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ABSTRACT

This study examines the effect of board composition on thehdaad of corporatefailure in the
UK. We consider bothndependentind norindependent (grey) neexecutive directors (NEDSs) to
enhance our understandinfjthe impact ofNEDS persoml or economic ties witthe firm and its
managemenbn firm performanceWe find that firms with a larger proportion of grey directors
thdar boardsare less likely to failFurthermore,hte probability of corporate failure is lower both when
firms havea higher proportion of grey directors relative to executiivectors and when thdyavea
higher proportion of grey directors relative itmlependent director€onverselythereis a positive
relationship between the likelihood of corporate failure angbtbportionof independent directoian
corporateboards.The findingsdiscussed irthis studysupport the collaborative board model and the
view that corporate governance reform efforts rhaye overemphasidéhe monitoring function of
independent directorand underestimated the benefits MEDS affiliations with the firm and its

management
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1. Introduction

A series ofunexpectedcorporate failure has reignited and increased concesnregardingthe
effectivenessof board oversight Since the Cadbury Repowas published in 1992, ayernance
reformersin the UK have continued toemphasse the importance oindependent directorssho
enhancethe monitoring function of boasde.g, the UK Corporate Governanc€ode, 2012 The
term “independent directbrgenerallyrefers tononexecutive directorsNEDS who are free from
personal or economic tiegith the firm andits managemertNEDs who have such ties are classified
as nonindependenNEDs and arealso known asgrey’ directors. Corporate governance reformers
typically argue that the existence ofaffiliations between NEDs andhe firm diminishes the
effectiveness of NEDmonitoring becaussuch affiliations may result in conflebf interestwith
shareholdersDespite the widespread belief among regulatorsahagher proportion of independent
directors oraboard is goodor governance, littlés knownregardingwhether the increased focus on
board independence is able to prevent corporate failure eénctiirent corporate governance
framework

This studyconsiders theeffectiveness of independent and grey directors and inveesighe
associatn between board composition and the likelihood of corporate fa@anporate governance
theorists have diverse perspectives on the ties between NEDstrenéirm. From the agency
perspective, independent directors are central to thetig#aesolutionof agency problems between

managers and shareholders. iThadependencdrom the firm places them in a googosition to



engage immonitoring and enabdsthem to exeriseindependent judgemeirt evaluating managerial

performancgFama & Jensen, 1983n contrast, NEDs personally or economically tied tige firm

and the firms managemenhave less incentive to challenge top managees they may have

common interests with management, whicluld lead to conflict of interest with shareholders and

adverse organisational outcomégcording to this view, independent directors can improve firm

performance by monitoring management ehdif of shareholders.

Alternatively, the advocates of the collaboratbheard model argue that the agency perspective

only providesa partial basis founderstandinghe impact of board composition on corporate strategy

and performancéAdams & Ferreira, 2007; Westphal, 199%hey suggest that boambmposition

should optimise collaborative working relationshgmong its member@Imazan & Suarez, 2003)

Ties between NEDs artie firm’s managememan enhle mutual trust andffectivecommunication,

which mayfacilitate information flow andadvisory interactions in the boardrogiVestphal, 1999)

Additionally, as NEDs typicallyserveon aparttime basisthe presence ofush tiesmay alignthe

interests ofthe NEDs and the companynd increaseéhe NEDs’ incentives to offer advice and

resources to maximigem performanceAccording to this modegrey directors are more likely twe

involved in strategic decisioimaking through their affiliations withthe firm, which may lead to

favourable organisational outcomékwever,grey directors have receivéttle formal recognition in

the literature.

Previous studies have acknowledged that board’s functionsf advising, providing resources

3



and monitoringare essentialto a firm’s survival (Hambrick & D'Aveni, 1992) but they have not

devoted sufficient attention to how ties between NEDsthatirm influence board effectiveness and

the performance of firm#\s noted, independent and grey directacsin inherenthdifferentwaysto

fulfil those different board taskst is possible thatrnidependent directors coufzerform best in a

monitoring role, while grey directors could play important adgsnd resource dependence roles

(Baysinger & Butler, 1985; Westphal, 1999)nderrepreseation of either independent or grey

directorson the boardmay affectthe firm’s ability to survive.We therefore argue that current

governance practicavhich inherently favours stacking NEDpositiors with independent directors

ratherthan grey directorss likely to compromise the advisory and/or resource dependetesof a

boardandmake firms more susceptible to failure.

This study employs a matcheairs research desigrsinga sample o234 companiecomprising

117 failed firms and 117 nonfailed control firms. The findings indicate that firms witreater

proportiors of grey directors ardesslikely to fail, while there is a positive association betwelea

proportion ofindependent directors and the likelihood of corporate riaikurthermore comparing

the failed firmsto the nonfailed firms the failed firms have lower percentagesgody directors

relativebothto executive and independent directonsther boards.Overall, the findings support the

collaborative board model (Adams & Ferreira, 2007; Westphal, 1@89)cho recent concerthat

overemphasis on the monitoringnd control roles of independent directorgnderminesthe

contributiors NEDs can make to the advising and resource dependerat®hsof the board Adams
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& Ferreira, 2007; Faleye, Hoitash, & Hoitash, 2011)

This study seeks toontributeto the existing literature ithreeways. Firstthis studycontributes to

the debateover how close ties between NEDs aadirm affect the firm’s value. We award equal

consideration to the effectiveness of independent and djregtors.Although a large number of

studiesdepart from the agency perspective to examine tleetebf independent directors, existing

studies remain largely silerdgardingthe roles and effectiveness of grey directors. This study extends

the collaborative board model aoldress this gap.

Second this study addresses the lack of discussion in the existing lieratuthe link between

corporatefailure andthe composition of the board of direct¢Baily, McDougall, Covin, & Dalton,

2002) Filatotchev,Toms and Wright (2006)onceptuallyargue that a firnequiresdifferent corporate

governance functions at different stageshefcorporate lifecycleTo continue to survive, distressed

firm requires a greater degree thie strategic andresourcefunctions of corporate governance.

However the effects of corporate governance mechanisms on firm suavevaindetresearchedBy

focusing on the context oforporatefailure, this study adds to our understandwfgcorporate

governance at the final stagetie corporatdifecycle.

Third, the results of this study have important public policy implicatitiK governance codes

were developed in response to a series of unexpected faiamdsnany other countriebave

subsequently introducetew rules and practiceShe context of corporate failure in the Ukerefore

provides a unique ground to examnegulators’ concerngegardingthe contributios of independent
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and grey directors. While there has beewidespreadncrease irthe independence dfoards and

NEDs in the UK over theprevioustwo decades, little consensus has been reached lasaado

prevent corporate failunenderthe current corporate governance framewa&wdence collectedrom

this setting is particularly saht.

The remainder othis studyis structured as followdn the followingsection we outline the extant

literature concerning the roles and effectiveness of indkgdrand grey déctors and develop our

hypothess. The sample selection procedure and research designsaréei@ in thethird section

Theresults arehenpresented and discussed. The fsgdtiondraws conclusions.

2. Review ofthe literature and development of hypotheses

The board of directors leads and directs a company’s affaadbury, 1992)It is responsible for

formulating strategy, providing advice to top managemmamsuring critical resourceseavailable to

the firm and evaluating managerial performa(ifiee Higgs Report, 2003The koard isa collection

of individuals whoact in different rolesto fulfil these various functions (Fama & Jensen1983.

Board composition therefore crititginfluences the success of a firm. Hamék and D’Aveni(1992)

argue thatorganisational failure may occwhen the composition of a board imbalancedor

inadequate.

A mixture of executive, independent and grey doectare nominated to ensure that a board can

effectively administer its multiple taskgBaysinger & Butler, 1985)Unlike exective directors,

independent and grey direct@eie NEDs who do not play angay-to-day executive rolgin the firm
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Theyare expected toontribute taheboard through their wide range of skills, knowledge base or ties

to external resourcg$soodstein & Boeker, 1991; Hambrick & D'Aveni, 1992; Pfeffer, 1972; Pfeffer

& Salandk, 1978. However, ndependent and grey directors apgite different The latter hae

significantpersonal or economic tiegith thefirm beyond beindoard memberéVvicknair, Hickman,

& Carnes, 1993)It is argued thathe absence or presence of such diésctsNEDS capacites and

incentives to performtheir monitoring advisingand resource dependendéenctions (Adams, 2009;

Baysinger & Hoskisson, 1990pperationally, ndependendirectorsare viewed as valuable monitors,

while grey directors are viewed as important advismrgesource provideréBaysinger & Butler,

1985; Westphal, 1999)

2.1 Independent directors and corporate failure

The theoretical support for the importancebofird monitorings rooted in agency theoyensen

& Meckling, 1976). According to this perspective, the primary fiomcof a board is to reduce agency

costsresulting fromthe separatio of ownership from control by overseeing managerial decisions and

activities. Independent directors are free from economic interests ornaigiks with the firm and

are therefore better suited fmerforming the monitoring taskbecausethey are more likely to

objectively evaluateand discipline top manageme(ffama & Jensen, 1983Additionally, Fama

(1980) argues that independent directors have an incentive to be eféeationitors to maintain the

value of their repwational capital in the external lalmomarket.High-performingNEDs would gain

opportunities to serve on other boaf@hivdasani, 1993)Consequentlyjndependent directorare
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more likelyto better exercisthe board’scontrol function(Zahra & Pearce I, 1989Most important,

theyarebetter positioned tohallenge managemeahdencourage strategic change when a firmdace

a continuing declinen performancegDaily & Dalton, 1994a) and such challenges are particularly

valuable when a firm needlo changeo maintain its survivalWeisbach, 1988)

Therefore the most commorresponse to recent corporate scandals and collapgesrs to ba

greater emphasis on board independence. Corporate govemnefmeners generally adogh agency

perspective andlace substantial emphasis on the monoiing function of the board. TheUK

Corporate Governance Co(i012), for example, recommeandhat a board bprimarily composed of

independent directot® ensure their effectiveness in exercising independegtjadt inmaregerial

oversight.

Theacademic literature hascentlybecome more interested in the board’s role in setting gyrate

It is argued that agency theory providedy a partial basis for developing propositicc@ncerning

the impact of board composition on corporate strategy and perforradams & Ferreira, 2007,

Harris & Raviv, 2008; Raheja, B8). Operationally, the amount and quality of information available

to independent directors significantly affect their efieatessSome argue that independeiirectors

serve on garttime basis andypically serve as directors on multiple boaf@stton & Baker, 1987)

Thus, hey are less likely to allocate sufficietime to gaining a thoroughunderstanohg of each

business, which may lead to independent directorsngelyn their generaknowledge rather than

firm-specificknowledge irreviewing managerial performance and rewiagdmanagergBaysinger &
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Hoskisson, 1990)Such alack of firm-specific knowledgen the part of independent directors may

allow room for managers to formulate myopic strategies fodmiaing their personal wealth, which

may ultimately affect firm performance.

Furthemore independent directorgenerally have limited contact with ddg-day executive

affairs, making them largely dependenin their interactios with top managemento access

firm-specific information fordecisionmaking (Fama & Jensen, 1983 However, independent

directors arestrict monitors and top management are typibalunwilling to share privileged

informationwith them out of fear oftheir intense scrutinfAdams & Ferreira, 2007)Adam (2009)

provides survey evidenciat confirms this view tha independent directors receive less strategic

informationfrom managementThis informational disadvantageducegheir influence in corporate

decision control.

Faleye et al.(2011) argue that increasing thallocation of monitoring duties to independent

directors reducethetime and effortheysperd on advising. Theauthorsprovide evidence that a firm

with a monitoringintensive board is less likely to invest in R&D. Ad&2D09)also documents that

directors who perceive their primary guto be management oversiglare less likely tobecome

involved in strategic advisingSuchevidence suggesthat independent directocsmot contribute

equally to both monitoring and advising functionBecauseboardsfulfil different functions the

increaseduse of one mechanismight not be positively related to firm performandexcessive

emphasis orthe independent directorshonitoring function would limitthe resources ahe board



that areavailablefor otherwealth creatingctivities.

The existing empirical evidence provides mixed results raggitie effectiveness of independent

directors. Some findings support the importance of independent direttéos @xample, disciplining

poorly performing CE® (Finkelstein & D'Aveni, 1994) protecing shareholdemwealth (Byrd &

Hickman, 1992)and ensurig corporate reporting qualitiBeasley, 1996; Chahine & Filatotchev,

2011; SetidAtmaja, Haman, & Tanewski, 201However, most studies finshly asmall, statistically

insignificant link between independent directors and firenfgrmance(e.g, Agrawal & Knoeber,

1996; Bhagat & Black, 2002; Vafeas & Theodorou, 1998)

Although thefindings regardingthe effectivenesof independent directors anboardhave been

inconsistentcorporate governance reformers generally posit that wesknéoard oversight appears

to be an important determinant of corporate fail(eey, Cadbury 1992) Becauseindependent

directors arebetter equippedo monitor management, we predict that the positive aspects of

independent directors are likely to outweigh the potenggative effects foproblematic firmsWe

thereforepredict the followng:

Hypothesis 1. The incidence of corporate failure is negatively related to the proportion of

independent directors.

2.2 Grey directors and corporate failure

The theoretical support for tredfectivenesf grey directorss rooted inthe collaborative board

model (Westphal, 1999)According to this perspective board should beconstituted tooptimise
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collaborative working relationshgpamong its members thus enabing information flow in the

boardroom andeinfordng the board’sstrategyformulation function (Adams & Ferreira, 2007;

Almazan & Suarez, 2003However,not all NEDs will be equally able to enhance boewtlaboration.

As noted above, independent directors are typictigt monitors. Their presende more likely to

increasetension in the boardroom and reduce valuable advisory ititera@mong board members

because managers typicatlislike intense oversightAdams & Ferreira, 2007However personal or

economic tie betweenNEDs and the firm enableNEDs to establish greatemutual trustwith

managementnd create a better collaborative working relationship in the boardrdbm ties

therefore allow grey directorsgreater potentiato exert their influence omecisionmaking by

providing advice and resours€éWestphal, 1999)Adam (2009) provides evidence that directors with

personal tieso management perceive their role on beaodbe more advisgrin nature and are more

likely to be involved irdecisionmaking

Additionally, NEDs needto rely onfirm-specific information to provide appropriate support to

management, and managemerefers to work with well-informed NEDs(Harris & Raviv, 2008)

However, becaus’EDs arenot involved in dayto-day executive dutiest has been argued that it is

costly forthemto acquire private informatioon the firm and thus transfer their knowledge to the

firm (Linck, Netter, & Yang, 2008)Based on ta mutual trustnotedabove grey directors are more

likely to obtaininternal information provided by top managemenn a timely basis and uséhis

informationto advisetop managemerdn strategic issuesschmidt(2008)provides evidencéhat the
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presence of social ties between directors and management ivghpsassociated withiakeover

returns when advisory needs are higinggesting that information exchangghin the boardroom is

more efficient when directors have close relatiorsthijph top managementClose ties withthe firm

thereforeplace grey directors in an advantageous position to petfaimstrategic function.

Furthemore a board’s ability to maintain various resources and inter@gtonal strategies

dependto a large degeeon affiliations with grey director8aysinger and Butlgi1985)suggest that

grey directors are generally appointed for functional reas@rgey directors, such as former

executive of the companyare valuable in mentoring and supportimgumbentmanagementA

company’s financial and legal advisor could, by sitting on thardh provide specific expertise and

experience to complement the executive t¢Bfeffer & Salancik, 1978; Provan, 198@ addition,

the inclusion of greydirectors on the board is a means of managingbmpany’s environmental

relationshifg and enable the company to integrate the resourcessaegésr its operatio(Burt, 1983;

Pfeffer & Salancik, 1978)

Lastly, grey directors generally have interests in the fixficknair, et al., 1993)Theseinterests

provide grey directors witlgreaterincentive than independent directors to deubtsr time, effort

and resources to the company they s@Bag/singer & Hoskisson, 1990)Vestphal1999)argues that

grey directors ar¢hereforemore willing to offer advice and actively engage in the strategking

process(1999) While independent directors may be better monitargreydirector’s incentive to

turn a distressefirm around may be more intense than that of independent dirdxetoasise grey
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directors face an increased risk to their personal or econotarests when a firm is in troubl€he

presence of such interestsay even motivate grey director® monitor managementhereby

safeguarihg their interests in the company.

However,as previously noted, affiliations between NEDs #refirm are viewed as a violation of

board oversighfrom the agency perspecti¥icknair, et al., 1993)Researchers hawrguel that

such ties may reduce grey directors’ incergtite act against management and thus place grey

directors in a compromised position. According to this view, the monitduimction of a board may

be constrained when there are more grey directorth@board, which may lead to unfavourable

organisational outcomes.

Recently, governance reformerbave also recognide the potential contribution of

nonrindependent NEDs antavearguel that theoveremphasis on monitoring and control may risk

the advisory role of NEDand thusobscure business prosper{tfampel Report, 1998; The Higgs

Report, 2003) Therefore, based on the collaborative board model, we ettz¢a higher proportion

of grey directors on the boavdll reduce the likelihood of corporate failure.

Hypothesis 2: The incidence of corporate failure is negatively related to the proportion of grey

directors.

3. Research design

3.1 Sample and data

The aim of this study is to discuss the relationship between boadusé and firm failure by
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examiningboardstructure prior t@ corporate failure event. The empirical tests are basedsample
of failed UK -incorporatednonfinancial and nommining companie$ Failed companies are identified
by investigating the fates of all quoted compauielsstedfrom the Official List on the London Stock
Exchange (LSE) between 1997 andl@® Additionally, companies were included in the sample if
they were transferred from the Official List to the AIM (Ahative Investment Market) List and
subsequentlgelistedfrom the AIM List between 1997 arZD10without filing any annual accounts
during their AIM listing period$.A company is considered to be a failed company instidyif the
reason for the cancellation of its listing was its entry intoivecghip,administration or liquidation
consistent with the definition adopted by Peel and A€&8)and Neophytou and Moline(@004)
Based on the stated criteriapapulationof 119 companies that failed between the ngeaf 1997
and 2010 was obtained. Howevehecausecomplete data regarding corporate governance and
financial informationprior to failure were not available for alll9failed companies, the final sample
is composeaf 117 failed companie3.Table 1 presatsthe characteristics of the failed sample firms.
Panel A presents the numbers of failures among the sample dempkassified by the nature thfe
failure for each year from 1997 t301Q Panel B presentsthe distribution of the industrial

classificationf the117failed companies.

14



[Insert Table labout herg

Furthermore, each failed compaimythe sampleused in this analysis was matched with a live
(nonfailed) company. The matched pairs approdphovides a parsimonious mean$ controlling
for certain potentially important confounding (Raoccounting) firm specific characteristics” tife
targeted firmgPeasnell, Pope, & Young, 2001:29This approach providessystematic method to
determine the sample of ndailed companies and is used in the majority of studies in thés(eug,
Altman, 1968; Beaver, 1966; Charitou, Louca, & Vafeas, 2007; Daily &obBal994a, 1994b;
Hambrick & D'Aveni, 192; Keasey, McGuinness, & Short, 1990; Mangena & Cham@Gg)2

The matching processmployed in this studis based on three critefi&irst, failed and nosfailed
companies were matched in terms of the fiscal years of accoudtsouséractcorporate governance
information and financial ratiosSecond, the companies had to be matched in terms of the FTSE
industrial sectorsuchthat the firms in each pafaced similar economic and industriabnditions
(Chaganti, Mahajan, & Sharma, 1985Jhird, nonfailed companies wermatchedin terms ofthe
failed company size (as measured by sales) determined fronstremmaplete filed account prior to
failure®

The orporate governance data used in #tigywere collected manually from the annuogports
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of the failed and nofailed sample companiesr the electronic resourcd€C Plum, FAME or
Lexis-Nexis. Financial information was obtained from the elextraesources Perfect Analysis or
Datastream.

On average, the failed companies were delistdy one month after the failure datedditionally,
the average length of time between the failure and the ddbe dast annual report (account issue
date) was 14 monthg10 months). Therefore, the failed companies’ corporateergavice and
financid information in the most recent annual reports and accourts forifailure is used in the
analysis; moreovetthe informationfrom the same fiscal year is uskat the nonfailed companies.
However,if a failed company had been in material distrgser to its last set of filed accounts
indicators would include the absence of trading @mds/ or suspension of trading on the LSEhe
year in which the significant distress occurred is considerdoe the actual failure year. In these
circumstancesthe annual report from the previous fiscal year is substitutedetterbreflectthe
economic reality.

3.2 Regression model and specifications

This study employs conditional logistic analysis to examine the hypotheegarding the
relationships between corporate governance charactersitt corporate failure. The general models
are developed as follows:

STATUS = Bo + B+ INED%; + B, GNED% + B3 INED_ED% + B, GNED_ED% + s GNED_INED%,

+ BsED% + B, DUALITY ; + Bg SINED; + By CEOTEN + B1oBLOCK; + B11ROA + B12LEV;
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+ B3 LNSIZE + B14,AGE; + ¢

Where,

Survival Status (STATUS) = Dummy variablerepresenting firm survival statusoded
1 in the case of a failed firm 0@ in the case of a
nonfailed firm;

Independent NED (INED%) = Percentage ofthe board members who airedependent
directors;

Grey NED (GNED%) = Percentage of board members who gmey directors

Ratio of Independent to Executin = Ratio of independentdirectorsto executive directors
Directors(INED_ED%) expressed aspgercentage

Ratio of Grey to Executive Directors= Ratio of grey directorsto executive directors, expressed
(GNED_ED%) as a percentage

Ratio of Grey to Independer = Ratio of grey directors to independent directars

Directors (GNED_INED%) expressed as a percentage

Executive Director (ED%) = Percentage of the board members who etecutive
directors

CEODuality (DUALITY) = Dummy variable representingadership structureeoded

1 if the positiors of CEO and chairman are held by the
same persoar 0 otherwise
Senior hdependent Director = Dummy variable representinthe presence of senior
(SINED) independent directors, codetl if there is a seniol
independent director on the boand0 otherwise

CEO TenureCEOTEN = Number of yearthatthe incumbent CE®as beermn the
board;
Block Shareholdings (BLOCK) = Total percentagef shareholdings held kgxternal

significant shareholders (i,eshareholders holding more
than 3% of total shares outstanding);

Profitability (ROA) = Return orassets (proxy for firm performance:
profitability);

Leverage (LEV) = Ratioof total debts to total assets;

Firm Size (LnSIZE) = Natural log of total assefthousands)

Firm Age (AGE) = The period betweetheincorporation date and failure
date;

B = parameters;

= error term; and
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i = theith observation.

We employ the independent/nemdependent NED distinction stipulated tine UK Corporate
Governance Cod&012, Para.B.1.1) to classify independent and grey directfrRelying on this
approach, a NED is coded as a grey director if he or she (a) hasrbemplayee of the company or
group within thepastfive years; (b) has or had a material business relationshiptititompany
within the pastthree years; (c) has received additional remuneratich a8 performaneeelated
paymens or a pension from the company apart from a director’s fee; (d) hasfelmily ties with the
company'’s other directors, advisors or senior employees; (&9 baddsdirectorships; (f) represents a
significant shareholder; or (g) has served on the boanthdoe than nine years.

The control variables are drawn fraime previas literature.Six groups ofcontrol variables are
applied in the analysis. First, the percentage of executieetdis (ED%) is employed to control for
management entrenchment and is expected to negativety ffin survival(Daily & Dalton, 1994a)
Secondthe presence of CEO duality (DUALITY) &loptedo control for the independence of board
leadership. It is suggested that the presenceCBD duality may lead toexcessivepower
concentrabn in one persondiminishingthe control(Fama and Jensen, 1988)d independence
(Rechner, 1989pf the board.We thereforeexpect CEO duality to be positively related to the
likelihood of corporate failureThird, the presence of senior independent directors (SINED3ed as

a control variable, as senior independent directors playngortant rolein monitoring the
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effectiveness othe chairman, liaisig with nonexecutive directors and communicatiwith major

investors The Higgs Report, 2003 The UK Corporate Governance Code (2012) therefore requires

companies to nominate a senior independent diréatthreir boards. It is expected that the presence

of senior independent directdsmegatively related to the likelihood obrporatefailure.

Fourth, CEO tenure (CEOTEN) issed tomeasure CEOSs’ experience in the firhAs CEOs who

have longer tenusan their firms are more likely to possess fiuspecific knowledge, CEO tenure is

expected to be negatively related to lifkelihood of corporate failurée.g., Hambrick & D'Aveni,

1992; Simsek, 2007)Fifth, the concentration oexternalshareholdings (BOCK) is also included as

a controlvariable It is argued that block shareholders hgveaterincentives and ability to become

involved in monitoring activitieslt is expected that firms with higher external block shddshgs

areless likely to fail(e.g, Fama & Jensen, 1983; Shleifer & Vishny, 198&ixth, this studycontrols

for ex ante failure risk by employing a profitability ratio (RQAgverage ratio (LEV)firm size

(LnSIZE) and firm age (AGE)which have been commonly used in previous bankruptcy resdarch

is expectedhat a firm with greater profitability, lower leverage, larger esiand higher ages less

likely to fail (e.g, Altman, 1968; Blum, 1974; Howton, 2006)

4. Empirical results

4.1 Descriptive statistics and univariate analysis

Table 2presents the descriptive statistiegegorisedby survival status for each of the independent

variablesand provides the results of théestand the Wilcoxon rank sum tefir the continuous
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variables and th€hi-squaredtest for categorical variable$he mean values of the percentage of

independent directors (INED%) for the failed and -Hfamited firms are 30.48% and 27.94%,

respectively, buthis difference isinsignificant. The finding does not suppattypothesis 1 which

statesthat there is a negative association between the propoftiodependent directors and the

likelihood of corporate failure. However, tmeeanpercentage of grey directors (GNED%) for the

failed and norfailed firms are 5.72% and21.50%, respectively, anthis difference is statistically

significant at the 5% level, suggestitigat more grey directors are employed by the-faited firms

than by the failed counterparts. The finding thus suppatigothesis 2i.e.,the proportion of grey

directors ortheboard is negatively related to the likelihood of corpofailere.

In addition, there is no significant differengethe ratios of indepenlent directors to executive

directors between the failed and Aailed firms (INED_ED%), while the ratiosof grey directors to

executive director@GREY_ED%)are significantly higher in nefailed firms than that in failed firms.

Compared to the failed firms, the ntailed firms havea significantly higherratio of grey directors to

independent directorGREY_INED%) These results appedo indicate that inceasing the

representation of grey directorslative toboth executive and independent directorsa boardmay

reduce the likelihood aforporatefailure.

With regard tothe control variablesthe average proportisrof executive directors (ED%are

5380% and ®.55% for the failed and nofailed firms, respectivelyandthis difference is statistically

significant at the 10% level. It appears that the boards of both the fariddnorfailed firms are
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generally dominated by executive directdrsaddition, there is no significant difference boththe

presence of leadership duality (DUALITY) and the presencgenior independent director (SINED)

between the failed and ndailed firms

It is alsofound that he failed firms’ CEOs had significantly sherttenureghantheir nonfailed

counterparts,n line with the suggestion by Hambrick and D’AvéhP92) There is no significant

difference inthe external block shareholdindBLOCK) between the failed and ndailed firms

which is not consistent with expectatsordditionally, compared to the failed firms, the ntailed

firms have significantly highgorofitability (ROA), lower leverage levelLEV) and greater asset size

(LnSIZE). However, there is no significant differenae the firm age (AGE) of the failed and

nonfailed firms.

[Insert Table 2]

The gey directors are furthezlassifiedinto seven areas based on tthe€ Corporate Governance

Code (2012 Para.B.1.1). Table 3 shows the percentage of thesygrdirectors in each gy area

category onthe board for both the failed and ndaled firms. It appears that in comparison to

nonfailed counterpartghe failed firms had a lower proportion of NEDs who had been@reps of
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the company(GNED1%), had a material business relationship with the comp&NMEDZ%),

received additional remuneration from the company aparh fa director’s fedGNED3%), had

family ties with the managemerfGNED#4%), held crosddirectorships (GNED%), represented

significant shareholde(§$SNED6%), or had served on the board foore than nine yea(6&NED76).

The results suggetitat on average, the nemiled firms had consistently more grey directors across

the seven categories than the failed firms.

[Insert Table3]

4.2 Results of the Conditional Logistic Regression Analysis

Becausemulticollinearity is consideredo be harmful in regression analysis, the Spearman rho

correlations between the independent variables are prbwid@able 4, and the variance inflation

factors (VIFs) are computed and examined for each independeiable to examine whether

multicollinearity is problematicThe correlationamongall independent variables included in each

regression analysis in th&udy are less than0.40. Multicollinearity in regression analysis @ly

regarded as harmful when correlations exceed TaBachnick & Fidell, 2007)Iin addition, in allof

thecasessown inTable 5 and Table 6 the VIFs are below 2.0, far lower than the criticabieabf 10
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(Tabachnick & Fidell, 2007)whichalso suggestthat multicollinearity is not a majr problem in the

regression analyses.

[Insert Table4 about herg

Table 5 presents the results of the conditional logistic regression saseld to examine the
relationship between the likelihood of corporate failure anddooampositionone year prior to the
corporate failure evenModel (1) examines the effect of independent directors onikbkEhbod of
corporate failureand demonstrateghat the likelihood of corporate failure is positively rethto the
proportion of independent directors (INED%) on boamls: 0.095, which is not consistent with the
agency perspective dtypothesis 1. Model (2) examines the effect of grey directors on thénbkeli
of corporate failureandrevealsa negative association between the likelihood of corpdadtee and
the proportion of grey directors (GNED%) on boargs<(0.01), consistent with the collaborative
board model suggested by Westpti#&199)andHypothesis 2The results of Modellj and Model (2)
reflea that compared to the nefailed firms, independent (grey) directarsay beoverrepresented
(underrepresented) on the boards of the failed firms. Modeixghines the relationship betweaae

proportion of executive directors othe aggregateproportim of NEDs" and the likelihood of
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corporate failureThe likelihood of corporate failure is not significantisaciated with thproportion

of executive directorsn theboard (ED%) which implies that the proportion of aggregate N&EDn

theboardis not significantly related to the likelihood of corporate failure

Model (4) in Table 5 further examina whetherthe weightof independentand grey directors

relativeto executive directoren a boards associated with the likelihood of corporate failuka:

significant relationships observed between thatio of independent directors to executive directors

(INED_ED%) and the likelihood oforporatefailure, while theratio of grey directors to execut

directors (GNED_ED%) is negatively associated withltkelihood of corporate failurep(< 0.01).

These findingsmay suggest that increasing the percentage of independent direelative to

executive directoron a boardmay not necessarilimprove a firm's viability, butincreasing the

weight of grey directorgelativeto executive directors on the boards of the failed firms ntigivie

enhanced theprospect®f survival.

Moreover,Model (5)in Table 5examine the effectof the composition of NEDs on the likelihood

of corporate failureThe result shows that thatio of grey directors to independent directors on a

board (GNED_INED%) is negatively related to the likelihood of corporateréaip < 0.09,

suggesting thaithcreasing NEDs with grey directors may improve a 'Brwiability. This result may

reflectthe failed firms'overreliance on independent directors, and these firms mag heeded more

grey directors than independetitectorsto continue to survive

With respect tahe control variables, neither the presence of leadership dyBIALITY) nor
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the presencef senior independent directors (SIND) are signifibamelated to the likelihood of

corporatefailure. As noted above, a distressed fireguires agreater degree ahe strategic and

resourceunctions from its board (Filatotcheit al., 2006).Increasedoardmonitoringby separating

the roles of CEO andcchairman andnominating asenior independent director mastrict

managemendiscretionto strategically respond to adverse situatioa troubled firm Therefore the

results do not support to the importancaseparatinghe roles of CEO and chairmandthe presence

of asenior independent director maintaining a firns survival

In addition, CEO tenure(CEOTEN) and external shareholdingBLOCK) are also not

significantly related tocorporatefailure. Consistent with expectatignfirms with higherprofitability

(ROA) and loweleverage(LEV) are less likely to fail. Little evidence shows thatréhis a negative

relationship between firm siZ&nSIZE) andcorporatefailure. However, the association between firm

age(AGE) and thdikelihood of corporatdailure is not significant.

[Insert Tableb about herg

Figure 1 furtherillustratesthe margins of responses of teerageprobability of corporatefailure

for specific values of the percentages of independenttdieeNED%) and grey directors (GNED%)
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which analyss how the probability oftorporatefailure responds to changes in the percentages of

independent directors and grey directorbe figure shows that the likelihood of corporate failure

variesdependingn changes ithe percentages of independent directors (INED%) and gregtalis

(GNED%) The likelihood ofcorporatefailure increases when the percentage of independettalis

(INED%) increases, while the likelihood of corporédure decreases when the percentage of grey

directors (GNED%) decreasds addition, hose relationships appget be nodinear and suggest

that he marginal effect of independent (greyllirectorson the probability ofcorporatefailure

increasediminish) as their weight otheboard increases

[InsertFigure labout herg

Further tests are performed to examine the associdiiemgeen theNEDs in each grey area and

the incidence of corporate failurdable 6 shows thatthe likelihood of corporate failure is

significantly and negatively related to the percentagenatexecutive directors whiave been

employees of the compan@NED1%) (Model (1)) have or had a material business relationship with

the companyGNED2%) (Model (2)) havereceived addional remuneration from the company apart

from a director’s fee GNED3%) (Model (3)) havefamily ties with the managemenGNED4%)
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(Model (4)) represensignificant shareholder&SNEDG%) (Model (6)) andhaveserved on the board

for more than nine yea(&NED7%) (Model (7)) The relationship between the percentage of NEDs

who hol crossdirectorships (GNED%) and the incidence of corporate failure is also negative, but

not significant(Model (5)) The resultsappeatthat different types of grey directors haveamsistent

effect on a firms surviva) implying thata companymay benefit from the presence of grey directors

in maintainingviability regardless of therategories

Overall, the findingspresented ifTable 5 and Table 6 reveal the importance of grey directors on

board and supporprior conceptual reasoning that grey directors can add vala firm (Baysinger

& Butler, 1985; Hampel Report, 1998; Westphal, 1999prporate governance reformers may

understatgoverstate) the potential benefitet grey directorgindependent directorgrovideto the

firm. Becausalternative NEDperformdifferent board functions terms of strategy and contytihe

increaseduse of independent directors for board monitortogld lead toa reduceduse ofgrey

directors reducing theirpositive impacs on firm performance.Consequently, amveremphasis on

stacking NEDs with independent directors at the expense pfdinectors is likely to be ineffective

and makdirms more susceptible to failure.

[Insert Table6 about herg
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4.3 Additional Analyses

We perform additional analysesdeterminethe robustness of our resulisrst, certainstudies and

governance reports suggest that the absolute number of miftgpes of directors on a boaaffects

the weight of their views in the board’s decisog.g., Cadbury, 1992; Gales & Kesner, 1994;

Hambrick & D'Aveni, 1992)We examinethe associations between the likelihoodoofporatefailure

and absolute numbers of independent directmd greydirectors We find that firms with a greater

number of independent directors are more likelyaibdnd there is a negative relationship between

the likelihood ofcorporatefailure and the number of grey directoosnsistent with our primary tests

shown inmodels (1) and (2)n Table 5.

Second we employan alternative definition suggested by Faleyet al. (2011)to classify

independent and grey directolsNED is considered to be dndependent director if he/she serves on

at least two othree major oversight committeesugit, remuneration and nomination commitjees

otherwise, he/she is considered to bmaindependentdrey) director.Faleyeet al. (2011)argue that

the dedicationof a NED to monitoring activities reflects his/her function orthe board. NEDswvho

concurrently serve omultiple oversight committeesire more monitoringntensive. Theywould

devote significant time and efforts eversightduties However NEDswho serve ora maximum of

one oversightommitteeare more likely to contributeo the boardn anadvisory role becausess

intensemonitoringcan enable them wevelopcloser relationshpandmutual trust with management
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allowing for them thetime to focus more effectivelyon advising(Faleyeet al., 2011) We find that

firms with a greater proportion of NEDs who serve on at least weosmht committees are more

likely to fail and there is a negative relationship between tladilidod of corporatefailure and the

proportion ofNEDs sering on amaximumof one oversight committe&he findings are consistent

with the primaryresultsshown inTable 5, whichreinforces the importance ofionindependentdrey)

directors to firm survival.

Third, the UK Corporate Governance Code (2012) requirgsathkeast half of the board should

comprise independent directors, whiahplies that the UK governance reforneerprefer that

independent directors dominate corporate boaklle thereforeinvestigate the effects of an

overrepresentatioof independendirectors with respedb both grey directors aneikecutive directors

on the likelihood ofcorporatefailure. The resultshowsthat theoverrepresentationf independent

directorsrelative togreydirectors is positively associated with the likelihoodcofporatefailure, but

there is no significant relationship between the overreptaion ofindependent dactorsrelative to

executive directorand thelikelihoodof corporatefailure. These findingsuggesthathaving a board

dominated by independent directorsy notnecessarilyimprove the likelihood offirm survival,

compared to having one with grey directamnsijine with the findings presented Fable 5.

Fourth it is suggested that problematic firms may tend to change fimard composition in

response to poor performan@idermalin & Weisbach, 2003We thusemploy the interaction term

betweerthe percentage of independent directors and return on asseteantbraction terrbetween
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the percentage of grey directors and return on asseiaiminewhether theeffects ofthe percentages

of independentand grey directorson the likelihood of corporate failurare subject to firm

performanceHoweverwe findthattheinteractionsbetween firm performance and the percentages of

independent directorand grey directorsare notsignificanty related to the likelihood oforporate

failure.

Lastly, the previous literature has suggested interrelationships or-dfesddetween various

governance mechanisms. Charitou et al. (2007) argue thahaxtdock shareholders are effective

monitors because they hawgnificantinterests in the firmsA firm may demam fewerindependent

directors when itexternal block shareholdehave higher ownershighares irthe firm, suggesting

that he effect of independent directors on firm performance isstub) the degree of external block

shareholdinggCharitou, et al., 2007; Mak & Li, 2001)his study therefore also anadgs the

relationship between the likelihood obrporae failure andthe interactions between the percensage

of independentdirectors and external block shareholdingslowever, the result showshat the

interactive effect of the percentage of independent dire@nd external block shareholdings

significantly related to the likelihood of corporatduee.

5. Discussion and conclusions

In this study we examine whether a firm’s board structuresiated to the likelihood of corporate

failure in the UK. Particularly, we address the effectiveness of diftesgpes of NEDsindependent

directors andyrey directors. In doing so, we compare the board compositbri17 failed firms to
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those of a set ofear, industry and sizematched no#ailed firms. The empirical resulgiggest that

firms with greatemproportiors of grey diectorson theirboardsare less likely to fail This result is

confirmed when we separatefnalysethe seven categories of grey directors definedhayUK

Corporate Governance Co(#012, ParaB.1.1). Howeverthere is a significanpositive relationship

between independent directors and corporate faikughermore, e findingsalsodemonstrate that

firms with a greater sharef grey directors relativéothto executive and independent directors on

theirboardsare less likely to fail

The findings of this study appear to have important implicatfon the corporate governance

literature.The findingsdemonstrate the importance of grey directoosisistent with theollaborative

board model suggested by Westplia999) and Adams and Ferreirg2007) and theconceptual

argumens of Baysinger and Butlgf1985)and Baysinger and Hoskiss¢h990) Thisresultsuggests

that personally and economically tied NEDs who serve on Isozad add value to firm3he results

also contributeto thecritique that the effectiveness of independent directors magveestatedn

governance reform effort¢e.g., Adams & Ferreira, 2007; Baysinger & Hoskisson, 1990; Coles,

Daniel, & Naveen, 2008; Faleye, et al., 2011; Hwang & Kim,92Mace, 1986; Patton & Baker,

1987) An overemphasis on miboring and control by independent directors neayneat the expense

of the contribution thatNEDs can make to wealth creation (Adams & Ferreira, 2007y&aét al.,

2011; The Higgs Report, 2003)

Although the results of thistudyare important, they must be interpreted in light of the following
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limitations, which may be addressed in future reseafeinst, this study focuses othe observable

personal or economic ties defined by the Worporate Governance Code (201Zhis may

underestimate the effecbf unobservable friendship ties betweexecutivedirectors and NEDs.

Second, allof the sample companiemnsideredn this study were classifiedn terms of the UK

bankruptcy coddn fact, orporate failure could be a consequenceasious reasonsuch adiquidity

problem, ethical problem of managememnd changes in the external environmeftgreater

understanding of the relationship between corporate gamee and corporate failure could be gained

by extendingthe investigation to includeghe effectiveness of different corporat®vernance

mechanisms in mitigatinghosevarious causesf failure that arebeyond the scope of this study.

Extendingthe current study into different settings terms of various reasons of corporate failure

might be a useful direction for future research.
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Notes
In this study we refer to ‘personal or economic (&filiations) between NEDs and the firm’ and

intend it to include NEDs’ affiliations with both the firm and its managéame

2Companies in financial and mining sectors were excludedeogrtiunds that they have a number of
significant differences in terms of industrial charactarsstand accounting systemsuch as
incomemeasuring accounting rules.

% The lists of companies revoked from the Official List on The losn8tock Exchange are obtained
from theelectronic resourceSitytextandHemscott CompanGuru.

* There are 14ompaniesn our final samplethat weretransferred from the Official List to the AIM
List between 1997 and 2010hose AIM companies are considered officially listed compani¢isis
study because theyvent into receivership, administration or liquidation immediately after ngovin
ontothe AIM list, andall of their filed informationis obtained duringheir official listing periods.

®> Similar to existing UShased governandailure studies, there are ladvely few largescale
companies subject to failure in the UK. There werly @1, 57, 57 and 50 failed companies in the
studies by Chaganti et al. (1985), Hambrick and D’Aveni (1992)lyland Dalton (1994a, 1994b),
respectively.

® The time period, indstry classification and company size matching critenigloyed in this study
havecommonlybeenused in prior bankruptcy studiesd.,Blum, 1974; Beaver, 1966; Daily, 1996).

" Each failed sample company was matched with afaited company at th&8-digit level of the
subsector code othe FTSE industrial classification.

& Within the industry group of each failed sample firm, tioe-failed firm that hadtotal salesmost
similar tothe total sales of the failed firms was selectethasnatchinghon-failed sample firm.

° Thisresultis similar to the findings of Citron and TafflEk992)and Lennox1999)

19We classify all norexecutive directors who do not meet the independeritaria ddined by the
UK Corporate Governance Code (2012, Para. B.1.1) asndependent (grey) directors in this study
although theCode allowsfor the board to state its reaseif it considers a director independent

notwithstanding he or sHailing to meet the criteria.

33



' NEDs include both independent directors and grey directtws.ofal percentage of NEDs dhe

board is equal to 100% minus the percentage of executaetats ortheboard (ED%).
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Table 1

The Characteristics of Failed Sample Firms

Panel A: Number of failed sample companies and nature of the failure

Nature of Failure

Frequency Percentage
Delisting Liguidation Receivership Administration
1997 0 1 1 2 2%
1998 1 4 3 8 7%
1999 3 4 3 10 9%
2000 6 4 1 11 9%
2001 2 6 6 14 12%
2002 13 7 5 25 21%
2003 2 7 2 11 9%
2004 3 3 1 7 6%
2005 1 2 3 5%
2006 1 2 0 3 3%
2007 0 0 0 0%
2008 0 1 5 6 5%
2009 0 0 9 9 8%
2010 1 0 4 5 4%
Total 33 41 43 117 100%

PanelB: Distribution of the FTSE industrial classificatioofkthe failed sample companies

Industrial Classifications Frequency %
Basic Materials 4 3%
Industrials 32 27%
Consumer Goods 24 21%
Health Care 6 5%
Consumer Services 28 24%
Telecommunications 6 5%
Utilities 2 2%
Technology 15 13%

Total 117 100%
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Table 2

Descriptive Statistics of the Sample andUnivariate Analysis

Failed firms Non-failed Firms
: t Test/ .
Variables MeanMedian Min  Max g’td MeanMedian Min  Max Std Chi-squared Wilcoxon
ev dev TesP Test

INED% 3048 33.33 0.00 80.00 1787 2794 2500 0.00 7500 1853 1.07 0.71
GNED% 1572 12.50 0.00 66.67 1871 21.50 20.00 0.00 7500 1739 2.45 ** 247 **
INED_ED% 64.58 60.00 0.00400.0C 55.07 69.85 50.0C 0.00400.0C 64.7S 0.71 1.06
GNED_ED% 34.80 20.00 0.00300.0C 49.63 56.75 40.0C 0.00600.0C 83.2C 2.42%* 2.57*
GNED_INED% 49.61 0.00 0.00300.00 73.25 98.39 50.00 0.00600.00 123.41 2.92 *** 2.69***
ED% 5380 5000 0.00100.0C 1504 5055 50.0012.50 10000 1636 1.75* 1.88*
DUALITY 0.23 0.00 000 100 042 0.17 0.00 0.00 100 0.38 1.30
SINED 055 1.00000 100 050 0.60 1.00 0.00 100 0.49 0.63
CEOTEN 585 5.00 0.00 29.00 4.81 852 7.00 0.00 36.00 5.64 3.54 3.78 ***
BLOCK 37.81 3822 0.00 87.62 1927 3833 3381 3.14 7691 1845 0.23 2.54
ROA -023 -0.10-520 043 060 0.04 0.09-0.88 052 021 487 *** 6.56 ***
LEV 0.3 031000 279 0.26 0.17 0.14 0.00 114 0.18 491 *** 5.75 ***
LnSIZE 1072 1057 710 1409 1.37 11.08 1096 708 18.96 1.60 2.24** 2.21%*
AGE 36.92 20.00 1.00132.00 3423 40.01 30.00 4.00115.0C 3210 0.75 102

Notes: (1)*** , ** and *indicate significance @hep < 0.01 p < 0.05and p < 0.1evels respectively, based on
two-tailed tests(2) INED%: the percentage abtal board members who airdependent directors; GNED%:
the percentage of total board members who are grey diredi&B; ED%: theratio of independent directors to
executive directors; GNED_ED%: thatio of grey directors to executive directors; GNED_INED%: rité of
grey directors to independent directoE)%: the percentage doard members who are executive directors;
DUALITY: the presence of leadership duality; SINED: the preseneesehior independent direct€@EOTEN:
number of yearghatthe incumbent CEO has spet the boardBLOCK: total percentagef shareholdings
held by significanexternalshareholdersROA: return on assets; LEYhe percentage of total debits terms of
total assets; LnSIZE: natural log of total as¢e080); AGE: firm age.(3) T-tests and Wilcoxon rank sum tests
for continuous variables archi-squaredest for categorical variabl§BUALITY and SINED).
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Table 3

Percentage of directors in each grey area category

Grey directors Categories Failed Firms Non-failed Firms
GNED1%  Former Employee of Company or Group 4.03% (25.64% 5.97% (27.77%
GNED246  Material Business Relationship with Company 1.68% (10.69% 5.63% (26.19%;
GNED%% ]Ic?eceives addit‘ional remuneration from the company af 3.68% (23.41%) 6.29% (29.26%)

rom a director's fee

GNED%%  Relatives of Management 0.21% (1.34%, 0.95% (4.42%)
GNED5%  Cross Directorships 3.33% (21.18% 3.39% (15.77%.
GNED®&%  Represents a significant shareholder 7.39% (47.01% 9.60% (44.65%
GNEDP®6  Serving on thdoard for more than nine years 5.10% (32.44% 10.19% (47.40%

Notes: (1)The table presents the percentage of grey directors in each grey area aalegjgeyto the total
number of directors. The percentage of grey directors in each grey area cetégimgto the total number of
grey directors is shown iparentheses(2) The grey directors are classified in terms of the categories
recommended by the UK Corpor&@evernace Code (2012, Para. B.1.13) GNED1%: the percentage of grey
directors who have been an employee of the company or group; GIitEBR percentage of grey directors who
have or had a material business relationship with the company; GNED8 pecentage of grey directors who
have received additional remuneration apart from a director’s fee; GED percentage of grey directors
who have close family ties with the company’s other directors, advimosenior employees; GNE#b the
percentage fogrey directors who hold crogbrectorships; GNED®%: the percentage of grey directors who
represent significant shareholders; GNE®The percentage of grey directors who have served on the board for
more than nine year§4) Percentages sum to more tHén72% and 21.50% of total directors of the failed and
nonfailed firms respectivelybecauseertaingrey directors fitmultiple categories
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Table 4

Spearman’s rho Correlations amonglindependent Variables

1 2 3 4 5 6 7 8 9 10 11 12 13
1 INED% 1.00
2 GNED% -0.62**  1.00
3 INED_ED% 0.88*** -0.24** 1.00
4 GNED_ED% -0.53**  0.99*** -0.13* 1.00
5 GNED_INED% -0.73***  0.97** -0.39** 0.93*** 1.00
6 ED% -0.33*** -0.47** -0.69 *** -0.54** -0.32** 1.00
7 DUALITY -0.02 -0.19*** -0.09 -0.21*** - 0.16** 0.24*=*  1.00
8 SINED 0.19**  0.04 0.23***  0.07 -0.01 -0.23**  0.10 1.00
9 CEOTEN -0.09 -0.04 -0.15**  -0.07 -0.01 0.14** 0.22** 0.05 1.00
10BLOCK 0.13* 0.07 0.25**  0.08 0.02 -0.25** -0.06 -0.05 0.02 1.00
11 ROA -0.11 0.03 -0.13* 0.02 0.06 0.09 0.01 -0.06 0.25**  0.04 1.00
12LEV 0.05 -0.14* 0.01 -0.13* -0.14** 0.14* 0.11 -0.14* -0.17**  -0.05 -0.17** 1.00
13LnSIZE 0.15** -0.01 0.19**  0.03 -0.05 -0.11 0.05 0.25**  0.12* -0.03 0.26**  0.13* 1.00
14 AGE 0.05 0.04 0.06 0.05 0.01 -0.06 0.11 -0.07 0.13* 0.11 0.01 0.04 0.06

Notes: (1) ***, ** and* indicate significance ahep < 0.01, p < 0.05 and p < Oldvels respectively, based on tvtailed tests(2) INED%: the percentage @bard
members who are independent directors; GNED%: the percentage ofnbemttbrs who are grey directotSlED_ED%: theratio of independent directors to executive
directors; GNED_ED%: theatio of grey directors to executive directors; GNED_INED%: ridtio of grey directors to independent directdf%: the percentage bbard
members who are executive daiters;DUALITY: the presence of leadership duality; SINED: the preseneesehior independent directaEOTEN: rumber of years that
the incumbent CEO has spent on the bpBtd CK: total percentagef shareholdings held by significaekternal sharehodds ROA: return on assets; LEV: percentage of
total debtdn terms oftotal assets; LnSIZE: natural log of total asggtsusands)AGE: firm age.
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Table 5

Conditional Logistic Regression of theAssociationbetweenBoard Composition and the Incidence of

Corporate Failure

Dependent Variable: 1: Failed Firms, 0: Niafled Firms

Variables Model (1) Model (2) Model(3) Model (4) Model(5)
INED% 0.033**
(0.013)
GNED% -0.040***
(0.013)
INED_ED% 0.003
(0.004)
GNED_ED% -0.009***
(0.003)
GNED_INED% -0.007**
(0.003)
ED% 0.017 0.018
(0.014) (0.018)
DUALITY 0.501 0.060 0.006 0.225 0.622
(0.620) (0.656) (0.610) (0.671) (0.803)
SINED -0.258 -0.239 0.244 -0.379 -0.314
(0.581) (0.541) (0.490) (0.550) (0.809)
CEOTEN -0.051 -0.058 -0.046 -0.041 -0.054
(0.048) (0.051) (0.053) (0.050) (0.060)
BLOCK -0.012 -0.002 0.001 -0.004 -0.006
(0.012) (0.013) (0.014) (0.013) (0.015)
ROA -3.894** -4.116** -3.910** -3.903** -3.659*
(1.938) (1.736) (1.710) (1.838) (2.139)
LEV 4.427* 4.537** 3.995** 4.490** 4.294**
(2.373) (1.978) (1.926) (2.286) (1.749)
LnSIZE -0.439* -0.342* -0.202 -0.254 -0.262
(0.204) (0.185) (0.180) (0.246) (0.268)
AGE 0.008 0.007 0.003 0.006 -0.000
(0.007) (0.007) (0.006) (0.007) (0.007)
Observations 234 234 234 226 172
Log likelihood -42.97 -40.78 -46.12 -40.79 -29.33
Chi-square 27.64*** 31.80*** 29.90*** 34.15%** 29.26***
Pseudo R 0.470 0.497 0.431 0.479 0.508

Notes:(1) *** , ** and* indicate significance @ahep < 0.01, p < 0.05 and p < Odvels respectively, based on
two-tailed tests robust standard errerare presenteth parentheses. (2) INED%: the percentageboérd
members who are independent directors; GNED%: the pegeenfdoard members who agrey directors;
INED_ED%: theratio of independent directors to executive directors; GNED_ED%rédtieof grey directors

to executive directors; GNED_INED%: th&tio of grey directors to independent directo&sD%: the
percemage of board members who aggecutive directors; DUALITY: the presence of leadership duality;
SINED: the presence @fsenior independent directd@EOTEN: umber of yearshatthe incumbent CE®as
spenton the boardBLOCK: total percentagef shareholdings held by significaekternal shareholderROA:
return on assets; LEV: percentage of total débterms oftotal assets; LnSIZE: natural log of total assets
(thousands) AGE: firm age. (3) The table shows the results for one year prifailtire. The results are largely
unchangedn the second, third anddath years prior to failure.
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Table 6

ConditionalLogistic Regression of thAssociation betweebifferent Category of Grey Directoesd the
Incidence ofCorporateFailure

Dependenv¥ariable: 1: Failed Firms, O: Nefailed Firms

Variables Model (1) Model (2) Model (3) Model (4) Model (5) Model (6) Model (7)
GNED1% -0.041**
(0.018)
GNED2% -0.074**
(0.021)
GNED3% -0.056**
(0.020)
GNED4% -0.11
(0.059)
GNED5% -0.013
(0.015)
GNED6% -0.025
(0.015)
GNED7% -0.044*
(0.018)
DUALITY 0.126 0.375 -0.019 0.151 0.211 0.082 -0.125
(0.619) (0.744) (0.626) (0.609) (0.609) (0.647) (0.565)
SINED 0.075 -0.034 0.044 0.098 0.164 -0.113 0.046
(0.495) (0.546) (0.532) (0.454) (0.488) (0.524) (0.557)
CEOTEN -0.043 -0.046 -0.033 -0.043 -0.047 -0.047 -0.035
(0.050) (0.057) (0.051) (0.054) (0.054) (0.053) (0.043)
BLOCK -0.003 -0.000 -0.002 -0.006 -0.003 -0.001 -0.003
(0.013) (0.014) (0.012) (0.013) (0.013) (0.014) (0.013)
ROA -3.803* -4.253* -4.370* -3.747* -3.921* -3.915* -3.612**
(1.699) (1.969) (1.794) (1.821) (1.733) (1.758) (1.402)
LEV 4.246* 3.70% 4.215% 4.38C 4,155 4,138 3.914**
(1.955) (2.227) (2.004) (2.282) (2.127) (2.128) (1.469)
LnSIZE -0.291 -0.162 -0.279 -0.260 -0.270 -0.254 -0.315
(0.177) (0.187) (0.182) (0.186) (0.182) (0.178) (0.165)
AGE 0.004 0.004 0.006 0.002 0.005 0.004 0.003
(0.006) (0.007) (0.006) (0.006) (0.006) (0.006) (0.007)
Observations 234 234 234 234 234 234 234
Log likelihood -45.10 -42.27 -42.65 -45.26 -45.74 -45.03 -43.35
Chi-square 29.98** 28.58** 31.97** 25.16** 27.67** 28.47* 48.90**
Pseudo R 0.444 0.479 0.474 0.442 0.429 0.445 0.465

Notes:(1) *** , ** and* indicate significance at the p < 0.01, p < 0.05 and p < 0.1 levels, respediased on
two-tailed testsrobust standard errors are presentegarentheses. (AZNED1%: the percentage of grey
directors whdhave been an employee of the company or group; GREEe percentage of grey directors who
have or had a material business relationship with the company; GED8 percentage of grey directors who
have received additional remuneration apart from atdirscfee; GNED%6: the percentage of grey directors
who have close family ties with the companypther directors, advisors or senior employees; GNkEDObe
percentage of grey directors who hold crdsectorships; GNED®%: the percentage of grey directosho
represent significant shareholders; GNE®The percentage of grey directors who have served on the board for
more than nine years. (Bhe definitions for the control variableave been present@dTable 5.
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Figure 1.
The relationships between board composition and the probability of corporate failure

Probability of Failure

T
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%

—e— GNED% —&— INED%

Notes: (1) This figure depictsthe margins of responses of thgerageprobability of corporatefailure for
specific values of INED%nd GNED% We use the predictions afodels (1) and (2 Table 5to calculate the
probability of failure for each observatiomat fixed values of INED% and GNED%, respectivedyyd the
observedvalues of the remaining covariat&e thencalculate the average probability of failure by averaging
the probability of failureof each observation(2) INED%: the percentage of board members who are
independent directors; GNED%: the percentage of board members wgrewdirectors
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