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Short fuse with poor performance

Australian Boards appear to have become less tolerant of
underperforming CEOs, with the average tenure of CEOs who
deliver below-average returns shrinking to three years in 2006.
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At the same time, Australian CEOs are benefiting from a less
turbulent corporate environment than in the US or Europe.
In 2006, 57% of Australian CEOs departed under normal
circumstances, whereas globally only 46% of departing CEOs
underwent a regular transition. This reflects relatively lower
levels of M&A activity in Australia, and is evident in the higher
share of regular transitions relative to total CEO turnover.

New era of the internal candidate

For the first time in seven years in Australia, internal appointees
have usurped outsiders in ascending to the CEO role.

Whereas in the past CEOs were often sourced from outside
the company, this trend has reversed and now favours internal
candidates. In 2006, while 57% of all departing CEOs had
been recruited from outside the company, 57% of these CEOs’
successors were internal candidates.

On this measure Australia is well behind the global average. Over
the past seven years the global average for insiders recruited to
the CEO position was 83% compared to 46% in Australia.

One explanation for this divergence is the smaller size of the
Australian market and companies, which constrains the pool of
CEOs available to Boards. Indeed, many Australian companies
have had to appoint new CEOs from overseas. “The talent pool in
Australia is relatively small and the same names are consistently
being discussed,” said one Chairman.

However, there are also indications that succession planning is
not as well established in Australia as it is in the United States.
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Succession planning has changed dramatically over the last
seven years. Due to heightened public scrutiny and more
stringent governance regulation, most companies now pursue
a dual track, combining extensive external search with grooming
of internal candidates.

There are a number of reasons for the decline of the outside track
candidates. In the first instance the positive economic climate
has an impact on the type of candidate that needs to be sourced
for the role. Fewer companies in Australia have recently been in
turnaround mode and therefore do not require a radical shift in
setting the strategic direction. Furthermore, Board rooms have
become much more proactive in initiating the dialogue around
succession planning and, last but not least, hiring insiders is
also supported by their superior track record.

Insiders now performing better than outsiders

For the first time since 2000, insiders have outperformed
outsiders over the entire period of their tenure as CEO. Insider
CEOs achieved a total shareholder return of 21% compared to
17% for external hires.

Exhibit 10
Annual Relative Shareholder Returns Insider vs. Outsider
(2000-2006) in Australia
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3. Key messages for CEOs, Boards and
Chairmen

Findings from the Australian CEO Turnover Study and the
interviews with CEOs and Chairmen provide insights on
succession planning as itis currently conducted in Australia. They
have implications, not only for CEOs and senior management,
but also Boards, shareholders and the wider market.

Window for Australian CEOs to act remains
narrow

The time allowed Australian CEOs to execute their strategic and
leadership agenda successfully remains brief compared to their
global counterparts. Average tenure for Australian CEOs is 5.9
years average over the seven years of our research compared to
7.2 years globally.

“Establishing the strategic roadmap quickly, moving fast, trusting
your instincts and selecting the right team aligned around the
strategic agenda are all paramount to setting up success in the
precious first hundred days,” said one CEO. Drilling through “the
concrete layer and activating the right channels to communicate
your agenda to the entire organisation is equally important”.

Not surprisingly, given the high public and private scrutiny of
CEOs in Australia, Board tolerance for underperformance has
diminished, with the mean tenure for performance-related
departures for Australian CEOs shrinking to just three years.

The growth agenda - particularly involving acquisition activity in
Asian markets and cross-cultural ventures - must be carefully
planned, and requires strategies for risk mitigation. Recruitment
of Board members with an Asian perspective and a superior
understanding of complex stakeholder networks may be the
difference between failure and success.

The need to reinvigorate succession planning
in Australia

Today, a departing CEO originally recruited as an outsider is more
likely to be replaced by an internal candidate. Moreover, internal
candidates are generating superior returns (as measured by TSR)
to those of outsider CEOs. With so much at stake, succession
planning has become a top priority for leaders of Boards of all
Australian companies.

Generally, succession planning in Australia has become much
more rigorous and better supported by systems and processes.
However, it remains less embedded in Australian companies
than in those from other OECD countries.

In the US, for example, the likes of GM or GE have integrated
succession planning into their corporate governance framework
and leadership program. McDonalds has institutionalised
succession planning at a global level and, as a result, has been
able to respond seamlessly to unexpected CEO transitions due
to iliness, drawing on a pipeline of ‘CEO-ready’ candidates.

Based on our interviews we found the approach to succession
planning varies widely across Australian companies. Companies
such as AMP appear to demonstrate best practice, following
a highly considered approach, well supported by systems and
processes. Others, however, concede their approach is more
adhoc. “Succession planning is a challenging issue in our
organisation and, given personalities, often just considered by
a close circle of Board members and the Chairman,” said one
CEO.

Best practice findings on succession planning

For most leading companies in Australia succession planning
is structured as a discrete program. Typically they follow a two-
pronged approach, contrasting external candidates with the
talent available from within, and we believe this is the new

standard for CEO search in Australia.

In best practice succession planning, the selection criteria are
based on a rigorous strategic review of the business, which
evaluates the need for strategic renewal, or even turnaround
versus continuation of the current strategy. The selection of a
leader is critically aligned with the phase the company is going
through. “Leadership skills required for a turnaround are very
different from expanding a company into the next growth phase”
says one CEO.

Boards and their Chairmen are reworking their partnership with
the CEO. CEOs play a critical role in preparing the company for
successful CEO succession in the future and this becomes an
important Key Performance Indicator (KPI) in the evaluation of
CEQ’s performance. Whilst the CEO must be approved by the
Board as a whole, the Chairman and the incumbent CEO - acting
via the governance mechanism of the nomination committee -
have the most critical input into the selection process. The CEO
is typically excluded from the nomination committee but will
define the criteria for selection and put forward a view on the
internal slate of candidates, as they are often direct reports. The
nomination committee would typically be chaired by the Board
Chairman and would include the most senior Board members,
often the “Committee Chairs”.

In best practice examples, leadership development is married
with succession planningand embedded across all organisational
layers. The leadership development pipeline is cascaded down
the organisation and 360-degree performance evaluation, at
times supported by external advisors, is a key element of the
program. The process is led and instigated by the CEO and
underpinned by formal processes, with the goal being to build
leadership bench strength throughout the organisation.

In some companies displaying best practice Board members
evaluate senior executives twice yearly based on a stringent
and comprehensive appraisal process. This process heralds a
new and more sophisticated leadership model reflecting the
need for next-generation CEOs who are “Future Ready”. The
model demands a new approach to leadership development
that goes beyond simply creating a balance of functional skills,
and instead focuses on less tangible issues such as personality,
communication skills, self-management and self-awareness.
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There is an emerging consensus that internal candidates whose
skills are aligned with the needs of the company in its current
phase of development are preferable, because they minimise
execution risk. Senior executives within the firm are usually
already well known to Board members and understand the
business from the inside. They can also be evaluated against
their long track record and on how they have dealt with adversity
rather than against the “dressed up presentation to the Board”
offered by the outside candidate, as one Chairman put it.

By contrast, external candidates must offer demonstrable
incremental value by dint of experience directly relevant to
the company’s strategic priorities. They also require blue chip
references, often based on proven performance as a CEO
previously - something often lacking from the internal candidate’s
CV. Balancing this is the growing importance of a candidate who
is known to and trusted by the Board. This apparent Catch 22
situation has led to a discernible move towards hybrid candidates
- individuals who have a history within the firm but who have
gained CEO experience elsewhere. The appointment of Ralph
Norris to the helm of CBA is one such example.

In summary, given the scarcity of CEOs with a proven track
record, tested and tried and the risk attached to their nomination
for shareholders and the relatively stronger performance of
internal candidates - the challenge for Boards today must be
the acceleration of the development of a pool of “Future Ready”
CEO candidates internally.

When combined with an increasingly rigorous and transparent
succession process, this expanded pool of ‘home grown’ -
and Board-known - candidates can reduce the inevitable risk
associated with the crucial CEO transition. This is the number
one priority for Australian companies today.

Methodology for the global study

The study required identifying the world’s 2,500 largest public
companies, defined by their market capitalisation on 1 January
2006. Market capitalisation rather than revenue was used
because of the different ways financial companies recognise
and account for revenue.

The Compustat/Global Vantage database of public companies
provided a list of all publicly-traded companies on 31 December
2006.

To identify the companies among the top 2,500 that had
experienced a Chief Executive turnover event, Booz Allen utilised
a global business-to-business contact database of executive
decision makers (idEXEC). This was augmented by an extensive
review of the leading financial press and research engines, as
well as the global Booz Allen research capability.

Each company that appeared to have experienced a CEO change
was then investigated to confirm that a change had occurred in
2006 and to confirm the key details surrounding the executive
departing. Information collected about the outgoing executive
included: title upon succession, start and end dates of tenure
as Chief Executive, age, education, whether he or she was an
insider or outsider immediately prior to the start of tenure,
whether he or she had served as a CEO elsewhere prior to this
tenure, and the real reasons for succession.

Average growth rates (AGRs for total tenure, first half and second
half) were calculated for two types of financial and shareholder
information during the executive’s tenure: net income and total
shareholder return. Net income was provided by S&P (Custom
Projects), quarterly data provided by North American-traded
securities was also collected and annual data was provided for
other firms. To enable meaningful cross-industry comparisons,
income data information for the relevant industry and region,
and total shareholder returns (TSR)1 data was provided by
Thomson Financial Datastream. Regionally adjusted TSR AGRs
were calculated by subtracting the Morgan Stanley regional
shareholder return indices from the company’s performance
during the period in question.

Methodology for the Australian study

For the Australian study Booz Allen identified ASX 200 companies
since 1998, a data set spanning 244 unique companies. We
researched if and when a CEO turnover event had taken place
for all the ASX 200 companies since 1998.

To identify the companies among the ASX 200 that had
experienced a CEO turnover event, annual reports and press
searches for each individual company were used. Annual reports
provided information on the CEOs for each of the financial years
and press searches were used to complement the data from
annual reports, to confirm the turnover event and reason for the
turnover. A variety of printed and electronic sources including
Lexis Nexis, AFR, SMH, BRW, etc was used. Additionally Factiva
was used to identify announcements of retirements or new
appointments of CEOs, Presidents and MDs for the ASX 200
companies in each year since 1998. TSR data was provided
by Datastream and included market capitalisation growth,
dividends and reinvestment of dividends.

Each company that appeared to have experienced a CEO change
in 2006 was then investigated to confirm that a change had
occurred, gather key details of the outgoing executive and
determine the true reason for the turnover event.

Consistent with the global study, three reasons were identified
for a CEO transition event: i.e. merger-based, in which a CEO’s
job was eliminated after an acquisition; regular transition,
which included planned retirements, the CEO’s acceptance of a
better position elsewhere, health-related departures or death in
office; and performance-related, which included any departure
initiated by the Board, attributed by the media to poor financial
or managerial performance, or where there was a demonstrable
underperformance but the departure was described as being
“for personal reasons”.

The survey identified 29 Australian companies within the ASX
200 that had experienced CEO turnover events in 2006.

1 The TSR calculation includes both share price appreciation and
dividends
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About Booz Allen Hamilton

Booz Allen Hamilton has been at the forefront of management
consulting for businesses and governments for more than 90
years. Providing consulting services in strategy, operations,
organisation and change, and information technology, Booz Allen
is the one firm that helps clients solve their toughest problems,
working by their side to help them achieve their missions. Booz
Allen is committed to delivering results that endure.

With 19,000 employees on six continents, the firm generates
annual sales of $4 billion. To learn more about the firm, visit
the Booz Allen web site at www.boozallen.com.au. To learn more
about the best ideas in business, visit www.strategy-business.
com, the web site for strategy+business, a quarterly journal
sponsored by Booz Allen.
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