


for authority (Etzioni, 1975). Similarly, stew-
ardship theory argues that the detailed
operational knowledge, expertise and com-
mitment to the firm by executive directors,
will tend to make firms with a management-
dominated board most profitable.

In empirical tests of these opposing
theories, some studies support the agency
theory prediction (e.g. Baysinger and Butler,
1985; Daily and Dalton, 1994; Ezzamel and
Watson, 1993), while others corroborate
stewardship theory (e.g. Donaldson and
Davis, 1994; Kesner, 1987; Muth and Donald-
son, 1998) thereby providing reason to ques-
tion the presumptions prevailing in policy
circles. Nevertheless, most reviews of relevant
studies have reported mixed results or no
conclusive evidence to support either agency
or stewardship theory predictions about
mean performance as a result of board
composition (e.g. Baliga, Moyer and Rao,
1996; Boyd, 1995).

As the effects of board composition on
performance are equivocal, this raises ques-
tions about functionalist accounts of changes
in board composition. For instance, agency
theory predicts that boards would be inde-
pendent owing to their virtue of promoting
shareholder wealth. This expectation, how-
ever, was disconfirmed by most large firms
having management-dominated boards dur-
ing the 1950±70s (Mace, 1971). Board compo-
sition in large corporations seems to have
gone through three phases. During the 1950's,
1960s and 1970's, boards dominated by
managers were the norm. Then boards came
to have more non-executives during the
1980s. In the 1990s, this trend has continued
in some quarters, while in others there has
been a reversion back to the more manage-
rially-controlled board. A new theory is thus
needed to account for board composition.
Organizational portfolio theory provides an
explanation of board composition as a result
of firm risk and performance.

Organization Portfolio Theory

Organizational portfolio theory argues that
performance drives organizational change. It
aims to provide a coherent explanation of
the factors which produce adaptation and
culminate in long-term success, as well as
why some organizations fail to make needed
changes. Organizational portfolio theory
stipulates a range of eight portfolio factors
which interact to cause performance fluctu-
ations (i.e. risk). Two portfolio factors that
serve to increase corporate performance risk
are business cycles and divisional risk. Three

portfolio factors that reduce risk are diversi-
fication, divisionalisation, and non-executive
directors. Factors which directly increase the
likelihood of particularly low performance
are competition and debt, while divestment
lessens the chance of exceptionally low
performance (see Donaldson (1999) for a
detailed discussion).

Organizational portfolio theory postulates
that these eight portfolio factors interact to
affect variations in overall organizational
performance and trigger structural adapta-
tions. Firm risk is conceptualised as reflecting
the variance of each of the portfolio factors, as
well as the extent to which they are corre-
lated. It follows that positively correlated
factors will collectively raise the level of risk
(i.e. performance variance), thereby leading to
the instances of high performance that result
in growth, as well as the low performance
which precipitates adaptations (See Figure 1).

Central to organizational portfolio theory
is the level of performance necessary to
precipitate or prevent the implementation of
needed structural adaptations. Firms typically
need to experience a crisis of poor per-
formance before they make required struc-
tural changes (Chandler, 1962; Child, 1972;
Donaldson, 1987; Hamilton and Shergill,
1992; 1993; Williamson, 1971). Organizational
portfolio theory thus asserts that a combi-
nation of portfolio factors which causes
performance to drop below the satisficing
level1 (March and Simon, 1954) is the usual
trigger of organizational adaptations. While
the board and top management may some-
times sense the need for different structural
arrangements before a crisis occurs, this
realisation alone is often insufficient to over-
come the impediments of change (e.g. lack of
precise knowledge about cause and effect
relationships) if poor performance is missing.

A fundamental insight of organizational
portfolio theory is that negatively correlated
portfolio factors are likely to nullify each
other, thereby lowering risk and reducing the
likelihood of the sub-satisficing performance
that precipitates structural changes. For in-
stance, during a rising business cycle, firms
tend to maintain a misfit between their
strategy and their structure, thereby perform-
ing sub-optimally. This is because during
such periods, due to the booming economy,
profit levels tend to remain above the satis-
ficing level below which change occurs,
regardless of the extent of a firm's misfit. In
this instance, the negative effect of misfit on
performance is offset by the positive effect of
the rising business cycle. In contrast, being in
misfit during a falling business cycle leads to
both misfit and the business cycle having a
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negative effect on performance. This occur-
rence is more likely to culminate in the sub-
satisficing performance that triggers organiz-
ational change.

It is often considered that reducing a firm's
risk is desirable but this may be false. Based
upon the finance axiom the firm economic
value = financial return / risk (Brealey and
Myers, 1996), it follows that lowering firm
risk may be a means of increasing short-term
economic value. Organizational portfolio
theory highlights, however, that low risk
may prevent the performance crises needed
to trigger required structural adaptation.
High economic value achieved by lowering
risk is thereby prone to inhibiting long-term
growth and profitability, thus leading to a
gradual decline in organizational perform-
ance (see Figure 1).

This notion that consistentlygood perform-
ance leads to chronic maladaption and organ-
izational decline by lacking the shocks
required to trigger adaptive change, means
that the optimal risk is substantially greater
than zero. It also has implications for the
composition of the board of directors, the
focus of the present paper.

Portfolio Influences upon Board
Composition

Organizational portfolio theory postulates
that instances of poor firm performance often
lead to executive directors on the board being
replaced by more independent non-executive
directors. Such changes typically decrease the
amount of trust and discretion granted to
executives, based upon the assumption that

the decline in profitability is a result of their
poor management of the firm (Westphal,
1997). In turn, organizational portfolio theory
also predicts that an increase in organiz-
ational profitability enhances the perceived
integrity and competence of managers
(Mayer, Davis and Schoorman, 1995), thereby
precipitating boards in which managers are
increasingly represented. The way in which
portfolio factors interact to determine changes
in firm performance and thus board compo-
sition, will now be discussed.

Organizational portfolio theory identifies
factors that are likely to prevent the sub-
satisficing instances of performance and so
forestall calls for a tougher and more inde-
pendent board. These include diversification,
divisionalization and divestment. Diversifi-
cation generally lowers corporate risk as
unrelated product-lines tend to be on differ-
ent business cycles and thus exhibit nega-
tively correlated performances. As a result,
the high performances of some product-lines
often occurs simultaneously with the poor
performances of other product-lines. The
overall effect of these negatively correlated
performances tends to be moderate risk so
that firm performance remains above the
satisficing level at which board change
occurs. Divisionalization follows diversifi-
cation and further reduces risk. Divisional
performances are decoupled by the discretion
of divisional managers to make autonomous
decisions and divisional managers' incentives
to smooth the fluctuations in performance
they report, thereby diminishing firm-level
risk. Finally, divestments are often under-
taken during periods of low performance
(G. Donaldson, 1994) and result in an injection

Figure 1. Organizational portfolio factors as causes of risk, performance, change and outcomes
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of cash flow which forestalls the immediate
likelihood of sub-satisficing corporate per-
formance. For instance, General Dynamics
tripled its share value during the years 1992±
1993, after divesting many of its divisions
(Murphy and Dial, 1994). By reducing the
chance of sub-satisficing incidents of firm
performance, diversification, divisionaliz-
ation and divestments each serve to lessen
the likelihood of executive board members
being replaced by non-executive directors.
These factors combined to produce the
executive-dominated board in so many pros-
perous large firms between the 1950±70s.

Organizational portfolio theory draws at-
tention to several factors that can contribute
to poor firm performance and led to the
appointment of more non-executives as board
directors or chair during the 1980's. These
include the business cycle, competition and
debt. Depressedbusiness cycles, such as during
the early 1980s and also during the early
1990s, have a detrimental influence upon
company profitability. Again, the sharp de-
cline in real estate values during the late 1980s
and early 1990s caused performance crises
in the banking industry (Carew, 1997). The
state of the financial markets more generally
is a further source of turbulence for firm
performance, as in the stock market crash of
1987. Competition tends to have an adverse
impact upon profitability, particularly if
competitors are well organized. Finally, debt
raises the level of profitability that is regarded
as satisfactory as it requires large, regular
interest payments. Thus debt increases
the chance of sufficiently poor performance
occurring to diminish confidence in manage-
ment. Each of these factors which may reduce
firm performance can operate independently.
However, it is when their depressing influ-
ence upon firm performance occurs simul-
taneously that they are most likely to cause
the performance crisis that results in de-
mands for more non-executives on the board.
These factors combined to produce low
corporate performance which led to the
increasing appointment of non-executive
board directors in place of executives during
the 1980s.

When poor performance does lead to
boards that are more independent of manage-
ment, organizational portfolio theory predicts
that board independence will continue until
performance raises to a sufficient level to
restore confidence in the integrity and cap-
ability of executive managers to again popu-
late the board. This has begun to occur in the
1990s as financial markets and profit levels of
many firms reach record highs. A consequent
phenomenon has been some firms moving

back to more executives as board chair or
directors, while the clamour for more non-
executives continues in policy circles. While it
has been shown that portfolio factors influ-
ence the likelihood of executives being on the
board, organizational portfolio theory also
suggests, however, that board composition
in turn has implications for the amount of
variation in organizational performance.

Board Composition Influences upon
Performance Risk

As we have seen above, board composition
has not been associated with a difference in
average firm performance level (Baliga et al.,
1996; Boyd, 1995). Organizational portfolio
theory, however, proposes that board compo-
sition influences variations over time in
performance i.e. risk. In particular, organiza-
tional portfolio theory predicts that executive
directors will raise risk, while non-executives
will reduce risk. For instance, executives are
more likely to approve risky proposals such
as increasing expenditures on R&D (Bay-
singer, Kosnik and Turk, 1991). This probably
reflects their intimate knowledge of the
business (Lorsch and MacIver, 1989) and
resulting confidence that anticipated benefits
will flow from their proposed investments. In
contrast, non-executive directors tend to have
lesser first-hand familiarity with the business.
They therefore tend to emphasise those
factors that are relatively certain (e.g. costs),
while being more skeptical about less certain
factors (e.g. the chance of anticipated benefits
being realised). As external board members
are often appointed in order to curb the
ostensibly radical excesses of management,
they will tend to be risk-averse. The pressure
of strong public criticism and the threat of
legal action for failure in their fiduciary
responsibility for instances of poor corporate
performance (Davis and Thompson, 1994),
reinforces the risk-aversion of independent
directors and chairpersons.

As non-executives provide a check and
balance upon management, their moderating
influence reduces the likelihood of instances
of particularly high or low performance. For
instance, studies such as Baysinger, et al.
(1991), Hill and Snell (1988) and Westphal
(1997) have provided evidence that board
independence leads to increased diversifi-
cation, which organizational portfolio theory
predicts will lower the level of performance
risk. Similarly, non-executives may inadver-
tently constrain profitability by being reluc-
tant to make the R&D investments necessary
for outstandingly high performance in capital
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intensive, technologically complex industries
(Chandler, 1994). Regarding the other ex-
treme of the performance spectrum, Daily
and Dalton (1994) reported evidence that
non-executive directors tend to prevent per-
formance from dropping to the level that
causes bankruptcy. However, by reducing
risk, non-executives thereby inhibit instances
of the sub-satisficing performance needed to
precipitate required organizational changes.
In doing so, organizational portfolio theory
predicts that the risk aversion of non-execu-
tive directors not only prevents long-term
success, but indeed tends to foster a gradual
decline in organizational prosperity (see
Figure 1).

Other things being equal, the phases in
which non-executives dominate the board
are likely to be longer than the duration of
management-controlled boards. This is be-
cause the risk-aversion of independent boards
tends to prevent the occasions of high
performance that precipitate more executives
being appointed to the board. By contrast, the
greater performance risk during phases when
the board is largely populated by manage-
ment, will tend to occasion the instances of
low performance that foster the installation of
a more independent board. The risk-reducing
influence of non-executives thus tends to
make their tenure on the board longer than
that of executives.

By influencing fluctuations in organiz-
ational performance, each of the portfolio fac-
tors affect whether more or less executives are
appointed to the board. For instance, diversi-
fication fosters the number of executives on
the board by reducing the probability that

performance will drop below the satisficing
level. In contrast, debt increases the number
of non-executives on the board by fostering
instances of sub-satisficing performance that
prompt demands for greater board indepen-
dence. Divestments tend to again raise the
number of executive board members, by
providing the cash injections which raise
performance and faith in the board.

The willingness of board members to
approve actions that cause performance fluc-
tuations interacts with the other portfolio
factors to determine performance risk, which
in turn impacts upon subsequent board
composition. For example, while diversifi-
cation reduces risk, the simultaneous occur-
rence of executive directors and debt
facilitates instances of sub-satisficing per-
formance that cause more non-executive
directors to be placed on the board. In
contrast, divestments and buoyant financial
markets, such as those which have been
prevalent during the last few years, provide
the cash-injections to prevent sub-satisficing
performance and restore confidence in the
sway of executives over the board.

The organizational portfolio theory of
the relationship between board composition,
risk and firm performance is illustrated in
Figure 2.

During periods when executives constitute
a large proportion of the board, risk tends to
increase. When peaks from the high risk strat-
egy co-occur with favourable combinations of
the other portfolio factors, outstanding per-
formance is likely to result. This will typi-
cally reinforce confidence in the integrity and
competence of the largely non-independent

Figure 2. Reciprocal influence of board composition on risk and firm performance
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corporate governance structure, thus bolster-
ing the position of executives on the board.
For instance, the outstanding profitability of
General Motors after John F. Smith became
CEO in 1992, led to him also becoming chair-
man in 1996. Similarly, after a sensational
improvement in performance at American
Express during the first half of 1993, CEO
Harvey Golub was also elected chair in July
1993, ``(as) . . . an overwhelming reaffirma-
tion that what Harvey has done for share-
holders has been constructive'' (Business
Week, 12 July, 1993, p. 35). Moreover, the
recent high performance of American Express
led to the Chief Operating Officer, Kenneth
Chenault, being promoted to the board in
1997.

By contrast, when the troughs in the high
risk strategy occur simultaneously with other
performance-depressing portfolio factors, the
particularly low firm performance will tend
to trigger the installation of an independent
chair and a higher proportion of independent
directors on the board. For instance, disas-
trous performance at General Motors during
the early 1990s led to two managers being
sacked from the board in April 1992, followed
by two independent directors being ap-
pointed in February 1993. During this same
period, John Smale was made General
Motors' first non-executive chair of the board.

The risk-averse governance that usually
follows will only result in sufficiently high
performance to lead to the restitution of
executives on the board, when peaks from
the relatively moderate risk strategy occur
concurrently with a particularly fortuitous
composite of other portfolio factors. The more
common occurrence will be when the modest
peaks in the risk cycle caused by non-
executives co-occur with portfolio factors that
nullify each other. As this situation will not
tend to raise firm performance sufficiently
high to precipitate more executives on the
board, the periods of time in which non-
executives dominate the board is likely to be
substantial.

Conclusion

Organizational portfolio theory explains
board composition as a function of the
performance risk that ensues from the inter-
action of the eight portfolio factors. The
independence of the resulting board influ-
ences subsequent levels of performance risk,
growth, adaptation and board composition.

The aim of organizational portfolio theory
is to provide a more cogent account of recent
trends in board composition than previous

theories. For instance, organizational portfolio
theory explains how recent instances of
reversion back to a non-independent board
reflect performance levels that have restored
confidence in executive management. In turn,
board composition influences variations in
firm performance level in conjunction with
the other portfolio factors. Organizational
portfolio theory is offered as a framework to
guide empirical research. Thus, its merits
relative to alternative theories need to be
ascertained by future work. Empirical sup-
port for the organizational portfolio theory
of the consequences of board composition
would provide further reason to be cautious
about accepting proclamations that non-
independent boards necessarily decrease
shareholder wealth.

A more practical implication is that share-
holders interested in the medium- to long-
term profitability of a firm should resist
joining demands for the replacement of
executives by non-executives, until they have
reviewed the constellation of portfolio factors
that resulted in a sub-satisficing level of
performance. Prematurely instituting inde-
pendent directors to closely monitor and
discipline executive management may un-
necessarily forfeit the advantages of non-
independent boards. Paramount among these
is a willingness to take the risks necessary
to precipitate both instances of outstanding
short-term performance and the structural
changes needed for long-term organizational
growth and prosperity.

Note

1. i.e. that which is considered by managers and
owners to be satisfactory.
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