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by Robert S. Kaplan and David P. Norton

How valuable is a company culture that enables employees to understand and believe in
their organization’s mission, vision, and core values? What's the payoff from investing in
a knowledge management system or in a new customer database? Is it more important
to improve the skills of all employees or focus on those in just a few key positions?

Measuring the value of such intangible assets is the holy grail of accounting. Employees’
skills, IT systems, and organizational cultures are worth far more to many companies
than their tangible assets. Unlike financial and physical ones, intangible assets are hard
for competitors to imitate, which makes them a powerful source of sustainable
competitive advantage. If managers could find a way to estimate the value of their
intangible assets, they could measure and manage their company’s competitive position
much more easily and accurately.

But that’s simpler said than done. Unlike financial and physical assets, intangible assets
are worth different things to different people. An oil well, for example, is almost as
valuable to a retail firm as it is to an oil exploration corporation because either company
could sell it swiftly if necessary. But a workforce with a strong sense of customer service
and satisfaction is worth far more to the retailer than it would be to the oil company.
Also, unlike tangible assets, intangible assets almost never create value by themselves.
They need to be combined with other assets. Investments in IT, for example, have little
value unless complemented with HR training and incentive programs. And, conversely,
many HR training programs have little value unless complemented with modern
technology tools. HR and IT investments must be integrated and aligned with corporate
strategy if the organization is to realize their full potential. Indeed, when companies
separate functions like HR and IT organizationally, they usually end up with competing
silos of technical specialization. The HR department argues for increases in employee
training, while the IT department lobbies for buying new hardware and software
packages.

What’'s more, intangible assets seldom affect financial performance directly. Instead,
they work indirectly through complex chains of cause and effect. Training employees in
Total Quality Management and Six Sigma, for instance, should improve process quality.
That improvement should then increase customer satisfaction and loyalty—and also
create some excess resource capacity. But only if the company can transform that
loyalty into improved sales and margins and eliminate or redeploy the excess resources
will the investment in training pay off. By contrast, the impact of a new tangible asset is
immediate: When a retailer develops a new site, it sees financial benefits from the sales
in the newly opened outlet right away.

Although these characteristics make it impossible to value intangible assets on a
freestanding basis, they also point the way to a new approach for quantifying how
intangible assets add value to the company. By understanding the problems associated
with valuing intangible assets, we learn that the measurement of the value they create is
embedded in the context of the strategy the company is pursuing. Companies such as
Dell, Wal-Mart, or McDonald’s that are following a low-cost strategy derive value from
Six Sigma and TQM training because their strategies are predicated on continuous
process improvement. The strategy of offering customers integrated solutions (rather
than discrete products) pursued by Goldman Sachs, IBM Consulting, and the like
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requires employees good at establishing and maintaining long-term customer
relationships. An organization cannot possibly assign a meaningful financial value to an
intangible asset like “a motivated and prepared workforce” in a vacuum because value
can be derived only in the context of the strategy. What the company can measure,
however, is whether its workforce is properly trained and motivated to pursue a
particular goal.

Viewed in this light, it becomes clear that measuring the value of intangible assets is
really about estimating how closely aligned those assets are to the company’s strategy.
If the company has a sound strategy and if the intangible assets are aligned with that
strategy, then the assets will create value for the organization. If the assets are not
aligned with the strategy or if the strategy is flawed, then intangible assets will create
little value, even if large amounts have been spent on them.

In the following pages, we will draw on the concepts and tools of the Balanced Scorecard
to present a way to systematically measure the alignment of the company’s human,
information, and organization capital—what we call its strategic readiness—without which
even the best strategy cannot succeed.

Defining Strategic Readiness

In developing the Balanced Scorecard more than a decade ago, we identified, in its
Learning and Growth Perspective, three categories of intangible assets essential for
implementing any strategy:

< Human Capital: the skills, talent, and knowledge that a company’s employees
possess.

e Information Capital: the company’s databases, information systems, networks, and
technology infrastructure.

< Organization Capital: the company’s culture, its leadership, how aligned its people
are with its strategic goals, and employees’ ability to share knowledge.

To link these intangible assets to a company’s strategy and performance, we developed
a tool called the “strategy map,” which we first introduced in our previous article for
Harvard Business Review, “Having Trouble with Your Strategy? Then Map

It” (September—October 2000). As the exhibit “The Strategy Map” shows, intangible
assets influence a company’s performance by enhancing the internal processes most
critical to creating value for customers and shareholders. Companies build their strategy
maps from the top down, starting with their long-term financial goals and then
determining the value proposition that will deliver the revenue growth specified in those
goals, identifying the processes most critical to creating and delivering that value
proposition, and, finally, determining the human, information, and organization capital
the processes require.

The Strategy Map

This article focuses on the bottom—the foundation—of the map and will show how
intangible assets actually determine the performance of the critical internal processes.
Once that link has been established, it becomes easy to trace the steps back up the map
to see exactly how intangible assets relate to the company’s strategy and performance.
That, in turn, makes it possible to align those assets with the strategy and measure their
contribution to it. The degree to which the current set of assets does—or does not—
contribute to the performance of the critical internal processes determines the strategic
readiness of those assets and thus their value to the organization. The strategic
readiness of each type of intangible asset can be thought of as follows:

Human Capital (HC): In the case of human capital, strategic readiness is measured by
whether employees have the right kind and level of skills to perform the critical internal
processes on the strategy map. The first step in estimating HC readiness is to identify
the strategic job families—the positions in which employees with the right skills, talent,
and knowledge have the biggest impact on enhancing the organization’s critical internal
processes. The next step is to pinpoint the set of specific competencies needed to
perform each of those strategic jobs. The difference between the requirements needed
to carry out these jobs effectively and the company’s current capabilities represents a
“competency gap” that measures the organization’s HC readiness.

Information Capital (I1C): The strategic readiness of information capital is a measure
of how well the company’s strategic IT portfolio of infrastructure and applications
supports the critical internal processes. Infrastructure comprises hardware—such as




central servers and communication networks—and the managerial expertise—such as
standards, disaster planning, and security—required to effectively deliver and use
applications. Two categories of applications, in turn, are built on this infrastructure:
Transaction-processing applications, such as an ERP system, automate the basic
repetitive transactions of the enterprise. Analytic applications promote analysis,
interpretation, and sharing of information and knowledge. Either type may or may not be
a transformational application—one that changes the prevailing business model of the
enterprise. Levi’'s uses a transformational application to tailor jeans to individual
customers. Home Shopping Network uses a transformational application to measure the
“profits per second” being generated by currently offered merchandise. Transformational
applications have the most potential impact on strategic objectives and require the
greatest degree of organization change to deliver their benefits.

Organization Capital (OC): Organization capital is perhaps the least understood of the
intangible assets, and the task of measuring it is correspondingly difficult. But in looking
at the strategic priorities that companies in our database of Balanced Scorecard
implementations used for their organization capital objectives, we found a consistent
picture. Successful companies had a culture in which people were deeply aware of and
internalized the mission, vision, and core values needed to execute the company’s
strategy. These companies strove for excellent leadership at all levels, leadership that
could mobilize the organization toward its strategy. They strove for a clear alignment
between the organization’s strategic objectives and individual, team, and departmental
goals and incentives. Finally, these companies promoted teamwork, especially the
sharing of strategic knowledge throughout the organization. Determining OC readiness,
we concluded, would involve first identifying the changes in organization capital required
by the new strategy—what we call the “organization change agenda”—and then
separately identifying and measuring the state of readiness of the company’s cultural,
leadership, alignment, and teamwork objectives.

Strategic readiness is related to the concept of liquidity, which accountants use to
classify financial and physical assets on a company’s balance sheet. Accountants divide a
firm’s assets into various categories, such as cash, accounts receivable, inventory,
property, plant and equipment, and long-term investments. These are ordered
hierarchically according to the ease and speed with which they can be converted to cash
—in other words, according to the degree of their liquidity. Accounts receivable is more
liquid than inventory, and both accounts receivable and inventory are classified as short-
term assets since they typically convert to cash within 12 months, faster than the cash
recovery cycle from such illiquid assets as plant and equipment. Strategic readiness does
much the same for intangible assets—the higher their state of readiness, the faster they
contribute to generating cash.

Human Capital Readiness

All jobs are important to the organization; otherwise, people wouldn’t be hired and paid
to perform them. Organizations may require truck drivers, computer operators,
production supervisors, materials handlers, and call center operators and should make it
clear that contributions from all these employees can improve organizational
performance. But we have found that some jobs have a much greater impact on strategy
than others. Managers must identify and focus on the critical few that have the greatest
impact on successful strategy implementation.

John Bronson, vice president of human resources at Williams-Sonoma, estimates that
people in only five job families determine 80% of his company’s strategic priorities. The
executive team of a chemical company has identified eight job families critical to its
strategy of offering customized innovative solutions. These job families employ, in
aggregate, 100 individuals—less than 7% of the total workforce. Kimberlee Williams,
vice president of human resources at Unicco, a large integrated facilities-services
management company, says that three job families are key to its strategy: project
managers, who oversee the operations in specific accounts; operations directors, who
broaden the relationships within existing accounts; and business development
executives, who help acquire new accounts. These three job families employ only 215
people, less than 4% of the workforce. By focusing human capital development activities
on these critical few individuals, the chemical company, Unicco, and Williams-Sonoma
can greatly leverage their human capital investments. It is sobering to think that
strategic success in these three companies is determined by how well they develop
competencies in less than 10% of their workforces.

Once a company identifies its strategic job families, it must define the requirements for
these jobs in considerable detail, a task often referred to as “job profiling” or
“competency profiling.” A competency profile describes the knowledge, skills, and values




required by successful occupants in the job family. Often, HR managers will interview
individuals who best understand the job requirements to develop a competency profile
they can use to recruit, hire, train, and develop people for that position. To see how this
might be done, consider Consumer Bank, a composite example distilled from our
experiences in working with about a dozen retail banks.

Consumer Bank was migrating from its historic strategy of promoting individual products
to one offering complete financial solutions and one-stop shopping to targeted
customers. The map for this new strategy identified seven critical internal processes, one
of which was “cross-sell the product line.” Human resources and line executives then
identified the financial planner as the job most important to the effective performance of
this process. A planning workshop further identified four skills fundamental to the
financial planner’s job: solutions selling, relationship management, product-line
knowledge, and professional certification. For each internal process on its strategy map,
Consumer Bank replicated this approach, identifying the strategic job families and critical
competencies each required. The results are summarized in the exhibit “Human Capital
Readiness at Consumer Bank.”

Human Capital Readiness at Consumer Bank

To take the next step—assessing the current capabilities and competencies of each of
the employees in each strategic job family—companies can draw from a broad range of
approaches. For example, employees can themselves assess how well their current
capabilities fit the job requirements and then discuss those assessments with a mentor
or career manager. Alternatively, an assessor can solicit 360-degree feedback on
employees’ performance from their supervisors, peers, and subordinates. From these
assessments, employees get a clear understanding of their objectives, meaningful
feedback on their current levels of skill and performance, and specific recommendations
for future personal development.

Consumer Bank estimated that it needed 100 trained and skilled financial planners to
execute the cross-selling process. But in assessing its recent targeted hiring, training,
and development programs, the bank’s HR group determined that only 40 of its financial
planners had reached a high enough level of proficiency. The bank’s human capital
readiness for this piece of the strategy was, therefore, only 40%, as the exhibit shows.
By replicating this analysis for all its strategic job families, the bank learned the state of
its human capital readiness and thus whether the organization could move forward
quickly with its new strategy.

Information Capital Readiness

Executives must understand how to plan, set priorities for, and manage an information
capital portfolio that supports their organization’s strategy. As with human capital, the
strategy map serves as a starting point for delineating a company’s IC objectives. In the
case of Consumer Bank, the chief information officer led an initiative to identify the
specific information capital needs of each of the seven internal processes previously
identified as critical to the bank’s new value proposition.

For the customer management process “cross-sell the product line,” the workshop team
identified an application for customers to analyze and manage their portfolios by
themselves (a customer portfolio self-management system) as a transformational
application. The workshop team identified an analytical application for the same process
(a customer profitability system) and a transaction-processing application (an integrated
customer file). The internal process “understand customer segments” also needed a
customer profitability system, as well as a separate customer feedback system to
support market research. The process “shift to appropriate channel” required a strong
foundation of transactional systems, including a packaged CRM software suite that
included modules for lead management, order management, and sales force automation.
For the operations process “provide rapid response,” participants identified a
transformational application (customer self-help) as well as an analytic application (a
best-practice community knowledge management system) for sharing successful sales
techniques among telemarketers. Finally, the “minimize problems” process required an
analytical application (service quality analysis) to identify problems and two related
transaction-level systems (one for incident tracking and another for problem
management).

After defining its portfolio of IC applications, the project team identified several required
components of IT infrastructure. Some applications needed a CRM transactions
database. Others required that a Web-enabled infrastructure be integrated into the
bank’s overall Web site architecture. The team also learned about the need for an




internal R&D project to develop a new interactive voice-response technology. All
together, the bank’s planning process defined an information capital portfolio made up of
14 unique applications (some of which supported more than one internal process) and
four IT infrastructure projects. (See the exhibit “Information Capital Readiness at
Consumer Bank.”)

Information Capital Readiness at Consumer Bank
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The team then turned to assessing the readiness of the bank’s existing portfolio of IC
infrastructure and applications, assigning a numerical indicator from 1 to 6 to each
system. A score of 1 or 2 indicates that the system is already available and operating
normally, perhaps needing only minor enhancements. A score of 3 or 4 indicates that the
system has been identified and funded but is not yet installed or operational. In other
words, current capability does not yet exist but development programs are under way to
close the gap. A score of 5 or 6 signals that a new infrastructure or application is needed
to support the strategy, but nothing has yet been done to create, fund, and deliver the
capability. Managers responsible for the IC development programs provided the
subjective judgments for this simple measurement system, and the CIO was responsible
for assessing the integrity of the reported numbers. In the IC exhibit, we can also see
that Consumer Bank aggregated the readiness measures of individual applications and
infrastructure programs—designating them green, yellow, or red, based on the worst-
case application in the category—to create a portfolio status report. With such a report,




managers can see the strategic readiness of the organization’s information capital at a
glance, easily pinpointing the areas in which more resources are needed. It is an
excellent tool for monitoring a portfolio of information capital development programs.

Many sophisticated IT organizations already use more quantitative, objective
assessments of their information capital portfolios than the subjective process we’ve just
described for Consumer Bank. These organizations survey users to assess their
satisfaction with each system. They perform financial analyses to determine the
operating and maintenance costs of each application. Some conduct technical audits to
assess the underlying quality of the code, ease of use, quality of documentation, and
frequency of failure for each application. From this profile, an organization can build
strategies for managing its portfolio of existing IC assets just as one would manage a
collection of physical assets like machinery or a fleet of trucks. Applications with high
levels of maintenance can be streamlined, for example, applications with high operating
costs can be optimized, and applications with high levels of user dissatisfaction can be
replaced. This more comprehensive approach can be effective for managing a portfolio of
applications that are already operational.

Organization Capital Readiness

Success in performing the critical internal processes identified in an organization’s
strategy map invariably requires an organization to change in fundamental ways.
Assessing OC readiness is essentially about assessing how well the company can
mobilize and sustain the organization change agenda associated with its strategy. For
instance, if the strategy involves focusing on the customer, the company needs to
determine whether its existing culture is customer-centric, whether its leaders have the
requisite skills to foster such a culture, whether employees are aware of the goal and are
motivated to deliver exceptional customer service, and, finally, how well employees
share with others their knowledge about the company’s customers. Let’s explore how
companies can make these kinds of assessments for each of the four OC dimensions.

Culture. Of the four, culture is perhaps the most complex and difficult dimension to
understand and describe because it encompasses a wider range of behavioral territory
than the others. That’'s probably why “shaping the culture” is the most often-cited
objective in the Learning and Growth section of our Balanced Scorecard database.
Executives generally believe that changes in strategy require basic changes in the way
business is conducted at all levels of the organization, which means, of course, that
people will need to develop new attitudes and behaviors—in other words, change their
culture.

Assessment of cultural readiness relies heavily on employee surveys. But in preparing
surveys, companies need to distinguish clearly between the values that all employees
share—the company’s base culture—and the perceptions that employees have of their
existing system—the climate. The concept of base culture has its roots in anthropology,
which defines an organization’s culture as the symbols, myths, and rituals embedded in
the group consciousness (or subconscious). To describe a company’s base culture,
therefore, you have to uncover the organization’s systems of shared meanings,
assumptions, and values.

The concept of climate has its roots in social psychology and is determined by the way
organizational influences—such as the incentive structure or the perceived warmth and
support of superiors and peers—affect employees’ motivation and behavior. The
anthropological component reflects employees’ shared attitudes and beliefs independent
of the actual organizational infrastructure, while climate reflects their shared perception
of existing organizational policies, practices, and procedures, both formal and informal.

Surveying perceptions of existing organizational policies and practices is a fairly
straightforward task, but getting at the base culture requires a little more digging.
Anthropologists usually rely on storytelling to identify shared beliefs and images, but
that approach is inadequate for quantifying the alignment of culture to strategy.
Organizational behavior scholars have developed measurement instruments, such as
Charles O’Reilly and colleagues’ Organizational Culture Profile, in which employees rank
54 value statements according to their perceived importance and relevance in the
organization. Once ranked, an organization’s culture can be described with a reasonable
degree of reliability and validity. Then the organization can assess to what extent the
existing culture is consistent with its strategy and what kinds of changes may be needed.

One caveat: Managers do need to be aware that some variations in culture are
necessary and desirable in different operating units or functions. The culture of an R&D
group, for example, should be different from the culture of a manufacturing unit; the




culture of an emergent business unit should be different from the culture of a mature
one. Executives should strive for agreement throughout the organization about
corporatewide values such as integrity, respect, treatment of colleagues, and
commitment to customer satisfaction. But some value statements in the survey
instrument should refer to the culture of specific operating units. So, for example,
surveys of the employees in operations and service-delivery units would include
statements about quality and continuous improvement, whereas the R&D department
survey might include statements about creativity and innovation. For employees involved
in customer acquisition, statements might relate to retention and growth or to a deep
understanding of individual customers’ preferences and needs.

Leadership. If companies change their strategies, people will have to do some things
differently as well. It is the responsibility of leaders at all levels of the organization—from
the CEO of a retail chain down to the local store managers—to help employees identify
and understand the changes needed and to motivate and guide them toward the new
ways of working.

In researching the best practices in our Balanced Scorecard database, we were able to
identify seven generic types of behavioral changes that build organization capital, and
each fell into one of two categories: changes that support the creation of value—such as
increasing people’s focus on the customer—and those required to carry out the
company’s strategy—such as increasing accountability. The sidebar “Seven Behaviors for
Transformation” describes these behavioral changes in more detail.

Seven Behaviors for Transformation

To ensure that it gets the kind of leaders it needs, a company should draw up a
leadership competency model for each of its leadership positions. This is a kind of job
profile that defines the competencies a leader is expected to have to be effective in
carrying out the company’s strategy. For example, one manufacturing company,
attempting to create teams to solve customers’ problems, identified and defined three
competencies essential for people in team leadership positions:

e Customer Focus—Outstanding leaders understand their customers. They place
themselves in the customers’ minds and spend time with them to understand their
current and future needs.

» Fostering Teamwork—Outstanding leaders work collaboratively with their own teams
and across organizational and geographic boundaries. They empower their teams to
achieve excellence.

< Open Communications—Outstanding leaders tell the truth. They openly share
information with peers, managers, and subordinates. They tell the whole story, not just
how it looks from their position.

Often, organizations will measure leadership traits, such as those listed above, through
employee surveys. A staff or external unit solicits information from subordinates, peers,
and superiors about a leader’s mastery of the critical skills. This personal feedback is
used mainly for coaching and developing the leader, but the unit can also aggregate the
detailed (and confidential) data from the individual reviews to create a status report on
the readiness of key leadership competencies needed throughout the organization.

Alignment. An organization is aligned when all employees have a commonality of
purpose, a shared vision, and an understanding of how their personal roles support the
overall strategy. An aligned organization encourages behaviors such as innovation and
risk taking because individuals’ actions are directed toward achieving high-level
objectives. Encouraging and empowering individual initiative in an unaligned
organization leads to chaos, as the innovative risk takers pull the organization in
contradictory directions.

Achieving alignment is a two-step process. First, managers communicate the high-level
strategic objectives in ways that all employees can understand. This involves using a
wide range of communication mechanisms: brochures, newsletters, town meetings,
orientation and training programs, executive talks, company intranets, and bulletin
boards. The goal of this step is to create intrinsic motivation, to inspire employees to
internalize the organization’s values and objectives so that they want to help the
organization succeed. The next step uses extrinsic motivation. The organization has
employees set explicit personal and team objectives aligned to the strategy and
establishes incentives that reward employees when they meet personal, departmental,
business unit, and corporate targets.




Measuring alignment readiness is relatively straightforward. Many survey instruments
are already available for assessing how much employees know about and how well they
understand high-level strategic objectives. It is also fairly easy to see whether or not
individuals’ personal objectives and the company’s existing incentive schemes are
consistent with the high-level strategy.

For example, a large property and casualty insurance company adopted a new strategy
intended to reduce its underwriting losses by creating a tighter link between the
underwriters, who decide whether to accept a new piece of business, and the claims
agents, who deal with the consequences from poor underwriting decisions. Historically,
these specialists lived in different parts of the organization, and their incentives were
totally unrelated to each other, which clearly did little to foster cooperation between
them or with the line business units they supported. To reflect the new strategy, the
company changed to a team-based compensation system in which everyone’s incentive
pay was based on a common set of measures (their Balanced Scorecard). Underwriters
and claims agents, who worked in service departments shared by the various business
units, were now rewarded using the Balanced Scorecard measures related to the
business units they supported. The company used a survey instrument to capture the
employees’ perceptions of the improved teamwork created by aligning the incentive
systems.

Teamwork and Knowledge Sharing. There is no greater waste than a good idea used
only once. Most organizations have to go through a cultural change to shift individuals
from hoarding to sharing their local knowledge. No asset has greater potential for an
organization than the collective knowledge possessed by all its employees. That's why
many companies, hoping to generate, organize, develop, and distribute knowledge
throughout the organization, have spent millions of dollars to purchase or create formal
knowledge management systems.

The challenge in implementing such systems is motivating people to actually document
their ideas and knowledge to make them available to others. Most organizations in our
Balanced Scorecard database attempted to develop such motivation by selecting
“teamwork” and “knowledge sharing” as strategic priorities in their Learning and Growth
Perspective. Typical measures for these priorities included the number of best practice
ideas the employees identified and used, the percentage of employees who transferred
knowledge in a workout process, the number of people who actually used the knowledge
management system, how often the system is used, the percentage of information in the
knowledge management system that was updated, and how much was obsolete.

For knowledge sharing to matter, it must be aligned with the priorities of the strategy
map. For example, one organization—a chemical company—created several best practice
communities to complement the internal process objectives on its strategy map. The
Improve Workplace Safety community consisted of the safety directors from every
facility. They studied the best practices at the high-performing plants and created a best
practice—sharing program. The company’s output measure, “days away from work,”
dropped by 70%. In another example, a children’s hospital was attempting to reduce
costs without reducing the quality of patient care. Intensive discussions resulted in a top-
ten list of best practices already being used somewhere in the hospital. The hospital then
formed cross-functional medical practice teams of physicians, nurses, and administrators
to implement as many of these procedures as they practically could. It measured
success, the output of this knowledge-sharing process, by the “number of best practices
utilized.” The effective implementation of best practices over the next three years led to
dramatic improvements in organizational outcomes: Readmission rates dropped by 50%,
cost per case and length of stay each declined by 25%, and both customer satisfaction
and quality of care increased. In these and many other examples in our case files,
organizations enhanced their performance by aligning the teamwork and knowledge-
sharing component of their organization capital with their strategy.

To get an overview of organizational readiness, companies can put the information they
obtain from their various surveys and assessments together in a report like the one
shown in “Organization Capital Readiness Report.” In this exhibit, the leadership
measure, drawn from the leadership competency model, displays the company’s
estimate, based on employee surveys, of the degree to which the company possesses
the key attributes for leadership. At 92%, the company is above target on its leadership
objective and can be considered strategically ready in terms of this dimension. The
company’s OC with respect to teamwork and knowledge sharing is also in good shape.
But the firm is performing inadequately in alignment and in developing the right culture,
and these problems are lowering its overall level of organization capital readiness.




Organization Capital Readiness Report

The various measuras far organization capital readiness should be put together in a readingss
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The intangible assets described in the Balanced Scorecard’s Learning and Growth
Perspective are the foundation of every organization’s strategy, and the measures in this
perspective are the ultimate lead indicators. Human capital becomes most valuable when
it is concentrated in the relatively few strategic job families implementing the internal
processes critical to the organization’s strategy. Information capital creates the greatest
value when it provides the requisite infrastructure and strategic applications that
complement the human capital. Organizations introducing a new strategy must create a
culture of corresponding values, a cadre of exceptional leaders who can lead the change
agenda, and an informed workforce aligned to the strategy, working together, and
sharing knowledge to help the strategy succeed.

Some managers shy away from measuring their intangible assets because these
measures are usually “softer,” or more subjective, than the financial measures they
conventionally use to motivate and assess performance. The Balanced Scorecard
movement has encouraged organizations to face the measurement challenge. Using the
systematic approaches set out in this article, companies can now measure what they
want, rather than wanting only what they can currently measure. Even if the measures
are imprecise, the simple act of attempting to gauge the capabilities of employees,
information systems, and organization capital communicates the importance of these
drivers for value creation. In the course of our work, we have seen many companies find
new ways to measure—and consequently new ways to enhance the value of—their
intangible assets. The measurement and management of these assets played a
prominent role in their transformation into successful, strategy-focused organizations.
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IN THIS ARTICLE

Before It's Too Late

by Kerry J. Sulkowicz

The CEO is often the most isolated and protected employee in the organization. No one
gives him unfiltered information. Many people dissemble or conceal things from him. Few
leaders, even veteran CEOs, can do the job without talking to someone about their
experiences, which is why most develop a close relationship with a trusted colleague—a
person with whom they feel free to share their thoughts and fears. Few leaders speak
out about these relationships, perhaps because they don’t like acknowledging their
dependency on others. But in business and politics, most leaders rely on the advice and
opinions of a trusted insider: a confidant.

The need for a close confidant is rooted in childhood. Every child wants to feel close to
someone, to feel understood, cared for, and loved. While parents ordinarily satisfy such
childhood yearnings, these needs are never completely satisfied. In adolescence, we
typically resolve them by developing a best friend from among our peer group, and we
usually pick individuals of the same sex. When we find ourselves in demanding situations
later in life, we seek similar refuge with a fellow adult.

The most effective CEOs find confidants who complement their strengths and sharpen
their effectiveness. Bill Gates uses Steve Ballmer in this way; Warren Buffett turns to
vice chairman Charlie Munger. In the end, both the CEOs and their organizations benefit
from these relationships.

Over the past eight years as a consultant to top management teams and as a
psychoanalyst who treats company leaders in private practice, | have found that many
CEO—confidant relationships function very well. These confidants serve their leaders and
keep the CEOs’ best interests at heart. They derive their gratification vicariously—
through the help they provide, not for any personal gain—and are usually quite aware of
the potential for abusing their access to the CEOs’ innermost secrets.

Unfortunately, almost as many confidants end up hurting, undermining, or otherwise
exploiting CEOs when they are at their most vulnerable. These confidants rarely make
the headlines, but behind the scenes they do enormous damage to the CEO and to the
organization. What’s more, the leader is often the last one to know when and how the
confidant relationship became toxic.

Dangerous confidants come in all shapes and sizes. They are sometimes intentionally

scheming and deceitful. Like Rasputin, the crafty manipulator of the Russian imperial

family, these overtly bad confidants have sociopathic personalities: They habitually lie
and cheat to achieve their aims without any apparent constraints of conscience.

Take someone we’ll call Sanford Anderson. (I have changed the names in our examples
to protect the privacy of the individuals and companies depicted.) The CEO of a privately
held real estate business in the Midwest, a company worth billions, Anderson fell victim
to just such a confidant. Early in his career, Anderson’s corporate attorney, Gregg
Mayer, had saved the firm millions by deftly handling a discrimination lawsuit, which
earned him Anderson’s undying gratitude and respect. As the years passed, Anderson
came to rely on Mayer’s advice about everything from investment strategy, architecture
and design, to personnel development.
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Although Anderson was in most respects a highly effective CEO, he had never seriously
contemplated the prospect of retiring. Anderson’s worries about retirement took the form
of denial of his own mortality. Instead of acknowledging his anxiety, he manifested it by
plunging even more deeply into work, while ignoring his fatigue and gradual loss of
passion. Consequently, he had never set in place an adequate succession plan. Given the
toxic confidant that he was, Mayer used the lack of succession planning as an
opportunity to advance his own interests. Mayer preyed on Anderson’s anxieties about
aging and retirement by fueling his fears about whom might want to wrest control of his
business.

Rather than encourage Anderson to slow down after he was hospitalized for chest pain,
Mayer egged Anderson on in a way calculated to make him more anxious and afraid. As
Mayer put it to Anderson, “Now that you’'ve almost had a heart attack, the people you're
up against might try to give you a real heart attack by making you angry.” Just as Mayer
planned, his stoking of Anderson’s fears paid off handsomely. When Anderson stepped
down, he impulsively handed the reins of power to Mayer. Shocked by the
announcement of the new CEO, several key members of the management team stormed
out in protest. Unfortunately, without the skills of these key players, the company was
soon in trouble, and Anderson’s legacy was ruined.

Destructive confidants like Mayer are far more commonplace than we would like to
believe. But even more common, and more insidious, are confidants who are convinced
they are serving their CEOs well, people who can’t see the havoc they wreak on the lives
of leaders and their organizations. These confidants have blind spots about their own
personalities and capabilities, and little awareness of the damage they can cause.

I have been able to identify three distinct types of destructive confidants over the course
of my work. First are reflectors, people who mirror the CEO, constantly reassuring him
that he is the “fairest CEO of them all.” By contrast, the second type of destructive
confidant, the insulator, buffers the CEO from the organization, preventing critical
information from getting out and from getting in. Then, as we have just seen in the
previous example, there is the usurper, the confidant who cunningly ingratiates himself
with the CEO in a desperate bid for power. In the following pages, we’ll explore how the
CEO—confidant relationship plays out in each case and discuss ways in which CEOs can
avoid these destructive relationships. As we shall see, the truth is that many leaders
have only themselves to blame for the confidants they have.

Before It's Too Late

Mirror, Mirror on the Wall

CEOs are narcissistic—if they weren’t, they wouldn’t be leaders. Moreover, without that
quality, they couldn’t grow their business or provide the organization with the vision it
needs. In my experience, CEOs with the best confidant relationships have a healthy dose
of narcissism, and their confidants provide positive and negative feedback, they bolster
CEOs’ flagging spirits, and they encourage CEOs to achieve balance and creativity.

But some CEOs constantly need to be told wonderful things about themselves. Typically,
these leaders are both grandiose and extremely vulnerable to slights, and they often
have a hard time hearing bad news or facing harsh realities. They surround themselves
with yes-men who are unwilling to tell them the truth; these leaders also tend to have
failed marriages, trophy wives, or extramarital affairs with women who feed their egos.
Some narcissistic CEOs, such as Richard Scrushy of HealthSouth or Dennis Kozlowski of
Tyco, turn their organizations into elaborate monuments to themselves. Unfortunately,
these leaders are also prone to selecting confidants who cater to their fragile self-
esteem. These are the reflecting confidants.

The reflector intuitively knows how to make a narcissistic CEO feel good. Although all
confidants may do this to some extent, reflectors are driven by their own neurotic need
to please authority. That’s usually because they’ve grown up with narcissistic parents
who demanded that their children mirror them to an inappropriate extent. These kids
feel that they exist to take care of their parents, rather than the reverse. For example,
children with depressed mothers typically feel responsible for their mothers’ happiness.
In such an environment, a child’s self-esteem becomes contingent on giving the parents
what they want, rather than on developing an autonomous personality.

One confidant told me that the first thing he did each morning with his mother, a former
actress, was to scrutinize her face to see if she was having a bad day. If she was, he
used to take it as a signal that he needed to find some good news quick. As a confidant,
he was equally terrified of angry outbursts on the part of his CEO. Like other reflectors,




this confidant was extremely sensitive to the limited range of emotion that a fragile CEO
could tolerate, and he twisted himself into knots trying to avoid upsetting him.

In extreme forms, the CEO—confidant pair ends up creating its own distorted version of
reality, what is known in the psychiatric literature as folie a deux—or shared madness.
When shared madness develops and other key executives see how much the CEO values
the reflector, some may try to become the CEO’s reflectors themselves. This often leads
to a polarization of employees: A small group of employees fiercely defends the CEO,
while a larger group rebels against the leader and seeks out another senior executive
who serves as its unofficial leader and the voice of reality.

In extreme forms, the CEO—confidant pair ends up
creating its own distorted version of reality, or shared
madness.

Consider what happened at Regal Software, a developer of video gaming technology. As
a first-time CEO, Paul Rothberg almost instantly found himself at odds with the
company’s talented software developers, who resented his autocratic management style.
Rothberg’s unreasonable expectations of R&D eventually created a split between the
organization’s research and business arms. As the gulf widened, Rothberg found himself
increasingly butting heads with most of Regal’s employees, and so he began turning for
interpersonal advice to Frank Jordan, a former headhunter turned executive coach.

Rothberg had installed Jordan in an office at Regal’s headquarters, where he spent three
mornings a week ostensibly to be available to coach all the senior executives. In reality,
though, Rothberg was his only client. Rothberg would call Jordan twice a day; he also
made frequent visits to his office at Regal. It soon became clear to other employees how
much the embattled CEO depended on his new confidant. For his part, Jordan was
seduced into believing that nothing was more important for him to do than to keep the
CEO happy. He would listen intently to Rothberg’s concerns and then color his own
observations to match Rothberg’s. To outsiders, they looked like coconspirators who
spent endless hours huddled in conversation. Indeed, Jordan offered Rothberg constant
reassurance that he was doing the right thing, when, in fact, Rothberg was gravely
misguided.

Consciously or not, Rothberg and Jordan created a symbiotic relationship in which they
relied almost entirely on each other’s perceptions about what was happening at Regal.
Rothberg had looked to Jordan to be his eyes and ears, but the more Jordan was drawn
into his privileged role, the more unable he was to accurately understand the situation
unfolding around him. Unfortunately, Jordan supplied flawed advice, such as encouraging
Rothberg to attend more of his software developers’ creative meetings, which only made
him seem even more intrusive and controlling. At the same time, Jordan inadvertently
bolstered Rothberg’s fundamentally harsh and rigid personality by consistently praising
the CEO’s judgment rather than offering constructive criticism. A vicious circle ensued,
fueling the polarization of employees into Rothberg loyalists or enemies.

Although it isn’t always the case that shared madness between a CEO and his confidant
leads to paranoia, these ingrained attitudes of mistrust and negativity are easily
magnified under these circumstances. Rothberg’s naiveté, for instance, was not the only
cause of Regal’s organizational tensions. Deeper down, the rift was fueled by
companywide worries about the feasibility of Regal’s developing technology. But
Rothberg’s misuse of his confidant brought organizational anxieties to a crisis point.
Ultimately, as Rothberg’s manipulations and deceptions continued to escalate, senior
management felt betrayed, and Rothberg was ousted. For his part, Jordan had
squandered his reputation as an independent expert. Lingering suspicions and
resentments prevented him from functioning effectively as an outside consultant, and
he, too, was eventually forced out.

You Need Me, and Don’t Forget It!

While the reflector inadvertently joins with the CEO in creating a shared, distorted view
of reality, the insulator tries to serve as a mediator between an ill-suited CEO and his
organization. CEOs who need insulators tend to be abrasive or abusive leaders. These
arrogant leaders often deny the negative impact of their personality on those around
them. They thoughtlessly push away their best people, make impulsive business
decisions, alienate large constituencies within the company, and poison morale. These
leaders quickly find themselves at odds with their subordinates, senior executives, and
boards because of their lack of emotional intelligence. And whether they are quietly off-
putting or openly hostile, these leaders rarely feel concerned about, or able to, change
their interpersonal style.




To compensate, these abrasive CEOs seek insulators, people whom they believe can
translate their poorly communicated ideas into language their organizations can
understand. They need people willing to intercede when they make self-destructive
moves. Like the mother of a child abused by his father, the insulator is constantly
apologizing to the organization on the CEO’s behalf: “He didn’t mean it.” The insulator is
also much like the enabler—to borrow the language of Alcoholics Anonymous—who
makes excuses for the alcoholic.

Insulators have some special characteristics. Many have passive personalities and need
to be rescuers. Women in senior management positions are certainly not all insulators,
but, for reasons that still have not been sufficiently researched, most insulators turn out
to be women. And although they typically harbor no ambitions to be CEOs themselves,
insulators crave control over both the leader and the organization. That contrasts with
reflectors, who unconsciously try to control leaders by pleasing them. Thus, while
insulators can be quite manipulative, they position their behavior to appear as though
they are doing an altruistic service for their bosses and companies.

The insulator’s false humility can be grating, but it is often difficult to see what is toxic
about it. In the short run, insulators appear to be helpful, even essential, particularly to
those who don’t trust the CEO. The problem is that over time, insulators undermine the
very authority of the leader they are seemingly trying to protect. Senior executives learn
that to get anything substantive done, they must go through the insulating confidant,
who quickly comes to be seen as the real power behind the throne. This arrangement
has two problems. First, because the insulator’s formal power inadequately reflects her
influence, she is often largely unaccountable for her actions. Second and more crucial,
insulators feed the CEO filtered information about the organization; as a result, the CEO
becomes dangerously cut off from the grass roots.

Jay Stephens was a CEO whose personality cried out for an insulator. After a successful
academic career in engineering, he was tapped to take over the research operations of
Pantreon, a large energy company. Stephens had a reputation for being brilliant but
impossible, and his vicious tirades and abrasive personality were legendary. After
making several important discoveries that had saved the firm billions of dollars,
Stephens became the dark-horse candidate for CEO. When the board chose him as the
new leader, he quickly replaced the old head of HR with Louisa Attwood, a junior HR
manager who had helped him when he first joined Pantreon.

It soon