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ABSTRACT

CORPORATE NETWORKS AND SOCIAL SCANDALS: PRIVATE AND
REGULATORY INFLUENCES ON EXECUTIVE BEHAVIOR

Nicholas F. Bormann, Ph.D.
George Mason University, 2015

Dissertation Director: Dr. Alex Tabarrok

Decisions by corporate executives are entangl@dlntic regulation, private torts, and
social influence. In my first chapter, | examinévpte lawsuits against directors and
officers following the passage of the Sarbanes YAle (2002). Sarbanes-Oxley created
new responsibilities for corporate boards and edpdrtiort liability for corporate
directors. | find that while the number of lawsuitsreased after Sarbanes-Oxley, the
probability of success and amount of payment deexkarl his change influenced the
deterrent effect of private torts. In the secondptér, using social network analysis |
track changes in the structure of interlocking daa@tworks following Sarbanes-Oxley.
This Act required more outside directors to semearporate boards, hoping to increase
accountability to shareholders. After Sarbanes-@xlénd that outside directors are
relatively marginalized within the overall netwarkinterlocking directorates, and that
companies with less influential outside directaeslass likely to have successful

shareholder proposals which challenge managemersiaies. In the third chapter, |



study the after-effects of a 2009 insider tradicgnslal which forced the resignation of
several prominent corporate insiders. | find tla$ associated with the scandal lose
network connections, as do other companies withttig¢he affected firms. These results
suggest that companies make strategic decisiotwsvasich interlocking directorates to

maintain or dissolve.



CHAPTER ONE: LEGAL ENTREPRENEURSHIP FOLLOWING SARBANES-
OXLEY, DISCIPLINING EXECUTIVESOR ENRICHING ATTORNEYS?
EVIDENCE FROM DIRECTORSAND OFFICERSLIABILITY INSURANCE

1.1 The Decennial of the Sarbanes-Oxley Act

The collapse of Enron in December 2001, followedNayrldCom and other
corporate governance scandals, created a crisisenfitl effects are still being felt
today. Congress responded nearly unanimously singagar-reaching reforms of
auditor independence, financial reporting, and etiee liability in the Sarbanes-Oxley
Act of 2002 (“Sarbanes-Oxley” or “SOX”). This sifieantly changed how corporate
responsibility to shareholders and the generalipwds to be enforced.

In a press release on March 7, 2002, five montfe®ée would sign Sarbanes-
Oxley into law, President George W. Bush expressedesire “to provide sound
regulation and remedies where needed, withoutingva rush of new lawsuits that
exploit new problems instead of solving thehit this paper, | investigate whether those
two competing goals have been accomplished. Whdesbundness of regulation is
difficult to test empirically, a wave of lawsuitart be easily observed following the
passage of Sarbanes-Oxley. Whether those lawsavtstrelped to solve, or exploited the

problems of corporate governance is still an opestion.

! Press Release, “President Outlines Plan to ImpBwrporate Responsibility.” March 7, 2002. Remarks
by the President at Malcolm Baldrige National Quyafiward Ceremony. URL: http:/georgewbush-
whitehouse.archives.gov/news/releases/2002/03/300228.html



Critics of the Act point out that most of the Sarbs-Oxley reforms were not
tailored to address future Enron-type abuses, lrsgly resembled ideas that had been
advocated for some time by corporate governancaders (Romano 2005). The crisis
brought about by corporate governance scandalsajae@portunity to implement
policies which, in less tumultuous times, had poasly been rejected. The result is an
expansive, hastily crafted piece of legislationathibroadens federal control at the
expense of flexible corporate governance betweleret states (Easterbrook 2009).

In spite of these problems, some scholars are ginabout Sarbanes-Oxley. It
has been argued to enforce better accounting pescaind deter fraud through harsher
punishments, benefiting stockholders in the long(@oates 2007; Coffee 2007); give an
advantage to “honest” corporations over their uicaticompetitors (Frankel 2006); and
improve disclosure, reducing information asymmesetriden hiring executives (Wang
2010). Companies with stronger shareholder rigbpear to perform better (Gompers,
Ishii and Metrick 2003) so to the extent that SagsaOxley improved those rights, the
results could be positive.

There is a developing literature attempting to meashe impact of the SOX
reforms. Most studies of Sarbanes-Oxley have fatoseoutcome variables such as
abnormal returns following passage of the law (@chaaria and Grinstein 2007;
Akhigbe, Martin and Newman 2010); whether firmshaitanaged or unmanaged
earnings fared better after SOX (Li, Pincus anddR&@08) or the decision of small firms
to withdraw from public listings and “go privateKémar, Karaca-Mandic and Talley

2008). In another line of investigation, researstayserved a drop in foreign filings and



bond issuance on U.S. markets following passa@g@Oof and tested whether this was
due to the law’s costly requirements for U.S.-listempanies (Marosi and Massoud
2008; Piotroski and Srinivasan 2008; Doidge, Kdrahd Stulz 2010; Gao 2011).

Much attention has been paid to Sarbanes-Oxleyigioms regarding auditor
independence and higher penalties for white-calieme. Extending the reach of criminal
law in the corporate setting is certainly worthystaddy, yet these mechanisms are only
the tip of the iceberg when it comes to the lavfeas as “most securities enforcement
continues to take place under a civil regime, thtoeither SEC actions or private
litigation” (Harvard Law Review 2002, p. 733). Ta#ect of SOX on civil liability is
noteworthy because it has received little empirstatly.

Lawyers are also economic agents who respond émiives. Congress often tries
to recruit the legal profession to implement itswaates through civil penalties when top-
down enforcement is difficult, or divided governmereakens their capacity for
regulatory measures (Farhang 2008). But, like dhgrceeffort to tamper with market
incentives, these policies are fraught with unideshconsequences.

In this paper, | explore the consequences of S@KI@bility enhancements on
the directors and officers insurance market. | timat following SOX, there was a surge
in litigation of questionable quality. It appeahnat rather than just disciplining
executives, lawyers have taken advantage of thterayas well as their clients to pursue
cases with a low chance of success, driven onfbwdigh-profile victories. | find that
the chance that a case would be dropped or disthizfere trial increased by as much as

45% after SOX, and the average indemnity paymestam& quarter the value of pre-



SOX cases. The result has been higher litigaties feom fighting low-merit cases.
These findings call into question the efficacy aff&nes-Oxley’s enhanced civil

litigation in deterring corporate fraud.

1.2 Incentives for Lawsuits and the Necessity of D&O Insurance

Linck, Netter and Yang (2009) find that Sarbane$e@increased demand for
corporate directors and reduced supply, leadimggasurably higher executive wages. If
SOX had such clear effects on the labor marketdoporate executives, it is no stretch
to imagine that it would spill over into related mats such as directors and officers
(D&O) insurance. In this section | briefly reviehet literature on D&O insurance and

discuss specific parts of SOX which influence 8pecialized insurance market.

1.2.1 Why Insure Directors and Officers?

D&O insurance is divided into three types. Siden8urance protects executives
against personal liability lawsuits; Side B is usedepay the corporation when it must
indemnify payments for its executives; and Sider@qzts the corporation against
lawsuits it is involved in as an entity. For-prdfiitms commonly carry all three forms of
D&O insurance (Towers Watson 2011).

While the 2005 class action settlements againstricand WorldCom resulted in
large out-of-pocket payments from directors, sua$es are very rare (Black, Cheffins

and Klausner 2006). Most D&O suits are handledrbinaurance company and settled



without direct financial losses to the executivigh@ugh costs such as bad publicity and
lost reputation are certainly present).

As a first impression it would seem directors affeters insurance is
counterproductive for shareholders who want tordetecutive malfeasance. Personal
liability serves as an additional check againsthical corporate behavior (Finch 1994).
However, there are several reasons that compamiestwinsure their directors. For one,
it is harder to hire a qualified executive if hestie is worried about tort losses from
conduct on the job. Further, Holderness (1990) esiggthat D&O insurers serve as
another layer of monitoring over executives thoagtensive checks before underwriting
a policy. While shareholder interests are dispenstlicing the incentive to monitor
executive decision-making, an insurance companytasfit motive to cover only
reliable firms. This “monitoring hypothesis” is viéed empirically by O’Sullivan (1997)
in a study of UK corporate structure.

For non-profits the biggest D&O liability risk com&om employee lawsuits
(often related to allegations of discrimination} bar publicly- and privately-held
corporations, complaints from shareholders arertbst frequent cause of claims
(Towers Watson 2011). This meshes with the viemsifirance companies. Baker and
Griffith (2007) conducted detailed interviews wibi&O insurance underwriters and
found that the highest perceived risk is misrepregen from corporate executives
which spurs a lawsuit by investors. They also desdnow underwriters consider
financial measures as well as more subjective isgioas about corporate governance

and “character” when deciding whether to offer cage.



D&O insurers compete to provide low premiums withi@king unnecessary
risks. Their profitability is dependent on effeely screening companies before offering
coverage, as well as the legal climate which detesithe chance of indemnifying a tort
settlement. In the next section, | outline provisiovithin Sarbanes-Oxley likely to

increase the number of D&O cases handled by insurer

1.2.2 Sarbanes-Oxley Increases Liability Risk for Executives

Shareholder lawsuits clearly respond to outsideiémices. As one example, in
1993 Japan reduced the cost of filing a sharehddsiesuit and the number of derivative
suits increased dramatically, from dozens per y@aundreds (West 2001). While
Sarbanes-Oxley does not lower the cost of a swiil hrgue that it improves the expected
payoff, which according to rational litigation mdsiée.g. Posner 1973; Shavell 1979)
would have a near-equivalent effect.

Various provisions of SOX have increased the olibga of executives, exposing
them to greater liability, as well as forcing mn@nsparency within the corporation,
giving stockholders more opportunity to observeometble behavior. Here | discuss
sections within SOX likely to increase the numbilaasuits being filed, and
correspondingly, increase corporate executivegmeé on directors and officers

insurance. For the sake of clarity, | will dividesse into two broad categories.

1.2.2.1 Increased Transparency



Section 307 of the Sarbanes-Oxley Act requires “an attornenepmrt evidence of
a material violation of securities law or breacHid@iciary duty or similar violation by
the company or any agent thereof, to the chiefllegansel or the chief executive officer
of the company.” In other words, corporate attomane responsible not only for
representing their clients but also serving aséige¢pers” tasked with preventing
exploitation of stockholders (Coffee 2003). Thieson of attorney-client privilege
makes defending against lawsuits more difficultzhese corporate lawyers are concerned
with their own liability, not just the clients’. Finer, this reduces the cost of litigation for
the government because lawyers can be recruitdd tctoenforcers for the SEC
(McLucas, Shapiro and Song 2006). Both factors imegd to a higher volume of tort
cases.

Section 406 mandates disclosure of corporate codes of ethfds.is intended to
put pressure on companies to create ethical stasn@ad expose them to public scrutiny
if those codes are not followed. However, this Bmn also creates legal risks, as
“strong internal compliance programs are likelyptoduce incriminating information
that, if given no legal protection, could lead tovgnal or civil liability” (Harvard Law
Review 2003, p. 2127). If a company discloses tbaite and then fails to follow it, the
risk of a lawsuit is higher because their obligasi@re already stated, making any
defense based on innocent or unknowing error lesslde.

Section 806 extends whistleblower protection to any individwéilo reports fraud
within an organization, and entitles them to reliebugh civil actions. While Sarbanes-

Oxley also includes criminal penalties for retribantagainst reports to law enforcement,



the civil provisions are much broader in their apgtion (Bucy 2004). This increases
transparency within the company, and also creaascauses for litigation in order to
enforce these whistleblower provisions.

Whistleblower protections can be used to protddtally upstanding employees,
but the potential for opportunism exists as wellagine a disgruntled worker who
expects to be released from employment soon. Térabp could come forward as a
“whistleblower” preemptively, and be shielded fréenmination by this section of the
law. Even if the revelation ends up being incorgodf no value to law enforcement, all
that is required is that the employee “reasonabliefse” a cover-up is occurring
(Dworkin 2007). Also, as this section adds protecfior internal whistleblowers, it is not
even necessary for the employee to seek an extutiabrity. Raising an issue higher in
the corporate chain is sufficient to be granted cadress if “retribution” were to occur,
unless the employer can prove the counterfactoa disciplinary action would have
occurred regardless of the whistleblowing. Unlikeyious whistleblower statutes, SOX
switches the burden of proof to the employer, whstnprove that their conduatas not
retaliatory rather than requiring the employeehiovs that they were retaliated against
(Stern and Cohen 2007).

Such provisions make litigation upon the conclussban employment contract
more likely, because what constitutes retaliatian loe construed very broadly by
employees. In one case, workers alleged that wackplelocations and a higher recorded
error rate in their quality assurance records wetaiation against exposure of faulty

interest payment calculations in the company’sesysiwhich the employees had been



assigned to fixf.While unsuccessful, this claim illustrates howesthise normal
business operations may be reinterpreted as disation under the SOX whistleblower
protections.

In another case, an employee was fired for an irggojate relationship with a
union executive she negotiated with as part ofdter She filed a case claiming she was
terminated for revealing fraud in union-companyategions. The firm (an airline) lost
in the initial hearing because they could not prawefinite separation between her
termination and whistleblower status, although tiveye successful in denying the claim
upon appeal. As more claims emerge, Sarbanes-@allesiso shape the development of
common law, leading to more wrongful terminatiosesin the state courts (Westman

2005).

1.2.2.2 Expanded Liability and Reduced Capacity for Defense

One of the more controversial provisioBsgtion 906 demands “[e]ach periodic
report containing financial statements... shalhbeompanied by a written statement by
the chief executive officer and chief financialio#”. In other words, directors are
expected to personally certify that each finansiatement is correct, and can be held
liable for mistakes made by their subordinatesutside agents responsible for preparing

those statements. This closes the loophole whlolwatl Enron to blame their

2 Allen v. Stewart Enterprises, Inc., ARB No. 06-081.J Nos. 2004-SOX-60 to 62 (ARB July 27, 2006).
URL: http://www.oalj.dol.gov/PUBLIC/ARB/DECISIONS/RB_DECISIONS/SOX/06_081.SOXP.HTM
% Platone v. FLYi, Inc., ARB No. 04-154, ALJ No. 2680X-27 (ARB Sept. 29, 2006). URL:
http://www.oalj.dol.gov/PUBLIC/ARB/DECISIONS/ARB_DEISIONS/SOX/04_154.SOXP.HTM



accounting firm for fraudulent restatements of @ays, but it also exposes directors to
much higher risk from accounting errors.

Section 402 prohibits a company from advancing personal ldants officers
and directors. The goal is to prevent abuse ofaratp funds, but the statute is written
broadly enough that it may also bar the company faolvancing payment of legal fees to
fight a lawsuit against a director or officer (Btamnd Boundas 2002). For companies
without D&O insurance, this may tie their handsiitegal battle and force them to accept
a settlement. The restriction on funds for a defengyht also increase a plaintiff's
estimate of their chance at victory, making a latappear more worthwhile.

Finally, Section 902 states “[a]ny person who attempts or conspire®tomit
any offense under this chapter shall be subjetttea@ame penalties as those prescribed
for the offense.” The “chapter” referred to her€lsapter 63 of title 18 (United States
Code) which covers mail and wire fraud, already ofthe most expansively interpreted
and easily prosecuted federal offenses. If a dirastpresumed to have knowledge of the
entire company’s operations, he or she might bsidened to have “conspired” with

nearly any fraudulent action committed by a subwatli, and be exposed to liability.

1.2.2.3 Summary

This section only scratches the surface of newgahbns created by Sarbanes-
Oxley. From this brief sketch however, it is ob\ddhat in addition to criminal penalties
aimed at corporate executives, SOX also createy man causes for civil litigation.

Further, criminal actions or SEC enforcement careggte parallel private suits, which

10



would magnify these effects (Cox, Thomas and KiRQ3). If an SEC investigation
begins, plaintiffs’ lawyers know that they mightna large private settlement against the
targeted company even if the formal inquest is debefailure.

Based on this analysis, | predict a large incréasevil litigation against directors
and officers following the passage of SOX. In tlkatrsection | verify this intuition
empirically, and begin to assess the effects of $0Xase quality and settlement

amounts, measures which have until now remainegamimed.

1.3 Settlement Data and Empirical Strategy

One potential weakness in prior event studies di&@ees-Oxley is that the data
sample is limited to just a few years before andrgfassage. Research designs which
capture immediate market reactions to the legiathight not account for unintended
effects on the legal system which take severalsygamanifest. My goal here is to track
evolution of the legal landscape in the decadevatig the law’s passage, and compare
the promise of deterring executive misconduct agjahre possibility that plaintiffs’

lawyers have abused SOX provisions for their owncement.

1.3.1 The Dataset: Settled D&O Claims in Florida

Sarbanes-Oxley creates many new causes for ligatit does not establish
forums for redress of these complaints, so itsreefoent largely falls upon the state
courts system (Chandler and Strine 2003). It is fiture of SOX which | will exploit

for my empirical strategy. In Florida, state lawuées the public disclosure of all settled

11



tort claims against professionals covered by instgaompanies and self-insurance
funds (Chapter 627.912, F.S.). As a result, recofdettled cases for directors and
officers are maintained in a searchable onlineldeta with coverage from the early
1990s up to the present day.

The dataset consists of 3,937 resolved D&O clathesearliest closed in 1994
and the most recent in 2012. Measures of intenetiide: deductible paid by the
defendant; indemnity payment made by insurance eogjmon-economic loss; date of
injury, date injury reported, date of final dispatisn for case; court decision and stage in
court system when settlement is made; county whtas filed; whether suit filed by an
entity or an individual; as well as identifying arfation for the insured, the injured
party, and the insurance company, which are nat usthis study.

Summary statistics for select variables can bedanrable 1, and summary
statistics divided by pre- and post-SOX cases inle'a. All dollar amounts are reported
in 2005 dollars. Tables 3 and 4 tabulate the replacburt decision and stage settlement is
reached, respectively.

From these descriptive statistics, a few obseraat@an be made. Most cases
(65%) were settled with no court proceedings; aeo#6% are reported as “Other” and
8% as “No Response.” Court judgments make up asmail minority of cases. Looking
at the stage cases settle at, roughly a third raygped or dismissed, 28% are settled
before they reach trial and just one in twenty-fiwsettled through a court decision.

These results match the prediction made about&ses in general: most cases

are not tried, because the outcome is often ctear the start and trials are costly.

12



Reasonable estimates for tort settlement rateeriiom 67% to 90% of cases

(Eisenberg and Lanvers 2008) yet it appears frasddtaset that D&O cases are even

less likely to reach trial than tort cases in gaher

Table 1: Summary Statistics of D&O Cases

Variable Obs Mear Std Dev. Min Max
Indemnity Paid 3937 22,75¢ 294,49 0 810760
Deductible Paid 3937 38,01¢ 82498. O 2.87E+0°
Suit by Individual? 3937 0.66¢ N/A 0 1
Non-Economic Loss 3937 187 2,79¢ 0 8000(
Paid Off? (Indem>0) 3937 0.14: N/A 0 1

Table 2: Summary Statistics, Divided Pre- and i3k
Pre-SOX
Variable Obs Mear Std. Dev  Min Max
Indemnity Paid 437 52,14¢ 421,45. O 810760
Deductible Paid 437 11,42: 73,31 0 103328:
Suit by Individual? 437 0.76¢ N/A 0 1
Non-EconomicLoss 437 56€¢ 4,527 0 7000(
Paid Off? (Indem>0) 437 0.3t N/A 0 1
Post-SOX
Variable Obs Mear Std.Dev. Min Max
Indemnity Paid 350C 19,08¢ 274,41t O 774983
Deductible Paid 350C 41,33¢ 87454. 0 2.87E+0°
Suit by Individual?  350C 0.65¢ N/A 0 1
Non-Economic Loss 3500 14C 2,49¢ 0 8000(
Paid Off? (Indem>0) 350C 0.11¢ N/A 0 1
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Table 3: Tabulating Court Decisions

Court Decision Freq. Percent
No Court Proceedings. 2,55( 64.7i
Other 1,017 25.8¢
No Response 29¢  7.5i
Summary judgment for the defendant. 27 0.6¢
Judgment for the defendant. 18 0.4¢

0.2:
0.1t
Judgment for the plaintiff. 0.1t

Directed verdict for defendant. 9
6
6
Judgment for the defendant after the appeal 2 0.0t
2
1
1

Directed verdict for plaintiff.

0.0¢
0.0¢
0.0z

Judgment for the plaintiff after appeal
Judgment notwithstanding the verdict
Summary judgment for the plaintiff.

Table 4: Tabulating Stage Settlement is Reached

Stage Settlement Reached Freq. Percent
Claim Dropped or Dismissed 1,33t 33.91
No Response 1,17¢ 29.8i
Suit Filed but Settlement Reached Before 1,107 28.17
Trial

Court Verdict 15¢  3.9¢
Asa Result of Arbitration 59 1.t
Settlement Reached Prior to Pre-Suit Period 51 1.:¢
During Trial, but Before Court Verdict 35 0.8¢
Settlement Reached After Verdict 9 0.2¢

Settlement Reached After Appeal wasFiled 9 0.2¢
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1.3.2 Distribution of Cases over Time

Figure 1 shows the frequency of injuries being regzbto insurance companies
which result in a D&O claim. There is a spike ie garly 1990s, a dip, and then a rapid
increase from 2004 to the preséfthis closely tracks the occurrence of national and
state legislation throughout that time, and effeatse not limited to Florida: according to
a Tillinghast-Towers Perrin (2005) survey of foofirfirms, the average premium for
D&O insurance roughly doubled between 1999 and 2005

The first spike seen in Figure 1 coincides with @ess passing the Civil Rights
Act of 1991, which expanded civil remedies agagmployers who engage in
discriminatory conduct. This law allowed employé&esollect back pay with interest
along with punitive damages, and is thought to perae cause of large settlements
throughout the 1990s (Tillinghast Towers-Perrin200hen, in 1999, Florida passed
The Tort Reform Act. While primarily aimed at rasting product liability cases, it also
increased the standard of proof for applying puaitiamages. This gives some context
for the dip in cases between the late-90s and-28{s: the expected tort payoff was

lower because punitive damages were harder to r@cqui

* A weakness in this dataset is that it only inckiB&O cases against insured parties; if a corpamas

not insured, any settlement made would not be ampa®ne might speculate that following SOX, more
companies decided to purchase D&O insurance, cqasirupward bias in the observed number of suits.
However, this is unlikely to account for the fulcrease in observed litigation: national survegd that
85% of corporations responding had D&O insurancE9#4, up to 97% in 2003 (Tillinghast Towers-
Perrin 2003). While the prevalence of D&O coverhgs certainly increased, this effect alone is not
enough to explain the meteoric rise in D&O settletaenade.
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Figure 1: Distribution of D&0O Cases over Time bytB&eported.

Sarbanes-Oxley was signed into law on July 30, 2082 reader might wonder
why there is a delay of several years between gassaSOX and the current spike in
D&O cases. Two explanations are available. Fingt,3EC did not finish its rule-making
process for SOX until January 26, 2003 and repgagdended the deadline for full
compliance, especially for smaller companies. Lawygight have bided their time until
the requirements for SOX were fully cemented. Tifeceof the law may have been
delayed yet further by time required to understand assimilate all the new regulations.

Second, Sarbanes-Oxley extends the statute oftionits for fraud to two years

after its disclosure (from one year) and to fivangeafter occurrence (from three years).

® Each bar represents 90-day period. Light grayes30X, dark is post-SOX rulemaking period which
concluded January 26, 2003.
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Buckberg et al (2005) note that “plaintiffs’ atteys could have responded to the passage
of SOX by filing additional suits for cases on white pre-SOX statute of limitations

had expired—perhaps cases with weaker merits #thhbt ranked as high on their

priority lists.” After controlling for concurrengftors, this possibility is confirmed by the
dataset: post-SOX cases have a longer span beitmjagnoccurring and final

dispensation (see footnotend a lower chance of being successful (covergditill.e

of the paper). The next section, discussing expecéie of a lawsuit after SOX, also
sheds some light on this delay between passadpe &dt and the flood of lawsuits to

follow.

1.3.3 Expected Value of Litigation

A revenue-maximizing plaintiff or lawyer cares abboth the size of the
settlement and the chance of a successful suiseltveo measures multiplied together
are the expected value of litigation. In a giveantethe expected value of a D&O suit is
the probability of receiving an indemnity paymeantjltiplied by the payment received

conditional on victory.

® Looking at a simple comparison of means, it app##at D&O cases from 2003 onwards have been
settled much faster than those from 2002 and beftweever, there have been changes in the staté cou
system over time: the number of judges in Floridaeased from 719 in 1990 to 982 in 2012, so cases
cleared more expeditiously; further, Congress alied funds to all the states in 1993 to improvatcou
efficiency, and the program expanded in 2005 tmalbnline processing of court data. To accountHs,

| regressed the time from injury to dispensatiorpost-SOX status while controlling for the yeaiirgtiry,
and found that post-SOX cases had 493 extra dayebe injury and closure of the case. After adding
controls for court outcome and stage of settlemdoiynd that post-SOX cases took 264 days longzn t
pre-SOX; both results were statistically signific@mobust standard errors). For a more elaboratd tesed
a differing time-trend model with the year of infjupost-SOX status, and an interaction of the tthie (
variable of interest) while controlling for stagkesettlement, court outcome, and county fixed affeErom
this specification | found that time from injury tiispensation increased by 35 days for each yéar af
SOX, although the statistical significance of thentl is vulnerable to heteroskedasticity.
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EV, = Z x; * p(x); = Value(Payout|Success); * P(Success);

Figure 2 shows the expected value of a D&O casadah year from 1994 to the
present (blue line) and the probability of a susidsase in each year (red line) with

labels on the points indicating how many cases wWesgensed with in each year.

Year of final dispensation for D&D Case
1995 2000 2005 2010

10 F =

4

2 .
Chance ofWin in each Year (Red)

2

200000 400000 00000 BOOCOO 1000000

Expected “Yalue of Litigation, by Year (Blue)

0
0

01jan1995 26jan2003 01jan2008

Figure 2: Expected Value in 2005 dollars [Bluet iefixis] and Win Rate [Red,

right y-axis] for D&O CaseS.

In every year up until 2003 the expected value cdise is low, reaching a

maximum of $50,700 in 2001 (in 2005 dollars) arel lighest chance of winning a

’ Labels in red show number of cases filed each year
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settlement is around 50%, observed in the year.28G0is time period, the number of
cases filed per year never rises above 100. The2Q@4, there are several very large,
successful settlements which push the expecte@ wdla case up to $958,000. In the
years that follow, the number of cases goes ugidadly, but the probability of winning
drops to below 10%. This takes the expected valwages back to pre-2004 levels but
the number of cases rises rapidly, up to 769 das2@11, more in that single year than in
all the years together before SOX.

From a rational litigation perspective, this resgdems mysterious. If the
expected value of a case from 1994 to 2002 onlgriticized a few dozen cases per year,
and the expected value from 2005-2012 is rougldysime, why are we seeing many
hundreds of D&O cases per year instead of dozewsf® though few cases are successful
in receiving settlements, the number of claimgifitentinues to go up.

Of course, lawyers and plaintiffs deciding whetttefile a D&O suit do not have
the benefit of a detacheelx postview of how every other similar case has setfldair
estimate of the expected value will be based oftetivger’'s experience, or cases that
have recently been in the news (representativesresgailability bias). The occasional
successful settlement is more likely to be talkeduh and remembered than the many
lost cases in between.

It appears that a few windfall settlements immeayatollowing Sarbanes-Oxley
opened the floodgates of litigation, as lawyers erhts grew more optimistic about
their own chances at winning a D&O claim. Combiméth the extended statute of

limitations provided by SOX, cases that previoudity not seem worthwhile began to
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enter the system. These effects should also shaw sgttlement amounts, which | turn

my attention to next.

1.3.4 Settlement Amounts

| expect to see lower settlement amounts follovBagbanes-Oxley due to the
much lower success rate for claims. However, sette amounts may also be driven by
any number of other economic factors, so it is fuélip control for those as wellTo do
this, | specify a linear regression model of therfo

In(Indem);; = a + fSOX; + yTime, + §Individual; + 60X, + uZ; + ;;

Indemis the indemnity payment made by the insurancepemmy for case at time
t, measured in 2005 dollaiSOXis an indicator variable which is equal to 1 & tihjury
leading to the claim occurred in 2003 or after, GratherwiseTimeis a daily time trend
based on the day that the case’s final dispensiioade. All else being equal, one
would expect indemnity payments to increase owvee tiwhen deciding on how much to
award, the reference point is not likely to be Zembinstead anchors on the amount of
other recent tort awards. If any sympathetic pitiiist judged to deserve an above-
average award, this “tyranny of small steps” wilvd up awards as cases accumulate
(Tullberg 2006)Individualis an indicator which is equal to 1 if the claisrfiled by a
person, and equal to O if filed by a legal entity.

Z is a vector of dummy variables for stage thalesatnt is reached, court

outcome, and county that the suit is filed in. Ploepose of these is to control for the

8 Data Sources Used: Bureau of Labor StatisticsalLAcea Unemployment Statistics; Federal Reserve
Bank St. Louis (FRED) Economic Data; Florida Offfdnsurance Regulation, Professional Liability
Tracking System.
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merit or other unobservable characteristics of &D&se. A claim which is settled
through arbitration, for example, might be diffearéom one resolved through a directed
verdict and is certainly not the same as a caggpébefore trial. The county fixed
effects control for time-invariant differences betm local court systems. Judges
employed in county courts tend to be constant tkreF, and if some judges are either
more generous or parsimonious in awards giventteefixed effects will capture that
variation.

Xis a vector of economic indices coincident with time that the case’s
dispensation is made. Litigation is generally thHautg be correlated with the business
cycle, as “when many firms are losing money, lavgssbiossom” (Ronen 2010, p. 196).
To control for cyclical effects on indemnity payn®rthe following measures are used:
Dow Jones Industrial Average (DJIA) on the datedise’s dispensation is made; the
unemployment rate in Florida, measured in monthtyaments; the leading index for
Florida, which is an aggregate measure intend@deidict the state’s 6-month growth
rate using housing permits, unemployment claimd,iaterest rate spread, among other
measures, also calculated monthly; and county-lewvemployment rate, measured
yearly. These encompass the business atmosphbetahe of the case’s settlement as
well as the near-term economic outlook, to corfisokhe bargaining position of lawyers,

plaintiffs, and the insurance company when negatisgettlements.

21



The huge spread between many unsuccessful casels sitaw an indemnity
payment of zero versus the occasional but verelpeyout is likely to inflate the
standard errors of a linearly specified model. Teat this, | use a logarithmic transform
of the dependent variable (after adding 1 to alemnity payouts, to avoid missing
values when the payment is zetd)hese results are shown in Table 5. Nearly all
variables show statistical significance with thpeaification. Pre-SOX cases have
between four to five times higher indemnity paynsethan post-SOX cases. The
economic controls also become significant: higheeraployment rates as associated with
lower indemnity payments, and higher DJIA and Iegdndex values tend to increase
payments.

The causal relationship from these economic indrsaib D&O liability
payments is not immediately obvious, but the inetadion is clear: when the local or
national economy is doing better (worse) then indignpayments become higher
(lower). If indemnity payments were being drivendxecutive behavior, one would
expect the opposite result, because fraud is nftea discovered when firms are losing
money (e.g. Bernie Madoff's investment Ponzi scheras not revealed until the housing
crisis caused his payout system to collapse). dastgettlements tend to be larger when
the economy is strong, which suggests some otlktarfat work aside from corporate

conduct.

° There is some debate in the literature about leomandle observations of zero when using a logaiith
transform model. Adding 1 to each observation is method, which | choose for its simplicity, buisit
beyond the scope of this paper to say what apprisatiost optimal. The biggest problem would béére
are many observations in the range (0,1) which dbelcome negative after the log transform, but
fortunately that is not an issue for indemnity payts.
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Table 5: Log of Indemnity Amount as Dependent Malga

1) (2 3 4) %) (6)
SOX -4.337" -5.776 -4.055 -5.865 -5.084" -4.457
(-9.15) (-7.84) (-6.06) (-7.08) (-5.19) (-4.66)

Time Trend 0.000562" 0.00155" 0.00119" 0.00206"° 0.00120° 0.000708

(5.66) (6.45) (4.72) (6.29) (2.72) (1.81)
Individual 0.144 0.0643 0.121 0.308 0.486" 0.444
(1.33) (0.58) (1.21) (2.31) (3.25) (3.01)
DJIA -0.000244" -0.000184" -0.00020J -0.0000815 0.0000270
(-4.14) (-3.66) (-3.21) (-1.03) (0.48)
Florida -0.347" -0.305" -0.483" -0.406"
Unemployment (-6.18) (-5.64) (-6.92) (-3.92)
Florida Leading 0.250” 0.162" 0.167" 0.119
Index (6.08) (4.48) (3.41) (1.99)
Court &
Settlement FE NO NO YES YES YES YES

County Fixed

Effects NO NO NO YES NO YES
County 0.106 -0.189
Unemployment (1.71) (-2.32)
Constant -4.881" -15.54” -14.35” -7.130 -13.61 -2.056
(-3.48) (-5.46) (-4.49) (-1.62) (-2.12) (-0.36)
R-squared 0.054 0.075 0.244 0.269 0.229 0.271
N 3937 3792 3792 2434 1727 1727
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1.3.5 Frivolous Litigation

So far, we know that there are many more cases@@& and they tend to have
lower indemnity payments. The interpretation ofsehéndings is unclear, however. A
defender of SOX might say that its transparencyiprons have brought to light
fraudulent activity that was undetected beforel{pps because of its small scale) and
that fraud is now being found and punished morerofA critic of SOX would argue that
lower payments suggest more weak cases are beinghirforward, clogging the court
system and redistributing wealth from plaintiffsdeshareholders to lawyers.

It is impossible to evaluate the social desirapiit a policy based solely on the
number of lawsuits; what matters is the proportbthose which are meritorious rather
than frivolous (Choi 2007). Fortunately, the ricka®f the D&O dataset makes such a
test possible. Following Helland and Tabarrok (2008se whether a case is dropped or
dismissed without trial as a measure of low quali§th that strategy in mind, | specify a
linear probability modéf of the form:

Dropped;; = a + BSOX; + yTime, + dIndividual; + 60X, + uZ; + €;;

Variables and controls are defined in the sameasgagbove, exceg@can only
include county fixed effects and not court or setiént stage, as those would be
redundant with the dependent variable. Resultthisrregression are shown in Table 6.

The findings here are dramatic. Depending on tleeifipation, post-SOX cases
are from 12% to 45% more likely to be dropped esnmidssed, results which are consistent

and statistically significant. The largest estindateefficients occur in specifications with

19 A probit model was also specified, but the resattsqualitatively identical so they are not report
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the most control variables included (county fixéfées and economic indices) so the
lower estimated coefficients might be attribute@moitted variable bias, which is
attenuated in the more thorough specifications. iéasonable to believe that the most
accurate estimate is toward the upper end of tB& -125% range.

Cases filed by individuals are 5% to 6% more likelyoe dropped, a result which
is also consistent and significant. One way torpre this finding is that an individual
plaintiff is more subject to cognitive bias thanaporate entity due to lack of experience
with other similar suits, or might pursue a weagecaut of personal animosity toward a
company (“it's not about the money, it's about sagda message”). Intuitively, an
individual's case is also more likely to be empl@ntidiscrimination related, and while |
have no reason to believe such cases are morsslikely to succeed, a selection effect
may be at work here.

Positive economic conditions tend to reduce thenchaf a frivolous case being
filed, although the coefficients are small. Oneiptetation of this finding is that when
companies are doing badly, investors feel angrypamdue cases with little merit.
Alternately, courts might be hesitant to punistaldzusinesses and/or insurance
companies fight harder against claims when the @ogris already down, leading to
more dismissals. How the economy affects casetguannot be fully determined from

these results, although it is an interesting paaeatea for further study.
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Table 6: Case Dropped or Dismissed as Dependen{Maear Probability Model)

2 3 4) 5)

SOX 0.118 0.380" 0.421" 0.455"
(1.91) (5.29) (6.34) (6.46)

Time Trend -0.00000674 -0.000000433 -0.000126" -0.000137" -0.0000807
(-0.02) (-3.96) (-3.60) (-2.18)

Individual 0.0469" 0.0613 0.0629" 0.0666
(2.93) (3.14) (2.75) (2.83)

DJIA 0.0000112  -0.0000228 -0.0000264 -0.0000577"
(1.53) (-2.52) (-2.32) (-5.98)

Florida 0.00494 0.00249 0.0123

Unemployment (0.82) (0.31) (0.96)

Florida Leading -0.0370" -0.0284" -0.0346"

Index (-6.59) (-4.00) (-4.18)

County Fixed

Effects NO YES NO YES

County -0.00895 -0.0219

Unemployment (-0.91) (-2.38)

Constant 0.0342 3.253" 2.581" 1.537"
(0.15) (7.14) (5.08) (2.92)

N 3792 2434 1727 1727

26



1.4 Discussion

As a starting point, observing that many more D&®&urance claims were settled
after Sarbanes-Oxley is an ambiguous effect. Omgltairgue that this is desirable
because executives are being held to task fortisols of investor confidence they had
previously hidden behind the corporate veil. Howgaéier examining the characteristics
of cases pre- and post-SOX, this interpretatiocldyifalls apart.

Following SOX, the indemnity payments made for D&&bility decline. If
courts award payments commensurate with the dassgeed, this suggests that cases
are being filed for less serious offenses thanreef8OX improved corporate
transparency, so all else being equal one wouléaxpore cases to be successful
because better information on wrongdoing is avilaBut, the empirical evidence
contradicts this story, because the chance of @esstul case declined sharply after SOX
even as the volume of cases was increasing.

The intended goal of SOX was to deter fraud andawvg executive conduct. The
results here suggest one of two possibilitiestFrsecutives may have improved their
behavior, but the provisions for civil litigatiomder SOX led to many new lawsuits
regardless. The result is a transfer of wealth anay shareholders and investors, as
corporations purchase stronger liability insuraraee redistribution toward law firms.
This also imposes costs on the economy as a whetause “[ulnnecessary civil or
criminal liability diminishes the return to, anccheases the cost of, capital” (Winter
1993, p. 948). The incentive to invest productivislyeduced when more is taken

through rent-seeking litigation.
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The second possibility is that executive conductaimed basically the same
before and after SOX, but now bad directors areedtmore due to greater
transparency. In this case, the deterrent aspeéhedéw has failed. Punishing fraud may
be morally desirable in and of itself, but if thgaenishments do not reduce the incidence
of fraud then society is not tangibly better offithit was before. In this case, the high
costs of complying with SOX might exceed the bdsdhlthough there is not enough
evidence from this paper alone to make that coraparilirectly).

If not society as a whole, who has benefited framdurge of litigation following
SOX? Law firms are the obvious winners. Regardbdésghether a case reaches a
settlement, an attorney working at an hourly ratemake money. The few high payoff
cases immediately following SOX may have distopkaintiff views about their own
chance of success, leading to many claims withryle@v probability of receiving a
settlement. If plaintiffs are not fully rationaltacs and are subject to cognitive biases
when deciding whether or not to litigate, the resah be unnecessary and frivolous
litigation (Guthrie 2000). This certainly appeasde the case after SOX, as D&O cases
are much more likely to be dropped or dismissed thay were before. Ideally, lawyers
would help to mitigate their clients’ biases, thattdoes not appear to be the case here.

How economically significant are the litigation t®arising from SOX?
Obviously we can never know how lawyers and insceazsompanies would have
behaved without passage of SOX, and the cost cgr@apital investment by firms is

even harder to estimate. However, the estimategxmdased low-merit litigation can
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generate a rough counter-factual of how many casesd not have been filed had SOX
not passed.

SOX resulted in 12% to 45% more dropped or disrdissses being filed, and
3,500 cases were filed in the time period after S&Xsuppose that from 420 to 1,575 of
those cases were low-merit lawsuits resulting f®&O@X. The mean deductible paid by
the insured in a case that is dropped or dismiss®84,751 (in 2005 dollars).
Deductibles are a reasonable estimate for theof@stfending a claim, because legal
expenditures incurred by the insurance companigiting the settlement are typically
included in the deductible (up to some maximum @glirhe estimated cost of defending
frivolous cases post-SOX then ranges from $35.6amito $133.5 million in the state of
Florida. Making the heroic assumption that Floigleepresentative of the nation as a
whole and D&O cases are proportional to populatiba,minimum national cost of SOX
solely from fighting frivolous lawsuits is from $3&% million to $2.2 billion.

These estimates should be taken with a grain gftsalvever, they represent the
very lowest possible bound on total litigation sosom SOX. If the cost of fighting a
claim is above a policy’s deductible it would bgpad at the deductible amount in the
dataset (e.qg. if the policy deductible is $100,800 the insurance company spends
$150,000 on legal representation, my cost estimatdd only show $100,000) which
understates litigation costs. Further, money spgmlaintiffs in pursuing the case is not
recorded, which could easily double the estimatesng

Hiring lawyers to fight an unsuccessful D&O claisna transaction cost incurred

to prevent a transfer from occurring, and represargure economic loss. If we expand
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the measure of transaction costs to all caseséafud after SOX, not just frivolous ones,
an even more stark comparison can be made: indél@&O cases from 1994 to 2002,
each year approximately $550,000 in deductibleg\peid, while from 2003 to 2012,
each year $14.5 million in deductibles were pai@édold increase in yearly transaction
costs of D&O litigation. The economic losses fratigation enabled by SOX are indeed

significant.

1.5 Conclusion

Sarbanes-Oxley lowered the bar for civil litigat@gainst corporate directors,
hoping to deter executive misconduct through sripenalties. In spite of the many
advantages that SOX gave to plaintiffs, examinirggdata on directors and officers
insurance payouts shows that lawsuits have becesseffective not more effective. In
this regard, SOX has not achieved its stated goals.

| find that indemnity payments for claims againsedtors and officers declined
following Sarbanes-Oxley, suggesting that suitsaaigng for less serious offenses.
Further, while the number of lawsuits has increasadhatically, so has the probability
that a case will be dropped or dismissed befoad indicating that many of the new
cases are lacking in merit. The cost of fightingsea lawsuits has certainly reached into
the billions on a national level, and the unmeasurgact on capital investment is even
higher.

In crafting Sarbanes-Oxley, lawmakers hoped thatrays would act as

enforcers to stop corporate fraud. What was igndredever, is that lawyers are
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themselves economic agents who respond to prghbrpnities. As a result, the post-
SOX legal climate has been exploited, enrichingylans at plaintiffs and shareholders’
expense. While this paper contributes to the liteeaon incentives for attorneys in
relation to political economy, more research i sdeded to determine whether the goal
of preventing corporate fraud can be accomplishigaowt incurring such high

transaction costs from litigation, and if indeedlsa goal is worth the price.
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CHAPTER TWO: INTERLOCKING BOARDS AND CORPORATE OUTSIDERS.
NETWORK CHANGESAFTER SARBANES-OXLEY

When one corporate executive serves on the boawdoobr more corporations,
the configuration is referred to as an interlockiiigctorate. The influence of
interlocking directorates on firm culture, corp@abntrol, and political behavior has
been studied extensively within the economic sogpylliterature. However, this
methodology has only recently broken into the reafraconomic policy analysis
(Jackson 2010). This paper bridges that gap bystgdlynamic changes in interlocking
directorates and the behavior of corporate exeestiwllowing the legal and institutional
changes after the passage of the Sarbanes-OxIg2@@2).

The Sarbanes-Oxley Act (SOX) was passed in JuURDOBP and took effect at the
beginning of 2003. In response to corporate goveraacandals within Enron and
Worldcom, SOX imposed new requirements on firmgrtprove accountability and
director independence.

Most importantly in the context of this paper, S@xcourages firms to employ
more outside directors on their corporate boargsatect shareholder interests.
Coincident with the passage of SOX, the NYSE andBRAQ stock exchanges began to
require that listed firms have a majority of ouésitirectors on their board§Further, the

qualifications necessary for an outside directorewrore stringently defined and

' New York Stock Exchange Rule 303A.01 and NASD Ri880(c).
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enforced (Harvard Law Review 2004). This combimatd “shocks” to corporate board

structure invites further investigation.

2.1 Corporate Boards as Social Networks
Corporate directorships have provided a fertileugbfor social network

research. Directorships are clearly defined, argteally bound, and have explicit legal
meaning, avoiding the problems of self-reportecaet subjective social relationships
that sociologists have grappled with for decadear@den 1990). Corporate interlocks
have predictive power regarding political donatiansl influence by corporations on
government (Mizruchi and Koenig 1988; Moody and W#Ia003; Burris 2005; Stark and
Vedres 2012). The influence of corporate networkpalicy has received ample
attention, but the inverse effect of governmentqyabn corporate networks has
remained relatively understudied.

Some social networks are made up of close ties asicharriage or long-lasting
friendship. Other ties are “weaker” and less inedlvinterlocking directorates are an
example of the latter. Mutual board membershipaiemtfrequent interpersonal
meetings, limited emotional investment, marginéihnacy, and only occasional
reciprocal services (Westphal 1998). However, Gvatter’'s (1973) influential work
suggests that weak ties are important for inforamasiharing and bridging gaps between
separate networks.

A director who serves on the board of two compaaas as a bridge between
their respective networks—the corporate boards—whre likely characterized by

stronger internal ties. A bridging tie generatesw@oand influence because it is a
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potential bottleneck for transfer between two othee disconnected networks.
Interlocking board memberships serve both to endvaogporate cooperation and to
provide sources of private information (SchoornBazerman, and Atkin 1981; Uzzi and
Lancaster 2004). The role of corporate interlockmformation sharing, potentially up to
the point of collusion, is problematic for reguladecause interlocks are both inevitable
and desirable in many cases. Well-connected capbiard members also propagate
best practices between corporations and likely ampioverall corporate governance
(Shipilov, Greve, and Rowley 2010; Shropshire 2@&jwman 2011).

| attempt to address several interrelated issuest, Rave corporate social
networks become more closely knit following thegaage of Sarbanes-Oxley? The goal
of SOX was to increase the transparency and inadlgmee of firms to protect
stockholders. To the extent that interlocking dioeates allow closer corporate
cooperation and purveyance of private informattbey can run counter to that goal.
However, interlocking directorates may be a “neapsevil’ following new regulation,
as knowledge for compliance is diffused and musidgregated in some fashion.
Second, | examine the effect of SOX on outsidectiis within the context of director
networks. Outside directors were mandated by SOKpsove shareholder protection.
However, that role cannot be filled in a vacuumt<ile directors are human and subject
to social norms and influence. | investigate theatmn of outside directors within
interlocking directorates, and then trace out #mgible implications on votes for

shareholder proposals.

34



2.1.1 Social Network Metrics

Social network analysis applies graph theory to &umelationships. Within this
context, anoderefers to an individual or entity, while adgerefers to the relationship or
tie that connects two nod&sln this section | give a brief background of sbaietwork
theory and discuss the methods used for modelingpcate board networks.

A network of interlocking directorates can be comdtied in two different ways.
The first method is to treat corporations as n@iekconnect two corporations with an
edge when they share the same individual on tleepacate boards. The second method
is to treat each director as a node and to coriwectlirectors with an edge when they sit
on the same board together (Battiston and Catar2fdy4). | will use both network
structures to model interlocking directorates, eefdr to them as “board networks” and
“director networks,” respectively. The former amsalysis of linkages between
companies, while the latter emphasizes interpetsmsabetween directors.

As shown in Table 7, the number of nodes and enhgiéee graph of board
interlocks has increased substantially over tinte density of the network has also
changed over time. Graph density is the numbectfahedges divided by the number of

potential edges if the graph were fully connected—

m

nn—1)

density =

2 Edges may be directed or rditected. An example of a natirected tie would be mutual friendship, a
legal contract, or a two-lane highway between sitfe directed node implies that the connection doma
one party to the other but not necessarily vicesagefor example, sending an email, a position efdrchy
(boss to subordinate), or a link to one web page fanother. For the purposes of this paper all ®dge
nondirected, so | do not discuss this distinctiarther.
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—wherem is the number of edges, ands the number of nodes. A graph with
higher density has more closely connected nodeaswelto the total number of possible
connections. The density of director networks isréasing over time in the dataset as the
number of nodes has increased, which introduce®onding factors that must be

controlled for.

Table 7: Summary Statistics for Director Networlsviear

Y ear Nodes (Directors) Edges Graph Density
2001 11,16¢ 66,33¢ 0.0010¢
2002 16,37( 135,67: 0.0010:
2003 18,56 161,83: 0.0009:
2004 14,18: 81,09: 0.0008:
2005 14,65 82,82t 0.0007
2006 29,52: 267,68! 0.0006:
2007 32,60: 311,56: 0.0005¢
2008 34,62¢ 353,65¢ 0.0005¢

Table 8: Summary Statistics for Board Networks lsalf

Y ear Nodes (Companies) Edges Graph Density
2001 1,272 3,951 0.00489

2002 1,540 5,099 0.00430
2003 1,801 7,240 0.00447

2004 1,761 5,541 0.00358
2005 1,830 5,690 0.00340

2006 2,803 14,729 0.00375
2007 3,043 16,663 0.00360

2008 3,082 17,881 0.00377
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Graph theory provides many powerful tools for amsly and comparing different
social networks. | choose two metrics for furthealgsis: degree and PageRarnk.
Summary statistics for these measures are showalites 9 and 10.

Thedegree of a node is the number of edges that connetiatortode. For
example, a director of degree=3 is connected &etbther directors through shared
board membership. A higher degree represents nppertunities to exchange
information, and generally greater power and pgestithin the network (Valenti and
Horner 2010). The distribution of degree valuesdlbdirectors in all years is shown in

Figure 3.

Table 9: Summary Statistics for Director Networkn@ality Metrics

Variable Obs M ean Std. Dev. Min M ax

Degree 226,582 23.16 20.66 1 222
DegreeCent.’* 226,582 .0009714 .0008208 .0000289 .0122793
PageRank 226,582 .0000563 .0000385 5.17e-06 .0003979

Table 10: Summary Statistics for Director Netwodn@ality Metrics

Variable Obs M ean Std. Dev. Min M ax

Degree 209,193 10.98645 10.25213 1 81

Degree Cent. 209,193 .0045066 .0039307 .0003246 .0288889
PageRank 209,193 .0004923 .0003395 .0000669 .0030735

13 Many other metrics also exist, such as closemetseenness centrality, and Eigenvector centréity
which PageRank is a subset). | choose not to esetimetrics due to computational limitations impldsg
the size of the director social networks and bydiseonnected nature of the overall graph.

d . .
97 \where n is the number of nodes in the network.

14 Degree Centrality =

n-1
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One weakness of degree as a measure of influeticat it does not control for
the overall size of a network. Further, all conieew are obviously not equal. Social
connections with more influential individuals aileely to be valued more highly and
should be “weighted” higher. Bonacich (1972) madénaportant contribution in this
area, with an algorithm that weights the valueaufreedge according to the centrality of
the node that it links to; in other words, the iaypecome important is to know other
important people.

Modern iterations of the same idea have expandsadimcept. PageRank is an
algorithm developed for Google’s search rankings,itas also meaningful in the context
of social networks. The intuition behind PageRanthat a website with incoming links
from popular websites is itself more popular andusth be ranked higher (Page et al.
1998). In the context of corporate social netwogkdirector who is connected to other
influential directors is assigned more weight, arghared directorship with an important
director raises the estimate for each connectioate/ork centrality.

As a data source, | use the WRDS Corporate Libranch lists the corporate
directors for nearly all publicly traded companiEgjures 5 and 6 show director
interlocks for the most-connected directors in 288d 2008, respectively. There were
over 11,000 directors in 2001. To make the grafisally understandable, it is
necessary to trim out many of the nodes. As a ttdaokach year, | select a PageRank
value that corresponds to the PageRank of tflenfst-connected director. Director

nodes below that value are removed from the graphsit emerges is a bare-bones
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network containing only the most connected directoreach year. The cutoff point

chosen is itself arbitrary but helps to give atfinspression of director networks.

Figure 5: Director Network S&P 500, 2001 (cutofageRank 0.0006)

Figure 6: Director Network S&P 500, 2008 (cutofageRank 0.0004)
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Inspection indicates that in 2008 the “core” diogstare more closely connected
with each other than in 2001. To go beyond visegaressions and check for differences
over time, in the next sections | employ multipteehr regressions to identify changes in
board and director networks following the passdggasbanes-Oxley.

In Section 2, | use network centrality measuresvédgence that Sarbanes-Oxley
influenced the structure of interlocking board natis. In Section 3, | focus on the
impact SOX had on outside directors specificallydiing that outside directors are more
numerous but have a lower degree of influence they had prior to SOX. | also suggest
some implications of this finding on corporate demi-making and pluralistic ignorance.
In Section 4, | test these suppositions using Kcof voting behavior in companies with
more influential outside directors versus thosdauit. | find that in boards with less-
connected outside directors, shareholder proposedsve fewer votes in favor. Section 5

concludes the paper and offers some policy impdoatresulting from these findings.

2.2 Board Networks and Size Effects

Barring external shocks, centrality measures fowaeks of interlocking directorates are
expected to be stable over time (Mariolis and JAi®&2; Marquis 2003). Therefore, the
large institutional changes imposed by SarbanegyOxhd concurrent industry self-
regulation can be attributed as the cause for gdimgmetwork metrics before and after
2003.

Using the WRDS database of corporate directorsydley a network-building

algorithm to create edges between companies wigitctirs who served on the same
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corporate board in a given year (if Companies A Brthve the same director listed in
the same year, plot an edge between them for #ghgn that year). Next, | calculate
network centrality measures for each company ih gaar (degree and PageRank).
Network centrality is the dependent variable Iratieto explain.

The Sarbanes-Oxley Act primarily targets large miptraded companies.
Smaller companies with less than $75 million inlguffoat (nonaccelerated filers) were
granted several “temporary” exemptions from theeraostly aspects of SOX
compliance, particularly the accounting requirera@itSection 404(b). These
exemptions were made permanent by the Wall StrefetrR and Consumer Protection
Act of 2010, but even before that point, smallenpanies could easily delay compliance
via the SEC’s exemptions.

The result of these temporary exemptions is a fulizgontinuity between
companies of different sizes. Very large corporaibsted in the S&P 500 are certain to
be fully regulated by SOX, and the S&P Midcap comes are also very likely to be
regulated, but some S&P Smallcap companies may l@ee exempted. | exploit this
discontinuity for my empirical stratedy.

To be clear, every publicly listed company was nexglito have a board of more
than half independent directors as per the new NIISENASDAQ rules in 2003;
however, larger companies may have also made gitatecisions in selecting directors

to ease compliance with Sarbanes-Oxley, while snatmpanies were less likely to do

15 The delineation for S&P 500, midcap, and smallampanies changes from year to year based on
internally-decided standards relevant primarily to investore discontinuity | refer to is necessarily
imprecise.

42



so. Hiring a director already experienced with ftatpry compliance reduces the cost for
a company to adapt to new regulations (Helland@yidida 2004). As a result, | expect
large corporations to form more new interlocksra8arbanes-Oxley.

| estimate regressions of the form—

Centrality; = a + fSOX; + ySize; + 650X * Size; + nX; + ¢;

—where “Centrality” is one of the two network ceality measures, “SOX” is a
dummy-variable for years post-2003 where SarbandsyJs in effect, “Size” is a
dummy for which S&P Index the company appearsni, &OX*Size” is their
interaction (the main variable of interestX’‘represents a vector of fixed effects by
industry categorization (202 different categorieshsas “Appliances,” “Financial,”
etc!). If companies within different industries havéfeling purposes and goals in
creating interlocking directorates, the fixed eféewill capture those changes.

If Sarbanes-Oxley influences the structure of bawtivorks, | would expect to
see the largest effect on S&P 500 companies ascefésct on Midcap and Smallcap
companies. This pattern emerges most clearly witgrBe as dependent variable (Table
11). The degree for all companies increased, likefecting the requirement for boards
to include additional outside directors. Howevhke éffects of company size heavily
diverge. In Column 1, S&P categorization and theraction show a positive sign for
S&P 500 companies and mid-cap companies (smalacathe “base case”). S&P 500

companies are expected to have 7.7 more connedioasgerage, and, after SOX, to gain

16 A common finding in the interlocking directorafésrature is that insurance and banking compamies
clustered at the center of board networks (Mintt Sohwartz 19811983; Sonquist and Koenrifj984;
Glasberg, 1987).
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almost six more connections above that. This shftesents a significant increase in the
number of interlocking directorates centered ory Varge corporations.

Table 11, Column 2 shows the same specificatioegxesing mid-cap
companies as the base case. S&P 500 companiespaeter to have approximately six
more connections than mid-cap companies, whilelstagl companies have one to two
less. The magnitude of both these divergencesasegewith the interaction from SOX.
Column 3 displays the results when using S&P 500pamies as the base case. Both
mid- and small-cap companies have less connedi@msthose in the S&P 500, and have
their degree further reduced after passage of SOX.

For corporations, Sarbanes-Oxley pulls in two diosxs regarding the optimal
number of interlocking directorates. On the onedh@&orporations have an incentive to
hire directors who already serve with other compsiaind are experienced with
regulatory compliance. On the other hand, interlogklirectorates may be closely
scrutinized for ethical conflicts or corporate aglbon. Sarbanes-Oxley offers more tools
to pierce the corporate veil and harsher sanctmmngolations. If the costs of vetting a
new interlocking director are fixed while the batebf reduced compliance costs are
greater for large companies, these findings woeléxplained (Black, Cheffins, and
Klausner 2006). Alternately, small companies mayehaw compliance costs due to

SEC exemptions and thus feel less need to addalisec
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Table 11: Board Networks with Size Effects (Degree)

(1) (2) (3)
Degree Degree Degree
Post-SOX -0.111 2.335 5.458"
(-1.41) (26.82) (54.28)
Density -4923.7 -4993.17 -5152.8"
(-55.72) (-56.50) (-58.03)
S&P 500 7.699" 6.269"
(91.73) (69.56)
SOX*SP500 5.896 3.408"
(56.25) (30.39)
S&P Midcap 1.441 -6.286
(19.66) (-69.71)
SOX*Midcap 2.427 -3.2917
(26.89) (-29.44)
S&P Small -1.445 -7.728"
(-19.73) (-91.97)
SOX*Small -2.684" -5.906"
(-29.80) (-56.62)
Constant 14.86 16.60" 23.68"
(28.84) (32.11) (45.63)
Industry Yes Yes Yes
Dummies
N 131774 131774 131774
R 0.494 0.496 0.492

t statistics in parentheses. Standard errors rabusdteroscedasticity.

"p<0.05" p<0.01,” p<0.001
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Regressions on PageRank, in Table 6, are more aousgS&P 500 companies
have a higher rank within the overall network, whig unsurprising. However, Column 1
shows that influence declined after SOX. Midcap smallcap companies both show a
relative increase in centrality following SOX. Opessibility is that the overall increase
in number of firms diluted the effect of connecsdor S&P 500 members while offering
useful new connections for smaller firms. The “Darisvariable is intended to control
for growth in size of the network, but it may hast#l omitted part of the effect. This
puzzling result is open to interpretation and fartresearch.

One might assume that large firms naturally exghed influence through more
and more interlocks over time, but this supposittocontrary to the existing literature.
Galaskiewicz and Wasserman (1981) find that inpthe, large firms were as likely to
shrink as to grow in influence within the boardenibck network. Having many
interlocks alone does not predict that a firm \gdin new interlocks. The pattern of large
firms expanding their board networks requires golanation based on institutional
changes, rather than on historical trends.

The primary finding from these regressions is Betbanes-Oxley did have a
measurable impact on the structure of board nesvdnkaddition to NYSE and
NASDAQ requirements, SOX changed the cost and bess€ulus for corporations in
hiring directors. Many of the new regulations aaduirements were aimed at increasing
the number of outside directors on corporate boauad | turn specifically to this issue in

the next section.
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Table 12: Board Networks with Size Effects (Degree)

(1) (2) (3)
PageRank PageRank PageRank
Post-SOX -0.0000741 -0.0000494" -0.000208"
(-17.62) (-10.32) (-36.98)
Density 0.169 0.167" 0.163"
(42.17) (41.73) (40.53)
S&P 500 0.000495 0.000420"
(84.50) (66.56)
SOX*S&P500 -0.000124 -0.000149"
(-20.23) (-22.70)
S&P Midcap 0.0000753 -0.000421"
(14.59) (-66.61)
SOX*Midcap 0.0000254 0.000155
(4.73) (23.53)
S&P Smalll -0.0000754 -0.000496"
(-14.61) (-84.59)
SOX*Small -0.0000297 0.000126"
(-5.53) (20.57)
Constant -0.000180 -0.0000965 0.000347"
(-6.53) (-3.51) (12.56)
Industry Yes Yes Yes
Dummies
N 131774 131774 131774
R 0.434 0.435 0.431

t statistics in parentheses
p<0.05 p<0.01, p<0.001
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2.3 Director Networks and “Outsider” Directors

Why do social networks matter for outside direc?obdten tasked with an
oversight or advisory role, outside directors hibgen described as a “rubber stamp” for
management decisions. However, focusing on theatxpbwer of decision-making
misses the importance of social influence. As Kgamd Gogel (1981) observe,

The prestigious, socially well-connected outsidecdbr may have little or no

financial power of his own within the company btill e able to harm or destroy

a management team simply by quitting his “windoessing” position on the

board, since to leave is to publicly accuse tha tf misbehaving; an accusation

deleterious to stock prices and thus to persomtiries. (46)

A well-connected director can make a credible thr@guit upon observing bad
governance practices, whereas a threat from ariégential director with few outside
options may be taken as pure posturing.

Fogel, Ma, and Morck (2014) find that companieswikll-connected outside
directors have better economic performance, CEOuatebility, and less earnings
management, all suggesting better corporate gomeendhey connect this result to the
credibility of outside directors, who have bettbility to confront bad governance
practices, improving shareholder value. | contrbat this literature by examining the
effect of Sarbanes-Oxley on the relative networigian of outside directors, which may

in turn influence their effectiveness as sharehalépresentatives.
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2.3.1 Outside Directors, Inside Networks

My empirical strategy here focuses on outside thirsowithin director networks.
Each director represents a node, and a shared bwantbership with any other director
is an edge. Then, | calculate network metrics a&linformation about companies and
directors to isolate the effects of Sarbanes-OxXRagressions are specified as

Centrality; = a + fSOX; + yOutside; + SOX * Outside; +nX; + ¢;

where variables are defined as in Section 2, aridéiresents a vector of control
variables including network density in a given yehrector age and tenure, and size of
the corporation. Results for these specificatioesf@und in Tables 7 and 8.

Mizruchi (1996) notes that “most interlocks areatesl by a firm’s outside
directors.” These findings agree: Outside directage approximately three more
connections, on average, than inside directors|€THR). After Sarbanes-Oxley, the
average degree for inside directors declined byéetn six and nine connections. The
degree for outside directors declined as wellnmiitoy as much: only a loss of three to
seven connections on average (exact value depeadinther controls included in the
specification). Sarbanes-Oxley widened the gap éetwnside and outside directors with
regard to their degree of interlocking board cotioes.

Director age and tenure have some predictive vagarding the number of
connections a director will have. For each addéldive years of age, we expect a
director to have one additional connection. Intingdy, director tenure pushes on the
opposite direction, with directors who have sergadhe same board for longer periods

having a lower degree of connections.
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Table 13: Network Effect on Outside Directors PB6IX (Degree)

1) (2) 3) 4)
Degree Degree Degree De*gﬁe
Post-SOX -7.63T -9.671" -9.253" -6.317
(-38.86) (-50.28) (-48.10) (-36.37)
Outside Dir. 1.297° 3.355" 2.481" 3.500"
(7.59) (24.17) (11.12) (23.99)
SOX*Outside  4.825 3.163" 2.191" 1.448"
(24.92) (17.34) (11.67) (8.27)
Density -29696.8 -52255.5 -52926.1" -36076.5
(-84.32)  (-122.31) (-118.88)  (-100.29)
S&P 500 3.746 3.635"
(4.26) (4.15)
S&P Midcaps -6.975  -6.990"
(-7.93) (-7.97)
S&P Smallcap -11.717 -11.577
(-13.34) (-13.19)
TSX 60 -0.257 1.016
(-0.22) (0.81)
Director Age 0.175 0.206"
(10.37) (43.74)
Dir. Tenure -0.107  -0.00482
(-2.79) (-1.02)
Constant 4791 71.917 63.85 39.34"
(122.68) (70.27) (52.90) (88.07)
N 226582 140062 130519 200642

t statistics in parentheses. Standard errors rabusdteroskedasticity.
p<0.05 p<0.01, p<0.001
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The results for PageRank as dependent variabldg T4 are subtly different.
Again, outside directors appear to be importanisdquoints for connecting the network,
and show a higher PageRank value. However, aftéaBas-Oxley the PageRank for
inside directors generally increased, while thdtajwutside directors went down. To
guantify the effect: Outside directors lost 20.58a gtandard deviation worth of
PageRank, while inside directors gained 40.1%siéadard deviation following SOX
(using point estimates from Column 3).

There is tension between the changes in degremufside directors, which went
up, versus PageRank, which went down. The supptpigforate directors is inelastic, at
least in the short term, and institutional change003 created sudden new demand for
outside directors. More directorships per perseneaquick fix for the new demand.

However, being hired to fill a position does notessarily imply having power
and influence. Incumbent CEOs and board memberspm&ystrategically among new
outside directors. Zajac and Westphal (1996) firat CEOs choose new board members
whose background suggests agreement with the Iso@axbting strategy. Taking on
outside directors who are inexperienced and haveotber connections poses less threat
to the status quo (further explored in Sectiorif4)ompanies chose outside directors
from their large competitors or peers, the PageRanthose directors would be higher
(they would be new connections between importadeap Knowing that PageRank
declined, we can infer that the new directors chagere relatively marginalized, and

likely remained so, after Sarbanes-Oxley.
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Table 14: Network Effect on Outside Directors P86IX (PageRank)

(1) (2) (3) (4)
PageRank PageRank PageRank PageRank
Post-SOX 0.0000127  0.0000110 0.0000114 0.0000141
(31.80) (21.00) (21.65) (30.94)
Outside 0.0000177  0.0000154" 0.0000140 0.0000156
(39.48) (28.63) (23.23) (31.88)
SOX*Outside -0.00000669 -0.00000462° -0.00000578" -0.00000732
(-14.33) (-8.13) (-10.03) (-14.30)
Density 0.120° 0.117" 0.116~ 0.125
(184.75) (139.92) (134.70) (174.94)
S&P 500 0.0000308  0.0000309"
(14.25) (14.30)
S&P Midcaps 0.0000173  0.0000171
(8.01) (7.91)
S&P Smallcap 0.0000132"  0.0000131
(6.12) (6.08)
TSX 60 0.0000143 0.0000148"
(6.38) (6.48)
Director Age 0.000000251 0.000000266
(9.07) (34.15)
Dir. Tenure -0.000000171  -9.23e-09
(-2.76) (-1.11)
Constant -0.0000501 -0.0000638"  -0.0000748  -0.0000677"
(-68.48) (-26.13) (-27.81) (-73.29)
N 226582 140062 130519 200642

t statistics in parentheses. Standard errors rabusdteroskedasticity.
p<0.05 p<0.01, p<0.001
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2.3.2 Discussion: Outside Directors and Pluralistic Ignorance
Separating ownership and control and deferringsilmeitasks to a specialized

group of corporate managers should maximize shidehwalue, but agency problems
within the board, the incompleteness of incentsteesnes for board members, and
differing attitudes toward risk all suggest thatgosort of monitoring system is also
desirable (Fama and Jensen 1983; Beatty and Zagb).linterventions in corporate
structure are also interventions in the networgasonal and professional relationships
between board members. As a result, unintendecegoeaces can easily pass from the
interpersonal to the bottom line.

Corporate malfeasance emerges from group dynanitlcBneorporations
(Granovetter 1985). Breaking up insider cliques preventing “groupthink” is part of
the rationale for requiring the presence of outsiidectors on corporate boards.
However, the marginalized status of outside dimscéathin director networks may affect
their effectiveness as watchdogs. The diligencautdide directors in speaking out
against bad management practices is a core jadidicfor their inclusion on corporate
boards (Tobin 1994). In a highly suggestive stigstphal and Bednar (2005) find that
socially marginalized outside directors are lekslyi to counteract harmful policies
chosen by the rest of the board. The fear of losowal esteem combined with an
already precarious social position makes somedritiirectors less effective at
contesting a harmful corporate strategy. WestphdlEednar refer to this problem of
inaction as “pluralistic ignorance.”

Pluralistic ignorance describes the situation w&th member of a group

disagrees with a group decision or norm, but rempimblicly accepting of it (Miller and
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McFarland 1987). Reasons for not speaking inclede 6f embarrassment or belief that
one’s own perception is significantly differentrindhe group’s. A single member of the
group may observe the rest not acting to resolwemblem, and then assume that because
others are not acting, the problem is not serifescery member makes this same
calculation, then a problem remains unresolvedn ¢éweugh every person secretly thinks
that action should be taken.

This phenomenon has been extensively studied winit@npersonal interactions
such as “who should make the first move” or rappemsent between groups (Vorauer
and Ratner 1996; Miller and Nelson 2002; Sheltah Ritheson 2005). Possible
applications continue to grow, however, as plutialignorance can occur even in a
context of rational agents engaging in high-staamomic activity (Zhu and Westphal
2011, Bjerring, Hansen, and Pedersen 2014). Ihsier with relatively low status
doubts his or her ability to influence group beleavihat individual may support a norm
of unethical behavior or fraud despite personalkbagreeing with it (Bicchieri and Fukui
1999; Buckley, Harvey, and Beu 2000; Halbeslebehe&ler, and Buckley 2005).

Pluralistic ignorance emerges as a growing prolaimn the business ethics and
corporate governance literature, but with the etioapf the 2005 Westphal and Bednar
study, most discussions remain in the realm ofrtheoabstract social psychology
experiments. Finding that after Sarbanes-Oxleyidedirectorships are more numerous
but also relatively low-impact within director nedvks connects the world of psychology
experiments to that of policy analysis. The redusleitity of weakly connected

individuals to challenge group behavior constit@ebstacle to the independence and
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effectiveness of outside directorships. The negtice investigates a tangible application

of this problem.

2.4 Shareholder Proposals and Excluded Outsiders

By design, outside directors are intended to regmeshareholders; but how
effective they are in doing so remains an opentipre§Gilson and Kraakman 1991). |
begin with the assumption that, all else being kquadside directors are more likely to
support shareholder proposals than are insidetdie® This hypothesis is supported by
existing research on shareholder proposals ane@gpcontrol (Gordon and Pound
1993; Sundaramurthy and Lyon 1998). However, asidetdirector who fears a loss of
status and is already weakly situated within doeoetworks may choose to remain
silent and vote for the insiders over the sharedrsldn this section, | test that hypothesis
empirically.

| use the ISS (RiskMetrics) database on sharehplagrosal voting outcomes for
my empirical analysis. From the literature on pligtec ignorance, | hypothesize that
boards on which the outside directors are lesgaeim comparison with inside
directors, are less likely to see contrary actiaken by outside directors. As a result,
shareholder initiatives will receive fewer votesrir boards with strongly influential

inside directors.

" This is a strong assumption that glosses ovemérey cooperative interactions between inside and
| outside directors (Kaufman and Englan&05; Baranchuk and Dybvig009). Further, vote trading
between different proposals suggests that sharehptdposal outcomes may be endogenous
| (Christoffersen et 312007). Findings from this model should be regandit these issues in mind.
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Within the data that are available, | know whicHiindual or entity initiated each
shareholder proposal and the percentage that wofestor of each proposal. Out of over
12,000 shareholder proposals initiated between 20012008, 4,464 reached a vote,
offering a large sample for analysis. Director-sfi@goting records are not available. To
address this gap, | construct a proxy measuredtin eompany in each year, making use
of the network centrality measures from Sectioas@ 3.

To model voting choices, | assume that each ingiidetor would prefer to vote
against a shareholder proposal, whereas each eulisettor would prefer to vote for it.
However, the probability that a director choosegdte her preferences is a function of
confidence, based upon relative network centréditthe other directors. Westphal and
Milton (2000) find that minority directors with meexperience and network connections
within boards are more successful at influencifgotirectors and at speaking against
majority views. Outside directors with few conneos may be swayed toward siding
with the majority, especially if the insiders aightly influential.

For Company in a given yearl construct an Oppositional Willingness Index
(OWI) as

Y. Network Centrality (Outside Directors);
2. Network Centrality (Inside Directors),

oWl =

For robustness, | calculate these measures forRagkRank and degree centrality
metrics. | also include controls for which indivadwr entity made the shareholder
proposal, knowing that many shareholder proposalsikely to be rejected regardless of

the board composition because they are harmfliga@dmpany’s interests (Dooley 1992;
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Brownstein and Kirman 2004; Bratton and Wachter@Olmplicitly, this measure grants
higherOWI to boards with more outside than inside directsrod, would expect to see
more frequent acceptance of shareholder propas#teiperiod following Sarbanes-
Oxley.

For each shareholder initiativeat company, regressions are estimated as

% in Favor; = a + BSOX; + yOWI. +nX; + ¢
where “SOX” is a dummy variable for Year 2003 deta“OWI” is calculated for a
given company in the appropriate year, and X is@ar of dummy controls for either the
company'’s industry, S&P categorization, or initiadd the shareholder proposal (union,
charitable group, mutual fund, etc.) | considerheaicthese control vectors in separate
regressions.

Table 15 shows results usi@yVI calculated using degree for each director in
each company. Findings are wholly consistent withhtypothesis that when outside
directors have fewer connections than inside dirsgshareholder proposals receive less
support. This finding is robust to all manner ohtrols and highly statistically
significant. Comparing two identical boards, on#hwautside directors that are twice as
well-connected, the outsider-dominated board woedeive between 22 and 36
percentage points more votes in favor of a shadehgiroposal (depending on
specification of controls). Proposals initiateceaffarbanes-Oxley also receive a slightly
larger amount of support, but this effect is dwaibg the network connections of board

members.
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One source of endogeneity is strategic sharehdkelgsions in choosing at which
companies to initiate proposals. The frequencycamdent of shareholder proposals is
itself influenced by corporate governance qualBizjak and Marquette 1998; Schooley,
Renner, and Allen 2010). Because shareholder patpase not randomly assigned, part
of the effect shown may be reverse-causal. Howewdy, 1.4% of all shareholder
proposals within the sample receive a “Yes” votea@ly, many shareholder proposals
are initiated for symbolic reasons. Even if thautes fully driven by shareholder
decisions to initiate proposals at companies withrds more likely to support them, this
would indicate that those strategic decisions r@ftaenced by the relative networks of
board members, leading to more popular proposalstatder-influenced boards. It is
also possible that outsider-controlled boards aveereasily influenced by pressure
tactics from shareholders if a vote reaches phyrdéading to more shareholder pressure
on such boards (Brownstein and Kirman 2004).

Ertimur, Ferri, and Stubben (2010) find that whdsoard accepts a majority-
voted shareholder proposal, turnover of outsideatirs is reduced. This finding
supports the idea of rational shareholders, wha@teiproposals with boards made up of
strong outside directors in the expectation thair timterests will more closely align with
the proposal. | also estimate logit regressiortesofor the influence of outside directors
against the chance that a proposal is passed lpo#rd, but the result is too small to be

of economic significance.
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Table 15: Acceptance of Shareholder Proposals g@pd Willingness (Degree)

1) 2) () (4)
Vote % Vote % Vote % Vote %

OWI (Degree) 0.219 0.281°  0.227 0.299"

(2.75) (3.77) (2.94) (3.50)
SOX 2.530 3.106°  7.553" 6.002"
(2.27) (2.76) (5.70) (4.54)
Degree -0.0226 0.0142 -0.201 -0.0723
(Company) (-0.70) (0.40) (-3.67) (-1.45)
PageRank -94379 -7815.0° -2951.5 -5736.8
(Company) (-8.81) (-6.67) (-1.92) (-4.01)
Cons. 35.02° 31.96°  28.86 30.54"
(25.05) (21.32)  (18.68) (20.79)
Absorb None S&P Index Industry Sponsor Type
(Robust SE)
N 4140 3971 4139 2415
R 0.037 0.047 0.174 0.199

t statistics in parentheses. Standard errors rabusdteroscedasticity.
p<0.05 p<0.01, p<0.001
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Table 16: Acceptance of Shareholder Proposals qpd Willingness (PageRank)

1) (2) 3) (4)
Vote % Vote % Vote % Vote %
owI 0.262° 0.334°  0.296 0.362"
(PageRank)  (2.91) (3.98) (3.40) (3.72)
SOX 2.518 3.093°  7.565 6.024"
(2.26) (2.75) (5.71) (4.56)
Degree -0.0214 0.0160 -0.1899  -0.0720
(Company) (-0.66) (0.45) (-3.64) (-1.45)
PageRank 95764  -7972.2° -3137.4  -5907.0"
(Company) (-8.90) (-6.78) (-2.03) (-4.12)
Cons. 34.99 31.89° 28.727 30.46
(25.04) (21.28)  (18.59) (20.74)
Absorb None S&P Index Industry Sponsor Type
(Robust S.E.)
N 4140 3971 4139 2415
R 0.037 0.047 0.174 0.199

t statistics in parentheses. Standard errors rabusdteroscedasticity.
p<0.05 p<0.01, p<0.001

Outside directors cannot directly influence thecpatage voting in favor of a
shareholder proposal, but nonetheless their pasitithin the board has a large effect on
the plurality voting in favor. The precise mechamithat links outsider influence to
higher support for shareholder proposals remaikaann. The exact cause for this

relationship is a subject for further research.
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2.4 Conclusions

This research has three broad findings. First, &ab-Oxley influenced the
degree of connection between large public firmeugh interlocking directorates. The
firms most tightly regulated by SOX responded bgliag new directors, while smaller
firms did not respond so strongly. Second, thesegés affected the role of outside
directors within corporate networks. Although odésdirectors gained new job
opportunities through regulated quotas for corgobatards, their importance as conduits
for information and influence declined. Finallystaidy of shareholder proposal voting
records shows that boards with more influentiabimlet directors see more support for
shareholder proposals. The implication is thatidetdirectors are indeed important for
empowering shareholders, but their abilities tedaepend upon connections with other
directors. Because the act added more outsidetaiisaehile making them relatively
weaker within director networks, Sarbanes-Oxleyasrall effect on shareholder
representation is ambiguous.

This paper contributes to the literature in sevpraliously unconnected areas.
First, it represents another case study on thetsiel of interlocking directorates in
various institutional contexts. Previous socialwwek studies on this topic have focused
on particular countries or locales at fixed timBarfting and Barbour 1971; Windolf and
Beyer 1996; Ottoson 1997; Aguilera 1998; Kono el @b8; Battiston and Catanzaro
2004; Connelly et al. 2011; Elouaer-Mrizak 2012jifa+Vazquez and Uddin 2013). The
unique contribution made by this paper is the amldiof dynamics related to a large

regulatory change that affects corporate board@sStrbanes-Oxley Act. Quantifying
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changes within social network analysis crosses é&tvempirical techniques previously
used primarily by either sociologists or economibtg rarely both. As financial
regulatory policy continues to be implemented i thnited States, more avenues for this
interdisciplinary research are likely to emerge.

Second, this research contributes to the broaddstrapolicy analysis on effects
of the Sarbanes-Oxley Act. Previous event studie® fooked at firm profitability or the
decision to list on public capital exchanges withirelatively brief window
(Chhaochharia and Grinstein 2007; Kamar, Karacaeitaand Talley 2008; Akhigbe,
Martin, and Newman 2010). This study extends tes#wears before and after the
passage of SOX, accounting for changes as firndugtly adapt to the law’s new
requirements. Further, whereas previous reseackxamined outcomes, this study
tracks the underpinnings of corporate governandetlam relationships between firms
that allow them to function under new regulatioawLand economics scholars have
contributed a rich literature on agency theory arahagerial incentives, but corporate
directors are also embedded within social relatigpssthat deserve more attention from
economists (Granovetter 1985). The interplay angmgrnment regulation, private
incentives, and interpersonal relationships ofeecomplex field of study that facilitates a
better understanding of policy outcomes.

Previous studies on interlocking directorates hasex social network analysis to
estimate “corporate control” over important indiestrwithin the economy, typically
through the lens of structural analysis and/ors:lassed interests (Marginson and

Campbell 1979; Mizruchi and Bunting 1981). In thaper, | set aside the question of

62



whether corporations have meaningful “control” ogach other, focusing instead on the
transmission of information and possibilities fooperation and oversight that Sarbanes-
Oxley aims to regulate. This perspective on corgonatworks is consistent with modern
trends in social network studies of corporatiossyall as with the work of Matthew
Jackson, which emphasizes network formation betwatonal agents for mutual benefit
(Jackson and Wolinsky 1996; Dutta and Jackson 2D#kson and Watts 2002; Jackson
2014). The incentives of corporations in choositgclv directors will represent their
interests, and of directors choosing where to attheir managerial talents, form a
complex interlocking structure that can be bettelgzed as more data and research tools
become available.

A third contribution is to the literature on grodpcision-making within corporate
boards and the perception of shareholders. Thangefficacy of shareholder proposals
has been rising over time, with more being apprdwedorporate board members than in
the past, coupled with greater influence exertedhbgtutional shareholders (Prevost and
Rao 2000; Brownstein and Kirman 2004). Sharehgideposals can be understood as a
signal to board members that action is requiredhegerception of that signal is crucial
to a proposal’s effectiveness. David Westphal kasuieded the literature on pluralistic
ignorance to encompass managerial decision-maéirdy) push those implications
further here. Knowing that shareholder proposatalities are strongly correlated with
the network strength of outside directors at a a@pon opens interesting new angles for

study. In particular, the direction of causalitynans to be determined: Do strong
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outside directors encourage shareholder activisrdo @ctivist shareholders focus their
attention on receptive boards?

The implications of this research are far-reachMgndates to improve corporate
governance face complexity at the level of firmsdeomic decisions. Add to that
difficulty the embedded nature of individuals witHirms, and the number of interactions
becomes almost intractably large. Crafting an ir@ption that harmonizes these
interactions is likely beyond our current capaigit This paper offers a glimpse at the
dynamics that followed a single aspect of one c@jgogovernance policy and opens the

door to more comprehensive studies in the future.
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CHAPTER THREE: TAINTED BY ASSOCIATION. THE EFFECT OF
SCANDAL ON CORPORATE NETWORKS

3.1 Broken Faith, Broken Ties

An interlock exists when one person serves on tiaedof more than one
corporate entity. Corporate boards which share mlvee are said to have an interlocking
directorate. The study of interlocking directoraéissa social network is well-developed
within the economic sociology literature (Marginsamd Campbell 1979; Koenig and
Gogel 1981; Mizruchi and Bunting 1981; Marsden 19®¢btt 1991). Interlocking
directorates have predictive power for corporatéipal involvement and campaign
contributions, and are therefore an important inplién analyzing regulatory policy
(Mizruchi and Koenig 1988; Moody and White 2003Bx12005; Stark and Vedres
2012).

Early research on interlocking directorates proededdom class-based or group-
interest assumptions. If corporate managers represaistinct group within the upper
class, interlocking directorates allow them towk# power within this inner circle,
maintaining control over core industries in theremoy (Sonquist and Koenig 1984).
Even without exercising explicit control, interlong directorates are useful for
coordination between companies (Haunschild and Back1998; Uzzi and Lancaster

2004).
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More recently, application of economic assumptigatonality, self-interest,
mutual exchange) to social networks has led to pemspectives on the formation and
dissolution of social connections. Network ties expected to form when two parties
perceive it as their best interests (Jackson anlingky 1996). Benefits of network ties
include the dissemination of information, interperal influence, and social contacts
(Jackson and Watts, 2002; Jackson 2010; Jacksat).2lMis perspective has gained
traction as a research program which continuesdtve rapidly. However, its
application to interlocking directorates remainglemresearched; it is unclear whether
corporate entities can be assumed to operate timeleame motivations as singular
individuals.

In this paper, | expand on the literature of irdeking directorates by examining
changes to network structure following a highly-lozibed insider trading scandal. If,
like individuals, corporations are “judged by thmrgpany they keep” then one would
expect the structure of interlocking directorateshange following a corporate
governance scandal. My findings confirm this sujipms companies and directors even
tangentially connected to wrong-doing lose conmastiand prestige within the overall
network of interlocking directorates. This resednels implications for the study of
dynamics within interlocking directorates, and gussibilities for socially-influenced

corporate governance more generally.

3.1.1 The Galleon Group Scandal
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| use resignations due to corporate scandal atusahaxperiment to study
dissolution of ties between linked firms. If influge and reputation flow through network
ties, firms and individual directors will be consas of the associations they make with
others. Therefore, a scandal which heavily affeats company can ripple out into the
networks of those associated with it. To study saichse, | briefly describe one such
recent insider trading scandal here.

As president of Needham & Co., Raj Rajaratnamexdatte Needham Emerging
Growth Partnership, a hedge fund, in 1992. He thenhased and renamed it the
Galleon Group in 1997. Rajaratnam’s hedge fundgababove-market returns, peaking
at a value of $7 billion in 2008 (Burton and KishHz009). In October 2009, the SEC
publicized an investigation into insider tradinghim the Galleon Group, and arrested
Rajaratnam and several others. In December 20Q8rd®aam was indicted by a grand
jury on fraud and insider trading charges. In 20flwas found guilty and is currently
serving a prison sentence.

In addition to Rajaratnam, several other promirrginessmen were also
charged. Rajiv Goel, a director for Intel’'s tregsdepartment and Intel Capital, pled
guilty to securities violations and was sentencetivb years of probation. Robert
Moffat, a senior vice president at IBM, was alsargfed and served six months in prison.
Both were alleged to have shared confidential mftion with Rajaratnam.

Goel and Moffat were not on the board of directordntel or IBM, respectively,
but I hypothesize that their arrests still influedavillingness of other companies to share

board interlocks with those companies. Loss oftpgedrom the allegations, as well as

67



the perception that confidential information mi¢gdk would reduce the desire of other
companies to share interlocking connections with I& Intel. Throughout, I refer to

this as the “contamination hypothesis.” In the reedtions | put this hypothesis to an
empirical test, and find that both IBM and Inteffeted a decline in network connections

following the Galleon Group scandal.

3.2 Network Effects after a Scandal

Within the social network analysis literature, @e” is an individual or entity
and an “edge” is a connection which ties them togretin the context of interlocking
board networks, nodes represent companies whilesealg directors who serve on the
board of two or more companies. The “degree” obdenis the number of edges which
connect to it, or in other words, the number oéilacking directorates tied with a
particular company.

For example, suppose that Company A and ComparottBHave board member
“Smith” as a director, and Company B and Comparbot® have board member “Jones”
as a director. A graph of this network would showohnected to B, and B connected to

C, as such:

Figure 7: Board Network Example
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| will refer to this as a “board network®In this example, Company B has a
degree of 2, based on the number of incoming edgmspanies A and C both have
degree of 1.

Another way to represent the same information wdeldo treat directors as
nodes, and shared corporate boards as edges. Kaetire same example, we would
say that Smith and Jones share a network conneesahey both serve on the board of
Company B. Companies A and B will also have othexatiors, so Smith and Jones serve
as a link between two separate clusters of indal&llRepresented visually, this would

appear as:

Mi Is

Figure 8: Director Network Example

| refer to this second type of network as a “dioectetwork.” Through the
association of Smith and Jones, Roberts and Thaneasvice-removed from a
connection with Michaels and Lane (and vice-vergéjhin the literature on corporate
interlocks, board networks are used more frequehd#y director networks. However, |

will be referring extensively to both throughouistpaper.

8 The position of nodes relative to each other (abbelow) is arbitrary.
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The most comprehensive study of scandal within@ate board networks was
conducted by Sullivan, Haunschild and Page (200/@y examine Fortune 300 firms in
the period 1990-1993, explaining network effectgwaoth the number and severity of
illegitimate corporate acts. Their finding, thatktimcal actions cause a decline in both
the number and quality of interlocking directorat@nections, is novel and robust.

In spite of its strength, however, the study dadgfes from some possible
weaknesses. First, the scandals in the samplé@se teported in the business press,
inviting selection effects. Second, they gauge sgvef an illegitimate act according to a
scale ranked by both lay-persons and businessgsiofeals. For example, unintentional
environmental damage is ranked as the least séx&w out of 5) while intentional
environmental damage is the most severe (4.33fdt ®acial discrimination is treated
as more severe than tax evasion, and so on. Tpreagh has intuitive merit for judging
public reaction to scandals. However, it is unclehether unethical acts compare to each
other on such a linear scale, or if all top corpwecision-makers share the same
ranking preferences as the sample polled by Salliaunschild and Page. Finally, the
inclusion of “intentionality” within these ranksvites subjectivity from the respondents
as well as possible bias from the newspaper sowssss for data. Whether an
environmental harm is intentional or not is difficto fathom, and whether harm is
described as intentional or not may be subjedteadiscretion of prosecutors, reporters,
and public relations managers.

To address some of these issues, my research eesthmeffect of a single

insider trading scandal, which had spillover effeatto the top management of several
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prominent technology companies. While more limitedcope, this approach has the
advantage of perfect comparability between compaafitected because each was subject
to the same scandal, having a top manager chargedwider trading.

My data sample includes all companies listed @ SBP between 2007 and
2013 (including S&P 500, as well as S&P small cag mid cap companies). In Figure
9, I show the distribution of degree by companyeweery year in the data sample. This
distribution resembles a power law, a common figdimsocial network metrics (Jackson
2005). Many companies have few connections, wielesal (typically large and

prominent) firms are more central to the network.
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Figure 9: Distribution of Degree (All CompaniesAt Years)

19 «Degree” refers to the number of edges connedtirgnode (number of interlocks per company).
Mean = 3.92 Median = 3Std. Dev. = 3.58

Degree for IBM ranges from a minimum of 10 in 20@/maximum 17 in 2013. Degree for Intel ranges
from 8 in 2007, to maximum of 11 in 2012.
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For my analysis, | create networks of two levelsafnection for each company
in each year, to track how the networks of compao@nected to IBM or Intel changed
in 2010 (the year after the insider trading scaatl@alleon Group). The algorithm used
to generate these networks picks a particular cagnpaa given year (the nexus of the
graph), and generates an edge between that compdrgvery other which shares a
director with the nexus company, which | refer $d‘grimary” connections. Then, from
each of these primary connections the proceduepisated, adding on interlocks
between those primary connections and other corapavith shared directors, which |
refer to as “secondary” connections. As examplagyre 10 and Figure 11 present the
twice-removed networks generated for IBM and Inetpectively, in the year 2009
using this method. After generating such netwodkset/ery company in the sample, |
collect measures of these networks for later arslgammary statistics are shown in
Table 17.

This network-building algorithm intends to modehats of interpersonal
communication between corporate board membersyhkweividual serving on the board
of a company represented by a node can “know soenebio knows someone” on the
board at IBM or Intel. These connections represahtable opportunities for
information-sharing between boards, but may alsoive a liability if the reputation of

IBM or Intel is tarnished.
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Figure 11: IBM - Twice-Removed Interlocks (2089)

20 Network is created by starting at IBM and genegtin edge to each company that IBM has a shared
director with (primary connections). Then, with kaxd those interlocked companies, create a new edge
through each interlock by that company (secondamnections). Node size and color is scaled by degre
of the node. Same algorithm is applied for InteFigure 4.
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Table 17: Summary Statistics (Board Networks)

Variable Obs Mean Std.Dev. Min Max
Nodes 10,32¢ 24.8: 26.5¢ 0 17¢
IBM or Intel 10,32¢ 0.001¢ 0.036¢ 0 1
IBM Network  10,32¢ 0.062! 0.241¢ 0 1
Intel Network  10,32¢ 0.023: 0.151: 0 1
Both Networks 10,32¢ 0.016: 0.126: 0 1

PageRank 8,721 0.000¢ .000< .000z .002¢
In All Years 10,32¢ 0.672: 0.469¢ 0 1

Table 18: Summary Statistics (Director Networks)

Variable Obs Mean Std. Dev. Min Max
Nodes 79,46¢ 53.02 52.6¢ 0 48¢
Age 79,26. 62.11 8.64 27 99
Female 79,46¢ 0.123: 0.328¢ 1

SharesHeld 77,83. 821,689. 1.84e+0
Attend < 75% 79,46¢ 0.006¢ 0.08:
OutsideBoards 79,41 0.609: 0.918:
Primary Nodes 79,46¢ 10.7- 5.7¢
Year 2010 79,46¢ 0.143¢ 0.351
IBM Network  79,46¢ 0.074¢ 0.263:
Intel Network  79,46¢ 0.02] 0.143:
Both Networks 79,46¢ 0.015¢ 0.123¢

1.69e+0:!
1

O O O O o o o o o
(o)]
w

O e =

3.2.1 Nodes in a Twice-Removed Network

Intuitively, the greater the number of nodes iweé-removed network, the more
opportunities there are for communication by a secampany with others in the

network. Sharing seats on a corporate board daegquaire strong interpersonal
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connections between directors; board members migeguently, have only occasional
reciprocation of services, and little emotionalrirecy (Westphal 1998). Nevertheless,
Granovetter (1973) demonstrates that these weskdie be very important for social
influence. Weak ties provide paths for informatghraring and coordination between
different members of a network. More nodes in &@alemoved network represent a
greater number of weak ties which a company andiréxtors can potentially use to their
advantage.

In Figure 12, | show the distribution of total neda these networks for all
companies in all years. The majority of companlaster on the left side of the graph. As
prominent companies, IBM and Intel are both rekdtivmore connected than the average

company in the sample.
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Figure 12: Distribution of Total Nodes in Twice-Reved Network (All Companies All Yeard)

2L «Total number of nodes” refers to the number ademformed by interlocks from the company (primary
connections) plus all the interlocks from thosernay connections (secondary connections).

Mean = 24.83 Median = 16Std. Dev. = 26.54

This value for IBM ranges from 99 in 2007, up t&18 2013; value for Intel ranges from 46 in 20@765

in 2013.
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The first measure | use to estimate effects froen2®09 insider trading scandal is
loss of nodes from twice-removed networks. A conygat does not want to be
associated, through the network, to a companyctgtli by scandal could dissolve
interlocking connections by changing or replaciagtiipular board members. |
hypothesize that in 2010, IBM and Intel will losedes from their twice-removed
networks as a result.

Figure 13 shows the number of lost nodes from twéreoved networks for IBM
and Intel, as well as randomly sampled subsecttboempanies in the dataset. To
generate these random samples, | pull from thelisbompanies with a particular degree
of first-connections in the years 2007-206@he sample most closely resembling IBM
and Intel is that of companies with degrees betvand 12 (a range that encompasses
the number of degrees for IBM and Intel in 2007 2068). | also pull samples with a
broader range of degrees to compare effects ona@oegpwith differently-sized
networks.

Networks appear to become more stable over tinté, agenerally declining
trend in the number of node losses year-over-y@arnnspection, there is a clear effect in
2010 on IBM and Intel. Where the average comparly aisimilarly sized network loses
7.5 nodes in 2010, IBM and Intel lose 22.5 nod@esaieerage) in the same year. This

effect quickly tapers off in 2011, with Intel arBN returning to the approximate node

% The number of connections for the average comjmimgreasing over time, so to choose my random
sample, | restrict to companies with the given nandf nodes in 2007 or 2008. Further, to avoid damgp
companies which later drop out of the S&P indi¢disit the sample to companies which appear in the
dataset every year 2007-2013. 67% of all companitdse sample meet this condition.
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losses of other companies. For specificity, Tah@snd 20 list all nodes lost and gained
by IBM and Intel, respectively, in each year.

One weakness to this methodology is that the calusede losses is unknown.
Directors may resign, retire, or be replaced faiide variety of reasons which are
unrelated to corporate governance scandals. Futtieeeffect of losing a primary
connection may have exaggerated influence on thebauof nodes in a company’s
twice-removed network. For example, between 20@i72808, IBM lost its interlocking
director with the Altria Group (MO). In that yeakltria had connections with four other
companies, so the loss of that one tie with MO eduke number of nodes in IBM’s

twice-removed network to drop by five.

25
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== == Degree 5-15 sample
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Figure 13: Nodes Lost from Twice-Removed Networksrear (All)
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Table 19: Nodes Lost and Gained by Year (IBM)

Year Nodes L ost (All) Primary | Nodes L ost Primary Nodes Gained (All)
Nodes Dueto Nodes
Lost Primary Node | Gained
Loss
2007-2008 | 'CPB','AXE', ' WMB', | 'MO' 'AXE', 'CSX', 'NYX', 'NYX', 'AXP',
'GM', 'HAL', 'IACI', 'RRD', 'KFT’ 'MRO', 'CCC', 'MRO/, X',
'MAN', 'NWS.A', 'PG' 'AES', 'BRS', 'DTV',
'DNB', 'EMR', 'BMY', 'LLY", '"HNZ',
‘MO, 'CSX', 'WYE', 'DOW', 'PG', 'GCI',
'ETN', 'RRD', 'MET", 'UPS', 'PEG', 'VZ',
'MER', 'CAH', 'KFT', 'BTU', 'KO',
'‘JCP', 'STI', 'PFE' ‘MMM, 'IBM',
'CAT', 'CIT', 'PPG/,
'RPM', 'AA', 'UTX',
'‘BHI', 'PNC’
2008-2009 | 'AOC', 'JNJ', 'BRS/, 'C' '‘AXP', 'LLY", 'PG/,
'NWSA', 'CBB', 'RNT/, 'C', 'UPS', 'PEG',
'GLW', 'NOVL', 'CIT', 'KO'
TGT, 'TXT', 'IPY, IR,
'DWA', 'GFG'
2009-2010 | 'NYX', 'LII','GE', 'T', | 'NYX/, '‘GE', 'CMI, '‘BA', '‘AXP', 'BA', 'SRCL',
'‘NTRS', 'CMI', 'IFF', 'KO' 'WFR', 'ROL', | 'FDX!, 'GIS', 'MRO', 'FDX,
'AEE', 'EMR', 'WFR', 'GCI', 'AVP', 'MDT' 'LLYY, 'PG', 'C,
'CEG', 'ROL', 'RTN/, 'WPO', 'EXPE/, 'MHP', 'PEP', 'PEG',
'GCI', 'BDK', 'PBG', '‘AAN', 'CVX', 'MDT', ' MMM,
'YHOOQ!, 'INTU', '‘DELL' 'CAT', 'AA", 'XOM'
'‘AVP', 'BSX', 'ECLP',
'WPO', 'EXPE', 'AAN’,
'R, 'KO', 'CVX', 'AIG',
'‘DELL', 'MCD', 'BNI'
2010-2011 | ‘TIN', 'MDRX', '"HAR', | 'CAT' 'MDRX', 'HP', | 'DOW' 'MRO', 'FDX', 'MS',
'HP', 'KBR', 'SYMC', 'KBR', 'K/, '‘DOW'
'K', 'ETR', 'AZO', 'ETR', 'DD’,
'DD', 'BAX', "TXN', '‘BAX', "TXN',
'‘Q', 'GD' '‘GD'
2011-2012 | 'CCC','AGP', X/, 'EMR', 'IP" | 'UTX', 'AXP', 'BA’,
'‘NTRI', 'AET', ' DTV, '‘BC', 'MRO', 'AEP",
'MHP', 'COH', 'ECL', 'FDX', 'MMM', 'C',
'CFN', 'FMC' 'ITT, 'CSX, 'UPS', 'BTU',
'DIS', 'PPG', 'RPM', 'PEG', 'DOW!',
'PNC' 'ASH', '"MHFI',
'IBM, 'IP
2012-2013 | 'WLP', 'GS', 'WMT', XOM' '‘GS', 'WMT, 'EMR’, 'FDX', 'PG',
TTC', 'SVU', ' MWW/, 'ORCL" '‘MS', 'PEG', 'MDT,
'XLS', '"HNZ', 'COP", 'MHFI', ' MMM, 'IP'
'MSFT', 'HES', 'KFY",
'ORCL'
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Table 20: Nodes Lost and Gained by Year (Intel)

Y ear NodesLost (All) Primary | NodesL ost Primary | Connections
Nodes Dueto Nodes Gained (All)
Lost Primary Gained
Node L oss
2007-2008 'UTX, 'ILA', '‘ADSK’, '‘AXP', 'WFC',
'‘NWS.A', 'DTV/, '‘NTAP/, 'MFE', '"ADSK,
'LTR', 'IRN', 'CSCO’ 'INTC', 'GILD',
"YHOOQO!, 'CAH' 'MCK', 'NTAP',
'CSCO', 'INFA'
2008-2009 'WFC', 'AAPL', 'ADSK', | 'WFC', 'MFE',| 'EBAY" 'AXP’, 'ADBE/,
'MFE', 'VMC/, ‘NTAP', | 'NSM', TGT, ‘EIX, 'NYT',
TWX', 'NSM', 'CSCO' | 'ADSK, 'KLAC', 'NWSA,
TGT', 'ADSK', K', 'JCP', 'GILD', 'PG', 'INTC', 'F,
'JCP', 'GILD', '‘BDK', 'PFE', 'INTU', 'HOT,
'‘BDK', 'WAB, 'WMT', 'PALM', 'IRF,
'PFE', 'WMT, '‘NTAP/, 'EBAY"
'‘NTAP', 'CBE", 'S', 'INFA,
'INFA', 'AG', 'INJ, '‘DNEX'
'DNEX'
2009-2010 'CAG', 'LLY", 'F 'CAG', 'LLY", '‘AXP', 'COST,
'‘BSX', 'AGCO/, 'AGCO, '‘BRK.B', 'IRF'
'‘BKC', 'NWSA', 'NWSA',
TGX', 'INTU', 'DTE', X,
'PALM', 'DTE', X', 'MAS', 'CNC'
'MAS', 'SFD',
'CNC'
2010-2011 '‘AET', 'YHOO', 'Q '‘AXP', 'GOOG/,
'IRF', 'MCK'
2011-2012 '‘NYT', 'CTL', 'K, 'CDNS 'AXP', 'CDNS/,
'C', 'GPS', 'CFN', 'ORCL', 'FNGN/,
'‘NTRI' 'EXPO, 'EL',
'INTC', 'ATMI,
'VAR', 'IRF
2012-2013 'NFLX', 'KFY", 'GOOG | 'NFLX', '‘AXP', '"HOT',
'ORCL', 'GOOG,, 'CSCO' 'IRF', 'EBAY"
'F, "'WMT,
'CSCO', 'CLX'
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To control for the impact of losing primary nodespnstruct another measure,
which is the number of secondary node losses rotalprimary node loss. In Table 19
and Table 20, this measure would be calculatedibyracting the number of entries in
Column 4 (nodes lost due to primary node loss) f@mtumn 2 (total nodes lost). Again,
| generate these measures for IBM and Intel asagelandom samples of various
degrees as described above.

The results are shown in Figure 14. As beforentiraber of node losses for the
random samples is declining over time. For IBM &ntdl the number of node losses
peaks in 2010, and drops in 2011. Once againpéans that companies within the
network of interlocking directorates for IBM andéhrespond by disassociating

themselves, cutting ties with companies even ogeegeremoved from IBM or Intel.
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Figure 14: Nodes Lost from Twice-Removed Network&’kgr (Not Due to Primary Node Loss)
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3.2.2 Contamination Effects on Twice-Connected Companies
Given the results just described, it invites thesjion “are companies acting

rationally when they disassociate with others déédy a scandal?” If firms perceive a
threat to their own network positions as a resiuétssociation with scandal-afflicted
companies, cutting ties is a logical response. possibility can be tested empirically, by
examining the networks of companies still withie tietworks of IBM and Intel in 2010.
If these firms suffer from a contamination effeben | would expect them to lose nodes
in their twice-removed networks.

| estimate regressions of the form:

Nodes; = a + BAffected; + B, Y2010; + B3Af fected » Y2010; + B, IBMNet;
+ BsIBMNet * Y2010; + B¢IntelNet; + ,IntelNet x 2010;
+ BgBothNet; + f9BothNet x Y2010; + yX; + ¢;

Where “Affected” is a dummy variable for IBM or gitand “Y2010” is a dummy
variable for year 2010. “IBMNet” and “IntelNet” anmedicators for whether company'*“
appears within the twice-removed networks of IBMrael, respectively. “BothNet”
indicates a company is in the network of both IBh dntel in the given year. | interact
these network indicators with the dummy variableyiear 2010, creating the variables of
interest. Finally, “X” is a vector of control valikes representing the industry of each
company. | also include fixed effects for the sta@éadquarters of each company, to
control for location-specific influences on netwatkanges.

If the contamination hypothesis is correct, | peethhat the signs on the
interaction variabless, 5, B9) will be negative, with companies associated wathb

IBM and Intel {35) having the largest absolute value of losses. iBh&expect
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companies associated with either IBM or Intel Wale nodes within their twice-removed
networks, and companies associated with both @sk Imore than companies associated
with just one.

Table 21 displays the results of these regressamspears out the majority of
these predictions. The signs of the interactioaa$f for IBM-network companies in the
year 2010 are all negative, but not significartatventional levels. The effect on Intel-
network companies is also statistically insignifitaHowever, the effect on companies in
the networks of both IBM and Intel is substantialgative and highly significant. On
average, companies in the networks of both IBM latel are predicted to lose between
7.8 and 8.8 nodes from their own twice-removed pneta, Connection to a scandal
afflicted firm becomes a liability to those firmswvn network stability.

Between the different specifications, | includeyiag levels of controls. Column
1 includes no fixed effects, and has the smal&stnated effect (7.8 node losses for
firms in the networks of both IBM and Intel). In @mn 2 | add fixed effects for the state
in which the firm is headquartered. Previous litigr@ on interlocking directorates
suggests that geographic proximity influencesra’rconnections (Kono et al 1998).
Including these fixed effects increases the mageinf the effect (8.8 nodes lost). In (3)
| retain state fixed effects, and also include dynwariables by industry classification
for firms, and in (4) | do the same but replaceustdy with NAICS description, which is
even more granular. Both of these specificatiosslten similar point estimates of

between 8 and 8.5 node losses as a result of corsthom.
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Table 21: Contamination Effects on Linked Compali@spendent Variable: Number of Nodes in Twice Reado

Network)
(1) (2) (3) (4)
Nodes Nodes Nodes Nodes
IBM/Intel 11.05 13.32 22.00 19.72
(Dummy) (1.23) (1.67) (2.80) (2.53)
Year 2010 -0.570 -0.222 -0.185 -0.444
(Dummy) (-0.90) (-0.32) (-0.30) (-0.78)
IBM/Intel * 4.099 4752 4.387  4.209
Year2010 (0.19) (0.25) (0.24) (0.23)
IBM Network 51.34° 48.107 44.15° 41.88"
(39.64) (35.34) (32.50) (29.97)
Intel Network 21.21° 25537 23.01° 20.85°
(14.59) (17.12) (15.38) (13.16)
Both IBM 56.38" 55.46  50.55 51.15
& Intel Net. (22.29) (23.91) (21.15) (22.51)
IBM Net * -2.489 -2.176 -1.829 -0.946
Year 2010 (-0.77) (-0.67) (-0.56) (-0.34)
Intel Net * 2134 0.219 -1.044 0.924
Year 2010 (0.61) (0.07) (-0.34) (0.32)
Both Nets * -7.780 -8.780 -8.452 -8.015
Year 2010 (-1.73)  (-2.22) (-2.14) (-2.26)
Constant 20.37 9.603° 1169 38.64
(83.13) (3.02) (1.70) (4.71)
State Fixed No Yes Yes Yes
Effects
Industry Dummies  No No Yes No
NAICS Dummies No No No Yes
N 10329 8884 8884 8884
R 0.289 0.345 0.446  0.542
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It should also be noted that there is a selectifatieat work which is not
controlled for. As shown in Section 3.2.1, IBM dntkl both show a loss of nodes in
their twice-removed networks in 2010. It is possithlat some connected firms foresaw
the possibility that they would lose connectiongdémyaining within the networks of IBM
or Intel, and therefore chose to cut ties. Thesesfiwould not appear as connected in the
regressions for Table 4. If companies made accpratictions and those most likely to
lose connections as a result of a contaminatiaceffere also the ones to preemptively
exit the affected networks, the results in Tableodild be biased. That is, the estimates
given are a lower bound on the possible effectsetivork contamination, if the

companies who would have been more affected lefsémple.

3.2.3 Global Network Effects
Up to this point, | have used local networks cesdesn each company as a proxy

for influence. However, another valid line of inguwould be to examine metrics which
place all companies using some ranking metricikeddb each other. Several such
metrics are availabé | use the PageRank algorithm devised by Googlesioking the
important of webpages (Page et al 1998). A welgite many incoming links from other
highly-ranked websites is assumed to be influgrdiadl receives a higher rating. Within
the context of an interlocking board network, compa with interlocks to other highly

connected companies are assumed to have moreloméwence on the network.

Z Bonacich’s (1972) contribution in this area wasafjorithm which estimates the power and control
interlocks are able to exercise. Bonacich's ceityradetric assumes that a large, well-connectedpzom
surrounded by smaller companies is able to infleehem, and a large company with this network
structure would be given a higher rating of influenHowever, in the context of information sharamgl
reputation, it is not obvious that this sort oflirghce would be relevant.
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The PageRank algorithm has a number of advantageably converges even
for large, disconnected networks, models the sgaimd flow of information and
reputation, and is designed for ranking and corspatril calculate the PageRank for each
company in each year available, and use PageR&am&k &a dependent variable in
regressions of the form described in the secti@vebThese results are shown in Table
22. The findings do not rise to the level of cortiemal statistical significance in any
specification, however the sign of the results &tieg) agrees with the theoretical
prediction that companies within the networks d#iBnd Intel lose some of their

ranking in the year 2010.

3.2.4 Do Ties Regenerate?

Social network analysis has primarily studied thierfation of ties between
individuals or groups. However, the opposite precé®e dissolution of ties, is equally
important but more challenging to study. Within tomtext of interlocking directorate
networks, the death or resignation of a director s&ver ties between multiple
companies. Alternately, as described here, tieslmagut for strategic reputation-
management reasons.

If a tie is broken by random chance, theory woulebet that a new tie would
regenerate to replace the old one as long as terlymg incentives for forming ties
remained unchanged (Koenig, Gogel and Sonquist)1@h@rnately, a company may
decide to resume a previously-dissolved tie onedtireat of scandal has passed by. If
the structure of interlocking directorate netwaoikguided by class-based interests or

industry concentration, the loss and formationef ies complicates the model
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Table 22: Contamination Effects on Linked Compafiidspendent Variable: PageRank)

(1) (2) (3) (4)
PageRank PageRank PageRank PageRank
IBM/Intel 0.000220  0.000265 0.000365  0.000351"
(Dummy) (2.41) (3.05) (4.02) (3.80)
Year 2010 0.00000381 0.0000129  0.0000147  0.0000103
(Dummy) (0.31) (0.96) (1.16) (0.88)
IBM/Intel * 0.00000982 0.0000343  0.0000252  0.000D29
Year2010 (0.05) (0.18) (0.12) (0.14)
IBM Network 0.000487° 0.000456° 0.000434° 0.000389"
(25.51) (22.45) (21.19) (17.91)
Intel Network 0.000188 0.000271" 0.000246° 0.000222"
(7.31) (10.33) (9.46) (8.04)
Both IBM 0.000556°  0.000544° 0.000501" 0.000501"
& Intel Net. (13.77) (14.39) (13.08) (13.22)
IBM Net * -0.00000785 -0.00000788 -0.00000558 0.00000592
Year 2010 (-0.15) (-0.15) (-0.11) (0.13)
Intel Net * 0.0000267  -0.0000120 -0.0000343 -0.@HED
Year 2010 (0.41) (-0.19) (-0.59) (-0.20)
Both Nets * -0.0000541 -0.0000877 -0.0000804 -00@0@
Year 2010 (-0.57) (-1.00) (-0.94) (-1.06)
Constant 0.000750 0.000363° 0.000385  0.000631"
(165.70) (96.80) (4.30) (7.88)
State Fixed No Yes Yes Yes
Effects
Industry Dummies No No Yes No
NAICS Dummies No No No Yes
N 8721 7535 7535 7535
R 0.135 0.185 0.284 0.406

86



substantially (Palmer, Friedland and Singh 1986)egearch design to model these
changes faces difficult problems with multiple-cality. If a tie is broken and not
regenerated, it could be due to a change in therlymdlg interests of the actors over time
(individual or corporate) which made the connectroglevant, or the regeneration
hypothesis could be false.

Researchers have attempted multiple strategiegei@wame this multiple-
causality problem. Palmer (1983) studies casesennégriocking directorates are
accidentally broken, that is “as a result of evéhét are unrelated to the
interorganizational strategies of the firms it iiaking.” (43) This includes death,
retirement, change of employment, or similar eveiatgdmer finds that interlocks
regenerate only in a small minority of cases. $t®and Mizruchi (1986) expand tie
regeneration to include “functional reconstitutiomfiereby a broken tie is replaced with
another to a firm in a similar industry. They fitight functional reconstitution of ties is
more common that direct reconstitution, but thedescleading to each are largely
unrelated. In a review of the broken ties literafMizruchi (1996) finds a general
consensus that corporate ties do not reconstiftgedissolving.

A difficulty with this strand of research is thatbrporations are future-oriented
and have rational expectations, they would antteiplae “accidental” loss of an
interlocking director, at least in the average c&#ens have particular incentive to do so
if interlocks are correlated with access to impart@sources such as capital or market

share (Galaskiewicz and Wasserman 1981; SchooBaaerman and Atkin 1981). If a
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firm anticipates a director’s ill-health or futuxb aspirations, a new tie could be
reconstituted well in advance of the old tie dissw.

Causal factors surrounding interlocking directosatee complex, so researchers
rely on some exogenous event to disentangle tierts. In the literature on corporate
governance, sudden death of a CEO or director &éas bsed as a proxy for managerial
value on stock price (Johnson et al 1985; Falasmlyikzhanova and Lel 2013; Fogel, Ma
and Morck 2014). However, such events are relatiresle, with 161 CEO deaths from
1978-2000, leaving a relatively small sample sareahalysis (Borokhovich et al 2006).
Further, most corporate charters include a sucweggan for the sudden decease of a
board member, so sudden deaths are anticipated east in the abstract (Shen and
Cannella 2003; Naveen 2006).

The insider trading scandal examined in this shalythe advantage of being
relatively exogenous; that is, insider trading mbgtdefinition, be hidden from public
view. If IBM or Intel suspected that one of theiamagers would become embroiled in
scandal, they would face both legal and practicadgures to preempt an SEC
investigation with internal discipline. Assumingattthe indictments against Goel and
Moffat came as a surprise to their parent compathesconditions for a “random shock”
to director networks is better met here than introtiser cases studied.

The twice-removed networks of IBM and Intel didfeuinode losses in 2010,
immediately following the Galleon Group scandalssing that this shock is

exogenous, it offers a natural experiment on whiatbde regeneration occurs after
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nodes are lost. In the years to follow, do IBM &mie| resume ties with the companies
that are broken off from their networks after toarsdal?

I do not find any cases of node regeneration fahgwhe Galleon Group scandal.
Within IBM and Intel's networks, the only nodes thegenerate were lost before 2010.
In 2008, IBM’s network lost connection with CSX @ofCSX), and the tie was
recreated in 2012; and in 2009, IBM lost connectigth International Paper Company
(IP), and the tie was recreated in 2013. Theséharenly two cases of node regeneration
for either IBM or Intel. These companies do crese network connections following
the 2010 scandal, but those connections are toqugy unconnected firms, not their
former network partners.

The creation and disintegration of network tiesn®en interlocking directorates
clearly has a large stochastic element. How dods negeneration for IBM and Intel
compare to a random sample of similarly-situatadganies? | also test for node
regeneration by 193 companies with a comparableoeuwf primary connections
(between 8 and 12) to IBM and Intel. | find 816emsf node regeneration within the
same time period (2008-2013), or an average ohddes regenerated per company. IBM
and Intel appear to be significant outliers, exgreeing less node regeneration than other
comparable companies. This effect could be duedadal, or other unrelated features of
their twice-removed interlocking director networks.

To avoid confusion when comparing these resulfgéwgious studies, it is worth
mentioning that the node regeneration | discusslieference to twice-removed

networks. Previous studies on node regeneratioa ahvto my knowledge, focused
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exclusively on primary connections and not congdesecondary network connections.
Therefore, my findings are more likely to over-undé the category of regenerated nodes.
For example, if considering the network of compAnwhich has primary connections
to B and C, and supposing that in 2008 companysBda@onnection to D but in 2009
company C gains connection with D, this would bented as a node regeneration within
company A’s network. The advantage to this metlsatiat it is more sensitive to
regenerated nodes, which other studies reportraeeyy, but this comes at a cost of
potentially over-including node regeneration dusttichastic or extraneous influences.
Taking into account the limitations of this methtmtyy, the results are still quite
clear, that IBM and Intel have less than half & thte for node regeneration compared to
other similar companies. None of the nodes |o20ih0, following the Galleon Group
scandal, are shown to regenerate. One possiblaretpn is that the timeframe is too
short, and those nodes may be regained over tinsteonately, the tainting effect of
scandal on IBM and Intel's interlocking directoratnnections may have made

rebuilding lost nodes less likely.

3.3 Director Networks after Scandal

In the wake of an insider trading scandal, netwedf&cts rippled out from the
companies affected and also touched firms with asynas two degrees of separation via
the network of interlocking directorates. Up tostbint | have discussed this effect as a
strategic decision by firms, and an effort at rejoh management, however the agents

acting are directors who serve at those firmstmetcorporate entities as a whole.
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Leaving decisions by directors wholly under-theedizvould do disservice to a full
understanding of the phenomenon.

To more specifically address strategic decisionditgctors, | create twice-
removed networks of the same type discussed abagept representing directors as
nodes and mutual associations through corporatelb@a edges within the graph. | refer
to these as “director networks.” While intuitivetye inverse of board networks, director
networks share some distinct features worthy ofyaiea Summary statistics for the
director networks are shown in Table 18.

| expect director networks to show greater sengitto a scandal, for two
reasons. First, directors as individuals have rlepatation-management tools available to
them than do large firms, and are also more vubier® personal scandal by association
with guilty parties. A good reputation is a professl corporate director’'s main
commodity (Koenig and Gogel 1981). Cutting ties ethmight damage their reputation
is a rational decision. The second reason emergesthe properties of director
networks. By construction, these networks tendasteelmore nodes associated with a
directors’ twice removed network; every directoarss a primary connection with each
other member of a board they serve on, and themnsdacy connections extend from each
of those other board members. Corporate boardsaypiconsist of 11 or more
individuals, so the potential exists for very latgéce-removed networks for directors.
As such, losing a single primary connection camsadarge impact on the network of a

director.

91



After modeling a twice-removed network for eacltedtor in each year of the
sample, | collect the characteristics of these astw/as inputs for statistical analysis.
Regressions are specified as:

Nodes; = a + +f, Y2010; + ,IBMNet; + B;IBMNet x Y2010; + [,IntelNet;
+ fBsIntelNet * 2010; + B¢BothNet; + f,BothNet * Y2010; + fgAge
+ BoGender + B,oShares + [, Attendance + [1,Boards
+ Bi3Primary + yEthnicity; + ¢;

I include as much demographic information as islabke, including age, gender,
and ethnicity?* Also included are ownership information (shardshand attendance
rate at board meetings, which might suggest vargegyees of commitment to a
particular company. Finally, the “Boards” variall@unts the number of total boards that
a director sits on, and “Primary” the number ofiary connections possessed by that
director. By construction, “Primary” will closelyack the total number of board
members per company, as those make up the bulklicdetor’s first connections within
the network. These are expected to correlate ¢glogéh the number of nodes in a twice-
removed network, but also help to control for vagyboard size between companies.

Results for variations upon this specification sttewn in Table 23. The results
for the variable of intereg|3,) are consistently large and significant, confirmihg

contamination hypothesis. Column 1, which doesmdtide demographic controls,

24 «Ethnicity” is divided up into 16 categories withthe dataset. Of these, “Caucasian” is the most
common (64.5%) followed by “Unknown” (28.5%) aneith‘Black” (3%), “Asian” (2%) and
Hispanic/Latino (added together 1.3%). The remajmiategories make up less than 0.1% each of the
sample. To what extent the “Unknown” category iskirag broader diversity effects cannot be
determined.
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shows the largest effect, predicting a loss of @des for a director associated with both
Intel and IBM in the year 2010. Column 2, whichradtuces age, gender, and ethnicity
controls, estimates a loss of 26 nodes. Womenradigbed to have 8 more nodes in their
twice-removed networks than men, although womenemgkjust 12% of directors. For
each year ten years of age, a director is predtctgdin 1.5 nodes in his or her network,
a small but statistically significant effect.

In Column 3 I introduce controls for the numbeshbéres held and a dummy
variable for those who attend less than 75% ofdaaetings. These controls do not
significantly change the estimate for the contatnimeeffect. Finally, Column 4 includes
all previous controls and adds in measures fontlmeber of other boards a director
serves on, and the number of primary connecti@tsdly, how many other directors
serve on those same boards). These controls ssgheesstimated contamination effect
but it remains large, predicting a loss of 18.5e®fbr directors associated with IBM and
Intel in the year 2010.

While the contamination effect appears both staiBy and economically
significant for directors associated with both camigs, it is not consistent with the
estimates generated for directors associated Bithadr Intel singularly. Through all
specifications, IBM-associated directors show alkamal statistically insignificant
effect, while Intel-associated directors actualyngconnections during this time period
(although the gain is less than half of what doextissociated with both companies

lose). This is consistent with results from Sec®omvhich shows Intel being less affected
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Table 23: Contamination Effect on Board Membersp@welent Variable: Number of Nodes in Twice-Removed

Network)
(1) (2) (3) (4)
Node: Node: Node: Node:
IBM Network 091.8¢° 87.87°  88.01 4957
(85.30 (82.14  (81.02  (75.40
Intel Networl 34.8¢7 32777 3266 15.4C
(25.80 (2458  (24.26  (17.50
Both Network: 105.¢7  100.F7  101.CC 55.17°
(43.80 (42.07  (41.92  (40.08
Year 201! -0.83¢  2.14¢7  2.15¢7 0.551
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by the scandal than IBM, although it does not erphehy directors associated only with

Intel would gain connections while those associatgld both companies would lose.

3.4 Discussion

The results from this paper confirm the contamoragffect first discussed by
Sullivan, Haunschild, and Page (2007) and supplétheir findings with a narrowly-
focused case study. | find that after the 2009&aallGroup insider trading scandal and
subsequent arrests of two top management parthiB#aand Intel, both those
companies and the ones associated with them |leg@meconnections. Previous studies
of interlocking directorates have focused on theelfies that these networks can give to
linked companies, but this study reveals that theseefits can be fraught with risks as
well.

To this point, the exact mechanism by which netwsmknections are dissolved
has remained under-theorized. It is not immediatélyious whether firms dismiss
directors that might connect the company with serat whether directors preemptively
remove themselves to avoid becoming associatexshroe combination of both effects.
While | approach the problem both from the angleadrd networks as well as director
networks, the precise cause of network dissoluttamnot be determined with the
available data. However, by taking into considerathe institutional structure and role

of directors within corporate governance, somerarfees can be made.

95



Broadly speaking, there are two categories of bagthbers: inside directors,
those directly affiliated with the firm, and outsidirectors intended to represent the
interests of shareholders. Inside directors possess specialized knowledge while
outside directors can be seen as more generalpeaits, and also face legal and ethical
limitations as to how they relate to the paremhf{Black, Cheffins and Klausner 2006).
These limitations are codified by corporate chatrtetvil liability and a variety of
government regulations.

Rarely owning large blocks of voting shares, o@sidectors can advise the
board but lack power to directly change managemeaisions. The most powerful tool
available to an outside director when challenghrgglioard is the threat to quit their
position, as their resignation would imply corperatrongdoing and publicly shame the
company (Koenig and Gogel 1981). Further, the nitgjof interlocking board
connections are formed by outside directors, wiag e most notable linking function
within board networks (Mizruchi 1996).

Taken together, these two observations suggesthiddbrmation and dissolution
of network links described in my results are theuheof outside directors joining and
leaving various corporate boards. This intuitiortechas the findings of Marcel and
Cowen (2014) who observe that there is high turnbyeoutside directors following
financial fraud. The novel finding here is thatsthirnover may spill over from the
affected firms and also touch those firms withgrietwork of interlocking directorates.

This spillover effect deserves further exploration.
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Good reputation is an outside director’s stock @ade, which both makes them
desirable candidates for a board seat and is #is batheir negotiating power with other
board members. The most comprehensive recent stuthyis issue, by Fogel, Ma, and
Morck (2014) finds that companies with well-conmecaind influential outside directors
report better results on a variety of corporateegpance measures, as well as returns to
shareholders. Outside directors have strong incesnito preserve their good reputations,
and firms have good reasons to prefer directorswiloeflect positively on the
corporate entity.

What this paper reveals, then, is a series ofegfifatecisions by directors as to
which firms they associate their reputation witrhds been well-established by previous
researchers that scandal leads to upheaval ataheal-afflicted firm, but observing that
scandals can spiral out to firms believed to be@ated with the first complicates the
incentive structure for directors. An outside dicgavith strong foresight would avoid
not only working with scandal-prone firms, but atsmid working with people who
might be associated with those firms. The resultadbe that firms which would benefit
more from oversight — are more scandal-prone —ledse more difficulties in hiring
experienced outside directors.

This research expands our general knowledge alacténg board networks, but
also adds a dynamic element which is missing fraanyrother studies. The case study of
scandal at IBM and Intel offers a discrete casaf@lysis, and the relatively simplistic
coding of firms within their networks makes stagat testing possible. Most studies of

interlocking board networks have been from the pes8ve and tools of economic
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sociology and analyzed primarily with graph the@y the use of regression analysis
offers a new perspective. As better tools are apeal for the study of dynamic change
within networks, this approach can be expanded.

Further, studying the responses to insider tradoandals complements the law
and economics and corporate governance literd@a@al interaction is an understudied
field within the realm of economics, and incentiv@posed by professional connections
may be just as important as direct legal mandatesadit motive. In fact, the literature
on outside directors suggests that profit and p@ieyonal ties are deeply entangled. To
better understand these ties is crucial for predjdhe behavior of corporate directors,
and ultimately in crafting policy which will be e&ftive for upholding shareholder

interests.
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