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At a time when North American busi-
ness faces a higher degree of regula-
tion and accountability than ever, cor-
porate boards are confronted with
the issues of governance and how
best to improve the level and consis-
tency of regulatory compliance.
While improved compliance is neces-
sary for the protection and enhance-
ment of public and shareholder con-
fidence, it has led to the prevailing
assumption that a more independent
and engaged board is the prescription
for all that ails today’s corporations.
While this may be true in some cases,
new research reveals that corporate
governance standards cannot be con-
sistently applied to different struc-
tures; one size does not ‘fit all.’ The
research suggests that the appropriate
style of corporate governance in any
business is a strategic consideration
directly influenced by its relative posi-
tion in the corporate lifecycle.

Simply stated, different sets of gover-
nance practices are associated with
distinct measures of business per-
formance. Corporations need to
actively consider their strategic prior-
ities before adopting corporate gover-
nance reforms and corporate strate-
gies that enhance both business
performance and governance effec-
tiveness.

Improving regulatory compliance is
one of the most important obligations
of today’s boards. But as we move
through the early stages of change in
today’s corporate and business cul-
ture, it is clear that the effectiveness
of corporate boards will not be meas-
ured simply by a regulatory checklist,
but by the ability of institutional
investors to see evidence of proactive
corporate initiatives that improve
business performance. Governance
management programs, designed to
actively seek such improvements by
regularly monitoring and refining cor-
porate governance practices in refer-
ence to key industry trends, best
practices and shareholders’ interests,
can give boards an effective means
by which to help direct and sponsor
enduring improvements in both busi-

ness and compliance performance
measures.

Corporate governance guru Peter
Dey’s recent about-face on corporate
governance standards (initially a
voice for rigid standards, he recently
proposed that now, in the next stage
of governance evolution, companies
are sufficiently advanced “to look at
what good governance really is”) sug-
gests that a more flexible approach is
in order. If the primary purpose of
for-profit corporations were to make
a profit, logic would dictate that good
corporate governance practices, in
the very least, should help businesses
be profitable. However, corporate
strategies for attaining and maintain-
ing profitability vary greatly. Some
corporations focus primarily on
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that identifies a strong correlation
between business performance and
business practices that enhance and
protect trust.2 Considered together
with the detailed findings from the
Brown and Caylor study, we believed
that we would find a similar relation-
ship between business performance
and corporate governance practices
that help establish trust. We therefore
used the Trust Enablement™
Framework3 — that helps to catego-
rize practices by their contribution to
trust — as a filter to assess conditions
that help investors and analysts trust
an issuer’s corporate governance
practices. It classifies each of the best
practices associated with enhanced
business performance in the Brown
and Caylor study according to its key
trust-enabling role, as either helping
to establish trust or to ensure trust
(i.e., protect from a loss or deficiency
of trust).

Our findings not only validated our
predictions – that we would find a
relationship between business per-
formance and trust-building process-
es – but also identified common char-
acteristics within groupings of
governance best practices (or gover-
nance styles) that correlate with dis-
tinct business performance metrics.
This process identified four gover-
nance styles:

1. Control – management-con-
trolled companies have better
sales growth performance;

2. Trust - companies with corpo-
rate governance practices that
help shareholders establish
trust enjoy higher valuations
(Tobin’s Q);

3. Sovereignty - companies with
truly independent boards, both
from management and share-
holders, are more profitable
(return on equity and profit
margins); and

4. Influence – companies with
boards that are strongly influ-
enced by management and
where shareholders have fewer
rights pay out more to share-

holders in dividends and stock
repurchases.

Each governance style revealed a dis-
tinctive pattern, depicting how sets
of governance practices collectively
contributed to creating conditions that
establish and ensure trust. Our dis-
covery that governance styles
(beyond discrete governance prac-
tices) are associated with business
performance refines our understand-
ing of the nexus between corporate
governance and strategy, and solidi-
fies the basis for collaboration

between directors and management.
For example, when pursuing a share
valuation strategy, it provides direc-
tors and management with a rationale
to consider governance practices that
establish higher levels of investor and
analyst trust in the board’s effective-
ness. Likewise, it gives corporations
pursuing a sales growth strategy a
rationale to support governance prac-
tices that ensure trust through man-
agement control.

It is worth mentioning that counter-
intuitively (because increased trust is
associated with higher valuations),
Brown and Caylor found governance
practices that enhance shareholder
rights (by building confidence
through increased control) to be
strongly associated with poor busi-
ness performance. This suggests that

the method used to attain confidence,
whether by exerting control or ceding
trust, may yield different outcomes.
Moreover, it brings to question
whether the “monitoring hypothesis”
for corporate governance is sufficient
to describe the role of corporate
boards, as one would expect share-
holder empowerment to drive a
board’s monitoring mandate and
hence business performance. Instead,
it lends support to the complementa-
ry “mediating hypothesis” proposed
by Lynn S. Stout from the University
of California, in her paper “Investors’
Choices”, namely that “shareholders
also seek to ‘tie their own hands’ by
ceding control to directors….” In
other words, shareholders of public
companies generally prefer to trust
rather than control their boards.

Consistent with this concept of the
board, in a recent article that
appeared in Director, the newsletter
of the Institute of Corporate Directors
(ICD), William A. Dimma, author of
the book Tougher Boards for Tougher
Times, describes “the role of the
board as an intermediary between
management and shareholders.” In
contrast with the traditional views of
monitoring boards being analogous
to judges, the mediating role ascribes
more of a paternal archetype to the
board. Our findings support these
views by revealing that higher corpo-
rate profitability and share price val-
ues reward shareholders who have
reasons to trust their sovereign
boards.

In fact, our finding that trust is associ-
ated with higher valuations was the
most compelling. We found that
seven out of the eight best practices
associated by Brown and Caylor with
higher valuations contributed to
establishing trust. Our research
revealed that governance best prac-
tices, such as the average options
granted in the past three years as a
percentage of basic shares outstand-
ing did not exceed 3% (option burn
rate), board members are elected
annually, and company either has no
poison pill or a pill that was share-
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holder approved (in apparent contra-
diction, otherwise found to be associ-
ated with poor business performance)
help to establish shareholder trust and
are associated with higher share val-
uations. This leads us to question
what other (beyond the seven stud-
ied), yet to be defined, governance
best practices that establish trust
could corporations adopt in order to
further increase share valuations and
thereby reduce their cost of capital?

Would it be reasonable to expect, for
example, that giving institutional
shareholders a voice to periodically
contribute comments directly to
boards of directors could help them
establish even higher levels of trust in
the issuer’s ability to sustain superior
business performance? According to a
recent article in The New York Times,
publicly traded companies are
increasingly moving in that direction
by opening direct communication
between boards and their sharehold-
ers. The article asserts “22 percent of
the S.& P. 500 reported that their
boards had direct contact with share-
holder groups. But five years ago, it
would have been close to zero.” It is
evident that improved communica-
tion between boards and sharehold-
ers is becoming a best practice.

Taking these factors into account, and
because each performance priority is
valid under different circumstances
that correspond to a stereotypical
maturing of a corporation, we decid-
ed there would be value in viewing
these findings through the prism of a
Governance Lifecycle Model™
(GLM). It provides a useful roadmap
for strategically matching the best cor-
porate governance styles to the strate-
gic objectives that typify each phase
of a natural corporate lifecycle. For
example:

■ Formation Phase: Entrepre-
neurial companies may benefit
from having corporate gover-
nance practices that allow man-
agement more Control over the
board, because entrepreneurial
start-ups are typically owner

managed and strategically
focused on sales revenue
growth;

■ Investment Phase: Pre-IPO
(initial public offering) compa-
nies and publicly traded com-
panies involved in mergers
and acquisitions (M&A) may
benefit from governance prac-
tices that build investor Trust,
because when raising capital or
acquiring assets, companies
strategically focus on leverag-
ing higher valuations;

■ Production Phase: More
established publicly traded
companies may benefit from
having corporate governance
practices that support board
Sovereignty, because public
companies need to satisfy more
stringent corporate governance
standards, and capital markets
expect them to strategically
optimize their businesses for
profitability;

■ Harvest Phase: Mature or
declining publicly traded
companies may benefit from
having corporate governance
practices that allow manage-
ment to Influence board deci-
sions, because a reliable, “cash
cow” company may benefit
from strategically adopting a
proceeds distribution strategy
on behalf of its shareholders.4

Even more broadly, our findings cast
new light on some fundamental
issues plaguing corporate governance
reform:

a) They reveal a symbiotic rela-
tionship between corporate
governance practices and busi-
ness strategy;

b) They suggest that a phased, life-
cycle approach to corporate
governance is an important step
in moving beyond simple com-
pliance enhancement, toward
helping boards achieve a sus-
tained and positive impact on

overall business performance;

c) They clarify the arguments in
the shareholder versus stake-
holder debate by demonstrat-
ing how, depending on their
business strategies, boards can
effectively serve the interests of
different stakeholders, other
than equity holders alone;

d) They distinguish between the
relative roles of control and
trust in corporate governance,
by recognizing that each
approach to attaining required
levels of stakeholder confidence
may be valid, depending on the
company’s business strategy;
and

e) They reveal the essential nature
of the board as a supportive
and mediating paternal arche-
type that adaptively serves the
evolving needs of the corpora-
tion throughout its lifecycle,
rather than a dispassionate and
rigid judge of good and bad
management.

Practically speaking, we hope these
insights will help corporate gover-
nance policy makers decide on press-
ing issues, such as board composition
of closely controlled corporations and
governance best practices for income
trusts. Institutional investors and ana-
lysts have reasons to consider the
governance-practices/strategic-prior-
ities dynamic of issuers when weigh-
ing investment alternatives. Corporate
directors can benefit by starting a pro-
gram to proactively and productively
manage their own governance prac-
tices relative to their companies’
strategic priorities, beyond simply
managing the risks of regulatory com-
pliance and their liability exposures.
In addition, management can use
new levers to engage boards when
formulating strategy.

Such an approach can present a real
opportunity for corporate boards to
make meaningful contributions to the
specific needs of their organizations

continued on page 37
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and in doing so respond to Mr. Dey’s
notion of developing “their own
brand of corporate governance best
practices” with enlightenment and
impactful strategic thinking.

Alex Todd is founder and CEO of TE
Research, the research arm of Trust
Enablement Inc. that specializes in
helping corporations achieve their
business goals by optimizing the trust of
their stakeholders. To order a copy of the
governance research report discussed in
this article write to
AlexTodd@TrustEnablement.com.

1 Abstract representation of TE Research’s
Governance Lifecycle Model (GLM),
inferred from research conducted in
2006. It shows how different governance
practices are associated with evolving
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business performance priorities through
a typical corporate lifecycle. Manage-
ment-controlled boards enjoy faster sales
growth, which is typically a strategic pri-
ority for young companies in the
Formation Phase of their corporate life-
cycle. Boards with practices that help
establish investors and analyst trust are
rewarded with higher share valuations,
which is typically a strategic priority for
corporations preparing to raise capital
on public markets and those seeking to
leverage the value of their shares for
mergers and acquisitions in the
Investment Phase of their corporate life-
cycle. Sovereign boards that are con-
trolled by neither shareholders nor man-
agement preside over the most profitable
companies – profit typically being a
strategic priority for mature public com-
panies in the Production Phase of their
corporate lifecycle. Outwardly, inde-
pendent boards that are nevertheless
influenced by management tend to dis-
tribute more cash to shareholders, which
is the priority for ripened companies in
the Harvest Phase of their corporate life-
cycle.

2 It is the combination of these two forces
— trust creation and trust preservation
— that create the conditions for sustain-
able trust by stakeholders. Overemphasis
on preserving trust often indicates a con-
trolling environment. Similarly, busi-
nesses that rely excessively on establish-
ing trust indicate a trusting
environment, but tend to be vulnerable
to losing integrity by inconsistently deliv-
ering on expectations.

3 The Trust Enablement™ Framework
encompass three categories (Experiential
and Authoritative Sources of Trust, and
Empowerment) that help establish trust,
as well as three categories (Motivation,
Ability, and Risk Transfer) that help
ensure - protect from a loss or deficiency
of - trust.

4 In contrast with our other findings that
can be intuitively defended based on
logic and plausibility, our research did
not provide insights into the reasons one
might expect management influence
over boards to be associated with share-
holder distributions.  ■


