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a b s t r a c t

We study reputation incentives in the director labor market and find that directors with
multiple directorships distribute their effort unequally based on the directorship's relative
prestige. When directors experience an exogenous increase in a directorship's relative
ranking, their board attendance rate increases and subsequent firm performance
improves. Also, directors are less willing to relinquish their relatively more prestigious
directorships, even when firm performance declines. Finally, forced Chief Executive Officer
departure sensitivity to poor performance rises when a larger fraction of independent
directors view the board as relatively more prestigious. We conclude that director
reputation is a powerful incentive for independent directors.

& 2013 Elsevier B.V. All rights reserved.

1. Introduction

What motivates corporate directors to monitor senior
management carefully? Recent empirical research that
examines the financial incentives of outside directors
(Adams and Ferreira, 2008; Yermack, 2004) concludes that

these incentives are not especially strong. In this study, we
examine another important source of incentives: director
reputation. Fama and Jensen (1983) argue that preserving
and enhancing reputation in the labor market for director-
ships is a primary motivation of directors. They argue that
directors want to build a reputation as a diligent monitor
of management because it directly affects the value of
their human capital and the likelihood of obtaining future
directorships (Fama, 1980).

Firm size is a natural source of director reputation
incentives given that larger firms afford a director greater
visibility, prestige (Adams and Ferreira, 2008; Shivdasani,
1993), compensation (Ryan and Wiggins, 2004), and like-
lihood of obtaining additional directorships (Yermack,
2004; Fich, 2005). Hence, it is reasonable to expect
directorships in firms of differing sizes to create differen-
tial incentives to monitor senior management closely.
Specifically, the incentive to be judged as a valuable
director is likely to be strongest in a director's most visible
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and prestigious directorship. This supply-side perspective
on the directorship market suggests that differences in
reputation incentives can be important. Consistent with
this perspective, Knyazeva, Knyazeva, and Masulis (2013)
find that larger firms tend to draw experienced director
candidates from more distant locations. Fahlenbrach, Low,
and Stulz (2010) find that independent directors are more
prone to resign from poorly performing firms, which offer
lower prestige and greater workloads. This body of evi-
dence suggests that directors view board seats as varying
in attractiveness and that reputation considerations can
have a large effect on the supply of outside director
services available to a firm. Given that most directors have
heavy demands on their time, it is only natural to expect
them to prioritize which boards to serve on and then how
they allocate their time and energy across these boards.

The primary goal of this study is to investigate whether
outside directors with multiple directorships value each
directorship differently based on the relative reputation
benefits a board offers. Our focus is on independent
directors because they are best able to monitor and
discipline management. We start by identifying all inde-
pendent directors who hold multiple directorships on the
boards of Standard and Poor's (S&P) 1500 firms between
1997 and 2006 using the RiskMetrics director database.
Then we rank each of their directorships based on each
firm's market capitalization. Given this ranking, we exam-
ine several measures of a director's expenditure of effort
and commitment to board responsibilities.

Our first measure is his or her attendance at regular
board meetings. We find that after controlling for firm size,
directors are significantly less (more) likely to miss meet-
ings in their relatively higher (lower) ranked directorships.
Moreover, when a directorship's relative ranking increases,
board attendance rises significantly. Expanding on the
Fahlenbrach, Low, and Stulz (2010) finding, we show that
departures are more prevalent in a director's lower ranked
directorships. We find directors are quick to relinquish
lower ranked directorships when performance suffers,
presumably to avoid the negative reputation effects, but
they are less willing to relinquish their higher ranked ones.

To capture these varying reputation incentive effects of
directors at the firm level, we use either the percentage of
independent directors on the board for whom this direc-
torship is one of their highest ranked (i.e., at least 10%
larger than their smallest directorship) or an indicator
variable for when a majority of a firm's independent
directors view this as one of their highest ranked boards.
These measures capture board representation by more
talented independent directors, who hold multiple outside
directorships, and firms in which these talented directors
have the greatest incentives to work diligently.

We find that firms with a greater proportion of inde-
pendent directors who rank this directorship highly are
associated with better operating performance and higher
values of Tobin's q. We also examine board monitoring
and disciplining outcomes, measured by forced Chief
Executive Officer (CEO) departures, and find that these
firms are also associated with a lower likelihood of forced
CEO departure, but greater forced CEO turnover sensitivity
to performance.

To the degree that director incentives are affected by
the external market for directorships and not internal firm
decisions, endogeneity is less problematic. Nonetheless,
for robustness and to address the concern that some of our
results could be driven by firm size, we conduct several
additional tests. First, we create a matched sample based
on firm size and industry and repeat our primary analysis.
Second, we employ a difference-in-differences (DID)
approach to the director attendance test and the firm-
level performance tests using exogenous shocks that lead
to a director's ranking of a directorship to increase. The
robustness of our primary results to these tests decreases
concerns that firm size or endogeneity is the primary
cause for our findings. Finally, we explore alternative
ranking measures based on market value of total assets,
book value of total assets, total sales, total shareholder
return and the number of employees. We find that these
alternative ranking measures provide qualitatively similar,
albeit weaker, results than those found when ranking
directorships by a firm's equity market capitalization.

Our findings make several important contributions
to the literature. First, we provide new evidence on
the predicted, yet empirically elusive, positive relation
between board independence and firm performance and
value (Bhagat and Black, 1999; Hermalin and Weisbach,
2003). Prior research has uncovered several factors that
can adversely affect a director's ability to provide reliable
monitoring services such as their social connections to the
CEO (Hwang and Kim, 2009), the number of directors on
the board (Yermack, 1996), and their other directorships
(Fich and Shivdasani, 2006). Our results deepen the under-
standing of the role of reputation as a strong motivating
force in enhancing a director's monitoring incentives. They
are also important in light of the large literature on
director actions that assumes that director reputation is a
strong motivator by viewing subsequent changes in direc-
torships held as a reward or penalty for director perfor-
mance.2 Yet, to our knowledge, no studies in the literature
directly examine how reputation incentives arising from
current board appointments affect director actions. Our
results indicate that not all directorships are equal in terms
of the reputation incentives they offer, which can help to
explain why some studies such as Ertimur, Ferri, and
Maber (2012) find weak evidence of the directorship
market rewarding or punishing directors.

Second, we provide new evidence on the influence of a
board's relative prestige, which furthers the understanding
of director incentives. Fama and Jensen (1983) argue that
holding a directorship creates strong incentives to perform
well in the boardroom because there is “substantial
devaluation of human capital” (page 315) when directors
neglect their monitoring duties. In contrast, Mace (1971)
argues that compensation, prestige and experience are
outside directors' primary motives, so that directors focus
their efforts on retaining their directorships, instead of
closely monitoring CEOs. Our evidence is consistent with

2 See Brickley, Linck, and Coles (1999), Farrell and Whidbee (2000),
Yermack (2004), Kaplan and Reishus (1990), Gilson (1990), Del Guercio,
Seery, and Woidtke (2008), Fich and Shivdasani (2007), Srinivasan
(2005), and others.
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