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This research study discusses corporate governance issues
from a behavioural viewpoint. It makes a distinction
between strict adherence to formal rules and regulations:
CEO/Chair separation, independence of board members
and board size and informal characteristics of board
members: knowledge, values and groupthink.

There are three main conclusions:

1. This research clearly proves that formal rules and
regulations are inadequate; they have little effect upon

decision making by board members. Informal charac-

teristics must be considered in unison with the formal
system when nominating board members in order to
restore shareholder confidence and to rebuild trust in
board governance.

2. Similar values and groupthink can contribute positively
to board members’ decision making. There is, however,
a high possibility for groupthink and values to become
redundant, masking board members’ knowledge.

3. Skills matrices that include questions related to values,
knowledge and groupthink and three behavioural
characteristics should be considered by boards to ensure
the nomination of well-rounded members.

Changes to board process, and board decision making,
are seminal in preventing future Enron and WorldCom
fiascos. 1t is only by changing the behaviours of the board
of directors, through adopting skills matrices, that sweeping
changes can occur. In the past, boards have asked: who
are our board members? The most important question a
board can ask today, however, is: how can the skills and
knowledge of our board members be used in service of the
strategic direction of the corporation? This can be achieved
by recruiting new board members who fill the needs of an
organisation, in contrast to nominating ‘friends’ and
continuing the tradition of the old boys club. It should be
noted that out of the 100 of the largest economies in the
world, 57 of these are corporations and 49 are countries.
Corporations are powetful entities in our society, operating
in a manner similar to representative governments. Like
heads of government, at the top echelon of each corporation
is the board of directors; their decisions have enormous
ramifications for everyone. Although most citizens have a
limited or a passive interest in corporate governance, we
each depend on these corporations for jobs, salaries and
as investors. Governance of these gargantuan corporations,
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which wield considerable economic power in the world,
concerns each and every citizen. This study draws novel
conclusions about the state of governance today, and
presents practical solutions for corporations to consider
when selecting board members. The detailed discussion
about what happens in the boardroom demystifies board
process and provides the bases for three critical objectives
when selecting new board members or evaluating current

board members performance:

(1) ascertain and embellish the knowledge base of directors;

(2) motivate directors to share and gather information to
ensure personal values are congruent with organisa-
tional values; and

(3) ensure clear and fluent transmission channels exist to

reduce the potential of having groupthink on board.
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BACKGROUND

In recent years, there have been several
reasons for concern about board governance.
Some boards have not been willing to make
governance a high priority or, in other cases,
have not been willing to offer shareholders
their legitimate rights,! such as the right to
information and influence.? As a result, large
shareholders and other investors (eg, suppliers
and retail investors) have recently expressed
concern regarding the general efficacy of the
governance of corporations. The demise of
Enron, Tyco, FBI, Cisco and other corporate
giants raised concern about corporate govern-
ance in general and the board of directors
(BOD) in particular. These corporate scandals
may be due to lack of intimate knowledge of
the internal processes of the corporation by the
BOD and CEO of these companies.

‘The Enron era of corporate abuses were of
such magnitude that the public demanded
concrete structural reforms’ (The Goizueta
Directors Institute,® p. 4). Increased regulations
and guidelines, through the Toronto Stock
Exchange (TSX), New York Stock Exchange
(NYSE), Ontario Securities Exchange Commis-
sion and Securities Exchange Commission

(SEC), pose a new dimension to the dilemma
of corporate governance. The 2000s brought
major changes, primarily in formal structures,
through the Sarbanes—Oxley Act (SOX) and the
Canadian Response to SOX (C-SOX) to
improve corporate governance. There has been
increased apprehension, however, among com-
panies about the cost associated with compliance
to SOX and C-SOX.‘According to a study done
by the Financial Executives Institute, companies
expect to spend an average of $3 million to
comply with Section 404 of SOX. Companies
with revenues in excess of $5 billion expect to
spend an average of $8 million (0.2% of sales)
and companies with sales less than $100 million
think the average cost will be $550,000 (0.6%
of sales)’(Wayman,* p. 1). These guidelines rely
heavily on organisational compliance to formal
rules and regulations, and corporations are
bur-dened by the high cost of implementing
these regulations. Yet, as Hansell® suggests, huge
corporate scandals such as Enron still occurred
even as these boards ‘were supervised by an all-
star board [doing all formal things], with quali-
fications far beyond what any regulator would
ever impose’(Hansell,” p. 15). This suggests,
therefore, that despite adherence to (the equiva-
lent of) formal regulations, corporate scandals
that have highlighted poor corporate governance
have occurred.

The irony, however, is that academic research
in the area of corporate governance has focused
on improving and implementing more formal
rules and regulations. Most studies have been
driven by the ‘publish-or perish syndrome
[where faculty in the tenure system need to
produce many publications] and have used
easily available [secondary] data and standard-
ized methods... [in which| boards of directors
have been treated as a black box between
the input and output’ (Gabrielsson and Huse,®
pp. 12—13; see also Van den Berghe & Levrau’).

The usual board measures gathered in these
studies are sourced from secondary data and
usually examine insider/outsider ratio, board
composition, structure and size, CEO/chair
duality and the number of board members.
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According to Westphal,® the focus on the formal
system may be attributed to a lack of ‘focus on
director capabilities [which]| may be less effective
as a lightning rod to mobilize the governance
reform movement...regulators seem more
concerned about the impressions that their poli-
cies will create than about formulating policies
grounded in rational principles and empirical
evidence’ (p. 10). Additionally, as Thain’ has
noted ‘the result is recommendations [for
example, the TSX guidelines] that have no
systematic base in fact and stated logic’ (p. 80).
The literature leaves many questions to be
answered. Foremost among these questions is the
reliance on accounting or market-based measures
of firm performance. This is an essential distinc-
tion, as critics have argued that accounting-based
measures are subject to managerial manipulation
(eg, earnings management) and are difficult to
interpret across industry contexts. No evidence
has been found of a relationship between board
composition and firm financial performance
across these performance measures.'’
Additionally, the literature does not provide a
comprehensive and consistent set of perform-
ance criteria by which to measure board
performance. The formal system, which is guided
by the rules and regulations (eg, the TSX), has
been critiqued for being deficient in addressing
the issues surrounding 21st century corpora-
tions. As suggested by Thain,” the Dey Report
is at best a dubious and controversial beginning
point for dialogue. Leblanc and Gillies'! believe
that the Dey Report’s mandate ‘to conduct a
comprehensive study’ was lost in focusing on the
formal rules exclusively, while ignoring the
informal system or the spirit in which the formal
rules are implemented in organisations. Ulti-
mately, ‘the deeply entrenched old board culture
and the strong resistance to change in the status
quo, change in corporate governance, no matter
how obviously needed, will be difficult and
controversial’ (LeBlanc and Gillies,'! p. 133).

METHODOLOGY

To shed light on this topic, a list of nine ques-
tions (see Appendix A) was developed and 20

interviews with chairs, CEOs, board members
and upper management from some of Canada’s
most influential companies in the pipeline, coal,
oil and gas, and chemical industries were
conducted in Calgary, Alberta, Canada. These
interviews ranged from 2 to 4h in length. The
main purpose was to collect primary data on
the informal system, that is, the process of how
the formal systems (TSX and NYSE guidelines)
are adhered to within organisations.

It is important to investigate both the formal
control elements and the informal control prac-
tices to determine the level of importance within
organisations. The main purpose of the inter-
views was to ascertain what these executives
consider important with regard to corporate
governance and decision making. Other than the
criteria used in academic research, executives
have their own views on what constitutes a good
BOD. These executives spoke about their board
experiences, generating a wealth of knowledge
about what factors make effective decision
making on boards.A content analysis of the inter-
views was performed. Transcripts were coded as
they were reviewed, according to board charac-
teristics. Patterns of board characteristics in the
interviews were grouped. A distinctive represen-
tation about board process and how decisions are
made in the boardroom evolved from the content
analysis. Links were then drawn between the
board characteristics from the 20 interviews and
the literature review. Directors and executives
emphasised factors relating to the informal system
rather than elements of the formal system such
as rules and regulations. From these interviews,
a survey questionnaire was developed and sent
to 1,200 industry-wide executives across Canada
and the United States. Statistical analyses were
conducted on the data collected.

BOARD PROCESS AND THE INFORMAL
SYSTEM

The board’s decision-making process was
analysed to define critical determinants of
board effectiveness. The rationale that board
behaviour and board process cannot be regu-
lated through rules and regulations or the
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formal system alone, although simple, addresses
the concern and call for an understanding of
board process.'** As one CEO stated during
the interview process:

I think the failures were crooks. Regulators
have mandated all these rules that imply that
boards fail because there isa certain percentage
of insiders on the board or because they don’t
have a certain set of financial expertise.I don’t
think that the constituency of the board can
cause the board to succeed or fail. I think
the behaviour of the board causes the board
to succeed or fail. Formal rules talk about
board structure I don’t think board structures
are going to cause behaviour to change. So
you really have to go beyond physical struc-
ture and mandating this and that structure
(personal communication, 2004).

Board process refers to the way in which the
board members interact, lead, develop norms
and make decisions.> ‘Board process is usually
neglected when boards are being put together’
as suggested by Finkelstein and Mooney!” and
also Johnson et al?*. The experience, and
personal attributes of the individuals comprising
the board and the decision-making process of
board behaviour, however, affect good corpo-
rate governance.® In this research, board process
is seen to be a crucial element in the informal
system. The informal system in this paper
focuses on how formal systems are embedded
and translated within and throughout an organ-
isation. The informal system goes beyond the
superficial adherence to the formal system
(rules and regulations) and looks at three major
board member characteristics used to evaluate
board members prior to being nominated and
while serving as members of boards.

From the analyses of the interview and
survey, a clear picture about the interaction and
behaviour of directors emerged. Subsequently,
three characteristics that are required for
effective decision making were developed:

(1) Knowledge — the actual depth and breadth
of knowledge of the directors.

(2) Values — the wvalues of the board
members.

(3) Groupthink — board members’ ability
to interact or the groupthink mentality of
board members,and the level of engagement

and questioning of board members.!82%:26

Two of these characteristics, values and group-
think, make up behavioural characteristics. One
tool that can be used to evaluate these character-
istics 1s a skill matrix, which can be used to eval-
uate the skills of existing and potential board
members. The next section introduces three board
characteristics, knowledge, values, groupthink and
skill matrices, as defined in this research.

BOARD CHARACTERISTICS

Knowledge

To understand the board process, an insight into
the knowledge base of the board members is
important. This knowledge base is a prerequisite
for board members if they are to better under-
stand issues and be able to synthesise information
coming from multiple sources. All the executives
spoke about knowledge development as an
important objective of board members. Knowl-
edge, one CEO clarified, does not have to do
with populating a board with a series of experts,
rather knowledge should encompass directors’
ability to critically evaluate what information
management brings to the board. Several exec-
utives mentioned the ability of board members
to apply due diligence to strategic decision-
making. This means that directors apply their
experience and expertise to better understand
issues and bring these to bear upon the decision-
making process. Knowledge, as one Chair of
the board explained, entails having the right kind
of board members who have some knowledge
of the various businesses.

The key is having people who have enough
experience in all the aspects of the businesses
that you are in, who may have all kinds of
different views, and who have the right kind
of personal relationships with the Chairman
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of the board and the CEQ. So the big thing
that boards have to try to do and work hard
at, is have a composition on the board that
has some expertise in a number of different
areas (personal communication, 2004).

The chair, in this instance, is not speaking about
the structure of the board, in terms of the
number of board members that serve on the
board. Instead, he is relating the knowledge of
individual board members to the entire board’s
ability to successfully operate within the envi-
ronment in which the firm exists. Knowledge
also involves the knowledge base and expertise
of individual board members.

In addition to having a stock of knowledge
on the board, members must activate that
knowledge in the decision-making process.
One of the main themes noted by directors
throughout the interviews was the ability of
directors to analyse and synthesise information
in order to make informed decisions. To prop-
erly fulfil the BOD responsibilities as outlined
by professional bodies and regulatory commis-
sions, the board members must be organised in
a manner that allows for learning capabilities
(capacity to assimilate existing knowledge) and
development of problem-solving skills (capacity
to create new knowledge) to render benefits
to the corporation.?’

Moreover, learning capabilities encompass
board members’ capacity to absorb new knowl-
edge, and synthesise this knowledge. This
rationale then prompts inquiry, for example,
how do board members learn? Are they resistant
to learning? Are they willing to learn? Answers
to these questions determine board members’
learning capabilities. For example, one execu-
tive suggested that by simply having board
members with a stock of knowledge, but not
permitting these members the motivation and
capacity to use this knowledge, is useless.

As a senior person in the management of the
company, it is my job to educate the board. I
do not think having specific expertise on the
board will cause us to manage an issue better.
I think subject matter expertise is useful but it

also has to fit within the mandate of what the
board is required to do. I have to make certain
that there are no surprises, even if they do not
ask, I will ensure they have all the information
I have (personal communication, 2004).

This suggests that boards must be astute enough
to understand the issues that management
brings to their attention, and to be able to
communicate and engage management in thor-
ough discussion.

The knowledge base of each director should
be congruent with the needs of the organisation
and directors should be willing to share their
knowledge and expertise with both internal and
external stakeholders to ensure effective decision
making. As one board member noted:

Getting out of your comfort zone is a very
useful thing for most people. It is stimulating
and challenging, boards thrive on bringing
new experience and diverse opinions in, so
everyone in the business community not just
the company gets this experience. People are
learning, and, you get to understand how
other people look at things. It is a very effec-
tive way to transfer knowledge (personal
communication, 2004).

In summary, the individual director’s depth and
breadth of knowledge about the organisation’s
business and strategy is critical in ensuring
effective corporate governance. The director’s
role, then, is to ask tough questions of manage-
ment if they are not clear about an issue. The
learning capabilities of board members ensure
that once this information has been gathered,
board members are able to analyse and synthe-
sise this information to make better decisions.
With regard to knowledge transfer, not only is
it important to identify gaps in knowledge, but
to be able to share that knowledge with other
board members and management.

Values

The company’s code of ethics reflects the
organisation’s vision and values and should be
reflected upon when facing tough decisions.
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Values, both personal (such as beliefs, education
and social status) and corporate (as expressed
in a corporation’s code of ethic, vision and
mission statements), may elicit more valuable
insight about board members. Monks®®
comments that although values and governance
are recognisable words, we do not often specif-
ically consider the meaning of these words
within a specific context. He believes that
values are difficult to define and may be easier
to be defined as a negative such as ‘governance
can prevent value destruction’ (p. 118).

Johnson and Macy,?” Knight et al> and
Markoczy®! point out that there is a need for
re-examination by top management of the values
and principles that underline the firm’s relation-
ship and motivations towards nature, the market
and key stakeholders. Starbuck® defines corpo-
rate ideology as the beliefs and values that provide
a reference frame to members of an organisation,
and he believes that top executives play a key role
in developing and maintaining a firm’s key
ideology. Through the combination of disclosure
and transparency an organisation’s ideology is
created by both the CEO and the BOD. Although
the extent of communication, disclosure and
transparency are implemented by the CEQ, it is
the BOD job to champion and encourage this
culture both internally and externally, formally
and informally. This can be accomplished by
ensuring that key personnel supporting this
ideology are placed in departments such as Envi-
ronmental Health and Safety, Corporate Social
Responsibility or Internal Audit. Board members
should be informed and educated about the
industry and issues pertaining to the organisation’s
operations. Through these oversight duties, the
company’s ideology is filtered throughout the
organisation by the BOD.

Weaver et al®® found that when ethics
programmes are used as control systems, manage-
ment commitment was a strong determinant of
either compliance or a values-based orientation.
Essentially, this refers to how the corporate
ideology is enacted within any organisation. As
organisations’ resource allocations reflect their
ideologies, and individuals within an organisation

may adopt ideologies that match and justify their
statuses and experiences, it is important to
understand how corporate ideology is trans-
ferred between and among both internal and
external stakeholders.

Mackenzie** holds that ethical norms can
give rise to moral sanctions. He suggests that
ethical norms provide powerful incentives for
board members to exercise self-restraint and
calls for development of a more complete
‘norms theory’ of corporate governance and
corporate responsibility as the basis for more
effective remedies to governance problems in
the future. As one executive noted:

So when it comes to risks and systems it is basi-
cally how well you know the company’s values.
How well the company is saying here is what
we are doing. There are some companies that
say there are no problems. In our company’s
culture people are encouraged to say every-
thing is NOT all right. If we have a problem
we bring it to the table. It is not acceptable
to surprise anybody or [BOD and manage-
ment] would get hung up by the neck. I
think the tone of the board at our company
shows maturity by standing by their values. I
say our board is as good as any board I sit on,
in terms of capabilities and skill set (personal
communication, 2005).

In summary, corporate values are important as
they determine the choices the executives make
and so influence corporate strategy. It is impor-
tant that managers are aware of their personal
influence in the decision-making process. This
fact begs the question as to how do values, both
the individual director values and corporate
values of executives, affect behaviour, and, in
essence the strategic decision-making process?
The decision-makers’ eventual perception of a
situation and his/her values provide the basis
for strategic choice. Therefore, values are treated
as something that can affect perception®
subsequently enter into strategic choice based
on the decision-makers’ values. Therefore,
values may in fact define how executives behave.
Sikula®® maintains that values are important

and
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determinants of individual, group and organi-
sational behaviour (p. 17).

Groupthink

When receiving information, board members
may succumb to the persuasive power of their
peers in their thinking patterns and opinions.
This is called groupthink. ‘Groupthink refers to
a deterioration of mental efficiency, reality
testing, and moral judgement that results from
in-group pressures’ (Janis,”’ p. 9). In other
words, groupthink occurs when a person’s
thought process and decision-making capabili-
ties become heavily influenced by peer
pressure. One director cited groupthink as a
major detriment to board process:

I think it interesting at a board, often the
big failure is if you have this homogeneity of
thinking and culture (personal communica-
tion, 2005).

It is by ensuring that there is sharing of infor-
mation that board members are not adversely
affected by groupthink; there must be effective
interconnections and communication among
all board members. Therefore, it is imperative
that management and CEO are open and
truthful to the board so that the board can do
their job by independently evaluating manage-
ment’s strategic direction. Groupthink occurs
when a person’s thought process and decision-
making capabilities become marred by peer
pressure. This may cause the group to overes-
timate their power and morality, causing the
members to ignore the ethical or moral conse-
quences of their decisions. This behaviour can
encourage an illusion of invulnerability, creating
excessive optimism, and may encourage the
group to take extreme risks.*®

Closed mindedness may cause the group
members to discount warnings or other infor-
mation without conducting due diligence and
pressure the group toward uniformity; these
board members may be viewed as ‘bullies’. This
pressure may cause the group members to with-
hold their opinions for fear of having an opinion
different from that of the group. This silence may

create a domino effect where silence may be
considered consent among the group members.
If a member expresses a strong argument against
the majority of the group, however, direct pres-
sure may be exerted on that member to ensure
that he/she understands that dissent is contrary
to what is expected of loyal members. The
result is that the group inadequately surveys
alternatives and objectives. They fail to examine
the risks attached to preferred choice. The group
may fail to reappraise initially rejected alterna-
tives, resulting in poor information search, selec-
tive bias in processing information at hand or
even failure to work out contingency plans. The
level of participation among board members
at board meetings can be used to reduce the
negative effects of groupthink.

Leaders who understand the negative ramifi-
cations of groupthink are able to engage intel-
ligently and effectively in the decision-making
process with all group members. Groupthink as
a concept can guide executives and policy makers
in their strategic decision-making process.

Lorsch and Donaldson®” argue, however, that
corporate managers grapple with complex
organisational problems, and that their decision
making is limited by the objective constraints
of the financial goals system, constituency
demands and psychological constraints of their
own beliefs. These interrelated beliefs act as a
filter through which management perceives the
realities facing the organisation. Corporate
managers have a deep emotional commitment
to their belief. This commitment gives them
the right and the correct way to view the
external environment and their organisation.
These emotional convictions shape the pattern
of decisions (which can in fact encourage
groupthink), and may be labelled corporate
strategy. Hence, it is not altogether surprising
that beliefs and corporate strategy are closely
intertwined. Beliefs serve two critical functions:
(1) they act to simplify, or to translate the world
from complex to comprehensible and familiar
terms and (2) they provide stability when
change threatens to undermine the lessons of
experience. ‘The key issue for corporate
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managers is their ability to balance psycho-
logical constraints of the belief system with the
more objective pressures they face’ (Lorsch and
Donaldson,* p. 80).

In summary, it is management’s role to ensure
that the organisational environment is conducive
to sharing information. This can be accom-
plished by management being completely honest
and open with the board about information they
may have about the strategic direction of the
organisation. Generally, board members hold
their position in high esteem and this prestige
can therefore act as motivation to share and
gather information. It is difficult to question
when there is homogeneity of thinking among
board members. Board members, however, need
to be able to think independently and not
conform to in-group pressures.

DISCUSSION OF STATISTICAL ANALYSIS

Regulations such as SOX or C-SOX are meant
to affect the decision-making capabilities of the
BOD. There have been two streams of thought
about this in the literature. One stream views
new regulations as opportunities. As noted by
SEC Chairman William H. Donaldson ‘if compa-
nies view the new laws as opportunities —
opportunities to improve internal controls,
improve the performance of the board, and
improve their public reporting — they will
ultimately be better run, more transparent, and
therefore, more attractive to investors’
(Hoffman,40 p- 26). This explanation, however,
refers to the ideal organisation where board
members are engaged in discussion with
management. The second stream views regula-
tions as thoroughly ineffective at improving
board governance or the decision-making
process of the BOD. “The majority of corpora-
tions do not have their directors involved in the
decision-making process; rather the directors
review and approve the strategic decisions when
they are presented to them’ (Scherrer,'® p. 87).
This view of the BOD places management at
the forefront of decision making — directors
are solely responsible for oversight of strategic
decisions. This view regards regulations as

neglecting the actual work of directors. While
these two views dominate the literature, they
present a highly polarised view of the BOD.
Actual board behaviour vis-d-vis regulations are
more complex than these two divergent views

M-8 have examined

allow. Several studies
elements of the formal rules and regulations
such as board size, CEO/Chair duality, and
ratio of insiders/outsiders against firm perform-
ance, which was used as a proxy for decision
making. There are no conclusive data, however,
that indicate that companies view the new laws
as opportunities or that they help the board
and management in their decision-making
process.

Most prior research*+*

used proxies such as
firm financial performance for decision making.
While this is a convenient method, it ignores
the process of decision making and supplants
cognitive and social factors with external
factors. As Markoczy>! notes, ‘researchers should
determine what it is that they want to measure
and continue to develop and refine tools for
doing so instead of relying on convenient
substitutes that may turn out to be neither
particularly good substitutes nor extremely
convenient ones’ (p. 1240). According to the
executives interviewed in this study, there seems
to be a nonrelationship between increased
formal rules and decision making. Any change
in the decision-making process was attributed
to the board’s behaviour, not increased rules.
As noted by one executive in the interview
stage of this research:

You want ethical behaviours, you want
honest people, people working hard to get
the best outcomes. So how do you do that?
You know they [regulators| stayed away
from that because they cannot mandate
that, they cannot audit behaviours! (personal
communication, 2005).

This implies that executives ascribe board effec-
tiveness to factors other than rules and regula-
tions, and these factors constitute the informal
system. This is consistent with White.*® According
to White,*® a major concern is that many
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companies, because of either the intent or the
effect of regulation, can demonstrate either a
very high or a low effectiveness factor in the
short term, with no significant improvement in
actual sustainable effectiveness in the long term.*®
This means that rules and regulations are driving
these organisations to make changes; however,
they are not making significant improvements
in their informal systems. They are following
rules and regulations with a compliance mindset.
This may result in high effectiveness or ‘worse,
accompanying this shift may be an increase in
control- costs and a decline in spontaneity,
creativity and risk taking as well as in the expe-
rienced quality of work life’ (White,*® p. 344).
Thus, White*® proposes that increased regula-
tions can engender either high or low effective-
ness, without changing behaviour. Indeed, a
compliance mindset does not change behaviour
but encourages a checklist approach. For mean-
ingful change to occur, boards must go beyond
simple adherence to rules and regulations. This
idea was further endorsed in the interview stage
as there was a clear indication from board
members that regulations may not be the only
factor in altering perceived decision making.
Another executive noted:

You talk about governance; you talk about
the change since SOX. I am concerned that
a few bad actors have caused huge changes,
where we are proscribing solutions. I do not
think they generate better outcomes and it
is almost like the innocent being punished
while the guilty are free. I think that this is
a real challenge in the world today (personal
communication, 2005).

The executive, therefore, believed that rules and
regulations, while important, can become a
burden to the organisation, particularly the
board. This is consistent with Gillies,*” who
notes that ‘while it is possible to make a case
for [increased regulations], it is unlikely that
legislation...would substantially change board
performance’ (p. 216).

Based on statistical analysis, the results indi-
cated no statistical relationship between TSX

formal (rules and regulations) and decision
making. These results most likely occurred
because many executives feel that increased
regulations do not by themselves improve deci-
sion making (see Appendix C).Although boards
and CEOs have a heightened awareness of the
formal rules like SOX and C-SOZX, it does not
mean that these rules will automatically improve
decision making. A practical implication of this
is that the executives believe that many other
factors besides rules and regulations affect deci-
sion making. The way in which new board
members are sometimes actually recruited,
however, may not help in the decision-making
process. As one board member noted during
the interview stage:

There are way too many cases where other
members say there is Joe who just retired and
so let us see if he wants to do this [join the
board] (personal communication, 2004).

A statistical analysis of the relationship between
values, groupthink and knowledge and deci-
sion-making showed that values and groupthink
have a dominating effect on knowledge in
predicting decision-making. This indicates that
values and groupthink account for a significant
amount of decision-making variability (see
Appendix C).These findings are significant and
warrants asking the question: why would values
and groupthink override knowledge? One
director during my interview stage cited group-
think as a major detriment to board process.
Therefore, companies should be cautious that
values and groupthink are not so strong that
they override the essential knowledge base of
directors. Hambrick and Mason*® suggest that
‘organizational outcomes — both strategies and
effectiveness—are viewed as reflections of the
values and cognitive bases of the [BOD] in the
organization’ (p. 193). This is consistent with
previous research that has shown that ‘weighing
against the benefits that strong ties create is
another dynamic; relationships can get so strong
that the community becomes complacent
and insulated from outside information and
challenges’ (Florida et al.,* p. 20).
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When board members are so focused on
their own dialogue (groupthink) they may
ignore the whole picture — that is, that the
corporation exists within society. In this situa-
tion, their narrow focus may prevent them from
using their knowledge gained from their envi-
ronment (society) to make better decisions.
This finding is significant and invites further
research in this area, and poses the question:
‘How can companies nominate board members
who do not have a groupthink mentality’? One
way to ensure that companies do not nominate
board members with a groupthink mentality
may be accomplished by formulating a well-
developed skill matrices that encompasses the
knowledge, experience and the behavioural
characteristics/patterns of potential and existing
board members.

BOARD TOOL

Skill matrices

In order to fulfil the TSX Guidelines 1A 1B 1D
and 1E (see Appendix B), many boards use a
skill matrix to outline the experience and
knowledge required by the board member based
on industry trends and the corporation’s specific
needs. This exercise ensures that there is congru-
ence between the corporation’s needs and the
board members’ capabilities. It also helps to
ensure that the board member has sufficient
depth of knowledge to make an adequate contri-
bution. This matrix should serve to highlight
board members who have the knowledge and
experience required by the board.

The skill matrices then acts as the screening
process in determining whether the BOD as
individuals and collectively have the appro-
priate competencies to fulfil their responsibili-
ties. Skill matrices do not have to be a
sophisticated form or document, but should
reflect the communication among the board and
management about what type of board they
want to be. “The most important predictor of
director effectiveness is not independence, but
strategic experience that matches the compa-
ny’s needs’ (Westphal,® p. 3). In this research,

two board characteristics found to affect deci-
sion making of the board are values and group-
think. Therefore, skill matrices would identify
board members who are knowledgeable not
only about the company’s area of business but
also identify the behavioural characteristics of
board members.

This can be accomplished through discus-
sions among the chair of the nominating
committee, the chair of the board, other direc-
tors and CEO in formulating a director’
competency [skill] matrix analysis.>’ This skill
matrix will facilitate the board members
being organised in a manner that allows for
learning capabilities (capacity to assimilate
existing knowledge) and development of
problem-solving skills (capacity to create new
knowledge) to render benefits to the corpora-
tion.”” “Use of a director skills matrix can be
beneficial on this count. Such a matrix deline-
ates those critical skill sets that are currently
captured by board members and those skill sets
that are wanting. Any addition to the board
should, ideally, fill an area of weakness, thereby
enhancing the overall board profile’ (Dalton
and Dalton, '’ p. 96; see also Sherwin51). Skall
matrices, therefore, serve as an objective crite-
rion for nominating new board members, CEO
and the board chair and the ‘boards’ role with
regard to Corporate social responsibility.

The directors behavorial types

Skill matrices can also be expanded to include
other characteristics that would ensure that
board members are well rounded. According to
Leblanc and Gillies,'! the search for directors
with various behavioural characteristics is
driven by the belief that a combination of
directors with different behavioural character-
istics will lead to a more effective decision-
making process by the board. These behavioural
characteristics will be dealt with in the following
section.

Skill matrices need to identify gaps in both
knowledge and behavioural patterns of existing
and potential board members to match them to
the strategy of the company’s needs. Identifying
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gaps in board member’s knowledge base is a
straightforward exercise; the knowledge, and
technical experience can be easily ascertained.
The behavioural patterns, however, involve a
more complex skill matrix.

Leblanc and Gillies'' offer a model in
selecting the right mix of directors and outline
ten behavioural types that can be attributed to
chairs and directors. These fall into two catego-
ries of functional or dysfunctional board
members.

BOARD MEMBERS

Change Agents versus Controllers

Change Agents are the catalysts for bringing
about fundamental change and are functional
board members. Controllers are very dissatistfied
and are incapable of accepting any position that
is presented to the board without any reason
and without suggesting an alternative; they are
the dysfunctional aspect of Change Agents.!!
One means of breaking the complacency that
may arise due to groupthink and shared values
is engagement. Engagement can be brought
about by Change Agents, who, according to
Leblanc and Gillies'" “are to ensure that change
is not simply talked about but takes place, they
provide the leadership and make tough deci-
sions, unpopular as they may be with manage-
ment and other directors, to get the change
made’ (p. 174). Perhaps the most useful defini-
tion of engagement through the role of Change
Agents came from the interview stage of this
research. As one board member in the inter-
view stage noted:

If you are management, you know if you
have got an engaged board or not — you
know from the quality of the meetings and
what you get out of them. Management
has to always be challenged [by the board]

they can only challenge each other so much.
After all, they are a management team.
Management is basically run by consensus.

If they coalesce, this is when they need to be
challenged. This is where a board of directors

can get engaged. Engagement by the board
is invaluable to management. How can you
let one CEO who is responsible for oper-
ating the company do what he likes? He has
six other CEOs from different experiences.
Board members need to say: I think what
you are doing is crazy. Why don’t you do
this? Why have you not done that? Have you
thought about this? Have you thought about
that? We [the board] do not agree because
we think you have not done this kind of
work. This sort of engagement is a great
advantage you get from a board and is another
way to ensure that you will not fail. I do
not know one great truthful CEO who
would not say I deserve the credit, but
boy my board was really helpful (personal
communication, 2004).

Board members must be alert to the fact that
‘social ties in CEO-board relationship’>? have
the propensity to be (diminish the involvement
and effectiveness of directors by reducing their
tendency to control management decision
making) and adversely affect decision making.

It is imperative that management and CEO
are open and truthful to the board so that the
board can do their job by independently
evaluating management’s strategic direction.
Engagement, therefore, may reactivate board
members’ knowledge base in situations where
groupthink and values have become strong.
One executive related:

There was not enough creative tension before
[at our company], because you can ration-
alize why incremental change is fine... The
model we find for driving change that really
works is one where you have the current state
plus the desired future and the tension to get
there (personal communication, 2004).

This executive is suggesting that engagement
(change) can only occur in organisations that
have identified their values (desired future) and
that both management and the board have
ensured that this culture is translated throughout
the organisation. Within an organisation values
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and groupthink can be positive and are neces-
sary for cohesiveness. They can also, however,
lead to complacency. It rests with the board to
strive for creative tension when they believe
change is necessary.

According to Finkelstein and Mooney,
‘one of the biggest areas where directors find
themselves at a disadvantage relative to the
CEO is their knowledge of the company’
(2003, p.110). In the interview sessions, several
directors suggested that board members should
communicate directly with people who are
responsible for making decisions, without
the presence of the CEO or management. As
one executive noted:

If management has an issue and they want
to talk to a board member or a committee
chair, they can phone them and have a
discussion. The board members will do
the same thing. They will phone into the
company if they have a question, and they
will go to whomever they think is best able
to answer the question. I want the board to
be fully informed about the issues and I want
the board to be fully aware of those issues
— no surprises. My view is I am going to
make sure the board has all the information
because I am never going to get accused of
having managed what they know (personal
communication, 2004).

Nonetheless, knowing that their responsibility
is to govern and not manage, board members
need to leave the running of operations to the
operational heads. At the same time, if they have
any concerns about what information manage-
ment has presented to them, they need to inves-
tigate further by asking tough questions.

Challengers versus Critics

The second type of functional board members
are Challengers. The Challenger’s role is to ask
tough questions and represent the functional
aspect of board behaviour. Whereas Critics
criticize and complain in a manipulative way,
they lack ‘the constructive component of being
constructively critical’.!" Board members who

are not open minded may not be able to think
objectively even when their individual commit-
ment is high. Argyris®® suggests that open
mindedness is not simply a function of how
people feel but of how they think and whether
they listen only to themselves. One senior
management executive related how change
occurs in his organisation.

Adopting this new program at our company
prompted a tremendous dialogue. Whereas
the philosophy before was just get a little
better than what you did last year, now there
is a stake in the ground and you get engaged
with creative tension. That is the part driving
the change (personal communication, 2004).

This statement implies that the board members
were willing to be more open minded about
enacting change within the organisation
through constructive dialogue. This parallel’s
Argyris and Schon’s®* idea of double-loop
learning, where errors, once detected, are
corrected through changes in organisations’
norms, policies and objectives. This is because,
as Argyris and Schon’s>*
corrective action within an organisation involve
changes to norms, objectives and policies
(values and groupthink), not changes to knowl-
edge. When the board is making a decision for
change, based on their assessment of past errors,
they opt to correct organisational values, and
groupthink mentality. As ‘learning agents are
scattered in space and each possesses a bit of
knowledge’,” it is much more difficult to
decide to make changes to knowledge. One
example of double-loop learning may involve
the chair of the board and board members
having to make the tough decision to fire a
CEO because the CEO refused to take correc-
tive action after the board identified serious
concerns. One board chair related:

believe, decisions for

At some point you have to make very tough
decisions. The board may have to fire the
Chief Executive Officer which I have been
involved in a number of times, either because
of a lack of trust or more importantly because
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of a lack of knowledge, stupid decisions, or
the CEO trying to gloss things over the
board when they have not given the board
all the facts. I have been involved in this
type of situation about six times. That is the
role of the board of directors. In every case
the board made a decision too little too
late. You know the board is just reluctant to
take that action. In every case we made the
right decision, but we were a year or two too
late (personal communication, 2004).

This was double-loop learning because there
was a complete change of management and
company focus with the new CEO. A change
in CEO at an organisation has a rippling eftect
on the entire organisational structure and culture.
For example, the difference in the management
and strategic direction of an organisation
between a CEO who is a lawyer as compared
to a CEO who is an engineer or an accountant
is significant. When the BOD sheepishly acqui-
esces to the CEQ, they are not considering the
underlying norm and belief of the organisation
(the vision and mission statements).

Alternatively, ‘managers must weigh the
benefits of seeking advice against serious poten-
tial costs: when managers reveal information
necessary for the board to advise them, they
face the uncertainty that that information could
affect the board’s opinion of them enough so
that the board fires them’.’® Therefore, it is
imperative that both the management and the
board are open minded, the boards’ responsi-
bility being to advise management when their
advice is sought, or if they perceive that there
are problems. Management must be confident
in their ability to perform all required due
diligence before making presentations to the
board. Additionally, board members must be
open minded to incorporate other views and
ideas so that their decision-making process is
guided by a balanced, informed base.

Counsellors versus Cheerleaders
The third type of functional board members
are Counsellors. ‘Counsellors have strong

persuasive skills, high credibility and have the
ability to work individually with a variety of
people, both inside and outside the company’.!!
Alternatively, the dysfunctional Cheerleaders
praise all executives on the board continuously;
however, they do not prepare or participate in
board meetings.

“The expertise hypothesis suggests that a
longer-term director engagement is associated
with greater experience, commitment, and
competence, because it provides a director with
important knowledge about the firm and its
business environment’.>” These Counsellors as
one CEO recounted:

‘We in management say: Here are the concerns
about the issue so the [board member| has
some breadth of knowledge. Then they start
by reading the newspaper or they visit their
colleagues or they may sit on other boards
and they listen for things and so their knowl-
edge is building all the time. There is a cost,
an exchange of information both micro as it
relates to the company and macro as it relates
to the industry and the environment broadly
(personal communication, 2004).

This sharing of information in an honest and
timely manner ensures that these boards have
full trust in the CEO and, therefore, are moti-
vated to serve on the board. One board member
during the interview stage elucidated the
importance of creating a healthy motivating
environment:

I think the best board meetings you ever
have are when everybody comes out and
says, ‘We had a hell of a meeting, we argued
and fought and we just did it’. I mean that
was a real good meeting. On the other hand,
if you get a report and are asked a few ques-
tions and it is approved, then, you just get on
with things and then have dinner an hour
early. That is not the kind of board you want,
and so I think the real good management
teams want board of directors’ engagement.
It is invaluable to them. (personal communi-
cation, 2004).
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Therefore, there must be continuous effective
communication among all board members and
management.

According to Leblanc and Gillies!!, Counsel-
lors act as coaches to other board members,
and they serve as external connectors; they
have a good understanding of policy issues
that are not routine, for example, social change
or political developments and may also play
the role of advisers or mentors. These board
members should balance the wvalues of the
organisation with the ability to discern whether
there is pressure from other members for
them to conform to a particular decision. The
board member may not necessarily agree with
their colleagues, but may refrain from voicing
their opinion for fear of creating conflict,
which can adversely affect the decision-making
process.

Consensus-builders versus Conformists
The fourth type of functional board members
are Consensus-Builders. Consensus-Builders
are directors who use their superior conflict-
resolution skills to ensure that there is sharing
of information; board members as a team need
to be motivated to serve as members, in the
best interest of the shareholders. By learning
about the needs, expectations and motivation
of directors, organisations can ascertain whether
the values of directors are congruent with the
organisation’s strategic direction. Motivational
theory suggests that identifying ‘needs’ is the
first step in being able to fulfil those needs.
Thus, by identifying directors’ needs, organisa-
tions can then differentiate between directors
who are merely decorative features from direc-
tors who are on the board to add value. The
dysfunctional opposite of Consensus-Builders
are Conformists. Conformists are nonper-
forming, cooperating directors who support
the status quo, and retain their seat due to past
successes or relationships.!!
Consensus-Builders are considered ‘resource-
ful’,>®%" suggesting that these board members
serve as boundary spanners and resource extrac-
tors, making information and resources avail-

able to executives; thus, these board members
serve to enhance organisational legitimacy.?
When the board acts in this capacity, they are
able to extract resources and knowledge from
their environment to the company’s advantage.
During the interview stage, one executive
noted that:

[The stakeholders in the community] were
the experts in this case,because they lived near
the energy plants and were able to observe
that our thousand dollar lighting system was
useless after 6.00 p.m., so we saved millions
of dollars annually on electricity because
we listened to our stakeholders (personal
communication 2004).

Chairs

Additionally, Chairs are special board members
who have the job of overseeing the entire
board’s activity. According to Leblanc and
Gillies,!! there are two types of chairs Conduc-
tors or Caretakers. ‘Conductor-Chairs have a
good relationship with management; keen
interest in good governance and are engaged
in all important board activity. Caretaker-Chair
are ineffective and have Cheerleaders, Critics,
Conformists or Controller characteristics there-
fore, they lack leadership ability’.

Nominating board members with a solid
knowledge base of the company’s business is
important. This research indicated, however,
that this knowledge may be suppressed in the
presence of groupthink. Therefore, it is essential
to identify board members’ behavioural
characteristics before they come on board to
screen potential board members who demon-
strate dysfunctional tendencies as discussed
above.

CONCLUSION

The lead finding of this study is that corporate
leaders in Canada are unanimous in their view
that the usual board measures such as CEO
duality, insider and outsider ratio, number of
board members and directors’ share ownership
may not be the only critical determinants of
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board effectiveness. The informal elements of
corporate governance that have long been
neglected by regulatory bodies, research and
literature can provide crucial information about
effective decision making. From the interview
sessions and survey analysis of data, an inside
view of board process and what occurs inside
the boardroom was revealed.

The detailed discussion about what happens
in the boardroom demystifies the board
process and provides the bases for three
critical objectives when selecting new board
members or evaluating current board members’
performance:

(1) ascertain and embellish the knowledge base
of directors;

(2) motivate directors to share and gather
information to ensure that personal values
are congruent with organisational values;
and

(3) ensure that clear and fluent transmission
channels exist to reduce the potential of
having groupthink on board.

The knowledge base, depth and breadth of
knowledge and learning capabilities are all
important factors that contribute to directors’
informed decision making. Learning capabili-
ties presuppose that board members, upon
receiving information, are able to analyse and
synthesise this information to make empow-
ered decisions. Further, board members’ knowl-
edge and expertise are valuable resources that
should be used to the benefit of the organisa-
tion. One of the important roles of the board
is to ask tough questions of management if they
are not clear about an issue. Therefore, it is
essential that board members facilitate knowl-
edge transfer with other board members and
with management.

Most board members regard their board
position in high esteem.The prestige associated
with being a director can therefore motivate
members to share and gather information.
Information is at the heart of board process;
however, information needs to be accurate,

clear, reliable and timely. Thus, it is necessary
that board members question each other and
management to preserve the integrity of the
information and avoid groupthink. It is often
difficult to assess and understand the repercus-
sions of homogeneity of thinking among board
members, or groupthink. If board members are
not able to think independently, clear from
group pressures, then this may adversely affect
the decision-making process.

For the knowledge and motivation of direc-
tors to be functional, there must be clear
and fluent transmission channels; Leblanc
and Gillies'! call these directors’ functional
directors. When fluent transmission channels
exist, board members are able to communicate
among themselves, management and outside
consultants, and are thus less likely to involve
personal agendas or political status. When
putting a board together, it is essential to
choose functional directors who have the
behavioural  characteristics that promote
good decision making. Therefore, the behav-
ioural patterns of board members are of
significance to board effectiveness. It is essential
for boards are able to recognise early warning
signs of dysfunctional behavioural patterns
that may present significant risks to the organ-
isation. A well-developed skill matrix that
inquires about the prospective board members
and CEO% knowledge and behavioural
characteristics (values and groupthink) may
indeed improve the decision making of
the board.

There are three main conclusions:

1. This research clearly proves that formal rules
and regulations are inadequate; they have
little effect on decision making by board
members. Informal characteristics must be
considered in unison with the formal system
when nominating board members in order
to restore shareholder confidence and to
rebuild trust in board governance.

2. Similar values and groupthink can contribute
positively to board members’ decision
making. There is a high possibility, however,
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for groupthink and values to become redun-
dant, masking board members’ knowledge.

3. Skills matrices that include questions related
to values, knowledge and groupthink and
three behavioural characteristics should be
considered by boards to ensure the nomina-
tion of well-rounded members.

A model was developed (see Appendix C) that
provides a visual conception of the relationship
or nonrelationship among the formal and
informal system. This research suggests that
effective corporate governance may be associ-
ated with more than the reparation of internal
controls or following the checklist approach to
rules and regulations. Sound values and philo-
sophical statements that are diligently translated
throughout an organisation may also be an
effective means of governance and may enhance
a corporation’s overall viability.

Composition should not simply refer to
‘who’ the board members are, but to the calibre
and knowledge base of each member, their
learning capabilities and how they interact
with each other, with management and with
other stakeholders. Structure should not focus
solely on the number of directors and size of
the board but should be reflective of how
knowledge is used on the board, how board
members are chosen and what competencies
they possess.

This can be accomplished by formulating
detailed skill matrices that comprise knowl-
edge, values and behavioural characteristics of
the potential and existing board members.
Attention to the behavioural characteristics of
board members has the potential to reduce the
propensity of having board members who have
a groupthink mentality that can impede a
board’s overall effectiveness.
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Appendix A

QUESTIONS USED IN INTERVIEWS

Questions will centre around these topics and how they relate to the environmental responsibility committee
and corporate governance of the Board of Directors (BOD):

Q.1. How does the BODs go about their duty of overseeing development of the overall strategic direction
and policy framework for the company?

Q.2. What is the process that the BOD goes through to approve or disprove the opportunities and risks of
the company’s business?

Q.3. How does the board go about identifying the principal risks of the company’s business and ensure
there are systems in place to effectively monitor and manage them?

Q.4. How does the environmental responsibility committee (or its alternative) work with management to
design compliance policies that meet and anticipate environmental regulations?

Q.5. What percentage of the BOD would you consider to be environmentally knowledgeable?

Q.6. How does your company ensure that the BOD understands environmental risks and liabilities; for
example, the changes to liability reporting requirements for asset retirement obligations?

Q.7. How does the BOD ask senior management the right questions when environmental position is not
clear or actions and goals seem mismatched?

Q.8. Have any of the boards on which you have served assessed the risks of climate change to their firms?

Q.9. There has been suggestion from a number of reports about corporate governance that members of
the board who have full-time jobs sit on no more than four boards and that retired members sit on
no more than seven boards. What do you think about this suggestion?
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Appendix C

CORPORATE GOVERNANCE DECISION-MAKING MODEL

Formal Informal

Knowledge

SdsLReIRY)) pieoyq

L 'E
-
-
-
-
sopsLRjIRIRY)
[eAnOIARYdY paeog

SKILL MATRICES: Knowledge;
Values; Groupthink (Behavioural
\ Characteristics)

\
\
Legend \
No relationship - — — . N Decision Making
Relationship —

92 International Journal of Disclosure and Governance Vol.5,1,69-92 © 2008 Palgrave Macmillan Ltd. 1741-3591 $30.00



