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The Myth of American Cor porate Governance
Does Board Independence Really mprove Firm’s Perfor mance?

One of the most prominent characters of today’ s model of American corporate governance is the strong belief
that independent boards work more effectively for the stockholders' interests than do not-so-independent boards
that include many inside directors. However, thereis no empirical evidence in support of this belief that
independent boards help companiesto achieve better performance.

Corporate America Shifted to | ndependent Boar ds.

One of the most remarkabl e changes in the history of U.S. corporate governance during the last 30 yearsisthe
shift in the board structure — from boards with many inside directors to ones predominantly occupied by
independent directors. Until around 1970, insiders numerically dominated boards of directors. For example,
Baysinger and Butler® found 54% inside directors, 26% affiliated directors, and only 20% independent directors
in asample of 266 large firmsin 1970. By 1980, the proportion of inside directors in the sample had dropped to
43% and the proportion of independent directors had risen to 31%. Similarly, Hermalin and Weisbach,? found
that firms had 49% inside directors, 13% affiliated directors, and 38% independent directorsin 1971. By 1983,
inside directors had fallen to 34% and independent directors had grown to 54%. (Seetable 1)

The trend toward greater board independence continued. In 1991 Bhagat and Black *sampl e, a median firm has
an eleven-member board with three inside directors, one affiliated director, and seven independent directors. In
percentage, the median firm had 23% inside directors, 13% affiliated directors, and 64% independent directors.
Furthermore, the 1997 Board Index of S& P 500 corporations, as measured by SpencerStuart,” shows that the
mean number of inside directors at these firms had dropped from three to two, and 72%of the boards were
dominated by independent directors

Tablel. Changeininsider and independent directors; 1970 to 1997 perspective.

Baysinger & Butler | % Change | Hermalin & Weisbach |% Change | Bhagat & Black | SpencerStuart
Board
Composition | 1970 1980 1971 1983 1991 1997
Insider 54% 43% -20% 49% 34% -31% 23% 18%
Affiliated 26% 26% 0% 13% 12% -8% 13% 10%
Indep. 20% 31% 55% 38% 54% 42% 64% 2%

! Barry Baysinger & Henry Butler, Corporate Gover nance and the Board of Director: Performance Effects of Changesin Board Composition, 1 J.L.
ECON. & ORG. 101 (1985).

2 Benjamin E. Hermalin & Michael S. Weisbach, The Effect of Board Composition and Direct Incentives on Firm Performance, FIN. MGMT, Winter

1991, at 101.

3 Bhagat, Sanjai and Black, Bernard S., "The Uncertain Relationship Between Board Composition and Firm Performance” . As published in Business

Lawyer, Vol. 54, pp. 921-963, 1999. Available at SSRN: http://ssrn.com/abstract=11417
Source: SpencerStuart, 1997 Board Index: Board Trends and Practices at S& P 500 Corporations.
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Thelessonsfrom the M & A boom that created conglomeratesin the 70s and 80s.

This shift in board structure has been based on the conventiona wisdom that independent boards work more
appropriately according to the interests of the stockholders. Also, legal pressures andincreasing M&A activities
accelerated this shift. In order to understand why this shift happened, it helps to take alook at the serious debate
on corporate governance that took placein the 1980s.

During the 1970s and 1980s, the U.S. experienced awave of mergers and acquisitions. In the 1980s, the
takeover activities were characterized by large-size, large-value ‘megadeals.” The acquiring diversified and
expanded their businessesin size and scope.  American corporations became large in terms of sales and assets.
However, this M&A boom to create conglomerates resulted in the deterioration of corporate profitability and
damaged the shareholder’ sinterests. Theconventional wisdom and the legal and pressures derived from these
failed merger activities, which were thought to have been motivated by manageria self-interest to seek bigger
enterprises as opposed to the shareholders’ intereststo seek higher return on their investments. This provoked
serious debate about corporate governance and how to saddle boards to work for shareholders’ interest.

By thelate 1980's, investors began to take actions to designate boards of directorsto act on their behalf and to
monitor management. They decided that the board was to ensure that management focuses on corporate profit
maximization, and to provide guidance through key strategic decision-making process aimed at sharehol der
gains. But how were they to achieve thisgoal? One hopeful option, it seemed like, was to increase the number
of independent directors on the board who were free from conflicts of interest. The courts picked up and
supported thistrend. For example, the Delaware Supreme Court encouraged majority-independent boards by
being more lenient and agreeabl e towards decisions made by such shareholder-oriented boards. Interestingly,
even banks became more likely to give credit to companies with an independent board. Asaresult, American
corporations began to review and change their board composition based on such investors’ demands.

Impact of the corporate scandalsin 2001: Do independent boardsreally work for the
shareholders?

Many corporate scandals represented by Enron and WorldCom frauds, however, revealed that boards, which had
been considered independent, actually were not so. They did not have any checking power to stop the CEOS
egregious acts damaging the shareholders’ interest. Thisis best exemplified by the 2001 Enron scandal, in
which case Enron already had a super-mgjority independent board with only one insider, the CEO, who still
managed to commit fraud.

In 2002 the U.S. Congress responded to these shocking scandals by following the conventional wisdom. The
lawmakers passed the Sarbanes-Oxley Act (SOX) with aspirations to eliminate corporate frauds and improve
corporate governance by introducing more strict standards for “independent directors.” Also NY SE and
NASDAQ set the rule which require the listed companies to have a majority of independence directors.

The Sarbanes-Oxley Act of 2002 was an instinctive response to frauds committed by largest American
companies. But the proposed regulations were approved without proper empirical research on the benefits of
independent boards. Despite conventional wisdom that companies with majority or super-majority independent
board of directors make companies behave and perform better, many empirical studies show that there is no
correlation between the share of independent directors in board composition and company performance. To this
day, companies with or without majority independent boards continue to hide losses, overstate earnings, and
mislead the boards, the shareholders, and the public. Corporate fraud continues regardless of the SOX and its
attempt to minimize frauds and maximizeinvestors' control through the board independence requirements.
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No Correlation between board independence and companies performance

A number of studies on the correl ation between the share of independent directors in boards and company
performance show that there are no meaningful relations between board independence and company
performance. The empirical studies using financia statements show that board independence is unrelated to the
company performance, earnings management and fraud detection. For example, the well -known studies by
Baysinger and Butler®, Hermalin and Weisbach®, MacAvoy and co-authors’ al report no significant same-year
correlations between board composition and various measures of corporate performance.

The most respected is a study by Bhagat and Black.® which found that board independence and firm performance
relationship may actually be negative (Tables2 & 3). They reviewed various performance variables on board
independence and stock ownership for 928 large U.S. public companies during 1988-1990 and 1991-1993.

They utilized Tobin’s q (Q)®, theratio of operating income to assets (OPI/AST), and the ratio of sales to assets
(SAL/AST) as the performance measures variables. Table 2 shows the performance measures variables
described above as afactor dependent on others. In that, the board independence (INDEP), most strongly
affects the performance variables. The relationship isindeed significant, as shown in boldface, and is actually
negative. As noted, the results show evidence that firms with a more independent board do not perform better,
and hint that these firms suffer worse performance than those with aless independent board.

Truth isopposite: A firm’s poor performanceincreases board independence.

Table 3, on the other hand, shows the board independence as the dependent variable. Here, the creation of
independent boards is influenced by other variables. |t turns out that afirm'’s poor performance increases board
independence. rl forming firms incr in hinking that thi ion will improv
their performance. However, such adecision is vain as evidence shows that on average the performance does
not change. The comparison of year-end in 1990 and year-end in 1993 indicates that the performance does not
improve with greater board independence. While independent boards are aresult of poor performancein
companies, they do not improve that performance over time. The study concludes, “Whatever reasons prompt
poorly performing companies to increase board independence, this strategy does not improve their future
performance.”

Investors' belief causes a share price premium of companies consider ed “well-governed”.

Many institutional investors believe that a“ monitoring board” composed of independent directors, is an
important component of good corporate governance. Therefore, it is expected that the share price of those
companies with a more independent board will be valued at apremium. Actually the sudies, which use stock
price return or bond yield as a method to measure corporate performance, find a positive link between board
independence and company performance. The public rewards companies with independent directors by buying
their stocks.

According “The Global Investor Opinion Survey” by McKinsey (2000 (updated in 2002)), 80% of the
respondents said they would pay a premium for “well-governed” companies. Of course, here the investors think
independent board is an important condition of “well-governed” companies. The size of the premium investors
arewilling to pay varied among markets: from 11% for Canadian companies to around 40% for companies

> See Baysinger & Butler, supranote 1
6 See Hermalin & Weisbach, supra note 2

! Paul W. MacAvoy et al., ALl Proposalsfor Increased Control of the Corporation by the Board of Directors: An Economic Analysis, in BUSINESS
ROUNDTABLE, (1983), BUSINESS ROUNDTABLE, STATEMENT ON CORPORATE GOVERNANCE 10 (1997), at

http://www.brtable.org/pdf/11. pdf.
8Bhagat, Sanjai and Black, Bernard S., "The Non-Correlation Between Board Independence and Long-Term Firm
Performance.” As published in Journal of Corporation Law, Vol. 27, pp. 231-273, 2002 Available at SSRN:

® The ratio of stock prices to the current replacement values of the firms underlying assets.
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operating in countries where the regulatory backdrop was less certain, such as Egypt, Morocco, and Russia. The
UK and the US scored 12% and 14% respectively.

These opinion-based findings reflect a deep-seated belief amongst the public that “well-governed” companies
which are represented by an independent board of directors supposedly run according to the shareholders’
interests and deliver better results. However, it isacommon and erroneous belief that independent boards of
directors guarantee better performance or better corporate governance. In the meantime, a bigger question
remains unanswered. If the movement toward a more stockholders-oriented approach in corporate governance
since the 80swas real, what was the real driving factor for this change? Further research is needed to answer
this question.

End

Prepared by [Magdalena Tonderal
(e-mail address : [mtondera@us.mufg.jp])

The information herein is provided for information purposes only, and is not to be used or considered as an offer or the solicitation of an offer
to sell or to buy or subscribe for securities or other financial instruments. Neither this nor any other communication prepared by The Bank of
Tokyo-Mitsubishi, Ltd. (collectively with its various offices and affiliates, "BTM") is or should be construed as investment advice, a
recommendation to enter into a particular transaction or pursue a particular strategy, or any statement as to the likelihood that a particular
transaction or strategy will be effective in light of your business objectives or operations. Before entering into any particular transaction, you
are advised to obtain such independent financial, legal, accounting and other advice as may be appropriate under the circumstances. In any
event, any decision to enter into a transaction will be yours alone, not based on information prepared or provided by BTM. BTM hereby
disclaims any responsibility to you concerning the characterization or identification of terms, conditions, and legal or accounting or other
issues or risks that may arise in connection with any particular transaction or business strategy. Note that BTM may have issued, and may in
the future issue, other reports that are inconsistent with or that reach conclusions different from the information set forth herein. Such other
reports, if any, reflect the different assumptions, views and/or analytical methods of the analysts who prepared them, and BTM is under no
obligation to ensure that such other reports are brought to your attention.
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Table2. Firm performance a dependent variable; shows board independence negatively affects firm performance.
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Table 3. Board independence a dependent variable; shows that poor firm performance causes an increased board
independence.
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