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Are your board evaluations tied to your company’s future outlook?

Evaluutions of boards and individua! directors
are unusual, and tend 1w be linked to past results.
In u recent study of four boands, we fonnd that
self-cvaluation can help boards meet the
future—if evalualtions are tied to outlook,

Background

A company’s board of directors can hayve an
important influence on a company’'s SUCCEss OT
failure,® I logically follows that someone must
evaluzte the board’s performance. Since sharc-

o 2ot iy i

* Authvors' Note: For example, see lra M, Millsicin und
Paul W, MacAvoy, “The Active Board of Directors and
Perlormance of the Large Publicly Traded Corpora-
tion™ Cofunthia Law Review, June 1998, pp. 12H3-
1321

holders are not organized to do i, the duty rests
with the directors themselves. Yet the wdea that
a board of directors should evaluate its own por-
formunce 15 relatively new.

The Repart of the NACD Blue Ribbon Com-
mission on Performance Evaluation of Chief
Exvecutive Mficers, Boards, and Directors intro-
duced this concept to many companies when it
was published in 1994, After this report was
published, a few mentions of board evaluations
appeared m covporate govermanes pablications,
and two subseguent NACD Blue Ribbon Com-
missions reiterated the importance of eviluating
both the board as a whole and individual direc-
tors ( Director Compensarion, 1995, und Direc-
tor Professionaliym, 1996). Shareholders,
their search for better returns, naturally
applauded Lhe dea.

The rale of the National Association of Corporate Treetors is (o enhance the govemance and performance ol business entitics. Smee it
founding in 1977, the NACD has pursued this goal by offering a broad spectrum of educations] and membership benelits, ncluding pub-
lications, seminars, and consultative services. The NACD lists all interested members on The Director's Regisiry, which ix used by mem-
ber companics and others that seck qualified directors. To educate the comorate community and to provide nelworking links among
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These developments have encouraged
some boards to begin evaluations. These
pronesrs tended to start af the easiest
place—the evaluation of the board as a
whole—and then at times proceed Lo
evalugting individugl directory, Yet most
companies still do nothing on board eval-
wation, Larger firms have been much
more active than smaller firms in con-
dueting evaluations, but even among
Varge firms only 2 minonity evaluate indi-
vidual directors,

For example, 58 percent of the large
fums (sales over 5 10 billion) were eval-
vating the board as a whole compared
with only 15 percent ol smmal! [Trmes (sales
icss than $200 millicn). In contrast, only
19 peccent of the laree firms and 8 per-
cent of the small firms were cvajuating
individual direcors. (See Currenr Board
Pracnces, Second Swdy, American Sock-
ety of Corporate Sectaries, 1998, Sce
alse the /997 Corporate Governance
Study of the NACD.)

Farallel with these developments has
been an increased emphusis on board
puarticipation 0 strategic planning. (See
the NACD Blue Ribbon Commission
teporits on Performance Evaluarion,
1994, Compensation, 1995, Profession-
afismm, 1996, and CEC Succession, 1998.)

The tie-in between corporate strategy
and board evaluation, however, has been
largrely crverlooked. Indeed, we began our
study without focusing on this tie-in. But
we quickly realized the major impact (hat
corporiate strategy should have on the
eviduation of the board and individial
directors. While this i imporiant 1o )]
[irens, iLis expeciatly so for smaller firms
because of the rapid changes in outleok
they often experience.

Our Study

We sludied the performuance of the
hoards of directors in four firms, The
firms operated in dilTerent industrics and
ranged widely in size—trom a tim with
mimimal sales up 10 a firm with more
than 3400 million in sales. Three were
publicty traded and the fourth hoped 1o
go public within a few years,

Althoogh our evaluations began by
focusing o the board as a whole, they
quickly turned to the contributons of
individual directors. Our evaluations also

evolved from a locus on the past to a
focus on the {uture,

We began our research by emploving
the very useful board evaluation ques-
nonnaire presented o the Report of the
NACD Blue Ribbor Commission on Per-

Jurmance Evaleation af Chief Execidive
CHiicers, Boards, and Directors. We then
intervigwed the CEO and each of the
other directors.

When we focused on the current pice
ture, wome boards seemed 1o be func-
toning quite well, First, all had a major-
sty of independent directors, and all had
directors with knowledge zod contacts
that had been vseful to the company. And
the boards by and larpe had seored high
On MOsL QUeslioNNAITe MEeasyres,

We found rhat merely evaluating the
results of the performance guestionnaime
without asking the directors aboul the
gutlook for the (irm could cause us to
dwell on past accomplishments and
neglect future neads, It was necessary 1o
consider the company’s long-range out-
look in order to make changes in the
board that were essennal to help move
the companics through their next stages
of growth. As with many small firms, our
firms™ outlooks were not necessarily
mncorporated into formal strategic plans.
This made it all the more imperative to
bring outlook to the evaluation process.

Firm No. 1

This company seemed to have an espe-
cially well-balanced and properly func-
tioning board. A merger of two compa-
nies had created the finn and the direc-
tors chosen for the merged firm had
jelled us o cohestve bourd. One member
tald us, “U'm volved 1n a number of
boards, and I think thus one handles s
alfaics in a most professiona] way." And
the CEQ exclaimed. “The board mem-
bers are very good; T have worked for
several companies and this board has
been the best I have worked with.”™

Indeed, a straighiforward board ¢val-
uation yiclded no significant weaknesses
in the board. The board was provided
with proper and tmely imlormation and
the CEO had adequate room to manage,
The company had achieved important
success i US. markets, But when inter-
views with the directors indicated a
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long-term need to expand overseas, it
beecame important to consider changes
at the bourd level.

k This board needed to go global, No
one on the board had international expe-
rience or knew much about rverteay
markets. Thus, the obvious answer was
to add borard members with internatonal
expenence.

b Another needed action was to begin
cducating the existing directors about
overseas markels. A retrzal for directors
to consider in depth the overseas markets
was 10 be followed by the routine inclo-
sion of information about overscas con-
dinoms in tha information packets regu-
larly provided w dircators.

Firm No. 2

The company hud operated in a stable,
regulated environment. Deregulation had
begon and was expected 1o proceed at o
last pucc—"everything 13 changing,”
noted one direcror, Specifically, deregu-
lation would mean expanding markets
and more competitors, wilh nereased
emphasis on supply management, con-
trolling costy, and improving response
ume for customers.

P The bourd necded to change its locus
from a primary concentranon on infer-
nal activities to a more balancaed review
that included externul setiviiies—pur-
ticularly external marters such as possi-
ble actions by legislative and regulatory
badies, new opporiunities in the mur-
ketplace, and activities of potential com-
petitors,

P This change in board focus meant
that the package of information pro-
vided by management for board meet-
ings necded mupor changes lo rellect the
new environment—as one director
excluimed, “more information, and in
lavman’s terms!™

¥ The new environment also called (or
new expertise on the hoard, necessitit-
ing the replacement of some existing
directers. Also. a different director selec-
tion process was needed, A dircctor
described the existing process: “The
board is selected basically on riendship,
pretty much by the CEO, He brings in a

triend and presents hes credentials. There
should be a statcment by the board aboul
the kind ol expertise and what Kind of
mix we're looking for." The CEO rec-
ognized the need for change, saying 'l
plan to have o nominating cormmittee in
the fumare.”

P The new situation called for changes
in the relalionship between the current
CEOQ and the non-emplovee chairman
of the board, who had previously served
as CECQ. The chairman lended to dom-
inate management, especially because
of his experience as the previous CEQ
and his extensive knowledge of how to
operate successfully in a regulated
industry. The current CEQ would
requine more freedom to make quicker
decizions to meet the more rapid
changes that be would eneounler in an
unregulated cnvirpnment.

P The future changes were of such mag-
nitude that the board necded a retreat of
one or two days to learn pbout the future
environment and how to cope with 1t

Firm No. 3

This was a biotech firm engaged in
developing new technology. it hod spent
over $5() million on research and devel-
opment and was just entering a phase
when it would begin commercialising its
first procuct. This development indicated
the following changes would be necded
on the board.

? Wholesale changes were needed in
board membership. Other than the CEQ,
who was a prolessiona) manager, and
onc venture capitalist, all of the directors
were renowned scientists, principally
university professors, Although such a
board makeup seemed appropriate when
the company’s activity was principully

While linking evaluation
o strategy 1s important to
all firms, it is especially
so for smaller firms
because of the rapid
changes in outlook they
often experience.

research and development, the prospect
of attempting to commercialize a prod-
uet called for different board expertise

» When the board evaluation was tied
inito the future pluns ol the company, it
became obvioos that the board needed
expertise 1n general management, in
praduct markenng and sales, and in the
pharmuccutical industry, The CEO was
quite young and had only a modest
amount of general manage ment expen-
ence, and the venture cupitalist had
none. INo one had expenience in mar-
kening and sales, and none had expen-
enee in the phanmaceuncal industry—
even though tirms in this industey were
to be the mam marketing target. As one
dircetor noted, *Adding a director with
pharmaceutical company experience
would be helpful both wunderstanding
the perspective of the large pharmaccu-
tcal company and 0 providing contaces
with such companies.”

P Some exisiing directors needed to be
retired 10 order to make room for new
directors, but as onc director observed,
“the problem is that people always like
to be associated with success, so it's
tough oo retire someone.” His solution:
“The obvious thing to do is to transition
sorne of our scientists ta a selentific advi-
sory board.™ This would make departure
ftom the bourd more acceptable to the

o
Ok

DIRECT
SUMMA

|:

Eelatively few boards evaluatle themselves and }
their members, and those that do tend to concen- ‘
trate on the past. This new study of four compa-

nies provades compelling evidence thal boards can
benetit from seli-evaluabion that is linked to their
company’s sirategic needs. b i
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Just as “roo many cooks
spoil the broth,” too many
ventire capitalists can
spoil a board.

scientists while keeping thetr experiise
and contacts available to the company,

¥ The mformal method of board come
murication would no longer be adequate,
The board consisted mainly of scientists
from the same general seientilie commu-
mity. As fong s the activity of the com-
pany was principally research and devel-
opment, 10 was cusy [or Communicalion o
rake place via inlormal contacts—face ro
face as well a2 via e-mal and telephone—
not only among board members bur also
bétween board membors and the seigntilie
employees. But the prospect of the firm
entering the commercial marketplace with
new board members from dillerent bagk-
rrounds required a ditierent communica-
uon patten. [n the futne, the inlarmation
prowided would need 1o meet the needs of
the reformulated board and would need to
be gathered and disseminuied 10 bourd
members on a lermal basas,

? The information preparad for the
board would include benefit/cost profiles
of potenually competitive prodocts,

Firm No. 4

The board of this company seemed to
he performing less satistactorily even for
cwrrent conditions than did the other three
boards. This company wis =omewhat
simidar i Firm No. 3 i that it had not ver
reached a stape in its development that it
eamed a profit. But it was different in two
imporiant ways: 13 It wis selling prod-
ucts on a commercial basis but just not
an the seale needed 1o operule profilably
and Z) three of the seven outside direc-
lors were venture capitalisty.

These twa Tactors combined to result in
a Board that attempted 1o micro-manage
the company on an ad hoc basis, The ven-
ture capitalists, eager for the firn to begin
carming 4 profit, felt justfied in delving
into many details and making frequent
recommendations ordimanly in  the
province of management. One director
described the board meetings, “We get

bogged down in details that are manage-
ment issues and not board izsues. [ don’l
thank it bas becn a purticularly frnttul
intcraction.” And according to the CEO,
“The veniure capitalists have a endency
to ‘micro-ask.” Some of their questions
are worthwhile, but 90 percent are clut-
ter. There are rwice as many opiniony ay
there are dircctors al the meeting, 'd be
nsanee to Luke action based o them,” The
views of the venture capitalists were dif-
ferent: one whom the CEQ désenbed as
“talking lor hours on eud™ opined, “I'd
suy the board meetings are effective™
This siwation—plus the need 1o expand
nto reew markets in order to reach a prof-
table level of operaton—cailed for board
changes to cope with the Tuture.

¥ The bourd needed new directors who
were knowledgeable about and had con-
tacts in the prospective markets.

P Just as “too many cocks spoil the
broth.” too many venmure capitaliscs can
spoil a board. Ax one director explained,
“I dlon’f think it's healthy to have three
venture capitalises on the board [ve years
after the startup, cspeeially when there’s
product o be sold, Venture captalisty
should step off the board afler & time,"

The obvious decision wus to replace
two venture capitalists with twe new
ditectors with the needed industry back-
grounds. This had the advantage of
tetamming the hinancial discipline imposed
by wventurz capitalists while adding
needed expertise.

¥ The board needed to overhaul s
hoard materials 1o incorporate new Lypes
of information—including compettors’
activitics=-on the new markets, This
would not be easy, but it conld be done.
As one director explained, “There aren't
a whole lol o companies vou could
compare us to, but there's certainly i
product. I fe¢l 11 should be done”
Another added, *"We ought to he able 1o
tsolate some casces relutively similar 1o
this and look at the adoption curve time.”

P This new competiticn-pricnted mate-
rial would not only inform the directors,
bt also make 1t easier to restructure the
relationship between the CEQ and the
board to give the CEO the freedom to
make decisions needed in entering new
markets.

One director suggested an “away day”
that foeused on materizl that would give
them the chance to fully understand the
strategy. More ame spent on stratepy was
obwviously needed, since one venture cap-
icalist said, “Our strategy 15 (o achieve
cash-flow breakeven"=—certainly  an
inudequate stratery staternent!

Conclusion

Conducting board evaluation in the
context of the firm’s long-range outlook
can reveal important changes needed for
the board to add value for the future, Fuoe-
thermore, a board evaluation can begin
with u foeus on the board as a whole, but
once the company’s long-range outlook
is brought into the mcture, the evaluation
must turn w0 the coninbetion of individ-
ual directors,

In all four of ounr cases, the boards
needed new kinds ol members and pew
types ol mlormmation. These two changes
would make it easier to accomplish
another ymportant change nesded in three
ot the four cases: a restructuring of the
CEO-board relatonship tn order o give
Lthe CEO reom o manage the firm while
kKeeping the directors informed and bewng
held accountable by them. B
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