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active human dignity

Taking Your Company From Good to Great



Major Themes

Level 5 Leadership

—  The type of leadership required.
—  Compared to high-profile celebrity leaders with big personalities, level 5 leaders are self-effacing, quiet, reserved.
— A paradoxical blend of personal humility and professional will

First Who...Then What

—  First get the right people on the bus, and the right people in the rights seats, then figure out where to drive it.
—  People are not the most important asset. The right people are.

Confront the Brutal Facts

—  Maintain unwavering faith that you can and will prevail, regardless of the difficulties, AND at the same time have the discipline to confront the
most brutal facts of our current reality.

The Hedgehog Concept

—  Simplicity within 3 circles — What you are deeply passionate about; What you can be best in the world at; What drives your economic engine.

A Culture of Discipline

—  Create a culture of discipline where self-motivated employees manage themselves.

Technology Accelerators

—  Technology by itself is not a primary, root cause of either greatness or decline.

The Flywheel and the Doom Loop

—  Those who launch revolutions, dramatic change programs, and wrenching restructurings will almost certainly fail to make the leap from good to
great.
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Level 5 Leadership - Hierarchy @

» Level 5— Leve xecutive

» Level 4 — L

¢ Organises people and resot
and efficient pursuit of pre-d

¢ Contributes individual capabilities to the

a group setting.

*  Makes productive contributions through talent,
knowldege, skills, and good work habits.



Level 5 Leadership

The Two Sides of Level 5 Leadership

Professional Will

Creates superb results, a clear catalyst
in the transition from good to great

Demonstrates an unwavering resolve to
do whatever must be done to produce
the best long-term results, no matter
how difficult

Sets the standard of building an
enduring great company; will settle for
nothing less

Looks in the mirror, not out the window
to apportion responsibility for poor
results, never blaming other people,
external factors, or bad luck

Personal Humility

Demonstrates a compelling modesty,
shunning public adulation; never
boastful

Acts with quiet, calm determination;
relies principally on inspired standards,
not inspiring charisma, to motivate

Channels ambition into the company,
not the self; sets up successors for even
greater success in the next generation

Looks out the window, not in the
mirror, to apportion credit for the
success of the company- to other
people, external factors and good luck.




Level 5 Leadership

*  Level 5 leaders channel their ego needs away from themselves and into the larger goal of building a great
company. Their ambition is first and foremost for the institution, not themselves.

*  Level 5 leadership is not just about humility and modesty. It is equally about ferocious resolve, an almost
stoic determination to do whatever needs to be done to make the company great.

* Level 5 leaders are fanatically driven, infected with the incurable need to produce results. Whatever it
takes to make their company great.

*  One of the most damaging trends in recent history is the tendency to select dazzling, celebrity leaders and
de-select potential level 5 leaders.

*  Larger-than-life, celebrity leaders who ride in from the outside are negatively correlated with going from
good to great.

*  Those who built the good-to-great companies weren’t motivated by fear. They weren’t driven by fear of
what they didn’t understand. They weren’t driven by fear of looking stupid. They weren’t driven by fear
of watching others hit it big while they didn’t. They weren’t driven by the fear of being hammered by the
competition.

*  Those who turn good into great are motivated by a deep creative urge and an inner compulsion for sheer
unadulterated excellence for its own sake. Those who build and perpetuate mediocrity, in contrast, are
motivated more by the fear of being left behind.



Level 5 Leadership — Summary

*  Level 5 leaders build a company that can tick along without them, rather than feeding their egos by
becoming indispensable

*  Personal humility AND professional will.

*  Level 5 leaders are relentless in stimulating progress toward tangible results and achievement, even if it
means firing their brothers.

* Level 5 leaders are ambitious for the company and what it stands for; they have a sense of purpose beyond
their own success.
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First Who...Then What

Some Simple Truths

* If you begin with “who” rather than “what”, you can more easily adapt to a changing world.
If people join the bus primarily because of where it is going, what happens if you get ten miles
down the road and you need to change direction? You’ve got a problem.

* If you have the right people on the bus, the problem of how to motivate and manage people
largely goes away. The right people don’t need to be tightly managed or fired up; they will be
self motivated by the inner drive to produce the best results and to be part of creating
something great.

* If you have the wrong people, it doesn’t matter whether you discover the right direction; you
still won’t have a great company. Great vision without great people is irrelevant.

* Specific knowledge and skills are teachable traits. Traits such as character, work ethic, basic
intelligence, dedication to fulfilling commitments, and values are more ingrained.

* The only way to deliver to the people who are achieving is to not burden them with the people
who are not achieving.

* Avoid hiring selfish, negative, or egotistical people — don’t make exceptions to this. There
should be a spirit of joy and contribution within the group.



First Who...Then What

It’s Who You Pay, Not How You Pay Them

* The evidence does not support the idea that the specific structure of executive compensation
acts as a key lever in taking a company from good to great.

* Once you’ve structured something that makes basic sense, executive compensation falls away
as a distinguishing variable in moving an organisation ffrom good to great.

* If you have the right executives on the bus, they will do everything within their power to build
a great company, not because of what they will get for it, but because they cannot imagine
settling for anything less. Their moral code requires building excellence for its own sake.

* The right people will do the right things and deliver the best results they’re capable of,
regardless of the incentive system.

* Compensation and incentives are important, but for very different reasons in good-to-great
companies. The purpose of a compensation system should not be to get the right behaviours
from the wrong people, but to get the right people on the bus in the first place, and to keep
them there.

*  Nucor paid its steelworkers more than any other steel company in the world, but over 50% of a
workers compensation was tied directly to the productivity of his work team of 20 to 40
people.



First Who...Then What

How to Be Rigorous

* Discipline #1 — When in doubt, don’t hire. Keep looking
— A company should limit its growth based on its ability to hire the best people.

* Discipline #2 — When you know you need to make a people change, act

— The moment you feel the need to tightly manage someone, you’ve made a hiring mistake. The best people
don’t need to be managed. Guided, taught, led — yes, but not tightly managed

— Letting the wrong people hang around is unfair to the right people, as they inevitably find themselves
compensating for the inadequacies of the wrong people

— Conversely, waiting too long is equally unfair to the wrong people. For every minute you allow a person to
continue, knowing they will not make it in the end, you’re stealing time that they could spend finding a better
place where they would flourish.

— Before moving people (especially if they are talented) out of the organisation, it’s worth trying them in two or
three other positions in the company where they might blossom. Make sure you don’t simply have the right
person, but in the wrong seat.

* Discipline # 3 — Put your best people on the biggest opportunities, not the biggest problems.



First Who...Then What -
Summary

Practicing “first who” iclock building; practicing “first what” (setting strategy first) is time telling.
e Get the right people on the the bus AND the wrong people off the bus.
O Practicing “first who” means selecting people more on their fit with the core values and purpose than on their skills and
knowledge.
. Practicing “first who” means a bias for promoting from within, which reinforces the core values.
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Confront the Brutal Facts

* You absolutely cannot make a series of good decisions without first
confronting the brutal facts.

* The moment a leader allows themselves to become the primary reality
people worry about, rather than the reality being the primary reality, you
have a recipe for mediocrity or worse.

* Does motivation stem from a compelling vision? No. Not because vision
is unimportant, but because expending energy trying to motivate people is
largely a waste of time. If you have the right people on the bus they will
largely be self motivated. The real question becomes how do you manage
in such a way as not to de-motivate people?

* Yes leadership is about vision, but it’s equally about creating a climate
where truth is heard and brutal facts confronted. There’s a huge difference
between the opportunity to have your say, and the opportunity to be heard.



Confront the Brutal Facts

Creating a Climate Where Truth is Heard

* Lead with questions, not answers.

— Leading does not mean coming up with answers and then motivating everyone else to follow your
messianic vision. It means having the humility to grasp the fact that you do not yet understand
enough to have the answers, and then ask the questions that will lead to the best possible insights

* Engage in dialogue and debate, not coercion.

— Discussion should not be a sham process to let people have their say so they can buy in to a pre-
determined decision. It should involve heated scientific debate, with people engaged in a search for
the best answers.

— Every great idea is born drowning. Initially, all ideas should be supported. After that has happened
the naysayers are given a chance to express their fears and foreboding. This way the team supports
its brilliance rather than talking itself out of it.

* Conduct autopsies without blame

— Instead autopsy discussions should be a clinical analysis of the mistake, its implications, and its
lessons.

* Build “red flag” mechanisms

— The key lies not in better information, but in turning information into information that cannot be
ignored.



Confront the Brutal Facts -
Summary

o Create a climate where truth is heard, and red flag mechanisms are created.
O Confront the brutal facts of your current reality AND retain unwavering faith that you will prevail in the end.
E Confronting the brutal facts clarifies the values an organisation truly holds as core versus those it would like to hold as core.

O Brutal facts clarify what must be done to stimulate progress.
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The hedgehog concept is a simple concept that flows from deep
understanding about the intersection of the following three
circles:

1. What you can be best in the world at, and conversely what you
cannot be best in the world at. Just because you possess a core
competence doesn’t mean you can be the best in the world at it.
Conversely, what you can be the best at might not even be
something in which you are currently engaged

2. What drives your economic engine. All the good to great companies
attained piercing insight into how to most effectively generate
sustained and robust cash flow and profitability:.

3. What you are deeply passionate about. The good to great
companies focused on those activities that ignited their passion.

The Hedgehog Concept




The Hedgehog Concept

* To have a fully developed Hedgehog concept, you need all three circles. If you make a lot of
money doing things at which you can never be the best, you’ll only build a successful company, not
a great one. If you become the best at something, you’ll never remain top if you don’t have
intrinsic passion for what you are doing. Finally, you can be passionate all you want, but if you
can’t be the best at it, or it doesn’t make economic sense, then you might have a lot of fun, but you
won’t produce great results.

* A Hedgehog concept is not a goal to be the best, a strategy to be the best, an intention to be
the best, or a plan to be the best. It is an understanding of what you can be best at. The
distinction is absolutely crucial.

* Doing what you are good at will only make you good; focussing solely on what you can
potentially do better than any other organisation is the only path to greatness.

* You absolutely do not need to be in a great industry to produce sustained great results. No
matter how bad the industry, every good-to-great company figured out how to produce truly
superior economic returns.

* If you successfully apply these ideas, but then stop doing them, you will slide backward from
great to good, or worse.



The Hedgehog Concept

One particularly useful mechanism for moving the process along is called the il.
This consists of a group of the right people who participate in dialogue and debate
guided by the three circles. The diagram below shows how it works.




The Hedgehog Concept

=

10.

Characteristics of the Council
The council exists to gain understanding about important issues facing the organisation
The council is is assembled by the leading executive and usually consists of five to twelve
people
Each council member has the ability to argue and debate in search of understanding, not from
egotistic needs to win a point or protect a parochial interest.
Each council member retains the respect of every other council member without exception.

Council members come from a range of perspectives, but each member has deep knowledge
about some aspect of the organisation and/or the environment in which it operates.

The council includes key members of the management team but is not limited to members of
the management team, nor is every executive automatically a member.

The council is a standing body, not an ad hoc committee assembled for a specific project
The council meets periodically, as much as once a week, or as infrequently as once per quarter.

The council does not seek consensus, recognising that consensus decisions are often at odds
with intelligent decisions. The responsibility for the final decision remains with the leading
executive.

The council is an informal body, not listed on any formal organisation chart or in any formal
documents



The Hedgehog Concept -
Summary

o The hedgehog concept and the council mechanism are models of deep understanding AND incredible simplicity

O The “what you are passionate about” circle overlaps nicely with core values and purpose. Only those values about which you
are so passionate that you would never, under any conditions, give them up qualify as truly core.

0 Good BHAG’s flow from understanding; bad BHAGS flow from bravado. Great BHAG’s sit right smack in the middle of the
three circles.
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A Culture of Discipline

The Entrepreneurial Death Cycle

The entrepreneurial death cycle is what stops most startups becoming
great companies. This refers to the situation where a startup
fuelled with imagination, creativity and visionary zeal trips over
it’s own success — too0 many new
people/customers/orders/products - becomes an unwieldy mess.
This is usually due to lack of planning/accounting/hiring/systems.

In response seasoned executives and MBA'’s are brought in along
with processes, procedures, checklists &c. The professional
managers finally rein in the mess but also kill the entrepreneurial
spirit. The creative spirit wanes as the most innovative people
leave, and the exciting startup transforms into just another
company, and the cancer of mediocrity begins to grow.



A Culture of Discipline @

Avoiding The Entrepreneurial Death Cycle

* The purpose of bureaucracy is to compensate for incompetence
and lack of discipline, a problem that largely goes away if you
have the right people on the bus.

* Most companies build their bureaucratic rules to manage the
small percentage of wrong people on the bus, which in turn
drives away the right people, which then increases the
percentage of wrong people, which then increases the need for
more bureaucracy, which then drives more of the right people
away...and so on.

* Set your objectives for the year and record them in concrete.
You can change your plans during the year, but you never
change what you measure them against.



A Culture of Discipline

=50

Building A Culture of Discipline

Build a culture around the idea of freedom and responsibility, within a
framework (c.f. Macquarie bank)

. Fill that culture with self-disciplined people who are willing to go to

extreme lengths to fulfil their responsibilities.
Don’t confuse a culture of discipline with a tyrannical disciplinarian

Adhere with great consistency to the Hedgehog concept, exercising an
almost religious focus on the intersection of the three circles. Equally
important, create a “stop doing list” and systematically unplug anything
extraneous.

Hire self-disciplined people who don’t need to be managed, then manage
the system, not the people. E.g. Nucor grew into a USD3.5 Billion
company with only four layers of management and a headquarters staff of
less than twenty five people.

Status and authority in should come from your leadership capabilities, not
your position. If you really feel that you need that class distinction, then a
good-to-great company is not the right place for you.



A Culture of Discipline -
Summary

o A culture of discipline is based around freedom AND responsibility.

s A culture of discipline ejects those who do not share the values and standards of an organisation.

O When you have a culture of discipline, you can give people more freedom to experiment and find their own best path to
results.
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Technology Accelerators @

* Technology is an accelerator, NOT a creator of
momentum.

* You cannot make good use of technology until you
know which technologies are relevant. And those are
the ones that link directly to the intersecting circles of
your Hedgehog concept.

* Systems, be they technology related or not save you
time, energy, and money. If you don’t have systems in
place for all your processes and procedures it’s almost
impossible to succeed in becoming great.
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* In a great company, technology is subservient
to core values, not the other way round.

Technology Accelerators -
Summary

* Shun technology fads AND pioneer the
application of technology.

'

* The right technologies accelerate momentum
in the flywheel, toward the achievement of
BHAG?’s




O

Level 5 Leadership
First Who...Then What
Confront the Brutal Facts
The Hedgehog Concept
A Culture of Discipline

Technology Accelerators



The Flywheel and the Doom
Loop




The Flywheel and the Doom
Loop @

* When you let the flywheel do the talking you don’t need to
fervently communicate your goals. As people decide
amongst themselves to turn the fact of potential into the
fact of results, the goal almost sets itself.

* More than anything else, the right people want to be part of
a winning team and contribute to producing visible
tangible results. When the right people see a simple plan
born of confronting the brutal facts — a plan developed
from understanding, not bravado — they are more likely to
say “count me in” throw their shoulders against the
flywheel and push.



The Flywheel and the Doom
Loop @




The Flywheel and the Doom Loop -
Summary

* The flywheel effect creates the sustained building of momentum, and does
not depend on the presence of a charismatic visionary to motivate people.

* Evolutionary, incremental process AND revolutionary, dramatic results

* The doom loop makes it almost impossible to instil core values and
purpose as people chronically wonder, “Who are we? What do we stand
for”

* The smooth consistency of the flywheel and the cumulative building of
momentum to a point of breakthrough create the perfect conditions for
instilling core values while stimulating change and progress.
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