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It is widely accepted that the future success of the UK economy in an increasingly 
competitive world will depend more than ever before on innovation or ‘the exploitation of 
new ideas.’ Innovation is felt by many to be more important as the world becomes a 
smaller place, with new global challenges, and faster changes in markets and 
technologies. However, successful management of innovation implies effective 
management of risk. The recent shocks in the financial services sector, the numerous 
horror stories in the private and public sectors of implementation of the fastest changing 
and possibly economically most important technology: that of information and 
communications, suggest that there is radical scope for improvement. 

The report draws on several sources. Firstly, discussions were held with senior business 
leaders, consultants, policy makers and academics alongside a review of some of the 
relevant literature, and secondly a quantitative analysis was made of company 
performance in relation to selected measures of board composition. In addition data 
from a survey among members of the Institute of Chartered Accountants in England and 
Wales (ICAEW) has been included. This survey has provided interesting insights into 
the performance of UK Non-Executive Directors – recognising the good work being 
done by many, it highlights challenges for performance overall: “only a minority believe 
that Non-Executive Directors attend sufficient external professional development 
briefings or internal briefings. Many of those surveyed believe that Non-Executive 
Directors are not sufficiently challenging of their Executive colleagues. Failure of boards 
to challenge Executive Directors is seen by nearly all respondents as a contributing 
factor to the recent high-profile governance breakdowns, and two out of three thought it 
was a major factor.” 
This work arose from an anecdotal concern that the composition of UK boards is more 
homogeneous and selected from a smaller pool of people than equivalent boards in 
companies operating in the US and Continental Western Europe. The concern was 
reinforced by work at the Judge Business School and MIT: UK business mangers regard 
university input to the innovation process less favourably than their US counterparts. 
Consultancies were also viewed relatively unfavourably by UK businesses compared 
with their US counterparts. Similar data comes from comparisons of the UK with other 
states in the European Union. These comparisons suggested that all might not be well 
with innovation leadership in a significant proportion of UK companies. 

A further issue was identified in discussions with the economist John Kay early in 2008, 
namely that if UK boards are recruited from a narrower base than boards in the US and 
elsewhere, so that they would ‘follow the herd to a greater extent’ which is bad for the 
UK: innovation is an inherently risky business, needing a variety of approaches. As a 
result of that discussion I asked the Royal Society to organise a quick review of the 
academic representation on UK, US and German boards. This was primarily undertaken 
as an indicator of difference in composition. The UK, US and German academic 
representation was 12, 45 and 29 per cent respectively for the largest 100 companies by 
market capitalisation. In view of that clear difference BERR supported the work that has 
led to this report. 

It is hoped that this work will inform development in good innovation leadership and 
effective risk management with its implications on governance, for business leaders, 
policymakers, and academics. 
 

  

 
 

 

Peter Davidson FREng 
Senior Innovation Advisor BERR / DIUS 2007-2009  
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Until recently, mention of governance would have met with at best polite interest. If that 
has not yet completely changed, then it should. The language and processes of 
governance are often arcane, but the consequences of getting it wrong are there for us 
all to see, in lost wealth, jobs, and poverty, especially amongst the world's most 
vulnerable. 

What we mean by governance in this context are the procedures and practice 
associated with decision-making, performance and control, which provide structures and 
satisfy expectations of accountability in large, mainly commercial, organisations. 

Governance matters again, and so it should. Business is a profoundly human 
endeavour, and it is a collective effort. The rise and fall of companies and financial 
institutions often relies on human judgement and instinct. With all the foibles and 
tendencies of which humans are capable, good governance keeps in check our 
excesses and weaknesses, and encourages and affirms the best of who we are and 
what we can do together. 

The fundamentals still apply, now more so than ever – transparency, accountability, 
ethics, integrity. The premium which will be placed on governance which evidences and 
delivers these qualities is increasing once again. But good governance will also need to 
demonstrate other capabilities – to deliver on the basics whilst also meeting the wider 
agenda of creating sustainable value, recognising impacts through systems thinking. In 
this context, the effective management of ‘difference’, harnessing challenge to build 
successful businesses, will be essential to manage key risks, foster innovation and 
achieve these basics. 

When it all goes smoothly, governance becomes boring, of secondary interest. The 
economic crisis has changed all that and challenges these cosy assumptions. We 
started doing this fascinating work with and for BERR before it had become obvious 
that, to borrow from Yeats as “things started to fall apart; the centre could no longer 
hold”. As the credit crunch deepened, “Mere anarchy (was) loosed upon the world”, and 
our terms of reference broadened to look at the relationship between governance and 
risk as well as innovation. 

Tomorrow's Company has long argued that good governance is inseparably linked to 
and is primarily concerned with being clear about the purpose, values and key 
relationships of the business. This becomes even more important at a time of 
globalisation, dynamic change and increasing complexity plus interdependency - as the 
unwinding of derivatives and the coming to terms with toxic debt, spreading like a virus, 
so dramatically proves. It would appear that never has so much been decided on by so 
few who understood so little (and who took such little responsibility for the 
consequences). 
 
Arising from our work on ‘Tomorrow’s Owners’, we argue for the importance of effective 
stewardship – which we suggest is a shared responsibility of boards and major 
shareholders: a key element of good stewardship is how directors put good governance 
into practice' 

In the course of doing this work, we have interviewed leading Chairmen and CEOs, and 
others with deep knowledge and experience of governance. We have undertaken 
considerable data analysis, thanks to the generosity and expertise of Odgers Berndtson 
and BoardEx. We also undertook a survey of ICAEW members, designed by KPMG, 
which has provided a powerful insight into the issues facing governance in the UK. 
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Our conclusions draw on all of these sources and more, in particular many 
acknowledged experts to whom we are especially grateful. There is of course a 
substantial literature on innovation, diversity, risk and governance, which has helped to 
inform our thinking. The data analysis, whilst not decisive, was invaluable in contributing 
to the research. The report does not claim to be a comprehensive analysis of 
governance, diversity, risk and innovation – this is clearly well beyond the scope of this 
work.  But we are confident of this: that by looking at these critical issues through this 
combined lens we been able to reach important judgements. 
 
The conclusions we reached were as follows: 
1. Innovation and good risk management is supported by difference around the Board 

Table – a diversity of views and experience enables the range of capabilities and 
insights needed to foster innovation, but this depends on a critical mass of views 
being represented, and difference being effectively managed. Otherwise difference 
may be tokenism at best and counter-productive at worst. 

2. Independence should not be the primary determinant of NED selection – there is a 
danger that governance in the UK may have a tendency to sit too far apart from the 
business. Because non-executives are required to be so completely independent, or 
'whiter than white' as one Chairman remarked, this may be in conflict with 
knowledge of marketplace, technology or business.  

3. Innovation and risk are two sides of the same governance coin. The traditional view 
has been that innovation and risk are very different – creating value vs. avoiding its 
destruction. We draw the distinction between ‘business as usual’ and ‘business not 
as usual risk’, and raise the possibility that the capabilities which foster innovation 
are far more likely to spot and manage the latter kind of risk. And that in an era of 
globalisation, rapid change and uncertainty, where new business models are 
needed and being created with ferocious intensity, it is the latter which is going to be 
increasingly important to future business success. 

4. The quality of leadership - 'the tone from the top' – is a critical capability for 
businesses seeking to promote innovation and manage risk. The ‘tone from the top’ 
is vital to enable the so called soft but often tougher issues of creating good 
relationships, an appropriate culture with measured risk taking, and a learning 
organisation. In this context, processes which encourage, test and are seen to test 
ethical and appropriate behaviours will, we believe, become a new source of 
competitive advantage. Transparency is not a luxury but should and will be 
increasingly demanded by shareholders and indeed stakeholders more broadly. 

Tomorrow’s Company argues that we have entered the Age of Sustainability – the rules 
of sustainable value creation are changing radically. Excellence in governance is going 
to become a critical differentiating factor. Great businesses will not only need to avoid 
things going wrong, they will need to draw on every resource to create and implement 
new ‘step change’ business models. The integrity, quality, gravitas, and judgement of 
directors and non-executive directors alike will be pre-conditions of future business 
success 

Finally, a special mention to Peter Davidson, formerly Senior Innovation Advisor, 
BERR/DIUS. Peter has been exemplary in the role of non-executive on this project, 
demonstrating in practice what the report calls for more widely. 

 

 
 
 
 

Tony Manwaring 
Chief Executive, Tomorrow’s Company
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Companies lie at the heart of humanity’s ability to address many of the world’s 
problems. As well as generating wealth and jobs, the innovations they make can have a 
major impact on environmental and social problems.  
 
A helpful model of the context in which 
companies now operate is the’ triple 
context’ where future success is 
inextricably linked with the health of three 
interdependent global systems – the 
global economy, the natural environment 
and the social and political system. This 
‘connectivity’ of the world leads to a 
business environment in which innovation 
and good risk management are at a 
premium as businesses seek routes to 
survival and businesses become a major 
route through which society can survive 
the many challenges it faces. 
 
The early 21st century is the ‘time for innovation’ – the pace is changing and companies 
are experiencing greater turbulence and larger shock waves than ever before. The 
complex world of diverse challenges, opportunities, need and expectations requires new 
and diverse thinking and a step change in a company’s ability to identify and manage 
risk – especially at board level. 
 
If companies are to survive they need to accelerate their exploitation of new ideas. 
However innovation is a risky business and companies must decide when and where to 
innovate – but not to innovate carries certain risk. Businesses that differentiate 
themselves by good risk and innovation management are likely to be an increasing 
proportion of successful companies and an ever greater force in the economy. 
 
This study explores the relationship between diversity in board composition, effective 
governance and attitude to risk and innovation. Accepting the breadth of diversity 
parameters that exist, for the purposes of this study we have focussed on a number of 
the criteria that have been identified by two of our interviewees as significant in terms of 
perspective and contribution: gender, age, cultural background, experience of industry, 
educational background, time on the board and experience of adversity.  
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Findings 
Our overall findings have been categorised into four key areas listed below. 
 
To shed further light on these findings, research was conducted among members of the 
Institute of Chartered Accountants in England and Wales (ICAEW). 
 
The survey explored members’ perceptions of issues around board composition, 
corporate culture and business understanding in respect of boards of UK listed and 
equivalent entities. The research was undertaken between 14 and 31 July 2009 among 
members who sit on boards and those who do not. In total, 1,716 members who work in 
accountancy firms, industry or commerce, public sector or charities as well as retired 
members who are Non-Executive Directors (NEDs) completed an online survey. The 
questionnaire was designed by KPMG, while the ICAEW facilitated the process of 
setting it up online, distribution to its members and reporting of the results. Further detail 
is provided in Appendix Two. 
 
Board diversity – the effect the composition of the board has on 
innovation and performance.   
There is an issue with regard to board diversity in the UK compared to practice in the 
US and Western Europe: 

• US and UK boards differ in composition. 

• Being one of a kind on a board inhibits input.  

• Diversity in board membership helps reputation and legitimacy. 
 
Over 80% of members of the ICAEW who completed the survey feel that board diversity 
in its broadest sense is important in managing business risk and innovation. 
 
The earlier work undertaken by the Royal Society looking at the academic 
representation on UK, US and German boards is also presented in this report. This was 
undertaken as an indicator of difference in composition rather than reading too much 
other significance.1 
 
Only 12% of UK companies had 
‘established’ academics (i.e. those 
with long, established academic 
careers as opposed to more recent 
appointments) on their boards, 
compared with 45% of US companies 
and 29% of German ones. 
  
Overall, 59% of UK companies were 
found to have no board members 
who had any academic positions or 
PhDs. In contrast, only 26% of US 
companies and 6% of German 
companies had no board members 
with academic positions or PhDs.  
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Effective dialogue – the role of dialogue and culture in stimulating 
innovation. 
The prevailing culture of the organisation and within the board, along with the style of 
discussions at board level, can impact on the innovative capability of companies. 
• Being able to constructively challenge the Chairman & CEO’s perspective is 

necessary for sustainable performance. Failure of boards to challenge executive 
directors was seen by nearly all ICAEW respondents as a contributing factor in the 
recent high profile governance breakdowns, and two thirds thought it was a major 
factor.  

• Having strong organisational traditions and culture is fundamental to creating a 
conducive framework for innovation to flourish. Developing the culture and traditions 
which lead to superior performance can be helped by relevant stories and 
narratives. 

 
Context – the impact of the operating environment on board 
diversity, innovation and risk management.  
The external environment affects a company’s ability to 
be innovative but is also an important source of 
innovation. In an increasingly global environment, the 
relevance of diversity in supporting innovation is not 
confined to within a company. Innovative companies that 
manage risk effectively build a supportive ‘ecosystem’ – 
the network of relationships built within their sectors, the 
countries in which they operate, their supply chain, with 
their partners and other key stakeholders. 

• The current regulatory environment can create a 
compliance mentality and lead to risk averseness 
and impacts on board composition. 

• Being tuned in to the external landscape and the company’s eco-system is essential 
to inform decisions on innovation and risk management.  

• Board members from innovative companies seemed to be better networked. 
 
Managing risk and innovation. 
Innovation – the successful exploitation of new ideas – involves risk. Risk comes in 
many forms and requires excellent information flows and insightful management by 
boards. 

• Innovation requires support for risk taking and change, and tolerance of mistakes – 
yet the regulatory focus on risk and the desire for short-term returns may lead to 
inappropriate risk averseness leading to a greater chance of failure in the longer 
term. 

• A board cannot assess or manage risk without good information which is timely, 
concise, relevant and as complete as possible, both from within the company and 
externally. 

• There is a need for greater ‘insightful independence’ of thought around the board 
table – involving an understanding of the company and the environment in which it 
is operates – not just independence.  

The ICAEW participants believe that risk management is too often inadequate or 
inappropriate: only a fifth of ICAEW respondents feel that boards have a strong 
understanding of ongoing operational risks. A large proportion (70%+) believe that 
boards have a poor or no understanding of business ‘not as usual risks’. 
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The resultant framework that we have developed as a result of the work presented in 
this report is shown below.  
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Our recommendations  
In considering our recommendations, and the extent to which they may be considered 
as appropriate, it is perhaps helpful to turn the clock back some 150 years to when the 
first major legislation in the UK was passed on company reporting, the Joint Stock 
Companies Act 1844, requiring a ‘full and fair balance sheet’ to be presented. The furore 
created was such that the Limited Liability Act (1855) and the Joint Stock Companies 
Act (1856) withdrew the need for an audit and its publication. It was not until the 
Companies Act (1879) that the need for a ‘full and fair balance sheet …to exhibit a true 
and correct view of the state of the company’s affairs’ was reintroduced. 
 
Few would argue that this has not been a positive development, and companies not only 
publish audited historic financial information but also forward looking information is 
presented. More recently, some companies have extended the information provided to 
include social and environmental impacts and again this is becoming more common 
place and recognised a good practice.  
 
Demands for increasing transparency are likely to continue as investors and the public 
at large become ever more sophisticated in their assessment and views of companies 
and the vital role that they play in our society. The financial crisis and lack of 
transparency about the activities of some financial institutions has demonstrated only 
too vividly that transparency is not a luxury but a necessity. Taking what are considered 
to be bold steps requires foresight and courage but also creates an environment that 
encourages companies to be leaders in their field. In terms of governance, the UK has 
the opportunity to retain its leadership in this area and take further bold steps to help it 
do so. 
  
Our recommendations focus on helping to encourage effective risk and innovation 
management essential to both company performance and the world in which companies 
operate. 
 
During the consultation process for this study, two workshops were held looking 
specifically at current board evaluation practices and how these could practically be 
enhanced to improve board evaluation and performance with a particular emphasis on 
increasing transparency and feedback and measuring the important issue of  ‘tone from 
the top’ as highlighted in this report. Inevitably, whilst the focus of the study is the 
relationship between governance, innovation and diversity, it was impossible to 
disentangle this particular aspect from wider matters relating to governance and board 
performance in the discussions. 
 
Those outputs from the workshops which were of direct relevance to the subject of this 
report have been embedded in the main text and our recommendations. However, we 
are grateful to those who attended the workshops and for their input, drawing from their 
extensive experience in this field, and therefore felt it appropriate to present all the 
recommendations from these workshops to preserve the integrity of the ideas provided.  
These are provided in Appendix Three. 
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We would encourage greater levels of transparency about how well 
the board works together and the codification of best practice.  
Boards undertake significant reviews of financial performance and this information is 
also externally audited. Yet the same rigour is not applied in respect of the quality of the 
dialogue and ‘tone from the top’ with respect to innovation and risk management as well 
as overall board performance. We feel that there are areas for improvement in terms of:  
• better transparency to shareholders in the effectiveness with which the ‘tone from 

the top’ or ‘felt leadership’ exists for key areas within the company e.g. on risk 
management for financial services, ethics for accountancy or safety for transport 
and the process industries. ‘Felt leadership’ is all about people. It is about creating 
an environment that thirsts for, and sponsors, continuous improvements and drives 
employee engagement that is characterized by a high level of individual ownership 
in the work place;  

• encouraging appropriate (but not indiscriminate) challenge. 

These are areas that have sometimes been dismissed as too qualitative to measure but 
the experience of companies like DuPont in measuring ‘felt leadership’, in safety and 
correlating these to safety performance is instructive and could potentially be extended 
over time to measuring ‘felt leadership’ in risk management. We would therefore 
encourage: 
• boards to consider the use of the various tools and methods available that enable 

them to explore these aspects in more depth. Over time, it is hoped that leading 
companies might instigate independent audits in this respect. A further step would 
be to publish the findings in their annual reports or asking the Senior Independent 
Director to comment on how suitable the ‘tone from the top’ is;  

• the Financial Reporting Council (FRC)  to convene an appropriate group (along 
similar lines to the work of the Smith Committee) to codify best practice for boards, 
and to consider asking BIS to commission work to review quantitative approaches to 
measuring ‘felt leadership’ in risk management. 

 
Boards should undertake regular reviews to ensure that the quality 
of information they are receiving both internally and externally stays 
relevant to changes in the company’s operating environment.  
In part this will come from the quality of input from NEDs. Therefore their selection and 
access to all parts of the organisation is key, particularly by ensuring that informal as 
well as formal avenues are made available and utilised. For example, encouraging 
NED’s to spend time with employees unaccompanied by executives and inviting outside 
experts and commentators to present to the board on a regular basis. Additionally, it 
might be worth considering how well networked board members are, by comparison with 
their peers in other companies. Such information is available via information databases 
such as that provided by BoardEx. 
 
To improve risk and innovation management – companies might 
undertake more systematic development of leadership, culture and 
learning processes. The Turnbull/Flint recommendations on risk 
should be reviewed.  
Good risk management has been pioneered by the railway, airline and process 
industries, where the failure to manage risk results in the direct loss of life rather than 
only the loss of now very large sums of money now impacting the majority of the world’s 
population. There is little transparency in risk management process and culture in many 
industries. It is clear that relying on independent NEDS (in the UK) or placing draconian 
rules on executive teams, such as Sarbanes-Oxley (in the US), has failed to protect 
sufficiently against unwise innovation in the financial services industry. There is also a 
concern that the corporate reaction to the Turnbull/Flint recommendations on risk has 
become too formulaic and the opportunity should be taken to review these. 
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Undertake a regular review of board skills against the evolving 
needs of the organisation and improve disclosure. 
Many of our approaches to managing risks have been formed in an environment of 
‘business as usual’. Some companies have entered a period of ‘business not as usual’ 
where the operating environment has become uncertain and requires different 
competencies. 
 
To ensure that the diversity of skills and thinking are available to address the major 
challenges faced by the company, we suggest that the existing guidance in the 
Combined Code is strengthened to recommend that boards: 
• undertake a regular review on the board skills needed with an identification of major 

gaps and how and when they need to be filled;  
• take steps to improve the current disclosure of the biographical details of directors 

so that they explain why the director is on the board and how their knowledge, skills 
and experience fit in with the company’s strategy and objectives. 

 
We would urge standard setters and policy makers to consider 
revisiting the independence criteria established for NEDs.  
An important role for the NED is to bring to the board a different and more externally 
facing perspective and to be a ‘critical friend’. As the Higgs’ report states: “To be 
effective, non-executive directors need to be well-informed about the company and the 
external environment in which it operates, with a strong command of issues relevant to 
the business.”  
 
The challenge of getting individuals with sufficient knowledge and experience of the 
company's operations who are also perceived to be independent is a difficult one. We 
believe that the independence criteria, as understood and applied, have become 
unhelpful at times to obtaining appropriate experience and judgment on boards, and 
have become used as a proxy for qualities such as gravitas and weight of presence 
rather than real industry knowledge or the ability to translate learning from another 
industry or field into useful guidance for critical decisions. It is notable that technical 
understanding is better respected overseas in the Far East and the US than on the 
majority of UK boards. 
 
We also seem to have lost sight of the value that non-independent non-executives can 
bring. Independence of mind and judgement can be found in both in dependent and 
non-independent NEDs. It would be useful to stress that individuals with key industry 
experience or other special qualities such as technology insight, even if they do not 
meet independence criteria because of past association with competitors, customers or 
shareholdings, can make a real contribution as NEDs. For both Executive Directors and 
NEDs, raising their general confidence to challenge independently around the board 
room table requires developing their ‘intelligent naivety’. This acknowledges that many 
directors reach a board with mainly specialist functional knowledge, but on becoming a 
statutory director they have to cope with all disciplines. To build their confidence, and 
thus fulfil their proper role as a director, they need to be encouraged to ask fundamental 
questions of the specialist and assess the consequent risks and opportunities. It is the 
Chairman's role to ensure they are protected in asking such questions as a key part of 
their induction to the board, especially for the first six months. 
 
It is important that the regulatory framework currently being 
considered in the light of the financial crisis sets the right balance.  
It is clear that the opening up of financial markets has brought very real benefits to the 
economies that have embraced them. Changes to legislation should be supportive to 
sustainable company growth and build on the development of the UK in general and 
London in particular based on the advantages of language, time-zone, talent, 
infrastructure and access. 
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Next steps 
The overall findings have been fed into the ‘2009 Review of the Combined Code’ being 
undertaken by the Financial Reporting Council and the concurrent ‘Review of Corporate 
Governance of UK Banking Industry’ by Sir David Walker.2 
 
We also hope that this report will encourage a higher level of debate about board and 
leadership team composition in the context of innovation performance, and to prompt a 
more substantive review of these issues. 
 
To assist in this debate, a number of questions that boards, policy-makers, investors 
and others might wish to consider are set out opposite on page 9. 
 
Governance is a developing field and during the course of this study it has become clear 
that further work would be useful in respect of: 

• the richness of experience of the board members, their functional background and 
experience of adversity;  

• best practice in terms of coaching and mentoring and how to increase the 
transparency of quality of discussion and process and particularly how effective the 
board is at leveraging difference; 

• quantitative measurement of ‘felt leadership’ with specific respect to risk and 
innovation management. 
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……………………………………………………………………………………… 

 

 

Agenda for Boards 
• How can the diversity of the board and the quality of board 

discussion be enhanced? 

• How do you ensure high quality, concise and relevant information is 
provided to the board – internally and from external sources? 

• In your risk management processes how do you evaluate 
performance in relation to innovation? 

• In what ways does the board ensure that it is aware of and learns 
from successes and failures? 

• To what extent does the board make transparent to shareholders the 
quality of the above through independent reviews? 

 
Agenda for policy-makers 
• How adequate are the existing guidelines for board management and 

the selection criteria for Non-Executives? 
 
• How can the fitness of board members relative to the company 

context and strategy be assessed? 
 
• In terms of the regulatory environment – how can innovation be 

encouraged in the more risk adverse environment that has resulted 
from the financial crisis? 

 
• What more can Government do to incentivise board diversity? 
 
• How should the regulatory framework encourage greater 

transparency of risk and innovation processes? 
 
• How can greater levels of transparency be encouraged with regard 

to ‘tone at the top’ in respect to risk and innovation management? 
 
 
Agenda for investors 
• In considering whether to invest in a company to what degree are 

board diversity and transparency of risk and innovation 
management processes a factor? 

 

Others 
• Business schools – how can the subject of board diversity and 

transparency be further developed in management and governance 
practice? 
 

• Recruiters – What steps are taken to broaden the pool of potential 
candidates and help boards avoid too much homogeneity without 
sacrificing cohesive team working? 
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The structure of the report 
The framework we have developed has been used throughout the report as a signpost 
so that readers can orientate themselves within the overall discussion. 
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The report is structured as follows:  

 
 

What are innovation and diversity:
Their meaning, characteristics and 
importance and how they interrelate.

Board Composition
The impact of board diversity on company 
innovation and performance and how its 
effectiveness can be maximised. 

Effective dialogue
How the culture and the style of discussions at 
board level can impact on the innovative 
capability of companies.

The close relationship between 
innovation and the management of risk. 
The importance of good information flows and 
an acceptance of failure

“The relationship 
between diversity in 
board composition, 

effective governance 
and attitude to risk 

and innovation 
management”

Pages 18 to 27

Pages 28 to 45

Pages 46 to 49

Pages 50 to 57

Pages 58 to 68

Context
How a board’s ability to harness the strengths 
and capabilities of its eco-system can enhance 
innovative capability
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Part 1: 
Background 
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Ultimately the performance of companies is led by their boards. They appoint the CEO, 
they approve and set strategy, and they are responsible to the shareholders and 
stakeholders for the success of the company. With that perspective, this study looks at 
whether the composition and operation of corporate boards work effectively to unlock 
the talent within the board, the company and its eco-system, to exploit new ideas. 
 
Corporate governance is a relatively recent phenomenon compared to when the 
concept of limited liability was first introduced. Internationally, the Dutch East India 
Company (Vereenigde Oost-Indische Compagnie or VOC) was the first to limit the 
liability of the investor to the value and number of shares owned when it was established 
in 16025, and it was the Limited Liability Act of 1855 that first allowed limited liability for 
corporations in the UK. However, in the UK, it was not until ‘The Cadbury Report’ in 
1992 that corporate governance was reviewed and developed.6 Corporate governance 
is now a fast changing field, both in the UK and internationally. The most important of 
the reviews undertaken to date are shown on pages 52 and 53. 
 
Today, in the UK, the ‘Combined Code on Corporate Governance’ states that “Good 
governance should facilitate efficient, effective and entrepreneurial management that 
can deliver shareholder value over the longer term.” 7 If Drucker’s point above is 
accepted then innovation should be a key focus of board discussions - but the word 
‘innovation’ does not feature within the code yet it has become ever more important. 
 
The pace of change for companies and society has never been greater. Increased 
global competition, new technologies and the need to deal with mankind’s impact on the 
natural environmental have created new markets and made different customer 
segments more important to corporate profitability. This calls for a deep understanding 
of these diverse segment expectations and needs and elevates the importance of 
reflecting this diversity in the teams that guide and manage companies.  
 
The UK Combined Code gives guidance that “The board’s role is to provide 
entrepreneurial leadership of the company within a framework of prudent and effective 
controls which enables risk to be assessed and managed”. The ability to innovate 
requires taking risks and also the ability to foster an environment in which risk taking 
and therefore innovation can flourish. A number of earlier studies have suggested that 
company leadership and culture is the principal determinant of capacity for successful 
innovation and that diversity can be seen as a particular feature of company culture and 
one which has a causal relationship with other aspects such as risk-taking and 
creativity.8  
 
The diversity of board composition has been given some attention in previous UK 
reviews of board effectiveness such as in the Hampel Report in 1998 and the Higgs and 
Tyson Reports in 2003. The Higgs Report argued that diversity could enhance board 
effectiveness, and specifically recommended firms to draw more actively from 
professional groups in which women are better represented. A key recommendation 
was that at least half the members of the board, excluding the chairman, should be 
independent NEDs.9 
 

“Innovation is the specific instrument of entrepreneurship. The act that endows 
resources with a new capacity to create wealth. There is no such thing as a 
‘resource’ until man finds a use for something in nature and thus endows it with 
economic value.” Peter F. Drucker.3  
 
“Innovation is the successful exploitation of new ideas.” Department for Innovation, 
Universities and Skills.4 
 

Corporate governance 
is now a fast changing 
field. 

Innovation is not 
mentioned in the 
current UK Combined 
Code of Corporate 
Governance. 
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In the subsequent ‘Tyson Report’ in 2003, which looked at the recruitment and 
development of NEDs, the case is made that diversity of skills and background among 
NEDs is likely to provide the broad mix of relevant experiences and to foster the 
independence of mind, the probing, challenging attitude, and the sound judgement 
characteristic of effective boardroom cultures and performance.10  
 
Additionally, the diversity of a company’s board can impact on its reputation. It can 
enhance a company’s sensitivity to a wider range of possible risks and can send a 
positive signal to customers, shareholders and employees, and contribute to a better 
understanding of the company’s leadership of the diverse constituencies that underpin 
its commercial success and build its position as a responsible corporate citizen that 
understands its community and deserves its trust. 
 
The study covered in this report explores the 
relationship between diversity in board composition, 
effective governance and attitude to risk and 
innovation.  
 
It has been sponsored by the UK Government 
department for Business, Innovation and Skills 
(formerly Business, Enterprise and Regulatory 
Reform (BERR) UK) and developed in partnership 
with Tomorrow’s Company and with the support of 
Odgers Berndtson, BoardEx, KPMG and ICAEW. 
 
Innovation is a risky business and companies must decide when and where to innovate 
– but not to innovate carries certain risk. A healthy economy will contain a mixture of 
leaders and laggards – a company may choose to lead in one area but accept being a 
laggard in another. A system with too much of the sameness of the thundering herd will 
underperform. Equally it can more useful to chase many hares than a single hare and 
diversity of innovation is required in the context of addressing any particular need. For 
example, many different approaches to climate change are more beneficial than the 
single pursuit of, say, wind turbines.  
 
These findings prompted this further qualitative and quantitative research to: 
• explore whether diversity in the composition of company boards has an impact on a 

company’s ability to innovate  
• substantiate, or otherwise, anecdotal evidence that UK boards tend to be less 

diverse in their membership than their US counterparts and the effects of this on 
rates of innovation  

• consider the tensions between managing risk and innovation. 
 
Full details of the methodology are provided in Appendix One. 
 
The relationship between innovation and risk is particularly relevant given the financial 
crisis where it has became clear that current corporate governance arrangements on 
both sides of the Atlantic have seriously failed in the financial services sector. The 
manner in which the majority of financial institutions managed their risk and innovation 
portfolio has resulted in harm both to those institutions and society as a whole.  
 
According to International Monetary Fund estimates in April 2009, writedowns from the 
financial crisis could reach a total of around $4 trillion, about two-thirds of which would 
be incurred by banks.12 This $4 trillion represents about 6% of the worlds’ GDP in 
2008.13 Martin Wolf, in The Financial Times put this into context when he noted that 
these writedown’s on US and European assets equate to 13 per cent of the aggregate 
GDP.14 

“He that will not apply 
new remedies must 
expect new evils, for 
time is the greatest 
innovator."  
Francis Bacon. (1597 to 
1625.) 11 

The relationship 
between innovation 
and risk is particularly 
relevant given the 
financial crisis. 

Governance

Innovation Risk

The diversity of a 
company’s board can 
impact on its 
reputation. 
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Against this backdrop, as we write this report, we are in ‘The European Year of 
Creativity and Innovation’ which acknowledges that innovation and creativity are 
fundamental pillars for sustainable economic and societal growth. Boosting creativity 
and innovation is a fundamental part of the solution to the crisis we face. As Ján Figel, 
European Commissioner for Education, Training, Culture and Youth, states: “We do not 
know how long this crisis will last and how deep it will become. But when it is over, those 
who will have invested in creativity and innovation will find themselves well ahead of the 
pack." 15 
 
The UK is one of the leading countries for innovation. According to the ‘European 
Innovation Scoreboard’ 2008, which measures the innovation performance of the 
different Member States, its performance is above the EU27 average. However the rate 
of improvement is below that of the EU27. Of the top 50 companies in the 2008 
innovation survey by Boston Consulting Group, the highest proportion were from the US 
with 34 while the UK had the second highest number of constituents with four.16 
 
The UK needs to retain its leadership position and this is a central policy imperative. The 
White Paper, ‘Innovation Nation’, published on 13 March 2008, sets out the 
Government's aim to make the UK the best place in the world to run an innovative 
business or public service, It states that: ”The UK’s capacity to unlock and harness the 
talent, energy and imagination of all individuals is crucial to making innovation stronger 
and more sustainable.” 17  
 
Tomorrow’s Company believes that board diversity plays a critical part in unlocking this 
capacity and this study has explored different dimensions of board diversity and its 
impact on company innovation for companies in the UK and U.S.  
 
This report represents an initial stage of research which we believe raise some 
significant and important questions for further exploration and discussion.  
 
The overall findings have also been fed into the ‘2009 Review of the Combined Code’ 
being undertaken by the Financial Reporting Council and the concurrent ‘Review of 
Corporate Governance of UK Banking Industry’ by Sir David Walker.18 
 
Governance is a developing field and during the course of this study it has become clear 
that further work would be useful in respect of: 

• the richness of experience of the board members, their functional background and 
experience of adversity;  

• best practice in terms of coaching and mentoring and how to increase the 
transparency of quality of discussion and process and particularly how effective the 
board is at leveraging difference; 

• quantitative measurement of ‘felt leadership’ with specific respect to risk and 
innovation management. 

The UK needs to retain 
its leadership position 
and this is a central 
policy imperative. 
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Professor Arnoud De Meyer  
Director, Judge Business School 

UK boards in an international context 
The UK has a narrower interpretation of corporate governance than, say, Continental Europe 
where the influence of stakeholders is more important.  Work looking at the perceived purpose of 
the firm shows that this is strongly culturally influenced: this lacks subtlety, but Italians say that it is 
to give the family a job, Koreans that it is to serve national interests and the Japanese that it is to 
create employment for the group.  
 
In the US it seems that companies have a more overt regard for corporate governance than in the 
UK. In the US there is a sense that the mission of the firm must be achieved and that the 
governance system must reflect the purpose of the organisation, and this determines the 
corporate governance culture. Anecdotal evidence from US companies suggests that they also 
place more emphasis on corporate citizenship.  
 
Organisations are by nature conservative; they prefer control and to maintain the status quo. 
Mergers and restructuring may create innovation, but the board must have the seeds of diversity. 
In my experience of board membership diversity is always an advantage. If you have a 
monocultural board full of clones then no-one will raise the issue of how to do things differently. 
The boards of like-minded people are less creative, although diversity can create tension. The 
chairman and CEO need to know how to manage and to get the best out of their boards. Some 
are naturals at that and at stimulating debate and the result is that different groups bring their 
different cultures to the table. Those that do that best acknowledge their differences and learn 
from them. But board members often have big egos and strong political views. They are often not 
prepared to acknowledge differences. It is less easy to get people to take different views into 
consideration at a junior rather than a senior level. 
 
There are typically five dimensions of diversity: gender, age, cultural background, experience of 
industry and educational background. In France and the UK I have observed a lack of educational 
diversity; here everybody is from Oxbridge, LSE or Imperial. Even if they studied different subjects 
they come from the same background and alumni network. When educational background is 
viewed in the context of board membership this has to be corrected according to the length of time 
an individual has spent on the board. In the first six months members tend to be passive and then 
they start reacting. So, the effect of diversity is linked to the length of time /tenure on the board. 
The real effect of a board member’s tenure is felt between one and five years of their board 
membership.  
 
On every board chemistry is important and in the UK the Chairman/CEO relationship is very 
important. If the relationship is not good then the company is in for a hard time. I like the analogy 
of the NED as that of an academic supervisor who acts as a mentor and supporter to their 
student, but there comes a point where they have to step in and grade them and call them to 
account.  
 
The UK is very good at starting high tech companies but is less good at growing them. Research 
has confirmed that UK companies grow faster in the early stages when they have easy access to 
venture capital. As a result of the optimisation of shareholder value company leaders become tired 
and there is a high incentive to leave.  
 
By contrast, in German companies, there is no mechanism to see a company’s worth and more 
value is placed on loyalty to middle ranking companies – the Mittelstand. In the UK the driver is 
more materialistic: to have a nice house and a sports car.  
 
So, there are two factors, the high efficiency of UK financial markets, which shows the value of 
companies more transparently, and the different cultural motivators and role models.  
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Kit Bingham 
Principal, Board Practice, Odgers Berndtson 

Good governance, made better 
Corporate governance reform walks hand-in-hand with scandal. The Cadbury Committee, the 
UK’s first co-ordinated enquiry into the value of good governance, was initiated in the early 1990s 
following several sudden corporate failures.  

Accusations of excessive pay at privatised utilities prompted Sir Richard Greenbury’s report into 
remuneration in 1995, while Sir Derek Higgs’ review of the effectiveness of non-executive 
directors took its lead from the US corporate failures involving Enron and WorldCom. 

No wonder, then, that in the wake of the financial storm that has rocked the global economy, 
governance reform is once again on the agenda. As Sir Christopher Hogg, chairman of the 
Financial Reporting Council, put it: “The financial crisis is the result of a massive failure of 
governance at every level.” The hunt is on to identify the glaring failures in the governance 
system, and fix them. 

It is entirely appropriate that the UK governance regime be reviewed in light of the crisis, with a 
particular focus on the banking and financial services sector. But it is equally important to maintain 
a clear-eyed view of what good governance can achieve. 

Good governance will never result from a one-size-fits-all, tick-box compliance exercise that 
somehow guarantees sound strategic thinking and effective oversight. Mere compliance with the 
Combined Code is the starting point for good governance, not the final answer. 

Governance and board effectiveness are about creating the right culture and environment that 
enables qualified, well-intentioned directors to put accountability and transparency at the heart of 
the board’s deliberations.  

The best boards are those that see governance as a dynamic process, not a set of rigid rules. 
Governance is not about eliminating risk or holding management back but stimulating innovation 
and enhancing performance within an environment where risks are understood and managed 
appropriately. 

Some companies have sought to define the role of governance within their own organisation. BP’s 
annual report from 2005, for example, states: “Governance is not an exercise in compliance nor is 
it a higher form of management. Governance is a more powerful concept. It has a clear objective: 
ensuring the pursuit of the company’s purpose.”  

Boards may differ about what that purpose is, be it in terms of shareholder interests or other 
corporate/stakeholder objectives. But however the goals are defined, boards must consider how 
they can best contribute to achieving them and organise themselves accordingly. They must think 
about what governance structure and processes are most relevant to them, and ensure that board 
composition is aligned to the company’s commercial goals.  

The board, and especially non-executive directors, also need the right support. The role of non-
executive director remains acutely difficult to do well. Relative to their executive colleagues, 
independent directors spend little time on the company’s business and may have limited 
experience of the relevant sector. They also depend for their information largely on their executive 
colleagues, whose performance they are collectively responsible for overseeing. 

The best non-executive directors have a subtle mix of skills that allow them to assist, challenge, 
motivate and mentor the executive team. But they also need the right support network to 
overcome the time, knowledge and information deficits that they face.  

There is a case for strengthening the secretarial function that supports the board, so that non-
executive directors can gain broader industry knowledge or gather financial or other information 
that might inform their views. Good chairmanship and the support of a strong company secretary 
can supply much of the answer, but it may be time to seek a more formal approach with a properly 
staffed ‘Office of the Board’ providing an independent information or research resource.  

Our experience is that directors are hungry for updates on relevant legal, financial or regulatory 
developments, and an ‘Office of the Board’ would be the right forum to administer knowledge-
building of this kind. It may be argued that such an approach runs the risk of adding a further layer 
of bureaucracy, but at the least, it would be helpful to see more disclosure from companies on 
how the board is resourced and supported.  
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  Part 2: 

Innovation and diversity 
 matter… 
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Just as marketing was an underdeveloped concept thirty years ago, societies and 
companies are beginning to recognize that developing ‘innovation capability’ and 
leveraging it effectively is vital to support successful strategies in the 21st century. 
 
The modern large corporation – first developed in the late 19th, early 20th century, by 
companies such as DuPont or Ford – has grown up during the 20th century and has 
evolved structures, cultures and processes which at their best leverage both continuous 
improvement as well as radical innovation.  
 
Since the last decade of the 20th century, innovation across the board has been moving 
at a much faster pace. More open markets and easier access to information through the 
web and better education has brought about not only an intensification of competition 
but also what has been called ‘the death of distance’ or the ‘flat world’. Innovations 
diffuse rapidly across the globe, with the consequence that companies, if they are to 
survive, must accelerate their own rate of successful exploitation of new ideas. The 
diffusion process has become oiled and transformed by the growth of Information 
Communication Technology (ICT) and the web, which not only makes possible the 
spread of ideas like a bush fire but does so in ways which make it difficult for innovative 
companies to protect their intellectual property. 
 
In this fast paced world, we become easily accustomed to new ideas appearing and new 
products and services being made available daily. This furious pace has been set by 
companies willing to embrace change – companies like Apple, Google and GE, 
Microsoft, Nike and Starbucks. 
 
At the same time, companies have been experiencing shock waves, from the threat of 
global warming, the problems with the international banking system and the ensuing 
credit crunch, as well as the growth of international terrorism. 
 
The context in which companies now operate can be described as the ‘triple context’ 
where the global economic, social and political, and environmental systems are 
interconnected.  
 
Companies lie at the heart of humanity’s 
ability to address many of the problems that 
it is facing not only as generators of wealth 
and jobs and drivers of improved living 
standards – but also through their innovative 
capacity to create new technologies, 
products and services. The result is a 
turbulent business environment in which 
innovation and good risk management are 
at a premium as businesses seek routes to 
survival and businesses become a major 
route through which society can survive the 
many challenges it faces. 

 “Innovation, fairness, and collaboration are key aspects of any transition to 
sustainability – innovation provides new ways of doing things, including 
profitable responses to sustainability; fairness is vital because social injustice is 
unsustainable; and collaboration is often a prerequisite for large scale change.” 
King Committee on Governance, 2009.19 
 
 “Innovation is driven by competition, war, famine and crisis.” Sir Rob Margetts, 
Chairman, Legal and General.20  
 
“A flat world is a powerful platform for leveraging global intelligentsia in 
enhancing the innovation power of corporations." N.R. Narayana Murthy, 
Chairman & Chief Mentor, Infosys. 21 

Innovation is moving at a 
much faster pace… if 
companies are to survive 
they must accelerate their 
own rate of successful 
exploitation of new ideas. 

At the same time, 
companies have been 
experiencing a series of 
shock waves. 
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Understanding Innovation 
Innovation can and should take place throughout a healthy organization. Too often 
innovation is defined only in terms of product development, but this is only one of many 
areas that can benefit from new ideas and approaches. Innovation encompasses all 
aspects of a company’s operations which impact employees and customers, as well as 
broader society, the environment and the economy. In its broadest definition, innovation 
means embracing change, and this is often resisted because with change comes 
uncertainty to which most people have a natural aversion.22 
 
There is a wealth of academic literature on the meaning and nature of innovation which 
we have only covered selectively in this report. Our approach has been to highlight 
some of the key thinking and to draw more extensively on the views and opinions of 
those who have been consulted as part of this study. 
 
For the purposes of this study, we have adopted the definition of innovation referred to 
in the White Paper, ‘Innovation Nation’, (2008) and which has been consistently used by 
the UK Government over many years; “the successful exploitation of new ideas”.23 ‘New’ 
in this context can be new to the sector, industry or the organisation, taking an idea from 
one context and adapting it to another.  
 
Innovation is more than invention. As one person we consulted, Ben Legg of Google, 
noted: “Walt Disney didn’t invent the seven dwarfs; they were based on old fables which 
were repackaged.”  
 
Innovation can occur in linked small steps or in longer discontinuous change. 
Organisations can innovate in terms of how they do things as well as what they produce 
in terms of products and services.  
 
The economist and innovation theorist Joseph Schumpeter defined economic innovation 
as:  

1. The introduction of a new good – that is one with which consumers are not yet 
familiar – or of a new quality of a good.  

2. The introduction of a new method of production, which need by no means be 
founded upon a discovery scientifically new, and can also exist in a new way of 
handling a commodity commercially.  

3. The opening of a new market, that is a market into which the particular branch 
of manufacture of the country in question has not previously entered, whether or 
not this market has existed before.  

4. The conquest of a new source of supply of raw materials or half-manufactured 
goods, again irrespective of whether this source already exists or whether it has 
first to be created.  

5. The carrying out of the new organization of any industry, like the creation of a 
monopoly position (for example through trustification) or the breaking up of a 
monopoly position.24  

 
A more recent classification would be: ‘strategy innovation’, ‘project innovation’, and 
‘practice innovation’. Strategy innovation being about exploring new directions and 
purposes for the organisation; project innovation being the conception, development and 
delivery of new products, capabilities or services that take a significant period of time; 
practice innovation being the usually swift and responsive application of creativity to 
provide novel solutions to problems that need to be resolved quickly.25 The latter is often 
associated with ‘kaizen’ or continuous improvement.  

Organisations can 
innovate in terms of 
how they do things as 
well as what they 
produce in terms of 
products and services.

Innovation is “the 
successful exploitation 
of new ideas”. 
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Sarah McNaught, Chief Innovation and Knowledge Management Officer, KPMG Europe 
LLP underlined the importance of understanding the purpose of innovation: “We are not 
innovating for innovations sake. We are innovating to grow market share and 
attract/retain talent. Quite a lot of what I have done with the board over the last year is to 
try and get KPMG to have a common understanding of what innovation is, which for us 
is value created through insight (thoughtful articulation of opportunity /gap) + ideas 
(answer to opportunity/gap) + implementation (making it happen to both create value for 
our clients and for our own effectiveness.” 26  

 
 
The systemic nature of innovation 

 
Innovation is not a linear process or something that can be dealt with piecemeal or that 
companies can be good at in part. Innovation needs to be pervasive throughout an 
organisation to be effective. CBI research indicates that an innovative company is the 
product of many things coming together to create a suitable culture.29  
 
An organisation needs the right cluster of attributes – leadership, people, skills, 
networks, culture, resources, structure and processes – and for these to be aligned 
effectively to creatively exploit new ideas. It relies on complex interactions between 
many people, organisations and their operating environment.  
 
In an increasingly global environment, the relevance of diversity in supporting innovation 
is therefore not confined to within a company. Innovative companies build a supportive 
‘ecosystem’ – the network of relationships encompassing its sector, the countries in 
which it operates, its supply chain and partners and other key stakeholders. 
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“In this new century, the type of organisation needed for innovation will be 
different from that of the past. Rather than a hierarchical pyramid, I see a 
world-spanning network. We have built networks for the creation and 
cultivation of ideas – and their implementation – using a program called 
GameChanger. Initially developed to foster ideas and internal 
entrepreneurial spirit, Shell’s GameChanger’s scope has broadened to look 
externally for game-changing ideas.”  Joroen van der Veer, CEO, Royal 
Dutch Shell.27 

 
“To me innovation is a state of mind, a collaborative effort, a process that is 
embedded in the way you choose to run the business. Then to get the 
process working properly you put into the room people who understand your 
industry or products and people who’ve got the kind of creative or different 
thinking sets than your normal management team. Neil Hayward. Group 
Head, People Strategy and Product Management, Standard Chartered.28 

Innovation needs to be 
pervasive throughout an 
organisation to be 
effective… and to 
leverage external talent. 
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The nature of the system will serve to reinforce some innovation paths and constrain 
others. The more open a system is to outside influences the less the chance that it will 
be locked out from promising paths of development. 
 
Systems are vulnerable to the failure of a particular component, thus leading to 
bottlenecks in the development process – for example if financial institutions fail to 
provide a company with the financial backing it needs.  
 
Also, the more radical an innovation, the more likely it will require extensive and 
expensive infrastructure development (e.g. mobile telephony). 
 
Innovators draw in imitators that in turn become innovators, drawing others into a cluster 
of innovating firms. These companies then undergo a product life cycle process in which 
in the early stages there are many different and competing versions of a product on the 
market. Over time the product becomes more standardized, greater emphasis is given 
to process innovation, economies of scale, and competing on cost. These changes 
might foster transfer of the technology to other countries with large markets and/or lower 
production costs, often via foreign direct investment. 
 
According to Schumpeter, there is also an incessant process of ‘creative destruction’, a 
phrase which describes the innovative entry by entrepreneurs as the force that sustains 
long-term economic growth, even as it destroys the value of established companies that 
enjoy some degree of monopoly power.30  
 
There are countless examples of applications of this concept, such as Jack Welch's 
determination to ‘blow up’ GE after he succeeded Reginald Jones as CEO. The dot-com 
bubble dragged down high-fliers like Sun Microsystems and America Online but set the 
stage for a new generation of Web powerhouses like Google and other innovative 
Internet software companies like Salesforce.com, founded on disrupting the status quo. 
The recent entry of cheap ‘netbooks’, sometimes given away free with mobile phone 
packages, has the potential to replace the higher priced laptop market. Laptops also 
provide a different means of viewing media or making phone calls on-line free of 
charge.31 
 
The management of innovation is still a developing field, perhaps where quality 
management was a few decades ago. But the potential of innovation is greater as it is 
central to the success of the service and manufacturing sectors of the economy and 
materially their ability to respond to change. 

There is an incessant 
process of ‘creative 
destruction’, 

The management of 
innovation is still a 
developing field, 
perhaps where quality 
management was a few 
decades ago 
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Peter Davidson 
Senior Innovation Advisor BERR/DIUS 2007 – 2009. 

An analogy between Quality Processes and Innovation. 
Edward Deming is widely credited with improving production in the United States during the 
Second World War, although he is perhaps best known for his work in Japan. There, from 1950 
onward he taught top management how to improve design (and thus service), product quality, 
testing and sales (the last through global markets) through various methods, including the 
application of statistical methods. 
 
Deming made a significant contribution to Japan's later reputation for innovative high-quality 
products and its economic power. He is regarded as having had more impact upon Japanese 
manufacturing and business than any other individual not of Japanese heritage. Despite being 
considered something of a hero in Japan, he was only just beginning to win widespread 
recognition in the U.S. at the time of his death in 1993. 
 
Similarly in the UK quality processes only really took off in the country after Japanese 
manufacturers had radically improved their quality and systematically made larger and larger 
inroads into many industrial sectors that the UK had enjoyed local dominance. 
 
The first part of the 21st century is beginning to see a revolution in how to manage the exploitation 
of new ideas spurred on by the pace of change of technology and markets.  
 
Innovation management is coming of age, countries whose businesses and public services 
embrace the tools and techniques are likely to have a competitive edge. Businesses having an 
understanding of where and how the company should innovate, with a supportive culture, 
leadership, sufficient facilities, people having the right skills, and appropriate systems are likely to 
outperform those that do not. 
 
Innovation management applied to both manufacturing and services may be even more important 
to an economy than ‘Quality processes’ which are critical in manufacturing but of less significance 
in some service industries. 
 
As Deeming himself said, “Management must be judged not only by the quarterly dividend, but by 
innovative plans to stay in business, protect investment, ensure future dividends, and provide 
more jobs through improved products and services. Long-term commitment to new learning and 
new philosophy is required of any management that seeks transformation. The timid and the 
fainthearted, and the people that expect quick results, are doomed to disappointment.” 
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Understanding diversity 
Discussions of diversity have evolved over time to an appreciation that there are many 
dimensions that need to be taken into account. 

"To celebrate diversity is to appreciate and value individual 
differences...although the term is often used to refer to differences based on 
ethnicity, gender, age, religion, disability, national origin and sexual orientation, 
diversity encompasses an infinite range of individuals’ unique characteristics 
and experiences, including communication styles, physical characteristics – 
such as height and weight – and speed of learning and comprehension.”  
Society of Human Resource Management.32 

 
The report’ Diversity: Stacking up the Evidence’ by the Chartered Institute of Personnel 
and Development highlighted three different types of diversity: 

• Social category diversity – differences in demographics such as age and race with 
impacts on group communication and cohesion 

• Informational (or organisational) diversity – background such as knowledge, 
education, experience, tenure and  functional background which can cause higher 
task related conflict, as well as affecting group communication and cohesion 

• Value (or psychological) diversity – differences in personality and attitudes which 
can affect the organisation at large.33 

 
Japanese innovation leaders make up their teams with great devotion and care rather 
than selecting on the basis of availability. They look for balance in age, seniority, 
experience, skills, personality and even mindset.34 
 
Diversity is important, however is not a virtue in itself, as Mike Gregory, Head of 
Manufacturing and Management, University of Cambridge, said to us: “The dynamics of 
groups are important, it may be a good idea to have diversity as a principle, but if people 
don’t get on, it is hopeless.” 
 
The best efforts to create diverse teams and organisations can end up being overtaken 
by conformity. This can happen where a company has a very strong culture and 
business model.  
 
Collins and Porras in ‘Built to Last’, their study of companies with an outstanding track 
record over 50 years, discuss the apparent paradox between having a strong culture 
appropriately coupled with strong values to produce the almost cult-like conformity 
necessary for enduring success and the need to implement new ideas and for rapid 
change. The need for extensive systems and bureaucracy is not required as people use 
values and culture as their guide rather than rules. Collins and Porras also observe that 
a cult-like culture can be dangerous and limiting if not counterweighed with a “huge dose 
of stimulating progress”. A cult-like culture can actually enhance a company’s ability to 
innovate because it creates a sense that anything can be accomplished. Another feature 
of the visionary companies is that while they have tight ideological control they 
simultaneously provide wide operating autonomy. Collins and Porras also found that 
some of the most cult-like visionary companies have received accolades as being the 
best companies for women and minorities.35  
 

Diversity is 
important…“but, if 
people don’t get on, it 
is hopeless.” 
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Tony Manwaring 
Chief Executive, Tomorrow’s Company 

Managing Difference in the age of equity 
We are all different, every one of us. Who then could argue with the need to manage and harness 
difference to ensure outstanding business performance, and putting in place the governance to 
ensure that this is done? After all, difference is the engine of innovation and a pre-requisite for 
assessing risk. 
 
In undertaking this work we have interviewed many for whom mention of diversity is to provoke 
the recoil of ‘political correctness gone mad’ – the imposition on business of ‘minority’ societal 
norms that harm business results.  
 
This may be understandable but it is also a real problem, because it gets in the way developing 
the capability to more effectively manage difference that we argue boards must be able to 
achieve. 
 
Thinking and practice on equality and diversity has evolved significantly over recent years, but the 
perception of many business leaders and indeed others is framed by understandings shaped by 
thinking that has now moved on.  
 
This is well summarised in the work of Montes and Shaw (2003) who draw on the argument of 
Wilson (1997) that ‘the age of equity’ started with the new millennium, superseding the age of 
inequality (1950 – 60) and the age of equality (1960 to 1990): in the age of equality, Wilson 
argues, ‘legislated fairness’ meant that the fair treatment of the majority ignored difference. 
 
Equality treated everyone the same, and therefore ignored difference.   
 
Equity instead is rooted in principles of fairness and respect, and recognises difference. 
 
Difference refers to visible demographic characteristics such as gender, race, and age; and 
underlying attributes, such as work experience, and educational background; and values, such as 
views about tasks, mission and targets; and differentiation of each of these dimensions across 
local, national, regional and global boundaries; and then across each stakeholder relationship, 
inside and outside the increasingly porous walls of business.   
 
We are indeed, all different, every one of us!  
 
Recognising that difference, and thereby also crucially recognising the similarities that bind and 
create communities of common identity, across people so often defined by categories of 
demographic difference, powerful though these are, goes to the heart of the new understanding of 
why diversity not only matters, but effectively leveraged, can be a powerful source of creating 
sustainable value through driving innovation and managing risk. 
 
So when we use the word diversity in this report we mean ‘difference’ in all its richness. 
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Diversity can also be undermined by the tendency for people to gravitate towards similar 
people – opposites do not always attract. According to Ben Schneider’s (1987) model of 
Attraction-Selection-Attrition (ASA), the personal characteristics of those who work for 
an organisation are likely to become more and more similar over time.36 We are 
attracted to those that are similar to us and, therefore, are likely to select them to join 
our organisations. Those similar others are most likely to be comfortable and will 
therefore remain over time, whereas dissimilar others will experience intergroup anxiety 
and the discomfort and alienation of being different and eventually leave the groups 
resulting in a more and more homogeneous organization. 
 
In their study, ‘Virtuoso Teams’, Bill Fischer and Andy Boynton noted that unlike 
traditional teams – which are typically made up of whoever's available, regardless of 
talent – virtuoso teams consist of star performers who are handpicked to play specific, 
key roles. Virtuoso teams comprise the elite experts in their particular fields and are 
specially convened for ambitious projects. Their work style has a frenetic rhythm. They 
emanate a discernable energy. They are utterly unique in the ambitiousness of their 
goals, the intensity of their conversations, the degree of their spirit, and the 
extraordinary results they deliver. Despite such potential, many companies deliberately 
avoid virtuoso teams, thinking that the risks are too high. Expert individuals are thought 
to be too elitist, temperamental, egocentric, and difficult to work with. So organizations 
fall into default mode, setting up project teams of people who get along nicely. 
Collaborative abilities are sought and prima donnas avoided – the result is mediocrity.37 
 
 

Innovation and Diversity 

The proposition that diversity might be positively related to innovation is primarily based 
on two hypotheses. First, that people with different experiences, backgrounds and ways 
of thinking will generate more new ideas and secondly that diverse group members 
would approach the same problem from different points of view and that by taking these 
different views conflict is created. It is this conflict that can lead to an issue being 
explored in more detail and in a more thorough way.  
 
Innovation and diversity are core to a company’s ability to stay competitive and 
innovation relies on interaction and good relationships – it is in part a social process.  
A team of people who think alike may be more cohesive and experience less conflict. 
However, having a diverse team can cause misunderstanding, suspicion and conflict 
that can result in absenteeism, poor quality, low morale and loss of competitiveness. If 
companies embrace diversity then they may risk these disruptions. However, if they 
avoid diversity they risk loss of competitiveness.39  
 
Diversity and cohesion therefore appear to be contradictory and this presents a potential 
paradox – one that has been called the ‘Innoversity Paradox’.40 The Chair and CEO 
have the balancing act of creating a like minded team of conforming backgrounds and 
expertise who view problems form a similar perspective or a more diverse group that 
might not work so well together.  
 
If one accepts that there is a link between diversity and innovation – the next question to 
ask is does board diversity matter? 

“Headhunters generally believe that more diverse boards are better at 
innovating and better at challenging when things go wrong. Counter to that 
is that if surrounded by likeminded people then a good business idea can 
make good progress.”  Professor Arnoud De Meyer. Director, Judge 
Business School 38 

Innovation and diversity 
are core to a company’s 
ability to stay 
competitive and 
innovation relies on 
interaction and good 
relationships – it is in 
part a social process 
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Diversity in board composition is important and there is an issue 
with regard to board diversity in the UK compared to the US and 
Western Europe practice. 
 

The importance of having a diverse board and the effective management of difference 
are increasingly being recognised as not just valuable but essential for successful 
performance and to enable companies to respond to the challenges of an ever more 
complex operating environment: 

• In South Africa, the influential King Committee in their 2009 draft of the ‘King Report’ 
on corporate governance (King 3) state that “The board should comprise a balance 
of executive and nonexecutive directors, with a majority of non-executive directors.” 
It goes on to state that: “Every board should consider whether its size, diversity and 
demographics make it effective. Diversity applies to academic qualifications, 
technical expertise, relevant industry knowledge, experience, nationality, age, race 
and sex.”43 

• Bantel and Jackson (1989) examined the composition of the top managers from 198 
banks in six US states, looking at the relationship between diversity and innovation. 
They examined difference among team members in terms of tenure, age, functional 
area, educational level, and major field of study in the highest degree. They found 
that the more innovative banks were managed by teams that were more educated 
overall and also more diverse with respect to their educational and functional 
backgrounds of expertise.44  

 
In the survey of members of the ICAEW, board diversity in its broadest sense is 
perceived to be important by a large majority (81% very or fairly important) of 
respondents. 
 
NEDs play an important role in bringing role in bringing to the board a different and more 
externally facing perspective and to be a ‘critical friend’. As the Higgs’ report states: “To 
be effective, non-executive directors need to be well-informed about the company and 
the external environment in which it operates, with a strong command of issues relevant 
to the business.”45  
 
There are rightly very high expectations of what qualities should be possessed by NEDs 
and this was supported by the survey undertaken among members of the ICAEW. The 
perception of the respondents was that while some meet these high expectations this is 
not universal.  
 
Given that diversity of boards does seem to make a difference – it is worth examining 
what existing board composition looks like in the UK in contrast to other countries such 
as the US and Germany, and whether these differences are in any way significant?

“Diversity of background is an essential component of a successful board of 
directors. For example, I have heard some of the most penetrating questions on 
technology raised by non-technical people. Each board member needs to be 
encouraged to speak his or her mind, even if the subject matter is outside the 
board member's particular area of expertise. Individuals who recognize the need 
for change and who are open-minded are extremely important to a well-
functioning board.”  Art Collins, Chairman, Medtronic.41.  

 
 “Academics are critical in terms of their influence and impact at a senior 
management level for two reasons: 
1. providing access to networks and advice allows companies to invest in things 

which can be game-changing  
2. Those people are well placed to give people candid, objective advice when it 

is most needed, even when it is inconvenient”.  
Harold Schmitz Chief Science Officer, Mars Inc.42  
 

The importance of 
having a diverse board 
is increasingly being 
recognised as not just 
valuable but essential 
for successful 
performance. 
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Academics on company boards  
In April 2008, a quick review of the academic representation on UK, US and German 
boards was undertaken by Dr Alex Weir, University of Oxford, for The Royal Society 
under the sponsorship of BERR and DIUS (Peter Davidson).46 
 
The representation of academics on company boards was analysed for the largest 100 
UK companies (by market capitalisation), the largest 100 sector-matched US 
companies, and the largest 50 German companies.  
 
The results were striking: whether considering all academics, active established 
academics, people with academic-related positions, or people with PhDs, far fewer UK 
companies have such board members than US and German companies.  
 
 
Academic representation by country  
Overall, 59% of UK companies were found to have no board members who had any 
academic positions or PhDs. In contrast, only 26% of US companies and 6% of German 
companies had no board members with academic positions or PhDs.  
 
Only 12% of UK companies had ‘established’ academics (i.e. those with long, 
established academic careers as opposed to more recent appointments) on their 
boards, compared with 45% of US companies and 29% of German ones. (Figure 1) 
 
 
 
Academic representation by subject 
Looking at established academics by subject, US and German companies most 
commonly had academics in ‘economics / management / social sciences’ (‘economics’ 
hereafter; 18% of US and 16% of German companies; 4% of UK companies), followed 
by science (at 11% and 10% of companies, respectively; UK: 5%).  
 
Almost a quarter (24%) of US companies had ‘active’ established academics on their 
boards, compared with 18% of German companies and 6% of UK companies. There is a 
similar pattern when only companies with active ‘STEM’ (science, technology, 
engineering, & medicine) academics are compared (US and Germany: 10%; UK: 3%). 
(Figure 2) 
 
 
 
Academic representation by company sector 
Examining academic representation by company sector, ‘Food and Beverage’ and ‘Oil & 
Gas’ are the sectors with greatest STEM (science, engineering / computing, and 
medicine) representation (>40% of companies).The only sectors in which UK companies 
had established STEM academics were ‘Food & Beverage’, 'Oil and Gas', and ‘Utilities’ 
(14.3, 20, and 12.5%, respectively; US: 42.9, 40, and 25%). (Figure 3) 
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% of companies with at least one active or emeritus established 
academics on their board

0%
5%

10%
15%
20%
25%
30%
35%
40%
45%
50%

# all subjects
science

engin/comp
medicine

econ/manag/soc sci
other

%
 o

f c
om

pa
ni

es

Figure 2

0% 

10% 

20% 

30% 

40% 
50% 

60% 
70% 

80% 

90% 

100%

One or more 
established  
academics 

One or 
more 
PhDs 

Presence of academics in 
largest companies by Market Capitalisation 

%
 o

f c
om

pa
ni

es
 

No 
academics 

or PhDs 

Figure 1 

UK – largest 100 UK 

USA – largest 100 sector-matched 
Germany - supervisory bd – largest 50 
Germany - management bd – largest 50 



 32

What might the reasons for these differences be?  
 
Some possibilities include: 

• US (and possibly German) companies might be more likely to choose academics to 
be board members because they value academic expertise more than UK 
companies do. 

• US (and possibly German) academics might engage more with the business world, 
from an earlier stage in their career and might, therefore, have greater business 
experience, knowledge, and exposure than UK academics. 

• US (and possibly German) businessmen/women might engage more with academia 
(for example, informally it seemed that many more serve on the boards of 
universities or have honorary professorships/chairs in the US and Germany), 
leading to increased contact with and knowledge of established academics in the 
business community. 
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The composition of US and UK boards is different  
US boards have had a reputation of being much larger than UK boards.10 years ago, 
this would have been a reasonable assertion – an analysis of the S&P 500 in 1998 
found that 23% of US boards had more than 14 directors. However, U.S. and UK boards 
have been of similar sizes for the last five years.47 
 
Tomorrow’s Company undertook its own analysis of UK and US boards over the period 
2003-2008 for a variety of company sizes. Accepting the breadth of diversity parameters 
that exist, for the purposes of this study we have focussed on a number of the criteria 
that have been identified by two of our interviewees as significant in terms of 
perspective and contribution: gender, age, cultural background, experience of industry, 
educational background and time on the board.48  
 
Although board sizes are similar, the data suggests that board compositions in the two 
countries are significantly different with respect to the balance of executive and non-
executive directors, female membership and international perspective. 
(See Tables 1 & 2 below)  
 
 
Table 1: Comparison of Average Board Characteristics in the UK and US49 

Factor UK US 
 2008 2003 2008 2003 

Average board size 10.5 10.8 10.8 10.9 
Of which:  

Executive directors 
 

35% 
 

48% 
 

18% 
 

21% 
Non-executive directors 65% 52% 82% 79% 

Average age of non-
executive directors (years) 58.5 N/A 61.2 60.3 

Women directors 10.5% 8.2% 16% 13% 
Foreign nationals on boards 29.9% 24.0% 6.4% 5.9% (2005) 

 

Table 2: Comparison of CEO Characteristics in the UK and US50 

 UK US 
 2008 2003 2008 2003 
Length of service (years) 11.6  13.2  14.4 14.7 
Tenure as CEO (years) 5.5 6.0  6.4 6.3 
CEO sole non-independent 3%  N/A 44% 35% 
CEO with international 
experience 67% N/A 33% N/A 

 
The greater proportion of executive directors on UK boards suggests that discussions 
may be more internally oriented than in US companies. On US boards there is an 
increasing tendency for the CEO to be the only executive.51 
 
US boards typically have a higher percentage of NEDs. These are mainly top executives 
from other companies, senior academics and other public figures. Their role is to 
constructively challenge the CEO and/or executive team and ensure compliance.  

Although board sizes 
are similar, the data 
suggests that board 
compositions in the two 
countries are 
significantly different in 
a number of areas. 



 34

The experience and background of UK boards suggests that with a smaller home 
market, they are more likely than their US counterparts to take an international 
perspective, both through the presence of foreign nationals on the board and through 
the CEO having international experience.  
 
However, UK companies may be more prone to blind spots in other areas. For example, 
UK boards will not benefit as much from the different perspectives that women can 
bring; there are far less women on UK boards. 
 
The differences between US and UK boards are not particularly affected by the size of 
the company involved. Table 3, opposite on page 35, summarises the depth of 
experience and the diversity of board members for 2092 companies constituting most of 
the large-cap, mid-cap and small-cap indices in the two countries, as determined from 
the BoardEx database. Separate figures have been produced for executive and non-
executive directors. The coefficient of variation has been used as this places the 
diversity in the context of the mean average for the parameter in question. The bigger 
the value in the table the more diverse the cohort is relative to its mean.  
 
This analysis reveals that: 
 
• US directors bring significantly more experience to the table, having typically worked 

for the company for 45-80% longer than their UK counterparts, while directors of 
large-cap firms have also typically worked in the sector for 50% longer than their UK 
peers; (see also Chart 1 overleaf) 

• US directors on average have more board experience and can expect to be on a 
board for at least 40% longer than their UK counterparts; (Chart 2 overleaf) 

• US boards tend to be older than UK boards, mostly due to the longer tenure of US 
directors, but also due to some extent due to UK executive directors joining the 
board at a younger age; (Chart 3 overleaf) 

• US educational qualifications of board members are significantly greater than the 
UK for small cap companies. (Educational qualifications are either qualifications of 
degree level or professional qualifications); (Chart 4 overleaf) 

• There are similar coefficients of variation among non-executive directors in US and 
UK companies; 

• By virtue of there being more executive directors on UK boards compared with US 
Boards, they bring more diversity to their boards than their US counterparts. 
 

 
On US boards the CEO is commonly the only executive director and it is unusual for 
companies to have more than three executive directors on the board.52 It is likely that 
this difference in composition leads to the relative consistency of executive directors in 
the US by comparison to the UK. By contrast, in the UK it is common to have at least 
three executive directors on the board.  
 
Non-executives directors in the UK and the US have similar roles; however, although 
the level of diversity is similar, the longer involvement of US directors, both executive 
and non-executive, with a company means a US company has a greater variety of 
experience and perspective to draw on.   
 
 
 

US directors bring 
significantly more 
experience to the 
table... 
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Table 3: Characteristics of US and UK directors in 2092 companies, grouped by country and capitalisation cohorts (mean values and coefficients of 
variation for each parameter).53 Differences in means are significant at 1% unless marked (x) in the table. 

 

Cohort 

US 

UK 

Large Cap 

S&P 500 

FTSE 100 

Mid Cap 

S&P Mid-cap 400 

FTSE 250 

Small Cap 

S&P Small Cap 600 

FTSE Small Cap54 

Characteristic Mean Coeff. Of Variation Mean Coeff. Of Variation Mean Coeff. Of Variation 

Country US UK US UK US UK US UK US UK US UK 

Parameter Executive Directors 
Years on Board 8.3 5.7 19% 46% 10.6 6.5 18% 46% 10.5 7.3 14% 45% 

Years in Organisation 14.6 8.7 10% 41% 15.0 8.9 12% 45% 14.0 9.2 9% 45% 

Years in Sector 17.3 10.9 10% 45% 17.2 10.6 12% 46% 15.5 10.2 9% 44% 

Age (years) 56.5 51.2 3% 7% 56.4 49.9 3% 8% 55.6 51.1 3% 8% 

Qualifications55 1.9(x) 1.8 10% 39% 1.7 1.4 12% 48% 1.6 1.3 12% 45% 

 Non-executive Directors 

Years on Board 8.0 4.5 68% 62% 8.9 5.2 63% 59% 8.6 5.9 62% 59% 

Years in Organisation 8.2 4.5 69% 64% 9.1 5.4 64% 62% 8.8 6.0 64% 61% 

Years in Sector 10.4 6.7 72% 73% 11.4 9.1 67% 73% 10.8(x) 10.5 66% 72% 

Age (years) 62.2 59.7 10% 10% 62.3 58.7 11% 10% 62.0 59.1 11% 10% 

Qualifications 2.1(x) 2.1 42% 51% 1.9(x) 1.7 48% 59% 1.8 1.5 55% 62% 
 



 36

. 

 Chart 1 

Chart 2 

Average time in sector, 
by role and market capitalisation

0 
2 
4 
6 
8 

10
12
14
16
18
20

Large-cap 

Executive Directors 
Mid-cap Small-cap Large-cap

Non-executive Directors 

Mid-cap Small-cap

Ye
ar

s

US UK

Average time on board, 
by role and market capitalisation

0 

2 

4 

6 

8 

10

12

Large-cap Mid-cap Small-cap Large-cap Mid-cap Small-cap

Ye
ar

s

US UK

Non-executive DirectorsExecutive Directors 



 37

 
Chart 3 
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Sir John Chisholm 
Chairman of QINETIQ  

Governance for innovation  

QINETIQ’s success offers invaluable insights into the links between governance and innovation 
and a fascinating contrast between governance in the UK and the USA. 

Innovation is what QINETIQ is all about. One of the board’s most important involvements in 
innovation is to focus on a selection process to find people who can provide entrepreneurial 
leadership and encourage innovation. Cash flow from the business ultimately depends on 
innovation. Businesses need to make an effort to move from one generation of technology and 
revenue stream to the next. In order for this to happen there needs to be the right balance of 
enabling innovation and good risk management. The two go hand in hand. The CEO and 
Chairman both play a critical role in striking the right balance. 
 
Given that most individual innovations fail, one of the key challenges is how to create a culture 
where innovation is encouraged when failure is likely. Companies of course find it difficult to lose 
money and so there needs to be a clear leadership commitment to innovation paying off. In order 
to successfully promote innovation the board needs to have a well developed understanding of its 
customer and of the industry. QINETIQ ensures that it is plugged into its external environment 
through a judicious mix of expertise on the board, ranging from a Director with a strong financial 
expertise and networks in the City, to a technologist looking at new areas for development.  
 
Although for the largest companies UK and US board practice is similar, for most companies the 
priorities and pressures are rather different on each side of the Atlantic. Non-Executives in the US 
tend to be appointed in order to develop the business: to make introductions, to win new business 
and because of their specialist knowledge of existing and new technologies, with the essence of 
compliance legislation (Sarbanes-Oxley etc) being placed on the company officers. By contrast, 
Non-Executive appointments in the UK are driven by a need to fulfil regulation on independence 
criteria.  The need for UK candidates to be “whiter than white” can mean that companies struggle 
to appoint suitable people. In the UK the primary concern of boards can be to ensure that the 
business does not go ‘off the rails’, rather than proactively developing and growing the business. It 
is generally more passive and cautious with a focus on compliance and governance in contrast to 
its US counterpart, which tends to be more about generating ideas and following up on them to 
ensure their successful commercial implementation. 
 
In the US boards focus on strategy and making things happen, key executives generally attend 
the board and participate throughout, as opposed to the UK where they may attend board 
meetings to present on particular issues. If the focus on compliance was taken out of the equation 
for UK boards they might end up operating in much the same way as US boards.   
 
The challenge therefore is about how to manage different drivers and constraints, both internally 
and externally, in order to build the business and secure innovation. To create a well-functioning 
board, time spent by individuals on the board must be managed in order to avoid “group think” and 
there also needs to be a clear rotation of board members. At QINETIQ we have a practice where 
one person leaves each year, so that no board member serves more than six years. Boards need 
mechanisms in place to ensure that they do not become overly risk adverse whilst ensuring an 
appropriate high risk/high reward culture is embedded. All humans respond to financial incentives 
so these are an important factor.  
 
Getting the link between governance and innovation right is vital for our commercial success.  In 
the US entrepreneurial zeal is seen as a good thing, which reinforces what QinetiQ is seeking to 
achieve. In both the UK and the USA getting governance right is vital. Things shouldn’t feel too 
comfortable on the board, it should feel constantly challenged by the need to develop and 
improve.  You can only see success in the rear view mirror. 
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Being one of a kind on a board inhibits input  
 

 
Our discussions and desk-top research suggest that tokenistic approaches to diversity, 
or box ticking, in terms of ensuring wide representation at board level can be ineffective 
as being one of kind in a group can inhibit that person’s performance and limit the 
diversity of input. For example, a lone woman or person from a different ethnic origin to 
other board members may struggle to ensure a different perspective is heard. 
 
In a 2006 study amongst Fortune 1000 companies, Kramer, Konrad and Erkut found 
that a critical mass of three or more women can cause a fundamental change in the 
boardroom and enhance corporate governance. While a lone woman can and often 
does make substantial contributions, increasing the number of women to three or more 
enhances the likelihood that their voices and ideas will be heard. Women who have 
served alone experience not being listened to, being excluded from socialising and even 
from decision- making discussions, being made to feel their views represent ‘a woman’s 
point of view’.58  
 
London Business School studied over 21 cross-sector companies covering 100 teams in 
17 countries and found that neither men nor women flourish when they are in the 
minority in teams (i.e. below 30% of the overall group). Those in a gender minority tend 
to report lower life satisfaction, more negative moods and lower commitment to the 
organisation. There are some differences between how men and women build 
relationships with others when they are in a minority. Men in a minority tend to focus on 
the others in the group. Women in a minority are more likely to network with others 
outside the team than when they are in a majority.59  
 
The value of networking was also shown in a study across a large sample of 
Forbes/Fortune 500 companies. This suggested that demographic minorities can avoid 
‘out-group’ biases that would otherwise minimize their influence when they have prior 
experience on other boards or social network ties to other directors that enable them to 
create the perception of similarity with the majority.60 
 
So, simply having a diverse board is not sufficient; the diversity needs to be leveraged to 
be effective and boards need to consciously recruit for meaningful diversity. An 
outwardly highly diverse board might actually be homogeneous as the individuals’ 
perspectives and backgrounds may all be similar, despite their apparent differences. 
 
In another study by Joseph J. DiStefano and Martha L. Maznevski in 2000, it was found 
that the performance of diverse teams falls into three categories: 1) The ‘destroyers’ 
which fell into negative stereotyping and failed to move beyond their differences. 2) The 
‘equalizers’ who reported great performance but which were actually suppressing 
differences to smooth processes, and in turn suppressed differences in ideas and 
perspectives. 3) The ‘creators’ where differences were explicitly recognized and 
accepted, even nurtured, and their implications incorporated into every facet of the 
group’s processes. How the teams interacted e.g. how they understood, incorporated 
and leveraged their differences was critical to their success.61  

“There is a chicken and egg situation – to get more women on boards we need 
more women in senior executive positions, but equally having women on boards 
helps to accelerate that process. Business needs to use all available talent 
effectively.”  Sir Mark Moody-Stuart, Chairman, Anglo-American.56 

“Some commentators have observed that women seem to thrive on boards when 
where there is more than one, and ideally at least three, women present. This 
suggests that a critical mass is helpful, so that the voice of an individual is not 
isolated in the board environment." Steve McCauley, executive leadership 
coach.57  
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Diversity in board membership helps reputation 
and legitimacy 

Interest in the benefits of diversity in board composition is not confined to the companies 
themselves but is of growing concern to those around them in their eco-system.  
 
Diversity at such senior levels can act as proof that the company take seriously its 
responsibility towards its internal and external stakeholders. The diversity of the board 
not only send signals to its stakeholders but also helps make the board better able to 
read and react to changes in society and the increasing complexity and 
interdependencies in the business environment. 
 
For example, some investors are recognising the importance of diversity as a core part 
of good governance and that it enhances shareholder value. Board diversity therefore 
features in their investment criteria and principles for engagement. 
 
In a study by The Conference Board in 1999, which included investors such as TIAA-
CREF and LENS Inc., it was found that: “Diversity is a key part of good governance –
boards should professionalize themselves to achieve the company’s strategic goals” 
and “boards, as fiduciaries, represent all shareholders – a diversity focus does not 
change that, but rather helps a board fulfil its duties and mission.” 64 
 
The diversity of the board can also have a positive impact as talented people in the 
organisation can also see routes to the top when the board composition reflects 
difference including different style and ways of thinking. This may also be an attractive 
feature in terms of attracting new talent. 
 
As Tomorrow’s Company’s recent report ’Tomorrow’s Global Talent’ emphasises: 
“Tomorrow’s companies will be good at discovering, engaging and leading every ounce 
of individual and collective capability in people. For tomorrow’s global company this will 
be their route to world-class performance.” 65 
 
Setting the right example at board level is an integral part of being able to get and keep 
the talented people that will provide the innovative capability that the company will need 
to thrive and survive. 
 
In addition to the benefits that may accrue in terms of legitimacy, reputation and talent, 
the question was asked as to whether diversity can be directly linked to performance?  

 “The reason Wall Street rewards some firms more than others is because some 
firms have managed and taken active steps to build what we call ‘legitimacy’. There 
are at least four ways of signalling legitimacy, one of which is what we call scientific 
legitimacy and measure that as the percentage of board members who are 
academics. And it turns out that this makes a huge difference in the extent to which 
Wall Street rewards you for your product.” Rajesh Chandy, Tony and Maureen 
Wheeler Chair in Entrepreneurship, Professor of Marketing, London Business 
School.62 
 
“Corporate board diversity is an important attribute in defining how each director fits 
within the skill sets necessary for a company to be competitive in the evolving 
global market place. A corporate board of directors should establish and disclose 
the mix of director attributes, experiences, diverse perspectives, and skill sets most 
appropriate to focusing attention on optimizing company operating performance and 
total stock return”. California Public Employees' Retirement System (CalPERS) 63 
 

Diversity in board 
composition is of 
growing concern to 
those in a company’s 
eco-system.  
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Alison Maitland 
Journalist and co-author of ‘Why Women Mean Business’  

Why women in business matter 
Having more women on boards is clearly linked to stronger financial performance. Diversity is not 
just the right thing to do, or good for governance, it is also crucial for corporate performance. 
While it’s not clear that this is direct cause and effect, there is a very significant correlation. 

Why might this be? Recent McKinsey research found that women demonstrate more often than 
men five out of nine leadership traits that have a positive impact on corporate performance: things 
like being inspiring, building a collaborative team in which everyone can participate, defining 
expectations and rewarding people.66 Encouraging collaboration is very important for corporate 
innovation in order to get people to be creative instead of working against each other. 

A lot of the research points to the importance of having a “critical mass” of women – that’s 30 % or 
more - on a board or in senior management in order to be most effective. This is when you see 
significant financial out-performance.67 A number of chairmen and chief executives say that 
having women on the board or in the team makes the conversation more open, courteous and 
collaborative and less ego-driven. People feel more able to speak from their gender perspective, 
which is important in understanding different markets, products and services. 

Companies argue that they run a meritocracy and talent rises to the top. Well, that clearly isn’t 
happening: 60 % of graduates are female and over 60% of PhDs in the European Union go to 
women and in many cases companies are recruiting more women than men but at the top we are 
still seeing only 10 % or 20 % at best. Why? There are many reasons. There’s the whole concept 
of what is a leader. It is assumed that because men have occupied positions of leadership for so 
long they are natural leaders and women are not. Companies have relied on what we call ‘fix the 
women’ approaches, which encourage women to adopt more typically male patterns of behaviour 
in order to get to the top. 

As business leaders increasingly say that they want women to bring their difference to the table, 
that they don’t want male clones, we must challenge the expectation of what a leader should look 
like, which is based on the past, on what corporate leaders have been like, and which in most 
cases is still a white male norm. There is also a lot of unintentional bias in things like selection, 
promotion and support of women executives and the hidden biases against women become 
greater the higher up the company you go. For real progress to be made, these hidden biases in 
the system - sometimes called ‘micro-inequities’ - need to be tackled. These are individually small 
things, like unspoken assumptions or macho styles of communication, that cumulatively wear 
away at women’s sense of belonging or undermine their belief that they can get to the top. Very 
often assumptions about women - that they don’t want to go for promotion or that they won’t want 
to relocate to another country, things that may be essential for the leadership track - are made 
without consulting the women.  

Demographic and social changes mean that white male representation in the overall workforce is 
shrinking. So there’s a heavy imbalance at the top in terms of reflecting the reality of today’s 
diverse workforce. As one senior corporate executive told me, women tend to leave not because 
of childcare or family issues; they leave because they look up at the top and don’t see anyone like 
them. 

Most of the small increase in women on UK boards in the past decade has been in non-executive 
appointments. This is one way of introducing greater diversity at board level and, possibly, in 
senior management too. The number of female executive directors on UK boards is absurdly low 
and has only risen slightly in the past 10 years. However, there is evidence that companies with 
the most women on the board also appoint more women into senior management, so gender 
diversity appears to breed gender diversity.68 

What further action is needed? We are getting to a point where, unless there is much faster 
change in the numbers of women in the boardroom, we need to look at the possibility of quotas as 
a temporary measure to break the log jam. When quotas were introduced in Norway, people 
questioned where companies would find enough qualified women. They found the women by 
looking in places they hadn’t traditionally looked: by recruiting lawyers and economists, women in 
professional services, and those successfully running their own businesses, as well as women in 
senior corporate jobs. It’s time we, too, broadened our ideas about who makes a good leader and 
who makes a good board director. 
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Diversity and performance  
One of the key aspects that existing governance research has studied is whether there 
is a relationship between board diversity and performance. 
 
The arguments put forward for board diversity are similar to those put forward relating to 
team performance more generally.  
 
A crucial issue is the difference between boards which are primarily made up of 
executives (insider dominated) and those primarily made up of non-executives (outsider 
dominated). The insider dominated board, due to the predominance of internal 
functional perspectives may be regarded as more homogenous and the outsider 
dominated board as heterogeneous. Past research seems to indicate that for 
homogenous groups the distribution of performance will be Gaussian – some do well 
and some do badly but clustered around a mean. But with diverse groups the 
distribution is bimodal  – some do very badly and others do extremely well. For example, 
it has been found that teams that are multi-cultural tend to perform either much better or 
much worse than monocultural teams.69  
 
In a 2007 study by Catalyst, in which hundreds of Fortune 500 companies were ranked 
by the percentage of women on their boards, it was found that, on average, companies 
with the highest percentage of women board directors outperformed those with the 
least. 70 Supporting this thesis, a survey by McKinsey looked at 89 top European 
companies and found those where women were most strongly represented at both the 
board and at senior-management level outperformed others in their sector in return on 
equity and stock-price growth.71 In both cases, it is important to note that the authors 
highlight that although there is correlation, this does not necessarily prove or imply 
causation. 
 
However, in contrast, a 2006 report using a sample of 500 of the largest companies 
from Denmark, Norway, and Sweden found that Scandinavian boards are surprisingly 
homogenous in terms of gender and nationality, whereas the age distribution is more 
diverse. It also concluded that board diversity is not significantly related to company 
performance (measured by stock market valuation and profitability).72  
 
It has been suggested that lack of diversity may have played a part in the downfall of 
Bear Sterns and Lehman Brothers resulting in a corporate culture of exclusivity and 
focus on profit and a lack of concern for the long-term. Their boards of directors had 
virtually no gender and racial diversity. Among both companies’ boards of directors, 4.5 
percent were people of color and 4.5 percent were women. Compared with ‘The 2008 
DiversityInc Top 50 Companies for Diversity’® – Blacks, Asians, Latinos and American 
Indians make up 23 percent of their boards and women account for 22 percent of their 
boards.73  
 
But just having a diverse group will not necessarily enhance performance. As Arnoud 
De Meyer has commented, unless diverse teams explicitly acknowledge their inherent 
differences they will not struggle to excel and achieve outstanding results and the 
performance outcomes will not be as good as with homogeneous groups.74 
 
Given that the mechanisms do not exist to encourage boards to acknowledge their 
differences in this way these findings have interesting implications for diverse board 
performance. Even if diversity is achieved, how do we ensure that this diversity makes a 
difference and how do we ensure that the potential benefits of diversity are leveraged by 
being effectively managed? 
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Analysis by Tomorrow’s Company  

Stage 1  

From the outset of the study, we have taken note of strong anecdotal evidence that 
diversity and innovation are linked and that these have an impact on performance. In an 
attempt to check whether there was any data to support this view an initial analysis was 
completed across a small number of companies. 
• A sample of 20 innovative companies, 10 from the US and 10 from the UK, was 

identified by reference to the various lists of ‘most innovative companies’.75   
• These were matched with a sample of quoted companies from the US and UK 

selected on the basis of comparable employee numbers and sector. 

Table 4: Companies employed for initial analysis exercise 

US Innovative UK Innovative US Random UK Random 
Apple 
Google 
General Electric 
Microsoft 
Procter & Gamble 
Amazon 
IBM 
Hewlett Packard 
Walt Disney 
General Motors 

BP 
British Sky 
Broadcasting 
Capita 
HSBC Holdings 
Icap 
Johnson Matthey 
Marks & Spencer 
Serco 
Tesco 
Vodafone 

Cognizant 
Technology Solutions 
Computer Sciences 
Corp (CSC) 
Dell 
Ford 
Gap 
Johnson Controls  
Intel 
News Corporation 
Oracle 
Time Warner 

BT Group 
Camellia 
HBOS 
Mitie Group 
Morrison 
Supermarkets 
Next 
Rentokil Initial 
J Sainsbury 
Standard Chartered 
WPP 

Share price and market capitalisation data was extracted for period November 2003 to 
November 2008 and performance was calculated from the change over that period. 
Specific dimensions of board diversity were also investigated. (see Appendix One.) 
 
One of the key problems with this early analysis is that innovation is hard to measure. 
The ‘most innovative company’ lists are mainly based on peer group assessment.   
Even so, this analysis produced some interesting results:  
• The boards of US companies were generally more diverse than UK companies 
• The findings on education were consistent with the earlier Royal Society study by 

Dr. Alex Weir that the US has a higher proportion of academics on their boards 
• The boards of the US innovative companies were more diverse in terms of time on 

board, gender and education and had a higher number of network links than UK 
innovative companies 

• The stock market performance of innovative companies was better than the random 
samples 

• The performance of UK random companies is better than US random companies 
even though they are less diverse.76  

These last two findings taken together may suggest that simply having a diverse board 
across all or a number of the indicators is necessary but may not be sufficient for 
innovation to drive higher performance. (A summary of all the findings is provided in 
Appendix One.) 
 

Having decided that further analysis would be worthwhile, we decided to use 
performance as a proxy for innovation and investigate a larger sample of companies 
across the performance and diversity parameters.
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Stage 2 

Before undertaking extensive international analysis, we analysed a sample of 80 
companies, selected from the FTSE 350 to be representative of the performance of the 
group as a whole. This was to identify whether there were particular associations 
between board characteristics and performance that were worthy of international 
comparison. 
 
Board member information relating to the parameters identified by De Meyer and 
McCauley was obtained from the BoardEx database.77 i.e. Age, Gender, Nationality, 
Time in role (in years), Time on board (years), Time in organisation (years).78 (Details of 
the methodology are provided in Appendix One.) 
 
Company performance was assessed over the period 2000 – 2007 by determining 
changes in Tobin’s Q over the period (raw Tobin’s Q). Tobin’s Q is: 

                   MarketCapitalisation + TotalLiabilities 
      Q = 
                      (TotalAssets +TotalLiabilities)               

Tobin’s Q was used as this takes into account changes in value driven by corporate 
activity and capital structure, leaving a better picture of underlying performance. 
 
Only weak associations, if any, were identified between specific board characteristics 
and firm performance. An example chart is provided in Appendix One, which is typical of 
the overall findings. A result like this is not unexpected and does not disprove 
hypotheses about the benefits from diversity. An innovative culture is likely to be the 
result of the interactions between people, their backgrounds and experiences, rather 
than just a product of specific measures of diversity. Any further analysis should seek to 
build in measures of how a board is operating, as well as its composition and 
characteristics.   
 
In addition, more sophisticated assessments of diversity are needed than those we have 
been able to compute for this project. For example, analysis of the UK and US 
companies in Stage 1 found that the average level of educational attainment in US 
boards is higher, which is consistent with the Weir finding about greater numbers of 
academics on US boards. However, as well as the level of attainment, the discipline or 
subject in which a qualification has been gained will be part of the diverse experiences 
within a board that can contribute to its performance. 
 
Further, the data employed has typically been compiled for a different purpose, such as 
executive search processes, rather than for interrogating the impact of board 
composition on performance or the capability of a firm to innovate or manage other 
asymmetric risks. In the context of executive search, distinguishing between executive 
and non-executive directors has value. However, board performance is a product of the 
interactions between all the directors and in this context the distinction between 
executive and non-executive directors is not relevant.   
 
 
 
 
 
 
Having considered how diverse boards are and what impact this may have – in the next 
part of the report we turn our attention to what may be happening within the board itself 
and whether diversity makes a difference to discussions about innovation. 
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Stuart Tunstall 
Director, Lucid Associates Limited 

The Visible Board 
Whilst in their own world they may be success stories, in the well- researched public 
consciousness of many countries, including the UK, boards of directors are held in contempt for 
having overseen a period of unparalleled incompetence in world economic affairs. Whether the 
greedy, self-serving, under-qualified and nepotistic image of Boards is a travesty or a true 
portrayal, there is no doubt that the time is ripe for an upgrade of the modus operandum for 
boards. 
 
Such improvement will not only help rebuild the confidence of citizens and investors, it will also 
increase commercial performance.  
 
Current obstacles to boardroom excellence include: the lack of frequency, rigour and 
independence associated with the evaluation of boardroom performance – this can lead to 
complacency and insularity of thinking. Some board members are not clear what performance 
they are required to give – some being insufficiently aware of the difference between their 
responsibilities as directors compared to those they have as company executives; others lack 
clarity about what contribution they should be making to company direction, or lack the confidence 
to ask simple but difficult questions about company strategy; some boards have simply not been 
selected from a pool of sufficiently diverse talent.  
 
Whatever the current boardroom performance issues there are plenty of high performers and high 
performing teams in many other parts of the economy from whom good practices can be borrowed 
or adapted. Many have already been the subject of extensive published academic research. In the 
well-researched fields of the arts and sport, Actors and sports stars are subject to well-established 
practices aimed at ensuring the very highest levels of achievement. They are chosen from a very 
competitive, rigorous and quite open selection process, involving detailed scrutiny of performance; 
frequent feedback throughout performance is the norm; there are high rewards for high 
performance and usually direct negative consequences for poor performance; new talent is 
constantly sought and assiduously developed. In short, transparency and feedback are 
fundamental to success in the arts & sport. So what could translating this into the boardroom look 
like? 
 

• Transparency – it could be standard practice for boards to have their performance 
independently reviewed. They could communicate the competencies, skills and 
knowledge that make individual board members relevant to the particular challenges 
facing the board. The strategic issues being addressed, the process and parties involved, 
and the content of discussions could, wherever possible within the context of competitive 
advantage, be made available to stakeholders. These measures. would help ensure 
boards are as strongly resourced as possible and the quality of their output is scrutinised 
systematically 

 
• Feedback – specific contributions could be identified and published annually by which 

each director will be judged. The directors could have quantitative feedback given on 
them by a sample of their peers and other stakeholders, including some of the people 
who work for them. These results could be published. 

 
Unworkable? A step too far?  These sorts of practices have in fact been in place inside companies 
and organisations at lower levels, in project teams, and a variety of functions for many years. They 
are also, in their own versions within Arts and Sport, the tools that helped great actors and great 
sportsman become public heroes. 
 
 
Stuart Tunstall has worked with over 200 public and private sector organisations to increase 
organisational effectiveness through improved leadership, communication and organisation  He is 
also an experienced writer and broadcaster on performance at work. Formerly a partner with the 
global management consultancy The Hay Group, since 2001 he has been Director of Lucid 
Associates Limited. 
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The prevailing culture of the organisation and within the board, 
along with the style of discussions within the board, can impact on 
the innovative capability of companies. 

The art of good management, especially at board level, is the ability to manage the 
present, including any crises, at the same time as managing the future – what Abell 
termed the ‘dual nature of management’.81 Planning for today is about managing for 
results: planning for tomorrow is about managing change. 

Innovation is fundamentally about managing change and requires a different type of 
discussion to take place at board level and a different culture needs to be nurtured to 
enable this to happen.  
 
Being able to challenge the Chairman & CEO’s 
perspective is necessary for sustainable 
performance. 

There are multiple management styles: while some Chairmen and CEOs have governed 
through a culture of fear which has stifled dissent and debate, others have fostered a 
more collaborative working environment. The latter group have allowed space for open, 
constructive dialogue which is followed by time for reflection before decisions are made.  
 
The right culture and behaviours are important. In the 2007 McKinsey Global Survey the 
most widely shared idea among executives was to make innovation a core part of the 
leadership’s agenda, followed by modelling the right behaviour and improving processes 
for managing innovation risk.84 Burns and Stalker, who undertook a classic study of 
innovative organisations in the 1960s, identified a number of features of the most 
innovative firms. Amongst them was that people communicated with each other across 
the organisation as much as within the hierarchical structure and there was more 
emphasis on consultation and consensus building than on obedience to instructions.85 

An open culture that fosters collaboration and honest constructive discussion is far more 
likely to overcome barriers to innovation and management of risk as, by making it safe 
to speak honestly, senior leaders are more able to unearth potential barriers to 
innovation and address them. 

“Whether companies focus their innovation activities on products and services 
or on processes and business model development, the underlying key to 
innovation success is company culture.” Innovation Survey 2005.  
CBI/QINETIQ. 2005.79 
 
Having an organisational culture where mavericks are valued, where “the crazy 
guys have stature – where engineers are really important….Innovation comes 
through great engineers, not great product-marketing guys.” Bill Campbell, CEO 
of Intuit.80 

If you don't have dissent then you have a king. And the new model of governance is 
very much counter to that. What I try to do in meetings is to find the people who 
have not spoken, who often are the ones who are afraid to speak out, but have a 
dissenting opinion. I get them to say what they really think and that promotes 
discussion, and the right thing happens. So open models, beyond input from outside, 
also have to be inside the corporation. Encouraging this is an art, not a science. 
Because in traditional companies, the big offices, the corner offices, the regal 
bathrooms, and everybody dressed up in suits cause people to be afraid to speak 
out. But the best ideas typically don't come from executives. And, unfortunately, the 
executives don't agree with me on that” Eric Schmidt, CEO of Google.82 
 
“There is no one model that fits all businesses; different models may even apply 
within businesses. For example the long-term strategic issues that the Honda board 
wrestle with are not the same as the shorter term drivers for their Grand Prix racing 
team.” Baroness Bottomley, Chair of Odgers Berndtson Board Practice.83   

Innovation requires a 
different type of 
discussion to take place 
at board level and a 
different culture needs 
to be nurtured. 
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Covering up mistakes has had dire consequences and needs leadership from the top to 
avoid catastrophe. In Warren Buffet’s biography, ‘The Snowball’, he describes when he 
was appointed Chairman and CEO of Salomon Brothers as the company was on the 
brink of being shut down through failure to confront obfuscation. He resolved to replace 
the culture of secrecy and deception triggered by a bond rigging scandal in 1992 with 
complete transparency. He told Salomon employees that he would understand if they 
lost money for the firm but "Lose a shred of reputation for the firm, and I will be 
ruthless”.86  
 
Lack of adequate information and briefings may also contribute to Non-Executive 
Directors’ ability to constructively challenge their boards, as highlighted in the survey 
among members of the ICAEW. Most of the participants think that Non-Executive 
Directors’ ability to constructively challenge and contribute to board decision-making 
might be significantly inhibited by their access to the ‘right’ information (80%) and 
inadequate briefing by senior executives (80%).  
 
Using stories and narratives can help create 
superior performance  

Having strong organisational traditions and culture is fundamental to creating a 
framework in which innovation can flourish. Good CEOs carry the board in terms of 
ideology, vision and commitment and are passionate about the detail of the product and 
this is the case in some of the most successful companies – for example the Google 
CEO is a technology ‘geek’. The board needs to be made up of not only role models that 
live this culture, but a critical mass of effective role models who embody the 
organisational culture in an inspiring way. Role modelling isn’t only individual but 
collective. At a time when there is growing emphasis, across all sectors, on the 
importance of collaboration, top management must be seen to work as a cohesive and 
effective team. 
 
Many of those we spoke to in the course of this research referred to the importance of 
‘story boarding’ or creating a narrative about the organisation in a visible way. This 
narrative is generally initiated and driven at board level, but it manifests itself in details 
such as the things people raise in their retirement speeches, or the way internal 
announcements are framed.88   
 
The innovative culture of 3M is long standing and is founded on legends and heroes of 
the past. The freedom to fail, for example, is based on the story of Francis T Okie’s idea, 
in 1922, of selling sandpaper as a substitute for razors. Okie, who persisted in sanding 
his own face, (or so the legend goes), was able to champion such a crazy idea and yet 
keep his job. In the end he triumphed by inventing a waterproof sandpaper which 
became a winner for the company.  
 
In his’ book, ‘Ten Faces on Innovation’, Tom Kelly discusses the role of ‘The Storyteller 
in innovation: “The Storyteller captures our imagination with compelling narratives of 
initiative, hard work, and innovation. This person goes beyond oral tradition to work in 
whatever medium best fits their skills and message: video, narrative, animation, even 
comic strips. By rooting their stories in authenticity, the Storyteller can spark emotion 
and action, transmit values and objectives, foster collaboration, create heroes, and lead 
people and organizations into the future.” 89 If the stories, myths and legends reflect a 
positive organisational culture they can contribute to better performance, although such 
narratives can also be implicit and destructive.  

“When the leader knows what methods and techniques to apply, negatives turn 
into positives and conflict produces creativity. One of the reasons storyboards 
work so effectively is because they keep the issues up in front of people in a 
way that always keeps the issues in the conscious mind. It keeps the projects 
‘in your face’ and not hidden in a computer.” Danny Cox and John Hoover. 87 

The board needs to 
comprise a critical mass 
of effective role models 
who embody the 
organisation’s culture in 
an aspiring way  
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legends that reflect a 
positive organisational 
culture can contribute to 
better performance. 
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Ben Legg 
COO of Google Europe 

Innovation – Setting the tone from the top 
For me, innovation is about trying new things, challenging the status quo and inventing new 
business models. Google’s success in developing its business model is due to a combination of 
naivety, confidence and technical ability. For example, we launched our advertising business 
without relying on the established advertising agencies, but going instead to small firms with the 
simple message “click here if you would like to see your company on this page”. In the UK in 
2002, Google was ignored by the big agencies. By 2008, 20% of UK advertising spend was 
online! 
 
The company was started in 1998 by two visionary computer science students at Stanford 
University, California. Even now the Google board is dominated by engineers and the company is 
40% owned by its employees. It is still very much an engineering company. Many clients ask 
Google for consulting services and are prepared to pay for them, but Google would rather 
recommend other firms for such services, and let them take the income while we stick to making 
great products. If we also made money from consulting, we might be tempted to make suboptimal 
products, so that clients need to pay for consulting services in order to install them. That would be 
inappropriate! 
 
Innovation is ongoing, with new software products such as Android, which facilitates internet 
access by mobile phone and breaks down the walled gardens of the mobile telephone companies, 
as well as software which makes it possible for people to communicate across the various social 
networks. There are also Google Sky, Streetview and Book Search – Google has scanned most 
books out of copyright in major languages such as English, Spanish, French and German. To 
produce these things, ‘Googlers’ (people who work at Google) are given their heads. They will 
solve problems just for the heck of it and they enjoy fantastic working conditions.  
 
Our products are developed for the consumer first, and then moved to a commercial basis later – 
another break with traditional business models (which normally start with corporate or military 
users first). Our process begins with the question ‘how do consumers want to find and use their 
information’ then - sometimes much later - ‘how do we make money from all this (website) traffic?’  
 
Google has a clear vision of the future of technology and user requirements. For example, people 
will want to have all their pictures and music in one place, along with all their documents, and they 
want to access them from multiple devices and locations. The task is to overcome the barriers to 
getting there. There is also huge potential for profit to be made by increasing customer conversion 
rates in eCommerce. Of every 100 people who go into a shop, 50 will buy something. Of every 
100 who visit a website, on average only 3 or 4 will buy. Google is experimenting with some of its 
key customers, such as Next and Comet, to improve their conversion rates. Once we have the 
answers (we have many already) we will find a way to scale it. 
 
Google’s mission is 'To make the world's information universally accessible and useful'. The 
values associated with this are strongly held by Google employees, who are selected against four 
criteria: skills and experience, intelligence and cognitive ability, leadership and finally ‘Googliness’ 
i.e. have they done something extraordinary? Google is looking for challenge seekers, it doesn’t 
hire average people and has a high hiring bar-typically a first from a top university plus some 
demonstrated ‘edge’. The important thing is to hire people who are not scared of the future. 
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The external environment affects a company’s ability to be 
innovative but is also an important source of innovation. 
 
The last two parts of the report have been examining the issue of innovation and 
diversity from an internal company perspective. This part looks outwards into the eco-
system in which a company operates and the effect of this on its innovative capability. 
 
It is crucial that boards are able to clearly identify the key issues and information needed 
to make good decisions. The more diverse a board is the more likelihood that it will have 
strong information flows and hence awareness of pressures and changes in its external 
operating and regulatory environment and their potential impact.  
 
Being aware of the external environment is only one side of the equation; the other is to 
harness the strengths and capabilities in all the company’s eco-system to enhance its 
innovative capability.   

 
The current regulatory environment can create a 
compliance mentality and lead to risk averseness 
and impacts on board composition. 

While the regulatory environment should encourage innovation, it can have the opposite 
effect and contribute to a compliance mentality and lead to risk averseness. 
 
Many of those we spoke to in the course of our study confirmed that differences in the 
regulatory environment in the US and UK contribute to very different board dynamics 
and composition. However, on both sides of the Atlantic, compliance has become more 
stringent with the repercussions of bad decisions and poor risk management becoming 
more severe.  
 
It was noted, for example, that US boards can sometimes spend part of each board 
meeting complaining about the iniquities of the Sarbanes-Oxley (SOX) regulatory 
system or mired in a ‘legalistic catechism’ which has pushed real, strategic debate out of 
the boardroom.91 A report by the University of Pennsylvania looking at the US 
Sarbanes-Oxley regulatory framework noted that the cumulative impact of these 
changes is likely to undermine the ability of a substantial portion of public companies to 
utilise knowledge assets, adapt to change, engage in long-term risky projects, and 
otherwise undertake innovation activities. The report also suggests that SOX likely 
imposes a large, hidden, and growing cost in the form of foregone benefits that could 
accrue from innovation.92 
 
Another interviewee noted that the regulatory environment in the UK meant that board 
membership did not guarantee a comfortable lifestyle, as it had once done and that 
people now worry very much about the consequences of getting it wrong, of potential 
reputational damage and of pressure and scrutiny. This means that the potential pool of 
NEDs is shrinking, with repercussions for the levels of diversity.93 

 
“One model is that boards are responsible for the innovativeness of a company. 
Another is that regulation and compliance has a negative impact – so one 
question to ask is “Can anyone think of a company with a compliance driven 
board that is highly innovative?” Sir John Chisholm, Chairman, QINETIQ.90 
 

The regulatory 
environment should 
encourage innovation… 
but it can have the 
opposite effect. 
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The regulatory environment has changed rapidly since the 1990s 
In 1992 Sir Adrian Cadbury produced a report which reviewed the financial 
aspects of corporate governance following a series of failures arising in companies 
whose accounts were signed off as clean but which subsequently revealed 
significant financial irregularities. The first explicit guidelines on corporate 
governance in the UK, the Cadbury report was based on the “comply or explain” 
principle and was widely accepted and believed to represent existing good 
practice.94 

The report paved the way for two subsequent reports. The ‘Greenbury Report’ 
resulted from a study group chaired by Sir Richard Greenbury and reported in July 
1995. It amended the section within the Cadbury report (see above) concerning 
executive pay. The main recommendations were the appointing of a remuneration 
committee to determine directors’ remuneration and the required level of disclosure 
needed by shareholders regarding details of directors’ remuneration and whether 
there is the need to obtain shareholder approval.95  

The Hampel Report in 1998 reviewed the success of the Cadbury and Greenbury 
Reports. The Report consolidated the recommendations of the two previous reports 
and recommended the creation of a ‘Combined Code’ which was annexed to the 
Listing Rules. It also made recommendations on improving communication with 
shareholders and redressing the balance between implementing controls and 
allowing companies to find their own ways of applying corporate governance 
principles.96 

In 1999 the so called Turnbull Report titled ’Internal Control: Guidance for 
Directors on the Combined Code’, was drawn up with the London Stock Exchange 
for listed companies. The report informs directors of their obligations under the 
Combined Code with regard to keeping good "internal controls" in their companies, 
or having good audits and checks to ensure the quality of financial reporting and to 
intercept any fraud before it becomes a problem. In the process of reviewing and 
updating the guidance in 2005 it was found that it had led to substantial 
improvements in internal control which were achieved without the need for detailed 
prescription as to how to implement the guidance. The principles based approach 
of the original report had required boards to think seriously about control issues 
such as information and communications processes and processes for monitoring 
the effectiveness of the system of internal control. It had enabled them to apply 
principles in a way that appropriately dealt with the circumstances of their business 
without being overly prescriptive.  

The Sarbanes-Oxley Act of 2002 is a United States federal law enacted in 
response to a number of major corporate and accounting scandals such as those 
affecting Enron, Tyco International, Adelphia, Peregrine Systems and WorldCom. 
These scandals cost investors billions of dollars when the share prices of the 
affected companies collapsed and shook public confidence in the US securities 
markets.  The Act was named after Senator Paul Sarbanes and Representative 
Michael G. Oxley. President George W. Bush signed it into law, stating that it 
included "the most far-reaching reforms of American business practices since the 
time of Franklin D. Roosevelt." The legislation established new or enhanced 
standards for all U.S. public company boards, management, and public accounting 
firms and covers issues such as auditor independence, corporate governance, 
internal control assessment, and enhanced financial disclosure. It does not apply to 
privately held companies. In particular, there is a requirement that the CEO and 
CFO should sign off on all financial statements (either formally or in practice), 
including Form 990 tax returns, to ensure they are accurate, complete, and filed on 
time.97  



 53

  

The regulatory environment has changed rapidly since the 1990s 
 
Sir Derek Higgs led a review of the role and effectiveness of non-executive 
directors which became known as the ‘Higgs Report’ report, published in January 
2003. The main recommendation was to revise and strengthen the provisions of the 
Combined Code in order for NEDs to take on a more demanding and important role 
on company boards. It was a reaction to the fact that, at the time of writing the 
report, 60% of NEDs were recruited without formal process and that “being an NED 
used perhaps to be a gentle job for a retired CEO, a friend of the Chairman or a 
worthy public sector person.” 98 
 
Other primary recommendations contained in the report were that the role of the 
chair and chief executive should be separate and that NEDs should comprise half 
of the board and not serve more than two three-year terms on the board. Higgs also 
recommended that NEDs develop a balanced understanding of the views of major 
investors and that they “should constantly seek to establish and maintain 
confidence in the conduct of the company. They should be independent in 
judgement and have an enquiring mind… To be effective, non-executive directors 
need to be well-informed about the company and the external environment in which 
it operates, with a strong command of issues relevant to the business”. He went on 
to recommend that they “should insist on a comprehensive, formal and tailored 
induction”.99 
 
The result of Higgs’ report is that the NED role has become increasingly time-
consuming and carries a greater potential financial or reputational risk to the 
incumbent, while also being a far more rewarding and sought after position than it 
was in the past.  
 
 
The Tyson Report was written by Laura Tyson, the Dean of the London Business 
School, in June 2003. The report suggests that many UK companies would benefit 
from widening their search for NED talent and adopting rigorous and transparent 
recruitment procedures to include people with different backgrounds. Companies 
would better represent and understand their customers, be better able to identify 
new markets, and so become more competitive and productive. The report 
recommended the introduction of an annual census to measure the diversity of 
boards in order to encourage development of underrepresented groups. In 
December 2004 the Government launched the code ‘Building Better Boards’ to 
develop diversity in boardrooms.100 
 
 
The Combined Code was updated in 2006 and replaces the Combined Code 
published in 2003 (see above). During 2007 the Financial Reporting Council (FRC) 
reviewed the impact and implementation of the Combined Code. In October 2007 it 
announced the outcome of this review, including its intention to consult on limited 
amendments to the Code. The code was updated again in 2008 and a further 
review was announced in March 2009. 
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Being tuned in to the external landscape and the 
company’s eco-system is essential. 

Innovation is no longer an activity that is undertaken within a company’s walls. More and 
more companies understand that innovation comes from leveraging relationships and 
co-creation. 
 
A number of studies have identified the importance of relationships in exploiting new 
ideas. 
 
In a study looking at Innovation and networking in the UK, undertaken by AIM in 2004, it 
was found that: 

• Diversity in firms’ relationships with external organisations has a positive impact on 
innovation and performance and helps to inform decisions on risk management 

• The integration of suppliers, co-suppliers and distributors in innovation projects has 
a positive impact on the productivity of individual firms and the likeliness that the 
innovation will succeed.103 

 
A survey of 162 companies and 11 universities conducted by MORI in 2005 found large 
scale agreement to the statement that ‘stronger links between your company and 
academia would boost competitive advantage’ and that ‘universities see businesses as 
an important customer’, although there was general disagreement to the assertion that 
‘academics understand business needs.104 
 
Effective boards are not insular, but, rather, have a keen understanding/radar of the 
external landscape which comes either from the skill sets of the board members, or from 
sources external to the board. Such boards are receptive to the views of shareholders 
and other stakeholders.  
 
While a formalistic interpretation of the community structure can be limiting, the 
deliberate and selective inclusion of relevant stakeholders can be highly effective. For 
example, the inclusion of women on the Sainsbury’s board provided a clear 
understanding of the priorities and tastes of a critical consumer group.  
 
The stakeholder group most often represented on boards is employees. Germany has a 
system of co-determination, in which employees and shareholders in large corporations 
have an equal number of seats on the supervisory board of the company, so that the 
interests of both must be taken into account. This system of two-tier boards subjects 
executives in theory to close scrutiny by a senior board which represents wider society 
as well as shareholders. 
 
Keeping in touch with customers is often done through ‘Customer Advisory Boards’ 
which act as sounding boards and enable companies to test ideas and preview business 
plans with leaders from their most strategic customers. Almost all successful companies 
build collaborative partnerships with their customers and suppliers. The critical issue 
here for the members of the board to be closely involved so that they have direct access 
to the thinking of their customers and partners. 

We scour the external environment on a daily basis to look at what the young bio-
tech and academics are doing- the model is to harness this rather than rely on the 
huge internal R&D function.”  Senior Human Resources Director.101 
 
“The first tenet of good business is always knowing that there are smarter people 
out there.” Harold Schmitz Chief Science Officer, Mars Inc.102 
 

Effective boards are not 
insular, but, rather, have 
a keen understanding/ 
radar of the external 
landscape 
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Board members also need to have a combination of ‘loose’ networks (people that they 
do not know well or with differing views) and ‘tight’ networks (people who they do know 
well and with whom they have common views) in order to be effective in stimulating 
innovation. The loose network provides the turbulence and challenge where ideas can 
develop. The tight network gives the confidence to experiment.105   
 
Andrew Hargadon, at the Harvard Business School in 2003, identified that the use of 
secondary networks - those whose members are members of other networks that do not 
know each other are important to producing breakthroughs.106 
 
 
 
Analysis by Tomorrow’s Company 
Given the importance of networks to innovation, we undertook some analysis of board 
relationships across a sample of innovative and randomly selected US and UK 
companies to investigate whether there was a notable difference. The innovative 
companies were drawn from lists of the ‘most innovative companies’ produced by  
‘Businessweek’ in the US, and ‘Management Today’ in the UK.107  We analysed the 
number of network links for twenty companies recognised by their peers in this way. 
 
The number of network links is the number of people that an individual board member 
has links with within the BoardEx universe of people. These links may be through 
current or past positions in other companies, working for a charity, schooling or a shared 
recreational activity. (This information cannot be aggregated readily for a board and any 
duplication from two or more board members being linked with the same organisation is 
not removed.) 
 
Table 5: Comparison of board relationships for companies perceived to be 
innovative compared with a random sample 

 
There was a notable difference between the innovative and random groups. 
 
The board members of the innovative companies had around 30% more contacts than 
those in the random sample. This would suggest that innovative companies have wider 
networks and are able to make use of them to build their businesses.   
 
The different composition of US and UK boards contributes to the larger networks of US 
firms. Non-executive directors in both countries have wider networks than the executive 
directors. The higher proportion of non-executives on a typical US board means that 
they have a greater pool of contacts and so potentially have better access to the 
external landscape. 
 

Characteristic US UK 

 Innovative Random Innovative Random 

Network links (avg.) 734 549 316 248 

Change in market cap 11/03 – 
11/08 90.1% -35.5% 17.6% -6.6%  

Innovative company 
board members had 
around 30% more 
contacts than those in 
the random sample. 
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Steve McCauley 

Executive leadership coach and mentor 

Apple, leadership and the art of the impossible 
I asked a senior Apple executive a question about the iPod and iTunes some time ago: How did 
you do that? I’ll get to what he said, but let’s address the question: how do you stimulate 
breakthrough, innovative thinking? 
 
Well, innovation is inextricably linked to excellent leadership. Leadership has to be grounded in an 
intelligent understanding of business or political context. A leader needs to imagine and present a 
compelling picture of how a preferred future might look and how and why that future is desirable 
and achievable. 
 
1. Big ideas that resonate 
An effective CEO must frame the “future context” of the enterprise in terms that resonate with 
people. And innovation needs an over-arching idea about something magnificent to achieve. 
The Apple executive told me that they created a big idea: “All your music, in your pocket, all the 
time”. At that stage, their idea was impossible to implement: most companies would have 
compromised, but not Apple. They set about inventing a system that totally changed the game: a 
beautifully designed device that had sufficient memory, that didn’t require a huge battery, that was 
cheap enough to manufacture, that was reliable enough for consumers and stable enough so that 
the music didn’t skip. They created a sensational user experience and Steve Jobs charmed the 
music industry into selling songs via iTunes for 99 cents, which nobody else had done. 
 
The people at Apple did not compromise their big idea because it was “impossible”. It was the 
very complexity and difficulty of pulling it off that made it worth doing.  
 
2. Big ideas are contagious 
Fast forward: the original iPod of October 2001 has gone through seven generations and Apple is 
now a major player in mobile smart-phones. The iPhone is a global phenomenon, introduced only 
in 2007. A new industry has been created in the last year, with thousands of developers making 
groovy applications for the Apple App Store. They had a goal that was worth achieving, where the 
result would be so good that people would gladly pay a premium, again and again. 
 
3. Awareness of the world 
Leaders need to get out more. Executives are usually highly specialised within their own sector or 
niche and often too busy to gets their heads up to see what’s going on. Would you want to be 
today’s most innovative cassette player maker? 
 
Business and government leaders need to educate themselves about the technologies and trends 
that are reshaping things, to spot opportunities and threats. They need to integrate such insights 
into their vision for their own organisation and execute at warp drive. Contextual intelligence is 
required. The major trends are predictable and unavoidable and irreversible. Leaders need to 
learn how to cause their organisations to adapt and to evolve. Remember, Apple was never a 
music or mobile phone company before the iPod. 
 
The iPod launch slogan, “Ten thousand songs in your pocket”, was essentially the original idea 
carried through without compromise. That combination of inspired innovation plus brilliant and 
audacious execution has led to the history we now see being made. 
 
Steve McCauley is an executive leadership coach and mentor, business strategist, futurist, 
speaker and broadcast commentator. He works at the top of leading organisations in London, 
New York and other cities. www.stevemccauley.com 
 
 
© 2009 Steve McCauley 
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Professor Bob Garratt  
Chairman and writer 

From functional specialism to intelligent naivety: tackling 
the lack of strategic thinking on boards 
The Global Economic Crisis shows a lack of understanding of their roles, intellectual ability and 
common sense amongst directors internationally. The immediate UK response following great 
public anger was to commission the Walker Review on improving corporate governance in banks, 
and for the Financial Reporting Council to encourage public debate on the 2006 Combined Code.  
Their early recommendations appear structural rather than focusing on the behaviours and 
thinking processes behind the boardroom doors. Walker encourages “independence of thought” 
and “challenge” in the board but says little about practicality. An expectation that an Executive 
Director would openly challenge their Chief Executive at a board meeting is known in psychology 
as a “career threatening opportunity”. Few EDs have been known to accept it.  If the thinking is 
that independence and challenge are only the preserve of the Non-Executive Directors, then this 
is likely to happen spasmodically as their time nor inclination is in sustaining such challenges. 

To develop a board’s strategic thinking means removing two fundamental blockages built into UK 
board behaviours. First, that directors behave according to the law and ban the terms “Executive 
Director” and “Non-Executive Director” (which are not in the 2006 Companies Act) and use the 
correct term “Statutory Director”. All directors are equal under the law but until they act as though 
they were we shall continue the two dysfunctional board cultures of NEDs and EDs. This is 
resolved by EDs having two employment contracts; one a standard employment contract as an 
Executive for, say, 90% of their time. The other is a contract for services as a statutory director.  
By applying this latter to all directors it enables them to enter the boardroom as an equal. It 
requires some retraining of the Chairman and the Chief Executive.  But it works. 

The second blockage reflects badly on our management education system. As Adrian Cadbury 
says in his admirable book Corporate Governance and Chairmanship business is increasingly 
complex so a board’s thinking needs ….. the ability to integrate, to pull together, the different 
threads of a complex issue, so that it acquires coherence. He highlights today’s lack of strategic 
thinking competence …… the skills of management are becoming increasingly specialised and so 
the experience of directors is tending to become narrower. As a result their approach to issues is 
likely to be determined … by their particular expertise. He highlights the Chairman’s role in 
resolving this problem …..Chairmen, however, have to see the business as a whole, in the context 
of its environment, and need to integrate the skills and perceptions of all those seated around the 
boardroom table. 

The psychology of changing mindsets and behaviours is well-proven but rarely applied to boards. 
The “unfreezing” aspect of changing functional specialists into integrative strategic thinkers is 
developed most in the education of architects who have to integrate Science. Art and Economics 
in their designs. A simpler example is the Bachelor’s degree of Philosophy, Politics and 
Economics at Oxford University. Whilst an excellent start for directors it is unfeasible to prescribe 
it as mandatory. A more modest start is needed. I have found two very simple concepts help. 

First, that it is OK initially for a statutory director who has climbed a specialist route to not know 
what other specialisms are about. However, rather than sit there dumb and intimidated when other 
specialists talk it is crucial that the Chairman gives them protection to ask fundamental questions 
about what is proposed – to challenge. One is bright to get on a board nowadays, but one is 
inevitably going to be naïve about other specialisms. So be confident enough to use the power of 
intelligent naivety to ask those questions. It is remarkable how many others are puzzled by 
aspects of the proposal debated. Exposing their concerns is a powerful builder of personal and 
board confidence. The board bans “techno-babble”. 

Second, is to use that old, steam-driven framework – the PPESTT Analysis. This reviews on a 
regular basis the often unconsidered external aspects of the business, reflecting on the changing 
Political, Physical, Economic, Social, Technological, and Trade environments. These are any 
director’s “homework” - they are on duty 24/7 with full liability. The expectation is that they raise 
their strategic thinking by concentrating on one aspect for three months, noting the trends and 
questioning how this will affect the business? This is debated at a quarterly board Strategic 
Thinking sessions and after debate the director chooses another aspect to be studied for the next 
three months. This is not a PPE degree but it works well in practice. After eighteen months it is 
remarkable how much more effective the board’s strategic thinking is. This “helicopter view” 
approach sensitises directors to the rapidly changing outside world and develops the integration of 
the internal functional disciplines so board members undertake their full statutory director roles.  
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Innovation - the successful exploitation of new ideas - involves risk. 
Risk comes in many forms and requires excellent information flows 
and insightful management by boards. 
 
A discussion about innovation would not be complete without some discussion about 
risk. Risk and innovation go hand-in-hand. Risk is endemic in business, and risk 
Innovation - the successful exploitation of new ideas - involves 
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Innovation - the successful exploitation of new ideas - involves risk. 
Risk comes in many forms and requires excellent information flows 
and insightful management by boards. 
 
A discussion about innovation would not be complete without some discussion about 
risk. Risk and innovation go hand-in-hand. Risk is endemic in business, and risk 
management is a key responsibility of boards.  
 
We have defined innovation as “the successful exploitation of new ideas.” To exploit 
ideas involves taking risks.  
 
The management of risks that are significant to the objectives of a business is an 
important part of the stewardship of the company in safeguarding the shareholders’ 
investment and the company’s assets. 
 
A working hypothesis is that the more diverse and relevant the experience, background 
and thinking around a board table – the more chance there is of both identifying as 
many of the material risks to the organisation and finding appropriate and balanced 
approaches to manage these risks. 
 
The recent financial crisis has served to emphasize how important it is for boards to pay 
due care and attention to risk management and the consequences of not doing so 
especially when competition is driving innovation at speed. The spotlight has therefore 
turned again to focus on risk management with the independent review of corporate 
governance in the UK banking industry led by Sir David Walker and the FRC review of 
the Combined Code. 
 
In April 2008, the IMF noted that: “Private sector risk management, disclosure, financial 
sector supervision, and regulation all lagged behind the rapid innovation and shifts in 
business models, leaving scope for excessive risk-taking, weak underwriting, maturity 
mismatches, and asset price inflation.” 108 
 
At the launch of F&C Investments, 2009 Responsible Investment report, it was stated 
that there had been: “serious and ongoing corporate governance failings in the financial 
sector, including a failure to link pay to genuine long-term performance, weaknesses in 
risk management and board oversight, and challenges to the principle of pre-emption 
rights for existing investors”.109  
 
The ICAEW members who took part in the survey also tend to believe that risk 
management is too often inadequate or inappropriate. Nearly all held the view that 
inappropriate risk management is a factor which made a substantial contribution to 
recent governance breakdowns: nearly two thirds (65%) consider it a major factor. 

Supporting the recommendations of the Walker Review, survey participants tend to 
believe that boards do not have a strong understanding of the risks facing the business: 
only one fifth (19%) feel that boards have a strong understanding of ongoing operational 
risks (though among those with more direct experience of boards this figure rises to 
29%). The situation appears somewhat worse for ‘business not as usual’ risks, with a 
large proportion (70+%) believing that boards have poor or no understanding – 
regardless of level of direct experience of boards. 

In line with the Walker recommendations, the majority (79%) think that companies 
should adopt different procedures and mechanisms to ensure that the management of 
both ‘business as usual’ and ‘business not as usual’ risks is fit for purpose. Furthermore, 
only one in three believe that companies’ risk management and internal control systems 
are capable of reacting quickly enough to changing and unforeseen circumstances such 
as those we have recently witnessed.  

 
Risk and innovation go 
hand-in-hand. Risk is 
endemic in business and 
risk management is a 
key responsibility of 
boards 
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What is risk?  
Risk is all about uncertainty – about the future, or about an outcome. The Accounting 
Standards Board defines risk as “uncertainty as to the amount of benefits…the term 
includes both potential for gain and exposure to loss.” 110 
 
Risk is about the possibly adverse consequences that flow from choices, decisions and 
actions that boards make - but it also lies in forces and circumstances outside their 
control. 
 
The potential risks of innovation take a number of forms. First there are financial risks. 
For example there is the simple risk of market failure when a product does not attract 
consumers in sufficient numbers. The history of product launches in the FMCG arena is 
littered with examples from such fields as confectionary, breakfast foods and toiletries. 
 
Another financial risk is the so-called ‘first mover’ risk when the company that is the first 
to bring a product to the market loses out to competitors who rapidly enter the market 
with improved versions. 
 
Secondly, there is reputation risk which arises, for example, when a new product or 
process is seen as damaging to the environment or to consumers’ health.  

 
Thirdly there is the risk to human life or safety. This is a risk which is endemic in the 
pharmaceutical industry where negative side effects of any particular drug need to be 
balanced against its therapeutic properties and where the memory of the thalidomide 
disaster still haunts boardrooms. It is also of primary concern in the airline and railway 
industries. 
 
Not all risks can be foreseen – and some of these can have an extreme impact.  
 
Nassim Taleb calls some events ‘Black Swans’. A Black Swan is an event with the 
following three attributes:  
• First, it is an outlier, as it lies outside the realm of regular expectations, because 

nothing in the past can convincingly point to its possibility.  
• Second, it carries an extreme impact.  
• Third, in spite of its outlier status, human nature makes us concoct explanations for 

its occurrence after the fact, making it explainable and predictable.111 
 
Taleb cites the September 11, 2001 attacks as an example of Black Swan events.  
 

 
 
 

 

The Unknown. 
As we know,  
There are known knowns.  
There are things we know we know.  
We also know  
There are known unknowns.  
That is to say  
We know there are some things  
We do not know.  
But there are also unknown unknowns,  
The ones we don't know  
We don't know.  
D.H. Rumsfeld. 

“Between human beings there is a 
type of intercourse which proceeds 
not from knowledge, or even from lack 
of knowledge, but from a failure to 
know what isn’t known. ... Wisdom, 
itself, is often an abstraction associate 
not with fact or reality but with the 
man who asserts it and the manner of 
its assertion.”  
J. K. Galbraith.112 

 
Not all risks can be 
foreseen – and some of 
these can have an 
extreme impact. 
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Innovation and Risk 
In a study by Tushman and O'Reilly (1997) on innovative organizations managers 
invariably identified two critical elements for innovation: support for risk taking and 
change, and tolerance of mistakes.113 
 
 
Support for risk taking and change  
Innovators often complain that the attitude of top managers incorporates a fundamental 
aversion to risk. Whilst it could be expected that those who have a propensity for 
innovation may well regard those who are more risk averse in this way – equally it is 
likely that those who are risk averse might accuse innovators of being reckless!  
 
However, there may well be other pressures at work that lead to aversion to risk rather 
than support for risk at top team level. 
 
As we discussed in Part 5, the regulatory environment can contribute to a compliance 
mentality and lead to risk averseness. In the same way that we have argued that 
innovation needs to be embedded in the culture to be effective, so any system of 
internal control should be embedded in the operation of the organisation and form part 
of its culture. In the FRC’s 2005 review of the ‘Turnbull Report’ they noted that: 
“Establishing an effective system of internal control is not a one-off exercise. No such 
system remains effective unless it develops to take account of new and emerging risks, 
control failures, market expectations or changes in the company's circumstances or 
business objectives. The Review Group reiterates the view of the vast majority of 
respondents in emphasising the importance of regular and systematic assessment of 
the risks facing the business and the value of embedding risk management and internal 
control systems within business processes. It is the board's responsibility to make sure 
this happens.” 
 
Having this systematic, embedded process for risk management as well as an 
embedded culture of innovation may therefore create two parts of the culture that can be 
at odds with each other and if the risk management element is stronger it will inhibit the 
taking of risks necessary for successful innovation. 
 
There are other pressures that exert an influence on a board’s ability to support risk. 
Also, in Part 3 we discussed how investors are becoming more aware of the benefits of 
a diverse board – however, the other pressure that investors can exert is for short-term 
returns yet many innovations take a long time for the investment to come to fruition. 
Google recognise this potential dilemma. Their 2004 IPO prospectus stated: “We will not 
shy away from high-risk, high-reward projects because of short-term earnings pressure. 
Some of our best bets have gone extraordinarily well, and others have not. Because we 
recognise the pursuit of such projects as the key to our long-term success, we will 
continue to seek them out.” 114  
 
 
Tolerating mistakes and piloting 
Innovation by its nature will involve failures. Companies such as P&G and LEGO accept 
that success rates of 50% to 60% are about as high as is achievable or even desirable. 
They make a point of celebrating and rewarding failure as well as success to send the 
message that it is better to innovate and fail than not to innovate at all which would be a 
much bigger risk to the organisation. 

In many companies the 
culture is not one in 
which any failure is 
tolerated – 

Having a systematic, 
embedded process for 
risk management as well 
as an embedded culture 
of innovation may 
therefore create two 
parts of the culture that 
can be at odds with each 
other. 

Innovation involves 
support for risk taking 
yet the regulatory focus 
on risk and also the 
desire for short-term 
returns may lead to risk 
aversion. 
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Mistakes clearly cannot be tolerated in areas affecting human health and safety – such 
as airlines, railways and nuclear reactors. But in many companies the culture is not one 
in which any failure is tolerated – the idea of making a string of mistakes is feared. 
Studies of how managers define and perceive risk have shown that people tend to 
regard things they do not understand as more risky and those that they do as risky, 
regardless of their inherent risk.115 
 
Failure is particularly likely where there is no assured consumer demand for a product or 
where no market currently exists. Yet the returns from success in these areas can be 
very high, and to address the many challenges companies face from operating in the 
triple context – these are the very circumstances that they will be faced with.  Achieving 
a sustainable world will need some ‘disruptive technologies’ – i.e. those that bring to the 
market a very different value proposition than had previously been available and 
generally they underperform established products in mainstream markets – at least in 
their early stages of their adoption.116 For example, renewable energy products such as 
solar technology and hydrid/electric cars.  
 
This requires a different approach – as much less is known about what markets need or 
how large they become. Rather than careful planning followed by aggressive execution - 
planning for learning is required – which is about taking action before careful plans are 
made. It is about searching for critical information about new markets, resolving 
important uncertainties and talking smaller steps, adapting and learning from them 
before committing significant resources.117 
 
The careful design of pilots, whether they are to test market response, technical or 
production technologies to manage risk and the overview of a balanced portfolio of 
projects, some risky, some not, is not often communicated well internally or externally.  
All the risks inherent in innovation cannot be hedged against or managed out – but they 
can be made more acceptable over time. Part of achieving this is to tolerate mistakes 
and learn from them. Toyota understands this very well and has been practising it for 
decades. After every innovation project – successful or not – there is review – they call it 
‘hansei’ (reflection). 
 
Failures should not be seen as the opposite to success but a successful part of 
innovation. They provide the valuable learning needed for the future in an ever more 
uncertain world.  
 
 
Managing risk 

Risk management focuses on identifying what could go wrong, evaluating which 
risks should be dealt with and implementing strategies to deal with those risks.  
 
Companies use risk management principles to review various risks and companies will 
differ in their propensity to accept risk. Risk management techniques and practices can 
be expected to be most highly developed and respected in industries such as 
chemicals, aviation and the railways where human safety is an overriding factor and 
where disasters have been painstaking investigated and led to important changes in 
safety working practices.120 (See the piece at the end of this chapter from DuPont on 
Page 66.) 

 
 

“The key question for the new CEO was – what level of risk was the board 
prepared to accept?” Senior Human Resources Director.118 

“Focusing purely on the ‘really big risks’ is not in itself sufficient – a combination 
of smaller risky events may be equally destructive.” Baroness Bottomley, Chair 
of Odgers Berndtson Board Practice.119 

Failures provide the 
valuable learning 
needed for the future in 
an ever more uncertain 
world.  
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Conversely, it is evident that in the recent history of the financial services industries the 
existence of a risk management function does not prevent undue risks being incurred. 
 
One problem that Taleb discusses is that most models used for assessing risk work on 
the basis that the unexpected can be predicted by extrapolating from the past. This 
concern is often highly relevant to financial markets, where major players use value at 
risk models (which imply normal distributions) but market return distributions have fat 
tails. Whilst these models consider the ‘known unknowns’, they ignore the ‘unknown 
unknowns’. 
 
Managing risk is about managing uncertainty and some risks are very uncertain. 
However, that does not negate the need to try as hard as possible to identify and assess 
the risks involved in any endeavour. As Sahbi Jerad, head of dollar options trading at 
BNP Paribas in New York, points out – a model does not have to reflect reality perfectly 
to be useful: "From a practical point of view, we need models for pricing and risk 
management. Before we use them, traders learn about the limitations and weaknesses 
of the models and adjust their pricing and risk management strategy accordingly." 121 
 
One reason that the risks of innovation are harder to assess and manage is that some 
of the risks inherent in innovation are to do with relationships and communication – 
between the organisation and those in its eco-system, between different functional 
teams and within cross – functional teams. Good relationships provide the oil to 
lubricate innovation. For example, when P&G launched Fit, a wash made from all 
natural fruit and vegetables, they tested everything and got good consumer reaction, but 
failed to take the time to understand how to communicate to consumers the behaviour 
change required to use the product. After losing $50m it was sold.122 
 
 
Managing information to manage risk 
A board cannot assess or manage risk without good information which is timely, 
concise, relevant and as complete as possible, from within the company and from the 
external environment in which it is operating. In itself this is a challenge given the sheer 
quantity of information now readily available and its complexity. The culture of the 
organisation will have an effect on the quality of information and whether the relevant 
information reaches boards. If the culture is risk averse and people are fearful of failure 
then vital information can be filtered out. There have a number of cases where this has 
reportedly occurred – Leeson of Barings, who lost a reported $1bn, Peter Young of 
Morgan Grenfell who lost around $600m, and Toshihide Iguchi of Daiwa Bank, who 
parted with $1.1bn – they were all able to keep vital information hidden from their 
superiors. Another example of the effect of gaps in information flows is highlighted in the 
story of Salomon in 1991, when its trader Paul Mozer was caught submitting false bids 
to the U.S. Treasury.123 The full board was not informed until Warren Buffet stepped in 
as Chair. 
 
No individual board member can reasonably be expected to understand all the detailed 
issues of a large and complex company but the quality of the discussions, the quality of 
information flow and above all the culture set by CEO and Chair should be such that 
board members are empowered to raise concerns and have them acted on if they do 
not see adequate processes for understanding the instruments the company is using or 
managing the associated risk. And information itself can be a risk, for example the theft 
of laptops containing sensitive information. The loss of customer information in this way 
also has the unfortunate effect of creating a risk for those whose information has been 
lost i.e. the potential for identity fraud. In this sense risk can multiply and create a 
sequence of risk occurrences that extend beyond the company’s own business 
concerns.  

One reason that the 
risks of innovation are 
harder to assess and 
manage is that some of 
the risks inherent in 
innovation are to do with 
relationships and 
communication. 

The culture set by CEO 
and Chair should be 
such that board 
members are 
empowered to raise 
concerns and have them 
acted on if they do not 
see adequate processes 
for understanding the 
instruments the 
company is using or 
managing the 
associated risk. 
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The thought piece at the end of this section describes some best practice in safety 
management in the chemical industry. Managing ethics and brand reputation in the 
accounting industry at its best has some of the same features: clear management 
commitment, ethics as a line management responsibility, incident investigations and 
reports, effective communication. In risk and innovation management the inherent 
principles are likely to be very similar.  
 
 
 

In summary 
The desire to minimise risk will impact on a company’s ability to be innovative. So whilst 
risk and innovation go hand-in-hand the processes and culture required can become at 
odds with each other or be mutually supportive. The culture required to manage 
innovation involves the management of risk and being comfortable with dealing with 
some unknowns The challenge for boards is to find the right dialogue process and to 
understand that not to innovate carries certain risk.  
 
What managing innovation and managing risk do have in common is the need for 
tolerating some mistakes and learning. In the Institute of Chartered Accountants in 
England & Wales briefing document on ‘Risk management for SMEs’, they note: “There 
is a better appreciation that good communication and a learning culture, with openness, 
lack of blame and analysis of mistakes, is the key to effective risk management.” 124 
 

Many of our approaches to managing risks have been formed in an environment of 
‘business as usual’. Whilst for some companies their business will be less disrupted, for 
others they have entered a period of ‘business not as usual’ where the operating 
environment has become so complex that the ability to identify the risks to the business 
becomes more and more difficult.  
 
Even when they can be identified, they need to be understood in a much more systemic 
way. Some developments that may come along may create small incremental benefits 
but can have catastrophic down sides – ‘asymmetric’ risks e.g. the innovation in 
financial products such derivatives creates a benefit to some parties in the system 
enabling them to better manage risk – has contributed to an underlying systemic 
imbalance in the financial system that is now coming to light.  
 
All this requires different capabilities in the boardroom. A readiness to communicate the 
innovative options alongside their associated risk issues effectively, and have informed 
debate with competent and cognisant board members, is the essence of ensuring good 
risk and innovation management. Over the years, discussions on governance have 
been moving towards the need for greater independence of thought around the board 
table. But this needs to be ‘insightful independence’ – involving an understanding of the 
company and the environment in which it is operates – not just independence.  

Many of our approaches 
to managing risks have 
been formed in an 
environment of 
‘business as usual’. 
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Tim Copnell 
Associate Partner, Audit Committee Institute, KPMG LLP 

The changing face of risk management 
Over the years, risk management and internal controls have steadily grown in profile. This is partly 
due to geopolitical instability and the mounting complexities of running a global business, but 
perhaps the most compelling factor has been the introduction of regulatory change in response to 
well publicised corporate collapses (Sarbanes-Oxley and the EU’s recent Company Law 
Directives et al). 
 
But with greater legislative pressures have come more intense management and board scrutiny 
as well as a pressing need to drive efficiency and manage emerging business risks. Companies 
have made the necessary investment in risk management and systems of internal controls to 
comply with regulation – but in doing so, their expectations have changed. Simple compliance is 
no longer sufficient and companies are increasingly looking for risk management to play an 
increasingly strategic role in corporate decision-making.  
 
Nevertheless, many companies encounter significant challenges when it comes to maximising the 
efficiency of risk management activities and making the leap from value preservation to value 
generation. The two most significant challenges are perhaps achieving an understanding of risk in 
all its permutations and addressing the shortage of specialist resources required to respond to the 
expanding scope and remit of risk and control. 
 
If ‘risk’ is to be taken seriously, companies need to raise the profile of risk management within the 
business and ensure risk becomes part of everyday activities and a consideration in every 
business decision. A ‘risk awareness’ culture should permeate an organisation from the 
boardroom to the shop floor, but companies should be mindful of creating an excessively risk 
adverse environment that stifles innovation and decision making. 
 
Those companies that have already invested heavily in resources and expenditure to enhance 
their risk and control activities are now seeking more innovative ways to improve efficiency and 
overcome the barriers to effective risk management and control. One method that can be 
employed is continuous monitoring and auditing whereby business information is reviewed and 
reported upon in real or near-real time. Another innovation is integrated assurance. 
 
Typically assurance over a company’s system of risk and control starts with line managers, rising 
through the ranks to central risk managers, quality assurance, financial and accounting managers; 
to internal audit and, ultimately, to board level committees and the board itself. However, 
duplication and unnecessary costs can often be by-products of this approach. In response, some 
companies are switching to an integrated assurance model to try to coordinate their efforts across 
a common framework. This has an added benefit of helping to reduce duplication, improve 
efficiency and, at the same time, identifying, assessing and managing risks. 
 
Going forward, progressive companies are looking to shift the focus of risk and control from 
quantitative analysis (recording performance against compliance criteria) to a more qualitative 
model where informed judgements are made on issues such as the quality of decision-making, 
human capital risk, quality of collaboration and stakeholder engagement. This, in turn, leads to a 
better appreciation of how the failure to manage risk not only has a direct financial impact but can 
jeopardize reputation, brand equity and corporate social responsibility too.  
 
In summary, a future in which risk and control act as a strategic partner to the business and where 
a culture of risk is embedded into the organization can become a reality. But to achieve such 
ambitions organisations need to move forward with innovative developments; to coordinate better 
with other sources of assurance, and to forge a much stronger partnership with the business. The 
watchwords are communication, coordination and collaboration. 
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DuPont - A principles-based approach  

The DuPont Safety and Health Principles are: 

1. All injuries and illnesses can be prevented 
2. Management is responsible 
3. All operating exposures can be controlled 
4. Safety is a condition of employment 
5. It is necessary to thoroughly train all employees to work safely 
6. Audits must be conducted 
7. All deficiencies must be corrected promptly 
8. People are the most important element of the safety and health program 
9. Off-the-job safety is an important part of the safety effort. 
 
These principles are implemented through the following elements 
 

 
DuPont believes that at the heart of achieving safety excellence is cultural transformation and that 
this in turn requires what they term ‘felt leadership’. 
 
Felt leadership is all about people. It is about creating an environment that thirsts for, and 
sponsors, continuous improvements in safety, and drives employee involvement that is 
characterized by a high level of individual ownership for safety in the work place 
 
To measure its safety culture, Du Pont uses a Safety Perception Survey, which has been in place 
for over ten years, providing valuable feedback, insights and trends to help further improve and 
embed a culture of safety excellence. 
 
Some of the metrics of the Survey are: 
• What priority is safety given vs. quality, schedule and cost? 
• Is management commitment consistent across the organization? 
• Are managers involved in audits, safety meetings, incident investigations? 
• Are rules followed? When rules aren’t followed, are consequences consistent across the 

organization? 
• Are managers held accountable for safety? 
• What is the importance of off-the-job safety? 

This incessant focus has led to one of the best 
safety performances in any industry, 
outperforming the average of the chemical 
industry in the relevant markets by a factor of at 
least five.  

The graph opposite shows the relationship of 
performance to safety culture as based on the 
Safety Perception Survey score. 
 
 
Charles A Soczek, 
Principal Consultant, DuPont Safety Resources. 
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Our findings 
We set out to consider whether there was any link between the diversity of boards and 
their ability to manage innovation and risk.  
 
We have found qualitative evidence to support the central proposition that diversity of 
board composition is important for the exploitation of new ideas, although the 
quantitative data available has not fully confirmed that effectively managed diversity at 
board level is a necessary condition for innovation.  
 
However, we have identified that there are some important aspects to be considered in 
how the board is made up, how it operates and the context in which it is operating. 
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Our overall findings have been categorised into four key areas: 

• Board diversity – the effect the composition of the board has on innovation 
and performance.   

• Effective dialogue – the role of dialogue and culture in stimulating innovation. 

• Context – the impact of the operating environment on board diversity, 
innovation and risk management.  

• Managing risk and innovation. 
 
To shed further light on these findings, research was conducted among members of the 
Institute of Chartered Accountants in England and Wales (ICAEW).   
 
The survey explored members’ perceptions of issues around board composition, 
corporate culture and business understanding in respect of boards of UK listed and 
equivalent entities. The research was undertaken between 14 and 31 July 2009 among 
members who sit on boards and those who do not. In total, 1,716 members who work in 
accountancy firms, industry or commerce, public sector or charities as well as retired 
members who are Non-Executive Directors (NEDs) completed an online survey. 
The questionnaire was designed by KPMG, while the ICAEW facilitated the process of 
setting it up online, distribution to its members and reporting of the results. Further detail 
is provided in Appendix Two. 
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Board diversity – the effect the composition of the board has on 
innovation and performance.   
There is an issue with regard to board diversity in the UK compared to practice in the 
US and Western Europe: 

• US and UK boards differ in composition. 

• Being one of a kind on a board inhibits input.  

• Diversity in board membership helps reputation and legitimacy. 
 
Over 80% of members of the ICAEW who completed the survey feel that board diversity 
in its broadest sense is important in managing business risk and innovation. 
 
The earlier work undertaken by the Royal Society looking at the academic 
representation on UK, US and German boards is also presented in this report. This was 
undertaken as an indicator of difference in composition rather than reading too much 
other significance.125 
 
Only 12% of UK companies had ‘established’ academics (i.e. those with long, 
established academic careers as opposed to more recent appointments) on their 
boards, compared with 45% of US companies and 29% of German ones. 
  
Overall, 59% of UK companies were found to have no board members who had any 
academic positions or PhDs. In contrast, only 26% of US companies and 6% of German 
companies had no board members with academic positions or PhDs.  
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Effective dialogue – the role of dialogue and culture in stimulating 
innovation. 

The prevailing culture of the organisation and within the board, along with the style of 
discussions at board level, can impact on the innovative capability of companies. 
• Being able to constructively challenge the Chairman & CEO’s perspective is 

necessary for sustainable performance. Failure of boards to challenge executive 
directors was seen by nearly all ICAEW respondents as a contributing factor in the 
recent high profile governance breakdowns, and two thirds thought it was a major 
factor.  

• Having strong organisational traditions and culture is fundamental to creating a 
conducive framework for innovation to flourish. Developing the culture and traditions 
which lead to superior performance can be helped by relevant stories and 
narratives. 

 
Context – the impact of the operating environment on 
board diversity, innovation and risk management.  
The external environment affects a company’s ability to be innovative 
but is also an important source of innovation. In an increasingly global 
environment, the relevance of diversity in supporting innovation is not 
confined to within a company. Innovative companies that manage risk 
effectively build a supportive ‘ecosystem’ – the network of relationships 
built within their sectors, the countries in which they operate, their 
supply chain, with their partners and other key stakeholders. 
• The current regulatory environment can create a compliance 

mentality and lead to risk averseness and impacts on board 
composition. 

• Being tuned in to the external landscape and the company’s eco-system is essential 
to inform decisions on innovation and risk management.  

• Board members from innovative companies seemed to be better networked. 

 
Managing risk and innovation. 
Innovation – the successful exploitation of new ideas – involves risk. Risk comes in 
many forms and requires excellent information flows and insightful management by 
boards. 

• Innovation requires support for risk taking and change, and tolerance of mistakes – 
yet the regulatory focus on risk and the desire for short-term returns may lead to 
inappropriate risk averseness leading to a greater chance of failure in the longer 
term. 

• A board cannot assess or manage risk without good information which is timely, 
concise, relevant and as complete as possible, both from within the company and 
externally. 

• There is a need for greater ‘insightful independence’ of thought around the board 
table – involving an understanding of the company and the environment in which it 
is operates – not just independence.  

The ICAEW participants believe that risk management is too often inadequate or 
inappropriate: only a fifth of ICAEW respondents feel that boards have a strong 
understanding of ongoing operational risks. A large proportion (70%+) believe that 
boards have a poor or no understanding of business ‘not as usual risks.’ 
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Our recommendations  

In considering our recommendations, and the extent to which they may be considered 
as appropriate, it is perhaps helpful to turn the clock back some 150 years to when the 
first major legislation in the UK was passed on company reporting, the Joint Stock 
Companies Act 1844, requiring a ‘full and fair balance sheet’ to be presented. The furore 
created was such that the Limited Liability Act (1855) and the Joint Stock Companies 
Act (1856) withdrew the need for an audit and its publication. It was not until the 
Companies Act (1879) that the need for a ‘full and fair balance sheet …to exhibit a true 
and correct view of the state of the company’s affairs’ was reintroduced. 
 
Few would argue that this has not been a positive development and companies not only 
publish audited historic financial information but also forward looking information is 
presented. More recently, some companies have extended the information provided to 
include social and environmental impacts and again this is becoming more common 
place and recognised a good practice.  
 
Demands for increasing transparency are likely to continue as investors and the public 
at large become ever more sophisticated in their assessment and views of companies 
and the vital role that they play in our society. The financial crisis and lack of 
transparency about the activities of some financial institutions has demonstrated only 
too vividly that transparency is not a luxury but a necessity. Taking what are considered 
to be bold steps requires foresight and courage but also creates an environment that 
encourages companies to be leaders in their field. In terms of governance, the UK has 
the opportunity to retain its leadership in this area and take further bold steps to help it 
do so. 
  
Our recommendations focus on helping to encourage effective risk and innovation 
management essential to both company performance and the world in which companies 
operate. 
 
During the consultation process for this study, two workshops were held looking 
specifically at current board evaluation practices and how these could practically be 
enhanced to improve board evaluation and performance with a particular emphasis on 
increasing transparency and feedback and measuring the important issue of  ‘tone from 
the top’ as highlighted in this report. Inevitably, whilst the focus of the study is the 
relationship between governance, innovation and diversity, it was impossible to 
disentangle this particular aspect from wider matters relating to governance and board 
performance in the discussions. 
 
Those outputs from the workshops which were of direct relevance to the subject of this 
report have been embedded in the main text and our recommendations. However, we 
are grateful to those who attended the workshops and for their input, drawing from their 
extensive experience in this field, and therefore felt it appropriate to present all the 
recommendations from these workshops to preserve the integrity of the ideas provided.  
These are provided in Appendix Three. 
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We would encourage greater levels of transparency about how well the 
board works together and the codification of best practice.  
Boards undertake significant reviews of financial performance and this information is 
also externally audited. Yet the same rigour is not applied in respect of the quality of the 
dialogue and ‘tone from the top’ with respect to innovation and risk management as well 
as overall board performance. We feel that there are areas for improvement in terms of:  
• better transparency to shareholders in the effectiveness with which the ‘tone from 

the top’ or ‘felt leadership’ exists for key areas within the company e.g. on risk 
management for financial services, ethics for accountancy or safety for transport 
and the process industries. ‘Felt leadership’ is all about people. It is about creating 
an environment that thirsts for, and sponsors, continuous improvements and drives 
employee engagement that is characterized by a high level of individual ownership 
in the work place;  

• encouraging appropriate (but not indiscriminate) challenge. 

These are areas that have sometimes been dismissed as too qualitative to measure but 
the experience of companies like DuPont in measuring ‘felt leadership’, in safety and 
correlating these to safety performance is instructive and could potentially be extended 
over time to measuring ‘felt leadership’ in risk management. We would therefore 
encourage: 
• boards to consider the use of the various tools and methods available that enable 

them to explore these aspects in more depth. Over time, it is hoped that leading 
companies might instigate independent audits in this respect. A further step would 
be to publish the findings in their annual reports or asking the Senior Independent 
Director to comment on how suitable the ‘tone from the top’ is;  

• the Financial Reporting Council (FRC)  to convene an appropriate group (along 
similar lines to the work of the Smith Committee) to codify best practice for boards, 
and to consider asking BIS to commission work to review quantitative approaches to 
measuring ‘felt leadership’ in risk management. 

 
Boards should undertake regular reviews to ensure that the quality of 
information they are receiving both internally and externally stays relevant 
to changes in the company’s operating environment.  
In part this will come from the quality of input from NEDs. Therefore their selection and 
access to all parts of the organisation is key, particularly by ensuring that informal as 
well as formal avenues are made available and utilised. For example, encouraging 
NEDs to spend time with employees unaccompanied by executives and inviting outside 
experts and commentators to present to the board on a regular basis. Additionally, it 
might be worth considering how well networked board members are, by comparison with 
their peers in other companies. Such information is available via information databases 
such as that provided by BoardEx. 
 
To improve risk and innovation management – companies might 
undertake more systematic development of leadership, culture and 
learning processes. The Turnbull/Flint recommendations on risk should be 
reviewed.  
Good risk management has been pioneered by the railway, airline and process 
industries, where the failure to manage risk results in the direct loss of life rather than 
only the loss of now very large sums of money now impacting the majority of the world’s 
population. There is little transparency in risk management process and culture in many 
industries. It is clear that relying on independent NEDs (in the UK) or placing draconian 
rules on executive teams, such as Sarbanes-Oxley (in the US), has failed to protect 
sufficiently against unwise innovation in the financial services industry. There is also a 
concern that the corporate reaction to the Turnbull/Flint recommendations on risk has 
become too formulaic and the opportunity should be taken to review these. 
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Undertake a regular review of board skills against the evolving needs of 
the organisation and improve disclosure. 
Many of our approaches to managing risks have been formed in an environment of 
‘business as usual’. Some companies have entered a period of ‘business not as usual’ 
where the operating environment has become uncertain and requires different 
competencies. 
 
To ensure that the diversity of skills and thinking are available to address the major 
challenges faced by the company, we suggest that the existing guidance in the 
Combined Code is strengthened to recommend that boards: 
• undertake a regular review on the board skills needed with an identification of major 

gaps and how and when they need to be filled;  
• take steps to improve the current disclosure of the biographical details of directors 

so that they explain why the director is on the board and how their knowledge, skills 
and experience fit in with the company’s strategy and objectives. 

 
We would urge standard setters and policy makers to consider revisiting 
the independence criteria established for NEDs.  
An important role for the NED is to bring to the board a different and more externally 
facing perspective and to be a ‘critical friend’. As the Higgs’ report states: “To be 
effective, non-executive directors need to be well-informed about the company and the 
external environment in which it operates, with a strong command of issues relevant to 
the business.”  
 
The challenge of getting individuals with sufficient knowledge and experience of the 
company's operations who are also perceived to be independent is a difficult one. We 
believe that the independence criteria, as understood and applied, have become 
unhelpful at times to obtaining appropriate experience and judgment on boards, and 
have become used as a proxy for qualities such as gravitas and weight of presence 
rather than real industry knowledge or the ability to translate learning from another 
industry or field into useful guidance for critical decisions. It is notable that technical 
understanding is better respected overseas in the Far East and the US than on the 
majority of UK boards. 
 
We also seem to have lost sight of the value that non-independent non-executives can 
bring. Independence of mind and judgement can be found in both in dependent and 
non-independent NEDs. It would be useful to stress that individuals with key industry 
experience or other special qualities such as technology insight, even if they do not 
meet independence criteria because of past association with competitors, customers or 
shareholdings, can make a real contribution as NEDs. For both Executive Directors and 
NEDs, raising their general confidence to challenge independently around the 
boardroom table requires developing their ‘intelligent naivety’. This acknowledges that 
many directors reach a board with mainly specialist functional knowledge, but on 
becoming a statutory director they have to cope with all disciplines. To build their 
confidence, and thus fulfil their proper role as a director, they need to be encouraged to 
ask fundamental questions of the specialist and assess the consequent risks and 
opportunities. It is the Chairman's role to ensure they are protected in asking such 
questions as a key part of their induction to the board, especially for the first six months. 
 
It is important that the regulatory framework currently being considered in 
the light of the financial crisis sets the right balance.  
It is clear that the opening up of financial markets has brought very real benefits to the 
economies that have embraced them. Changes to legislation should be supportive to 
sustainable company growth and build on the development of the UK in general and 
London in particular based on the advantages of language, time-zone, talent, 
infrastructure and access. 
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Next steps 
The overall findings have been fed into the ‘2009 Review of the Combined Code’ being 
undertaken by the Financial Reporting Council and the concurrent ‘Review of Corporate 
Governance of UK Banking Industry’ by Sir David Walker.126 
 
We also hope that this report will encourage a higher level of debate about board and 
leadership team composition in the context of innovation performance, and to prompt a 
more substantive review of these issues. 
 
To assist in this debate, a number of questions that boards, policy-makers, investors 
and others might wish to consider are set out opposite on page 77. 
 
Governance is a developing field and during the course of this study it has become clear 
that further work would be useful in respect of: 

• the richness of experience of the board members, their functional background and 
experience of adversity;  

• best practice in terms of coaching and mentoring and how to increase the 
transparency of quality of discussion and process and particularly how effective the 
board is at leveraging difference; 

• quantitative measurement of ‘felt leadership’ with specific respect to risk and 
innovation management. 
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Agenda for Boards 
• How can the diversity of the board and the quality of board 

discussion be enhanced? 

• How do you ensure high quality, concise and relevant information is 
provided to the board – internally and from external sources? 

• In your risk management processes how do you evaluate 
performance in relation to innovation? 

• In what ways does the board ensure that it is aware of and learns 
from successes and failures? 

• To what extent does the board make transparent to shareholders the 
quality of the above through independent reviews? 

 
Agenda for policy-makers 
• How adequate are the existing guidelines for board management and 

the selection criteria for Non-Executives? 
 
• How can the fitness of board members relative to the company 

context and strategy be assessed? 
 
• In terms of the regulatory environment – how can innovation be 

encouraged in the more risk adverse environment that has resulted 
from the financial crisis? 

 
• What more can Government do to incentivise board diversity? 
 
• How should the regulatory framework encourage greater 

transparency of risk and innovation processes? 
 
• How can greater levels of transparency be encouraged with regard 

to ‘tone at the top’ in respect to risk and innovation management? 
 
 
Agenda for investors 
• In considering whether to invest in a company to what degree are 

board diversity and transparency of risk and innovation 
management processes a factor? 

 

Others 
• Business schools – how can the subject of board diversity and 

transparency be further developed in management and governance 
practice? 
 

• Recruiters – What steps are taken to broaden the pool of potential 
candidates and help boards avoid too much homogeneity without 
sacrificing cohesive team working? 
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To describe a report on governance as a ‘labour of love’ may seem improbable, but it 
certainly applies in this case. It started with the conversational equivalent of a ‘googly’: 
seeking to better understand the implications of research showing that boards in the 
USA have a far higher proportion of academics than boards in the UK. 

Sounds straightforward? One might think so, but as the rolling stone represented by this 
programme of research and inquiry started rolling, so it gathered insight and substance 
through layers of data analysis, interviews, dialogue and reflection – and we found that 
we had embarked on a journey that might become of increasing importance. 
  
Peter Davidson recognised in Tomorrow’s Company a group of people and a body of 
learning sharing his deep interest in and passion for governance. Our early 
conversations, also involving Philip Sadler, our Senior Fellow, and Mark Goyder, leading 
our major programme of work looking at ‘Tomorrow’s Owners’, set the scene. 
  
In particular, we have tapped into our work over many years, since the original inquiry 
into ‘Tomorrow’s Company’ led to our founding – culminating, for example, in the recent 
reform of Company Law, and the definition of the roles and responsibilities of directors, 
and their duty to the long-term health of the living ‘organism’ that is the company. 
  
The conclusions which have emerged are the product of many different kinds of input, 
each providing further and cumulative insight. We have been fortunate to talk in depth 
with leading Chairman and Chief Executives, as well as academics and other 
acknowledged experts, from across the world: at the end of this report we detail all 
those who have been so involved, and we thank them all greatly. 

Alongside this qualitative input, we have benefited greatly from the generosity of Kit 
Bingham and Meg Myers of Odgers Berndtson, in particular, together with BoardEx, for 
their often heroic analysis and data crunching – supported with unstinting rigour and 
dedication by Arthur Probert, one of Tomorrow’s Company’s Research Associates. 
 
From KPMG, the contributions of David Matthews and Tim Copnell have been 
invaluable. 
 
From the ICAEW, the input of Svetlana Dimitrijevic and Richard Spencer and 
colleagues, led by Michael Izza, is hugely appreciated. 
  
From Wragge & Co, their kind hospitality in hosting the dinner dialogue. 
 
Within the Tomorrow’s Company team, the work of Laura Southerland together with 
Aditi Metha, Federika Coll, Rossa O'Keeffe-O'Donovan, Katja Koggelman, David 
Ackroyd, Heidi Strebel, has all contributed greatly. Peter I know would want to join with 
me in giving a special mention to Pat Cleverly – who has brought together all these 
multiple inputs and woven them together in this report. 
 
Finally, our most sincere thanks to John Alty, Vicky Pryce and David Styles of BIS – for 
their generous support and encouragement, which has given us the time and space to 
develop the body of thinking, and scope of recommendation, this report now provides: 
we hope that they value the contribution that they have done so much to make possible. 
 
Governance, as I say in the introduction, has for too long been taken for granted. This is 
wrong. But good governance is all about good judgement and nuances of opinion. We 
hope this report does justice to the richness of contribution provided by all those 
thanked, and that it plays some part in contributing to the revitalisation of good 
governance in the UK and beyond. 
   
   
Tony Manwaring 
Chief Executive 
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Appendix One  
Research Methodology and more detailed findings 
 
Qualitative Research 
The qualitative research was conducted through a combination of desk-top research, 
individual interviews with senior business people with extensive experience at board 
level, as well as a dinner dialogue with a wider group of such people.  
 
 
Quantitative Research Stage 1  
Method 
This stage was performed to identify if there were potential associations between a 
selection of diversity criteria and financial performance for four groups of companies: 

 US companies recognised as innovative 
 UK companies recognised as innovative 
 A reference group of US companies 
 A reference group of UK companies. 

 
Ten companies were selected for each group.  Innovative companies were selected 
from reviews by peers. 
 
Criteria for difference/diversity 

The primary source for the data on diversity has been drawn from the BoardEx 
database through the assistance of Odgers Berndtson. 
 
The main criteria of diversity for the members of the boards of those companies used in 
our research include:  

• the number of years spent on the board,  
• the number of years in the organisation  
• the number of  years spent working in the sector 
• the number of quoted boards an individual has sat on to date 
• age 
• educational level attained 
• gender, and 
• nationality, and  
• the number of people that an individual board member has links with within the 

BoardEx universe of people. 
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Detailed Findings 

The overall findings are summarised in the table below: 

 US  
vs.  

UK overall 

US 
Innovative 

vs. 
UK 

Innovative 

US Random 
 vs. 

UK Random 

US 
Innovative 

vs. 
US 

Random 

UK 
Innovative 

vs. 
UK 

Random 

Age Little 
difference 

UK more 
diverse   

US more 
diverse 

Random 
more 
diverse 

Little 
difference 

Time on 
Board 

US more 
diverse 

US more 
diverse 

US more 
diverse 

Random 
more 
diverse 

No 
difference 

Nationality Little 
difference 

UK more 
diverse 

US more 
diverse 

Random 
more 
diverse 

Little 
difference 

Gender US more 
diverse 

US more 
diverse 

Little 
difference 

Innovative 
more 
diverse 

Random 
more 
diverse 

Network 
Links 

US more 
networked 

US more 
networked 

US more 
networked 

Innovative 
more 
networked 

Innovative 
more 
networked 

Education US better 
educated in 
terms of 
qualifications 

US better 
educated in 
terms of 
qualifications 

US better 
educated in 
terms of 
qualifications 

No 
difference 

Little 
difference 

Execs/Non-
Execs 

US more 
non-execs 

UK more 
executives 

UK more 
executives 

US 
Random 
more 
executives 

No 
difference 

Performance US better US better UK better Innovative 
better 

Innovative 
better 



 83

Quantitative Research Stage 2 

Method 
The responses to the results from the first stage supported modifying the approach and 
undertaking further analysis. The two main modifications were to employ performance 
as a proxy for innovation and to refine the sample to control for sector-specific factors. 
Before undertaking a detailed analysis of the FTSE 350 and any international 
comparators, a sample of 80 companies were selected to test whether any significant 
associations existed between firm performance and individual board composition 
measures. 
 
Company performance was measured over the period 2000 – end 2007 using the 
change in Tobin’s Q (Q), which takes account of changes in leverage over a period and 
changes in market capitalisation due to corporate transactions. The formula for Tobin’s 
Q is: 

                   MarketCapitalisation + TotalLiabilities 
      Q = 
                      (TotalAssets +TotalLiabilities) 

Analyses have also been undertaken for the four year periods 2000 – end 2003 and 
2004 – end 2007, which broadly match a bear market and a bull market respectively. 

A sample of 80 companies was selected from FTSE 350 to be representative of the 
performance and sectoral composition of the group as a whole. Financial data to 
determine Tobin’s Q was sourced from the FAME database. Investment trusts and 
companies with insufficient data for the period were excluded from the analysis.  
Companies were ranked according to the change in Tobin’s Q between 2000 and 2007 
and sample companies selected to be representative of the range of performance 
displayed by the FTSE 350. The sample composition was adjusted by selecting 
companies of similar performance to make the sample sectorally comparable be 
reflective of the FTSE 350. 

To take account of changes in firm value arising from sectoral factors, market 
capitalisation figures used in the calculation of Q were adjusted for each sector’s stock 
market performance over the relevant period: e.g. for a period between 2000 and year t. 

                                          MarketCapitalisationt 

AdjustedMarketCapitalisation t.2000 =       Sectorindext – Sectorindex2000 

                 Sectorindex2000 
 
These market capitalisation figures were employed to create the Adjusted Tobin’s Q 
metric. 

To create measurements of board diversity, the following information was extracted from 
the BoardEx database for each company’s current set of directors: 
 Age 
 Time in current role 
 Time on board 
 Time in organisation 
 Nationality 
 Gender. 

 
For each board, the standard deviation of each measure was determined. Standard 
deviations were plotted against company performance and lines of best fit and 
correlation coefficients for those lines determined.  
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Detailed findings 
Sectoral analysis of the sample found patterns within the data; e.g. companies in the oil 
and gas and mining sectors tended to be higher in the performance rankings, while the 
software and computer services and general financial sectors were lower.  
 
This is consistent with the economic commentary for the period, which started with the 
dot.com bubble and finished with strong demand for commodities. To address this, the 
market capitalisation component in the Tobin’s Q formula was adjusted to take account 
of the sectoral stock market performance over the period (adjusted Tobin’s Q). 
 
The chart below is typical of the overall findings. Although there is a positive trend line, 
its explanatory power, as indicated by the correlation coefficient (R2), is minimal. For a 
correlation to be considered to have good explanatory power, the correlation coefficient 
would be expected to be greater than 80%.  
 
 
 
 

 
 
It is likely that sector-specific factors would have an effect on company performance that 
could confound the results. Nine of the companies in the sample are in the Support 
Services sector. The impact of sector-specific factors was tested by analysing these 
nine companies to see if there were any notable changes in associations.  
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Table 1 below compares the associations from the full sample of companies and the 
nine Support Services sector companies. The effect of controlling for sector can be seen 
in the higher levels of association for the group of companies from the Support Services 
sector. Even so, the associations displayed are much lower than the 80-90% that would 
be expected for there to be a significant link between any board characteristic and 
performance. 
 
The table also sets out the results for 2004-2007, a period when economic conditions 
appeared positive. Critically, none of the associations persist for any factor or 
combination of factors to have any explanatory power for performance over these 
periods. 
 
 
Table 1 
Correlation coefficients for standard deviations of board composition 
characteristics and company performance 
 

Period Age 
(years) 

Time in 
Role 

(years) 

Time on 
Board 
(years) 

Time in 
Organisation 

(years) 

Nationality 
Mix Gender Network 

Links 

Raw Tobin’s Q 2000 – 2007 
Full 

sample 3% 0% 0% 0% 1% 3% 2% 

Support 
Services 5% 39% 0% 4% 0% 5% 13% 

Adjusted Tobin’s Q 2000- 2007 
Full 

sample 1% 0% 0% 1% 0% 1% 0% 

Support 
Services 6% 23% 5% 22% 1% 15% 5% 

Raw Tobin’s Q 2004 – 2007 
Full 

sample 14% 0% 1% 0% 0% 0% 2% 

Support 
Services 1% 0% 1% 4% 18% 0% 13% 

Adjusted Tobin’s Q 2004- 2007 
Full 

sample 5% 1% 1% 0% 0% 1% 2% 

Support 
Services 1% 0% 6% 0% 9% 1% 7% 
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Appendix Two 
ICAEW membership views on board composition, 
culture and business understanding 

 
Background 
These are the findings for the research conducted for The Department for Business, 
Innovation and Skills (BIS) among members of the Institute of Chartered Accountants in 
England and Wales (ICAEW). The survey explored members’ perceptions of issues 
around board composition, corporate culture and business understanding in respect of 
boards of UK listed and equivalent entities. The research was undertaken between 14 
and 31 July 2009 among members who sit on boards and those who do not. In total, 
1,716 members who work in accountancy firms, industry or commerce, public sector or 
charities as well as retired members who are Non-Executive Directors completed an 
online survey. The questionnaire was drafted by KPMG, while the ICAEW facilitated the 
process of setting it up online and sending it to its members. 
 
Research headlines 
1. Board diversity in its broadest sense seen as important 
Board diversity in its broadest sense is perceived to be important by a large majority of 
respondents in respect of successfully managing business risk (81% very or fairly 
important) and encouraging innovation (81%). 
Only around one quarter of participants believe that at present boards are generally 
sufficiently diverse when it comes to gender or cultural background, and approximately a 
third when it comes to age or academic expertise of its members. 
These views are common to both those with more direct experience of boards – who work 
as either company directors and/or audit and risk committee members in either a FTSE 
or AIM listed or private company with more than 250 employees, and those with less 
direct experience. 
 
2. There are rightly very high expectations of the quality of NEDS. The 

perception is that while some meet these high expectations this is not 
universal 

There are very high expectations of what qualities should be possessed by Non-
Executive Directors. More than 90% feel that all or most Non-Executive Directors within 
any particular board should demonstrate integrity and probity, sound business 
judgement, the ability to provide rigorous challenge, independence and to be trusted 
and respected by other board members. 
However, against these high expectations there is a degree of mismatch in the extent to 
which all or most Non-Executive Directors are perceived to demonstrate these qualities 
at the present time. Just over half (55%) believe that all or most Non-Executive Directors 
do possess and demonstrate integrity and probity and a similar proportion (48%) think 
that all or most have the trust and respect of other board members, and a minority think 
that all or most have sound business judgement (39%) or particularly critically for 
boards, independence (36%) or the ability to rigorously challenge (22%). 
It is significant to note that the gap between qualities that should be demonstrated 
versus those that are felt to be possessed is less pronounced when looking at the views 
of those who have more direct experience of boards. Over two thirds (69%) of them 
believe that all or most Non-Executive Directors do possess and demonstrate integrity 
and probity, and 61% think that all or most have the trust and respect of other board 
members. They are more divided in their views with regards to whether all or most 
possess sound business judgement (52%) and independence (48%). A minority of them 
(34%) believe that all or most Non-Executive Directors do possess and demonstrate the 
ability to provide rigorous challenge. 
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3. Lack of adequate information and briefings may contribute to Non-Executive 
Directors ability to constructively challenge their boards 

Most of those surveyed (77%) perceive that Non-Executive Directors are not sufficiently 
challenging of their executive colleagues. This feeling, though to a significantly less 
extent, is also shared by those who have more direct experience of boards (62%).  

While around half (52%) of all survey participants perceive that Non-Executive Directors 
have sufficient understanding of the business for which they are responsible to enable 
them to make a significant contribution to board decisions, the majority of those who 
have more direct experience of board (73%) believe that Non-Executive Directors have 
sufficient understanding.  

Most of the survey participants think that Non-Executive Directors’ ability to 
constructively challenge and contribute to board decision-making might be significantly 
inhibited by their access to the ‘right’ information (80%) and inadequate briefing by 
senior executives (80%).  

Furthermore, only a minority of respondents believe that Non-Executive Directors attend 
sufficient external professional development briefings (27%) and internal briefings (24%) 
to enable them to get a better understanding of business in order to make an 
appropriate contribution. 

Failure of boards to challenge executive directors is seen by nearly all respondents as a 
contributing factor to the recent high-profile governance breakdowns, and two out of 
three (68%) thought it was a major factor.  

Again, there was no real difference in the views of those with more direct experience of 
boards with regards to any of these issues. 

 
3. Risk management is too often inadequate or inappropriate 
Nearly all held the view that inappropriate risk management is another factor which 
made a substantial contribution to recent governance breakdowns: nearly two thirds 
(65%) consider it a major factor. 

Supporting the recommendations of the Walker Review, survey participants tend to 
believe that boards do not have a strong understanding of the risks facing the business: 
only one fifth (19%) feel that boards have a strong understanding of ongoing operational 
risks (though among those with more direct experience of boards this figure rises to 
29%). The situation appears somewhat worse for ‘business not as usual’ risks, with a 
large proportion (70+%) believing that boards have poor or no understanding – 
regardless of level of direct experience of boards. 

In line with the Walker recommendations, the majority (79%) think that companies 
should adopt different procedures and mechanisms to ensure that the management of 
both ‘business as usual’ and ‘business not as usual’ risks is fit for purpose. Furthermore, 
only one in three believe that companies’ risk management and internal control systems 
are capable of reacting quickly enough to changing and unforeseen circumstances such 
as those we have recently witnessed.  

 
4. There is support for the principle of periodic independent evaluations of 

boards 
The current principle within the Combined Code is that a board should undertake a 
formal and rigorous evaluation of the board, its committees and individual directors. 
Survey participants are divided in their views on the recommendations of the Walker 
Review that this principle should be extended to require that these evaluations are 
undertaken by an independent party: overall over half of survey participants agree, 
compared with two fifths of those with more direct experience of boards (39%). Over half 
of survey respondents agree that these evaluations should be periodic (i.e. not every 
year). 
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Appendix Three 
Improving board performance  
Tomorrow’s Company has a long-standing interest and reputation for publishing thought 
provoking work in the area of corporate governance.  

• Our influence started with the original RSA report, ‘Tomorrow’s Company’, 
published in 1995, which noted that directors’ duties were largely misunderstood 
and this led in due course to the restatement of directors’ duty in the Companies Act 
2006 on an explicitly inclusive basis.  

• The OFR Reporting Standard, subsequently replaced by the enhanced business 
review, was strongly influenced by Sooner, Sharper, Simpler (1998), which 
describes the annual report of the future. 

• More recently in 2008, we published ‘Tomorrow’s Owners: Stewardship of 
Tomorrow’s Company’ in which we emphasise that the rights and duties of 
shareholders give them a stewardship role alongside that of directors in protecting the 
long-term health of the company and promoting the long-term value of the 
investment. 

 
This report therefore builds on this strong foundation of research and inquiry into the 
role of boards and the impact of their beliefs, actions and behaviour and how success is 
better achieved through building strong relationships and communicating in an open and 
transparent manner. The findings will also help to inform the ‘Best Practice Guide to 
Governance’ that Tomorrow’s Company is in the process of developing.   
 
During the consultation process for this study, two workshops were held looking 
specifically at current board evaluation practices and how these could practically be 
enhanced to improve board evaluation and performance with a particular emphasis on 
increasing transparency and feedback and measuring the important issue of  ‘tone from 
the top’ as highlighted in this report.  
 
Inevitably, whilst the focus of the study is the relationship between governance, 
innovation and diversity, it was impossible to disentangle this particular aspect from 
wider matters relating to governance and board performance in the discussions. 
 
Those outputs from the workshops which were of direct relevance to the subject and 
recommendations in this report have been embedded in the main text. However, we are 
grateful to those who attended the workshops and for their input, drawing from their 
extensive experience in this field, and therefore felt it appropriate to present here all the 
outputs from these workshops to preserve the integrity of the ideas provided. 
 
The attendees were: 
 
Kit Bingham – Odgers Berndtson  
Pat Cleverly – Tomorrow’s Company  
Peter Davidson – BIS (Chair) 
Bob Garratt – Chairman and Writer 
Mark Goyder – Tomorrow’s Company 
Tony Manwaring – Tomorrow’s Company 
David Matthews – KPMG 
Stuart Tunstall – Lucid Associates  
Liz Walmsley – Praesta Partners LLP 
 
Kindly hosted by David Styles – BIS. 
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The recommendations from the group 

In the short-term 

1. Amendments to  the Combined Code  
a. Clarify the obligations and contracts of all board members 
• Strengthen the preamble to the Combined Code to make the primary duties of a 

director clearer. Under company law, the primary loyalty of the director is to the 
company and all directors have a duty to exercise independent judgement. This 
applies without exception to all directors.  

• Strengthen the Code guidance to recommend that executive directors have an 
employment contract that is distinct from the service contract that they sign as 
director. This is to reinforce their understanding that as board members they have a 
role quite distinct to that as an executive.  

• Strengthen the Code guidance to emphasise the importance of director induction 
and continuing professional development for executive directors as well as their 
non-executive colleagues. Define a model induction programme to be included as 
an appendix to the Code and recommend disclosure of the steps taken with respect 
to induction and professional development including an indication of the amount of 
time spent by each director.  

 
b. Independence criteria 
The independence criteria, as applied, have become unhelpful at times to obtaining 
appropriate experience and judgment on boards. It would be useful to stress that 
individuals with key industry experience or other special qualities such as technology 
insight, even if they do not meet independence criteria because of past association with 
competitors, customers or shareholdings, can make a real contribution as NEDs. For 
both Executive Directors and NEDs, raising their general confidence to challenge 
independently around the boardroom table requires developing their ‘intelligent naivety’. 
It is also essential that the Chairman’s role be developed to encourage the right 
environment for constructive challenge to take place.  
 
c. Extend the best practice guidelines in the area of board evaluation  
In this context it is recommended that the current ‘Suggestions of good practice’ from 
the Higgs’ Report be thoroughly enhanced and more closely aligned with the relevant 
Code recommendation. The good practice guidance should be non-mandatory, but 
should encourage:  
• Annual evaluation of board performance (as currently recommended by the Code). 
• Regular and periodic evaluation by an external organisation – in normal 

circumstances at least every other year. 
• Boards to ensure that the external organisation providing the evaluation is not, in 

their judgement, conflicted by the other roles that it may have. 
• The review should among other things cover: 

- the effectiveness of and the time given to the induction of directors 
- learning and development activity undertaken by the board 
- feedback mechanisms to get input to the review from below board level and 

from stakeholders outside the organisations. 
• The reporting of board evaluation should also specify: 

- who conducted the evaluation 
- what other services that organisation supplied to the company 
- how it was conducted 
- what it concluded 
- what would the company be doing differently as a result. 
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d. Professional development 
Stress that professional development applies as much to executive directors as it does 
to non-executive directors. 
 
e. Nomination of Directors 
Strengthen the Code Guidance to suggest that a regular review be carried out on the 
board skills needed to address the major challenges faced by the company, with an 
identification of major gaps and how and when they need to be filled. Take steps to 
improve the current disclosure re the biographical details of directors such that they 
explain why the director is on the board and how their knowledge skills and experience 
fit in with the company’s strategy and objectives. Good disclosure could be monitored 
and tied into the award scheme referred to below. 
 
 
2. Enhance the Turnbull/Flint recommendations on risk.  
There is a concern that the corporate reaction to these has become too formulaic and 
that the recommendations could benefit from the addition of some practical best practice 
guidance with particular regard to management of ‘business not as usual’ risks. 

 
In the longer-term  

1. Create an award scheme 
An award scheme should be established to celebrate best practice in the reporting not 
simply of the evaluation process but the action and change that had resulted from the 
identification of the issues is also suggested.  

 

2. That the FRC convene an appropriate group (along similar lines 
to the Turnbull/ Smith Committees) to codify best practice for 
boards.  

The group felt that there was room for improvement in terms of:  
• better transparency to shareholders in the effectiveness with which the ‘Tone from 

the top’ or ‘Felt leadership’ exists for key areas within the company e.g. on risk 
management for financial services, ethics for accountancy or safety for transport 
and the process industries;  

• allowing appropriate (but not indiscriminate) challenge; 
• understanding the suitability of the Executive team ‘risk management process’ and 

(in the longer term) the appreciation of ‘uncertainty’ by the board.  

These are areas that have sometimes been dismissed as too qualitative to measure but 
the experience of companies like DuPont in measuring ‘felt leadership’, in safety and 
correlating these to safety performance is instructive and could potentially be extended 
over time to measuring ‘felt leadership’ in risk management. 

The FRC could consider asking BIS to sponsor work on quantitative measurement of 
‘felt leadership’ in risk management. 

 
3. The development of a toolkit for boards.  
This is needed to underpin best practice and would consist of performance review tools, 
techniques, processes and best practices coupled with a database of all board 
performance review reports. This could reinforced both by an award scheme on 
reporting and by improvements in the Continuing Professional Development (CPD) of 
directors.  
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4. Enhancing the effectiveness of directors 
The group acknowledges the current Chartered Director qualification. However, it was 
felt that some of the most qualified directors would not consider seeking this and some 
of those with this status might not make the strongest director candidates. 

It is felt that professionalism was best enhanced by a combination of the following: 

• Developing in all candidates for director status the capability for ‘intelligent naivety’.   

• Strengthen especially the climate of challenge, ultimately to the point where 
executive board members might constructively challenge their CEO’s viewpoint in 
board discussion.  

• While respecting all existing forms of continuous professional development for 
directors, those who provided it could usefully learn from the experience of the 
recent crisis about the limitations of current director ability to deal with risk and 
uncertainty, and influencing those involved in professional development to extend 
their programmes to reflect this learning. 
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