Boardroom myths: reconciling prescription and research guidance

Not since the passage of the Securities and Exchange Commission Act of 1934 have matters of corporate governance received such concentrated attention. The failures of a series of notable US companies, beginning with Enron Corporation, have reignited attention toward effective corporate governance.

The single most remarkable governance-related outcome of the Enron failure is the passage of the Sarbanes-Oxley Act of 2002. Congress passed this legislation as a means for remedying the types of governance failures that are believed to have significantly contributed to Enron's downfall.

With the momentum of Sarbanes-Oxley propelling them, other governing bodies quickly followed suit with their own sets of governance changes. Both the New York Stock Exchange and NASDAQ, for example, proposed more restrictive governance guidelines in the latter half of 2002. These primarily focused on means for achieving greater independence in the boardroom. The Conference Board also issued a new report in early 2003 with recommendations on governance best practice, with particular attention to the role of the board's Audit Committee.

Notably, the impact of the Sarbanes-Oxley Act has extended beyond the US borders. Approximately six months after the passage of Sarbanes-Oxley, two reports were issued in the UK in late January 2003. One, the Smith report, offers guidelines similar to those contained in Sarbanes-Oxley. The other, the Higgs report, provides more generalized guidance on corporate governance best practice.

Corporations are expending substantial resources to comply with approved and pending corporate governance requirements. Are these resources being well spent? From the perspective of the cost of non-compliance, the answer is a resounding yes. From the perspective of the expected efficacy of the changes, the answer is much less clear. In the following, we provide an overview of five of the more prominent myths of "good governance." We evaluate these within the context of an impressive body of research. As will be evident, not all prescribed governance recommendations are likely to yield the sought for benefits, especially with regard to corporate financial performance.

Myth 1: outside directors = board independence = corporate performance

One of the more dominant themes in corporate governance reform is the need for outsider-dominated boards of directors. This prescription is based on a belief that non-management directors are independent and that independence will result in higher firm performance. Not all non-management directors, however, will be independent. A strict approach to independence specifies that only those who maintain no relationship with the firm, its subsidiaries or affiliates, or firm management, either professionally or personally, are considered independent. This is increasingly the standard to which corporations are being held.

Still, most corporations have representation on their boards by non-management directors who maintain affiliations with the firm or firm management. The Securities and Exchange Commission classifies these directors as 6(b) directors. A director who is a family member of the firm's CEO, for instance, would be a 6(b) director, as would a director whose primary employer does a material amount of business with the firm. These types of directors are evidence that outside (non-management) does not necessarily equal independent.

This raises two questions. Do outside directors lead to better corporate financial performance? And, do independent directors (i.e. those without any personal or professional relationship with the firm or firm management) result in improved corporate performance? The succinct answer to both questions is no. Based on the results of research over a 40-year period comprising over 40,000 firms that has examined the relationship between various board composition configurations and the variety of ways in which board independence has been measured, there is no evidence of a systematic relationship between board composition and corporate performance. Importantly, these results hold for the variety of board composition measurements and whether performance is measured as accounting-based or market-based performance.

Myth 2: separate board leadership = corporate performance

The vast majority of US corporations rely on a board leadership structure whereby the firm's CEO concurrently serves as board chairperson (also referred to as CEO duality). This practice has come under intense scrutiny of late, as it is believed that such concentrated leadership vests too much power in a single individual. A related concern is that this dual leadership structure fails to provide the necessary level of separation between firm management and the board of directors thereby eroding the necessary level of director independence.

"Corporate governance reformers have begun pressing corporations to downsize their boards, and this pressure has been effective. The average US corporate board today is smaller than the average board 10, 20, or 30 years ago." 

Here, too, research is instructive. Despite the surfeit of attention to formal separation of these positions, there is no evidence that the separate board leadership structure results in improved corporate financial performance. This result is true whether corporate performance is measured as accounting-based measures, such as profitability, or market-based measures such as stock returns.

One explanation for these results is that board chairpersons who do not also serve as CEO may be no more independent than those serving in a dual capacity. Research has addressed this possibility as well. Examples of independence include whether the chairperson assumed this position from within the organization or was recruited from outside the firm, or whether the chairperson has any familial relationship with a member of the firm's management team. The results are intriguing. Not only has research demonstrated no systematic relationship between the separate board leadership structure and corporate performance, research has also found that CEOs who do not also hold the position of board chairperson are no more "independent" than are those who serve in this dual capacity.

Myth 3: smaller boards = corporate performance

Board size has recently been under attack by corporate governance reformers as well. A central concern that has been voiced is that larger boards are unwieldy and less apt to engage in the type of constructive debate needed in corporate boardrooms. With a large board it is easier for an individual director to metaphorically hide and pass responsibility for raising provocative questions and engaging in active debate in board meetings on to other directors.

As a result, corporate governance reformers have begun pressing corporations to downsize their boards, and this pressure has been effective. The average US corporate board today is smaller than the average board 10, 20, or 30 years ago. Is this a trend that is likely to benefit shareholders in the form of improved corporate financial performance? No. The opposite may be true. Here again extensive research over 40 years has demonstrated that larger, not smaller, boards are associated with better corporate performance. Here, too, this result holds whether relying on accounting or market-based measures of performance.

We would caution, however, that good judgment should guide the size of the board. Historically, corporate boards have been, on average, anywhere from 8 to 14 members strong. These results do not suggest that boards now increase in size exponentially. A board composed of 12 members, as compared with six members, however, is likely to yield superior performance advantages. The same is not likely to be true for a board comprising 24 members as compared with 12 members.

Myth 4: equity ownership = corporate performance

A recurring theme in corporate governance is what is commonly referred to as the agency problem. The agency problem occurs when corporate executives elect to pursue self-interest at the expense of shareholders' interests. A derivative effect of the agency problem is lower firm performance.

In order to resolve this problem, corporate governance reformers advocate executive equity holdings. The belief is that managerial self-interest may be resolved by aligning executives' interests directly with those of shareholders. With effective alignment, executives will work for their own benefit, as shareholders, thereby improving corporate performance. Interestingly, this same rationale has been applied to corporate board members. A significant number of US corporations now have equity holding guidelines for directors.

Does alignment via equity ownership result in improved corporate financial performance? Once again, the myth is dispelled, as the answer is no. Neither accounting nor market-based performance is higher when executives and/or directors hold equity in the firms they serve.

Myth 5: multiple boards = poor board meeting attendance

The final myth we investigate is that directors serving on multiple boards will necessarily be less diligent in their duties as directors. The logic, at face value, is compelling. Directors who serve on four, five, six, and more boards are believed to lack the time needed to effectively prepare for board meetings and these directors will be less likely to attend scheduled meetings. CalPERS, for example, has addressed this perceived problem in their International Corporate Governance Practices by suggesting limits on the number of board memberships directors should hold. The National Associate of Corporate Directors, too, has issued guidelines on director board membership limits.

At issue, then, is whether adherence to these guidelines is likely to address the core problem of director attendance at regularly scheduled board meetings; i.e. are directors serving on multiple boards less likely to attend regularly scheduled board meetings? Once again, the data do not support the myth. Directors serving on multiple boards are no less likely to attend board meetings than are directors serving on a single board. This is true whether the director is an inside, affiliated, or independent director.

Perception vs reality

We have relied on a series of research reports to dispel a series of board of director myths that are the subject of considerable discussion and debate. Setting aside those changes mandated by either the Securities and Exchange Commission or some other regulatory body (e.g. New York Stock Exchange, NASDAQ), should corporations adopt suggested governance reforms? While research may not be supportive of adherence to many of the suggested governance reforms, in most cases there are still compelling reasons for corporations to adopt these changes.

One reason corporations may wish to adopt suggested reforms is to effectively manage the perception that the firm is effectively governed. While research might not support the purported efficacy of prominent corporate governance reforms, the investment community is sometimes as affected by the perception of whether firms' governance structures are superior as they are the reality of whether a prescribed governance structure will result in improved corporate financial performance.

In other instances, corporations can demonstrate "good faith" while not necessarily adopting a specific governance change. For example, in lieu of formally separating the positions of CEO and board chairperson, the board can appoint a lead independent director selected from amongst the corporation's outside, independent directors. The installation of a lead independent director can help minimize concerns about a structural lack of independence between executives and the board of directors. In essence, the lead independent director, as an independent, outside director, provides a firewall between executives and directors.

The true bottom line of effective governance, however, resides in the individual director. Governance systems are only as effective as the individuals that comprise the system. Individual director integrity is the ultimate prescription for enhanced corporate financial performance.
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