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Take-Aways
	Investors value companies mostly by estimating their tangible and intangible assets.
	The sum of intangible plus tangible assets doesn’t provide the complete data that investors need to value a company accurately.
	Investors need more information beyond company financials to differentiate organizations.
	Most investors agree that their returns depend largely on the depth and quality of an organization’s leadership, yet they don’t know how to assess leaders rigorously.
	The “Leadership Capital Index” offers a “minimum viable process” for assessing and rating a company’s leadership.
	Investors should assess leaders in “personal proficiency” and the ability to strategize, execute, inspire others, and handle the demands of leadership.
	Investors should also assess leaders by knowledge, performance, workload and the ability to manage talent while building a strong culture.
	Investors using the leadership capital index will make “more informed” decisions.
	Ratings firms can use the index to better assess company risk.
	Boards of directors and CEOs can use the index to identify internal leadership gaps.


Recommendation
Almost every investor and business leader acknowledges the need for better methods for assessing the value of companies. The sum of an organization’s hard assets and its “intangibles” is too blunt an instrument. Investors seek insights about the quality of a firm’s workforce and, especially, its leadership, so they can make a more sophisticated, informed investing decision. Until now, the professional landscape offered few reliable, structured processes for measuring the quality of leaders. Once again, Dave Ulrich – arguably the foremost human capital thinker – provides the groundwork, in this case offering a tool set and a process that can change the game of valuing and rating companies. Long-term investors with significant assets to invest will gain the most from Ulrich’s process, but getAbstract believes it will also prove valuable to CEOs, board members, and anyone seeking a structured, evidence-based, rigorous method of evaluating organizational leadership.

Summary
Valuing Organizations
Over the past several decades, investors have evolved from valuing companies based solely on their ownership of “tangibles” – physical assets such as buildings, inventory, machines, fleets, and the like – to a better and more accurate measurement that includes their “intangibles” such as patents, talent, reputation, intellectual property, and more. Today, the value of most firms rests largely in their intangibles. In the developed world in particular, dynamic and fast-evolving economies reward companies that have good ideas and the ability to innovate rapidly and to adapt to unexpected market and technological change. By contrast, formerly iconic companies, even those with vast and valuable physical assets, often experience valuation decreases unless they demonstrate the ability to leverage talent and adapt to changing conditions.
“Leadership matters to investors, but they often find it difficult to define, measure or track.”

Today, even adding intangibles and tangible assets doesn’t provide the complete package of data that investors need to value a company accurately. After investors assess and add up the broad measures of tangible and intangible assets, what remains is a blunt instrument for investment decisions that can risk millions or tens of millions of dollars, or more. Investors making these decisions require sophisticated, far-reaching insights. They need more granular measures to fine-tune the equation. Since intangible assets now may represent most of a firm’s value, looking in this area for clues about which intangible components generate the greatest value makes sense. Once investors identify these factors, analysts can examine them to see which elements best yield a more precise measurement.
“Leadership Capital Index 1.0” 
Investors agree that “the leadership” of an organization makes an enormous difference in its value and in their willingness to invest. Leaders drive much of the intangible value that constitutes the bulk of a company’s worth. Yet to date, professional practice has not offered an accurate and consistent approach to measuring the quality of a firm’s leadership.
“A leadership capital index would inform investors and others about the readiness of the firm's leadership to meet business challenges.”

The factors that constitute “best leadership” change depending on the organization, as well as on its context, geography, situation and other factors. Measuring leadership proficiency turns out to be enormously complex and difficult. Most investors give up trying to impose systematic structure or logic on their effort to assess leaders. They invest on instinct, often only speaking with the CEO a few times, or visiting the company’s operations and observing its leaders. One investment firm invites the CEO out sailing to see how he or she reacts to uncertainty. Others use various sorts of evaluations, character and competency tests, but few truly appraise leadership by using a defined, rigorous process before making their investment decisions.
“Most thoughtful investors recognize that leadership matters, but they are not clear on how to rigorously assess leadership.”

The Leadership Capital Index now offers a minimally viable process – a first-stage “framework” for investors to apply in assessing the quality of a firm’s leadership. The index builds on the universal qualities of exceptional leaders while allowing for wide variations in styles and approaches, given individual situations. The index does not focus solely on CEOs or other most-senior executives. It assesses a firm’s “collective leadership” by looking at five individual aspects of leadership and five “organization elements” – including the ability of leaders to drive and maintain a healthy culture.
Individual Drivers of Leadership
Investors should assess individual leaders against the following five critical “personal qualities” that they can measure through an exacting audit that might include interviews, surveys, focus groups and observation. 
	“Personal proficiency” – Leadership auditors seek evidence that leaders performed well in the past, ideally in a variety of circumstances. Successful leaders typically stay in good physical and mental condition so they can handle job pressures, and they work long and hard. Resilient leaders manage failure well, learn fast and stay positive. They surround themselves with complementary talent, develop adviser networks, share credit and inspire others. Investors should gauge leaders’ ethics and trustworthiness, and assess how well they communicate ethics to the workforce and instill purpose and meaning. Few leaders deliver on all of these traits. Auditors must assess the leadership team for a sense of collective personal proficiencies. 
	“Strategic proficiency” – Good leaders strategize by looking to the future and considering “six basic elements”: technology, society, the economy, politics, the environment and demographics. Through these lenses, leaders spot trends, threats and opportunities, particularly regarding shifting customer tastes. Investors should look for leaders who can articulate a crisp vision and chart a unique course rather than following the herd. Sound leaders focus their momentum and their company’s energies on activities that align to the organization’s strategy. They make sure everyone sees how their individual work affects the strategy and understands whether and how the firm can achieve its strategic goals. Ideally, leadership involves employees in formulating the strategy through upward feedback. 
	“Execution proficiency” – Strategy combines ideas and imagination and “execution delivers it.” Investors should weigh leaders’ ability to execute as even more important than their ability to strategize. Good leaders rally their forces by explaining why something must get done and why doing it is good for those involved. They don’t waste time on how or what. Leaders should prioritize and allow varying standards depending on the task. Good leaders accept mistakes and failures, learn from them and move on. 
	“People proficiency” – Some organizations, such as Google, carefully quantify and analyze the ingredients of people management. They identify leadership traits that inspire people to perform at their best and stay with the company. Leaders should coach, empower, listen to and show interest in their team members. They should regularly recognize them, help their career progress, focus on performance and know their work – pretty much in that order. Good people managers extend and earn trust, communicate well and often, and develop future leaders. They spend time with their teams and work one-on-one with team members. 
	“Leadership brand proficiency” – Leaders possess innate skills and behavioral patterns. Worthy leaders learn and develop new competencies and behaviors for new situations. Customers often drive the most important changes, so sound leaders stay attuned and adapt to customer sentiments. Investors should gauge the level of leaders’ involvement with their customers and their community, because insights about the future often come from outside the organization. They should take values seriously. Do leaders articulate and live up to their firm’s values? Can employees and leaders state these values? Do leaders use the values to make decisions and to instill purpose and meaning in the work? 

“Organizational Elements of Leadership” 
The personal characteristics of leaders may seem more important and more open to assessment through a leadership audit, but investors must also consider the ability of leaders to drive organizational or “human capital processes.” Investors should look for effective leadership teams that maximize the potential of the people in their workforce through the following organizational elements:
	“Cultural capability” – Culture creates the “Best Companies to Work For,” organizations that consistently outperform others. Firms that engage their customers and other stakeholders do even better. A strong culture has a tremendous impact on employee and stakeholder engagement and it delivers a corresponding performance boost. Leaders must define and protect their firm’s culture by assessing it regularly, including an audit of organizational capabilities. They must know whether the culture aligns with forward-looking strategy and customers’ desires. Corporate culture communicates the organizational brand – what people know it for – and every employee should be able to articulate it easily. Employees should act out the culture in their daily behavior and believe in it as their own, as opposed to seeing it as belonging only to the leaders. 
	“Talent management processes” – Great people make a big difference in an organization’s success; great teams have far more impact. Leaders should spend significant time on talent, working with individual employees and creating processes for better hiring, onboarding, training and development, leadership development, succession planning and performance management. Leaders should be able to connect employee and customer engagement in a “value chain.” Leaders ensure that the talent supply chain – from entry level to senior leaders – provides talent as needed. Good talent processes identify people the firm must keep and manages poor performers effectively, removing those it can’t correct. 
	“Performance accountability processes” – People need feedback, including performance assessments. In most organizations, the “performance review” process doesn’t work, and both leaders and employees dislike it. Leaders should manage performance throughout the year, during regular meetings and conversations instead of only at the end of the year during a performance review. Leaders should work with each employee to set clear objectives. Goals should cascade up and down so that all employees can see how their work affects everyone else’s goals, including the CEO’s. Regular feedback, including recognition and rewards, should reinforce accountability, goals and high performance. Worthy leaders don’t focus only on cash bonuses and awards. They might reward employees with, for example, choice assignments, which drive employee engagement and lead to better outcomes for the firm. 
	“Information processes” – Data storage and retrieval, bandwidth and new information content grows daily at a blinding pace. Almost half the world’s population has access to the Internet and before long, most devices and “things” will connect to it as well. Organizations have unprecedented access to information, but those which best manage it, share it, analyze it and draw insights from it will surpass their rivals. Some organizations use data to predict customers’ desires and employee sentiment (such as identifying who is at risk of leaving). Good leaders stay abreast of these trends and turn them into capabilities. Investors should assess leaders on their ability to secure and protect data, particularly sensitive information about employees and customers. 
	“Work processes” – Given the pace of change, organizations must adapt and change quickly, at least as fast as customer tastes and disruptive events. To build adaptive skills, most organizations must break down hierarchies and traditional organizational charts in favor of a “network” organizational model. Leaders face the challenge of needing to centralize and decentralize. They see advantages in focusing internally on their employees and externally on their customers. They want individual star employees and great teams; they crave stability while wanting flexibility. These “paradoxes” push and tug constantly. Good leadership teams find the right balance for each situation and culture, and change the balance as necessary. Investors should seek companies that shift toward less structure and hierarchy and toward a more networked approach that connects employees, customers and other stakeholders. Firms must be flexible enough to encourage creativity, innovation, adaptability and resilience. 

Why Now?
Investors used to differentiate choices by quality, based on better access to information concerning tangible – and, particularly, intangible – assets and value. Today, investors can access the same high-quality information with little effort or cost. A leadership index offers investors more fine distinctions among firms. It provides a clear advantage for first movers.
“Leaders architect intangible value. When investors accurately assess leadership, they are indirectly but accurately assessing the future intangible value of the firm.”

Of course, investors always evaluate leaders before making investment decisions, however most assessments involve only the CEO and perhaps other chief-level executives. Though many investors see leadership as the main differentiator in their investments, they have no mechanism for gauging it beyond feel and intuition. Though the Leadership Capital Index offers only a minimally viable process at this stage, it sets investors on the right track to more rigorous and precise evaluations.
Using the Index
Evaluators gather information through observation, reports and data, interviews with leaders and employees, focus groups, surveys and reference checks. The resulting insights lead to better investment decisions and higher yields. Ratings agencies can gain from the index by knowing more about organizations and assigning confidence ratings. Boards of directors can use the index to guide CEO selections. CEOs can use it to identify gaps and weaknesses in their organization’s leadership.

About the Author
A leading authority in HR and a thought leader on the Thinkers50 list, Dave Ulrich teaches business administration at the University of Michigan.
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