HBR.ORG MARCH 2014

The Boardroom's
Quiet Revolution

Forward-looking boards have been discreetly
transforming themselves. by Richard D. Parsons
and Marc A. Feigen

This document is authorized for use only in Prof. Carlos Losada's 18/19 - ?Por que no suelen funcionar los Consejos de Administracion? at ESADE - Barcelona from Feb 2019 to Apr 2019.


http://hbr.org
http://hbr.org/search/R1403H

2 Harvard Business Review March 2014 ) ) o )
This document is authorized for use only in Prof. Carlos Losada's 18/19 - ?Por que no suelen funcionar los Consejos de Administracion? at ESADE - Barcelona from Feb 2019 to Apr 2019.



FOR ARTICLE REPRINTS CALL 800-988-0886 OR 617-783-7500, OR VISIT HBR.ORG

ILLUSTRATION: ANGUS GREIG

Richard D. Parsons, a
former CEO of Time Warner
and chairman of Citigroup,
is a senior adviser to
Providence Equity Partners.

The Boardroom’s Quiet Revolution

Forward-looking boards have been discreetly transforming themselves.

Marc A. Feigen, the
founder of Feigen Advisors,
is a management adviser
to Fortune 300 CEOs and
boards.

by Richard D. Parsons and Marc A. Feigen

the past 10 years—under pressure from

shareholders, stock exchanges, and

state and federal governments—cor-
porate boards have changed dramatically. A director
returning to his or her boardroom after a 10-year sab-
batical might recognize little more than the paneling
on the wall.

Today regulations require that a majority of di-
rectors be independent, a practice that was previ-
ously optional. If the chairman is also the CEO, most
boards (97% of the S&P 500) appoint a lead or presid-
ing independent director, who has much more influ-
ence in and out of the boardroom than before. The
independent directors regularly meet in executive
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session without the CEO in the room—a relatively
new practice. Shareholders are permitted to review
decisions by the compensation committee, and au-
dit committee members have significantly expanded
responsibility and accountability. Individual direc-
tors are required to attend meetings more often, to
spend more time with management, and to be more
knowledgeable about the companies they direct.
Unfortunately, however, externally driven re-
forms have proved rather ineffectual when it comes
to improving boards’ managerial oversight. As Marty
Lipton, a leading governance lawyer, has noted, the
reforms suffer from a “one size fits all” problem. Im-
proving oversight involves something more than
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imposing a structure, or requiring attendance at
board meetings, or installing independent, suppos-
edly impartial people. “We can quote board best
practices like catechism,” says Don Gogel, the CEO of

“We can quote board best
practices like catechism,
but the best boards

have a certain magic.”

Don Gogel, the CEO of Clayton, Dubilier & Rice

the private equity firm Clayton, Dubilier & Rice, who
sits on many boards, “but the best boards have a cer-
tain magic.” In other words, they can pull together to
achieve extraordinary results. Estée Lauder, for ex-
ample, hired Fabrizio Freda from outside to run the
company and charged him with transforming the en-
trepreneurial family-run operation into a profession-
ally managed one, creating more than $19 billion in
shareholder value. The board supported him every
step of the way. Notable for its diversity (out of 15
members, seven are women, two are African-Amer-
ican, and one is a Chinese national), Estée Lauder’s
board has an unusual ability, in part because of its

) 4 Harvard Business Review March 2014 ) ) o )
This document is authorized for use only in Prof. Carlos Losada's 18/19 - ?Por que no suelen funcionar los Consejos de Administracion? at ESADE - Barcelona from Feb 2019 to Apr 2019.

family heritage, to plan 10 or 20 years into the future
while ensuring that it has the management capabil-
ity and the strategic vision to deliver. (Disclosure:
Richard D. Parsons sits on the Estée Lauder board.)

To understand how such magic occurs, we in-
terviewed two dozen directors from the boards
we most admire and coupled their insights with
our own broad experience leading, serving on, and
counseling boards and CEOs. We’ve observed a pro-
cess of quiet yet dramatic self-reform and continu-
ous improvement. Because the emerging practices
take place largely behind closed doors, they are not
widely known or discussed. Their impact on the
quality of board governance, however, appears to be
greater than the impact of changes that come from
outside the boardroom (the dismissal of directors,
the introduction of policies) and that are often high-
lighted in the financial press.

In the following pages we present some strik-
ing innovations in board practice in four main cat-
egories: strategy and talent oversight, board com-
position, the quality of board discussions, and the
board’s relationship with the CEO. These innova-
tions can help boards dramatically improve the gov-
ernance of their enterprises.

In the past, a typical board’s approach to under-
standing the company’s strategy often consisted of
listening to one manager after another give formal,
highly rehearsed, and lengthy presentations. One di-
rector we know calls presentations like these “death
by slide”

Today a good board understands that directors
must engage in a process of continual two-way learn-
ing about strategy and talent. Raj Gupta, a director at
Delphi Automotive, HP, Tyco, and Vanguard, notes,

“Traditionally, directors sat in the boardroom. Today
they are out visiting the businesses.” The former
Honeywell chairman Larry Bossidy recalls that his
directors knew “our growth prospects by business,
where to invest, where to divest, and where to grow.”

The agenda for boards has also changed. The chair-
man of the Vodafone board, Gerard Kleisterlee, in-
sists that his board spend little time scrutinizing the
previous quarter’s results. “I want to move to strate-
gic topics and people,” he says.

Increasingly directors are learning more about
the business and are applying their insights and un-
derstanding. For instance, Irv Hockaday, a former
lead director at Ford, told us that more software
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Idea in Brief

THE PROBLEM

Externally driven reforms

have made corporate boards
better at preventing fraud and
protecting stakeholders’ rights
but have had little effect on
board performance in set-

THE SOLUTION

The authors’ study of success-
ful boards suggests that many
of them are regulating them-
selves and developing best
practices in four key areas:

Board composition. More ex-
ecutives from other companies
are recruited, performance is
more closely monitored, and
diversity gets more emphasis.

Relationship with the CEO.
Good boards encourage the
CEO to draw on their collective
expertise. They also protect
their independence by having
a strong lead director or non-

Quality of discussion. Direc- executive chairman.

ting strategy and supervising
management.

Strategy and talent oversight.
Good boards learn about the
business and take an active
role in succession planning.

tors are better prepared and
more likely to actually visit
operations. They consult inde-
pendent advisers more often.

now goes into the Ford Focus than went into the first
space shuttle. Accordingly, Ford’s board is deeply
engaged in learning to run a technology-driven com-
pany. Fabrizio Freda spends hours with his directors
to be sure they understand Estée Lauder’s deeply
researched 10-year “compass.” This goes far beyond
the horizon of the typical (though significant) three-
year plan.

Board leadership is especially important on is-
sues of corporate social responsibility. As Lipton re-
cently wrote, “Boards are expected to establish the
appropriate [tone] to actively cultivate a corporate
culture that gives high priority to ethical standards.”
It is increasingly up to the board to ensure that the
company is attuned to the needs of customers, sup-
pliers, communities, government, and the public. At
Time Warner, for example, the question of what kind
of musicis appropriate for children and young adults
became a board matter, and properly so. Ultimately,
with the board’s concurrence, management decided
to sell one of the company’s music labels because its
standards were not aligned with Time Warner’s.

Another key role of effective boards is to review
their companies’ top talent and discuss succession
plans to maintain a deep bench. Aetna’s manage-
ment team, for instance, shares with the board the
key development needs of each of the company’s
top 200 executives. Ron Williams, a former chair-
man and CEO of Aetna, says, “It is important that
the board understand the talent management pro-
cess and the data on each of the top executives. This
is even more important than meeting executives,
which is open to subjective interpretation in a rar-
efied environment and, frankly, the luck of the draw.
It shouldn’t be about just seating executives next to
directors at the dinner table, useful as that can be.”

This growing understanding of companies’ tal-
ent is showing up in the statistics around CEO suc-
cession. According to an annual study of CEO succes-

sion at 2,500 public companies conducted by Booz &
Company, over the past four years from 70% to 80%
of CEOs have been promoted from inside, suggesting
that more boards are identifying and readying inter-
nal talent for the top job.

Many directors serving on U.S. boards today are
people of great business judgment and long and
valuable experience. But they serve only part-time

Ron Williams, a former chairman and CEO of Aetna

as directors and often lack industry expertise, mak-
ing it difficult to apply all their talents.

That is in part a consequence of the push for inde-
pendent directors; it is challenging to find someone
with deep industry knowledge who isn’t associated
with a competitor or a related business. The result,
as the Harvard Business School professor Jay Lorsch
points out, is that many directors today are general-
ists. That can be problematic. “Directors who don’t
know my business,” says the former CEO of a global
Fortune 50 company, “are often off base. We have
to humor them and manage them, but in truth they
don’t add much.”

Various approaches have been recommended
to get around the problem. In “The Case for Profes-
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sional Boards” (HBR December 2010), Robert Pozen
argues for a new class of “professional director,” to
be recruited largely from the ranks of retired execu-
tives. Although that solution is somewhat extreme,
more and more boards are looking for relevant expe-
rience. According to the global executive search firm
Spencer Stuart, of all S&P 500 directors, the propor-
tion who are leaders of major business divisions and
functions in other companies has risen to 22% from
just 7% a decade ago, and the percentage of CFOs,
treasurers, and other financial executives who chair

“[ Some board meetings took

place in] the land of the perfect
question. Unléss you posed
the exactly right question,
management could respond
without getting to the real

concern being expressed.”

A Fortune 50 board member
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audit committees has soared to fully a third, up from
amere 4% in 2002.

Boards are also more actively monitoring the con-
tributions of individual members. At one Fortune 50
company each director is asked annually to nomi-
nate five other directors whom he or she would wish
to keep on the board. A director who makes no one’s
list is asked to leave. The CEO says, “It impacts other
directors if you tolerate a weak board member. It’s
hard, but you have to step up to the plate.”

More and more boards value independent direc-
tors who can actually contribute. We know of one
who resigned from the Sprint board because he be-
lieved he lacked the technology savvy that the com-
pany’s strategy required. We also met three directors
at a Fortune 100 company who have a private deal: If
one of them learns that the other two—or the board
as a whole—are disappointed in him or her, that di-
rector will change or resign. Certainly an effective
board knows that directors should be able to take
meaningful part in discussions about strategy and
that the judgment of independent directors must be
informed by facts, knowledge, experience, and ex-
pertise. Gut instinct is not enough.

The push for more-relevant experience should
not come at the price of diversity. Like-minded in-
dividuals are susceptible to groupthink, and variety
in age, gender, and ethnicity as well as in experience
and training is needed to guard against the self-
confirming biases—and too easily reached consen-
sus—that often endanger businesses. Again, the
statistics are moving in the right direction: Today
17% of S&P 500 directors are women, up from 12% in
2002, according to Spencer Stuart.

One director complained to us that discussions be-
tween the management and the board of his Fortune
50 company took place in “the land of the perfect
question.” “Unless you posed the exactly right ques-
tion,” he said, “management could respond without
getting to the real concern being expressed.” Good
directors are also aware that when meeting with
the board, even well-intentioned managers may
succumb to a normal human tendency to overstate
opportunity, understate risk, or sugarcoat prob-
lems. Both points reflect the shortcomings of the
discourse in many boardrooms, and conscientious
directors work hard to get below the surface to the
key issues.
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We see individual board members spending
more time with management in preparation for
board meetings, and directors at some companies
take tutorials to deepen their understanding of criti-
cal areas of the business. Kleisterlee explains, “That
way, you can roll straight away through every board
meeting to the critical issues we face.” The practice
often triggers positive behaviors. When P&G direc-
tors report their findings after a personal field trip,
they’re in friendly competition to be insightful and
informed.

Fact-finding is not about substituting the board’s
judgment or authority for management’s. “You
don’t want to crowd your CEO’s real estate,” warns
Ron Sugar, a board member at Apple, Chevron, and
Amgen and a former chairman and CEO of Northrop
Grumman. “You have to let your CEO and manage-
ment do their jobs.”

Great boards get out of the boardroom as a group.
Directors today often travel together and hold a
meeting yearly or every other year in the field. Most
boards conduct annual strategic offsites at which
issues are aired and discussion is detailed. For ex-
ample, The Hartford’s chair and CEO, Liam McGee,
holds a two-day offsite each year with his directors
and management team at which the most challeng-
ing business issues are discussed. In the three years
The Hartford has held these and similar sessions, the
board has developed a deep understanding of the
performance opportunities the company faces and
has supported management in making tough deci-
sions that have driven strong results.

Finally, a growing tendency to engage outside
experts has improved the quality of board decision
making in recent years. Good boards now bring in
governance experts to review their practices and
provide clear feedback—and, of course, they rou-
tinely engage consultants when they are putting to-
gether compensation packages for the CEO and other
top executives.

Experts are especially helpful when there’s a risk
that the interests of management and of the com-
pany diverge—as with decisions about compensa-
tion. When both the board and management have
advisers on the same subject, the two sides can dis-
cuss the quality of each other’s advisers and work
together to ensure that even if they don’t agree, they
understand the issues at stake.

When the board engages expert advisers, how-
ever, it may be tempted to get involved in the day-
to-day management of the business. Good boards

“You don’t want to crowd your
CEO’s real estate. You have to
let your CEO and management
do their jobs.”

Ron Sugar, a board member at Apple, Chevron, and Amgen
and a former chairman and CEO of Northrop Grumman

therefore make sure to respect the boundaries. The
Citigroup board, for example, has its own regulatory
and fiduciary counsel but is careful to limit their ad-
vice toits role as a board.

As good as some boards are becoming, they can
do more to enrich the quality of boardroom discus-
sions. We would like to see them cooperate with
management on crisis simulation. No one knows
how a board will react in a crisis until one occurs. Hu-
man nature—in terms of creativity, responsiveness,
and leadership—is unpredictable in group situations
where people are put under pressure. Few compa-
nies escape crises altogether; rehearsal, unusual as
that tactic may be, might help boards better prepare
for them.

Smart CEOs know the value of good communication
with the board and invest a lot of time in keeping
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close to their board members. McGee views his board

as a team. “Because I joined The Hartford from the

outside,” he says, “the board and I took the time we

needed to build trust. As a result, when we have to

face tough challenges, we face them together. What
makes this work is total transparency and very fre-
quent discussion.”

Bossidy is another CEO who took the trouble to
engage with his board. “The more you educate the
board, the less concerned you are,” he says. “They
know what to expect. I tell the board everything. If

Ivan Seidenberg, a former chairman of Verizon Communications

you think a storm is coming, tell them.” Trevor Fet-
ter, the CEO of Tenet Healthcare, agrees. “Keep the
conversation in the room,” he says. Ivan Seiden-
berg, a former chairman of Verizon Communica-
tions, grounded his board in the idea of growth: “I
[wanted] them to think about building our busi-
ness for the next 100 years before thinking about
the quarter or the equity value.” With this orienta-
tion, the board approved a $10 billion capital project
to revolutionize Verizon’s digital capabilities—es-
sentially betting the company. A smart bet, as it
turned out.

When Ed Breen took over at Tyco, it was on the
edge of bankruptcy after a major scandal. While
Breen focused aggressively on saving the company,
he also beefed up and invested in a world-class in-
ternal audit function and sent his directors (Tyco had
an entirely new board) into the field to hold risk dis-
cussions with each business unit leader.

The chairman and CEO of Frontier Communi-
cations, Maggie Wilderotter, assigns each senior
manager a director who acts as a coach, benefiting
both the manager and the director—who, by being
a teacher, becomes even closer to the business and
the team. Ron Williams would travel to the home
or office of each Aetna director every year to further
board conversations, opening additional lines of
communication and ensuring that all points of view
were properly heard.
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Close CEO engagement of this type is valuable.
But boards must also retain their independence
from the CEOQ, because it is all too easy to be cap-
tivated by a charismatic and powerful leader, es-
pecially when he or she is also in the chairman
role. How boards support, challenge, and evaluate
their CEOs can be a bellwether of board effective-
ness. The growing practice of executive sessions in
which the independent directors meet alone is, ac-
cording to the governance expert Ram Charan, “the
single most important innovation in governance to
date.” We agree. Executive sessions enable direc-
tors to discuss concerns in a candid manner with-
out fear of offending or alienating management.
When they work well, everyone gains—especially
the CEO, who gets additional developmental
support.

At Tenet Healthcare each board meeting includes
two executive sessions, one before the main meet-
ing and one after. Fetter says, “It is imperative that
[these] be scheduled. This avoids an awkward mo-
ment, present in some boardrooms today, when the
chairman or lead director at the close of the meeting
looks around the room—with the CEO present—and
asks, ‘Does anyone see the need for an executive
session?’” Fetter insists that executive sessions be
held, without him, even if it appears that they are
unneeded.

The key challenge at companies that hold execu-
tive sessions is how best to communicate unwel-
come conclusions to the CEO. The lead independent
director must be effective in providing feedback.
The best boards will often invite the CEO to return to
the room after every executive session to hear about
their discussions and concerns, and will wrap up the
meeting with an agreement on next steps. It may be
useful to put the feedback in writing, giving the CEO
an opportunity to correct the written record before
responding.

THE PRACTICES we’ve described add up to a quiet rev-
olution in how boards behave, the work they take on,
the decisions they make, and the manner in which

directors interact with one another and with man-
agement. Viewing themselves as direct contributors

to corporate performance, many U.S. boards have

worked to improve the governance of their enter-
prises. As a result, they are rewarding their share-
holders and driving long-term value for employees,
customers, and communities. ©
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