	Leadership Solutions Newsletter
Oct-Dec 2010 :  Volume 13 Issue 3
	

	Complimentary Subscription
	‘Linking Leadership to the Bottom Line’
	Unsubscribe

	 

	Behaviorally-Based leadership Development: Leadership Professionals Need to Get Familiar with New Concepts from Behavioral Finance



	
The New Game in Town for Leadership Professionals

[image: image1.png]



Author Dr. E. Ted Prince

Founder and CEO of

Perth Leadership Institute

There is a new game in town in the leadership space. It’s called behavioral finance. We recently released our latest White Paper on this topic (http://www.perthleadership.org/documents/White%20Paper%20Leadership%20and%20Behavioral%20Finance%209_2010.pdf). It has been our most popular White paper ever on the basis of Web hits. If you are in the leadership or executive training profession, this subject is one you will need to get familiar with as it’s the future of leadership.

The basic idea behind behavioral finance is that all our behaviors have financial consequences. Not just financial behaviors; ALL behaviors. Even if you are making decisions that you don’t believe have financial consequences, you are misled. They WILL have financial consequences; it’s just that you happen to be unaware of them.

The second idea behind behavioral finance is that most of decisions are based on non-rational factors, of which we are unaware. Not only do your behaviors have financial consequences, since most of these behaviors have non-rational bases, then your behaviors are quite likely to have adverse financial consequences. 

This explains why an industry full of financial experts can mess up very badly, as we have seen in the last few years. A financial education is actually no help, in fact there is a substantial body of emerging research that financial education and qualifications may actually make things worse. This is based on behavioral paradigms that show that too much information can actually make people so over-confident in their own abilities that they cannot see when they are messing up, even if it is tragically so.

The Popular Press is Already There

You might think that behavioral finance is a way-out, very esoteric sort of subject. So it might be when you look at the writings of the academics. 

But actually the popular press has been there for a while. Perhaps the best-known book about it, which never uses the name, is “Freakonomics” by Steven Levitt and Stephen Dubner. Nasim Taleb’s works, “The Black Swan” and “Fooled by Randomness” also use these concepts. And books by Malcolm Gladwell including “Blink”. “Nudge” and “The Tipping Point” are also based on these ideas.

Another author in this field is Nouriel Roubini. Although he is hardly a popular author, his name is best known for his accurate predictions of the Great Recession. Roubini bases his predictions on behavioral finance concepts. It was that and his assumption that decisions before the Great Recession that looked rational were in fact classic demonstrations of irrationality that led to his predictions being so accurate.

But the record shows that the popular press is still way ahead of the professionals. Most economists still don’t realize how important this topic has become. Their education is classical economics which assumes that people make rational decisions, is very hard for them to unlearn. 

And professional leadership educators and trainers tend to have the same assumption, that if you show emerging leaders the right way to act, then they will act in the right way. The lesson of behavioral finance is that leaders tend to act irrationally in practice, despite a surfeit of knowledge, education and experience. In fact the more they have of these, the more likely it is that they will actually perform even worse.

Not Technical but Behavioral

In some ways the term “behavioral finance” is misleading. It seems to imply that the field is about finance and accounting, when in fact it is all about behavior and its financial consequences. It is a behavioral, not a financial discipline. 

This is important to be aware of since many leadership and HR professionals tend to avoid getting familiar with this field since they are concerned that it is a financial and technical area in which they possess no expertise and perhaps interest. In fact, it is a behavioral field which has financial implications. These have the potential to extend the professional capabilities of leadership and HR professionals into a more business-oriented approach to leadership and executive training.

The Post-Recession Leader

The importance of behavioral finance mirrors a change in leadership requirements and needs that reflects the change in environment, pre- and post recession. We can summarize the shift in the following table.

THE BOOM TIME LEADER

THE POST-RECESSION LEADER

Vision

Execution

Leadership characteristics

Leadership outcome

Social

Financial

Interpersonal skills

Business acumen

Growth

Low- or no-growth

Financial wizardry and engineering

Behavioral approaches

Exotic strategies

Fundamentals

Analytical

Intuitive

Post-recession the emphasis shifts from expansion to survival, from sales to capital preservation. Leaders must not only inspire, they must deliver the goods. Leverage and debt shifts from being good to bad. We are less concerned with leadership characteristics and more concerned with leadership outcome, especially financial and valuation outcome.

We are in the midst of this shift right now. Leadership requirements have changed. Not all or even most leaders have shifted this way yet. Nor have university courses in business, nor most leadership courses. They too will need to change in order to fit with the new Zeitgeist.

The Post-Recession Language of Leadership

Behavioral finance introduces a new vocabulary for leadership. This vocabulary includes a set of terms such as the following:

· Business acumen – the ability to create positive financial outcomes; the behavioral propensity to create capital

· Cognitive biases – the unconscious behavioral drivers which impact all leaders and lead to suboptimal corporate and financial outcomes

· Mixed rationality decision-making – the extent to which decision-making has diverged from purely rational criteria

· Over-confidence and its impacts on corporate and executive decisions

· Framing – the extent to which the way corporate choices are framed impacts decisions adversely

· Excessive information – the extent to which an excess of information skews decision-making towards adverse outcomes.

This new vocabulary and its linked set of new leadership requirements is redefining what we seek from leaders. This includes how they will be educated and developed. It focuses on the new conceptual frameworks that will guide leadership development in the new world of the post Great Recession, especially in the low- or no-growth developed world.

Behaviorally-Based Leadership Development 
The paradigms of behavioral finance and behavioral economics introduce a new approach to leadership, namely now what is coming to be referred to as behaviorally-based leadership development. Here is a new buzzword for the leadership professionals and for forward-thinkers in the executive suite. This is very different from the classic leadership topics of personality, competencies, emotional intelligence, effective habits and so on.

Leadership professionals, human resources and executive trainers will need to rethink and restructure their leadership syllabuses to make them more relevant to the new leadership paradigm and more suited to current business conditions. Leadership professionals need to move with the times. The business side of companies is already in a different environment in which the goalposts have been moved and business leaders are already being forced to move with them.

Leadership development syllabuses need to be restructured to reflect these trends. The new subjects in leadership development are going to include:

1. How to develop business acumen

2. The behavioral blocks to effective decision-making

3. The new definitions of business outcomes

4. How to link behaviors to business outcomes

5. The common behavioral biases that lead to failure and business under-performance.

Next Year’s Leadership Development Plan

We are coming up to a New Year. Most leadership professionals are preparing their plans and budgets for it. My advice is to develop these with the above new approaches in mind so that there is the best fit with the rapidly emerging needs of a new set of leaders forced to cope with a radically different leadership environment to that which existed only two short years ago.

For more information on the Perth Leadership institute and Perth upcoming events,
please visit us at:       www.perthleadership.org

Perth Leadership Institute: 808 NW 13th St - Gainesville, FL - 32601    customer.service@PerthLeadership.org
Telephone: 352.333.3768     

To subscribe to Perth Leadership Institute, send email to: subscriptions@perthleadership.org.

If you would prefer to receive this newsletter in text-only format, please contact us with your request. 

To unsubscribe, send email to: unsubscribe@perthleadership.org.
Copyright Perth Leadership Institute 2010 

All Rights Reserved.  Articles may not be copied or reproduced without the permission of the Publisher.

















“…..conventional models based on rational thinking and rational expectations are too simplistic to cope with most strategic situations…..”





“……the popular press is still way ahead of the professionals …..”





“…..all our behaviors have financial consequences …..”









