As CEO appraisals become more common, the question is not
“Should such evaluations be done?” but rather “How can they be done well?”

CEO Appraisals:
Holding Corporate
Leadership Accountable

JAY CONGER DAVID FINEGOLD EDWARD E. LAWLER III

In most corporations, managers at virtually
all levels evaluate the performance of
employees reporting to them. But who
appraises the CEO? How should it be done,
and what results does it produce? The answers
to these questions are important in determin-
ing whether a firm is effectively governed,
how to reward and develop the CEO, and how
to hold the CEQO accountable.

Three important forces are nurturing a
growing interest in CEO evaluations, making
it likely that we will see more and more cor-
porations turn to formal appraisals of their
chief executives. One force is an increased
awareness of the critical roles CEOs play in
corporations. The management literature is
awash with books arguing that leadership at
the top is critical to implementing strategy,
creating successful corporate transformations,
and so on. Add to this the increase in CEO
compensation levels—averaging 10 percent
annually over the past decade—and it is only
natural to ask who is judging CEO perfor-
mandce.

A second force comes from the invest-
ment community, demonstrated by the rise in

shareholder activism during the past decade.
Its roots can be traced back to the 1980s when
global competition and the wave of corporate
acquisitions and restructurings called into
question the effectiveness of a number of
CEOs and their boards. Numerous Fortune
500 companies began bleeding red ink as a
result of poor strategic, financial, and opera-
tional decisions, raising questions as to who
was minding the store. Naturally, attention
turned to the board.

Feeling pressured by public scrutiny,
boards began to react more quickly to poorly
performing CEOs. In 1992 and 1993 alone,
boards pushed out a remarkable list of well-
known CEOs: James Robinson I1I of Ameri-
can Express, Anthony D’Amato of Borden,
Kay Whitmore of Eastman Kodak, Robert
Stempel of General Motors, John Akers of
IBM, Paul Lego of Westinghouse, and Philip
Lippincott of Scott Paper. More recent oust-
ings include Gil Amelio of Apple and John
Walters of AT&T.

Corporate and CEO performance prob-
lems raise fundamental questions about how
boards operate and whether their governance
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structures can be designed to be more vigilant
and proactive. Formal evaluation of the CEO
is one practice that has the potential for mak-
ing governance structures more effective. At
the very least, it can establish predetermined.
tangible objectives for tracking the CEO’s per-
formance. As such, it offers the prospect of
strengthening the board’s ability to deal with
poorly performing CEOs.

A third force, related to events within
companies, has also contributed to the popu-
larity of formal CEQ evaluations. Over the
last decade, performance management sys-
tems have become increasingly more sophis-
ticated and popular. The use of 360-degree
feedback, for example, has expanded dra-
matically, as have employee bonuses based
on performance appraisal measures. As these
practices become more commonplace, it is
harder and harder to justify a system that
does not subject the company’s most impor-
tant employee—the chief executive officer—
to a performance evaluation. Moreover,
research conducted by the Center for Effec-
tive Organizations suggests that the inclu-
sion of the CEO in a company’s evaluation
process has a positive influence on the over-
all effectiveness of the company’s appraisal
system.

THE STATUS OF CEO APPRAISALS

Over the last two years, the Center for Effec-
tive Organizations has been studying organi-
zations considered to be leaders in the field of
boardroom appraisals. We have interviewed
and collected questionnaire data from CEOs
and board members at these companies, as
well as from outside experts, and we worked
with Korn/Ferry on that organization’s
annual corporate governance survey of the
directors of Fortune 1000 companies.

The results of the 1996 Korn/Ferry sur-
vey indicate that roughly 70 percent of the
U.S.’s largest companies have adopted a for-
mal CEO evaluation. The challenge, how-
ever, is doing it well. It is not enough to ask
a few evaluative questions or to set perfor-
mance targets that are checked off every
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year. Companies that make CEO appraisals
work—and work well—follow specific,
clearly defined steps to avoid the typical pit-
falls of performance appraisals. This requires
a special commitment from the CEO and
from board members. Without the right
practices and commitments in place, evalua-
tions can easily become mechanical events
where everyone simply “goes through the
motions,” or worse yet, events that create
major explosions and rifts between the board
and the CEO.

In the discussion that follows, we first
describe the positive outcomes that occur
when CEO evaluations are implemented well
and look at what is needed for a board to be
effective in carrying out an evaluation. Next,
we walk through the steps that make for an
effective CEO evaluation process, using
examples from our investigations as illustra-
tions. Finally, we consider the challenges
involved in implementation.

THE POSITIVE IMPACT OF CEO
APPRAISALS

A key finding of our analysis of individual
directors’ ratings of their boards is that all
three forms of appraisal—CEO, board, and
individual director—have positive, indepen-
dent effects on overall board effectiveness.
The analysis also shows that these evaluation
processes have a strong impact on certain
board roles, such as attention to long-term
strategy development and implementation,
but little or no impact on other roles, such as
improving the company’s image, building
networks with strategic partners, and enhanc-
ing government relations.

In examining companies successfully
using CEO evaluations, we found positive
outcomes in four areas. Specifically,
appraisals were described as (1) heightening
performance accountability and the link
between performance and rewards, (2) clari-
fying strategic direction, (3) promoting better
CEOQO-board relations, and (4) fostering the
development of the CEO.

The outcome that people would most
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EXHIBIT 1

HOW BOARDS FROM TWO CORPORATIONS RATED
APPRAISAL EFFECTIVENESS

process against the following criferia:

Board members used a 5-point scale (1 = not at all, 5 = to a very great extent) to evaluate their CEQ appraisal

CompanyA  Company B

1. Accurately evaluate the CEQ's performance 48 ST
2. Compare CEQ's accomplishments against his or her goals A8 a9
3. Recognize the CEO for past performance - 38

4, SetfulurabUSINGSS QOAIS e —— L S o AT
5. Communicate and explan pay decisions 3 e
6. Plan developmental actitiesforthe CEQ (¢.g., training, new dutes) R T e
1. Clarfy job dutie, requirements and responsibilities 32 93

8

expect from a CEO evaluation process is
greater accountability for performance. And
indeed we found that with a system of formal,
mutually agreed-on targets in place, it is far
more difficult for a CEO to find excuses for
poor performance. Having well-defined tar-
gets also makes it easier to determine CEO
pay. With pay levels tied to predetermined
objective measures of performance, there is
little doubt about the level of achievement
needed for a bonus or stock award.

By specifying a set of targets at the start of
each year along with quantifiable measures
for each, the CEO and the board develop a
clearer focus on the company’s strategic goals.
This focus can then be cascaded through the
organization so that goals and accountabilities
at multiple levels support the strategic direc-
tion. As o explained:

The appraisal process has created a center-
piece of performance expectations...all

board members have an opportunity to
comment on the expectations and then
cast them in concrete. There is very little
wiggle room on the board’s behalf to say
“We didn’t want you to be doing what you
are doing; we wanted you to do something
else.” As a result, we have a very tight
agreement in terms of what my emphasis
ought to be for the coming 12 months.
Just as important, the board now has
an early warning system in place. The
measurable targets become benchmarks
for board members ta determine whether
the CEO is underperforming his or her
own goals and those of industry peers.

Appraisals can also improve relations
between the CEO and board members. For
example, we found that the process of estab-
lishing targets fosters greater dialogue, espe-
cially around the firm's long-term strategy.
Board members felt that formalizing the eval-
uation process helped establish a healthy bal-
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ance of power between the board and the
CEO. With the proper procedures, appraisals
increased the board’s independence and con-
trol over the CEO and the compensation pro-
cess. Once institutionalized, formalized eval-
uations are also likely to present an
important constraint on the CEO'’s successor,
helping to overcome his or her possible reluc-
tance to share power with the board.

A final benefit of CEO evaluation sur-
faces in its contribution to the chief execu-
tive’s ongoing development. For many
boards, this is the main purpose of adopting
a formal appraisal instead of just a pay-for-
performance plan. One of the problems asso-
ciated with the power and prestige of being
the chief executive is that CEOs rarely
receive candid feedback. And when they do
get it, it is typically from only a select few
directors with whom they have a close per-
sonal relationship. Adoption of a formal
appraisal process can increase the level, can-
dor, and detail of the feedback CEOs receive,
with particular attention to any areas for per-
sonal development. Several of the CEOs and
board members we interviewed singled out
the benefits of 360-degree appraisal as par-
ticularly useful.

Exhibit 1 shows the average question-
naire scores for board members in two com-
panies that have well-developed CEO evalu-
ation processes. They were asked to indicate
the degree to which their CEO evaluation
process accomplished a number of objectives.
Although the results are somewhat more
favorable in Company A, the ratings are rela-
tively similar across the two companies. In
both cases, the board members felt that the
appraisal did a good job of evaluating and
focusing on the CEO’s performance. They
also indicated that it did a reasonably good
job of promoting discussion on ways to
improve that performance.

An additional question asked whether
the appraisal actually improved the CEO’s
performance. While the answers were gen-
erally positive, there was some difference in
the degree to which the appraisal was seen
as supporting the implementation of busi-
ness strategy. The first board clearly saw
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appraisal as accomplishing this, and the sec-
ond board felt that it did so to a somewhat
lesser degree.

Owerall, the boards indicated that the
appraisal was very much worth doing and that
it should be continued. Our interviews with the
CEQOs themselves generally confirmed these
reactions. The CEOs felt that the process went
well and that it gave them valuable feedback.

DETERMINANTS OF BOARD
EFFECTIVENESS

Research on knowledge workers suggest that
in order to deal with complex issues such as
CEOQ appraisal, these groups need the right
mix of five elements: (1) knowledge, (2) infor-
mation, (3) power, (4) motivation, and (5)
time. Specific conditions in each of these areas
support a board’s ability to appraise perfor-
mance.

Knowledge. The combined knowledge
and experience of the board members must
match the strategic demands facing the com-
pany. Because teday's business environments
are so complex, it is virtually impossible for a
single person or a small group of individuals
to understand all of the issues that come
before a board. This argues for constructing a
board around complementary skills and back-
grounds. Without the right mix, it is impossi-
ble for the board to go through an informed
goal-setting and evaluation process.

An aerospace company we studied, for
example, employs a simple matrix listing
director capabilities and strategic tasks to
assess the composition of both the board and
the individual committees. Capabilities are
clustered around categories such as a direc-
tor's understanding of company customers,
government relations, international markets,
creating shareholder value, and so on. The
CEQ explained the purpose of the matrix:

We use it to cvaluate what disciplines we
want to have on the board, what is important,
what capabilitics we currently have, what
capabilities we now have that may rotate off
the board because of retirement, and what

v
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types of people we should be looking for to fill
in.... We do the same thing with the composi-
tion of our board committees. We want to
make sure the committees have the right kind
of breadth as well as continuity of experience.
We really try to move people around so that
the capabilities we want to have on that com-
mittee are covered. It's a chess game that
needs to be played—and that gets played
every year.

In the ideal case, a board also optimizes
the mix of expertise from each individual
director. When matching directors against
strategic requirements, it is particularly
important that the board carefully set its top
priorities and look for individuals that satisfy
multiple needs wherever possible; other-
wise, the board runs the risk of becoming too
large and thus possibly undermining group
effectiveness.

Information. The quality, quantity, and
timeliness of data that a board receives on its
business issues is crucial to all aspects of the
CEQ evaluation process. To be truly effective in
its evaluation, boards also need information
from multiple information: not just from the
CEO, but also from outside stakeholders and
from the directors themselves. Market research
data are important, as are data from customers
and employees. Since the appraisal needs to
look at both strategic direction and leadership,
it is important for the board to have informa-
tion on more than just financial and operational
results.

Power. An effective board needs the
power to make key decisions and to hold the
CEQ accountable for his or her performance.
Board power is influenced by a number of fac-
tors, the most important being the number of
independent directors. Business or family ties
to the CEO and the company may make it dif-
ficult for directors to exercise independent
judgment. Long-term friends of the CEO cre-
ate a similar predicament.

Similarly, board members who sit on one
another’s boards create potential conflicts of
interest. Directors who are independent of the
CEO should be in charge of determining CEO
pay and selection of all board members,
including the next CEO. Finally, board power
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tends to increase when it has a leader who is
not the CEO. This can be accomplished by
appointing a lead director or having an out-
sider serve as chairman.

Motivation. Used correctly, incentives
motivate directors to do a good job of apprais-
ing the CEO. Along with the director selection
process, the reward system is a primary lever
to shape board members’ motivation. Issues of
director compensation have achieved greater
prominence in discussions of effective corpo-
rate governance, with a growing number of
firms requiring directors to own shares, pay-
ing directors all or partially in stock, and elim-
inating pension plans and other perks. It
makes more sense to have a long-term orien-
tation with options exercisable only after sev-
eral years or on retirement to ensure that the
board and CEO are not tempted to sacrifice
the future health of the company in order to
boost short-term stock price.

It also makes sense to evaluate individual
directors so they will be held accountable for
how they perform. If it is their money that is
on the line, they are likely to behave more like
investors and owners than pawns of the CEO.

Time. It takes time—more than many
companies realize—for directors, as a group,
to become well informed, to make effective
decisions, and to contribute effectively. Even
the best-run board meetings often lack suffi-
cient time for in-depth discussion of corporate
strategy, a particularly crucial issue in CEO
evaluations.

Many companies deal with this issue by
scheduling special annual retreats devoted
exclusively to discussing long-term strategy.
In other cases, however, this may be inappro-
priate. In rapidly moving high technology
sectors, for example, product life cycles can be
completed between annual strategy meet-
ings—with profound consequences for the
organization. Compaq, for example, never
holds special strategy sessions. Instead, the
company devotes a couple of hours at every
session to some part of the business that is
going to impact strategy.

In addition to time for strategy develop-
ment and clarification, boards need time to
review and discuss performance data with

the CEQ. If time is not set aside for this activ-
ity, it is likely to be neglected, like feedback at
any level in the organization.

STEPS IN CONDUCTING AN
EFFECTIVE CEO EVALUATION

In all of the effective boards we studied,
board members had an opportunity to dis-
cuss proposed approaches to CEO appraisal
and often participated in the design of the
appraisal procedures. It is important, at a
minimum, to discuss the range of possibili-
ties and to get board members’ feedback
before choosing a design. Comfort with the
process and a sense of shared ownership in
its design help the transition to a formalized
procedure.

Assuming these conditions are in place,
let's look at the steps in an effective evalua-
tion. There are typically three: (1) establish-
ing evaluation targets at the start of the fiscal
year, (2) reviewing performance mid-course,
and (3) assessing final results at year-end.

Just before the start of the company'’s fis-
cal year, the CEO and his or her direct reports
need to work with the board to develop the
annual strategic plan, then set key short- and
long-term objectives for the coming year.
Once these objectives are defined, the CEO
“translates” them into a set of personal per-
formance targets and specifies how his or her
progress will be measured against each.
These objectives should include the usual
financial and budget targets as well as strate-
gic and personal development goals.

The objectives are then presented to a
committee of the board—normally the com-
pensation committee or a board governance
committee—ideally composed solely of out-
side directors. In essence, this becomes a
“pre-review” of the objectives before the full
board review. It provides an opportunity for
the committee members to assess and, if nec-
essary, to amend the CEO's targets.

This is a good time to establish the finan-
cial rewards that will result from meeting the
targets. It is here that gaps in perceptions
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between the CEO and outside directors sur-
face and should be resolved. This is a critical
phase and the committee members must
work collabotatively with the CEO, ensuring
that the targets are realistic but also challeng-
ing. If directors simply rubber stamp what is
presented to them, they can undo whatever
good intentions exist. When the CEO and the
committee members reach final agreement on
objectives, they present these to the full board
for further discussion and final approval.

Consider one example of this in practice.
William Steere, CEO of Pfizer, drafts initial
sets of quantitative and qualitative objectives
in December for the coming fiscal year. These
are sent to his direct reports for their com-
ments, providing one of several opportunities
for his direct reports to influence and shape
the firm’s annual goals. In reality, this shap-
ing is already a mutual process since some of
Steere’s objectives are themselves derived
from his reports’ own operating plans.

This is also an opportunity to clarify
responsibility down the chain of command
for certain objectives. Senior managers learn
which of their CEO's performance objectives
they will be held accountable for. In this way,
the evaluation process ensures that the objec-
tives set at the top align with operational and
tactical goals further down the organization.

After incorporating his subordinates’ com-
ments, Steere puts the objectives into a final
draft and forwards this to the compensation
committee. The committee, composed of three
outsiders, meets in early or middle February to
review the prior year's performance and to
establish the coming year's goals. As part of
their meeting, the committee reviews the
CEO's sets of objectives (quantitative and qual-
itative) along with those of his seven direct
reports. Afterwards, the group meets face-to-
face with Steere for several hours to discuss his
performance and his goals for the year. In
addition to the CEO and the three committee
members, the vice president of human
resources is present to facilitate the discussion.

The Pfizer example illustrates how the
initial stage of a CEO evaluation involves both
the board and the company’s senior manage-
ment in setting the CEO’s performance tar-
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gets. In doing so, at least two outcomes are
achieved. One, the evaluation becomes a
powerful tool for focusing management
throughout the firm on clear and well-
defined goals. Second, it gives rigor to the task
of setting performance standards for the CEO
and for the corporation.

The next step is a mid-course review.
Here the aim is to assess how well the CEO
is achieving his or her objectives. This pro-
vides the board with an opportunity to
assess where the CEO is meeting or exceed-
ing agreed-upon goals and where there are
problems. It also encourages board mem-
bers to act before major problems develop
and to assure that the objectives are rele-
vant. Such a review is particularly impor-
tant and may need to occur more fre-
quently in companies where products and
market conditions change rapidly.

At Honeywell, CEO Mike Bonsignore
uses board meetings to highlight achieve-
ment of particular milestones for his objec-
tives. In several other cases that we exam-
ined, CEOs kept a close check on how they
were performing in the eyes of board mem-
bers by scheduling meetings with individ-
ual directors during the year for candid dis-
cussions on performance.

A number of the boards we studied
skipped the mid-course review or held only
an informal review. We feel that this is a
mistake. Some form of mid-course check is
essential if the company hopes to keep the
process well integrated with its business
objectives and avoid year-end “surprises.”

The final stage of the CEO evaluation
occurs at the end of the fiscal year, when
the CEO’s actual performance is measured
against targets and compensation is deter-
mined. This step often begins with a written
self-evaluation in which the CEO assesses
how he or she has performed over the year.

A number of companies combine this
step with the goal-setting step. At Dayton
Hudson, one of the companies most fre-
quently cited as a leader in corporate gov-
ernance, both the chief executive’s self-
assessment of the past year’s performance
and his targets for the coming year are pre-
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SAMPLE CEO EVALUATION AREAS

EXHIBIT 2

Strategy Formulation.

Controls.

Succession.

Board Relations.

gtc plannlng

Slrategylmplementa llon The CEO has been ettecttve m ensumg that company strategies are effectively |mple-

m strategres when market conditrons and other forces damand a change

Financial Performance.

ket tactors on the organrzatton s hnancral performance

this year

ié;é;;;i{i',;ﬁ" 'The CEO has exercused an appropnate tevel ol Ieadershtp tor the organlzation the

twe role model for the organuatron
i External Relations.

wrll tor the company and is sensmve to vanous stakeholder concerns.

management posmons for the tong term success of the orgamzatnon
The CEQ has kept the board tutly mtormed ot atl rmportant aspects of the company

The CEQ has been effective in developing a long-term, sound strategy for the com-
pany that meets the needs of shareholders, clients, employees, and other corpo-
rate stakeholders; the CEQ has in place processes that encourage effective strate-

mented and that benchmarks have been met; the CEO has made timely adjustments

The company s overall hnancral performance has been competrtwe overall relatwe
to industry peers; the company is making strong progress towards meeting its
longer term financial goals; the CEO has managed well the impact of external mar-

The CEO has ensured that the company has strong audmng and ﬂnancaal control
processes in place; the CEQ fosters a culture of ethical behavior for the firm
through effective compliance programs at all levels of the company; the CEQ
proactively ensures that the company complies with all of its legal obligations for

CED has effectively communicated a vision, management philosophy. and busi-
ness strategy to the company's employees; the CEQ has actively sought to moti-
vate and inspire employees to realize the company's vision; the CEQ is an effec-

The CEU effectwely comrnumcates the company s fmancral performance and
future prospects to the investment community; the CEQ is visible and proactive in
representing the company in both community and industry affairs: public relations
issues involving the CEQ this year have been handied in a manner that builds good-

An updated plan for CEO successnon was devetoped for thrs year the CED has
ensured that potential candidates have had adequate exposure to the board; key
developmental assignments were made during the year which are consistent with
the succession plan; there is an effective plan for developing candidates for senior

sufficient and appropriate information has been distributed to board members
throughout the year to effectively assess company strategies, their implementa-
tion, and other performance outcomes; the CEQ has demonstrated sound knowl-
edge of board governance procedures and has followed them; there is an effective
balance between the CEQ and the board; board members are able to initiate con-
tact with the CEO whenever necessary; the CEQ encourages candid debale and
challenges in boardroom discussions; the CEO exercises the appropriate measure
of board leadership.
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sented to the board’s executive committee
at its March meeting,.

Similarly, at Honeywell, in mid-January,
CEQ Bonsignore prepares a written self-
assessment of the previous year’s perfor-
mance against objectives and a set of written
objectives for the coming year. These are cir-
culated among all the board members, who in
turn send individual written comments to the
chairperson of the governance committee.
The committee prepares a written summary
of director feedback and provides the CEO
with a copy to review. A few weeks later, the
governance committee meets with Bon-
signore to review the upcoming year’s objec-
tives, provide feedback, and suggest modifi-
cations. The very next morning, Bonsignore
hands out a summary of his plan to the entire
board and holds a general discussion.
Although he discusses the prior year’s perfor-
mance, the majority of this meeting is spent
on the coming year’s objectives. Board mem-
bers then have until the end of the month to
provide additional feedback or suggest
changes. In February, a general board meet-
ing focuses on the prior year's results and the
board signs off on the upcoming year’s plan.

Since objectives set at senior manage-
ment levels tend to build on prior years, it
makes some sense to combine the assessment
of the prior year with objective setting for the
coming year. It is also an efficient process. At
the same time, however, it is important that
boards see these activities as separate. If they
are too closely combined, there is a risk that
one may receive a disproportionate amount
of attention in a single board meeting. Most
likely it will be past performance, since it is
far more tangible and likely to produce emo-
tional and defensive reactions.

The Honeywell example illustrates how
the two activities can be effectively integrated
while ensuring that each receives its fair share
of attention. Though the CEO presents both his
past year’s review and his upcoming plan
simultaneously, the January board meeting is
devoted largely to a discussion of the coming
year’s objectives, while the February meeting
focuses on the CEQO's performance over the
past year.
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Ideally, in the final performance review
stage, board members receive a short question-
naire to assess the CEQ’s performance against
key objectives. (Exhibit 2 provides an example
of the areas that should be covered.) Research
shows that there is considerable variation in the
appraisal forms being used: some have open-
ended questions, others use rating scales, and
others employ a combination of these. We rec-
ommend a combination. Rating scales make for
easier comparisons over time and among board
member evaluations and highlight where per-
ceptions vary widely. Open-ended questions
provide the flexibility to consider factors over-
looked by fixed scales and targets.

To ensure confidentiality in the assess-
ments, directors can hand off their evalua-
tions to a trusted independent source such as
a consultant or the board’s legal counsel. This
individual compiles and summarizes the
comments to provide general feedback and
preserve anonymity. The report is then made
available to the compensation or governance
committee for its review with the CEO.

In many companies, the appraisal is kept
more informal by using only oral feedback
among directors. Our analysis of the
Korn/Ferry survey data, however, indicates
that directors consider the evaluation process
to be more effective when directors give the
CEO written as well as verbal feedback. Com-
mitting thoughts to paper encourages clarity
and deeper reflection on the CEO’s perfor-
mance. It also gives CEOs feedback that can
be reviewed after the meeting. Finally, writ-
ten appraisals ensure that every director is
heard. Oral feedback can usefully follow the
written, taking place either during full board
meetings or in one-on-one or small group
meetings with the CEO.

The next step is to have the compensation
committee make its recommendation using
the CEQ'’s self-assessment and pertinent out-
side information. Following this, a meeting of
all outside directors should be held to discuss
the CEO’s evaluation results and approve a
final compensation package. An effective
evaluation process can and should make the
link to compensation a straightforward one.

For example, at Pfizer, the compensation




committee makes a final decision on the
CEO’s overall performance by assigning
rankings to his 10 objectives for that year.
These are averaged together to produce a sin-
gle numerical ranking from 1 to 6 (6 being the
highest level of performance). For example,
the committee might conclude that his per-
formance ranks a 5.7 for the year. This num-
ber is tied to a compensation scale that deter-
mines his pay for that year.

At Dayton Hudson, each board member
produces an individual written assessment of
the CEQO’s performance and then assigns a
numerical score. In this case, the CEO is also
the chairman. He receives scores for both roles,
70 percent of his performance being graded on
his role as CEO and 30 percent on the chair-
man'’s role. The two scores are combined to
produce a single number. This figure deter-
mines 50 percent of the CEO’s final perfor-
mance score. The remaining 50 percent results
from a calculation of the company’s perfor-
mance, measured in earnings and return on
investment, vis-a-vis a control group of retail-
ing companies. The CEQO's salary and bonus
are then designed so that a score of “80” places
the CEO’s compensation at the 80th percentile
of CEOs in the retail comparison group.

SETTING THE RIGHT OBJECTIVES

A very important part of the CEO evaluation
process is finding the right objectives to mea-
sure and setting targets that reflect realistic
and high levels of performance. Setting the
targets is critical because it determines what
the board will focus on as well as the level of
detail the board will be involved in.

Obijectives that are too tightly focused on
day-to-day managing can encourage inap-
propriate micro-managing by the board. For
example, the question of how many man-
agers are trained in the company’s intranet is
an operational issue best left to management
and not to a CEO evaluation. On the other
hand, a multibillion-dollar oil exploration pro-
ject in China is a major strategic issue that
needs to be evaluated at some point.

The challenge in setting objectives is to

assess and accurately measure the most impor-
tant aspects of corporate performance for
which the CEO is ultimately responsible. An
assumption behind many pay-for-performance
plans is that the CEO’s ce and the
corporation’s performance are synonymous. In
reality, this often is not the case. An effective
evaluation uses objectives that focus on behav-
iors and actions that the CEO can control
directly. It should also employ measures that
adjust for changes in the industry and econ-
omy so that the CEO is neither punished for an
unexpected economic downturn nor rewarded
excessively by an exuberant market.

Evaluations should separate the perfor-
mance targets for the CEO role and the
chairman role. In over 80 percent of large
U.S. companies, the same person plays both
roles. Yet each has different objectives. If a
formal evaluation of the board is done, it
may be best to include the assessment of the
chairman’s role as part of the overall
appraisal of the board.

It is important to set the right number of
objectives. Too few, and performance is likely
to be centered completely around financial
indicators. Too many, and the CEO and the
senior team risk losing a clear focus: The
weight attached to each target is diluted, and
the result may be the functional equivalent of
having no objectives. Our best-practice com-
panies kept their lists to between five and 10
objectives.

It is also important to ensure that the
objectives are not just financial ones. Many
companies have built their CEO’s compensa-
tion package around annual financial objec-
tives and stock market performance. While
critical, these measures fail to capture impor-
tant effectiveness issues that are not so easily
measured. For example, issues like succession
planning, involvement in lobbying efforts,
trade association participation, communica-
tions within the company, board relations,
union relations, and leadership are all critical
qualitative areas of CEO responsibility. They
need to be assessed in some manner. These
are “big picture” qualitative issues that impact
the company’s long-term performance. Tar-
gets such as return on equity and company
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profitability can only marginally and indi-
rectly capture these important activities.

Texacw, for example, asks its senior exec-
utive to produce two sets of objectives. One
set, related to financial indicators, tie to CEQ
pay. The other set, dealing with more subjec-
tive goals, are used for development and
feedback purposes.

Once a board has an idea of the areas it
wants to target, it needs to measure them in
some concrete lashion. For example, leader-
ship might be measured by internal emplovee
surveys and 360-degree feedback question-
naires or by outside analysts’ reports. Diver-
sity in the workplace can be measured using
staffing statistics over time. Improvements in
product quality can be measured using inter-
nal and external reject rates as well as in cus-
tomer satisfaction surveys.

A desirable next step, which very few
boards take, is to define at least three levels of
performance for each measure—poor, accept-
able, and outstanding. These levels become
the benchmarks for different pay packages.
They also help the board and CEQ develop a
shared understanding of the performance
standards and provide the groundwork for
an early warning svstem if the CEO's perfor-
mance is poor.

Scoring is always a difficult issue. As we
have seen, companies like Dayton Hudson
and Pfizer employ a numerical score. Others
prefer letter grades such as “A” “B,” or “C,”
and others have calegories like “outstanding,”
“excellent,” or “satisfactory.” The advantage
of a numerical grade is that it allows a board
to compare perceptions among its members
in a more fine-grained manner and to make
more differentiated links to pay.

No one scoring method is always right. It
depends on the situation. [t is important,
however, to always use some scoring
approach and to avoid vague written or oral
feedback that fails to deliver a clear message.
Scoring can also help to avoid the upward
creep in CEO ratings and salary. It's easier to
say “no” or cut a bonus in a tough year when
objective measures of performance are agreed
to and used as the basis for determining
rewards.
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KEY ISSUES IN CEO EVALUATION

Four important additional issues need to be
mentioned here. One concerns the informa-
tion and measures used in assessment. The
second concerns the atmosphere surrounding
the evaluation process. The third involves
leadership on the board, and the fourth
involves evaluating the appraisal process.

A common problem in CEO performance
assessments stems from the board's over-reliance
on information from the CEO’s self-evaluation
and the company’s financial reports. While self-
evaluation should be a vital part of a perfor-
mance appraisal, it is not enough. When individ-
uals are in a position of being judged on their
performance, biases casily influence how they
rate themselves. For example, one CEO admitted
to us that he purposely lowers his self-evalua-
tion—preferring to be “pulled up” by his board’s
evaluation rather than be “put down.” We sus-
pect that he is not alone in trying to game the rat-
ings. Balance is critical. Ratings from customers
and institutional investors, employee satisfaction
surveys, and benchmarking of the CEO's perfor-
mance against leaders both inside and outside
the industry are all useful sources of information.

The second issue involves boardroom
norms toward the CEO appraisal process and
the role that the CEO’s own behavior plays in
shaping them. Time and time again, board mem-
bers told us that the CEO's attitude and behavior
are the linchpins in any evaluation procedure—
and that both are relatively easy to read. Direc-
tors quickly discern whether evaluations are a
serious process or simply window-dressing for
public relations. Forexample, a CEQ's defensive-
ness toward critical but constructive feedback
sends amessage about the level of candor that he
or she will tolerate. Similarly, if the CEO manip-
ulates the goal-setting process so that the goals
are casy or unimportant, the whole process is of
no value. As the legal counsel to one board told
us in a matter-of-fact tone, “If a CEO is open and
honest with the board about the process and
encourages everyone to participate, it's going to
work. If he is not, it won't.”

A CEQ's repeated defensiveness can sti-
fle honesty and constructive challenges. The
evaluation then simply becomes a vearly,




mechanical ritual that is not worth doing.
Similarly, if a CEO controls all phases of the
evaluation, it establishes a low level of trust
and credibility. Ideally, a CEO should will-
ingly assign responsibility for the evaluation
process to independent directors or the board
chair, wher2 a separate chair exists.

The majorits of the CEOs we studied
wanted the evaluation process to be done
effectively. Thev felt it would make their job
easier and that it was an important part of the
corpurate governance process. For these
CEO=, the issue of who on the board pro-
vided leadership for the process was not crit-
ical. It is critical, however, in those cases
where the CEQ either resists the appraisal
process or needs to be removed because of a
poor performance appraisal. In these condi-
tions, the evaluation is likely to be effective
only if there is leadership on the board by an
outsider or group of outsiders.

There are a number of ways to provide out-
side leadership. Probably the most effective is for
the chairman to be an outsider and to lead the
evaluation of the CEO. This approach has been
used at Compagq since its inception. Ben Rosen,
the chairman, is an outsider and takes the lead
in the evaluation of the president and CEO.

The alternative is to have an outside
director or perhaps the chair of the corporate
governance committee take on the role of
leading the evaluation. While this can provide
an adequate substitute for an independent
chair, one can rightly ask if a lead outside
director or committee chair provides a suffi-
ciently powerful position if the CEO resists
the evaluation itself or actions that are sug-
gested as a result of the evaluation.

The final issue concerns periodic review of
the CEQ evaluation procedure itself. Most
boards we studied did such a review and
found it improved the process. Typically, the
review attempted to answer a number of ques-
tions: Does the board have sufficient informa-
tion to effectively evaluate CEO performance?
[s communication throughout the entire pro-
cess effective? I« the balance behween the
board’s policy role and the CEO operating role
correctY Are the right measures being used?
How can the process be improved?

CONCLUSIONS AND FUTURE ISSUES
FOR BOARD GOVERNANCE

As the pressure mounts on publicly owned
companies to improve their corporate gover-
nance practices, we are likely to see more and
more firms adopting formal CEO and board
evaluations. Moreover, the separation of
chairman and CEO, a common model among
firms that began with venture capital, is
unlikely to be adopted in the U.S.

Compay has adopted formal CEO, board,
and individual director evaluations along with
most other recommended “best board prac-
tices,” but considers them all of relatively minor
importance compared with having a separate
chairman and CEQO. According to board chair-
man Rosen, “This is the single most important
factor in providing the company with the right
balance of power needed for effective gover-
nance...Qur country has this separation of
powers, why shouldn’t companies?”

In the absence of such a formal separa-
tion of power, careful evaluations can still
accomplish much. They can create a new
dynamic for the CEO-board relationship and
provide a means for the board and CEO to
hold each other accountable for clearly
defined performance expectations while
avoiding the dangers of board involvement
in day-to-day management. Evaluations can
also provide the CEO with candid feedback,
guidance on how to improve board opera-
tions, and clarification of the respective roles
of the board and the CEQO to ensure consis-
tent focus on their responsibilities.

It may still be too early to assess the ulti-
mate success of formal CEO evaluations.
Many U.S. firms have adopted these
appraisals in the last five years, a time of
unprecedented profitability and stock market
growth for corporate America. When times
are good, it is easy to conduct evaluations and
make everybody happy. The real test will
come with the next bear market.
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9580. For photocopy permission. see page 2.
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