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Abstract 

 
Are non-CEO inside directors associated with greater CEO power or does their presence weaken 

CEO power relative to the board of directors?  While it is often presumed that inside directors 

give CEOs greater power, there is little evidence on the costs and benefits of having non-CEO 

inside directors.  To address this question, I use the external labor market for directorships to 

identify valuable non-CEO inside directors and then separately examine operating officers 

subordinate to a CEO and those inside directors with greater authority, separate inside 

chairpersons.  I find inside operating officers (chairpersons) holding an outside board seat are 

associated with increases in CEO turnover sensitivity to firm accounting (market) performance 

and greater sensitivity of CEO compensation to stock performance (lower CEO compensation).  

Furthermore, the sensitivities of CEO turnover to firm accounting and market performance are 

economically stronger for forced turnover.  The results are consistent with highly skilled and 

more independent executives increasing the pressure on current CEOs to perform, rather than 

entrenching CEOs.  Consistent with the presumption that inside directors with outside 

directorships are highly talented, I find that they are more likely to become a CEO at their own 

firm or at another firm than are other non-CEO inside directors. 
  



1.0 Introduction 

Researchers often overlook the role of corporate officers as inside directors when evaluating the 

effectiveness of a firmôs board.  However, non-CEO inside directors can provide boards with two 

valuable resources.  First, inside directors possess important proprietary information about firm 

operations, competitive position and investment opportunities, which can enhance board decision making 

by providing a non-CEO information source [Coles, Daniel, and Naveen (2008), Masulis and Mobbs 

(2008) and Raheja (2005)].  Second, their extensive knowledge of a firmôs operations makes highly 

talented inside directors attractive CEO candidates.  Hermalin (2005) models the critical board functions 

of hiring, monitoring and firing the CEO and shows that having a readily available replacement can 

strengthen a boardôs bargaining power with its current CEO by increasing the value of their option to 

replace him or her.  Furthermore, when corporate officers are serious candidates to succeed the current 

CEO, they are more likely to share additional information with the board further enhancing board 

monitoring and most likely affecting both CEO turnover and CEO pay sensitivity to performance.  

Unfortunately, most research on corporate boards has taken the view that all inside directors are equally 

detrimental and merely reflect greater CEO influence rather than potentially valuable board members.  

This paper examines the relations of various types of non-CEO inside directors with measures of board 

effectiveness in motivating a CEO to take actions beneficial to shareholder welfare.  

One means of identifying whether an inside director is a valuable board member, and less 

influenced by the CEO, is by examining whether or not external firms value the directorôs decision 

management and control skills.  Fama and Jensen (1983) argue the external labor market will seek out and 

reward talented directors with additional directorship.  Previous research has revealed the effectiveness of 

this market in rewarding talented directors [Brickley, Linck, Coles (1999)] and punishing poor performers 

[Kaplan and Reishus (1990)].   Given the effectiveness of the external labor market in identifying talented 

decision management and control experts, I use outside directorships to identify these talented executives 

who are also likely strong candidates to become CEOs.    
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The literature has established several methods for assessing board effectiveness in monitoring the 

CEO [Hermalin and Weisbach (2003)].  One method is to examine the boardôs willingness to replace their 

CEO.  Diligent and more independent boards are more likely to replace a poor performing CEO before 

performance deteriorates drastically making turnover more sensitive to performance.  For example, 

Weisbach (1988) finds boards dominated by outsiders are associated with greater CEO turnover 

sensitivity to performance.       

Another means of assessing board effectiveness is to examine the CEO compensation contract.  

Effective boards will produce CEO compensation contracts that align with shareholder interests, rather 

than those of the self-interested manager.  Bebchuck and Fried (2003) point out that managerial power 

enables deviations in CEO financial contracts from those that shareholders would find to be optimal, 

which are contracts expected to arise under labor market competition.  Hermalin and Weisbach (1998) 

model the bargaining game between the CEO and the board and show how the compensation contract is 

an outcome that reflects the relative power of either party.  Empirically, Mehran (1995) finds boards with 

more outside directors are associated with CEO compensation contracts comprised of more equity-based 

compensation resulting in greater alignment with shareholder interests [Jensen and Meckling (1976), 

Jensen and Murphy (1990)].   

The empirical studies in both of these strands of literature [Parrino and Starks (2001), Huson 

Malatesta and Parrino (2003), Core, Holthausen, and Larcker (1999) and Hallock (1997) to name a few] 

focus on outside directors and do not examine the role of inside directors.  In the spirit of the recent 

research finding that inside directors can play a valuable role on corporate boards [Harris and Raviv 

(2008), Coles, Daniels and Naveen (2008), Masulis and Mobbs (2008) and Raheja (2005)], this paper 

addresses this gap in the literature by examining the role of various inside directors and these measures of 

board effectiveness.   

Many inside executives may be unwilling to vote against their CEO for fear of retribution or 

because it may also reflect poorly upon themselves, due to their association with the CEO [Hermalin and 

Weisbach (2003), Helmich and Brown (1972), Helmich (1974), and Fee and Hadlock (2004)].  This 
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perspective of dependent insiders predicts the presence of these inside directors will lead to greater CEO 

influence and thus weaker boards that are more likely associated with CEO turnover that is less sensitive 

to performance and CEO compensation contracts reflective of the CEOôs interests rather than the interests 

of shareholders.  Alternatively, executives recognized externally for their skills and talent, independent of 

their CEO, are more likely concerned with maintaining their reputation as a director and thus more likely 

to vote their conscience rather than simply supporting their CEO.  Furthermore, highly skilled insiders 

may be even more motivated to separate themselves from the CEO as they are vying for the top position 

themselves.  This competition may serve to limit a CEOôs managerial power and extraction of private 

benefits from the firm and lead to compensation contracts and levels of employment security that are 

closer to the optimal levels that would maximize shareholder interests [Bebchuck and Fried (2003)].  I 

refer to this perspective as the independent insider hypothesis.   

A second difference among non-CEO inside directors that may affect the boards bargaining 

power relative to the current CEO is their board authority relative to the CEO.  Non-CEO executives are 

likely to be either a former influential operating officer or most likely the previous CEO in the firm, 

providing them with valuable firm-specific information and greater board authority and credibility than 

the CEO.  These characteristics make them attractive CEO replacements, when a CEO fails to perform 

well, allowing the board to exert further pressure on CEOs to make decisions that enhance shareholder 

wealth.  Although they have authority by their position, it does not suggest they are skilled directors or 

independent of the CEO.  If the current chairperson were instrumental in the appointment of the current 

CEO, they may be less willing to oppose that CEO in the boardroom.  Such a dynastic progression 

increases the dependence between the chairperson and the CEO rendering the board less effective. I refer 

to this extension as the dependent inside chair hypothesis.  Alternatively, the independent inside chair 

hypothesis predicts that talented independent chairpersons, externally recognized for their decision 

management and control skills with valuable reputations to maintain, are more likely to oppose a poor 

performing CEO if the loss of their reputational capital outweighs the cost of sustaining a poor 
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performing heir.  Again, using the external labor market to distinguish between the two, I refer to non-

CEO inside chairpersons with (without) outside directorships as independent (dependent) inside chairs.           

Anecdotal evidence reveals that inside directors can be valuable assets for boards when firms 

perform poorly.  For example, Home Depotôs board recently removed CEO Robert Nardelli following an 

8.2% drop in stock price during his tenure and replaced him with an inside operating officer Vice 

Chairman and Executive Vice President Frank Blake
1
 who had also been recognized by other firms as a 

talented and capable manager.
2
 After the transition, a person close to the board noted that "Not only did 

[the board] act in a timely fashion, but in an orderly and complete fashion."
3
  This underscores the value 

to a board of having a readily available replacement should a leadership change become necessary.  

However, when a more thorough change in management is required, boards can also benefit from having 

a strong leader that is able to ñsteady the shipò in a crisis and afford the board time to undertake a careful 

search for a permanent replacement with the needed leadership skills.  This was the case for the board at 

OfficeMax.  The OfficeMax board removed CEO Christopher Milliken and several other executives from 

the board following allegations of accounting fraud in 2005, at which point the board appointed the inside 

chair, former CEO George Harad
4
, as interim CEO for two months until appointing an outside CEO Sam 

Duncan.    Similarly, P&Gôs board, when they fired CEO Durk Jager in 2000 after the stock price dropped 

50%, called upon its board chairman and former CEO, John Pepper, before eventually appointing another 

inside officer A.G. Lafley as CEO.          

Empirically, I find that independent inside directors are associated with a greater CEO turnover 

threat.  In addition, I find interesting differences between independent inside operating officers and 

independent inside chairs in this regard.  Specifically, having an independent inside chair increases forced 

CEO turnover sensitivity to recent stock market performance, while having an independent inside 

operating officer increases forced CEO turnover sensitivity to accounting performance.  Moreover, these 

                                                 
1
 Dow Jones Newswires, ñNardelli Leaves Home Depot, Will Get $210Mò January 3, 2007. 

2
 Mr. Blake was also a director for the Southern Company at the time of his appointment to CEO. 

3
 Wall Street Journal article ñFor Boards, Firing or Keeping a CEO can be a tough call,ò October 22, 2007 

4
 Prior to appointment as interim CEO, Harad also held an outside directorship with the Dial Corporation. 
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results are robust to a broad definition of turnover, which may include undisclosed forced departures, and 

suggests that even planned turnovers are more sensitive to performance when a replacement is readily 

available.  I also find that simply having a separate inside chairperson on the board incrementally 

increases the threat of forced CEO departure relative to other inside directors providing some evidence for 

the greater monitoring benefit of retaining the previous CEO as an executive chairperson.  Interestingly, I 

find that when a separate inside chair is present and the chair does not hold an outside board seat, the 

forced turnover threat is insensitive to market performance, but when the chair holds an outside 

directorship, forced departure of a CEO is sensitive to stock market performance.       

The evidence of greater CEO turnover sensitivity to performance when independent inside 

directors are present is consistent with these boards having greater bargaining power relative to their 

CEO.  To explore this further, I also examine their association with the quality of CEO compensation 

contracts.  I find the presence of an independent inside operating officer is associated with a greater 

fraction of equity in CEO compensation contracts, which is consistent with stronger and more 

independent boards [Mehran (1995)] and leads to better CEO alignment of interests with shareholders 

[Jensen and Meckling (1976) and Jensen and Murphy (1990)].  At the same time, I find the presence of 

independent inside chairpersons is associated with lower levels of CEO salary and bonus compensation, 

which is also consistent with their greater financial alignment of interests with outside shareholders.  The 

results, for CEO compensation and CEO turnover sensitivity to performance, are also robust to 

controlling for the self-selection of firms to have non-CEO inside directors.  

These findings reveal the differing roles played by two classes of talented inside directors in 

enhancing a boardôs disciplining function.  A decline in stock market performance indicates the future 

prospects for the firm are poor and the board needs to make fundamental changes in the management to 

increase market value.  However, these changes can take time to implement and leaving the current 

management team in place can be costly.  Having an independent inside chair available to serve as an 

interim CEO allows the board to quickly remove a poorly performing CEO and still have adequate time to 

consider other outside CEO candidates that could help fundamentally change the firmôs senior 
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management ranks.  Empirically, I find independent inside chairs are older, have greater share ownership, 

and are more likely to be founders.  These associations suggest that independent inside chairs have much 

stronger financial ties to the firm than do other inside directors, providing them with stronger incentives 

and giving them more credibility with the board.  It also makes them more willing and able to replace the 

current CEO when firm performance is relatively poor.  However, inside chairpersons are more likely to 

act as an interim replacement, rather than a permanent replacement of the CEO, since they have already 

stepped down from an active operating role in the firm.   

Contrary to the drastic measures called for when a non-CEO chairperson takes the helm, when 

short-term accounting performance suffers, it is not necessarily an indication that a fundamental shift in 

strategy is required.  The current strategy may be optimal, but the current CEO is simply not executing it 

effectively.  In this case, the board is likely to consider an internal replacement for the CEO.  Such a 

change is less disruptive to firm operations and allows for a smoother transition to a new manager, who is 

knowledgeable of a firmôs day-to-day internal operations.  While independent inside operating officers do 

not have the same strong financial ties of independent inside chairs, they do have strong managerial 

qualifications, reflected in their outside directorships, and current knowledge of the firmôs operations.  I 

find they are more likely to be present on boards where monitoring is already strong and in both service 

and highly technical industries, where current firm-operating and investment information is especially 

critical.  In addition to differences in financial incentives and information, their career horizons are also 

distinctively different, should the board need to replace its current CEO.  Since independent inside 

operating officers are younger, they are presumably more physically able and willing to assume the 

position of CEO on a permanent basis. 

While I do find the presence of dependent inside operating officers on the board is associated 

with a greater likelihood of CEO turnover, this is consistent with the board appointing some executive 

officers to the board prior to a planned succession for grooming.  Although all inside directors could 

potentially increase the turnover threat that a CEO faces, I find no evidence that more dependent inside 

operating officers or inside chairpersons (those without outside directorships) increase CEO turnover 
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sensitivity to performance.  This suggests outside directorships represent an important method for 

distinguishing among inside officer-directors and inside chairpersons.  

Reinforcing the turnover evidence and consistent with the external labor marketôs ability to 

identify the more talented inside directors, I also find that boards are more likely to appoint independent 

inside directors, both operating officers and inside chairs, as CEO relative to other inside directors.  

Serving as ready replacements for a CEO, whose performance is seriously faltering, their presence 

enhances the boardôs disciplining powers both in terms of a CEOôs forced turnover sensitivity to 

performance and in terms of compensation sensitivity to stock performance. 

 These findings contribute to our understanding of the varying roles played by inside directors and 

the powerful influence they can have on limiting or enhancing CEO entrenchment and correspondingly on 

shareholder interests.  In addition to filling the gap in the literature on board effectives, this study 

contributes to the literature on board structure and its link to firm performance by identifying important 

roles played by different non-CEO inside directors.  A board comprised of a CEO and all outside directors 

may lack the necessary information needed to closely monitor a CEO and credibly threaten a CEOôs swift 

removal when deemed necessary.  Such an outsider-dominated board may not be as effective in 

representing shareholder interests as one with fewer outside directors and one or more talented inside 

directors who provide the board with greater insight into firm operations as well as a potential CEO 

replacement, which increases the boardôs bargaining power relative to that of the CEO.   

The remainder of the paper consists of the following.  A review of the related literature is in 

Section 2.  Section 3 discusses the sample and descriptive statistics.  Section 4 contains the analysis of 

inside directors who become CEO.  Section 5 examines the relationship between various inside directors 

and CEO turnover.  Section 6 examines CEO compensation.  Section 7 concludes. 

2.0 Literature Review 

The predominant view of inside directors is they are supportive of the CEO.  This is evident from 

the focus on outside directors in the empirical research on boards of directors and the recent push by 
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institutions and legislators towards more outside representation on boards.
5
 Although the predominant 

view of insiders is that they strengthen CEO entrenchment, some recent theoretical papers have sought to 

illustrate the potentially critical role played by inside directors as theorized by Fama and Jensen (1983).      

2.1 Theoretical View of Inside Directors and the Power of the Labor Market 

Several recent theoretical models have incorporated the powerful role of inside directors.  Adams 

and Ferreira (2005) present a model focusing on the advisory role of the board and the importance of 

information sharing.  They note, ñunless boards are given better access to information, simply increasing 

board independence is not sufficient to improve governance.ò  Harris and Raviv (2008) develop a model 

of board control that focuses on the importance of information sharing relative to agency costs and 

illustrate the important role of insiders even when outsiders control the board.  These models highlight the 

powerful role of insiders in information revelation, which can enhance both the monitoring and advisory 

roles of the board.  However, inside directors are also potential competitors of the CEO. 

Raheja (2005) illustrates a model of optimal board compositions in which inside directors 

compete with one another, and implicitly the current CEO, to become the next CEO.  Their motivation for 

sharing information with outside board members is the possibility of winning the favor of the board in the 

competition to be the next CEO.  Her model illustrates the importance of inside information as well as the 

power of internal competition as an internal governance mechanism.  Fama (1980) argues the primary 

force disciplining managers does not come from owners, but from labor market forces, both internal and 

external.  Despite these theories, most of the empirical research on CEO turnover has focused on the role 

of outside directors without considering the differing impact of non-CEO inside directors.  Huson, 

Parrino, and Starks (2001) find that between 1971 and 1994, both forced CEO turnover and board outside 

representation have increased significantly.  Huson, Malatesta, and Parrino (2003) find performance 

improvement following a CEO turnover is greater when the board is outsider-dominated. 

Although the predominant view of non-CEO inside directors in practice may be rooted in 

cronyism there is evidence suggesting that some inside directors can play important roles on corporate 

                                                 
5
 See Masulis and Mobbs (2008) for a more comprehensive review of the literature and the institutional changes. 
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boards.  Empirically, Masulis and Mobbs (2008) finds that non-CEO inside directors are not 

homogeneous and that outside directorships are a useful mechanism for identifying talented and relatively 

independent non-CEO inside executive directors from less independent inside directors who generally 

support a CEOôs position on the board, thereby furthering CEO entrenchment.  They find evidence that 

inside directors with outside board seats are more independent from the CEO and are associated with 

better firm performance and valuation.  This is consistent with Fama and Jensen (1983) argument that 

directorships are signals to internal and external markets recognizing valuable and highly regarded 

individuals.  Executives with outside directorships, and thus certified effective managers, have additional 

forces motivating them to monitor their peers more closely, including their CEO.  Since their performance 

in their own organization determines the value of their human capital as a director on other boards, they 

have incentives to ensure they are recognized for their own skills as internal decision managers apart from 

the CEO.  Further, inside directors with outside board seats have access to other career opportunities 

external to their own firm.  These additional opportunities reduce the relative value they place on the 

private benefits they receive from their current firms and the benefits from carrying CEO favor.  In the 

context of Rahejaôs model, fewer private benefits for these insiders enhance their incentives to share 

information with the board, thus improving its monitoring role.   

This evidence suggests that inside executive directors who hold additional outside directorships 

are stronger candidates to be CEO replacements, and therefore provide their boards with greater 

bargaining power over their current CEOs.  Increased competition and better monitoring each serve to 

increase the pressure on the incumbent CEO to perform at a higher level and reduces a CEOôs ability to 

take self-interested actions, which affect their compensation contracts and job security.  These are 

important incentives, as they are the main mechanisms used by shareholders to minimize agency costs. 

2.2 Turnover sensitivity as a measure of CEO entrenchment or board monitoring   

Threat of termination is a powerful mechanism for maintaining alignment of interests between 

CEOs and shareholders.    Warner, Watts, and Wruck (1988) offer evidence that replacement of top 

management is one of the mechanisms by which firms tie CEO interests to shareholders via the threat of 
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termination.  An entrenched, but poorly performing CEO can continue to extract private benefits at 

shareholders expense, which over time decreases shareholder wealth.  Shareholders can reduce these 

long-term expected losses when CEO termination is a viable threat.  The external labor market provides 

some degree of competition and a corresponding threat of termination for all CEOs, but the strength of the 

threat varies with the extent to which a CEO is exposed to, or insulated from, these forces.  Parrino (1997) 

finds that in more homogeneous industries, where the external labor market is more active because of the 

many similarly skilled executives, CEOs face a greater likelihood of termination and replacement by 

outsiders.  

Weisbach (1988) finds boards with more outsiders have a greater likelihood of CEO turnover 

following poor performance. Outside board members, with connection to various other firms and 

industries, serve as conduits providing greater access to the external labor market for firms and thereby 

expose their CEOs to a greater termination threat.  Thus, the greater exposure to the labor market, the 

greater the turnover likelihood and ultimately lower job security for incumbent CEOs.  These empirical 

findings illustrate the power of the external labor market in forcing CEOs to perform in the interests of 

shareholders.   

In light of these empirical findings on the sensitivity of CEO turnover to the degree of exposure 

to labor market forces, CEOs exposed to an active internal labor market should also have reduced 

incentives to pursue self-serving actions because they face a greater likelihood of termination.  Hermalin 

(2005) models the key roles of the board of directors in selecting, monitoring, and firing the CEO.  In the 

model, the board views replacing the CEO as valuable option as there is greater uncertainty of ability in 

hiring a new CEO relative to the known ability of the incumbent.  This uncertainty motivates the board to 

monitor the CEO more diligently in the hopes of finding a reason (poor performance signal) to exercise 

their option.  The boardôs option to hire a new CEO increases in value when the expected ability of 

available candidates increases.  In his model, Hermalin assumes the expected ability of internal candidates 

is lower than that of the CEO.  However, when the inside executive is recognized for their talents by the 

managerial labor market, this may no longer hold.  As such, when the board has insiders with outside 
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directorships the board has access to high ability candidates to succeed the CEO.  Thus, because the board 

is more likely to make the fire/retention decision, the CEO exerts more effort and pursues fewer private 

benefits of control. 

2.3 Compensation as insight into entrenchment or shareholder interests 

Finally, Jensen and Murphy (1990) point out that boards and shareholders use compensation 

structure, along with the threat of termination (termination decreases the labor marketôs assessment of a 

managerôs ability), as mechanisms to align the CEOôs incentives with those of shareholders.  Equity 

compensation is the most direct way of aligning a risk-neutral managerôs interests with those of 

shareholders.  Following Jensen and Meckling (1976), greater ownership lowers agency costs as 

managers share more of the costs of perquisite consumption.  Thus, shareholders prefer that a CEO have a 

greater proportion of compensation in equity and a lower fixed component.  However, risk-averse CEOs 

lose diversification by holding equity in their firm, since the value of their human capital is already 

strongly correlated with firm performance.  Portfolio theory suggests risk-averse CEOs, with their human 

capital invested in their firm, wish to hold only the diversified market portfolio.  Thus, there is a disparity 

between CEOs interests and those of shareholders as to the structure of the compensation.  When a CEO 

is more influential or insulated from competitive forces, their desire for less equity risk exposure is borne 

out [Bebchuck and Fried (2003)].  However, CEOs governed by mechanisms that are more effective 

should have contracts more reflective of shareholdersô interests and thus consist of a greater proportion of 

equity compensation.  

Hermalin and Weisbach (1998) illustrate the endogenous link between CEO ability and 

compensation.  In their model of board evolution, better performing CEOs have more bargaining power 

over the board.  They show how greater CEO influence leads to more CEO-friendly boards, greater 

entrenchment, and higher CEO-friendly compensation.  Thus, CEO compensation structure should 

provide a measure of the degree of CEO entrenchment.  Again, however, most empirical research has 

focused on the monitoring effectiveness of outside directors but has found firms with greater agency 

problems [Core, Holthausen, and Larcker (1999)] and less independent outside directors [Hallock (1997)] 
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are associated with CEO compensation contracts more aligned with the interests of the CEO rather than 

shareholders.  

  The main hypotheses of this paper (independent insider and independent inside chair) are that 

highly skilled non-CEO inside board members are a source of internal competitive pressure for their 

CEOs that results in CEO compensation contracts and termination threat more aligned with shareholder 

interests, rather than more aligned with CEO self-interest.  Alternatively, dependent inside directors will 

serve to insulate the CEO from unwanted risk and be associated with more CEO friendly compensation 

contracts and greater job security. 

3.0 Data and Descriptive Statistics   

3.1 Sample selection 

 I obtain director information from the Investor Responsibility Research Center (IRRC), firm data 

from COMPUSTAT and return information from CRSP.  The sample period is from fiscal years 1997 

through 2003 and includes all firms whose information is contained within these databases.  IRRC 

includes director information for approximately 1,500 firms each year. IRRC identifies each director as 

either an employee of the firm, an outsider affiliated with the firm, or an independent outsider.  IRRC also 

has a flag that indicates if the inside director is the CEO.  Two-hundred eighty-one firms had no CEO 

listed. I accounted for the missing CEO by the following assignment priority.  If the firm had an insider 

listed as President, Chairman, or there was only one insider listed for the firm, I assign that insider as 

CEO.
6
  When multiple observations occurred in the same year for a given firm, I used the most recent 

data.   

From the IRRC database, I obtain information for 108,655 director-year observations for 2,901 

firms, or 11,488 firm-years over the course of the seven-year sample.      I collect firm information from 

COMPUSTAT for fiscal years 1994 through 2003 and discard firms when COMPUSTAT does not have 

any information leaving 10,377 firm-year observations for 2,499 firms
7
.  Compensation data is from 

                                                 
6
 I excluded 24 firm-year observations with no insiders listed and 75 firm-year observations have multiple or co-CEOs. 

7
 I include 1994 to obtain the lagged values of certain variables in the dataset for 1997. 
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COMPUSTATôs ExecuComp database.  Finally, as with most studies of this nature, I exclude finance and 

utility firms from the sample.
8
  The final sample consists of 8,355 firm-year observations for 1,987 firms 

from 1997 to 2003; however, not all variables are available for each firm-year observation.  The 

subsequent regressions note the number of observations available for each specification.         

3.2 Descriptive statistics 

Table 1 Panel A shows the descriptive statistics of the key variables for the sample firms.  The 

average (median) firm had total assets of $4.7 ($1.0) billion per year with 3 (2) business segments with a 

board size of 9 consisting of about 6 independent outside directors, 1 affiliated director, 1 non-CEO 

insider and the CEO.  This is similar to other studies such as Coles et. al. (2008)ôs that examines directors 

over the 1992-2001 period, which have mean sales of $4.1 billion and a median of two segments.  Board 

size is also in line with other studies and trends toward smaller boards.  Bhagat and Black (2002) study 

934 firms from the 1985-1995 period with an average board size of 11.5 members with 3 insiders.  Denis 

and Sarin (1999) study a sample of 583 firms from the 1983-1992 period with an average board size of 

9.4 members.  Coles et al. (2008) finds an average of one non-CEO insider on the board.   

The average (median) CEO ownership and board ownership are 4.4% (1.3%) and 7% (1.9%) 

respectively.  This is comparable to Bhagat and Black (2002) who have an average CEO ownership of 

3.8% and an average ownership of 9% for the officers and directors in their sample, but differs from 

Denis and Sarin (1999) who have an average CEO ownership of 7.2% and 15.7% for officers and 

directors, though their random sample consists of smaller firms.
9
  Founders are on the board in 21% of the 

firm-year observations and a founding family member is on the board in 13% of the observations.  This is 

lower than the one-third found by Anderson and Reeb (2003) for the S&P 500, however, my sample is for 

the 1,500 largest U.S. firms.   

I identify a CEO turnover as occurring when the CEO identification in the IRRC database is 

different from the CEO identification in the prior year.  This method captures all turnovers, but it does not 

                                                 
8
 Finance and Utility firms are excluded by excluding the Fama-French Industry Codes 31, and 45-48. 

9
 They measure firm size with the market value of equity and report the mean firm size of their sample is 434 

million.  The mean market capitalization of my sample is 6.5 billion.  This explains the differences in ownership. 
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distinguish forced turnover from planned successions.  CEO turnover occurred in 14% of the firm-year 

observations, in which I had information on the previous yearôs board structure.  While many of these 

turnovers are planned successions, which may still be sensitive to recent performance, a more direct 

indicator of board monitoring is the occurrence of forced CEO departures.
10

  Only 4% of the observations 

have a new CEO following a forced turnover event.        

 Fourteen percent of the sample firms have at least one non-CEO inside director with an outside 

board seat.  Table 1 panel B contains the sample means of firms with and without independent inside 

directors of either type.  Firms with independent inside directors are significantly larger, have more 

business segments, and are older and more stable firms.  These results are supportive of the hypothesis 

that insiders with outside board seats have more expertise and/or specialized skills and that their presence 

on the board increases transparency and thus, reduces the uncertainty in firm performance.  This 

univariate analysis shows evidence that firms with independent insiders have lower levels of R&D, 

similar to the negative relationship of the fraction of insiders and R&D found by Coles et al. (2008).  

There is no significant difference in their mean capital expenditure to sales and leverage ratios. 

Firms with independent inside directors have larger boards and less CEO ownership in their 

firms, which are typically associated with weaker governance and greater agency problems [Yermack 

(1996), Jensen and Meckling (1976)].  However, Coles et al. (2008) finds that larger boards may be 

optimal for larger firms.  Coles et al. argue for larger boards to function optimally, they require greater 

firm transparency, which independent inside directors help provide.  Firms with independent inside 

directors are also more likely to have a member of the founding family on the board, greater board 

ownerships and have a greater proportion of boards with a separate CEO and Chair.  These are all 

indicative of stronger governance. 

 Lastly, CEO compensation and turnover are different across the two sub-samples.  Firms with 

independent inside directors, either operating officers or chairs, pay their CEOs on average more than do 

other firms.  However, offsetting this apparent higher compensation is a greater threat of termination as 
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firms with independent inside directors also have a greater frequency of CEO turnover.  Although, this 

evidence is also consistent with firms having independent inside directors for grooming purposes prior to 

a planned succession.  In fact, this univariate analysis reveals that forced turnover occurs more often in 

firms without independent inside directors present.  However, since these directors are present in only a 

small portion of firms, it is important to examine how independent insiders affect the relationship between 

turnover and performance in their firms relative to the many firms without independent insiders. I will 

explore these issues further in section 5. 

 

4.0 Inside directors promoted to CEO 

 The same decision management skills that make certain valuable directors desirable to the boards 

of other firms represent many of the same skills required of a CEO.  Thus, inside directors with additional 

outside board seats should often be strong candidates to become CEOs themselves.  I examine this 

hypothesis by looking at ñpromotionsò to the title of CEO from my sample of inside directors.  However, 

independent inside operating officers and independent inside chairpersons are likely to become CEOs for 

different reasons as they face different incentives and are in different positions of authority relative to the 

current CEO.  Therefore, before I examine promotions to CEO, I examine the director level determinants 

of independent inside directors. 

4.1 Determinants of Independent Insiders 

 Independent inside chairs, as former operating officers, may not posses the most recent firm-

specific information, but they most likely have a long history with the firm providing them with a wealth 

of experience on the operations of the firm and ties to the firm through tenure and ownership.  These 

factors increase commitment of the executive to ensure long-term growth and raise shareholder wealth 

aligning the interests of independent inside chairs with those of shareholders.  Similarly, company 

founders exhibit strong commitment to the long-term success of their firms (Anderson and Reeb (2003).
11
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 Unlike independent inside chairs, independent inside operating officers, are less likely to have 

been with the firm as long, or to own as much stock.  Although their equity incentives may be less 

powerful, they have stronger career incentives to increase the value of their human capital in the 

managerial labor market.  As operating officers, they have access to the most current and critical firm-

specific information and are therefore more important when current firm-specific information is critical to 

board performance.   

 The presence of inside chairs or inside operating officers is likely determined by the proximity to 

a CEO succession, which I control for with the tenure and ownership of the current CEO.  I also control 

for board ownership and structure as different boards may chose to have different types of directors for 

information and monitoring.  Masulis and Mobbs (2008) find that independent inside operating officers 

are more likely in larger firms, where firm-specific information is important.  For these same reasons, 

independent inside chairs may also be more likely.  In addition to firm performance, I control for other 

firm characteristics that capture the importance of information transparency, such as firm size and 

volatility.  I also control for the increased pressure to reduce the role of inside directors on corporate 

boards in the years surrounding the passage of the Sarbanes-Oxley Act (SOX) with a binary variable that 

equals one if the observation occurs during fiscal years 2001-2003.    

Lastly, firms operating in a high-tech industry are likely to have a strong reliance on rapidly 

changing ñhardò information that is critical to board decision making and maximizing future growth 

opportunities of newly developed technologies.  Conversely, firm-specific information may also be in the 

form of relationships, which is especially valuable for service-oriented firms, and may warrant inside 

directors with more experience with the firm and established connections.  I control for these industry 

characteristics with indicator variables for high-tech and service industries, respectively.        

 Table 2 shows the results of two logit models examining the director level determinants of non-

CEO independent inside directors.  In model 1, the dependent variable is one if the director is an 

independent inside chair.  We see that age and ownership are each positively associated with a greater 

likelihood of the executive being an independent inside chair.  In addition, if the executive is a founder 
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they are significantly more likely to be an independent inside chair.  Board tenure is also positive, but it is 

not significant at traditional levels.  This suggests that simply being a part of the firm for a longer period 

does not necessarily warrant the director gaining an outside directorship.  However, greater share 

ownership, tenure, and being a founder all provide these executives with greater economic incentives to 

grow the long-term market value of the firm.  Contrary to these findings, model 2, where the dependent 

variable equals one if the inside director is an independent inside operating officers, reveals independent 

inside operating officers are not associated with share ownership or ties with the founder.  In fact, there is 

a negative and significant relationship between board tenure and the likelihood of the inside director 

being an operating officer with an outside directorship, consistent with Masulis and Mobbs (2008).  

 The coefficients on CEO ownership and tenure in model 1 suggest that independent inside chairs 

are more likely early in the CEOôs tenure, when the board knows less about the CEOôs ability.  In 

addition, the CEO has little equity incentive to motivate their efforts.  Because the board faces this greater 

uncertainty of a CEO with little incentive alignment with shareholders, having a seasoned inside director 

on the board is valuable as a monitor, a mentor, or perhaps a quick replacement should the CEO not prove 

to be effective.  However, the negative coefficient on board ownership in model 1 suggests when the 

board has greater monitoring incentives, through their percentage ownership, the oversight from a former 

CEO is not as critical.  Consistent with these findings, model 2 reveals a positive coefficient for CEO 

board tenure and the likelihood of the inside director being an independent inside operating officer.  The 

longer the CEO is in office, the more time the board has to recognize valuable executives beneath the 

CEO, promote them to the board, and for the external market for directors to recognize and award their 

skills with an outside directorship.  However, unlike independent inside chairs there is no association 

between independent inside operating officers and CEO or board ownership, although there is a positive 

relationship with the percentage of independent outside directors, which is also consistent with the 

univariate results of Masulis and Mobbs (2008).  This evidence suggests independent inside directors 

offer different types of monitoring to the board.  When the board has relatively less external monitoring 

via independent outside directors having a highly skilled inside director with authority over the board, and 
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the CEO, may provide greater monitoring without the need for as many independent outside directors.  

Conversely, when monitoring by independent outside directors is greater, better access to firm-specific 

information, provided by independent inside operating officers, can strengthen the effectiveness of their 

monitoring.   

 Finally, models 1 and 2 reveal the presence of independent inside operating officers and  

chairpersons are both affected by firm-level measures of the importance of firm-specific information.  

Both are associated with larger firms, in which information can be complex and difficult for the board to 

process.  Contemporaneous and past operating and stock performance is not significantly associated with 

the likelihood of the director being either type of independent inside director.  Finally, when information 

is likely to change quickly, such as firms in high-tech industries, the director is more likely to be an 

independent inside operating officers, whereas being in a high-tech industry has no effect on the 

likelihood of the director being an independent inside chairperson.  Also, independent insider are more 

likely in service-oriented industries where firm specific information is soft in nature and difficult to 

convey.  This again supports the hypothesis that these inside directors have access to more current and 

critical information about the firmôs operations and investment opportunities.       

 The results of Table 2 indicate that independent inside chairs and independent inside operating 

officers have different characteristics and incentives and thus may be promoted to CEO under different 

conditions.  I explore these issues next by examining instances of inside directors becoming a CEO.   

4.2 Univariate analysis of inside directors promoted to CEO 

Table 3 examines the instances within my sample where inside directors are promoted to CEO.  

There were 393 promotions (5.2%) among inside directors in my sample.  Most of these were internal 

successions (5%), but there were some instances of inside directors leaving their firm to become CEO at 

another firm.  Although there are fewer non-CEO inside directors who hold additional board seats than 

those who do not, Table 2 reveals those who do are proportionally more likely to become a CEO.  Eight 

percent of independent inside directors become CEO compared to only 4.6% of more dependent non-
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CEO inside directors.  Moreover, 9.4% of independent inside operating officers become CEO in either 

their own firm (8.8%) or elsewhere (.7%).   

The proportion of independent inside chairpersons who become CEO of their own firm is not 

significantly different from dependent inside chairs.  However, a significantly larger proportion of these 

independent inside chairs become CEO of another firm.  While this sample is small and restricted to large 

IRRC firms, it illustrates the serious threat that highly skilled inside directors pose for their CEOs 

retaining their current executive position.  Furthermore, it suggests independent inside operating officers 

are more likely to assume the role of CEO in their own firm than are independent inside chairs.  This is 

consistent with the idea of operating officers being better suited to step into the CEO position as a full-

time CEO as the firm continues on the current path.  However, it does not preclude independent inside 

chairs from becoming CEO on an interim basis when a fundamental change is required in firm policies as 

the board conducts a search to find a more permanent CEO.  If this is the case, I expect these CEO tenures 

to be relatively short. 

In panel B, I examine the tenure of these new CEOs to assess whether their appointment is likely 

to be long-term or whether it is more likely only an interim position.  There are 379 instances of internal 

CEO successions within my sample of inside directors.  The average tenure throughout the remainder of 

the sample period is 1.79 years.  For independent inside directors the average tenure is approximately 2 

years and is not significantly different from the average tenure of other inside successors, which is 1.73 

years.  However, the average tenure of independent inside chairs is only 1 year, which is significantly 

lower.  In contrast, the average tenure of independent inside operating officers is significantly higher at 

2.24 years.  Because the truncation of the sample period biases the length of observed tenure from these 

successions, I also examine the occurrences of tenures lasting 1 year or less, which are more likely due to 

the presence of interim CEOs.  In Panel C, we see that independent inside chairs are significantly more 

likely to be CEO for 1 year or less.  These results suggest independent inside chairs are indeed more 

likely to be interim replacements and independent inside operating officers are more likely to be long-

term replacements.   
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4.3 Multivariate analysis of inside director promotions to CEO 

 I examine the determinants of inside directors promoted to CEO using a logit regression model.  

In each of the models, the dependent variable is one if the director is promoted to CEO in the following 

year and zero otherwise.  In addition to whether or not they have an outside directorship, other director 

and/or CEO characteristics may influence the likelihood of an inside director becoming a CEO.  

Researchers have found the title of Chief Operating Officers (COO) is associated with future CEO 

successors within firms [Rajan and Wulf (2006), Naveen (2006), and Mobbs and Raheja (2008)].  Age 

and board tenure are other measures of the experience for the inside directors, however, it is not clear how 

these characteristics affect the likelihood of the director becoming a CEO. Surely, some minimum 

experience is beneficial, but if the new director is close to retirement, they are less likely to be long-term 

CEO candidates.  Boyer and Molina-Ortiz (2006) argue that executive ownership is also a signal to the 

board about their willingness to become the next CEO and will therefore increase their chances of 

becoming CEO.  Finally, an operating officer who is one of the founders or related to the founder may 

have greater control over the current CEO as well as greater incentives to take over the reins of their firm 

if the current CEO were not to perform satisfactorily.   

 CEO characteristics also may affect the likelihood of an inside director becoming the CEO in the 

next year.  If the CEO is new, it is less likely that the inside directors on the board will become the CEO 

within the next year.  However, the longer the CEO has been in office, the more likely a succession event 

is approaching and that one of the current inside director will  be appointed the next CEO.  In addition, 

CEO ownership may influence the likelihood of the directors becoming CEO.  CEOs with a greater equity 

stake in the firm may have more say in the selection of their successor.  If CEOs are more inclined to 

support inside directors on their boards, greater CEO ownership is likely to be associated with a greater 

likelihood of the director becoming the next CEO.  Conversely, a greater equity stake may provide 

incentives for the CEO to stay at the helm longer than expected thereby making it less likely that any of 

the inside directors will become CEO within the next year.   
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 Finally, I control for firm characteristics that are likely to increase the likelihood of an inside 

director becoming the next CEO.  Larger firms have a greater pool of internal potential CEO candidates 

who already possess firm-specific knowledge of the complex organization and are thus, more likely to 

become CEOs.  Additionally, visibility into the firm by the board may be critical in their ability to select 

an internal successor.  I control for monitoring difficulty with the volatility of monthly stock returns.         

Table 4 presents the results of this analysis.  In model 1, I examine the pool of inside directors 

who are firm operating officers.  Model 2 focuses on all non-CEO inside directors.  Relatively, few of the 

non-CEO inside directors become CEOs within my sample.  The predicted likelihood of an inside director 

becoming the next CEO, in both models, is .03.  In model 1, having an outside directorship is positive and 

significantly related to a greater likelihood the operating officer will become a CEO.  The marginal effect 

of the director having an outside directorship on the likelihood of becoming a CEO is .019, which 

represents a 63% increase in the probability of the operating officer becoming a CEO.
12

  Of the remaining 

control variables, only having the title of COO and being either the founder or a relative of the founder 

has a greater influence on the likelihood of the director becoming the CEO.  Age and board tenure both 

decrease the likelihood of the director becoming the next CEO.  This suggests the longer an individual is 

on a board the less likely they are to become the next CEO.  Thus, individuals that are more talented are 

promoted and move on in their careers beyond being operating officers. Perhaps older or more tenured 

directors are more experienced, but they may have less career incentives relative to younger directors.  

Individual ownership, while positively associated with the executiveôs chances of becoming the next CEO 

is not significant.  CEO influence also seems to matter.  The longer the CEO has been in office the more 

likely is it that an operating officer on the board becomes CEO.  However, greater influence through 

ownership decreases this likelihood, as the CEO may be more inclined to stay at the helm.   Finally, 

inside directors of larger firms are more likely to become CEOs, but firm monitoring difficulty has no 

affect on whether the inside directors become CEO.     

                                                 
12

 The marginal effect for discrete variables is determined by the change in probability of an inside director 

becoming the CEO when the discrete variable changes from 0 to 1.   Thus, Prob(Insider becomes CEO|Dependent 

Inside Operating Officer)=.03 and Prob(Insider becomes CEO|Independent Inside Operating Officer)=.049.  
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  In model 2, I examine all non-CEO inside directors and consider the affect of the inside director 

being the chairperson on the likelihood of becoming a CEO.  The controls remain the same when 

introducing inside chairpersons, except firm size loses significance.  Having an outside directorship for 

operating officers is still positive and significantly related to the likelihood of becoming a CEO.  Model 2 

also reveals that being an inside chairperson also increases the likelihood of the inside director becoming 

CEO.  This, perhaps, reflects the experience and skill of these inside directors.  In fact, inside 

chairpersons are more likely to become the CEO, whether or not they have an additional outside 

directorship (Prob(insider becomes CEO| chairperson)=.031 + .033=.064).  However, when they do hold 

an outside directorship, their likelihood of becoming a CEO is 63% greater than when they do not 

(Prob(insider becomes CEO| independent inside chairperson)=.031 + .073=.104).  This is consistent with 

the external market for directorships effectively recognizing the more valuable experienced inside 

directors to assume the CEO position.   

The evidence of Tables 3 and 4 suggests that independent inside directors are often serious 

contenders to become CEOs.  As such, their presence may allow boards to respond more quickly to poor 

performance and thereby minimizing the negative impact on shareholders.  I turn to this question next. 

 

5.0 CEO Turnover  

5.1 Univariate analysis of CEO turnover 

 Table 5 presents the univariate analysis of the occurrences of turnover within my sample.  There 

are 896 (14%) observations of a different CEO listed from the previous year.  Of these, 255 (4%) are 

identified as forced CEO turnover events.  Panel A examines the impact from having either or both types 

of independent inside directors on the board in the year prior to the turnover.  Almost eighteen percent of 

the firms with an independent inside executive on the board experienced CEO turnover.  This is 

significantly greater, at the 1% level, than the 13.4% turnover experienced by firms without these types of 

inside directors.  This evidence of more frequent CEO turnover when independent insiders are present is 
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consistent with CEOs facing greater pressure to perform when valuable more talented inside directors are 

on their boards prior to a succession.  

 Although both types of independent inside directors exert pressure on CEOs to perform, as they 

can both provide potential replacements should the board need to replace the incumbent CEO quickly, the 

type of pressure they provide is distinctly different.  Panel B of Table 5 reveals that firms with 

independent inside operating officers on the board have a significantly greater likelihood of CEO turnover 

than do other firms.  Conversely, firms with independent inside chairpersons do not have a significantly 

greater likelihood of CEO turnover than do other firms.  In panel C, I consider only firms with inside 

directors and find similar results.  The evidence suggests outside directorships are more able to 

distinguish differences among operating officers than among inside non-CEO chairpersons.  This also 

suggests that independent inside operating officers are a greater threat to an incumbent CEO, possibly 

because they represent a more likely permanent replacement and offer greater continuity of current 

policies. 

 The observations of forced CEO turnover are more likely representative of the threat imposed 

upon the current CEOs rather than simply succession planning.  Panel D reveals that in 143 cases of the 

255 forced CEO departures an inside executive replaced the ousted CEO and a majority of these (90) 

executives were also directors.  Although there are more dependent inside directors replacing ousted 

CEOs than there are independent inside directors, when independent inside directors are present they are 

much more likely to replace an ousted CEO than are dependent insiders.  This is true for both independent 

inside operating officers and independent inside chairs.  When an independent insider is present prior to 

the forced departure, they replace the CEO 66.7% of the time.  Conversely, dependent insiders only 

replace the ousted CEO in 40% of the cases.  Thus, when independent insiders are present they appear to 

be viable threats to replace their CEOs in a forced departure.  To examine the issue of threatened 

replacement more closely I look at the more critical aspect of CEO turnover for shareholders, which is the 

sensitivity of turnover to performance.  How quickly will a board replace a poorly performing CEO? 

5.2 Forced CEO turnover sensitivity to performance 
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 Several studies have examined the likelihood of CEO turnover and the impact of various 

governance mechanisms on this likelihood and the corresponding sensitivity to performance.  Weisbach 

(1988) examines the impact of board composition on CEO turnover sensitivity.  He finds a stronger 

association between turnover sensitivity and prior performance when boards are comprised of sixty 

percent or greater of outside directors.  While these findings suggest insider-dominated boards have lower 

CEO turnover sensitivity to performance, there is no distinction among various types of inside directors.  

Industry characteristics also affect turnover sensitivity.  Parrino (1997) finds CEO turnover is more likely 

in industries that are more homogeneous because firms can more easily identify poorly performing CEOs 

and more easily obtain replacements than in industries that are more heterogeneous.  This underscores the 

importance of the ease or difficulty of monitoring and finding a promising replacement on the likelihood 

of CEO turnover.  When monitoring is easier and a replacement is available, the board can respond more 

effectively by removing/replacing poorly performing managers, thus increasing the threat of termination 

if performance suffers.  Thus, the sensitivity of CEO turnover to performance should be greater in firms 

with highly skilled and motivated inside directors. However, it is unclear whether both types of 

independent inside directors, operating officers and chairs, will have similar impacts on turnover 

sensitivity.   

An independent inside chairperson, is likely to be a former CEO who has a proven record of 

accomplishment of running the company.  However, given their previous retirement as CEO, they have 

revealed that they are unlikely to be willing to step into the CEO position long-term, but may be 

convinced to serve as an interim CEO, until the board finds a suitable full -time replacement.  Further, as 

Brickely, Linck, and Coles (1999) point out, the managerial labor market is still a motivating force even 

following retirement.   Conversely, independent inside operating officers are more likely to accept a long-

term appointment as CEO while continuing current operating policies.  Thus, when the board sees the 

need to change course drastically because firm prospects appear poor an independent inside chairperson 

enables the board to make a quick replacement (stop the bleeding), while continuing to search for a 

permanent successor.  On the other hand, when firm prospects are encouraging, but the current CEO is 
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not executing his or her duties efficiently, the presence of an independent inside operating officer affords 

the board an opportunity to select a new CEO quickly.  I examine the impact on forced CEO turnover 

sensitivity for both types of independent insiders in the regressions that follow using both accounting and 

market performance measures to test these hypotheses.  

The key independent variables include binary variables that equal one if the inside director was 

listed in the most recent proxy statement prior to the forced departure announcement and a binary variable 

that equals one if the board had 60% or greater independent outside directors listed in the same proxy 

statement.  I include other control variables shown to influence turnover such as CEO ownership, director 

ownership and industry fixed effects [Huson, Maletesta, and Parrino (2003), Parrino (1997), Weisbach 

(1988), Warner, Watts, and Wruck (1988), and Fich and Shivdasani (2005)].  I also include an indicator 

variable for CEO founders, as they may be less likely to be forced out.  Conversely, I also include an 

indicator variable for the presence of a separate inside chairperson, as new CEOs may face more scrutiny 

and the presence of a recent CEO may increase their likelihood of termination.  Finally, to control for 

planned turnover near retirement I include a dummy variable that equals one if the CEO is 60 to 70 years 

old.   In all models, the controls are significant and have the expected signs.  

5.2.1 Accounting performance 

 Table 6 shows the results of the forced CEO turnover logit regressions with accounting 

performance.  Because  the date of the departure announcement is known, I use quarterly accounting data 

to match more precisely the most recent performance leading up to the forced turnover and measure 

operating performance as the average of the most recent four quarters of operating cash flow scaled by 

beginning period assets.
13

  I then adjust this measure by the Fama-French industry median for each firm.  

Model 1 reveals that poor operating performance does significantly increase forced turnover likelihood 

consistent with other studies [(Weisbach (1988), Huson, Parrino, and Starks (2001)].  I consider the 

economic impact by examining a drop in performance from the top to the bottom quartile.  With all 

variables held at their means (or modes), the predicted forced turnover likelihood in any quarter is .8%.    

                                                 
13

 Quarter Operating ROA is defined as data108/lag(data44) from the COMPUSTAT Quarterly data. 
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A change from the top to the bottom quartile in accounting performance is associated with a 15.3% 

increase in the threat of forced CEO turnover.  Model 2 includes the indicators for independent and 

dependent inside operating officers of the firm and shows their presence on the board does not 

significantly affect forced turnover likelihood.  However, the interaction with performance is negative and 

significant for independent inside operating officers, suggesting their presences actually increases 

turnover sensitivity to accounting performance.  When at least one independent inside operating officer is 

present and performance drops from the top to bottom quartile, the threat of forced CEO turnover is 53% 

greater.  An F-test of the effect of performance on turnover when independent inside operating officers is 

present is negative and significant (p-value=.011).  Conversely, the interaction with the presence of 

dependent inside operating officers is not significantly different from zero, suggesting their presence does 

not increase the threat of forced departure for the current CEO.     

 In model 3, I further examine the association of inside chairpersons on turnover, by separately 

considering those with and without outside directorships.  Model 3 reveals the presence of a separate 

inside chairperson increases the likelihood of forced departure occurring whether or not the inside chair 

holds an outside directorship.  However, there is no evidence that inside chairs are able to increase forced 

CEO turnover sensitivity to operating performance, perhaps due to their lack of insight into the daily 

operations of the firm. 

 Next, I consider the affect of strong board monitoring by independent outside directors in model 

4.  The presence of a majority of independent outside directors on the board is associated with a 25% 

greater termination threat upon the incumbent CEO.  After conditioning on firms with a majority of 

independent outsiders, the coefficient for operating performance is no longer significantly related to 

forced turnover.  The F-tests reveal that operating performance only significantly affects forced turnover 

when the board has 60% or greater independent outside directors or when an independent inside operating 

officer is present.  However, the marginal affect on forced CEO departures of having a readily available 

CEO replacement is much greater than simply having stronger independent outside monitoring.  These 

results emphasize the importance of firm-specific information to boards when making key decisions such 
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as forced CEO turnover.  They also reveal the value of having a ready replacement should operating 

performance suffer.  To examine the responsiveness of the board more closely, I look at forced turnover 

sensitivity to only the most recent two quarters of operating performance of the forced departure event.  

Model 5 reveals the relationship between independent inside operating officers and turnover sensitivity to 

the most current two quarters operating performance is stronger, economically and statistically, further 

illustrating that these directors can increase their boardôs responsiveness to poor operating performance.   

 Lastly, I consider whether the private information associated with a firmôs choice to have inside 

directors affects their relationships with forced turnover sensitivity to performance.  It is possible that 

firms that are more complex are willing to hold on to a poor performing CEO for a longer trial period.  

Alternatively, the difficulty associated with running a more complex company makes it more likely the 

CEO will not perform satisfactorily and thus the turnover among these firms may be higher and this may 

produce the results in models 1 through 5.  I account for this possibility by using the Heckman (1979) 

self-selection model following Masulis and Mobbs (2008).  The first stage follows Masulis and Mobbs 

(2008) and models a firmôs choice to have non-CEO inside directors.  The second stage examines the 

forced CEO turnover model for firms selecting inside directors, while controlling for the private selection 

with the inverse mills ratio from the first stage probit regression.  The results are in model 6.  Because the 

second stage only considers firms with non-CEO inside directors and the presence of inside operating 

officers decreases the threat of forced departure, we can infer that the presence of a separate inside chair 

is still associated with a greater forced turnover threat.  Furthermore, the inverse mills ratio is positive and 

significant, suggesting that firms with insiders are more likely to have forced CEO departures relative to 

firms without non-CEO insiders present on their boards.   Finally, the F-test reveals that even after 

controlling for self-selection, there is evidence that having independent inside operating officers present 

increases forced CEO turnover sensitivity to accounting performance.  Conversely, in this specification, 

there is no evidence that independent outside directors enhance forced turnover sensitivity to accounting 

performance.     

5.2.2 Stock performance 
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 In this section, I examine the relationship between stock performance and forced CEO departures.  

Warner, Watts, and Wruck (1988) examine changes in the CEO, president, or chairperson and find poor 

stock performance is associated with increased likelihood of turnover in these positions.  These results 

imply that firms do use stock returns in evaluating performance.  Stock performance is the abnormal 

return from the market of the most recent twelve months prior to the announcement month adjusted by the 

Fama-French industry median.  Table 7 model 1 reveals a negative and significant coefficient for market 

performance, indicating greater forced turnover sensitivity to poor stock performance, consistent with 

Warner, Watts and Wruck (1988).  A drop from the top to bottom quartile of stock performance is 

associated with an 81% increase in the likelihood of forced CEO turnover. 

 In model 2, I examine the impact of inside operating officers and forced CEO turnover.  The 

results indicate that inside operating officers do not increase the likelihood of forced CEO departure or 

greater turnover sensitivity to performance, whether or not they hold an outside directorship.  Thus, while 

independent operating officers may increase forced turnover sensitivity to recent operating performance, 

when problems that are more fundamental occur, as reflected in the stock price, inside operating officers 

do not enhance their boardôs ability to respond.  When these more fundamental problems occur, the board 

may need to make more changes across the entire management team and not just the CEO.  These drastic 

changes may require an interim CEO to allow the board to respond quickly, while also allowing time for 

finding well-suited external replacements.   Given the previous results that independent inside chairs 

serve as interim CEOs more frequently that do operating officers, I examine their relationship with forced 

CEO turnover and market performance. 

 Model 3 reveals that the presence of an independent inside chair does not increase the likelihood 

of turnover by their presence alone.  However, if stock performance suffers, their presence is associated 

with greater forced turnover sensitivity to a drop in stock performance.  A drop from the top to bottom 

quartile of stock performance, when an independent inside chair is present, results in a 132% greater 

likelihood of forced departure.  The ability to replace quickly the current CEO with a valid interim CEO 

allows the board to be more responsive in their monitoring of the current CEO.  When the chairperson is 
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an insider with firm-specific experience and the external market for directors has recognized them as a 

highly skilled decision management and control expert they are valuable assets to their boards.  

Conversely, when an inside chair is present who has not been recognized as a talented manager by other 

boards, their boards are not as responsive to stock performance.  Model 3 reveals that, while dependent 

inside chairpersons increase the likelihood of forced departure of their CEOs, they do not increase 

turnover sensitivity to stock performance.  In fact, their presence actually decreases turnover sensitivity to 

the stock performance of their firm.   

 In model 4, I control for the presence of 60% or more independent outside directors on the board 

and find that even after accounting for greater board monitoring by independent outside directors, that 

independent inside chairs still increase their boardôs ability to react to poor stock performance.  In fact, 

the economic magnitude on the threat of forced CEO dismissal is greater when an independent inside 

chair is present than when the board has a majority of independent outside directors.  These results 

illustrate again the importance of firm-specific information and the value of having a skilled director with 

firm experience on the board. 

 I include the accounting performance measures in model 5 to examine the effects of inside 

chairpersons and operating officers together.  Stock performance appears to have the greatest impact on 

forced CEO turnover.  However, after controlling for stock and accounting performance, the F-tests 

reveal that independent inside operating officers and chairs, still have a significant impact on the 

sensitivity of forced CEO turnover on operating performance and stock performance respectively.  

Finally, I control for the self-selection of non-CEO inside directors with the Heckman two-stage model.  

After controlling for this private information, there is still evidence that independent inside chairpersons 

are associated with greater forced CEO turnover sensitivity to stock performance.                  

5.3 All CEO turnover sensitivity to performance 

 It is possible that many voluntary turnover events are not truly ñvoluntaryò and are rather cases of 

the board graciously forcing out the current CEO.  Likewise, many planned successions may occur earlier 

than scheduled if performance suffers and the board decides to hasten the transition, as was the case with 




