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Why more companies are tapping their finance chiefs for CEO.
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This is not an easy time to be running California's largest investor-owned utility. PG&E Corp. has only recently begun to
recover from the biggest calamity of its corporate history: the 2000—2001 California energy crisis. That event, which
featured soaring wholesale and retail energy prices, swiftly brought the company to its knees, forcing its two major
subsidiaries into Chapter 11 and causing the parent to default on its loans and commercial paper.

The $11 billion company is regaining its health — its utility subsidiary, Pacific Gas and Electric, emerged from bankruptcy in
2004 and its share price is showing new life — but it still faces big challenges. These include fixing relationships with
regulators, revamping company operations, and, crucially, figuring out how to avoid a similar disaster in the future.

To lead the company through this transition, PG&E's board turned not to a star CEO from another company or to an
operational specialist, but to its own CFO, Peter Darbee. In many ways, Darbee is a natural choice. The company's current
woes stem from a financial crisis, and Darbee understands the company's finances as well as anyone. His career in finance
— which includes stints at Goldman Sachs, AT&T, and Pacific Bell — has given him deep operational experience. Most
important, he helped steer the company out of bankruptcy. "The issues | dealt with as CFO were among the top issues
confronting the board,"” he says. "They've seen me tested in battle."

Darbee, who became president and CEO in January, is only one of many former CFOs who have landed in the corner suite in
recent years. The list includes Lawrence W. Kellner of Continental Airlines, Robert Niblock of Lowe's, and James Ziemer of
Harley-Davidson. In fact, a CFO magazine review of CEO backgrounds found that 20 percent of Fortune 100 CEOs were once
CFOs, up from 12 percent 10 years ago.

To be sure, not many finance chiefs step straight into the top job. According to the CFO Executive Board, only 12 percent of
CFOs get promoted to CEO. Instead, finance executives often pass through operational roles before getting there (see
"Where Do CFOs Go?" at the end of this article). Sometimes the reverse happens: an operational executive spends a couple
of years as CFO on the way to CEO, as was the case for International Paper Co.'s John V. Faraci.

Either way, the change reflects a shift in what boards look for in a CEO: they are less interested in the swashbuckling
executive of the 1990s and more apt to choose a trusted manager who shows the right blend of operational and financial
expertise. With more CFOs gaining hands-on experience managing businesses, they have become contenders.

"We've seen a significant trend of CFOs becoming CEOs," says Peter Crist, chairman of Crist Associates, a Chicago-based
executive search firm. "Increasingly, boards look at a potential CEO and require real financial acumen. Ten years ago, board
members looking at a succession sequence wouldn't have even given the CFO a nod, but today they are definitely looking at
him."

Why Now?

The idea that a CFO could be a good chief executive isn't new. As far back as 1990, CFO wrote about finance executives
taking on the top job at such companies as PepsiCo, American Airlines, and Gillette. Many of these executives rose on the
flood of takeovers during the 1980s: boards believed that someone with balance-sheet discipline and Wall Street experience
could guide a company through its own takeovers and deal with the aftermath.

Other trends have also contributed to the increase in CEOs with a past in finance.

Increased emphasis on finance. In the 1990s, the financial CEO fell out of fashion in favor of executives with
engineering, marketing, and sales in their backgrounds. Things are different today. Recession, the dot-com and telecom
meltdowns, and a rash of corporate scandals have led board members to view a strong finance background as essential to
the CEO. "You see an ebb and flow over the years as different functions step into the limelight,” says Jeffrey Sonnenfeld,
senior associate dean at the Yale School of Management and a director of Gevity Inc. and TheStreet.com Inc. "Today,
boards want CEOs who can help them understand the puffed-up proposals coming in from the company's bankers,
consultants, and attorneys."

Shifting senior management. But this is only part of the story. More important is the evolution of senior management
roles. First, finance has become a bigger part of the CEO's job as companies have grown more global and thus trickier to
manage.

The CFO's role has changed, too. As finance executives find themselves more involved in strategy and operations, they are
gaining at least some of the experience a CEO needs. Take, for example, David Hoover, CEO of $5.4 billion Ball Corp., based
in Broomfield, Colorado. Hoover, who became CEO in 2001, joined the company's treasury operation in 1970. Over three
decades he moved through a variety of financial positions, including jobs with Ball's agricultural-irrigation division (which
sent him to the Middle East and Venezuela) and its aerospace business. He became senior vice president and CFO in 1992,
and eventually took on responsibility for the aerospace unit as well. "l was fortunate to get outside the finance area,"” says
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Hoover. "If I'd stayed in the accounting department, that's probably where I'd be today."

Operational experience not only teaches finance executives to think broadly about business, it also puts them in front of
those who will choose the next CEO. "People don't often notice this," says Crist, "hbut CFOs at big companies are now present
at every significant strategic discussion the board has. And when you are in the room, you are being observed." That is how
Bob Bowman, the president and CEO of Major League Baseball's online unit, MLB Advanced Media, got his first operational
job as president and chief operating officer of ITT Corp. He had worked closely with chairman and CEO Rand V. Araskog on a
variety of projects, including the three-way split of the company in 1995. "Rand and | had a good working relationship,"
says Bowman. "We worked closely in the gnarliest of circumstances, and that was valuable to both him and the board."

For once, Sarbanes-Oxley is not driving the trend. "[Given the need to comply,] having a former CFO in charge would
certainly be helpful, but it's not a prerequisite,"” says Charles Elson, a professor of corporate governance at the University of
Delaware who sits on several boards. But like operational duties, Sarbox offers finance executives a chance to prove they
can handle more than numbers. "The law has turned out to be a great opportunity for CFOs to really get into the guts of a
company's processes and show they can be operational experts,” says Gary Moran, a managing director with Alvarez &
Marsal in New York.

Decline of the COO. There's another reason why more CFOs are becoming CEOs: less competition from COOs. Between
1999 and 2005, the number of companies in the Fortune 500 and S&P 500 with a COO dropped from 249 to 204 (see "The
Vanishing COO," at the end of this article). CFOs are picking up those duties. "The board expects the CFO to be involved in
line activity," says Crist. "50, increasingly, CEOs who move up from COO aren't bothering to backfill the position."

Where Are They?
Ex-CFOs now run companies of every type, but they are nearly ubiquitous in certain places.

Deregulated industries. Former finance executives are most common in once heavily regulated industries such as utilities,
airlines, and financial services (see "Where to Find Financial CEOs," at the end of this article). "These companies are
operating in the aftermath of wrenching dereqgulation,"” says Sonnenfeld. "Now they need somebody who understands how to
operate in a completely different financial environment from their predecessors'."

Such businesses also share a particular need for financial expertise at the helm. Utilities, for example, are cash machines,
generating more cash flow than they need to reinvest in the business. "Even before deregulation, utilities had financially
oriented CEOs because you need people with the discipline to invest that cash,"” says Paul Fremont, a utilities analyst with
Jefferies & Co. Airlines put financial expertise high on the list for the opposite reason — their focus on pricing, cost cutting,
and restructuring.

Desperate circumstances. Turnaround situations offer the classic showcase for a former CFO. Recent examples include
Delphi, where, in 2005, Robert Stevens "Steve" Miller (former CFO of Chrysler) was brought in to repair the company and
help find a buyer; TXU, where C. John Wilder joined from Entergy to guide a successful overhaul of the business; and
BearingPoint, where the former CFO of Oracle, Harry L. You, has taken the helm after an accounting scandal that led to the
departure of both the CEO and the CFO.

Complex companies. Global businesses also run to financially oriented CEOs, with former financial executives heading
some of the largest global enterprises, including General Motors, Altria Group, Archer Daniels Midland, and Lockheed Martin.
"Global businesses have become extraordinarily complex,”" comments E. Peter McLean, vice chairman of executive search
firm Spencer Stuart. "Boards of those companies want financially literate people who understand issues of capital allocation,
but also understand how to use financial products such as hedging and derivatives."

Not every company favors the finance executive for CEO, however. Technology companies often have a decided prejudice
against putting them in operational roles, says Crist. Similarly, consumer-products companies like Kraft Foods and Procter &
Gamble rarely promote executives who didn't come up through product management and brand marketing. "If you go to
P&G and you aren't a product manager, you just aren't going to rise to the top," says Crist.

The Advantages

Do former CFOs make better CEOs? In some cases the answer may be no. An overly financial view of the organization might
lead to a bias for acquisition rather than organic growth, for instance. "Whatever advantages one function brings [to the
CEOQO's job], there are also blind spots to watch out for," says Sonnenfeld. "For a financially oriented person, that might be
whether they truly understand how a decision will cascade down to interpretation and final execution in the organization."

There is no evidence that companies with finance executives in charge are any better at avoiding financial scandal; Entergy
Corp., which was investigated in 2003 for illegal "round trip" trades, and Harley-Davidson Inc., which is currently being
examined for alleged channel stuffing, are two that have run into trouble despite being headed by onetime CFOs.

In several other ways, though, the CFO background is an asset.

Focus on shareholder value. "Your background shapes your biases when it comes to a value-creation strategy,” says Eric
Olsen, a senior vice president of The Boston Consulting Group (BCG). "Sometimes a former marketing guy will think that
growth is the answer, or an operations guy will see cost as the answer. But often a former CFO will look at all the levers."

The numbers seem to bear this out. Data provided by Capital 1Q, a unit of Standard & Poor's, shows that over the past three
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years, large companies run continuously by ex-CFOs have outperformed the S&P 500, returning 41 percent compared with
29 percent for the market index. (These stocks are also more volatile — they have done worse when the market has fallen
and better when it has risen, as it has over the past year.)

"When you are a CFO, you come to see that this is all about shareholder value, even at a private company," says Bowman of
MLB Advanced Media. "And operationally, you understand the things that drive value. For example, it's second nature for me
to know that an online cash flow will be worth more to the public than an offline cash flow [because an online income source
is presumed to be able to grow faster than one offline]." As a result, Bowman focuses on the parts of the business that are
valued more highly — subscriptions to the Website's videos of baseball games, for instance, rather than merchandise. "It's
part of your DNA, for better or worse. Of course, it does mean that you aren't the first person people want to invite to a
dinner party."

Attention to metrics. At Ball, where the share price has appreciated strongly in recent years, Hoover attributes at least
some of his success to his determination to produce a return that exceeds the company's cost of capital. "Our focus on EVA
[economic value added] has led us to make decisions — such as the decision to divest the glass business — that have really
improved the performance of this business," says Hoover. "Today, you could go into any of our beverage-can plants and the
people on the line could explain EVA to you." This has earned praise from analysts and investors alike. "You would be
surprised how many companies don't think about their cost of capital,” comments Christopher Manuel, an analyst with
KeyBanc Capital Markets. "Hoover has done all the right things to make it work."

Investor-friendly. Former CFOs have another edge: experience talking to Wall Street. "You often see CFOs step into the
investor-relations role naturally because they've been dealing with investors and analysts for years," says Jeff Kotzen, a BCG
vice president.

The lessons haven't always come easily. Bowman recalls an experience from his days at ITT. "Back in 1994, we didn't know
how to signal to the market whether we had a good quarter or a bad quarter,” he recalls. "There was a lot of whispering
going on among investors. We missed our EPS by a penny, and stock fell $3. | thought, 'Why did we do that?' It made me
learn that you tell your stakeholders what you expect to do, remind them of that, and make sure you do it. And at the first
sign that you can't do it, tell them."

Olsen argues that CFOs may also be better at keeping their investors happy — not a surprise given their focus on
shareholder value. For instance, a company with a low P/E multiple may have value-oriented investors who doubt
management can come up with good investment ideas and would rather see high dividends. "You sometimes see CEOs
fighting an uphill battle," says Olsen. "They want to improve their P/E ratio, but then their value investors start asking why
they are trying to grow their way out of their problems. You need an investor strategy that recognizes the boundaries of
what you can do in the short term. A CEO with a CFO background may be more sensitive to those issues."

An eye for risk. An ability to see the risks that might wreck the business is another valuable CFO trait. For instance, PG&E's
Peter Darbee became adept at classifying risks and quantifying their likely impact on financial performance. "When | learned
that | was to be appointed CEO, | started thinking about the major threats and opportunities facing the company,” he says.
He soon focused on the possibility of another energy crisis in California. "What | realized was that the state, the energy
commission, and our company were all so burned by the California energy crisis that if we saw the same situation again, we

wouldn't make the same mistake. But what if we faced a close cousin that was camouflaged so people wouldn't recognize
it?"

Darbee decided that the issue might be natural-gas supplies: demand for clean-burning natural gas is expected to rise in
coming years as new plants come online. If supplies prove inadequate, the price could jump. (The spike in natural-gas prices
following Hurricane Katrina shows that this isn't far-fetched.) This realization led Darbee to contact the chairmen of the
state's other main utilities, Edison and Sempra, as well as California’'s energy regulators. "We are working as a group to
come up with a common view on natural-gas supplies," says Darbee. "If we decide they are inadequate, we'll work to
address the problem.™

Are You Ready?

More CFOs may be taking charge, but no one claims that finance executives are a shoo-in for chief executive. Peter Crist
contends that only 10 percent are qualified. "It's a pretty rarefied atmosphere,” he says. "Was there a potential CEO among
the last 10 CFOs | met with? There was one."

To run a major company, an executive needs several traits in addition to financial acumen, according to Crist. These include
international experience, strong leadership and communication skills, and strategic sense. "Lots of CFOs are very reactive
people,” he says. "But the really good ones are forward-looking and able to create energy around a strategy."

In any case, demand for financially experienced CEOs at public companies will only rise. The reason: according to most
experts, stocks are entering a period of slow growth — between 5 and 8 percent annually, rather than 16 percent. That has
already made investors pushier about value creation, says Olsen. "There will be a lot of emphasis on the guy at the top
knowing how to pull all the financial-, investor-, and business-strategy levers,"” he contends. "Companies will need a strong
CFO. And chances are, a strong CFO is going to be a competitor for the top job."

Don Durfee is research editor at CFO.
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Experience Required

What is the best background for a CFO angling to become CEO? Historically, the finance executives most likely to get tapped
for the CEO position haven't come up through the controller's organization. Instead, they have tended to come up through
treasury or — more likely — to be ex-bankers. This is true for the three CEOs discussed in this story: David Hoover started
in the treasury function of Ball Corp.; Peter Darbee got his start at Citibank; and Bob Bowman began his career at Goldman
Sachs before becoming treasurer for the state of Michigan.

The reason: companies sometimes recruit banker-CFOs to oversee their mergers and acquisitions, and that kind of work is a
good training ground for future CEOs. "M&A really stretches a CFO to be more than an accountant,"” says Eric Olsen, a senior
vice president at The Boston Consulting Group. "You have to negotiate deals, interact with people, face off with investors,
and argue the rationale for why the deal makes sense.”

But the past few years have brought a change in CFO recruitment. Because of Sarbanes-Oxley, a growing number of
companies now want CPAs running finance. According to executive search firm Spencer Stuart, the number of CFOs-CPAs in
the Fortune 1,000 has jumped from 26 percent to 45 percent since 2003. "We're seeing a real shift to CFOs with a technical
accounting background," says Spencer Stuart vice chairman E. Peter McLean.

Does this mean that fewer CFOs will make it to the top, or does it mean one day more of those at the top will be
accountants? One other shift in CFO recruitment may shed some light: in addition to wanting CPAs, large companies are also
demanding that their CFOs have operational experience. "For every CFO search we are running, we have a request for
someone who's done more than finance," says Peter Crist, chairman of executive search firm Crist Associates. Ten years
from now, the result may be a truly exotic breed: the charming, operationally expert accountant-CEO. — D.D.

Where to Find Financial CEOs
Ex-CFOs in the Fortune 500
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