DOES BOARD OF DIRECTORS CONNECTEDNESS CONTRIBUTE TO FIRM FINANCIAL SUCCESS?
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ABSTRACT

This research project proposes to investigate the correlation between the level of connectedness of a board of directors and the financial performance of the firm directed by that board.  A member of the board of directors of one firm can be connected to a member of the board of directors of another firm through the intermediating action of other individuals who sit on multiple boards of directors.  Viewing members of boards of directors in this way results in a large network of connected individuals, hereafter also referred to as network nodes.
“Level of connectedness” was operationalized as an individual’s “degrees of separation” (DoS) value, which is the average of the shortest path values from one individual to all other individuals in the network of all board members.  The level of connectedness of a complete board of directors can therefore be calculated as, for example, the average DoS of its members.  As an example of deriving individual DoS values, assume that Company #1 has two board members, individuals A and B.  These two individuals have a paired shortest path value, linkAB, of 1 because their network nodes are separated by only one link brought about by their mutually sitting on the board of directors of Company #1.  Assume then that individual B also sits on the board of directors of Company #2 with individual C.  Individuals B and C also have a paired shortest path value, linkBC, of 1 because their network nodes are separated by only one link brought about by their mutually sitting on the board of directors of Company #2.  Now, however, due to the linking action of individual B, individuals A and C are also linked.  Their paired shortest path value, linkAC, is 2 because their network nodes are separated by two links, one from individual A to B and one from individual B to C.  (This assumes that A and C do not sit together on the board of directors of yet a third company.)  Individual A’s DoS value is therefore (linkAB + linkAC)/number of paths, or (1+2)/2=1.5; individual B’s DoS value is then (linkAB + linkBC)/number of paths, or (1+1)/2=1; individual C’s DoS value is (linkAC + linkBC)/number of paths, or (2+1)/2=1.5.
In the empirical portion of the project data was collected on all boards of directors of all companies that went public in any technology sector of the NASDAQ between 1998 and 2001 (the so-called “dot com boom”).  DoS values have already been calculated for all board members and these values will be used to determine if there is a correlation between a board of director’s level of connectedness and the financial performance of the firm that that board directs.  “Financial performance” will be operationalized through various measures of financial success.
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