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INTRODUCTION

Over the last few decades, researchers have taken a
thorough and critical look at corporate governance
from various perspectives. They have studied how
legal, social, and market forces influence the con-
trol mechanisms that a company adopts to prevent
or discourage self-interested behavior by manage-
ment. They have examined the structure and opera-
tions of the board of directors. They have explored
processes of governance systems, including strat-
egy development and oversight, risk management,
CEO succession planning, performance measure-
ment, executive compensation, the external audit,
and the consideration of mergers and acquisitions
to determine the relation of each to governance
quality and firm outcomes. The result is a vast re-
search literature across many different disciplines
that chronicles the association between corporate
governance choices and the likelihood of future
success or failure.'

For the most part, the findings of this research
literature are modest. Many observed structural
features of corporate governance have little or no
relation to governance quality. For example, there is
little systematic evidence that it benefits a company
to have an independent chairman; maintain fully
independent audit, compensation, or nominating
and governance committees; restrict its audit firm
from performing non-audit-related services; or
grant shareholders an advisory vote on compen-
sation. For other governance decisions—such as
a decision to pay directors in cash or stock, or to
award executives golden parachute severance pay-
ments—the research results are so mixed as to be ef-
fectively inconclusive. While there is evidence that
governance processes are critical to success—such

as proper risk management or a workable CEO suc-
cession plan—it is the quality with which processes
are designed and implemented rather than the mere
presence of a program that determines whether they
will be successful.

The lack of concrete evidence suggests that the
current focus in corporate governance might be
misdirected. Instead of debating features of corpo-
rate governance, more attention should be paid to
contextual issues—a company’s leadership, culture,
and specific situation. While these are more difhi-
cult to measure, they are also likely to have a far
greater impact on governance quality than one-size-
fits-all structural requirements. To illustrate this,
consider an issue that is hotly debated and often
misunderstood: the debate whether to combine or
separate the chairman and CEO roles.

INDEPENDENCE AND GOVERNANCE

In January 2013, the Connecticut Retirement
Plans and Trust Funds (CRPTF) sponsored a pro-
posal for inclusion on the Walt Disney Company
annual proxy that would require the company to
separate the chairman and CEO roles. The proposal
was intended to reverse a decision made the previ-
ous year to grant CEO Robert Iger the additional
title of chairman.

The issue of whether or not to allow a dual chair-
man/CEQ is a contentious one in corporate gover-
nance and has been a particularly contentious is-
sue at Disney. In 2004, the company stripped then
Chairman and CEO Michael Eisner of his chair-
man title after significant backlash from sharehold-
ers who objected to Eisner’s management of the
company in recent years.” In 20006, Iger replaced
Eisner as CEO, and the company continued the
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practice of maintaining an independent chairman
of the board. In 2012, following six very successful
years at the helm, Disney awarded Iger the joint
chairman/CEO title, a position he is to retain until
his planned retirement in 2015.

By contesting this decision, shareholders high-
lighted the potential conflicts that can arise when
a managerial role is combined with a monitoring
role. In its proxy proposal, the CRPTF explained
that:

We believe that the role of the Chief Executive
Officer and management is to run the business of
the company and the role of the board of direc-
tors is to oversee management. We believe given
these different roles and responsibilities, leader-
ship of the board should be separated from lead-

ership of management.’

Others agreed with this position. New York City
comptroller John Liu stated that “the Walt Disney
Company needs a board chair who is independent
of the company to best oversee management.”
Proxy advisory firm Glass Lewis wrote that “we ul-
timately believe vesting a single person with both
executive and board leadership concentrates too
much oversight in a single person and inhibits the
independent oversight intended to be provided by
the board on behalf of shareholders.” Jack Ehnes,
CEO of the California State Teachers’ Retirement
System, agreed: “This is just a fundamental prin-
ciple of corporate governance. Obviously, common
sense is that there should be separation between the
chairman of the board and CEO.”

Disney shareholders on the whole, however, did
not agree. When it came to a vote, the measure was
defeated by a margin of 65 percent to 35 percent.’

What is interesting about this controversy is not
the particular outcome at Disney but that such a
controversy should arise over a matter that has been
extensively studied and rigorously demonstrated to
have no material impact on governance quality. For
example, Baliga, Moyer, and Rao (1996) examine
companies that announce a separation (or combi-
nation) of the chairman and CEO roles. They find
no abnormal positive (or negative) stock price re-
action to these announcements. They also find no
material impact on future operating performance.

They conclude that although a combined chair-
man/CEO “may increase potential for managerial
abuse, [it] does not appear to lead to tangible mani-
festations of that abuse.”® Similarly, Boyd (1995)
provides a meta-analysis of several papers on chair-
man/CEOQ duality and finds no statistically signifi-
cant relationship between the independence status
of the chairman and operating performance.’

The reason for this is simple: context matters.
While the separation of the chairman and CEO
roles might be advantageous in some settings, it can
be ineflicient in others. Because of this, the positive
and negative results of individual companies cancel
each other out, and researchers are unable to dis-
cern a material impact on average.

LEADERSHIP AND GOVERNANCE
A more instructive approach to deciding whether to
separate or combine the chairman and CEO roles
is to consider the specific individuals involved. This
requires evaluating the strength of their character,
the quality of their leadership, and the likelihood
that they require additional monitoring. Although
such an exercise is vastly more difficult than apply-
ing a single solution across all companies, there is
some empirical evidence that it is worth the effort.
For example, a growing body of research dem-
onstrates that the personality of a CEO is related to
an organization’s long-term success or failure. These
studies generally find that conscientiousness—the
characteristic of being organized, systematic, effi-
cient, practical, and steady in work—is positively
associated with career success. They also tend to
show that neuroticism—the characteristic of being
moody, temperamental, envious, fretful, and emo-
tionally unstable—is negatively associated with ca-
reer success.'’ In addition, there is some evidence
that the personality traits of extraversion—the char-
acteristic of being talkative, sociable, bold, asser-
tive, and confident—and agreeableness—the char-
acteristic of being warm, helpful, cooperative, and
trustful—positively predict the ability of a manager
to motivate subordinates to exceed expectations.'!
Furthermore, studies find that narcississm—the
characteristic of being selfish, proud, and vain—
can have a positive or negative impact on a corpo-
ration, depending on the individual. For example,
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in a seminal essay, Maccoby (2000) describes two
types of narcissists: productive narcissists and un-
productive narcissists. Productive narcissists are
those who

are gifted and creative strategists who see the big
picture and find meaning in the risky challenge
of changing the world and leaving behind a
legacy.... Productive narcissists are not only risk
takers willing to get the job done but also charm-
ers who can convert masses with their rhetoric.

By contrast, unproductive narcissists are those who
allow distrust of others and their own inflated sense
of self to undermine their abilities:

[Narcissism can turn unproductive when, lack-
ing self-knowledge and restraining anchors, nar-
cissists become unrealistic dreamers. They nur-
ture grand schemes and harbor the illusion that
only circumstances or enemies block their success.
This tendency toward grandiosity and distrust is
the Achilles’ heel of narcissists. Because of it, even
brilliant narcissists can come under suspicion for
self-involvement, and—in extreme cases—para-
noia.

Maccoby concludes that, while a narcissistic leader
can bring transformational change to an organiza-
tion through compelling vision and an ability to
attract followers, their personality makes them sus-
ceptible to certain pitfalls. These include the ten-
dencies to be sensitive to criticism and to demon-
strate a lack of empathy, excessive competitiveness,
and a dislike of mentoring and developing others."?

Consistent with this portrait, the research litera-
ture finds mixed effects of narcissism in corporate
leaders. For example, Chatterjee and Hambrick
(2007) find that narcissistic leaders tend to produce
extreme outcomes in corporate performance, al-
though in aggregate their results are no better than
industry averages. They conclude that “narcissistic
CEOQO:s favor bold actions that attract attention, re-
sulting in big wins or big losses.”’® Research also
finds that narcissistic leaders tend to overpay for
acquisitions. For example, Hayward and Hambrick
(1997) find an association between narcissism and
the size of the premium ultimately paid for a target
company. They find that the greater the narcissism

and acquisition premium, the more shareholders
tend to suffer through future losses.'* Finally, there
is some evidence that narcissism is associated with
financial misreporting and a tendency to inflate
financial results.”> Together, these studies suggest
that narcissistic leaders tend to favor bold action
that can lead to above average outcomes but that
in doing so they might demonstrate a disregard for
standards, a tendency toward excessive risk taking,
and potentially a reduction in honesty. From a gov-
ernance perspective, this suggests that companies
with narcissistic CEOs might benefit from height-
ened oversight by the board of directors, internal
and external auditors, and other governance par-
ticipants.

To this end, it might be that a separation of the
chairman and CEO titles was a reasonable gover-
nance structure with Michael Eisner as the CEO
of Disney but is an unnecessary division now that
Robert Iger is CEO. While the press described Eis-
ner as “brilliant, domineering, and combative,” it
describes Iger as “invariably modest,” exhibiting
“drive, good judgment, and grace under fire.”'
These personality types might justify different over-
sight systems.

WHY THIS MATTERS

1. Governance experts pay considerable attention
to the structural features of a company’s gover-
nance system (e.g., how many directors are inde-
pendent in terms of New York Stock Exchange
listing requirements). In many cases, this leads to
a one-size-fits-all approach to governance, such
as an insistence that companies a/ways separate
the chairman and CEO roles. Why isn’t more at-
tention paid to contextual considerations before
deciding on an appropriate governance structure
(see Exhibit 1)?

2. Researchers have developed a rigorous empirical
record on a vast number of governance issues,
including board structure, executive compen-
sation, shareholder rights, and auditor require-
ments. Why dont governance experts base their
recommendations on these results, rather than
on subjective opinion? Wouldn't this help to
avoid unnecessary controversy (such as the con-
troversy at Disney) by grounding the dialogue
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on facts?

3. The nascent research on CEO personality sug-
gests that leadership quality is likely to have an
important bearing on governance quality. To this
end, certain CEO personality types are more
likely to be associated with governance prob-
lems. How can corporate stakeholders take this
information into account to design more effec-
tive governance systems? m
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EXHIBIT 1 — SITUATIONAL CONSIDERATIONS FOR AN INDEPENDENT CHAIRMAN

Having an independent chairman includes several potential benefits:

It leads to clearer separation of responsibility between the board and management.

It eliminates conflicts in the areas of CEO performance evaluation, executive compensation,
long-term succession planning, and the recruitment of independent directors.

It gives clear authority to one director to speak to shareholders, management, and the public
on behalf of the board.

It gives the CEO time to focus completely on the strategy, operations, and culture of the com-

pany.

Advocates of an independent chairman believe that it is particularly important in these situations:

The company has a new CEO, particularly an insider who has been promoted and therefore has
no previous experience as CEO.

Company performance has declined and significant changes to the company’s strategy, opera-
tions, or culture are needed that require management’s complete attention while the board
considers whether a change in leadership or sale of the company is necessary.

The company has received an unsolicited takeover bid, which management might not be able
to evaluate independently without considerations for their own job status.

However, having an independent chairman can also cause several potential disadvantages:

It can be an artificial separation, particularly when the company already has an effective chair-
man/CEQ in place.

It can make recruiting a new CEO difficult when that individual currently holds both titles or
expects to be offered both titles.

It can create duplication of leadership and internal confusion.

It can lead to inefficient decision making because leadership is shared.

It can create new costs to decision making because specialized information might not easily
transfer from the CEO to the chairman (the “information gap”).

It can create a second layer of monitoring costs because the new chairman also poses a poten-
tial agency problem.

Source: David Larcker and Brian Tayan, Corporate Governance Matters: A Closer Look at Organizational Choices and Their
Consequences (New York, NY: FT Press, 2011).
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