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Abstract

Although the compositions of corporate boards have undergone dramatic changes in the last two decades, many firms continue to appoint insiders on corporate boards. We find that the proportion of executive directors is significantly correlated with profitability, valuation and risk taking in a sample of Indian firms. We observe this result mostly in highly competitive industries and when the founding family shareholding is high. Adding inside directors does have an impact on profitability and Q when firm complexity is more. The performance effects are observable after an improvement in the broader governance environment as well as before and during the COVID 19 pandemic.
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1. Introduction
The compositions of corporate boards have undergone dramatic changes in the last two decades due to governance legislations such as the Cadbury Committee recommendations and Sarbanes Oxley that have made it mandatory for firms to populate their boards with independent directors. The role of independent directors is to control self-dealing by corporate insiders. The move towards appointing outside directors is based on the premise that insiders can entrench themselves and expropriate wealth from investors and that outside directors are as skilled as inside directors in making decisions. Under the unitary board structure that prevails in most parts of the world, both executive and non-executive directors are placed in the same decision-making body. Many firms rely on inside (or executive) directors in addition to independent directors. Firms may constitute their boards by trading off oversight requirement and the expertise required of directors in the context of the firm’s competitive challenges to maximize shareholder value (Raheja, 2005; Adams & Ferreira, 2007; Harris & Raviv, 2008)[footnoteRef:1].  [1:  When firms appoint insiders for advising needs they need not necessarily compromise on board independence because governance legislations prescribe a minimum number of independent directors.] 

In many firms there is a lone insider (the CEO) on the board whereas in others it could be the CFO in addition to the CEO. Firms may appoint more insiders when the advising needs are high. Several papers on corporate governance examine the performance effects of prominent observable attributes such as independence of the chairman or directors or board committees; board size and diversity; and the number of board positions held by directors. The empirical evidence from these papers suggest that these attributes have little bearing on the quality of governance (Larcker & Tayan, 2011). 
The relation between the proportion of non-executives on the board and firm performance is inconclusive (Agrawal & Knoeber, 1996; Yermack, 1996; Dahya & McConnell, 2006). Yermack (1996) finds a positive association between the proportion of outside directors and Tobin’s q. Agrawal and Knoeber (1996) and Bhagat and Black (2002), observe a negative association between the percentage of board seats held by outsiders and Tobin’s q. However, Hermalin and Weisbach (1991), Mehran (1995) and Luan and Tang (2007) find no relation between the proportion of outside directors and firm performance. Bhagat and Black (2002) find that firms with more independent boards do not achieve improved profitability, and they perform worse than other firms. Their evidence suggests that the conventional wisdom on the importance of board independence lacks empirical support. They also find that board size shows no consistent correlation with firm performance. 
The literature on inside directors is limited. Rosenstein and Wyatt (1997) investigate whether inside managers are added to corporate boards for efficiency or entrenchment purposes. They find that the stock-market reaction to the announcement is significantly negative when inside directors own less than 5% of the firm's stock, significantly positive when their ownership level is between 5% and 25%, and insignificantly different from zero when ownership exceeds 25%. Their results suggest that the expected benefits of an inside director's expert knowledge outweigh the expected costs of managerial entrenchment only when managerial and outside shareholder interests are closely aligned. 
Kotter and Larkin (2024) show that firms with inside directors tend to hire CEOs with greater managerial skills for both internal and external CEO hires. They suggest that this is because inside directors have stronger financial incentives to prioritize firm performance when compared with outside directors. They point out that inside directors also impose agency costs on shareholders, which suggests that the optimal board composition is neither fully independent nor fully insider. 
Our paper contributes to our understanding of how board composition may affect firm performance in an emerging market context although board composition may not be correlated with firm performance in advanced economies. Many U.S boards have just 1 or 2 inside directors. Because of this low variation in the proportion of inside directors on American boards, the performance effects could be negligible. For example, Masulis and Mobbs (2011) focus on a special class of inside directors who hold directorships of other firms. They argue that all inside directors are not the same and find that firms with inside directors holding outside directorships have better operating performance and market-to-book ratios, especially when board monitoring is more difficult. They do not find a significant relation between the proportion of inside directors and measures of firm performance. But, they document a significant positive relation between the proportion of certified inside directors and firm performance.
Although emerging economies such as India have enacted governance legislations similar to the U.S., boards in India have more insiders than in advanced economies and this may have a bearing on not only firm performance but also corporate risk taking. If some executive directors are more valuable, then firms would seek to retain these directors, even when there is regulatory pressure to reduce the number or proportion of inside directors. The proportion of executive directors in our sample ranges from 10% to 50%[footnoteRef:2]. We show that this large variation can have a significant impact on performance and firm risk.   [2:  India is not the only emerging market with a high proportion of non-independent directors. For example, in 2018, Thailand, Brazil, Russia, Turkey, Indonesia and Philippines had 17%-44% of independent directors. Stated differently, in these countries, there were more executive directors than independent directors. See Mishra (2019). 
In China, from 2005 to 2017, the proportion of inside directors on boards exceeded 30%, reaching 35% in 2017. See Lu and Zhu (2020). ] 

Using a panel dataset comprising of 1183 Bombay Stock Exchange listed non-financial firms with annual data from 2003 to 2022 we investigate the impact of appointing more inside directors on firm performance (ROA and Q) and corporate risk taking (annualized stock return volatility). We acknowledge that the performance (or risk taking) effects associated with board composition may not be uniform across all firms. The effects may be different among different subsamples of firms. Our view is that it is important to examine the effects of appointing inside directors in the light of (extent of) competition, organizational ownership and the complexity of the firm. In addition, performance effects may vary during tranquil and turbulent times as well as in the presence or absence of stricter governance regulations. That is, the focus of this paper is on when the presence of inside directors may matter.  
We begin by examining the effect of inside directors on firm performance and risk taking in a sample of 1183 Indian firms and contrast it with the results of estimation using a sample of 447 publicly listed firms in the U.S and U.K, which we take as proxy for developed economies. In the next step, we investigate the effects of appointing inside directors in sub-samples comprising of Indian firms in high- and- low competitive industries and when the founding family shareholding is high or low. If appointing inside directors is indeed beneficial, it is in highly competitive industries that the performance effects would be stronger. It is of interest to examine whether inside directors positively influence firm performance in the presence of a founding family. On the positive side, family owners may have longer investment horizons and may mitigate managerial expropriation. On the negative side, families may extract private benefits of control. Founding families may have the incentive to appoint inside directors to further the strategic goals of the firm when the firm’s advising needs are high. Although family members may entrench themselves, competition may exert pressure on them to improve performance. On balance, incentive effects may outweigh entrenchment effects. In the next step we examine the result of appointing more inside directors in geographically undiversified and diversified firms. We create sub-samples based on whether the firm operates only within India or both in India and abroad. 
And then we investigate the impact of appointing inside directors before and during the COVID-19 pandemic, which we consider an exogenous shock. Firms that are better governed ought to perform better, particularly during a crisis, all else equal. Finally, we examine whether the addition of inside directors is correlated with firm performance and risk taking only when there is an improvement in the overall governance environment. 
	Our main results are as follows: In the full sample, the proportion of executive directors is significantly positively correlated with firm profitability, corporate valuation and corporate risk taking[footnoteRef:3] but we do not observe this result in a sample of firms drawn from the U.S and U.K. We observe these results mostly in highly competitive industries and when the founding family shareholding is high. Adding inside directors does have a positive impact on firm profitability and Q when firms are geographically diversified as they are in simpler, undiversified firms. Further, the performance effects of appointing more inside directors are observable both before and during the COVID 19 pandemic and after the enactment of Clause 49 legislation in India (similar to SOX), which we take as proxy for broader governance environment[footnoteRef:4]. The impact of inside directors on risk taking is less clear. While a panel regression suggests a significant positive relation, an instrumental variables regression suggests a negative relation.  [3:  The proportion of inside directors is also highly correlated with future firm performance and risk taking.]  [4:  In late 2002, SEBI constituted the Narayana Murthy Committee to assess the adequacy of corporate governance practices and to suggest improvements. Based on the recommendations of this committee, SEBI issued a modified Clause 49 on October 29, 2004 (the ‘revised Clause 49’) which came into operation on January 1, 2006. The legislation in India is similar to the Cadbury Committee recommendations in the U.K and Sarbanes Oxley in the U.S.A. The Cadbury committee recommended that the board should include non-executive directors of sufficient caliber and number for their views to carry significant weight in the board’s decisions and must be free from any business or other relationship which could materially interfere with the exercise of their independent judgment, apart from their fees and shareholding. It also prescribed that Executive Directors’ service contracts should not exceed three years without shareholders’ approval.   Clause 49 of the Listing Agreement of Indian Stock Exchanges came into effect on 31 December, 2005. It was formulated to improve corporate governance in all listed companies. The legislation differentiates between two types of companies: i) companies managed by board of directors; and ii) those by a managing director, whole-time director or manager subject to the control and guidance of the board of directors. As per Clause 49, for a company with an Executive Chairman, at least 50 per cent of the board should comprise independent directors. In the case of a company with a non-executive Chairman, at least one-third of the board should be independent directors. By an amendment dated 8 April 2008, the Securities and Exchange Board of India amended Clause 49 of the Listing Agreement to extend the requirement of 50% independent directors to all Boards of Directors where the Non-Executive Chairman is a promoter of the company or related to the promoters of the company.] 

We contribute to the literature on corporate governance in the following ways. First, many papers have documented differing degrees of independence among outside directors and how these differences affect corporate decisions (Mace, 1971; Hallock, 1997; Core et al., 1999; Shivdasani & Yermack, 1999; Hermalin & Weisbach, 2003; Kaufman et al., 2007; Larcker et al., 2005; Fich & Shivdasani, 2006). We add to this literature by examining under what circumstances appointing more inside directors is likely to be beneficial for corporations. We recognize that firms may differ along important dimensions such as the extent of competition or degree of complexity or the extent of founding family involvement. Similarly, firms may not have the same level of advising needs during tranquil and turbulent times. Therefore, we shed light on whether appointing more inside directors is effective during crisis as it may be during normal times. Further, recruiting inside directors may have different impact on the corporation when the governance regulations are strong or weak. 
Second, several papers on managerial risk taking indicate that exposure to a particular macroeconomic or personal event, or the manager’s gender or personality (e.g. celebrity status) has an effect on risk-taking by the CEO and, consequently, on corporate policies (Graham & Narasimhan, 2005; Malmendier & Tate, 2005; Malmendier & Tate, 2008; Malmendier et al., 2011; Cain & McKeon, 2016; Faccio et al., 2016, Cho et al., 2016; Bernile et al., 2017). We add to this literature by showing that the proportion of executive directors on the board is yet another important variable leading to differences in corporate risk taking.
The remainder of this paper is organized as follows. Section 2 presents the related literature and our arguments on the impact of inside directors on the performance of and risk taking in public firms. Section 3 discusses the data and provides summary statistics. Empirical results are presented in Section 4. In section 5 we present robustness tests. Section 6 concludes.
2. Related Literature
As governance legislations make it mandatory for firms to increase director independence, the presence of inside directors has decreased. The value of independent directors may have been overstated, while the value of inside directors has been less appreciated (Fairfax, 2010). Independent directors are constrained in their ability to perform their advising and monitoring functions, particularly as their responsibilities increase. Inside directors can make valuable contributions to board governance. 
Independent directors may be overly sympathetic to management or they may be friends or relatives of the founder or CEO while still being independent according to regulatory definitions. And this may be one reason why board independence in itself does not guarantee performance. For example, Cohen, Fazzini and Malloy (2012) examine the views of sell-side analysts who are subsequently appointed to the board of companies they previously covered. They find that appointing firms increase earnings management, and perform poorly, following these board appointments. Similarly, Fracassi and Tate (2012) find that firms with more powerful CEOs are more likely to appoint directors with ties to the CEO and this reduces firm value, particularly in the absence of other governance mechanisms to substitute for board oversight. However, research also shows that directors from related industries may add value. Dass et al. (2014) find that directors from related industries have a significant impact on firm value and performance, especially when information problems are worse and they help firms handle industry shocks and shorten their cash conversion cycles. 
It is possible that different types of firms may appoint inside or outside directors for different reasons. Boone et al. (2007) and Coles et al. (2008) argue that complex firms may have a greater demand for outside directors to advise the managers. They find some evidence that R&D-intensive firms, for which the firm-specific knowledge of insiders is relatively important, have a higher fraction of insiders on the board and that, for these firms, Q increases with the fraction of insiders on the board. Duchin et al. (2010) suggest that the effectiveness of outside directors depends on how costly it is for outsiders to acquire information about the firm. They measure an outsider’s cost of becoming informed using the variables based on the availability, homogeneity, and accuracy of analysts’ quarterly earnings forecasts[footnoteRef:5]. They find that when the cost of acquiring information is low, performance increases when outsiders are added to the board, and when the cost of information is high, performance worsens when outsiders are added to the board.  [5:  They measure firm complexity using firm size, firm age and number of segments. The extent of intangible assets (market/book ratio of equity) and fundamental uncertainty (i.e. volatility of stock returns) have also been used as measures of firm complexity.] 

2.1. The Potential Benefits of Inside Directors
One perspective is that corporate insiders can positively contribute to board effectiveness (e.g., Fama & Jensen 1983; Klein 1998; Coles et al. 2008). When executives become part of the board, they forge ties with other board members and align some of their own personal objectives with the board (Adams & Ferreira, 2007), thereby improving mutual collaboration. Because successful decisions by the board require transparency in information communicated by company insiders, their inclusion as members should improve corporate outcomes. Consistent with this view, Klein (1998) finds significantly positive linkages between the percentages of inside directors on finance and investment board committees and accounting and stock market performance measures.
Executive directors understand the business better than many outsiders and may have the incentive to perform that non-executives may lack. Therefore, they can provide valuable insights into how the company can improve its financial performance by identifying areas where the company can reduce costs or increase revenues. From the perspective of executive development and succession planning, promoting internal managers to the board can be a valuable motivational tool. Apart from bestowing personal satisfaction on the executives, it also increases the chances of being appointed as a non-executive director in other firms. The advantage of appointing additional executive directors to the board (beyond the chief executive and the finance director) is to give the board additional insight into the operation and performance of the business, especially in a complex firm. That is, multi-divisional or multinational firms may also find such appointments advantageous. From a CEO succession perspective, promoting an internal candidate is easier if the candidate has already served as an executive director. Elevating an executive to the board may also arrest attrition among senior executives. The presence of executive directors may prompt a CEO to be transparent to the board. 
2.2. The Potential Costs of Inside Directors
	On one hand, executives who join the board may find it difficult to be critical of the CEO or other executives of the firm, particularly in the presence of a founding family where family members often hold board leadership roles. On the other hand, excessive presence of executives may create two camps in the board that limit meaningful discussion between them and non-executives. Although larger number of executives from divisions can potentially improve the quality of information available to the board, large boards are usually ineffective (Yermack, 1996). Further, including insiders on corporate boards may increase insider power over the board and may lead to entrenchment. 
	Several papers examine the consequences of appointing CEO and other executives to the board with contradictory results. For instance, Zorn et al. (2017) find that while the costs of lone-insider boards can be partially mitigated by analyst coverage and institutional investors, lone-insider boards in which the CEO is the lone insider, pay CEOs excessively, pay CEOs a disproportionately large amount relative to other top managers, have more instances of financial misconduct, and have lower performance than boards with more than one insider. They suggest that firms should reconsider whether the push towards lone-insider boards is actually in shareholders’ best interests. Bedard et al. (2014) show that firms whose CFO has a seat on the board (in addition to the CEO) are associated with higher financial reporting quality (i.e., a lower likelihood of reporting a material weakness in internal controls or having a financial restatement, and better accruals quality). They also find that CFOs with a board seat tend to have excessive compensation and lower likelihood of termination following poor performance, signaling greater entrenchment. 	
2.3. Research Focus
Our central question is the relation between the proportion of inside directors on the board and firm performance in simple and complex firms; in family and non-family firms when the family shareholding is high or low; in high- and low- competitive environments and during crisis and tranquil periods. Because of possible entrenchment, it is quite likely that insiders may capture the board and it may be detrimental to firm performance. Further, high director compensation may make inside directors short sighted. Yet, inside directors may have a greater stake in the firm than independent directors because they are also managers of the firm. This may force them to take a longer-term perspective of their decisions. Further, career and reputational concerns may also deter them from sub optimal behavior. 
In a similar vein, corporate risk taking may be influenced by the extent of inside directors on the board. Since executive directors have a better understanding of the company's operations, they can help to identify potential risks and take steps to address them. Because executives’ career and wealth are tied to the fortunes of the firm, they would be prudent in risk taking. External governance mechanisms such as competition may exert pressure on them to take at least as much risk as competition. Ultimately, the inside directors’ influence on firm performance and risk taking is an empirical issue. 

3. Data, Sample and Methodology

Our sample consists of 1183 Indian non-financial firms listed on Bombay stock exchange during the period 2003 to 2022. Firms involved in financial services are excluded from the study as they are governed by different rules and regulation and their financial statements are structured differently making cross-firm comparisons of performance difficult. The final sample comprises of firms from 11 industry groups. The break-up of firms is as follows: manufacturing (6.9%), Trade (includes wholesale and retail) (7.1%), quarrying and mining (1.3%), accommodation (2%), agriculture (1.2%), construction (6.8%), health care (1%), information and communication (6%), transport and storage (2.5%), Professional, scientific & Technical activities (0.84%), administrative and support service activities (1.5%). The classification of industry is done on the basis of (NIC) National Industry classification codes in India, which is similar to the SIC in the U.S.A. We collected all firm level data from the CMIE Prowess database, which is an authentic source of data on Indian companies. Stock prices were collected from the same database and were used to estimate annual returns and their volatilities. 
3.1. Variable Construction
   Appendix A provides a summary of the key variables used in our analysis and the data sources. We briefly discuss some of the important variables here.
Proportion of Executive Directors	Number of executive directors divided by board size.
ROA (Return on Assets)	Earnings before interest and tax and depreciation divided by total Assets.
Tobin’s Q	(Market value of equity + Book value of preferred stock + net current assets+ long term debt)/ Total Assets.
Annual Stock Volatility (Risk)	Standard deviation of annualized monthly stock returns.
% Family Ownership	Percentage of Shares held by the founding family in a firm.
Diversification Dummy	Dummy variable equal to 0 if the firm operates only within India and equal to 1 if it operates both in India and abroad.
COVID Dummy	Dummy Variable equal to 0 for pre COVID years i.e. 2003-2019 and 1 for COVID years i.e.  2020-2022.
Clause 49 Dummy	Dummy variable equal to 1 for years after the introduction of Clause 49 in India i.e. after 2008.
Herfindahl Hirschman Index (HHI)	Sum of percentage market share (of sales) of all firms in each industry

3.1.1. Dependent Variables: Firm Profitability, Valuation and Risk Taking
Firm Profitability is measured as annual Return on Assets (ROA), defined as the ratio of Earnings Before Interest, Taxes, Depreciation and Amortization (EBITDA) to Total Assets. Following Chung and Pruitt (1994), we calculate a proxy for Tobin’s Q, which is defined as the ratio of market value of the firm to book value of total assets (measured annually), where the market value of the firm is measured by the sum of the market value of equity and the book value of total liabilities. This measure has been used in many earlier papers such as Lien and Li (2014), Morck et al. (1988), Khanna and Palepu (2000) and Villalonga and Raphael (2006). Our measure of total firm risk is the annualized standard deviation of monthly stock returns multiplied by 100 because our sample consists of listed firms. This measure is commonly used in prior literature (e.g. Cain & McKeon, 2016).
3.1.2. Control Variables
Apart from the influence of executive directors, the performance of a firm is influenced by other factors. We control for these external factors to avoid any spurious relationship with the variable of interest and to single out the specific impact of proportion of inside directors on firm profitability, market value, and stock return volatility by including them as control variables. Firm Size is measured as the natural logarithm of book value of total assets and Leverage is measured as Long-Term Debt/Total Assets. Liquidity is measured as Cash/Total Assets, which is the sum of cash and all securities readily convertible to cash, divided by the book value of total assets. Firm Age is the number of years elapsed since incorporation. It controls for the life cycle effect. Profits of older and mature firms may have increased due to good will and learning effects (Randoy & Goel, 2003; Anderson & Reeb, 2003). We employ the Market-to-book ratio of equity as a proxy for growth opportunities. R&D intensity is measured as R&D expense as a fraction of sales. Sales growth is the year on year growth in sales converted in percentage form. In our regressions we either use 2-digit SIC industry dummies unless otherwise mentioned. 
3.1.3. Empirical Methodology
We begin our empirical analysis with a panel data regression to establish the relation between the proportion of executive directors and firm performance. We use both accounting and market-based measures of firm performance as in Yermack (1996) and Mehran (1995). We use Tobin’s Q, which is the ratio of the market value of firm to the book value of total assets as a measure of market valuation and Return on Assets (ROA), which is the ratio of EBDITA by total assets, as the accounting-based measure of firm performance. 
We estimate the following regressions.
(1) 	ROA = α1 +α2 (Proportion of executive directors) t + αi (Controls j) t + Industry Fixed effects + Time Fixed effects + ε				    
(2)	Tobin’s Q = α1 +α2 (Proportion of executive directors) t + αi (Controls j) t + Industry Fixed effects + Time Fixed effects + ε 
In addition to its impact on firm performance, appointing inside directors can also affect corporate risk taking. Our measure of total firm risk is the annualized standard deviation of monthly stock returns. This measure is widely used in prior literature (e.g. Cain & McKeon, 2016). 
			
(3)	σ (Stock return) = α1 +α2 (Proportion of executive directors) t + αi (Controls j) t + Industry Fixed effects + Time Fixed effects + ε

3.2. Descriptive Statistics
       	In Panel A of Table 1 we present descriptive statistics for our sample of firms. It shows the mean, median, 25th and 75th percentiles of key variables in our sample. A median firm has 9 directors, 2 executive directors and 4 independent directors. A firm in the 75th percentile has 4 executive directors and 5 independent directors. A median firm had a ROA of 11.93%, Q of 0.729 and an annual stock return volatility of 12.78%. An average firm is 35 years old with 42% of shares held by founding families. In Panel B of Table 1 we report descriptive statistics for firms with high and low proportion of executive directors. Firms with low proportion of executive directors, on average, have 1 executive and 3 independent directors whereas firms with high proportion of executive directors have 4 inside directors and 4 independent directors. Firms with low proportion of executive directors are more profitable and are more volatile than firms high a high proportion of executive directors. The differences in means are presented in the last column. 
As mentioned earlier, the Securities and Exchange Board of India implemented governance regulations that mandated board independence and enhanced disclosure requirements in 2008. Therefore, it is pertinent to examine how board and firm characteristics changed after the implementation of Clause 49 regulation. We present descriptive statistics for the years 2003-2008 and 2009-2022 in Panel C of Table 1. We find that before the implementation of Clause 49, a median firm had 2 executive and 3 independent directors. However, after the implementation, they increased to 3 and 4 respectively. A firm in the 75th percentile had 4 executive and 6 independent directors post Clause 49 implementation. Firms were more profitable and volatile before the Clause 49 years. 
3.3.  Correlation Analysis
Table 2 presents a correlation matrix of all variables used in our analysis. The proportion of executive directors is positively correlated with Tobin’s Q, M/B ratio, firm size, R&D intensity and firm liquidity and negatively correlated with firm profitability and volatility of stock returns (firm risk). This preliminary result suggests that firms with a higher proportion of executive directors are not necessarily more profitable or take more risk. However, they may sell at higher market valuations. 

4. Empirical Results
In this section we present the main results of the paper. The discussion is divided into six sub-sections.
4.1. Baseline Regression Results
We begin our empirical analysis by examining the impact of the presence (proportion) of executive directors on the operating and stock market performance as well as risk taking in our full sample. The dependent variables are ROA, Tobin’s Q and volatility of stock returns. We use industry and year fixed effects and firm-level clustered robust standard errors in all of our regressions. All variables are winsorized at the 5% level. The results of our panel regressions are presented in Table 3. We find that the higher the proportion of executive directors, the higher is the firm profitability, Q and volatility of stock returns. Our result suggests that the presence of executive directors may be beneficial for firms in that the proportion of inside directors is significantly positively related to profitability and market valuation. However, these firms also take more risk[footnoteRef:6]. Focusing on the control variables, firms with bigger boards are more profitable but are less risky. They sell at insignificantly higher valuations. More leveraged firms are less profitable but are more volatile. Bigger firms are less volatile but are also less profitable.  [6:  We run an Instrumental variables Regression at a later stage. ] 

To contrast our results with the Indian sample we perform a panel regression using a sample of firms drawn from the U.S and U.K. The sample consists of 447 public firms based in the United States of America and United Kingdom from 2011 to 2021. We collected firm level data for these firms from the Orbis database[footnoteRef:7]. The dependent variables are ROA measured as EBITDA/Total assets, Tobin’s Q and stock return volatility. The regressions include country, industry and time fixed effects. Robust standard errors are clustered at the firm level. The results are reported in Appendix B. The coefficients on proportion of executive directors in the first two regressions are insignificant. In other words, there may be no relation between board composition and firm performance in developed economies although it may have a significant impact in an emerging market such as India. The third column shows that the proportion of executive directors is significantly negatively related to risk taking.  [7:  This is the longest time period over which a panel dataset consisting of U.S and U.K firms can be constructed from the Orbis database. ] 

As a robustness test, we examine the relation between the proportion of executive directors in our Indian sample and future performance and risk taking (the average ROA, Q and annual stock return volatility measured over two subsequent years). We control for leverage, Market/Book Ratio, firm size, liquidity, sales growth, firm age, and Research and Development costs. The results of our regressions are reported in Table 4. The coefficients of proportion of executive directors are significantly positive at the 5% and 1% levels in columns 1, 2 and 3. This suggests that appointing inside directors is significantly positively associated with future firm performance and risk taking.
4.1.1. Extent of Competition
The forgoing aggregate analysis based on the full sample may mask important differences among firms with high or low family ownership or facing higher or lower levels of product market competition. They may also be more or less complex. It is of interest whether the proportion of executive directors is positively associated with the outcome variables when competition is high or low. Giroud and Mueller (2010) suggest that firms in less competitive industries, where lack of competitive pressure fails to enforce discipline on managers, should benefit relatively more from good governance. Gillan et al. (2004) finds that greater competition increases the demand for strong corporate governance and forces managers and directors to work harder and more efficiently to survive. Directors may risk a loss of reputation and a reduction in demand for their corporate director services in poorly performing firms (Gilson, 1990; Kaplan & Reishus, 1990; Fich & Shivdasani, 2007; Yermack, 2004). This suggests that we should expect a stronger positive association with firm performance when competitive forces are stronger.
We argue that firms in highly competitive industries should benefit more from the appointment of inside directors if they indeed add value. Therefore, we divide our sample into two sub samples on the basis of competition (high and low HHI by setting the cut off at the median) and re-examine the relation. The split sample results are reported in Table 5. We find that the proportion of inside directors is positively related to ROA and Q in high competition industries. When competition is low, appointing insiders may not result in higher profitability. 
4.1.2. Family Ownership
Acharya, Meyers, and Rajan (2009) argue that influential inside directors can be valuable when CEOs are less entrenched. As in other parts of the world, much of business activity in India is controlled by family firms. Around 73 percent of firms in the Bombay Stock Exchange 500 index are family run. A feature of Indian family firms is the unusually high average level of equity ownership by the founding family- about 50% percent (median ownership in our sample is 46%). This high degree of family involvement could be due to less developed institutions and capital markets and poor legal protection for minority investors (Khanna & Palepu, 2000) because of which investors may demand greater investment from the founding family. Because of this unusually high ownership, to protect their wealth, founders have the incentive to appoint skilled inside directors who are well versed with the operations of and competitive challenges facing the firm. On the other hand, because founders (or their descendants) with unusually high equity ownership often act as CEOs or board chair, they can get entrenched. They may appoint insiders as directors to pursue their own goals. However, the high ownership concentration increases the family’s share of the costs of engaging in activities that harm minority shareholders. Therefore, we hypothesize that the higher proportion of inside directors is positively related to firm performance and risk taking when the family ownership is high. 
We split the sample into two on the basis of family shareholding by setting the cut off at the median and rerun the baseline regressions. Table 6 reports the results of our regression. The dependent variables are ROA, Q and volatility of stock returns. In columns 1 through 3 we report results for firms with low family ownership and in columns 4 through 6 we report results for firms with high family ownership. The variable of interest is the proportion of inside directors. We control for leverage, growth opportunities, firm size, liquidity, sales growth, firm age and R&D intensity. Focusing on columns 1 through 3 we find that the coefficients on proportion of executive directors are all insignificant or weakly significant. That is, appointing inside directors does not result in improved profitability or result in higher risk taking in (family) firms with relatively low family ownership. The coefficients on proportion of executive directors in columns 4 and 5 are positive and statistically significant, which suggests that, in family firms with high family ownership, the higher the proportion of executive directors, higher is the ROA or Q. However, the proportion of inside directors has no bearing on risk taking even in firms with high family ownership. 
4.1.3. Firm Complexity
As pointed out earlier, Boone et al. (2007) and Coles et al. (2008) argue that complex firms may have a greater demand for outside directors to advise the managers. They also find some evidence that R&D-intensive firms, for which the firm-specific knowledge of insiders is relatively important, have a higher fraction of insiders on the board and that, for these firms, Q increases with the fraction of insiders on the board. Masulis and Mobbs (2011) find evidence that executive directors with outside directors are associated with firms having less influential CEOs and exhibiting larger growth options and greater organizational complexity.
We posit that inside directors who have intricate knowledge of their firm and its divisions would be more valuable than outside directors in multinational firms, all else equal. Prior papers have measured firm complexity using firm size, firm age and the number of business segments. We classify a firm as geographically diversified if it operates in both India and abroad and as undiversified if it operates only within India. We create two sub samples based on this measure of firm complexity. The dependent variables are ROA, Q and AMV and the variable of interest is proportion of executive directors. The results of our regression analysis are reported in Table 7. We find that the proportion of executive directors has significant influence on firm profitability and Q in both types of firms. We interpret this as evidence that executive directors may be as effective in running geographically diversified firms as they are in running simpler, undiversified firms. 
4.1.4. Tranquil and Turbulent Times
The COVID-19 pandemic in 2020 posed significant challenges for firms. A board’s role is to provide strategic guidance and oversight. The board of directors must bring necessary skills to address a firm’s specific business needs and circumstances. Boards faced a complex environment as a result of Covid-19 (Paine, 2020). Directors have had to work harder than ever. We investigate whether firms that had a higher proportion of executive directors fared as well during the COVID-19 pandemic as in the normal years. We split the sample into two time periods: 2003-2019 and 2020-2022 and run the baseline regressions. Table 8 reports the results of our analysis. We find that the positive association between the proportion of executive directors and performance can be observed not only before the pandemic (i.e. 2003-2019) but also during the COID years. We find that firms with higher proportion of inside directors had higher ROA and Q (5.48% and 1.12x, respectively) during the pandemic. Also, firms with more executive directors took more risk during the pandemic. 
4.1.5. Governance environment
In late 2002, the Securities and Exchange Board of India constituted a committee to assess the adequacy of corporate governance practices and to suggest improvements. Based on the recommendations of this committee, SEBI issued a modified Clause 49 listing agreement on October 29, 2004 (the ‘revised Clause 49’) which came into operation on January 1, 2006. The legislation in India is similar to the Cadbury Committee recommendations in the U.K and Sarbanes Oxley in the U.S.A. By an amendment dated 8 April 2008, the Securities and Exchange Board of India amended Clause 49 of the Listing Agreement to extend the requirement of 50% independent directors to all Boards of Directors. Clause 49 mandated greater board independence, enhanced disclosure requirements, and increased the power of audit committees for all firms. 
Using a difference-in-difference approach (controlling for various factors including firm-specific time trends) Dharmapala and Khanna (2013) show a substantial positive causal effect of Clause 49 on firm value. They find that the estimated effect is at least 6% of firm value (Tobin’s Q). Our focus is not on the efficacy of the governance reform per se. Insiders can entrench themselves and firms may be prone to various types of agency conflicts in the absence of strong governance regulations. We expect the agency conflicts to reduce when there is an improvement in the overall governance environment (due to regulations) and this may generally reduce the negative effects of appointing insiders on boards. Therefore, we hypothesize that the positive relation between the proportion of inside directors and firm profitability or firm value may be observable only after the enactment of Clause 49 regulations. 
So, in the next step, we divide our sample into two time periods: before and after the enactment of Clause 49 and construct a dummy variable equal to 1 for years 2009-2022. We interact this dummy with the proportion of executive directors. This interaction term is the variable of interest. We run three regressions with ROA, Q and annual stock return volatility as dependent variables. Table 9 reports the results of our regressions analysis. The coefficients of Post Clause 49 * Proportion of Executive Directors in the first column is significantly positive implying that higher ROA can be observed after the implementation of Clause 49. However, the governance environment has no significant bearing on Q or corporate risk taking. 

5. Potential Endogeneity

One concern with the panel regression is that the relation between firm performance and the proportion of inside directors may be driven by some unobserved time-varying omitted variable that determines both firm performance and control variables or by the endogeneity between firm performance and board composition. It is possible that firms with superior performance may choose more inside directors. In this case we would be overstating the positive association between firm performance and board composition in terms of proportion of inside directors[footnoteRef:8]. To address endogeneity, following Masulis and Mobbs (2011) we regress the proportion of inside directors on a set of instruments correlated with it, but uncorrelated with the firm performance regression’s error term. We model the determinants of inside directors on the board as a function of Clause 49 dummy (which we expect to influence board composition), competition (HHI) and firm size. In the second stage the predicted values of proportion of inside directors are used to model firm performance. [8:  Barnhart and Rosenstein (1998) show that although there might be an endogeneity issue in the analysis of the effects of corporate governance practices on company valuation, the general lack of a formal structural model suggests that OLS results should not be casually dismissed.
] 

	Appendix C reports the results of the first stage regression. Our results suggest that the instruments are significantly associated with the appointment of inside directors. The result of second stage regression is reported in Table 10. The dependent variables in columns 1, 2 and 3 are ROA, Q and annual stock return volatility respectively. The variable of interest is the predicted values of proportion of inside directors. We find that the proportion of inside directors is significantly positively associated with firm performance. This confirms our baseline results. The coefficient of fraction of inside directors in column is significantly negative in column 3, which suggests that the higher the proportion of insiders, the lower is the total firm risk. 

5.1.  Firm Fixed Effects
As an additional robustness test, we control for time-invariant firm specific characteristics, which may be correlated with explanatory variables by adding firm fixed effects to the regression specification. We estimate the regression equations with the following dependent variables:
(4) 	ROA = α1 +α2 (Proportion of executive directors) t + αi (Controls j) t + Firm Fixed effects + Time Fixed effects + ε				    
(5)	Tobin’s Q = α1 +α2 (Proportion of executive directors) t + αi (Controls j) t + Firm Fixed effects + Time Fixed effects + ε 
(6)  σ (Stock return) = α1 +α2 (Proportion of executive directors) t + αi (Controls j) t + Firm Fixed effects + Time Fixed effects + ε
 In Table 11 we replicate our baseline regressions with firm fixed effects. The dependent variables are ROA, Q and annual stock return volatility respectively. The coefficients on proportion of executive directors in the first two regressions are positive and statistically significant at 10 and 5 % respectively. This is in line with our baseline regressions. However, we find that appointing inside directors does not have a significant bearing on corporate risk taking. In summary, our results broadly remain qualitatively similar when we employ alternate econometrics methodologies. 
6. Conclusion

How the board composition affects firm performance is an important issue in corporate governance. One view is that insiders can entrench themselves and this may affect firm performance. The other view is that insiders are skilled, knowledgeable managers who can positively affect firm performance. We empirically examine the impact of appointing inside directors using a sample of Indian firms. Although the relation between the two may be insignificant in a developed economy context, it may be significant in an emerging market context. We contribute to the broader governance literature by examining when appointing inside directors may matter. We find that the proportion of executive directors is significantly correlated with firm profitability, corporate valuation and corporate risk taking. This result holds when we measure firm performance or risk as the average of two subsequent years. Our result that appointment of inside directors is positively related to firm performance is robust to the use of instrumental variables regression. We observe the positive association between the proportion of inside directors and firm performance or risk mostly in highly competitive industries and when the founding family shareholding is high. Adding inside directors does have a positive impact on profitability and Q when firm complexity is more. The performance effects are observable after an improvement in the broader governance environment as well as before and during the COVID 19 pandemic. Overall, we find that the composition of the board in terms of presence of executive directors may be an important determinant of firm performance and risk taking. 
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Table 1A: Descriptive Statistics
This table reports descriptive statistics of variables used in this paper. We report the, mean, median, standard deviations, 25th and 75th percentiles. Our sample consist of 1183 BSE listed non-financial firms with annual data from 2003 to 2022. The definitions of all variables are presented in Appendix A. 
	Variable
	Observations
	 Mean
	Median
	 Std. Dev.
	25th percentile
	
75th percentile


	Panel A: Governance Variables

	Board size (n)
	21154
	9.54
	9
	3.437
	7
	11

	Proportion of Executive Directors 
	21151
	0.279
	0.27
	0.165
	0.166
	0.384

	Executive Directors (n)
	21154
	2.68
	2
	1.88
	1
	4

	Proportion of Independent Directors 
	21151
	0.428
	0.45
	0.189
	0.3636
	0.545

	Independent Directors (n)
	21154
	4.13
	4
	2.20
	3
	5

	Panel B: Dependent Variables

	 ROA (%)
	22087
	12.408
	11.93
	15.262
	6.91
	17.455

	 Tobin’s Q (x)
	19909
	1.21
	0.729
	1.45
	0.404
	1.37

	 Annual Stock Volatility %
	20193
	14.708
	12.78
	8.797
	9.405
	19.128

	Panel C: Control Variables

	 Leverage (x)
	21898
	0.282
	0.278
	0.277
	0.101
	0.438

	 M/B Ratio (x)
	20364
	2.756
	1.213
	3.265
	0.534
	2.744

	 Firm Size (natural log of total assets)
	22055
	6.505
	6.058
	2.045
	4.710
	7.422

	 Firm age (n)
	23143
	35.347
	28
	21.243
	20
	44

	 HHI (n)
	22559
	735.63
	437.4
	971.49
	124.94
	975.6

	 Current Ratio (times)
	21555
	2.537
	1.225
	23.314
	0.898
	1.775

	 Sales Growth (%)
	20312
	20.10
	10.85
	534.08
	-2.867
	26.098

	 R&D (m)
	19757
	44.282
	0
	604.44
	0
	0.4

	 Family Shareholding %
	20833
	42.275
	46.586
	24.409
	26.911
	60.166


Table 1 B: Descriptive Statistics for High and Low (proportion of) Executive Directors Subsamples
This table reports descriptive statistics for two sub-samples formed with high and low proportion of Executive Directors with the cut off at the median. The definitions of all variables are presented in Appendix A. The significance of differences in means is based on the Student t test. . The asterisk superscripts ***, ** and * indicate statistical significance at the 1%, 5% and 10% levels, respectively.
                                                                                         Low Exec. Directors     High Exec. Directors
	Variable
	 Mean
	Median
	 Mean
	Median
	Difference in mean (t statistics)

	Panel A: Governance Variables

	Board size (n)
	9.45
	9
	9.647
	9
	-0.335*** (-7.1)

	Proportion of Executive Directors
	0.151
	0.166
	0.414
	0.4
	-0.262*** (-190)

	Executive Directors (n)
	1.483
	1
	3.9
	4
	-2.5*** (-125.7)

	Proportion of Independent Directors 
	0.433
	0.5
	0.422
	0.444
	0.009*** (3.35)

	Independent Directors (n)
	4.186
	3
	4
	4
	0.02 (0.65)

	Panel B: Dependent Variables

	 ROA (%)
	12.503
	12.01
	12.67
	12.21
	0.316 (1.5)

	 Tobin’s Q (n)
	1.19
	0.709
	1.23
	0.760
	0.055*** (2.6)

	Annual Stock Volatility/Risk (%)
	15.236
	13.31
	14.11
	12.29
	1.044*** (8.45)

	Panel C: Control Variables

	 Leverage (n)
	0.305
	0.267
	0.256
	0.207
	0.045*** (8.85)

	 MB Ratio (n)
	2.29
	1.222
	3.28
	1.244
	-0.894** (-2.05)

	 Firm Size (natural log of total assets)
	6.04
	6.02
	7.039
	6.93
	-0.09***(-29.15)

	 Liquidity (n) 
	0.064
	0.0002
	0.705
	0.0006
	-0.64*** (-16.5)

	 Firm age (n)
	34.68
	29
	36.18
	31
	0.024*** (3.7)

	 HHI (n)
	715.58
	434.4
	760.30
	438.91
	-60.5*** (-4.55)

	 Current Ratio times 
	2.899
	1.17
	2.116
	1.28
	0.469** (2.15)

	 Sales Growth (%)
	17.77
	11.52
	22.55
	2.91
	-5.874 (-0.75)

	 R&D (m)
	6.121
	0
	95.717
	0
	-84.2*** (-9.35)


TABLE 1 C: Descriptive Statistics for subsamples before and after the implementation of Clause 49 
[bookmark: _Hlk149644767]This table reports descriptive statistics for two sub-samples formed before and after the introduction of Clause 49 regulation in India. We report mean and median values. The definitions of all variables are presented in Appendix A. The significance of differences in means is based on the Student t test. The asterisk superscripts ***, ** and * indicate statistical significance at the 1%, 5% and 10% levels, respectively.
								   Pre-Clause 49	    Post-Clause 49
	Variable
	 Mean
	Median
	 Mean
	Median
	Difference in mean (t statistics)

	Panel A: Governance Variables

	 Board size (n)
	8.73
	8
	9.869
	10
	-1.139*** (-21.9)

	Proportion of Executive Directors
	0.233
	0.222
	0.297
	0.285
	-0.06*** (-24.55)

	Executive Directors (n)
	2.03
	2
	2.93
	3
	-0.893*** (-31.7)

	Proportion of Independent Directors 
	0.365
	0.428
	0.452
	0.461
	-0.08*** (-30.85)

	Independent Directors (n)
	3.29
	3
	4.45
	4
	-1.16 ***(-35.4)

	Panel B: Dependent Variables

	 ROA (n)
	14.077
	13.25
	11.697
	11.27
	2.38*** (10.65)

	 Tobin’s Q (n)
	1.114
	0.721
	1.25
	0.732
	-0.139***(-6.05)

	Annual Stock Volatility/Risk (n)
	19.24
	16.629
	12.957
	11.674
	6.287*** (48.05)

	Panel C: Control Variables

	Leverage (n)
	0.326
	0.308
	0.264
	0.204
	0.062*** (11.35)

	MB Ratio (n)
	2.22
	1.273
	2.963
	1.219
	-0.743 (-1.55)

	 Firm Size (natural log of total assets)
	5.359
	5.34
	6.994
	6.90
	-1.63*** (-50.25)

	 Liquidity (n) 
	0.002
	0.004
	0.53
	0.003
	-0.52*** (-12.85)

	 Firm age (n)
	28.626
	22
	38.319
	32
	-0.012 (-1.7)

	 HHI (n)
	621.219
	111.63
	785.636
	441.64
	-164.4***(-11.7)

	 Current Ratio times 
	2.363
	1.195
	2.611
	1.24
	-0.248 (-0.7)

	 Sales Growth (n)
	28.142
	18.222
	17.266
	8.37
	10.876 (1.25)

	 R&D (m)
	0.697
	0
	65.181
	0
	-64.484***(7.05)



Table 2: Pairwise Correlation Matrix
This table presents pairwise correlation between the key variables used in the paper. Our sample covers 1183 BSE listed non-financial firms with annual data from 2003 to 2022. The definitions of all variables are presented in Appendix A. The asterisk superscripts ***, **, * represent significance at 1 %, 5% and 10% levels respectively.

	Variables
	(1)
	(2)
	(3)
	(4)
	(5)
	(6)
	(7)
	(8)
	(9)
	(10)
	(11)

	 (1) ROA
	1.000
	
	
	
	
	
	
	
	
	
	

	(2) Tobin’s Q
	-0.450***
	1.000
	
	
	
	
	
	
	
	
	

	(3) ASV
	-0.051***
	-0.003
	1.000
	
	
	
	
	
	
	
	

	(4) Proportion of ED
	-0.012*
	 0.013*
	-0.074***
	  1.000
	
	
	
	
	
	
	

	(5) ln Leverage
	-0.151***
	0.024***
	0.204****
	-0.126***
	  1.000
	
	
	
	
	
	

	(6) M/B Ratio
	0.017**
	-0.001
	 -0.023***
	0.023***
	-0.027***
	1.000
	
	
	
	
	

	(7) ln Firm Size
	0.054***
	-0.042***
	-0.355***
	0.228***
	-0.246***
	0.034***
	1.000
	
	
	
	

	(8) Liquidity
	  -0.014*
	  0.001
	-0.066***
	0.137***
	-0.272***
	 0.012*
	0.116***
	1.000
	
	
	

	(9) Sales Growth
	   0.004
	-0.002
	   0.002
	   0.000
	  -0.002
	 0.001
	 0.009
	 0.000
	  1.000
	
	

	(10) ln Firm Age
	0.030***
	-0.004
	-0.063***
	-0.043***
	-0.065***
	0.019***
	0.149***
	-0.007
	-0.025***
	1.000
	

	 (11) R&D
	  -0.007
	-0.002
	-0.054***
	0.073***
	-0.113***
	0.028***
	0.199***
	0.204***
	  -0.011
	0.021***
	1.000

	









[bookmark: _Hlk168678023]Table 3: Baseline Regressions
In this table we report the results of a panel regressions. The dependent variables are ROA measured as EBITDA/Total assets, Tobin’s Q, annualized stock return volatility. The variable of interest is the proportion of Executive directors. All variables are defined in Appendix A. Robust standard errors are clustered at the firm level. All variables are winsorized at 5% tail. The asterisk superscripts ***, **, and * represent statistical significance at the 1%, 5% and 10% levels, respectively. The t statistics are reported in parentheses.
	Variables
	ROA
	Tobin’s Q
	ASV

	Proportion of Executive Directors
	1.602**
	0.289***
	0.755**

	
	(2.016)
	(3.896)
	(2.08)

	ln (Board Size)
	1.833***
	0.004
	-1.384***

	
	(4.552)
	(0.114)
	(-7.587)

	Leverage
	-10.81***
	-1.454***
	5.88***

	
	(-17.808)
	(-22.569)
	(23.353)

	M/B Ratio
	1.061***
	0.312***
	-0.133***

	
	(17.525)
	(42.829)
	(-5.814)

	ln (Firm Size)
	-0.194**
	0.018**
	-0.814***

	
	(-2.372)
	(2.368)
	(-24.577)

	Liquidity
	3.964***
	-0.167
	-0.457

	
	(7.397)
	(-1.415)
	(-1.307)

	Sales Growth
	0.058***
	0.00
	0.011***

	
	(20.564)
	(1.041)
	(5.911)

	Ln (Firm Age)
	-0.486
	-0.125***
	-0.41***

	
	(-1.552)
	(-3.986)
	(-3.366)

	Research and Development
	-0.044
	-0.003
	-0.064***

	
	(-1.05)
	(-0.467)
	(-3.255)

	Constant
	11.044***
	1.103***
	22.874***

	
	(7.84)
	(8.08)
	(40.766)

	Industry/Year Fixed Effects 
	Yes
	Yes
	Yes

	R Squared
	0.342
	0.632
	0.317

	Observations
	15244
	15044
	15149



Table 4: Firm Performance and Risk-Taking Regressions
[bookmark: _Hlk156491899]This table reports the results of a panel regression in which the dependent variables i.e. ROA, Tobin’s Q and stock return volatility are measured as the average of two consecutive years from 2004 to 2022. The variable of interest is the proportion of executive directors in the year preceding the measurement of ROA and Q. Other control variables include leverage, Market/Book Ratio, firm size, liquidity, sales growth, firm age, Research and Development intensity (defined in Appendix A). The asterisk superscripts ***, **, and * represent statistical significance at the 1%, 5% and 10% levels, respectively. The t statistics are reported in parentheses.
	Variables
	Average ROA
	Average Tobin’s Q
	Average ASV

	Proportion of ED
	1.627*
	0.236**
	1.288**

	
	1.78
	2.17
	2.26

	Ln Board Size
	4.283***
	-0.056
	-3.315***

	
	3.83
	-0.47
	-5.60

	Leverage
	-9.211***
	-1.529***
	4.941***

	
	-12.61
	-17.99
	12.13

	M/B Ratio
	1.131***
	0.354***
	-0.356***

	
	13.36
	22.51
	-10.72

	ln Firm Size
	-0.207**
	-0.004
	-0.603***

	
	-2.25
	-0.40
	-11.49

	Liquidity
	2.596***
	-0.089
	-0.239

	
	2.60
	-0.58
	-0.87

	Sales Growth
	0.048***
	0.00
	0.005**

	
	12.84
	0.95
	2.29

	ln Firm Age
	-0.308
	-0.112**
	-0.631***

	
	-0.86
	-2.39
	-3.17

	Research and Development
	-0.044
	0.015
	-0.051*

	
	-0.68
	1.55
	-1.82

	Constant
	14.179***
	1.736***
	23.697***

	
	5.88
	5.61
	11.03

	Industry/Year Fixed Effects 
	Yes
	Yes
	Yes

	R Squared
	0.232
	0.465
	0.328

	Observations
	14233
	14070
	14153















Table 5: Impact of Product Market Competition
This table reports the results of regressing firm performance and Risk (ROA, Q and ASV) on the proportion of executive directors and other control variables in subsamples based on HHI (High and Low HHI). HHI is an indicator variable set equal to 1 if the firm belongs to an industry with HHI index value more than the median, and 0 otherwise. All variables are defined in Appendix A. Robust standard errors are clustered at the firm level. All variables are winsorized at 5 % tail. The asterisk superscripts ***, ** and * indicate significance at the 1%, 5% and 10% levels, respectively. The t statistics are reported in parentheses.
	[bookmark: _Hlk149751451]                                      Low Competition Industries
	High Competition Industries

	Variables
	ROA
	Tobin’s Q
	ASV
	ROA
	Tobin’s Q
	ASV

	Proportion of ED
	0.524
	0.306***
	0.303
	3.434***
	0.374***
	1.6

	
	0.49
	2.59
	0.33
	2.89
	2.90
	1.56

	ln Board Size
	4.563***
	-0.132
	-3.703***
	3.976***
	-0.084
	-4.282***

	
	3.47
	-1.02
	-3.81
	2.92
	-0.58
	-4.42

	Leverage
	-15.129***
	-1.66***
	7.77***
	-11.569***
	-1.623***
	4.413***

	
	-18.46
	-17.31
	13.18
	-12.16
	-14.06
	6.73

	M/B Ratio
	1.261***
	0.445***
	-0.17***
	1.174***
	0.389***
	-0.048

	
	13.55
	26.59
	-3.13
	11.95
	20.98
	-0.92

	ln Firm Size
	-0.182*
	0.017
	-1.074***
	-0.188
	0.015
	-0.812***

	
	-1.66
	1.43
	-13.01
	-1.61
	1.02
	-10.20

	Liquidity
	5.05***
	-1.171**
	1.631*
	3.961***
	0.02
	-0.559***

	
	3.08
	-2.54
	1.69
	4.45
	0.18
	-3.09

	Sales Growth
	0.076***
	-0.001
	0.019***
	.064***
	0.001
	0.008**

	
	14.91
	-1.64
	4.10
	12.46
	1.09
	2.07

	ln Firm Age
	-0.928**
	-.241***
	-0.611*
	-0.219
	-0.149***
	-0.294

	
	-2.18
	-4.51
	-1.79
	-0.47
	-2.61
	-1.05

	R&D
	-0.184*
	0.007
	-0.324***
	-0.017
	-0.009**
	-0.007

	
	-1.77
	0.52
	-4.36
	-0.66
	-2.19
	-0.85

	Constant
	15.748***
	1.761***
	27.316***
	10.171***
	1.243***
	31.422***

	
	4.84
	5.33
	5.97
	4.07
	4.42
	17.53

	Industry/Year Fixed Effects 
	Yes
	Yes
	Yes
	Yes
	Yes
	Yes

	R Squared
	0.367
	0.663
	0.269
	0.294
	0.542
	0.318

	Observations
	7731
	7619
	7675
	7518
	7430
	7479












Table 6: Impact of Founding Family Shareholding
[bookmark: _Hlk154319978]This table reports the results of regressing firm performance and Risk (ROA, Q and ASV) on the proportion of executive directors and other control variables in subsamples based on the family Shareholding (High and Low shareholding). We classify a subsample as HFS if family shareholding is more than 46.586% (median) and otherwise as LFS. All variables are defined in Appendix A. Robust standard errors are clustered at the firm level. All variables are winsorized at 5% tail.The asterisk superscripts ***, ** and * indicate significance at the 1%, 5% and 10% levels, respectively. The t statistics are reported in parentheses.
	                                             Low Family Shareholding
	High Family Shareholding

	Variables
	ROA
	Tobin’s Q
	ASV
	ROA
	Tobin’s Q
	ASV

	Proportion of ED
	1.221
	0.281*
	0.277
	2.741**
	0.405***
	0.962

	
	0.93
	1.74
	0.26
	2.38
	3.11
	0.952

	Ln Board size
	4.563***
	0.082
	-4.116***
	3.852***
	-0.205
	-3.998***

	
	3.10
	0.59
	-3.89
	2.70
	-1.25
	1.036

	Leverage
	-13.38***
	-1.68***
	7.648***
	-13.266***
	-1.66***
	4.94***

	
	-13.10
	-14.28
	10.90
	-14.24
	-13.97
	0.65

	M/B Ratio
	1.24***
	0.336***
	-0.201***
	1.192***
	0.492***
	0.002

	
	10.03
	15.95
	-3.63
	12.11
	24.70
	0.061

	ln Firm Size
	-0.175
	0.014
	-1.059***
	-0.167
	0.013
	-0.892***

	
	-1.33
	1.03
	-12.10
	-1.29
	0.84
	0.087

	Liquidity
	3.055***
	-0.072
	-0.413**
	14.868***
	-0.637
	-0.214

	
	4.67
	-0.62
	-2.06
	6.23
	-0.97
	1.445

	Sales Growth
	0.064***
	0.001
	0.011***
	.074***
	-0.001
	0.016***

	
	12.55
	1.20
	2.58
	14.85
	-1.37
	0.004

	ln Firm Age
	0.354
	-0.098
	-0.863**
	-1.298***
	-0.25***
	0.089

	
	0.75
	-1.59
	-2.44
	-2.77
	-3.96
	0.34

	R&D
	-0.007
	-0.09***
	0.005
	-0.278
	0.029
	-0.448***

	
	-0.65
	-4.41
	1.07
	-1.31
	1.03
	0.119

	Constant
	16.499***
	0.941***
	28.926***
	17.613***
	2.09***
	19.642***

	
	6.40
	3.36
	15.99
	5.30
	4.39
	6.067

	Industry/Year Fixed Effects 
	Yes
	Yes
	Yes
	Yes
	Yes
	Yes

	R Squared
	0.332
	0.516
	0.334
	0.324
	0.688
	0.256

	Observations
	6969
	6863
	6927
	8280
	8186
	8227
















Table 7: Impact of Firm Complexity
This table reports the results of regressions within two sub samples based on geographical diversity. A firm is classified as diversified if it operates in India and abroad and as undiversified if it operates only within India. The dependent variables are ROA, Q and ASV and the variable of interest is proportion of executive directors. All variables are defined in Appendix A. Robust standard errors are clustered at the firm level. All variables are winsorized at 5% tail.  The asterisk superscripts ***, ** and * indicate significance at the 1%, 5% and 10% levels, respectively. The t statistics are reported in parentheses.

	                                    Undiversified Firms
	Diversified Firms

	[bookmark: _Hlk149826069]Variables
	ROA
	Tobin’s Q
	ASV
	ROA
	Tobin’s Q
	ASV

	Proportion of ED
	2.009*
	0.271**
	0.593
	2.489*
	0.384**
	1.344

	
	1.73
	2.11
	0.58
	1.88
	2.48
	1.30

	Ln Board size
	4.49***
	0.004
	-4.814***
	4.168***
	-0.219
	-2.962***

	
	3.45
	0.03
	-4.88
	2.61
	-1.30
	-2.82

	Leverage
	-11.94***
	-1.43***
	5.478***
	-15.047***
	-1.87***
	7.57***

	
	-13.20
	-12.68
	8.16
	-14.24
	-15.22
	10.50

	M/B Ratio
	1.368***
	0.451***
	-0.108
	1.123***
	0.405***
	-0.135***

	
	12.30
	20.56
	-1.64
	10,78
	22.99
	-2.72

	ln Firm Size
	-0.224**
	0.011
	-1.02***
	-0.211
	0.011
	-0.829***

	
	-1.98
	0.82
	-12.25
	-1.48
	0.73
	-9.35

	Liquidity
	2.793***
	0.027
	-0.573**
	8.917***
	-0.737**
	-0.147

	
	3.71
	0.17
	-2.19
	3.21
	-2.20
	-0.27

	Sales Growth
	0.06***
	0
	0.006*
	0.076***
	0
	0.023***

	
	13.97
	-1.04
	1.85
	12.67
	0.01
	5.07

	ln Firm Age
	-1.129**
	-0.21***
	-0.873**
	0.057
	-0.18***
	0.006

	
	-2.30
	-3.29
	-2.46
	0.12
	-3.11
	0.02

	R&D
	0.027
	-0.006
	-0.051
	-0.245***
	-0.001
	-0.131***

	
	0.47
	-0.71
	-1.44
	-2.74
	-0.04
	-3.06

	Constant
	14.68***
	1.216***
	16.673***
	12.651***
	1.722***
	23.143***

	
	6.67
	4.46
	9.61
	4.14
	3.30
	12.12

	Industry/Year Fixed Effects 
	Yes
	Yes
	Yes
	Yes
	Yes
	Yes

	R Squared
	0.307
	0.575
	0.302
	0.355
	0.635
	0.277

	Observations
	8002
	7867
	7939
	7609
	7531
	7575











Table 8: Impact of Covid-19
In this table we investigate the Impact of the Covid-19 Pandemic. The sample is divided into two subsamples: Pre-Covid i.e. 2003-2019 and Covid i.e. 2020-2022. Our variable of Interest is the proportion of executive directors. The dependent variables are ROA, Q and annualized stock return volatility. All variables are defined in Appendix A. Robust standard errors are clustered at the firm level. All variables are winsorized at 5% tail.  The asterisk superscripts ***, ** and * indicate significance at the 1%, 5% and 10% levels, respectively. The t statistics are reported in parentheses.
	                               Pre- Covid Years (2003-2019)
	During Covid (2020-2022)

	Variables
	ROA
	Tobin’s Q
	ASV
	ROA
	Tobin’s Q
	ASV

	Proportion of ED
	2.316**
	0.287***
	0.737
	5.484*
	1.127**
	1.575*

	
	2.56
	2.90
	 0.94
	1.85
	2.19
	1.69

	Ln Board size
	4.056***
	-0.176
	-4.108***
	3.075
	0.519
	-0.946

	
	3.82
	-1.63
	-5.29
	0.74
	0.86
	-0.74

	Leverage
	-13.402***
	-1.51***
	6.109***
	-6.18
	0.734
	3.284**

	
	-18.36
	-17.18
	12.21
	-1.54
	1.13
	2.30

	M/B Ratio
	1.306***
	0.493***
	-0.105**
	0.966***
	0.026
	-0.124***

	
	14.93
	30.87
	-2.17
	8.30
	1.26
	-3.24

	ln Firm Size
	-0.266***
	0.01
	-0.934***
	0.342
	-0.158***
	-0.624***

	
	-2.64
	0.89
	-13.87
	0.96
	-4.46
	-6.25

	Liquidity
	-296.46***
	-0.747
	260.543***
	1.838***
	0.181***
	-0.261**

	
	-3.01
	-0.07
	3.11
	5.23
	3.46
	-2.16

	Sales Growth
	0.067***
	-0.001
	0.014***
	0.079***
	-0.001
	0.008*

	
	17.75
	-1.37
	4.31
	6.04
	-0.41
	1.79

	ln Firm Age
	-0.617*
	-0.2***
	-0.457*
	0.107
	-0.167
	0.006

	
	-1.70
	-4.25
	-1.66
	0.13
	-1.32
	0.02

	R&D
	-0.247
	0.028
	-0.504***
	-0.001
	0
	0

	
	-1.32
	1.24
	-4.15
	-1.30
	0.18
	0.83

	Constant
	18.085***
	1.671***
	22.728***
	7.267
	.367
	18.092***

	
	6.57
	5.22
	5.36
	1.03
	0.48
	11.23

	Industry/Year Fixed Effects 
	Yes
	Yes
	Yes
	Yes
	Yes
	Yes

	R Squared
	0.333
	0.701
	0.267
	0.294
	0.101
	0.192

	Observations
	13,993
	13,793
	13,906
	1256
	1256
	1248












Table 9: Impact of Governance Environment
[bookmark: _Hlk149644126]This table reports the results of regressing firm performance and Risk (ROA, Q and ASV) on the dummy variable “Post Clause 49” which takes the value 1 for years after the introduction of Clause 49 in India i.e. after 2008. “Post * ED” is an interaction variable created by taking the product of Post Dummy and proportion of executive directors. Control variables include board size, proportion of independent directors, natural log of leverage, Market to book ratio, natural log of firm size, liquidity, sales growth, natural log of firm age, and R&D intensity. All variables are defined in Appendix A. Robust standard errors are clustered at the firm level. The asterisk superscripts ***, ** and * indicate significance at the 1%, 5% and 10% levels, respectively. The t statistics are reported in parentheses.

	[bookmark: _Hlk149833842]Variables
	ROA
	Tobin’s Q
	ASV

	Post Clause 49
	-14.134***
	-1.432***
	-0.348

	
	-5.80
	-4.68
	-0.09

	Post Clause 49* ED
	2.642***
	0.209
	0.527

	
	2.64
	1.45
	0.71

	Ln Board size
	3.843***
	0.009
	-3.636***

	
	3.88
	0.08
	-5.17

	Proportion of ID
	0.171
	-0.023
	-0.63

	
	0.24
	-0.27
	-1.09

	Ln Leverage
	-12.263***
	-1.595***
	4.904***

	
	-18.41
	-11.67
	11.21

	M/B Ratio
	0.662***
	0.221***
	-0.064***

	
	7.45
	6.80
	-2.70

	ln Firm Size
	0.001
	0.05***
	-0.93***

	
	0.01
	3.25
	-15.66

	Liquidity
	1.747***
	0.096
	-0.304***

	
	4.26
	1.60
	-2.76

	Sales Growth
	0.029***
	0.001**
	0.011***

	
	10.48
	2.13
	5.32

	ln Firm Age
	-0.568
	-0.167***
	-0.4*

	
	-1.60
	-3.62
	-1.74

	R&D
	0
	0**
	0***

	
	-1.57
	-1.96
	4.83

	Constant
	17.15***
	1.494***
	22.805***

	
	6.14
	4.45
	5.65

	Industry/Year Fixed Effects 
	Yes
	Yes
	Yes

	R Squared
	0.282
	0.484
	0.284

	Observations
	15,249
	15,049
	15,154

















Table 10: Instrumental Variables Regression
This table reports the results of Instrumental Variables regression. The dependent variables are ROA, Tobin’s Q and ASV. The predicted values of Proportion of Executive Directors on the board are obtained by regressing actual values on the instruments i.e. Clause 49 dummy, HHI and Firm size in the first stage regression. In the second stage, the outcome variables (ROA, Tobin’s Q, ASV) are regressed on predicted values of Proportion of Executive directors and other controls. All the control variables are defined in Appendix A. The regressions include Industry and time fixed effects. Variables are winsorized at the 1% level. Robust standard errors are clustered at the firm level. The asterisk superscripts ***, **, and * represent statistical significance at the 1%, 5% and 10% levels, respectively. The t statistics are reported in parentheses.

	Variables 
	ROA
	Tobin’s Q
	ASV

	Predicted values of Proportion of ED
	27.029***
	7.664***
	-197.337***

	
	(3.68)
	(8.31)
	(-28.60)

	Ln Leverage
	-1.385***
	-.242***
	.642***

	
	(-29.59)
	(-41.14)
	(14.64)

	M/B Ratio
	.618***
	.197***
	-.086***

	
	(31.71)
	(81.01)
	(-4.74)

	Liquidity
	1.221***
	-.052*
	.063

	
	(5.59)
	(-1.90)
	(0.31)

	Sales Growth
	.036***
	.001***
	.012***

	
	(21.50)
	(5.14)
	(7.64)

	Ln Firm Age
	-.448***
	-.158***
	-.576***

	
	(-2.89)
	(-8.12)
	(-3.97)

	R&D
	0***
	0***
	0**

	
	(-3.02)
	(-4.51)
	(2.20)

	Constant
	12.835***
	.422
	29.429***

	
	(2.79)
	(0.73)
	(6.84)

	Industry/Year Fixed Effects 
	Yes
	Yes
	Yes

	R-squared
	0.218
	0.456
	0.275

	Observations
	14,129
	13,928
	14,036




Table 11: Firm Fixed Effects
This table reports the results of a panel regressions. The dependent variables are ROA measured as EBITDA/Total assets, Tobin’s Q, annualized stock return volatility. The variable of interest is the proportion of Executive directors. All variables are defined in Appendix A. Robust standard errors are clustered at the firm level. All variables are winsorized at 5% tail. The asterisk superscripts ***, **, and * represent statistical significance at the 1%, 5% and 10% levels, respectively. The t statistics are reported in parentheses.

 
	Variables
	ROA
	Tobin’s Q
	ASV

	   
	  (1)
	  (2)
	  (3)

	Proportion of Executive Directors
	0.779*
	0.212***
	-0.353

	
	(1.667)
	(2.62)
	(-0.584)

	ln (Board Size)
	-0.397*
	-0.004
	-0.857***

	
	(-1.663)
	(-0.10)
	(-2.799)

	Leverage
	-12.272***
	-1.426***
	2.665***

	
	(-33.389)
	(-16.736)
	(5.28)

	M/B Ratio
	0.851***
	0.272***
	0.192***

	
	(29.788)
	(30.753)
	(4.828)

	ln (Firm Size)
	-0.647***
	0.061***
	-0.47***

	
	(-7.006)
	(2.584)
	(-3.538)

	Liquidity
	2.153***
	-0.376***
	0.293

	
	(6.414)
	(-2.91)
	(0.989)

	Sales Growth
	0.048***
	0.00
	0.008***

	
	(28.231)
	(0.782)
	(3.938)

	Ln (Firm Age)
	-0.991
	0.01
	-2.143

	
	(-0.426)
	(0.02)
	(-1.021)

	Research and Development
	-0.01
	-0.023***
	-0.036*

	
	(-0.406)
	(-2.829)
	(-1.714)

	Constant
	22.245***
	0.504
	26.167***

	  
	(2.588)
	(0.281)
	(3.339)

	Firm/Year Fixed Effects 
	Yes
	Yes
	Yes

	Observations
	15,231
	15,031
	15,135

	R-squared
	0.623
	0.755
	0.472

	











Appendix A: Description of Variables

	Variables
	Description
	Source

	
Governance Variables

	Board size
	Total number of directors in a given year.
	 CMIE Prowess Database /Author computation

	[bookmark: _Hlk149643807][bookmark: _Hlk149643793]Proportion of Executive Directors
	[bookmark: _Hlk149643818]Number of executive directors divided by the board size.
	 CMIE Prowess Database /Author computation

	Executive Directors
	Total Number of executive directors
	 CMIE Prowess Database /Author computation

	Proportion of Independent Directors
	Number of Independent directors divided by the board size.
	 CMIE Prowess Database /Author computation

	Independent Directors 
	Total number of independent directors on the board.
	 CMIE Prowess Database /Author computation

	
Dependent Variables

	[bookmark: _Hlk149643873]ROA (Return on Assets)
	[bookmark: _Hlk149643861]Earnings before interest, tax and depreciation divided by total Assets.

	 CMIE Prowess Database /Author computation

	[bookmark: _Hlk149643896]Tobin’s Q
	[bookmark: _Hlk149643907](Market value of equity + Book value of preferred debt+ net current assets+ long term debt)/ Total Assets.
	 CMIE Prowess Database /Author computation

	[bookmark: _Hlk149644246]Annual Stock Volatility (ASV, Risk)
	Standard deviation of annualized monthly stock returns.
	 CMIE Prowess Database /Author computation

	Firm level Control Variables

	Leverage
	Long term debt divided by total assets.
	 CMIE Prowess Database /Author computation

	Market to Book Ratio (MB)
	Market value of equity by book value of equity.
	 CMIE Prowess Database /Author computation

	Sales Growth (%)
	Sales increase divided by total sales from previous period, converted in percentage form.
	 CMIE Prowess Database /Author computation

	Firm Size
	Natural logarithm of Book value of Total Assets.
	 CMIE Prowess Database /Author computation

	Liquidity
	Current assets divided by current liabilities.
	 CMIE Prowess Database /Author computation

	ln Firm Age
	Log of Number of years of existence since incorporation.
	 CMIE Prowess Database /Author computation

	Firm age
	 Number of years of existence since incorporation.
	 CMIE Prowess Database /Author computation

	HHI
	Herfindhal Hirschman index is calculated as the sum of squared percentages of market shares (sales) of all firms in each industry measured each year.
	 CMIE Prowess Database /Author computation

	R& D Intensity (R&D)
	R&D expense as a fraction of sales
	 CMIE Prowess Database /Author computation

	[bookmark: _Hlk149643935]% Family Shareholding
	[bookmark: _Hlk149643947]Percentage of Shares held by the founding family in a firm.
	 CMIE Prowess Database /Author computation

	[bookmark: _Hlk149643977]Diversification Dummy 
	[bookmark: _Hlk149643998]Dummy variable equal to 0 if firm operates only within India and 1 if it operates both within India and abroad.
	 CMIE Prowess Database /Author computation

	[bookmark: _Hlk149644009]COVID Dummy 
	[bookmark: _Hlk149644051]Dummy Variable equal to 0 for pre COVID years i.e. 2003-2019 and 1 for COVID years i.e.  2020-2022.
	Author computation

	Market Competition Dummy
	Dummy Variable equal to 1 for values greater than the median value of HHI and 0 otherwise
	Author computation

	Family Ownership Dummy (High/Low)
	Dummy variable equal to 1 for values greater than median value of family shareholding and 0 otherwise. 
	Author computation

	Clause 49 dummy
	Dummy variable which takes the value 1 for years after the introduction of Clause 49 in India i.e. after 2008 and 0 for years before.
	 Author computation

	Post*Executive Directors
	Interaction variable created by taking the product of Post Dummy and proportion of Executive directors on board.
	 Author computation

	Post*Independent Directors
	Interaction variable created by taking the product of Post Dummy and proportion of Independent directors on board.
	 Author computation






Appendix B: Panel Regressions of firm performance and risk taking using a sample of U.S and U.K firms
In this table we report the results of a panel regression using a sample of firms drawn from the U.S and U.K. The sample consists of 447 public firms based in the United States and United Kingdom from 2011 to 2021. The dependent variables are ROA measured as EBITDA/Total assets, Tobin’s Q and annualized stock return volatility. The variable of interest is proportion of Executive directors on the board. Robust standard errors are clustered at the firm level. The asterisk superscripts ***, **, and * represent statistical significance at the 1%, 5% and 10% levels, respectively. The t statistics are reported in parentheses.

	Variables
	ROA
	Tobin’s Q
	ASV

	
	
	
	

	Proportion of Executive Directors
	2.22
(1.20)
	-0.044
(-0.31)
	-7.707**
(-2.12)

	ln Leverage
	-2.87
	1.19***
	5.781*

	
	(-0.82)
	(4.82)
	(1.70)

	M/B Ratio
	-0.001
	0.001
	-0.002

	
	(-0.18)
	(1.51)
	(-0.57)

	HHI 
	-0.001***
	0***
	0.004***

	
	(-2.75)
	(-8.40)
	(3.17)

	ln Firm Size 
	1.133***
	-0.022
	-3.25***

	
	(5.42)
	(-1.54)
	(-8.23)

	ln Firm Age
	1.589***
	0.033
	-4.347***

	
	(4.03)
	(0.88)
	(-3.82)

	Liquidity
	10.351***
	4.818***
	3.473

	
	(4.42)
	(13.66)
	(1.01)

	Constant
	-5.745
	0.473**
	86.068***

	
	(-0.48)
	(1.97)
	(15.23)

	Industry/Year Fixed Effects 
	Yes
	Yes
	Yes

	R Squared
	0.257
	0.370
	0.158

	Observations
	4226
	4226
	4038









Appendix C: First Stage Instrumental Variables Regression
This table reports the results of the first stage instrumental variables regression. The dependent variable is the proportion of inside directors on the board. The explanatory variables are Clause 49 Dummy (set equal to 1 for years after 2008 and 0, otherwise), extent of competition (HHI) and natural logarithm of firm size. The t statistics are reported in parentheses. The asterisk superscripts ***, **, and * represent statistical significance at the 1%, 5% and 10% levels, respectively.

	Variables
	Proportion of Inside Directors

	
	

	Clause 49 Dummy
	0.335***

	
	(49.11)

	HHI
	0.00***

	
	(3.81)

	ln Firm Size
	0.005***

	
	(4.9)

	Intercept
	0.02

	
	(0.88)


	R-squared
	0.34

	Observations
	20,528

	
	















