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The Wrong Way to Pick a Chief Executive...and the Right Way

from May/June 2007 
by Julie Connelly 

The way Charles Biscieglia got the top job at South Jersey Industries Inc. was a textbook illustration of bad succession planning—which is why he made darn sure that whoever came after him would enjoy a far more orderly transition. His predecessor, William Ryan, “didn’t want to have a succession plan,” Biscieglia recalls. “He convinced the board that there was no one in the company capable of leading it. He kept telling the board no one was ready.” The board insisted that Ryan bring in a consultant to evaluate the management, but he successfully deep-sixed the consultant’s report. So when a burst aneurysm felled Ryan at 63 in late 1997, the directors were left with nothing but a letter he’d written three weeks earlier, to be opened in case of emergency. With a crisis on their hands, they followed the letter’s instructions: Make one of their own members chairman and acting CEO of the company, which comprised gas utility and various unregulated businesses; put Biscieglia, who was executive vice president and chief operating officer of utility operations, in charge of the utility business; and then figure out a permanent solution. 

Board member Richard Dunham, who had been chairman of the Federal Power Commission, took over as chairman and acting CEO. His first task was to become as familiar as he could with exactly what the company’s top managers were capable of doing—or even whether they were capable at all. Under Ryan, the nine board members had been kept largely ignorant of the outfit’s bench strength. 

“Dick got to know us all and was able to convince the rest of the board that the company had internal talent,” says Biscieglia, 62. Dunham, now 77, also began to notice that whenever he asked the other senior executives a question, they all looked to Biscieglia for the answer. In 1998 Biscieglia was named president of the utility, and the following year the board made him CEO of the whole company. Dunham remained chairman until 2000, when Biscieglia assumed the role. 

After that experience, making time to identify and train his own successor became important to Biscieglia. “The first thing I did was put together a succession plan,” he says. He got some help in identifying a candidate when he set about unloading the unregulated businesses that weren’t making money or couldn’t be turned around in 12 months. He selected Edward Graham, an executive in the gas company, to do the job. Biscieglia watched carefully as Graham sold the losers and bought winners to take their place, turning what had been a ragtag part of the company into something that contributed more than 30% of 2006’s $931.4 million revenues. “He just went right to the top,” Biscieglia says of Graham, now 49. So he did. In 2004 Biscieglia stepped down as CEO and Graham smoothly moved to take his place, all according to the succession plan Biscieglia had worked out with the directors. Just over a year later, Biscieglia turned the chairmanship over to Graham as well. 

Why can’t more boards plan their CEO turnovers in a similar way? Directors are the first to admit that they’re not happy with their performance in this area. According to Corporate Board Member ’s 2006 “What Directors Think” survey, carried out with PricewaterhouseCoopers, 43% of the 1,330 respondents were dissatisfied with the planning of their companies’ management succession. 

This is disturbing. “Succession is the paramount job of the board,” says Jack Schuler, the chairman of two boards—Ventana Medical Systems, which sells diagnostic instruments, and Stericycle, which handles the disposal of medical wastes—and also a director of two other medical-equipment companies, Medtronic and Quidel Corp. But if the job is so important, why isn’t it being done better by more boards? Answers former Commerce secretary Barbara Hackman Franklin, 67, a director of Aetna Inc. and Dow Chemical: “Succession takes will by a board.” 

That kind of will is in short supply. While governance reforms and shareholder activism have stiffened boardroom spines, most directors have little experience beyond succession plans led by the CEO, which generally consist of the chieftain parading his handpicked heir before the board. 

And if the CEO is fired? “There is no plan,” says Margarethe Wiersema, a professor of management at Rice University. Internal candidates, including the CEO’s favorite, tend to be tainted by association with the deposed leader, and the company is in trouble. “So you have a board dealing with two uncertainties,” Wiersema says. “The succession process no longer works internally, and there’s a crisis on hand.” That usually leads to the hiring of a high-priced outsider, and then possibly to an embarrassingly expensive failure such as the Home Depot board suffered with Robert Nardelli, the former GE star who stepped down earlier this year amid a furor over his hefty pay and poor company performance. 

Succession can work better if directors take control of the process. After all, you have to live with the results and the CEO doesn’t—and neither, for that matter, does the search firm on which you might try to offload the job of finding the right person. For “The Role of the Board in CEO Succession,” a best-practices study published in early 2006, the National Association of Corporate Directors surveyed board members from 23 companies identified by a panel of governance experts as exemplary in CEO succession planning. The study found that half of them believed the board should have primary responsibility for the process. But to make that happen, directors need to be really on top of three separate things: 

• The business strategy. You have to know where the company is going before you know what you’re likely to need in a leader. 
• Management training. You must make sure that the company is developing executives in all areas of the business who will be able to execute that strategy. 
• The succession plan itself. The CEO should identify and develop potential successors for the board to consider. 

“Leadership succession has to be seen as a part of governance, not a stand-alone activity,” says Rakesh Khurana, an associate professor of management at Harvard Business School. “It has to be seen as part of reaching long-term strategic goals so that everyone can move on to new challenges.” 

Strategic planning is tricky for boards because of the common view of the directors’ proper relationship to management, summed up as nose in, fingers out. “The board’s role is to discuss strategy, but the CEO has to lead that process of setting strategy,” says Joseph Bower, a professor of business administration at the Harvard B-school. A frequent complaint about boards is that the directors, who usually do not come from the same industry the company is in, seldom know enough about the business and its competitive environment to be helpful in shaping strategy. “But they do have experience with strategy from the organizations they come from,” says Deborah Cornwall, co-founder and managing director of the Corlund Group, a Boston management consulting firm. “Directors can bring strategic thinking and ask the right questions, but it takes a while for them to get into the nuts and bolts of strategy.” Even so, they must be sure that they understand the thinking behind it and ask pertinent questions about how it would be executed, not least by the chief executive. 

Because you can’t know if an exogenous event will bushwhack your strategy or your CEO, you must have a succession plan with candidates who are being readied to take the job at various time intervals—tomorrow if he or she quits, for example, or five years down the line if that’s when a mandatory retirement age kicks in. “If succession becomes urgent because the CEO is leaving, then it’s too late,” says Laurence Stybel of Stybel Peabody & Associates, a Boston talent consultant. For all that, only 53% of the boards that responded to another NACD survey, released in December, said they have a succession plan. 

The gold standard for succession planning is McDonald’s, where the board appointed three CEOs in less than a year in what seems to have been remarkably efficient order, considering all that happened. CEO James Cantalupo died in April 2004, at 60. His successor Charles Bell stepped down that November because of ill health, and former vice chairman James Skinner, then 59, took his place. (Bell died the following January.) “Plans can change because circumstances change, but since 2002 the sequence of CEOs was planned,” says McDonald’s non-executive chairman, Andrew McKenna, before adding hastily, “although not planned to happen the way it did.” 

Things were very different in 2002, when CEO Jack Greenberg left the company at 60, sooner than generally expected. McDonald’s denies this, but some say it was caught short by Greenberg’s sudden departure and had no obvious successors in place. Hardly anybody was sorry to see Greenberg go, since revenues, earnings, and the share price had all declined disastrously on his watch. The board brought Cantalupo, formerly head of the international division, out of a brief retirement to take over, and it installed Bell, an extremely successful and dynamic McDonald’s executive, as chief operating officer. Skinner, president and COO of the restaurant group, became vice chairman. These three formed a team that put together a new strategy to reverse the company’s sliding fortunes—successfully, as it turned out. 

The McDonald’s board still had to cope with more surprises. It named Mike Roberts, head of McDonald’s USA at the time, president and chief operating officer, a sign that he might be in line to succeed Skinner. But last August Roberts, now 56, resigned. The board replaced him with Ralph Alvarez, 51, president of McDonald’s North America. Is Alvarez now in line to be the next CEO? The company’s not saying. 

“The important thing is to keep succession planning in motion,” says McKenna. “If you asked any of the board members, they’d tell you that it is their highest priority.” The McDonald’s directors regularly talk about succession during executive sessions of the board, and one full-board meeting every year is devoted almost exclusively to the subject. At that meeting Skinner and Richard Floersch, the chief human-resources officer, brief the directors about how the top executives of the company are performing. These managers are partly measured by how well they have identified their own successors. Says McKenna: “Succession is part of the culture of the company and an important part of the board agenda. It’s especially important to us now, after the two experiences we had.” 

Good succession planning can also uncover flaws in your hiring patterns and give you time to do something about them. Medtronic, a Minneapolis medical-devices company, is highly regarded for how it has consistently identified what it needed in a CEO. How it has found such people is more controversial. Like many other companies, Medtronic prefers to promote an insider, but rather than set up a horse race among ambitious managers, the board took steps to effectively groom its own. First it identified the talents it wanted in a CEO seven or eight years ahead. Then it went outside the company to find somebody with those skills, recruited him with the promise that the top job would be his if all went well, and set about preparing him for when the current CEO stepped down. That’s the process the company used to identify, hire, and develop William George, who served as CEO from 1991 to 2001, and Art Collins, his successor. George, who remained chairman until 2002, when Collins got that job too, was recruited out of Honeywell International, and Collins from Abbott Laboratories. 

There’s clearly something lacking in this way of doing things, and former lead director Jack Schuler, 66, a partner in the Chicago venture capital firm Crabtree Partners, acknowledges as much: “There was somewhat of a failure in our system, in that we didn’t have an inside cadre of managers to become CEO. In a perfect situation, you’d be going out to hire people who could become CEO in 20 years.” 

The problem at Medtronic was that the company hadn’t been particularly aggressive in recruiting young business generalists out of college or graduate school, although it had acquired many of its scientists and engineers that way. In 1990 it changed policies and began an energetic campaign to find M.B.A.’s graduating from top institutions. “If you hire good people out of good schools and bring them along, they’ll be loyal to you for the rest of their careers,” Schuler says. “But if you don’t get them then, you’ll never see them again.” Will one of these homegrown internal candidates be ready to succeed Collins? “You should assume that the process has been going on, that we have our ducks lined up,” says Schuler. “The board takes succession very seriously.” 

Orchestrating the development process is a job for the CEO, but if boards don’t want to be blindsided come succession time, they had better hold the CEO’s feet to the fire. The board at South Jersey Industries did push for a succession plan when William Ryan was still CEO. He brought in management consultant Deborah Cornwall to evaluate his top executives, and she actually identified Charles Biscieglia as the company’s best-rounded manager and leader. Ryan dumped her report in a file drawer. “Bill didn’t support Charlie for the position,” she says. 

Not all CEOs are this difficult. Still, you as a director have to create opportunities to spend time with the company’s top managers and make your own assessments. Audit committee members get to know the CFO up close and personal, and the compensation committee works with the human-resources executive. The rest of the board has to find other ways to see possible candidates in action. Board presentations, though more carefully rehearsed than a moon shot, offer one window. But for unscrubbed appearances, you need to visit with managers without the CEO around, at dinners and on site visits, for example. “That’s the way you can see how their teams react to the managers, how the managers handle things on the fly, and what sort of culture they’ve built in their divisions,” says Elise Walton, who runs the governance practice at Mercer Delta Consulting. A positive trend in recent years is that good CEOs are encouraging their boards to build their own relationships with the internal candidates. 

Once the directors and the CEO have agreed on somebody, the oversight process for the board becomes more intense. Because Charles Biscieglia knew firsthand what it was like to be shut out of operations until he was running them—sort of like Harry Truman—he was determined to see that his successor was well prepared for the job. Over a two-year period, “we would meet monthly—the executive committee of the board, which was responsible for succession, and I—to develop the timetable, the transition of authority, the training for the new CEO,” Biscieglia says. “We’d talk about when my duties would diminish and Ed [Graham] would take over. And each step of the way, I had to report to the board about how he was doing.” After discussion with the directors, Biscieglia would lay out a further plan of development for Graham. “Then finally I said, ‘He’s ready.’ And the board thought so, too.” 

After he left South Jersey Industries, Biscieglia joined the board of Shore Memorial Hospital, a 302-bed facility in Somers Point, New Jersey—and found a ghost of succession past. “I asked the CEO, ‘What would happen if something happened to you?’ He said, ‘Oh, I have an envelope in the drawer of my desk.’ I said, ‘Now wait a minute!’” Today Shore Memorial has a new CEO with a succession plan that identifies the four or five people whom he is developing to replace him. 

When boards do make succession a priority, they launch a virtuous cycle throughout much of the corporate world. Most directors serve on a number of boards, and they spread the word about best practices. Jack Schuler notes that at Stericycle and Ventana, “we have a regular review of succession planning and go through the same drill that we go through at Medtronic. But we would probably not be doing it as seriously if I hadn’t been on the Medtronic board.” 

The virtuous cycle also affects compensation. Insiders are paid less. The Journal of Corporate Finance looked at 716 CEO successions between 1979 and 1995 and found that a new CEO from within the company receives, on average, 6.23% less in salary and bonus than the CEO he or she replaces, whereas an outsider hired for the job gets 5.73% more. Even more dramatic, outsiders collect 15.46% more in average total compensation than their predecessors, insiders 7.47% less. “If you want to keep control of compensation,” says William George, who is now a professor of management at Harvard Business School, “do better succession planning.” 

It turns out that those cheaper pay packages can buy better performance. According to an analysis by Booz Allen Hamilton, a global strategy and management consulting firm, outsider CEOs flame and then fizzle. During their first four years in office, the company produces total annual shareholder returns that are typically almost four times as high as those achieved when insiders get the job. But when the tenure lengthens, insider CEOs tend to do much better. The Booz Allen consultants point to what they call a five-year rule. If you hire from the outside, you should plan to replace your CEO every four to five years. Wouldn’t it be less trouble just to do it right in the first place and keep the CEO around longer? 
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