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Economic crises are also leadership crises. We are still in the grip of a global economic
crisis that started with the US, has jumped to Europe, and could yet enmesh the
developing countries, including China.

Ultimately social and business progress is driven by excellent leaders and powerful
leadership. But what if all the approaches and theories of leadership we have been using
since the Great Depression are just plain wrong or at least badly flawed? Emerging
research, including my own, is increasingly demonstrating this to be the case.

Leadership IS Valuation

But what is leadership? In the West at least it has been defined as having good personal
characteristics which make people want to follow you. So it is usually associated with
capabilities such as charisma, good interpersonal skills, the ability to inspire people, and
the mental abilities which help you manage complex things such as intelligence, patience,
and good analysis skills.

Of course all of these are great qualities. And they might indeed make you a very good
leader. But that doesn’t mean your organization will make more profits or become more
valuable for its shareholders, which is ultimately what they want and why they put you
there in the first place.

In other words I can be a good leader but not create financial value. I can also be a bad
leader and create huge financial value. Steve Jobs of Apple had a justly-deserved
reputation for being arrogant, abusive to his staff, condescending and frequently
unreasonable. In his purely personal characteristics he would usually be viewed as a bad
leader and a really terrible boss. But he added enormous financial value to the
organization.

People see Steve Jobs as a great leader because of that huge financial value, not because
he had the characteristics of a great leader. If you were to give him the assessments we
give to people to assess whether they are good leaders he would have done terribly. He
would probably have failed. Which is why Apple fired him in round 1.



So if you only have two choices, a really good leader who underperforms the competition
and whose company’s valuation ends up below his competitors or a bad leader who
creates an organization whose valuation exceeds that of his competitors, who do you
choose? That is the crux of modern leadership theory and a question it can’t answer.

The Behavioral Leadership Approach — Less Is More

So what is the problem with the “more is better” school of leadership other than the fact
that it is not outcome-based?

Let’s take personality assessments to start with. They are frequently used to assess
leadership capabilities. Yet a major study by the past editors of the Journal of Personnel
Psychology found that there is no correlation between personality and work performance.
Later studies dispute this finding but it is clear that the traditional studies of leadership
based on a personality approach at best provide only a partial explanation of leadership,
especially if we consider leadership from the perspective of financial; and valuation
outcome

And what about charisma and interpersonal skills. The famous author Jim Collins in his
well-known study published in the book "Good to Great" found that charisma is actually
associated with poor leadership outcomes. Our own research has reached a similar
conclusion.

So less (in this case interpersonal skills) may also be more. If you have any doubts about
just look at Bill Gates, Michael Dell or of late, Mark Zuckerberg, all famous introverts
with poor or non-existent social skills, who would traditionally be viewed as having poor
leadership qualities, but who nonetheless created fabulous financial outcomes for their
companies and stockholders.

What about the idea that more information is better? There is increasing evidence that the
reverse is the case. In a study about behavioral strategy, McKinsey authors Lovallo and
Sibony conclude in their research that "...good analysis in the hands of managers who
have good judgment won't naturally yield good decisions."

A recent analysis by the US Federal Reserve analyzing its own financial predictions over
the period 1986-2006 found that not only were its predictions mostly wrong, they were
actually worse than those by private economists outside the Fed (who were also wrong by
the way, just not as wrong). Yet the Fed analysts have massive amounts of economic data,
more than any other institution globally. And the private economists, whose predictions
were better than the Fed’s, had only a tiny amount of data compared to the Fed.

What about investment performance? It is now well-known that index investing beats
active investing over both the short- and the longer-term. In other words, it is better not
to use investment professionals if you want to make money and instead to invest passively



in an index fund where professional analysts are kept out of the way. Less professional
means more performance in investing.

Why would more information make things worse? Because it allows more latitude for us
to allow our unconscious biases to select the data we want by filtering out other data that
doesn’t fit our beliefs. We will talk more about this bias below when we discuss
behavioral strategy.

Less may often be more in information because the situation is less complex, less open to
differing interpretations and less confusing. In this case less information leads to more
understanding and therefore better outcomes.

Well surely having more financial education and a higher level of financial literacy such
as an MBA or PhD would help us be better leaders right? Nope. Just check out Wall
Street’s performance in the recent US economic crisis where everyone got it wrong. That
is, all the Harvard MBAs and PhDs couldn’t either predict or avoid the trillion-dollar
bust.

Furthermore this feat had actually already been achieved by Long-Term Capital
Management (LTCM), the firm that single-handedly almost brought down the global
financial system in 1998. Its two founders were Nobel Prize winners in economics. So if
the Fed, Nobel Prize winners and Harvard MBAs routinely get things so wrong, how can
we expect that leadership based on financial education will ever have a good outcome
once things get difficult?

So the emerging evidence is that more financial education may lead to worse leadership
outcomes. Our research shows a clear negative correlation between business acumen and
higher degrees (except interestingly enough if you have an engineering degree) with the
highest negative correlations occurring with holders of PhDs. Less education (not
necessarily no education though) seems to mean more.

OK, well what about being really smart, say with a really high IQ? Surely that makes for
better leaders with better outcomes? Well quite apart from the evidence from Fed
decisions (and no doubt Fed staffers are pretty smart in conventional terms), LTCM
(Nobel Prize winners must be really smart too) and the global financial crisis there is
some other fascinating research on this from Ohio State University in the US.

This path-breaking research analyzed the 1Qs of people and their level of wealth creation
based on data from the US census. This study showed that over an 1Q of 120 there was a
negative correlation between wealth creation and 1Q. So at least in this research, more
1Q means less too.

The trick to remember here is that if you have a high IQ it doesn’t necessarily mean you
understand other people well; in fact a very high IQ acts to cut you off from others. So
you might not understand why they buy things, for example. In this case “less” means
less like others and therefore less able to understand them.



All of this seems to point to a conclusion which, on the face it of, ought to be absurd.
That is, it would seem that highly educated leaders who are very rational and who do the
right things, who use the right really smart people to do formal analyses, are not very
likely to get good outcomes when things get difficult. Is that what the research is really
saying?

The Behavioral Strategy Revolution

The behavior of people, in these new theories, is driven to a large extent by cognitive
biases that lead to people, including managers and leaders, making decisions that are not
based on rational considerations. Since cognitive biases are usually unconscious we are
usually unaware of them. So leaders tend to make decisions based on non-rational factors
but they are unaware of this and incorrectly think that they are making rational decisions.

There are numerous cognitive biases and more are being identified regularly. But one of
the most common and powerful cognitive bias is the over-confidence bias. This occurs
when a person believes that because of their intelligence, skills, education, competencies
or situation that they know how to respond effectively to that situation. This bias makes a
leader feel this way even though, objectively speaking, he simply will not be able to since
he does not have the experience, skills, smarts or is in the right situation to do so.

For example a common phenomenon is for people with advanced financial qualifications
to believe, incorrectly, that they understand an economic or financial situation because
they are very highly educated in economics or finance. The overconfidence bias is
particularly strong amongst the so-called quants — financial analysts, usually holding a
PhD in mathematics, physics or some other scientific discipline.

This explains whey Harvard MBAs (for example), CEOs of financial services companies,
and senior people in the US Federal reserve can make predictions which are later shown
to be clearly totally wrong. But this bias does not just operate in the economic and
financial sphere. It occurs in all spheres of human activity and explains why so many
business (and political) decisions can be so fatally flawed.

There is even more. Researchers in the US associated with the Social Science Research
Council have found that genetic factors explain up to 50% of investment biases. They
have also found that the level of education makes no difference to these biases. So having
higher financial qualifications won’t necessarily make any difference to your decisions
since they are driven by non-rational factors.

In other words, cognitive biases are really ingrained addictions which are very hard to
wean ourselves off. This explains why even apparently very intelligent and educated
people still come back to the same decision-making routines even when it is clear they
are dysfunctional. Essentially you are looking at a form of behavioral addiction which is
particularly common in managers, executives and leaders. Call it leadership addiction
syndrome.



Cognitive biases are behavioral addictions which act to make us follow certain behaviors
which feel good to us but which result in poor outcomes. The aim of leadership
development therefore must be to show leaders how to overcome these behavioral
addictions so that they get better outcomes.

And as we have already observed, leadership IS valuation. Cognitive biases are
behavioral addictions which usually act to prevent us from making the rational decisions
which will result in higher valuation. Addressing our cognitive biases means that
valuation performance increases, that is, our leadership becomes more effective.

That is the reason why Jim Collins in his book “Good to Great” concludes that the Level
5 leaders — the best leaders — are often self-effacing and humble. We would surmise that
this is because they have become aware of their own cognitive biases and have made
adjustments for them which then lead to more rational decisions and outcomes. This is
almost Buddhist-like in its implications. The key words are self-awareness and agility.
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