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We study the cross-section of risk using a two-beta market decomposition. 
We find that variables related to the board of directors explain differences in 
risk among UK firms in the period 1990-2008. By focusing in risk, our paper 
provides an alternative view to the corporate governance literature which 
mainly looks at the value of the firm.

INTRODUCTION

Corporate governance has increasingly become a topic of debate in both 
academic literature and in society. Among other corporate governance 
characteristics there has been particular emphasis in the role and composition 
of the board of directors. There is a considerable range of legislation, 
regulatory pressures and other (complementary) methods designed to 
encourage directors to act in shareholder's interests. Research has therefore 
been dominated by studies that assess the relationship between board 
characteristics and the firm's value. An increased value or stock price may be, 
however, the result of the undertaking of higher risk business strategies. 
Executives and boards may choose risky company projects that have a 
chance of dramatically increasing the stock price. If they, however, did not 
share the same loss than shareholders when the projects were unsuccessful 
(as it is very often the case), then it is in the shareholders' interest to assess if 
executives and boards are undertaking excessive risks. Thus, we believe that 
looking at corporate governance literature from a different perspective -i.e. 
risk-taking- is an important consideration and will fill a fundamental gap in the 
current literature.

There is a focus on measuring the role that risk-taking strategies played 
in the recent crisis. Presidents, ministers and economic advisors around the 
world are currently working on the best ways to limit risky strategies. For 
example, there are important efforts in the United States and the United 
Kingdom to reduce the payment of "performance" bonds as these are 
believed to encourage risk-taking. In formulating a bailout package for the big 
three American auto companies, Congress first demanded that the three 
CEOs accepted compensation of only $1 as they were perceived as having 
taken excessive risks. In the UK, the compensation of the CEOs includes a 
variable component of 60% (e.g. incentive-type instruments tied to reported 
earnings or stock prices) which suggests that there may be incentives to 
undertaking risks across the economy.
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The board of directors are normally persons nominated by the firm's 
management or board's nominating committee. Academics, politicians and 
executives of other firms can become directors. Companies may set the 
minimum amount of experience required to be part of the board, other firms 
may require that the candidate is a top executive in a large corporation. The 
board of directors is responsible for the following functions: voting on major 
financial decisions, voting on major operating proposals, on hiring the CEO, 
on offering expert advice to management. Given these important functions, it 
is important to assess if specific characteristics related to the board of 
directors affect the systematic risk of a company. 

We carry our analysis in two stages. Firstly, we determine the risk of each 
firm through a time series analysis. Secondly, we assess if differences among 
risk may be explained, among others, by characteristics of the board of 
directors.

To measure risk we will use betas or sensitivities of asset returns to 
underlying sources of risk. For decades, betas have been used by academic 
and practitioners to model and control systematic risks. According to the 
Capital Asset Pricing Model (CAPM) of Sharpe (1964) and Lintner (1965), a 
stock's risk is summarized by its beta with the market portfolio of all invested 
wealth. We follow Campbell and Vuolteenaho (2005) and break the CAPM 
beta into two components, one reflecting news about the market's future cash 
flows and one reflecting news about the market's discount rates. By looking at 
two separate betas, we will be able to undertake a deeper analysis of risk. We 
carry out our analysis using1129 firms in the UK looking at a horizon of 18 
years, i.e. January 1990-December 2008. We calculate two betas for each 
firm for the period that the longest serving director of the board has been in 
the firm. 

A recent paper of Campbell, Polk and Vuolteenaho (2009) looks at the firm-
level determinants of systematic risk using the two beta decomposition. They 
consider variables that have been proposed as indicators of risk at firm level. 
Thus, to be agnostic about the variables that we incorporate into our cross-
sectional analysis, besides those corresponding to board characteristics, we 
construct and use analogous variables to theirs: namely, market beta and the 
residual standard deviation from a market-model regression, average ROA 
and the time series volatility of each firm's ROA, capital expenditure and book 
leverage. We construct these variables using the same years over which our 
two time-series betas were calculated to make sure that they correspond to 
the time period on which the longest serving director contributed to the 
performance of the firm. Alongside these variables, we include those variables 
related to corporate governance. We note that in the corporate governance 
literature there has been particular emphasis on the role and composition of 
the board of directors. In the UK, the "Combined Code of Corporate 
Governance (2008)" recommends, among other practices that: at least 50% of 
the directors should be independent; the board should meet sufficiently 
regularly; the Chairman should be different from the CEO; the director's 
shareholdings should be disclosed. The code also recommends that the 
board should not agree to a full time executive director or chairman to take 



more than one non-executive directorships in a FTSE 100 company. Other 
characteristics that are of particular interest are the experience of the director 
and size of the board. Thus, taking into consideration existing research and 
subject to data availability, the following variables are used: experience (which 
considers the number of directorships in both listed companies and privately 
held firms); directors' shareholdings, board size, CEO-Chairman duality, 
number of independent directors, busyness (number of boards that a directors 
sits at) and market value. The measure of experience used in this paper 
follows Sakar and Sakar (2009), who argue that a measure of experience that 
incorporates the number of directors in listed and privately owned companies 
reduces the likelihood of measurement error.

Our findings suggest that the amount of experience, busyness and CEO-
chairman duality contribute to the systematic risk of a firm. Our results show 
that the more experienced the director, the lower the risk of the company; the 
busier the director, the lower the risk of the company; and the combination 
CEO-Chairman adds to the risk of a firm. However, there is no evidence that 
other characteristics of the board of directors, e.g. director's shareholdings or 
the number of independent directors, contribute to the risk of the company.


