.890
(0.126) (0.328) (0.006)***

Mixed experience 1.236
(0.011)**

(continued)
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Table 4
Continued

Panel B:
Panel A: Impact of a one-standard- Panel C: Panel D:

Prob(picked) deviation increase Prob(picked) Prob(picked)

% Change in odds
Full Standard for a one-standard- Full Full

Sample Mean deviation deviation increase sample sample

Observations 1905204 1905204 1905204
Pseudo R-squared 0.157 0.129 0.157
BIC –2047 –1989 –2040

Notes: This table examines the role of the familiarity effect in director selection. Panel A shows the results of a logit regression in which the probability that an individual is appointed as a
director is regressed on the (lagged) absolute value of the % director-level governance gap and other factors that may affect the likelihood of being picked. Odds ratios are reported. Panel
B gives the mean and standard deviation of all independent variables, and shows the percentage change in odds for a one-standard-deviation increase in each independent variable. Panel C
drops the governance gap variables. Panel D includes a “mixed experience” dummy variable = 1 if a director has experience at both firms with smaller and larger governance values than
the firm of interest.

The governance gap measures are based on five governance variables: (1) board size measured as the number of directors; (2) the percentage of outside directors; (3) CEO duality, a dummy
that equals 1 if the CEO is the chairman; (4) log(CEO total pay); and (5) log(director base pay).

Same-industry dummy = 1 if the director already has a directorship in the same industry (based on 17 Fama-French industry groupings). Similar-size dummy = 1 if the director already has
a directorship at a similar-sized firm (same asset tercile). Geographically close dummy = 1 if the director already has a directorship at another firm within a 100-kilometer radius. Network
dummy = 1 if the director served on the board of another firm in the previous year with a current board member of the firm. Director age is the age of the director. Firm performance is the
average stock price performance at other firms at which the director served on the board in the previous year. Nr of directorships is the number of boards the director serves on. Year fixed
effects are included in every regression.

p-values based on robust standard errors clustered by firm are in parentheses. Superscripts ***, **, and * denote statistical significance at the 1%, 5%, and 10% levels, respectively. To
assess goodness of fit, Panels A, C, and D report the McKelvey & Zavoina pseudoR-squared and the Bayesian Information Criterion (BIC).
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respectively. The odds ratio for CEO duality in Panel A suggests that if an in-
dividual only has directorships at firms at which the CEO is the chairman, the
odds of being appointed at a firm where this is not the case are 9% lower.

The odds ratios for the other variables are also revealing. An individual is
significantly more likely to be appointed as a director at a particular firm if in
the previous year the person had a directorship at another firm in the same in-
dustry (odds +81%; or 24% per standard deviation), at a similar-sized industry
peer (odds +57%; or 25% per standard deviation), or at a geographically close
firm (odds +385%; or 42% per standard deviation). The person is also more
likely to be picked as a director by, say, firmk if in the previous year he served
on the board of another company, sayj , with someone who is currently a board
member at firmk (odds +1173%; or 24% per standard deviation). The stock
performance of the other firms whose boards he served on in the previous year
and the number of current directorships an individual has do not improve the
odds of being selected as a director. Director age has a slightly negative effect
on the probability of being appointed (odds –4% for each increase in age of
one year).

One may wonder if adding the governance gap variables improves the ex-
planatory power of the model. In OLS regressions this can be assessed by
comparing the (adjusted)R-squareds of two models with and without the gov-
ernance gap variables, because theR-squared measures the proportion of the
total variability in the dependent variable explained by the model. Since the
estimates from a logit regression are maximum likelihood estimates arrived at
through an iterative process (instead of being calculated to minimize variance),
an equivalent toR-squared does not exist. To assess the goodness of fit in logit
models, one has to rely on other measures such as the “pseudo”R-squared and
the Bayesian Information Criterion (BIC). The model with the higher pseudo
R-squared and the lower (more negative) BIC fits the data better. For compar-
ison purposes, Panel C contains the model that excludes the governance gap
variables.21 The model with the governance gap variables (see Panel A) has
a higher pseudoR-squared (0.157 versus 0.129) and a BIC that is 58 lower
(–2047 versus –1989), both suggesting a better fit.22

The upshot of this analysis is that the tests support Hypothesis2: An in-
dividual is more likely to be appointed as a director at a firm if he already
has directorships at other firms whose governance practices are more similar
to those of the firm. However, the analysis reveals that variables besides the

21 The number of observations is identical to that in Panel A because pseudoR-squareds cannot be compared across
different datasets; they are only valid in evaluating multiple models predicting the same outcome on thesame
dataset.Long (1997) reviews several pseudoR-squareds and concludes that the McKelvey & Zavoina pseudo
R-squared is the most attractive because in simulations, it is the closest to the OLSR-squared. I therefore present
this statistic.

22 Kass and Raftery(1995) indicate that BIC differences of 0–2, 2–6, 6–10, and>10 express weak, positive, strong,
and very strong evidence in favor of the model with the lower (more negative) BIC, and that a difference in BIC
of 10 corresponds to the odds being 150:1 that the model with the more negative value is the better-fitting
model.

2380

D
ow

nloaded from
 https://academ

ic.oup.com
/rfs/article/24/7/2358/1627038 by guest on 18 M

ay 2023



Corporate Governance Propagation through Overlapping Directors

governance gap also affect the likelihood of being appointed, suggesting that
familiarity is not the only driving force.

Note that the familiarity effect results are based on governance gap variables
that measure the difference between the firm’s governance and theaverage
governance at the firms at which a (potential) director has experience. These
variables treat all directors the same way, even though some have “mixed
experience” (experience at both firms with smaller and larger governance values
than the firm in question), while others do not in the sense that the other
firms they serve at either all have higher or all have lower governance val-
ues than the firm in question. One may wonder whether in selecting a new
director the firm cares only about the average governance practice of the other
firms the candidate is a director at or also about other details like whether
the candidate has mixed experience. To see why this could matter, consider
an example. Assume that board size is the governance practice of interest.
Suppose that firmk with a board size of 7 considers director X who sits on
two other boards with sizes of 6 and 12, respectively. Then the governance
gap,Govgapkm,X,t = (6+12)

2 − 7 = 2. Suppose the firm is also considering
director Y, who sits on two other boards whose sizes are 8 and 10. In this case,
the governance gap is also 2

(
Govgapkm,Y,t = (8+10)

2 − 7 = 2
)
. Based on the

governance gap, firmk is equally likely to pick director X or director Y, even
though director X has “mixed experience” while director Y does not. Empiri-
cally, would firmk be indifferent between directors X and Y or would it prefer
one over the other? To address this issue, I rerun the selection effect regression
while including a “mixed experience” dummy variable.

Table 4, Panel D, shows the results. Consistent with the results in Panel
A, the odds ratios are significant and smaller than 1 for all five governance
gap measures, confirming that firms are more likely to hire individuals with
experience at firms with smaller governance gaps. Interestingly, the odds ratio
for the “mixed experience” dummy is significant and bigger than 1, suggesting
that—keeping the size of the governance gap constant—firms seem to have a
preference for diversity of experience.

4. The Influence Effect

This section focuses on Hypothesis 3 and examines whether a bigger (percent-
age) gap in governance between firmk and the other firms at which its directors
serve leads to biggersubsequentgovernance changes at firmk. Two points are
noteworthy. First, the percentage governance gap is used because the relative
(rather than the absolute) difference in governance matters. To see this, con-
sider an example. Suppose firmk has 4 directors and the average number of
directors at the other firms is 8 (those boards are twice as large on average as
firm k’s board). I would expect the influence effect in this case to be larger
than if firmk has 26 directors and the other firms have 30 directors on average
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(in which case the boards would be viewed as being roughly equal in size).
Second, the influence hypothesis asserts that changes in firmk’s governance
are driven by thedifferencein governance between firmk and the overlapping
directors’ firms, rather than bychangesin governance at those other firms. To
see the logic for this, consider the following example. Suppose board size is
the governance practice of interest and firmk has a board size of 10. Suppose
it has director overlap only with firmj , which has 15 directors, and firmj has
director overlap only with firmk. According to the influence hypothesis, firm
k’s board size will increase and firmj ’s board size will decrease. Importantly,
each firm’s governance changes because the other firm’s governance is differ-
ent, not because the other firm is changing its governance; indeed, the impetus
to change governance will remain even if the other firm does not change its
governance. This is why the influence hypothesis is not tested by regressing
the change in governance at firmk on the (lagged) change in governance at the
other firms at which its directors have board seats.23

4.1 Methodology to test Hypothesis3
To test Hypothesis3, I run the following OLS regressions for each of the five
governance practices:

%1Govm,k,t = γ0 + γ1%Fgovgapm,k,t−1 + Γ ′Xk,t−1 + λt + ηs, (3)

where %1Govm,k,t is the percentage change in the value of governance prac-
tice m at firm k between yeart − 1 and yeart ;24 %Fgovgapm,k,t−1 is the per-
centage governance gap (based on practicem) that existed between the other
firms at which firmk’s directors had board seats and firmk in yeart − 1 (see
Section4.2); X is the same set of control variables included in the main regres-
sions in Section2;25 λt are year fixed effects; andηs is an industry fixed effect
for industrys (based on 17 Fama-French groupings) in which firmk operates.
Robust standard errors clustered by firms are used; clustering standard errors
by firm-year yields similar results. Since Hypothesis3 predicts that a bigger

23 Even though Hypothesis3 is not about how governance changes at a firm in response to changes in governance
at firms with overlapping directors, aconsequenceof the hypothesis is that if both firms were to change their
governance, the changes will be negatively correlated, as in the example. Thus, if one were to test the influence
effect using first differencing, one would expect to find anegativerelationship between the change in governance
at firm k and the (lagged) change in governance at firmj , assuming that governance of the two firms converges
over time rather than instantaneously. This is also what I find when I run such a test. (See Online Appendix A-2.)

24 %1Govm,k,t =
xk,t
m −xk,t−1

m
xk,t−1
m

except in the case of CEO duality. Since the latter is a dummy variable, dividing

by the firm’s own governance can lead to dividing by 0, so I just take the difference (the numerator). Hence, for
this variable, the % change takes on three values: (i) 1 – 1 = 0% and 0 – 0 = 0%; (ii) 1 – 0 = 100%; and (iii) 0 –
1 = –100%.

25 In the board size, the percentage of outside directors, CEO duality, and CEO pay regressions, the control vari-
ables include: firm size; book leverage; firm age; R&D intensity; free cash flow; ROA; CEO age; CEO tenure;
and peer firm governance. As before, the director pay regression does not include firm age and CEO age, but
instead includes the number of board meetings. Section4.4.1includes an alternative set of controls.
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gap leads to a bigger change in governance, I expect to findγ1 > 0 in every
regression.

4.2 Key independent variable used in the influence effect regressions:
(Firm-level) governance gap

The influence effect analysis usesfirm-levelgovernance gap variables, whose
computation is straightforward. Let the firm-level governance gap for firmk
at datet for governance practicem be Fgovgapm,k,t = WAgovm,k,t − xk,t

m ,
whereWAgovm,k,t is the weighted average value of governance characteristic
m at the other firms at which firmk’s directors have board seats (as defined in
Section2.2) andxk,t

m is the value of governance practicem of firm k at datet .
The regressions use last year’s percentage governance gap, %Fgovgapm,k,t−1,
to explain the percentage change in firmk’s governance from last year to this
year, i.e., fromt − 1 to t .26

4.3 Influence effect regression results
Table 5 contains the results. To preserve space, only the coefficients on the
main variables of interest are presented. However, every regression includes
all the control variables included in Table2.

The coefficients on the governance gap variables are positive and significant
in all cases. The bigger the governance gap, the greater the subsequent change
in governance, which supports Hypothesis3.

To examine the economic significance of these results, I examine what hap-
pens if a 100% governance gap exists between firmk and the other firms at
which its directors have board seats. If the other firms have boards that are
twice as large and have twice as many outsiders as firmk, then firmk is ex-
pected to increase its board size by 17% and the percentage of outsiders by
18%. Similarly, if the CEO is the chairman at those other firms but not at firm
k, then it is expected to appoint the CEO as the chairman in 27% of all cases.
Finally, if the other firms pay their CEOs and directors twice as much as firmk,
then firmk is expected to increase its CEO pay by 33%, and boost its director
pay by 24%.

4.4 Influence effect robustness checks and additional analyses
This subsection presents three robustness checks. It also examines whether the
influence effect is asymmetric and deals with endogeneity.

4.4.1 Robustness: Alternative set of control variables. While thedepen-
dentvariables in the influence effect regressions are expressed in (percentage)

26 For reasons similar to those given in Section3.2, %Fgovgapm,k,t−1 =
Fgovgapm,k,t−1

xk,t−1
m

in case of board size

and %Fgovgapm,k,t−1 = Fgovgapm,k,t−1 in case of the other governance practices.
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Table 5
An influence effect?

Panel A: Main results (control variables are expressed in levels; unaffiliated directors are assigned the firm’s own governance)

% Changein:

Board size % Outsiders CEO duality log(CEO total pay) log(director basepay)

1 2 3 4 5

% firm-level governance gap (based on practice mentioned in column header) 0.173 0.175 0.274 0.330 0.243
(0.000)*** (0.000)*** (0.000)*** (0.021)** (0.000)***

Observations 7066 7066 7066 5666 4968
Adjusted R-squared 0.16 0.15 0.33 0.21 0.16

Panel B: Alternative set of control variables (variables expressed in percentage changes)

% firm-level governance gap (based on practice mentioned in column header) 0.194 0.184 0.277 0.369 0.201
(0.000)*** (0.000)*** (0.000)*** (0.004)*** (0.000)***

Observations 5433 5433 5433 4573 3117
Adjusted R-squared 0.14 0.15 0.41 0.21 0.16

Panel C: Are the results stronger based on tenure-weighted overlapping directorscores?

% firm-level governance gap (based on practice mentioned in column header) 1.020 1.147 1.265 1.652 1.564
(0.000)*** (0.000)*** (0.000)*** (0.174) (0.000)***

Observations 7059 7059 7059 5662 4966
Adjusted R-squared 0.16 0.15 0.32 0.20 0.15

(continued)
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Table 5
Continued

Panel D: Are the results driven by the choice of the overlapping director measure?(Results based on a “peer-average value” measure)

% Changein:

Board size % Outsiders CEO duality log(CEO total pay) log(director basepay)

1 2 3 4 5

% firm-level governance gap (based on practice mentioned in column header) 0.143 0.249 0.332 0.309 0.176
(0.000)*** (0.000)*** (0.000)*** (0.000)*** (0.000)***

Observations 7066 7066 7066 5666 4968
Adjusted R-squared 0.15 0.16 0.33 0.20 0.15

Notes: This table focuses on the influence effect, which says that a firm’s directors may influence the firm’s governance practices in the direction of the other boards they serve at. The
percentage change in governance is regressed on the (lagged) percentage firm-level governance gap and other factors that may affect a change in governance. The governance gap is the
difference between the weighted average governance practice at firms with overlapping directors minus the firm’s own governance practice. Panel A shows the main results. Panels B–D
include the results of robustness checks.

Panels A–C present results based on a weighted average overlapping director measure that assigns the average governance at other firms at which directors have board seats to affiliated
directors; to unaffiliated directors, it assigns the firm’s own governance. Panel D assigns the peer-group average governance to unaffiliated directors.

The governance gap measures are based on the following governance variables: (1) board size measured as the number of directors; (2) the percentage of outside directors; (3) CEO duality,
a dummy that equals 1 if the CEO is the chairman; (4) log(CEO total pay); and (5) log(director base pay). Panels A, C, and D include all the controls included in Table2, and Panel B
includes the % changes in these variables (not shown for brevity).

p-values based on robust standard errors clustered by firm are in parentheses. Superscripts ***, **, and * denote statistical significance at the 1%, 5%, and 10% levels, respectively.
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changes, it is unclear whether thecontrolvariables should be expressed in lev-
els or in (percentage) changes. It is possible that the influence effect depends
on thelevelsof the variables used as controls. For example, governance may
be more sluggish to change at bigger firms. It is also possible that the change
in governance depends onchangesin these variables. A change in firm size
that coincidentally accompanies the appointment of a new director could, for
example, induce a change in board size. While the main analysis includes all
the controls in levels, I now use the (percentage) changes in the variables as
controls.

Table5, Panel B, shows smaller sample sizes than before due to data avail-
ability.27 Importantly, however, the results are similar to the main influence
effect results. This suggests that using controls in levels does not drive the
results.

4.4.2 Robustness: Giving more weight to certain directors. The main anal-
ysis assigns equal weight to every director. It is possible, however, that certain
directors (e.g., directors with longer tenures, members of important commit-
tees, those holding important positions) have greater influence. If they indeed
exert more influence, the results should be stronger if I give additional weight
to these directors. To deal with this possibility, I perform two robustness checks
that involve alternative approaches to assigning additional weight to certain
directors.

First, a tenure-weighted overlapping governance score is constructed by
multiplying directori ’s average governance score based on practicem in year
t (xm,i,t in Section2.2) by his tenure as a director at firmk in that year di-
vided by the sum of the tenures of all directors at firmk. Thus, if firm k
has two directors with tenures of 10 and 5 years, they receive weights of
67% (= 10 / (10+5)) and 33% (= 5 / (10+5)), respectively.

Second, members of important committees (the audit and compensation
committees) and directors holding important positions (lead director and the
financial expert on the audit committee) are assigned twice the weight assigned
to other directors.

Table5, Panel C, contains the results of the first check. Compared to the
main results shown in Panel A, the regression coefficients are now bigger
for all the governance variables (although significance for CEO pay is lost),
suggesting that directors with longer tenures generally exert more influence.
The second check reveals that assigning additional weight to those with im-
portant committee assignments does not significantly influence the results, as
they are similar to the main results (except that significance is lost for CEO
pay; not shown for brevity).

27 Two of the control variables (CEO age and CEO tenure) are not available in 2001, meaning that the first changes
in these variables can only be calculated in 2003. One control variable used in the director base pay regression
(board meetings) is not available in 2001 and 2002, meaning that 2004 is the first available year in that regression.
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4.4.3 Robustness: Alternative opinions assigned to unaffiliated directors.
The influence effect analysis assigns the firm’s own governance to unaffili-
ated directors. This yields a governance gap ([(Fgovgap)]↓(k, t − 1)) of 0 if
all of a firm’s directors were unaffiliated, which is intuitive.28 As a robust-
ness check, however, I now assign the peer-firm average governance to these
directors.29

Table5, Panel D, contains results that are similar to the ones in Panel A,
suggesting that the influence effect results are robust to changes in the opinions
assigned to unaffiliated directors.

4.4.4 Is the influence effect asymmetric? To gain deeper insight into the
influence effect, I now examine whether it is asymmetric. For instance, some
governance practices may be downward rigid because of political and other
organizational constraints and/or self-interest.30 Director base pay and CEO
compensation are obvious examples—they may be increased due to director
influence, but having directors from firms that pay their CEOs and directors
less is unlikely to have much effect. Directors are not likely to push for a lower-
ing of their own pay or risk alienating the CEO by asking him to take a pay cut.

Besides political/organizational constraints and self-interest, the influence
effect may be asymmetric because firms may gravitate to “better” governance
practices, those that are either perceived to enhance firm performance or viewed
by investors as superior. For example, having more outside directors may be
viewed as better governance (Adams, Hermalin, and Weisbach 2010). If firm A
is viewed as having governance that is inferior to that of firm B, then it is likely
that firm A will move its governance closer to that of firm B after it appoints a
director from firm B. But the reverse is unlikely.

To examine the potential asymmetry of the influence effect, I rerun the influ-
ence regressions and add the governance gap interacted with a dummy variable
that equals 1 if the governance gap is positive (the other firms at which firm
k’s directors have board seats have higher values or better governance than
firm k) and 0 otherwise.31 All of the controls used in the previous analysis
are included as well. If the coefficients on the interaction terms are positive
and significant, positive governance gaps have a more pronounced impact on
governance than negative governance gaps. Based on the discussion above, I
expect to find positive and significant coefficients for the governance practices
studied.

28 To see this, recall from Section3.2 that WAgovm,k,t =
∑Nk,t

i =1

[
x̄m,i,t
Nk.t

]
. If all directors were unaffiliated,

assigningx̄m,i,t = xk,t
m to all these directors would yieldWAgovm,k,t = xk,t

m , soFgovgapm,k,t = 0.

29 Note that assigningxm,i,t = 0 to unaffiliated directors (as in Section2.5.3) does not make sense here: If all

directors were unaffiliated, this approach would yieldWAgovm,k,t = 0 andFgovgapm,k,t = −xk,t
m (negative of

the firm’s own governance).

30 Song and Thakor(2006) propose that self-interest is exhibited in the behaviors of CEOs as well as directors.

31 Results are qualitatively similar if a positive governance gap dummy is added in addition.
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Table6, Panel A, shows the results. The coefficients on the interaction terms
are positive and significant in only two out of five cases: The influence ef-
fect works more strongly when the other firms its directors serve at have more
outsiders and higher director pay than when the other firms have fewer out-
siders and lower director pay. The other governance variables are apparently
not subject to an asymmetric influence effect. Thus, I find weak evidence that
a positive governance gap has a bigger impact on governance than a negative
governance gap.

4.4.5 Influence effect: Dealing with endogeneity. One must worry about a
potential endogeneity problem with the influence effect results in that a firm
may have already decided to change its governance in a particular direction and
it then seeks out a director who is serving at a firm with governance similar to
the one the firm ismoving to. If so, the firm’s change in governance after it
hires the director willnot reflect a true influence effect.

Ideally, I would address this by randomly assigning directors to firmk, mea-
suring the change in the governance gap between firmk and the other firms
at which its directors have board seats, and examining how firmk’s gover-
nance changes as a result. While I do not have random assignment, I can
design an experiment in the same spirit to isolate the influence effect. (In
what follows, I drop subscriptm for governance practice to reduce notational
clutter.)

Specifically, I limit the sample to cases in which there was no change in
directors at firmk in yeart −1. I then decompose the change in the governance
gap for a specific governance practice from yeart − 2 to yeart − 1 into two
parts:

1Fgovgapk,t−2 to t−1 = {Fgovgapk,t−1 − Fgovgapk,t−2}

=
(
Fgovgapk,t−1 − Fgovgapongoing dirships,k,t−1

)

︸ ︷︷ ︸
PART I: Change in governance gap due to existing directors

adding new outside directorships

+
[
Fgovgapongoing dirships,k,t−1 − Fgovgapk,t−2

]

︸ ︷︷ ︸
PART II: Change in governance gap from

ongoing outside directorships

,

whereFgovgapk,t−1 is the firm-level governance gap at firmk at t − 1, and
Fgovgapongoing dirships,k,t−1 is the firm-level governance gap at firmk at t − 1
that arises solely from the continuing directorships at other firms held by
firm k’s directors. PART I is the change in the governance gap att − 1 due
to existing directors adding new outside directorships att − 1. This change
arises not because firmk selected new directors to join the board, but because
of decisions by other firms to invite firmk’s existing directors to join their
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Table 6
The influence effect revisited

Panel A: An asymmetric effect?

% Changein:

Board size % Outsiders CEO duality log(CEO total pay) log(director basepay)

1 2 3 4 5

% firm-level governance gap (based on practice mentioned in column header) 0.141 0.075 0.263 0.563 0.156
(0.000)*** (0.036)** (0.000)*** (0.001)*** (0.000)***

% firm-level governance gap * positive gap dummy 0.038 0.198 0.021 –0.434 0.187
(0.474) (0.002)*** (0.770) (–0.127) (0.014)**

Observations 7066 7066 7066 5666 4968
Adjusted R-squared 0.16 0.15 0.33 0.21 0.16

Panel B: Dealing with endogeneity: exogenous change in the governance gap (Sample: firms without a change in directors last year)

Exogenous changein firm-level governance gap
(based on practice mentioned in column header) 0.016 0.514 0.575 –169.299 0.184

(0.094)* (0.051)* (0.000)*** (–0.273) (0.028)**

Observations 1317 1317 1317 965 1109
Adjusted R-squared 0.03 0.08 0.08 0.07 0.05

Notes: This table revisits the influence effect and shows the results of two additional analyses. Panel A addresses whether the influence effect is asymmetric, for example because firms
may have a tendency toward “better” governance practices, or because some practices are downward rigid. The percentage change in governance is regressed on the (lagged) percentage
firm-level governance gap, an interaction term (% governance gap * positive gap dummy), and other factors that may affect a change in governance. The governance gap is the difference
between the weighted average governance practice at firms with overlapping directors minus the firm’s own governance practice. The positive gap dummy equals 1 if the governance gap is
positive. Panel B deals with endogeneity (a firm may have already decided to change its governance practice in a particular direction and then seeks out directors who are serving at other
firms with governance similar to the one the firm is moving to), by restricting the sample to firms that did not change their directors last year but whose directors added directorships in that
year. For these firms, an exogenous change in the governance gap occurs in that year. The percentage change in governance from yeart − 1 to yeart is regressed on this exogenous change
in the governance gap in yeart − 1 (while controlling for the change in the governance gap based on directors who did not change directorships themselves, but whose firms changed their
corporate governance between yearst −2 andt −1). Positive and significant coefficients on the exogenous change in the governance gap variables support an influence effect interpretation.

Results are presented based on a weighted average overlapping director measure that assigns the average governance at other firms at which directors have board seats to affiliated directors;
to unaffiliated directors, it assigns the firm’s own governance.

The governance gap measures are based on the following governance variables: (1) board size measured as the number of directors; (2) the percentage of outside directors; (3) CEO duality,
a dummy that equals 1 if the CEO is the chairman; (4) log(CEO total pay); and (5) log(director base pay). Every regression includes all the control variables included in Table2 (not shown
for brevity).

p-values based on robust standard errors clustered by firm are in parentheses. Superscripts ***, **, and * denote statistical significance at the 1%, 5%, and 10% levels, respectively.
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boards.32 PART II is the change in the governance gap from ongoing outside
directorships.33 From firmk’s perspective, only PART I is exogenous with re-
spect to its own actions.

Consider a numerical example. Suppose that board size is the governance
characteristic of interest and that firmk has 2 directors. Director 1 is also a
director at firms B and C in yeart − 1, but was not a director at C in year
t − 2. Suppose director 2 had another board seat at firm D att − 2 as well
ast − 1.

Suppose that in yeart − 2, the board sizes of firms B and D are 4 and 9,
respectively. Thus, the average governance characteristic for directors 1 and 2
is 4 and 9, respectively. The governance gap for firmk in year t − 2 is then
Fgovgapk,t−2 = (4+9)

2 − 2 = 4.5.
Suppose that in yeart − 1, the board sizes of firms B, C, and D are 4, 8,

and 10, respectively. For each director, two average governance characteristics
are calculated: (a) one including all directorships att − 1: for director 1 this is
(4+8)/2 = 6, and for director 2 this is 10; and (b) another including only ongo-
ing directorships: for director 1 this is 4, and for director 2 this is 10. The two
corresponding governance gaps for firmk in yeart −1 are (a)Fgovgapk,t−1 =
(6+10)

2 − 2 = 6; and (b)Fgovgapongoing dirships,k,t−1 = (4+10)
2 − 2 = 5. Now,

the change in the governance gap from existing directors adding new director-
ships (the exogenous change) isFgovgapk,t−1−Fgovgapongoing dirships,k,t−1 =
6 − 5 = 1.34

I then regress the percentage change in firmk’s governance from yeart − 1
to yeart on the exogenous change in the governance gap in yeart − 1 (PART
I above) while controlling for the remaining change in the governance gap
(PART II above),35 the change in peer-firm governance betweent − 2 and
t − 1, and the firm and CEO characteristics included in the earlier analyses. If
overlapping directors influence governance, the coefficients on the exogenous
changes in the governance gaps should be positive and significant.

Table 6, Panel B, presents the results. Not surprisingly, the new samples
are smaller. Nevertheless, the coefficients on the changes in the exogenous
governance gaps are positive and significant for four out of the five governance
practices (all but CEO compensation), suggesting that overlapping directors

32 This may also reflect the decisions of the directors themselves, but these decisions reflect their personal prefer-
ences to join these new boards that have no relationship to the governance practice of firmk.

33 Specifically, it is the change in firmk’s governance gap that arises because firms at which firmk’s di-
rectors already have board seats att − 2 change their governance characteristics between yearst − 2 and
t − 1.

34 For completeness, the second component isFgovgapongoing dirships,k,t−1−Fgovgapk,t−2 = 5−4.5 = 0.5. The
total change in the governance gap,1Fgovgapk,t−2 to t−1, equals the sum of these two components,1 + 0.5 =
1.5. Alternatively, it can be calculated asFgovgapk,t−1 − Fgovgapk,t−2 = 6 − 4.5 = 1.5.

35 An alternative would be to limit the sample to situations in which this second part is 0. However, the resulting
sample sizes are generally too small to yield meaningful results.
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do influence governance even after accounting for possible endogeneity
concerns.36

While potentially interesting, a direct comparison between these results and
the main influence results to see which results are stronger is not possible. The
reason is that the main influence analysis focuses on establishing that a bigger
governance gap leads to a bigger subsequent change in governance. In contrast,
the endogeneity analysis above decomposes the change in the governance gap
into an exogenous part and a part that may not be exogenous, in order to es-
tablish that a bigger exogenous change in the governance gap leads to a bigger
subsequent change in governance. The fact that thechangein the governance
gap, rather than the governance gap, is decomposed in the endogeneity analysis
creates a fundamental difference between the main analysis and the endogene-
ity analysis.37 The goal here is not to establish the size of the effect, but merely
to establish that the influence effect survives even if one focuses exclusively on
a clearly identifiable exogenous shock.

5. Conclusion

The goal of this article was to empirically examine the idea that social networks
drive governance practices that propagate across firms through a network of
shared directors. I begin by documenting that this is indeed so. Firms with
greater director overlap exhibit greater governance similarity.

I then explore the underlying mechanisms that drive this convergence in
governance practices. This requires modeling how firms select their directors.
I develop a director-selection model in which the “familiarity effect” plays a
role. According to this effect, the likelihood of an individual being appointed as
a director by a firm is higher if he is more familiar with the firm’s governance
practices in the sense that the other firms he is a director at have governance
practices that are more similar to the firm’s existing practices. The empirical
results strongly reveal the presence of the familiarity effect.

Finally, I examine whether directors actually exert influence on the firm’s
governance practices. I call this the “influence effect”: The firm’s governance
practices will move in the direction of the governance practices of theother
firms its directors serve at. The empirical results support the presence of the
influence effect.

36 To check whether these results may somehow be driven by some mechanical relationship between the two main
variables of interest (the change in governance and the change in the governance gap), I design a counterfactual
analysis. If directors learn from their experiences on other boards and use those to influence governance, I should
find that future changes in the governance gap do not drive changes in governance. To test this, the sample is
again limited to situations in which there was no change in directors at firmk in yeart − 1, but now the change
in governance from yeart − 1 to yeart is regressed on the change in the governance gap in yeart + 1. As
hypothesized, the coefficients on the change in the future governance gap are not significant in most cases,
providing additional support for the influence effect (results not reported here for brevity).

37 Note that decomposing the governance gap per se would make little sense since the purpose of this endogeneity
test is to examine the effect of anexogenous shock.
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Given the intertemporal sluggishness of governance practices (e.g.,Hermalin
and Weisbach 1998) and the fact that I use a rather stringent test of the so-
cial network effect by examining whether governance changeswithin a year,
it is quite remarkable that strong statistical significance is encountered. It is
an indication of the strength and potential pervasiveness of these sorts of net-
work effects, and points to interesting avenues for future research that exam-
ines whether the effect of overlapping directors extends to other corporate
decisions such as globalization strategy, acquisitions, and divestitures (e.g.,
Schonlau and Singh 2009), and choice of consultants, including those that
benchmark compensation.

Supplementary Data
Supplementary data are available online athttp://www.sfsrfs.org/addenda/.
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