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SUMMARY:  Good talent heading for the exit doors is a canary in the  corporate coal mine.  In many cases, Boards are not watching this canary.

Is the Board accepting assurances that “everything is on track” while the company’s high potentials depart?  How can Boards monitor the situation without being intrusive?  What do Boards do when there is a gap between the assurances given to the Board and the quality of talent leaving the company?  







---

While CEOs were giving verbal assurances to Board members and to investors, high potential talent was heading to the exit doors at both Merrill Lynch and Citicorp. Both boards were blindsided by the extent of the talent losses suffered as a result of bad bets in the subprime and other risky markets. In hindsight, there were probably a lot of clues. Says Thomas J. Colligan, 62, vice dean of executive education at the Wharton School and a director of Schering-Plough and Anesiva, a biotech company: “If you as a board member saw a CEO forcing people out, you’d have to look at that as a risk factor right up there with the CEO who says, ‘I’ve got a number to meet,’ and starts putting pressure on everyone to meet it.”

Turnover, among senior executives and lower-level employees alike, is a leading indicator of corporate performance, a canary in the corporate coal mine. It is something that boards should be reviewing as assiduously as they do the financial numbers.  Most boards don’t. “High turnover speaks directly to management practices,” says Douglas A. Klein, president of Sirota Survey Intelligence, a Purchase, New York, firm that tracks employee attitudes and engagement. Turnover weakens customer retention, threatens competitive advantage, and eats away at corporate reputation. It erodes financial performance and shareholder value. 

A joint report by the Aberdeen Group, a Boston consultancy, and the Human Capital Institute, a Washington, D.C., professional organization that focuses on human capital management, has estimated that the average cost of replacing an executive, exclusive of salary, is $80,515, and that it takes an average of 13 weeks, and in some cases up to 70 weeks, for the replacement to become fully productive. “You look at the period of disruption, the costs of recruiting and interviewing people and then giving them benefits—suddenly you’re into an interesting margin situation,” says consultant Stuart R. Levine, 60, lead director of Gentiva Health Services Inc. and chairman of the governance and nominating committee at Broadridge Financial Solutions Inc., a securities-processing company headquartered in Lake Success, New York. 

By contrast, the flip side of turnover, retention, can improve financial performance. Over three years, according to consulting company Hewitt Associates Inc., a 10-percentage-point increase in a company’s retention of pivotal employees corresponds to an average 0.7% increase in cash-flow return on investment. 

"A revolving door makes us vulnerable to other organizations coming in and taking space from us."

Alex Edmans, a finance professor at Wharton, has looked at the relationship of turnover to share value by considering the effects of employee satisfaction on stock prices. He concentrated on the businesses ranked in Fortune’s annual 100 Best Companies to Work for in America list and discovered that between 1998 and 2005, those companies’ shares returned 14% annually, compared with the overall market’s 6%. The outfits had higher net income growth over the period, an annualized 4.59% versus 1.10% for the rest of the market. 

Laurence Stybel of Board Options Inc./Stybel Peabody Lincolnshire points out that in the past, when boards delved into human-resources issues below the C-suite executives, management felt they were too inquisitive. “But this view breaks down in a service economy where talent is as important as patents,” he says. “If talent is a critical driver of shareholder value, then the board needs to be involved.  It is not turnover in itself that is the issue.  It is turnover of key people and people who were on the list as high potentials.  Boards that allow their CEOs to defer structured succession planning never know who the high potentials are in the company.  They are thus in the dark.” Stybel is on the Board of the Venture backed company Zapoint, Inc. 

To act as effective watchdogs, board members need answers to several questions: What are the most useful metrics? How far down into the organization should we be probing? And what will we do if we see numbers heading in the wrong direction? 

For a start, says Kathy J. Higgins Victor, 51, CEO of Centera Corp., an executive-coaching company in Minneapolis, and a director of the big-box retailer Best Buy, the board needs to understand the company’s growth and operational strategies and track the people who are driving those. There could be 20 of them, or 1,000. Management should know who the key people and groups are, and the human-resources department should be able to advise on how to monitor them. “Human resources would be delighted to have the board ask for turnover figures, because it is struggling to have a seat at the table,” says Karl Corbett, president of Sasha Corp., an HR consulting and development company in Cincinnati.

While most boards have their eyes on the officers who report to the CEO and the executives a level below that, it’s a mistake to assume that these are the only managers who are strategically important. For example, Gentiva Health Services Inc., which provides home health care and related services, has 10,100 full-time employees, “and we track from senior management to the branch level to our clinicians who are registered nurses,” says board member Stuart Levine. The clinicians are the caregivers, and “continuity is important for patient relations and customer service,” he says. “If we have a revolving door, our patients are always having to educate a new caregiver, and that makes us vulnerable to other organizations coming in and taking space from us.” 

Front-line employees at many companies produce revenue and manage customer relationships. Lose them and the customers will go too—a lesson Home Depot learned when it reduced the number of full-time sales assistants in its stores, folks who were knowledgeable about various aspects of home improvement, and replaced them with part-timers. The objective was to save money; instead, the cost-cutting drove unhappy customers to competitor Lowe’s. 

How far down the board tracks turnover in a company depends on the board. Some boards just want information about the top 50 or 100 people in the company. Some want far less than even that. But Christopher F. Meshginpoosh, 39, chairman of the audit committee at Encorium Group, a Wayne, Pennsylvania, medical research organization, and a director at Kreischer Miller, a Philadelphia accounting firm, differs: “I want to see the metrics stratified—that is, turnover at the management level and the nonmanagement level, and by region or operating unit. If all I look at is consolidated data, I might not see trends.” 

Turnover numbers need to be buttressed with employee survey data and results of exit interviews, all information that the company’s human-resources department should be gathering routinely. The numbers describe what is happening, but surveys and exit data say why. When the Gentiva board discovered in 2005 that turnover among a key group of employees was unacceptably high, the directors asked for data from exit interviews to see why these people were leaving. The reasons proved to be serious. For one thing, employees didn’t understand the company’s growth plans or their possible future role. There were also communication problems with supervisors. “We said to the CEO, who was as concerned as we were, ‘Here’s the data that we’ve got a problem. What are you going to do about it?’” Levine recalls. The CEO came up with a plan involving about 20 different ways of letting the at-risk employees know that they were valued and that there was a career path for them. Gentiva stepped up its training of managers in the troubled area and improved communication to make sure workers understood what they’d be responsible for. Surveys solicited employee opinion, and the company let workers know their ideas were being listened to. By the end of 2007, turnover among this group of employees had been significantly reduced. 

While the connection between employee satisfaction and turnover is clear, there is an even stronger connection between engaged employees and productivity. Workers will not necessarily quit just because they are unhappy. Indeed, they may do something worse: retire on the job. Beverly Behan, managing director of the board-effectiveness practice at the Hay Group consulting firm, recalls that a colleague of hers was retained to do an employee survey and share the results with management and the board. He discovered that one-third of the employees said they wouldn’t recommend working there to a friend or relative. “Wouldn’t you want to know this if you were a director?” she asks. 

Exit interviews can produce valuable insights into how employees see the company, although they are more reliable if conducted six months or a year after the person interviewed has left the job. By that time, he or she isn’t fearful of jeopardizing a reference and has a basis for comparison with a new employer. Occasionally directors undertake interviews of their own. On one occasion, when potential employees turned down job offers from Encorium Group, director Christopher Meshginpoosh called them to find out why. He reported their reasons back to his fellow board members, saying, “We’re not getting the message out about our vision” and “The role we’re trying to fill is not in sync with trying to recruit candidates of this caliber, and maybe we should make changes in our organizational structure.” 

All this fact-finding can be helpful. But it is also going to generate more reports for the board package, which is why it’s important to delegate the responsibility for keeping tabs on turnover to a committee. The logical candidate is the compensation committee, which in many companies already includes management development among its jobs. Because turnover numbers and survey data require interpretation and comparison with practices among the company’s peer group, the oversight committee should develop the same relationship with the company’s top human-resources managers that the audit committee has with the CFO and the financial officers. Raw numbers won’t tell much, because there is a difference between voluntary and involuntary turnover. The committee needs the human-resources chief to provide insight into voluntary turnover. Is the company losing people it doesn’t want to lose, or are marginal performers quitting because they are being successfully managed out? 

“Turnover should be discussed at every comp-committee meeting, even if the discussion is brief,” says Stuart Levine. “Then you send the material to the board as part of the packet. When the comp chair gives his report, he says, ‘Here is the trend line, and here is the plan, and here is how we’re doing against the plan.’” At Best Buy, retention and turnover were on the agenda for all nine meetings the comp committee had last year. “Depending on what else was going on,” says director and committee member Kathy Higgins Victor, “there would be at least one to up to five agenda items related to turnover.” Sometimes the committee discussed organizational structure; other times, the strategies the company needed to be competitive in attracting and keeping talent. 

The degree of detail that committees might want to get into varies by company, but some comings and goings always deserve the directors’ attention. “If an officer leaves the company, that should be a subject for board discussion,” says David O. Ulrich, 53, a professor of business administration at the University of Michigan and a member of the governance committee at Herman Miller. “Otherwise, the board should get turnover information every six months or once a year. And you keep it focused on the key people.” Best Buy is more granular, as befits a mass retailer. “We look at turnover in a number of different ways. Management provides the comp committee with twice-yearly reviews of turnover, satisfaction and engagement, and retention statistics, along with a narrative,” says Higgins Victor. "However, the board does receive turnover figures regularly for all employees at all levels of the company.” 

When directors see that the turnover or satisfaction numbers are going in the wrong direction, they have to start asking questions. Obviously, the nose-in, fingers-out rule of board service applies here too. No board should be telling management, “A 5% pay raise will make us competitive, so implement it.” “The board asks the questions, but management provides the answers,” says Steve Wagner, managing partner at the Deloitte & Touche U.S. Center for Corporate Governance. “The board needs to keep a line between oversight and the responsibilities of management.” When the Gentiva directors didn’t like the direction the company’s turnover was taking, Levine says, “we went back to the CEO with the data and told him that improving turnover would be part of his compensation. All we did was put it on his dashboard as something for which he’d be held accountable.” 

Adds Michal Fineman, senior consultant at ORC, a New York City compensation consulting firm: “For most executives, developing the next generation of leaders is not what they’re accountable for. Pay is one of the tools the board has, and that trickles down. What the CEO thinks is part of his or her performance, he will ask his direct reports to do.” When the Gentiva board set objectives for 2008 with its six top managers, they included a performance measurement spotlighting turnover, and, Levine says, “the percent of the bonus that’s tied to it is enough to get their attention. We motivate people all down the organization to know that turnover matters.” 

Not enough boards think along these lines, however. According to a 2007 Corporate Board Member survey, 43% of the boards had not received data on employee values or satisfaction for two years. Meanwhile, directors routinely complain that they don’t know enough about the internal workings of the company. Employee data, particularly relating to turnover, would help fill that gap and also provide more opportunities to engage the CEO in discussions about the board’s two biggest responsibilities: succession planning and the validation of the company’s strategy. “Take turnover data and laminate them over your succession and strategy,” says Stuart Levine. “You’ll see where you have problems.” Good idea.
