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            Introduction

            You’re About to Make a Terrible Mistake

(Unless You Read On)

         

         Unless you’ve been living in a cave for at least a decade, you have heard about cognitive biases. Particularly since the publication of Daniel Kahneman’s Thinking, Fast and Slow, terms like “overconfidence,” “confirmation bias,” “status quo bias,” and “anchoring” have become part of daily conversations at the water cooler. Thanks to decades of research by cognitive psychologists and the behavioral economists they inspired, we are now familiar with a simple but crucially important idea: when we make judgments and choices—about what to buy, how to save, and so on—we are not always “rational.” Or at least not “rational” in the narrow sense of economic theory, in which our decisions are supposed to optimize for some preexisting set of goals.

         The Rationality of Business Decisions

         This is true, too, of business decisions. Just type “biases in business decisions” into your favorite search engine, and many millions of articles will confirm what experienced managers know: when executives make business decisions (even important strategic ones), their thought process does not remotely resemble the rational, thoughtful, analytical approach described in business textbooks.

         My own discovery of this fact took place long before I’d heard of behavioral science, when I was a young business analyst freshly hired by McKinsey & Company. The first client I was assigned to work with was a midsize European company contemplating a large acquisition in the United States. The deal, if it went through, would more than double the size of the company and transform it into a global group. Yet after we spent several months researching and analyzing the opportunity, the answer was clear: the acquisition did not make sense. The strategic and operational benefits expected from the merger were limited. The integration would be challenging. Most importantly, the numbers did not add up: the price our client would have to pay was far too high for the acquisition to have any chance of creating value for his shareholders.

         We presented our findings to the CEO. He did not disagree with any of our assumptions. Yet he dismissed our conclusion with an argument we had not anticipated. By modeling the acquisition price in U.S. dollars, he explained, we had missed a key consideration. Unlike us, when he thought about the deal, he converted all the numbers into his home currency. Furthermore, he was certain that the U.S. dollar would soon appreciate against that currency. When converted, the dollar-based cash flows from the newly acquired American company would be higher, and easily justify the acquisition price. The CEO was so sure of this that he planned to finance the acquisition with debt denominated in his home currency.

         I was incredulous. Like everyone else in the room (including the CEO himself), I knew that this was the financial equivalent of committing one crime to cover up another. Finance 101 had taught me that CEOs are not foreign exchange traders, and that shareholders do not expect companies to take bets on currencies on their behalf. And this was a gamble: no one could know for sure which way exchange rates would move in the future. If, instead of appreciating, the dollar kept falling, the deal would go from bad to horrible. That was why, as a matter of policy, a large dollar-based asset should be evaluated (and financed) in dollars.

         To a starry-eyed twentysomething, this was a shock. I had expected thorough analysis, careful consideration of multiple options, thoughtful debate, quantification of various scenarios. And here I was, watching a CEO who basically trusted his gut instinct and not much else knowingly take an unjustifiable risk.

         Of course, many of my colleagues were more jaded. Their interpretations divided them into two camps. Most just shrugged and explained (albeit in more tactful terms) that the CEO was a raving lunatic. Wait and see, they said—he won’t last. The others offered a diametrically opposite explanation: the man was a genius who could formulate strategic visions and perceive opportunities well beyond what we consultants were able to comprehend. His disregard for our myopic, bean-counting analytics was proof of his superior insight. Wait and see, they said—he’ll be proven right.

         I did not find either explanation particularly satisfactory. If he was crazy, why was he the CEO? And if he was a genius, gifted with powers of strategic divination, why did he need to ask us to apply our inferior methods, only to ignore our conclusions?

         The Reverse Anna Karenina

Principle of Strategy

         The passage of time brought some answers. This CEO was certainly not a madman: before this deal, and even more so after it, he was regarded in his home country as one of the most respected business leaders of his generation.

         He was also astoundingly successful. The acquisition turned out to be a great success (yes, the dollar did rise). Several big bets later, many of them equally risky, he had turned a near-bankrupt provincial company into a global industry leader. “See,” some of my colleagues might have said, “he was a genius after all!”

         If only it were that simple. During the following twenty-five years, as a consultant to CEOs and senior executives in multinational companies, I had a chance to observe many more strategic decisions like this one. I soon realized that the sharp contrast between the textbook decision-making process and the reality of how choices were made was not a quirk of my first client. It was the norm.

         But another, equally important conclusion struck me too: although some of these unorthodox decisions had a happy ending, most did not. Errors in strategic decision-making are not exceptional at all. If you doubt it, just ask the people who observe them most closely: in a survey of some two thousand executives, only 28 percent said their company “generally” makes good strategic decisions. The majority (60 percent) felt bad decisions were just as frequent as good ones.

         Indeed, our firm regularly produced voluminous reports warning business leaders against the risks of bad decisions. Along with other consulting firms and an army of academics, we felt compelled to blow the whistle on specific types of strategic decisions that proved especially perilous. But apparently no one listened. Watch out for overpaid acquisitions, we told executives—who immediately proceeded, like my first client, to buy bigger and more expensive companies, quite often destroying shareholder value in the process. Budget your investments carefully, we suggested, as plans are usually far too optimistic—and optimistic they remained. Don’t let yourself be pulled into a price war, we wrote—but by the time our clients paid attention to this advice, they were deep in the trenches, under heavy fire. Don’t let competitors “disrupt” you with new technologies, we warned—only to watch incumbent upon incumbent go out of business. Learn to cut your losses and stop reinvesting in a failing venture, we advised—and this advice, too, fell on deaf ears.

         For each of these mistakes, there were, of course, a few specific examples, presented as cautionary tales. These were striking and memorable, even entertaining for readers given to Schadenfreude. (You will find more such stories—thirty-five of them, to be precise—in this book.)

         But the individual stories were not the point. The point was that, when it comes to certain types of decisions, failures are much more frequent than successes. Of course, this is not an absolute, hard-and-fast rule: some acquirers did manage to create value through acquisitions, some incumbents did revitalize their core business before being disrupted, and so on. These successes gave some hope to those facing the same situation. But statistically speaking, they were the exception. Failure was the rule.

         In short, when our clients made strategic decisions that turned out great, it was sometimes because they broke the rules and acted unconventionally, as my first client had. But when they failed, they rarely did so in a new, creative way. Instead, they made precisely the same poor decisions that others had made before them. It was just the reverse of Tolstoy’s famous observation about families in Anna Karenina: as scholars of strategic differentiation have long theorized, every successful strategy is successful in its own way. But all strategic failures are alike.

         The Bad Man Theory of Failure—

and Why It Fails

         The standard explanation for these failures remains the one most of my colleagues had offered on my first assignment: blame the bad, the incompetent, the crazy CEOs! Whenever a company runs into trouble, the stories we read in the business press put the blame squarely on the company’s leadership. Books recounting these failures generally list the “inexcusable mistakes” of the people in charge and attribute them without hesitation to character flaws. The usual ones are straight out of the eight-hundred-year-old list of the seven deadly sins. Sloth (under the more business-friendly name “complacency”), pride (usually called “hubris”), and of course greed (no translation necessary) top the list. Wrath, envy, and even gluttony make cameo appearances.i That just leaves lust…well, for that, read the news.

         Just as we lionize the leaders of successful companies (the Great Man Theory of leadership and success), we seem to unquestioningly embrace the Bad Man Theory of Failure. Good CEOs produce good results; bad results are the fault of bad CEOs. This explanation feels morally satisfying and provides justification for holding CEOs accountable (including, importantly, when they are generously compensated for successes). It also seems, at least superficially, logical: if CEOs, despite being copiously forewarned, repeat the mistakes that others have made, there must be something seriously wrong with them.

         However, it does not require much digging to see the problems with this theory. First, defining good decisions and good decision makers by the results they will eventually achieve is circular, and therefore useless. If you are making decisions (or selecting people who will make them), you need a way to know what works (or who is good) before the results are in. In practice, as I learned from the divided opinions of my colleagues about my first client, there is no sure way, at the time a decision is made, of telling who is good and who isn’t. Even knowing whether an individual decision is “good” or “bad” would, by this definition of “good,” require an ability to read the future.

         Second, if all companies tend to make the same mistakes, it is not at all logical to attribute those mistakes to the decision maker, who is different every time. Sure, incompetent decision makers might all make bad decisions. But wouldn’t we expect them to make different bad decisions? If we observe one thousand identical errors, this seems to call for one explanation, not one thousand different ones.

         Third and most importantly, calling these CEOs incompetent or crazy is blatantly absurd. Those who become the CEOs of large, established corporations have put in decades of hard work, consistently demonstrating an exceptional range of skills and establishing an impressive track record of success. Short of invoking some mysterious psychological transformation associated with the deleterious effects of supreme power (“whom the Gods would destroy, they first make mad”), it simply makes no sense to assume that so many leaders of large enterprises are mediocre strategists and bad decision makers.

         If we rule out the Bad Man Theory of Failure, we’re left with an intriguing problem. Bad decisions are not made by bad leaders. They are made by extremely successful, carefully selected, highly respected individuals. These leaders get advice from competent colleagues and advisors, have access to all the information they could hope for, and are generally incentivized in healthy and appropriate ways.

         These aren’t bad leaders. These are good, even great, leaders who make predictable bad decisions.

         Behavioral Science to the Rescue

         To this puzzle, behavioral science brings a much-needed solution. Because humans do not conform to the economists’ theoretical model of rational decision-making, they make mistakes. And not just any mistakes: systematic, non-random, predictable mistakes. These systematic deviations from economic rationality are the errors we have learned to call biases. No need to postulate mad decision makers: we should expect sane people, including CEOs, to make the same mistakes others have made before them!

         This realization goes a long way toward explaining the popularity of behavioral science among leaders in business and government. But so far, the most visible manifestations of this popularity have not concerned the decisions of CEOs. Instead, they have taken two forms you have certainly heard about—unconscious-bias training and nudging.

         The “unconscious biases” that training aims to eradicate are those we bring to bear in our interactions with people, especially those who belong to minority groups. A growing number of organizations are aware of the problems posed by sexism, racism, and other biases, and train their employees to recognize and fight them. Training makes participants aware that, despite their good intentions, they are susceptible to these biases, and it usually exposes them to different images or models in order to change their unconscious associations. (Whether or not such mandatory training interventions are effective is a hotly debated topic, and not the focus of this book.)

         In contrast to these attempts at making biases disappear, the second approach aims to use them productively. This is what the “Nudge” movement, launched by Richard Thaler and Cass R. Sunstein in their book of the same title, does.

         The starting point is a debate as old as political science: if the choices of citizens produce outcomes that, as judged by the citizens themselves, are not optimal, what should government do? Some argue government should intervene actively. If, for instance, people don’t save enough, they can be given tax incentives to do so; if they eat too much, taxes and bans can be put in place to deter them. Others, however, retort that adults should make their own choices, which may include making their own mistakes: so long as their choices do not harm others, it is not for government to tell them what to do and what not to do.

         Thaler and Sunstein’s great insight is that between these two views, the paternalistic and the libertarian, there is a third way, which they dubbed “libertarian paternalism.” Choices can be presented in a way that gently “nudges” people toward the best behavior (again, as judged by themselves) without coercing them in any way. For instance, changing the order in which options are presented, and especially changing the option that will be selected by default if an individual does nothing, can make a large difference in many situations.

         The UK government was the first to adopt nudging as a policy tool by creating the Behavioural Insights Team, more often referred to as the Nudge Unit. National, regional, and local government institutions (the Organisation for Economic Co-operation and Development counts more than two hundred) have created their own nudge units to assist policymakers in various areas, ranging from tax compliance to public health to waste disposal.

         Businesses have adopted the “nudge” terminology as well, sometimes even setting up “corporate behavioral science units.” Some, particularly in finance, have managed to exploit systematic anomalies in trading behavior to their advantage. For the most part, however, the methods businesses “discover” by applying behavioral economics are not new. As Thaler has written elsewhere, “Nudges are merely tools, and these tools existed long before Cass and I gave them a name.” Indeed, exploiting other people’s biases is one of the oldest ways to do business, legitimately or otherwise. When experts in “behavioral marketing” claim to analyze consumers’ biases in order to influence them more effectively, this often leads them to rediscover well-known advertising techniques. And of course, Thaler notes wryly, “Swindlers did not need to read our book to know how to go about their business.”

         Behavioral Strategy

         There is a third way of using behavioral science. Decision makers who adopt it do not aim to correct the biases of their own employees, as in unconscious-bias training. Nor do they attempt to exploit the biases of others, as with nudges and their corporate equivalents. They want to tackle biases in their own strategic decisions.

         Once you think about it, this makes a lot of sense. If you believe your strategic decisions make a difference, and if you accept that biases in decisions result in errors, then your own biases might produce strategic errors. Even if you are a competent, careful, and hardworking executive, you might end up making avoidable, predictable mistakes. This is precisely the mysterious problem of bad decisions by good leaders that we discussed above. Except it is not “them”—it’s you. And it is not mysterious—it is behavioral.

         In academia, a new stream of strategy research, appropriately called behavioral strategy, focuses on this topic. In the words of some of its leaders, it aims “to bring realistic assumptions about human cognition, emotions, and social behavior to the strategic management of organizations.” Keywords like cognition, psychology, behavior, and emotion now appear frequently in scholarly strategy journals. (In 2016, they appeared in more than one-fifth of papers in Strategic Management Journal.) Practitioner-oriented publications also reflect the growing interest in this topic. And surveys of decision makers show that many of them feel the need to tackle the bias problem to improve the quality of their decisions: a McKinsey survey of some eight hundred corporate board directors found that “reducing decision biases” was the number one aspiration of “high-impact” boards.

         In short, many business leaders now realize that they should do something about biases in their own strategic decisions. But do what, exactly? Answering that question is the focus of this book.

         Three Core Ideas

         Here is a very short overview of the answer. It can be summarized in three core ideas, each developed in one of the three parts of this book.

         First idea: our biases lead us astray, but not in random directions. There is method to our madness. We may be irrational, but we are predictably irrational, as Dan Ariely memorably put it. In the strategic decisions of organizations, combinations of biases result in recurring patterns of strategic error that we can learn to recognize. These patterns explain the frequency with which we observe bad outcomes of certain types of strategic decisions, those where failure is not the exception but the rule. The first part of this book presents nine such patterns, nine decision traps into which our biases drive us.

         Second idea: the way to deal with our biases is not to try to overcome them. Contrary to much of the advice that you may have read on the topic, you will generally not be able to overcome your own biases. Moreover, you don’t need to. Consider a question that skeptics of behavioral science have often raised: how do humans achieve so much, despite their limitations? Or: “If we’re so stupid, how did we get to the moon?” The answer, of course, is that “we,” individual humans, did not land on the moon. A large and sophisticated organization, NASA, did. We have cognitive limitations that we may not be able to overcome, but organizations can make up for our shortcomings. They can produce choices that are less biased and more rational than our individual decisions would be. As I will show in part 2, this requires two key ingredients: collaboration and process. Collaboration is needed because many people are more likely to detect biases than a lonely decision maker is. Good process is required to act on their insights.

         Third idea: while organizations can overcome individual biases, this does not just happen by chance. Left to their own devices, groups and organizations do little to curb individual biases. Often, they even exacerbate them. Fighting the effects of biases requires thinking critically about how decisions are made, or “deciding how to decide.” A wise leader, therefore, does not see herself as someone who simply makes sound decisions; because she realizes she can never, on her own, be an optimal decision maker, she views herself as a decision architect in charge of designing her organization’s decision-making processes.

         In part 3, I will present three principles that decision architects use to design effective strategic decision processes. I will illustrate them with forty practical techniques implemented in organizations around the world, from start-ups to multinational corporations. These techniques are by no means “forty habits” that you should adopt by Monday morning. My hope in presenting this list is to prompt you to select the ones that may work for your organization or team, but also to encourage you to invent your own.

         My essential aim in writing this book is to inspire you to view yourself as the architect of the decision processes on your team, in your department, or in your company. If, before your next important decision, you give some thought to deciding how you will decide, you will be on the right track. And you will, perhaps, avoid making a terrible mistake.

         
            Footnotes

            i Yes, gluttony. A Fortune cover story about J. C. Penney, which will be discussed in chapter 1, notes: “There were hints that the board was not as focused as it could be. Ackman had consistently complained about the chocolate-chip cookies served at Penney’s board meetings.… Other Penney directors also expressed concern about the caliber of cuisine served at their meetings.”
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            “Too Good Not to Be True”

            The Storytelling Trap

         

         
            This story is completely true, because I made up the whole thing.

            —Boris Vian, Froth on the Daydream

         

         In 1975, in the wake of the first oil shock, the French government launched an advertising campaign to encourage energy savings. Its tagline: “In France, we don’t have oil, but we do have ideas.” That same year, two men approached Elf Aquitaine, the French state-owned oil major. The two had no prior experience in the oil industry but claimed to be inventors of a revolutionary method for discovering oil underground without drilling. Their method, they explained, would allow a specially equipped airplane to “sniff” oil from a high altitude.

         The so-called technology was, of course, a fraud—and not even a particularly sophisticated one. The con artists had fabricated, ahead of time, the images that the miraculous machine would produce during test runs. When the trials took place, they simply used a remote control to make images of oil reserves appear on the screen.

         The story may seem preposterous, but the leaders of Elf Aquitaine—from the scientists in the R&D department to the CEO—bought it. When the time came to commit large sums of money to test the new process, they convinced the prime minister and the president of France to sign off. Remarkably, the scam went on for more than four years and cost the company roughly one billion francs. From 1977 to 1979, the amounts paid to the con men even surpassed the dividends that Elf Aquitaine paid the French state, its controlling shareholder.

         This story is so incredible that when a younger audience hears it today, their reaction (especially if they’re not French) is, at best, condescending pity, and, at worst, sarcastic attacks on the intelligence (or integrity) of the French leaders. How could such an obvious scam fool the top management of one of the biggest French companies, not to mention the entire French government? How could anyone be so foolish as to believe in oil-sniffing airplanes? Serious businesspeople would never fall for such a ridiculous story!

         Or would they? Fast-forward thirty years to 2004. The place: California. A start-up called Terralliance is raising money. Its founder, Erlend Olson, has no experience in the oil industry: he is a former NASA engineer. What is his pitch? You guessed it! He wants to perfect a technology for detecting oil from airplanes.

         The same scam takes place again, only the set and the actors have changed. This time the investors are Goldman Sachs, the venture capital firm Kleiner Perkins, and other big-name investment firms. The “inventor” has the rugged charm of a Texas cowboy. The rustic Boeing 707 that Elf Aquitaine purchased has made way for Sukhoi jets, bought surplus from the Russian army. History repeats itself so neatly that approximately the same amount of money, adjusted for inflation, is invested: half a billion dollars. Needless to say, the results are just as disappointing as they were the first time around: “sniffing” oil from airplanes, apparently, is quite difficult.

         When smart, experienced professionals, highly skilled in their field, make large, consequential decisions, they can still be strangely blind. This is not because they decide to throw caution to the wind and take wild risks—in both oil “sniffing” cases, the investors did a considerable amount of due diligence. But while they thought they were critically examining the facts, they had already reached a conclusion. They were under the spell of storytelling.

         The Storytelling Trap

         The storytelling trap can derail our thinking about all kinds of managerial decisions, including ordinary ones. Consider the following case, adapted from a real (and typical) story.

         You are the head of sales in a company that operates in an intensely competitive market for business services. You’ve just had a troubling call from Wayne, one of your highest-performing sales representatives. He told you that, twice in a row, your most formidable competitor, Grizzly, won business against your company. In both cases, Grizzly quoted a price that was much lower than yours. Wayne has also heard that two of your best salespeople have just resigned: the word is they’re going to work for Grizzly. On top of that, he told you that there are rumors circulating that Grizzly is aggressively pitching some of your oldest, most loyal clients. Before hanging up, Wayne suggested that at the next management meeting you review your pricing levels, which, based on his day-to-day interactions with customers, seem increasingly unsustainable.

         This call is cause for concern. But as an experienced professional, you do not lose your cool. You know, of course, that you must check the information that was just shared with you.

         Right away, you call another sales rep, Schmidt, in whom you have complete confidence. Has he also noticed an atmosphere of unusually intense competition? As a matter of fact, Schmidt was planning on bringing this up with you! Without hesitating, he confirms that Grizzly has been especially aggressive recently. Schmidt just renewed a contract with one of his most loyal clients, despite a quote from Grizzly that was 15 percent lower than his. Schmidt only managed to keep the client thanks to his strong, longstanding personal relationship with the company’s president. However, he adds, another contract is up for renewal soon. That one will be harder to keep if the price differential between Grizzly’s offer and yours is this large.

         You thank Schmidt for his time and hang up. Your next call is to the head of the human resources department: you want to check Wayne’s report of salespeople who joined the competition. HR does indeed confirm that both departing sales reps, in exit interviews, said that they were going to Grizzly, drawn by the promise of higher performance-based bonuses.

         Taken together, this information is starting to worry you. The first warning could have been just an insignificant incident, but you took the time to verify it. Could Wayne be right? Do you need to consider price cuts? At the very least, you’ll put the question on the agenda of the next executive committee meeting. You have not decided to start a price war—yet. But the question is now on the table, with potentially devastating consequences.

         To understand what brought you to this point, let’s retrace your reasoning to Wayne’s phone call. Whether purposely or not, what Wayne did is the essence of storytelling: he constructed a story by giving meaning to isolated facts. Yet the story he told is not at all self-evident.

         Let’s consider the same facts critically. Two salespeople have quit? Given the historical attrition rate of your sales force, maybe there is nothing unusual about this. The fact that they’re leaving you for your largest competitor is not unusual, either: where would they be more likely to go? Then, both Wayne and Schmidt sound the alarm by complaining about the aggressiveness of the competition. When they manage to renew contracts and keep their clients, they take all the credit for it, attributing it to their strong relationships. Coming from sales reps, this is hardly surprising. Most importantly, how many deals are we really talking about? Wayne failed in his attempt to win two new clients, but did not lose any. Schmidt kept an existing client and is managing your expectations about an upcoming renegotiation. All in all, so far, you have not lost (or won) a single contract! If this information is considered without the distorting lens of the first story, it really doesn’t add up to much.

         So how did you get to the point of seriously considering a price cut? The storytelling trap was laid. You believed that you were objectively checking the facts Wayne presented, but you were actually seeking to corroborate what he said. To really check Wayne’s story, for instance, you could have asked: How many new clients did all your other sales reps sign in recent weeks? Are you actually losing market share? Does the low price offered by Grizzly to one of your clients truly correspond to the same scope of work?

         Asking these questions (and many others) would have helped you spot the only issue that might justify a price cut: a significant erosion of your company’s value proposition relative to your competitors. If such a problem existed, you might want to cut prices. But those are not the questions you asked. Your definition of the problem was shaped by Wayne’s initial story. Instead of searching for data that could disprove that story, you instinctively went looking for information that would confirm it.

         It is easy to see how the same way of thinking can lead others astray—including the management of the French oil company and the American venture capital investors. When someone tells us a good story, our natural tendency is to search first and foremost for elements that corroborate it—and, of course, to find them. We think we’re doing rigorous fact-checking. Checking the facts is essential, of course: Wayne’s information, for instance, could have been factually incorrect. But one can draw a false conclusion from accurate facts. Fact-checking is not the same as story-checking.

         The power of storytelling is based on our insatiable need for stories. As Nassim Taleb notes in The Black Swan, “Our minds are wonderful explanation machines, capable of making sense out of almost anything, capable of mounting explanations for all manner of phenomena.” Neither Wayne, faced with some isolated facts, nor you, once those clues were in your hands, could imagine that the pattern they produced could be a fluke; that, taken together, they could mean nothing at all. Our first impulse is to see them as elements of a coherent narrative. The idea that they could be a mere coincidence does not occur to us spontaneously.

         Confirmation Bias

         The mental mechanism that makes us fall into this trap has a familiar name: confirmation bias. It’s one of the more universal sources of reasoning errors.

         Confirmation bias is especially powerful in politics. We have long known that people’s susceptibility to political arguments depends on their preexisting opinions: when they watch the same debate between candidates, supporters of each side think that their champion has “won.” Each side is more receptive to its own candidate’s arguments and less attentive to the points the opponent scores—a phenomenon also known as myside bias. The same phenomenon occurs when individuals on opposite sides of the political fence are presented with identical facts and arguments on topics about which they already have firm opinions. It is even stronger when the two sides can choose the information sources they expose themselves to: doing so makes it even easier for them to ignore the data that inconveniently contradicts their positions.

         The impact of confirmation bias on political opinions has become exponentially larger with the rise of social media. By design, social media overexposes its members to their friends’ posts, which tend to match and therefore bolster each user’s existing opinions. This is the now-familiar “echo chamber” or “filter bubble” phenomenon. Furthermore, social media often spreads incorrect or misleading information, now famously known as “fake news.” There is little doubt that, under the influence of confirmation bias, many social media users take fake news at face value when it supports their preexisting beliefs. And confirmation bias does not just affect political opinions: even our reading of scientific facts is susceptible to it. Whether the subject is climate change, vaccines, or GMOs, we tend to uncritically accept accounts that confirm our opinions, while immediately searching for reasons to ignore those that challenge them.

         You might think that this is a matter of education and intelligence, and that only obtuse, distracted, or blindly partisan readers fall into these traps. Surprisingly, this is not the case: myside bias has little to do with intelligence. For example, when Americans are presented with a study showing that a German car is dangerous, 78 percent of them think it should be banned on American roads. But if they’re given identical data suggesting that a Ford Explorer is deemed dangerous in Germany, only 51 percent think that the German government should act. This is a blatant example of myside bias: national preference colors the way respondents interpret the same facts. Troublingly, the outcome of this experiment doesn’t vary based on the intelligence of its subjects. The most intelligent subjects give the same response as those with a lower IQ. Intelligence does not guard against confirmation bias.

         Obviously, not all people are equally naive or credulous. Some studies have reported a negative correlation between the inclination to believe the most ridiculous fake news stories and traits such as scientific curiosity or strong critical thinking skills. But whatever our critical thinking abilities may be, we all buy more easily into a good story that bolsters our opinions than one that troubles or challenges us.

         Confirmation bias even slips into judgments that we think (and hope) are completely objective. For instance, a series of studies conducted by Itiel Dror, a cognitive neuroscience researcher at University College London, showed that forensic scientists—made famous by television shows like CSI—are also subject to confirmation bias.

         In one of his most striking studies, Dror showed fingerprint examiners pairs of “latent” and “exemplar” prints (taken, respectively, from a crime scene and a fingerprint database) and asked them if the two were a match. In fact, the experts had seen these pairs of prints some months earlier in the course of their day-to-day work. But since they could not recognize these pairs among the hundreds that they examine every year, they believed they were dealing with new prints from new cases. The “evidence” was presented along with information that could bias the examiner—for example, “the suspect confessed” or, on the contrary, “the suspect has a solid alibi.” In a significant proportion of cases, the experts contradicted their own previous readings of the data in order to provide a conclusion that was compatible with the “biasing” information supplied. Even if we are very competent and well-intentioned, we can be the victims of our biases without realizing it.

         Champion Bias and Experience Bias

         For confirmation bias to be activated, there must be a plausible hypothesis, such as the ones Dror provided in his fingerprint experiments. And in order for the hypothesis to be plausible, its author must be believable.

         In the example where you stepped into the shoes of the head of sales who received Wayne’s phone call, one of the things that led you to believe Wayne’s story was your confidence in him. If you had received the same call from one of your weakest salespeople, you might have written it off as the whining of an underperformer. Of course, we trust some people more than others, and what we know about the bearer of a message affects its believability. But we often underestimate how easily a story with a credible source can win us over. When the reputation of the messenger outweighs the value of the information he bears, when the project champion is more important than the project, we fall for champion bias.

         And who is the champion in whom we have the most confidence? Ourselves! Faced with a situation we need to make sense of, the story that is immediately available to our mind, the one that we will then try to confirm, comes from our memory, our experience of apparently analogous situations. This is experience bias.

         Champion bias and experience bias were both at work in the story of J. C. Penney. In 2011, this middle-market retailer, which operated some 1,100 department stores, was searching for a new CEO to breathe life into the aging company. Its board of directors found itself a “champion,” a savior with the perfect résumé: Ron Johnson. A true retailer, Johnson had successfully transformed merchandising at Target. But most of all, he was credited (along with Steve Jobs, of course) with creating and developing the Apple Stores, which revolutionized electronics retailing and became one of the most stunning successes in the history of retail. What better leader could J. C. Penney find to spearhead its reinvention? No one doubted that Johnson would produce results just as spectacular as those he had achieved at Apple.

         Johnson suggested a strategy that was a radical break from tradition, and he implemented it with rare vigor. In essence, he took inspiration from the strategy that had made the Apple Stores successful: an innovative store design, offering a new in-store experience in order to attract a new consumer target. But he applied it even more energetically to J. C. Penney, because he was now transforming an existing company instead of creating one from scratch.

         Johnson’s zeal for change knew no bounds, and his Apple inspiration was evident. Conscious that brand power played a key role in the Apple Stores’ success, Johnson struck costly exclusive agreements with major brands and began reorganizing stores around brands, not departments. Remembering that Apple had spent extravagantly to create a luxurious setting for its products, Johnson invested large sums in redesigning J. C. Penney stores and rebranding them “jcp.” Mirroring Apple’s inflexible policy of fixed prices, with no sales or discounts, Johnson broke with Penney’s practice of nonstop promotions and ubiquitous rebate coupons, replacing them with everyday low prices and modest monthly sales. Fearing that J. C. Penney’s staff would not implement these changes energetically enough, Johnson replaced a large portion of its management team, often with former Apple executives.

         Surprisingly, none of these changes were tested on a small scale or with focus groups before they were implemented across the company. Why? Because, as Johnson explained, Apple disdained tests, and that never stopped it from being wildly successful. Did anyone harbor doubts about this radical break in strategy? “I don’t like negativity,” Johnson would reply. “Skepticism takes the oxygen out of innovation.”

         To say that the results of this strategy were disastrous would be an understatement. Regular J. C. Penney customers no longer recognized the store or found coupons to draw them there. Other customers, whom Johnson wanted to wow with the new “jcp,” were not impressed. By the end of 2012, sales were down 25 percent, and Penney’s annual losses were approaching $1 billion, despite 20,000 layoffs to reduce costs. The stock price was down 55 percent.

         Johnson’s first full year at the helm would also be his last. Seventeen months after his arrival, the board of directors finally ended the experiment. It rehired Johnson’s predecessor, who tried as best he could to undo everything Johnson had done.

         The board of directors had believed in its champion, and the champion trusted his experience. Both believed in a great story. What business story is more irresistible than the promise of a savior who can repeat his amazing success by once again breaking all the rules? Once sold on that story, the board (and the CEO himself) ignored all the signs that the strategy was failing. On the contrary, everywhere they looked, they found reasons to confirm their initial beliefs. Confirmation bias and the power of storytelling were at work.

         All Biased

         Of course, we all believe that, had we been J. C. Penney board members, we wouldn’t have bought Johnson’s story. His mistakes—like those of the leaders of Elf Aquitaine in the oil-sniffing plane scandal—seem ridiculous. How incompetent, how arrogant these people must have been!

         No wonder we react this way: after a shipwreck, we blame the captain. The financial press consistently attributes the failures of large corporations to their leaders’ mistakes. Business books are full of these kinds of stories, usually centered on the leader’s character flaws: pride, personal ambition, delusions of grandeur, bullheadedness, inability to listen to others, and, of course, greed.

         How reassuring it is to blame every disaster on an individual’s faults! This way, we can keep on thinking that we would not have made the same mistakes in their shoes. It also lets us conclude that such errors must be highly unusual. Unfortunately, both conclusions are false.

         First of all, let’s state the obvious: the leaders we discuss here are not stupid. Far from it! Before these failures, and sometimes still afterward, they were regarded as highly skilled executives, and much more than that: business wizards, visionary strategists, role models for their peers. The bosses of Elf Aquitaine, pure products of the French meritocracy, were certainly not considered naive, and neither were the Goldman Sachs or Kleiner Perkins investors. As for Ron Johnson, an article on his departure from Apple described him as “humble and imaginative,” “a mastermind,” and “an industry icon.” As evidence of his reputation, it’s worth noting that J. C. Penney’s stock price shot up by 17 percent when his arrival was announced.

         More importantly, while these stories are spectacular, the mistakes they illustrate are far from exceptional. As we shall see in the following chapters, there are many types of decisions for which error and irrationality are not the exception but the rule. In other words, these examples—like those that follow—are not chosen because they are out of the ordinary but, on the contrary, because they are all too ordinary. They represent archetypes of recurring errors that push leaders in predictable but wrong directions.

         Instead of dismissing these examples as exceptions, we should ask ourselves a simple question: how could widely admired decision makers, surrounded by carefully selected teams, heading time-tested organizations, have fallen into traps that seem very crude to us? The simple answer is that when we are in the grip of a great story, confirmation bias can become irresistible. As we will see, the same reasoning applies to the biases we will discover in the coming chapters.

         “Just Give Me the Facts”

         Many executives believe themselves immune to the dangers of storytelling. The antidote, they say, is simple: put your trust in facts, not stories. “Facts and figures!” What trap could they possibly fall into?

         The very same one, it turns out. Even when we believe that we’re making a decision on the basis of facts alone, we are already telling ourselves a story. We cannot consider objective facts without finding, consciously or not, a story that makes sense of them. One illustration of this danger comes from those who should be, both by method and by temperament, obsessed with the facts and immunized against confirmation bias: scientists.

         In the past couple of decades, a growing number of published scientific results have turned out to be impossible to replicate. Particularly in medicine and experimental psychology, a “replication crisis” is raging. One of the most cited articles on the issue is simply titled “Why Most Published Research Findings Are False.” Of course, explanations for the phenomenon are many, but confirmation bias plays an essential role.

         In theory, the scientific method should guard against the risk of confirmation bias. If, for example, we are testing a new drug, our experiment should not aim to confirm the hypothesis that the treatment works. Instead, we should test the “null hypothesis” that the drug has no effect. When the results allow for rejecting this null hypothesis with sufficient probability, the alternative hypothesis—that the drug has an effect—is plausible, and the conclusion of the study is positive. On paper, the process of scientific discovery goes against our natural instincts: it seeks to disprove an initial hypothesis.

         In practice, however, things are more complicated. A research project is a long effort, during which researchers make many decisions. As they define their research questions, conduct their experiments, decide which “outlier” data points to exclude, choose statistical analysis techniques, and select which results to submit for publication, researchers face many methodological questions and may have a choice among several acceptable answers. Leaving aside cases of scientific fraud (which are rare), these choices are the holes through which confirmation bias slips in. With the best intentions, and in complete good faith, a researcher can influence her results in the direction of her desired hypothesis. If these influences are subtle enough, they may remain undetected in the peer-review process. This is one of the reasons why scientific journals can end up publishing “false positives,” studies that are technically solid and pass all the required tests of statistical significance but turn out to be impossible for other researchers to replicate.

         The authors of a 2014 piece in Psychology, Public Policy, and Law, for instance, had to add an erratum to a published article: a mistake in statistical analysis had led them to overestimate their results. And what was the subject of their article? The effect of cognitive biases, especially confirmation bias, on the court testimony of mental health experts! As the authors noted in their correction, their mistake “ironically demonstrates the very point of the article: that cognitive biases can easily lead to error—even by people who are highly attuned to and motivated to avoid bias.”

         Ironic indeed…but telling: however hard we try to be “objective,” our interpretations of facts and figures are always subject to our biases. We can only view them through the prism of a story we are unconsciously trying to confirm.

         The Illusion Machine

         Let’s return to the two stories of the oil-sniffing airplanes. Confirmation bias and the power of storytelling help explain how so many smart, experienced people managed to get things so totally wrong. While the details of the 1975 scam and the 2004 pipe dream differ, both featured skillful “inventors” who targeted their victims with a tailor-made story.

         In 1975, France was reeling from the first oil crisis. The “inventors” promised Elf Aquitaine, and the country, nothing less than a new kind of energy independence. France had Airbus planes and a world-leading nuclear program, and it was working on the TGV, an innovative high-speed train. The country still believed in its superior technological prowess and its unique destiny. It did not seem implausible at all that France could invent a process no one else in the world had yet discovered or even dared to envision—a revolutionary technology that would restore the country to its past glory. For good measure, the crooks, aware that the chairman of Elf Aquitaine was a former minister of defense, dangled the possibility of military applications of their technology: if you can see oil through the ground, why couldn’t you spot strategic submarines at sea?

         The so-called inventors had no engineering skills, but they excelled at one thing: building a story that appealed to their audience. For those people, at that time, and in that context, it was irresistible. As the chairman of Elf Aquitaine confessed in the aftermath of the scandal, “A general atmosphere of faith had taken hold of everyone, and, for that reason, those who had doubts kept them to themselves.”

         This, of course, does not excuse him or his coworkers. In a scathing report, the magistrates who investigated the case wrote that “none of these considerations should have prevented the relevant individuals from exercising vigilance and critical thinking.” “Instead of systematically seeking to challenge the inventors and their process,” the report continued, “…all of their statements were accepted without examination or verification.” Management emphasized “major campaigns of aerial exploration…and declined to conduct one-off missions designed to test the instruments and hold them up to scrutiny.” The experts Elf Aquitaine sent “were on a mission to learn and understand, not to question the process systematically.” The magistrates writing this report had probably never heard the term “confirmation bias,” but their description sums up its essence: seeking proof that confirms the initial hypothesis while neglecting to seek disconfirming evidence.

         The same skill for adapting a story to its target audience is evident in the 2004 remake. This time, the inventors promised “a revolution” to create “the Google of the oil and gas industry.” This was just the kind of story ambitious investors in the early 2000s dreamed of: disruptive technologies that could revolutionize entire industries—preferably the largest ones. Viewed in this light, every weakness became a strength, every red flag a green light. Should investors be concerned that Olson knew nothing about oil? On the contrary—everyone knows that breakthrough innovations never come from industry insiders but instead from disruptive entrepreneurs with a fresh outlook! What about the fact that just about all the experts were highly skeptical? A good sign—Terralliance would be able to take this conservative, lethargic sector by storm!

         When you want to believe a great story, everything goes. After losing part of his fortune in the venture, one of the disillusioned investors said: “It didn’t make sense to me that you could acquire that kind of data with a satellite. But I left the meeting saying, ‘Shit, I’d better think about this.’ The real story, to boil it down, is as old as mankind: a charismatic individual with a compelling story you just want to believe.”

      
   


   
      
         
            
               The Storytelling Trap in Thirty Seconds

               
                  	Storytelling makes us construct a coherent story from a selection of facts. But this is never the only possible story, and it can lead us into error.
        
                        
                        	A pattern of facts that are consistent with the beginning of a price war may have a different explanation—or be a mere coincidence.

                        


                     	Confirmation bias makes us ignore or discount information that contradicts our initial beliefs.
        
                        
                        	In politics: myside bias, or politically motivated reasoning

                           	On social media: the “filter bubble”

                        


                     	Confirmation bias also affects smart people and apparently “objective” judgments.
        
                        
                        	Even fingerprint analysis is subject to confirmation bias.

                           	Confirmation bias contributes to the “replication crisis” in scientific research. 

                        


                     	Confirmation bias fuels champion bias when it supports our confidence in a “hero”…
        
                        
                        	J. C. Penney’s board of directors had complete faith in Ron Johnson.

                        


                     	…and experience bias when it makes us believe in the relevance of our own experience.
        
                        
                        	Ron Johnson thought he could replicate his Apple Stores success at J. C. Penney.

                        


                     	It’s especially powerful when the story is one that we want to hear.
        
                        
                        	Both stories of oil-detecting airplanes were tailor-made for their audience.
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            “Steve Jobs Was Such a Genius”

            The Imitation Trap

         

         
            The people who are crazy enough to think they can change the world are the ones who do.

            —Apple advertisement

             

         

         Years after his premature death, Steve Jobs continues to be universally revered. This veneration is sustained by hundreds of books that promise to teach us anything and everything we need to know about Apple’s founder: his innovation secrets, his design principles, his presentation techniques, his leadership style, his “zen,” his secret habits, even his style of dress.

         While the cult of Steve Jobs is unique in its scope, revering business leaders and raising them to the rank of quasi-divine models is nothing new. Jack Welch, head of General Electric from 1981 to 2001, and Warren Buffett, the idol of investors, were among the first to acquire a cult following. Other business legends include Alfred P. Sloan (General Motors), Bill Gates (Microsoft), Larry Page (Google), and recently Elon Musk (SpaceX and Tesla). All these charismatic individuals have been, or are, presented to us as models.

         The need for models is understandable. For any executive, questioning oneself by comparing one’s methods to those of other leaders is a good instinct. However, in our quest for models, we too often commit three mistakes. First, we attribute all of a company’s success to a single person. Then, we see all the aspects of this person’s behavior as reasons for his or her success. Finally, we’re too quick to think we should imitate the model.

         Apple Is Successful Because Steve Jobs Is a Genius: The Attribution Error

         We have already seen how we instinctively create meaning through stories. To stick with the example of Apple, the story that we’ve heard hundreds of times—success beyond belief, following a fall and then a stunning comeback—nicely matches the structure of a heroic tale.

         There is one problem, though: the hero in this tale is Steve Jobs, but the success is Apple’s. This, after all, is one of the largest companies in the world by market capitalization. While it’s certain that Jobs played a decisive role in its history, it’s also fair to say that many of Apple’s 60,000 employees (as of 2011, the year Jobs died) contributed in some way. Apple’s continuing performance after Steve Jobs’s death confirms this. Even if we focus only on the “creative” aspect of the Apple miracle—that is, the repeated invention of revolutionary products—Steve Jobs is certainly not the only individual who should get credit.

         So why do the stories of Apple and Steve Jobs merge in our minds? Because the story we desperately want to hear is the story of a hero. The best stories are stories of archetypal characters. Then we attribute all the results to these archetypes. We underestimate the role of other players on the team; the effects of the environment and the competitors; and, of course, the impact of plain old luck, whether good or bad.

         The previous chapter showed how Ron Johnson became the hero of a success story: the story of the Apple Stores’ creation. Other computer manufacturers—including, for instance, Gateway—had tried to create their own store network before. All had failed spectacularly. “Nobody believed a computer maker would make a good computer retailer,” one financial analyst wrote. The Apple Stores proved the naysayers wrong. With revenues of $9 billion in less than ten years, they became a source of inspiration for the entire retail industry.

         With their premium locations, unique design, elite customer service, and technological innovations (letting people avoid standing in line at the cash register, for example), the Apple Stores turned the industry’s conventional wisdom on its head. And despite Jobs’s influence, the concept was clearly Johnson’s brainchild. Johnson acquired a reputation as a kind of King Midas of retail: “Anything Ron Johnson touches just turns to gold,” one industry expert opined. “He understands retail in a way that I’ve never met in anyone.”

         Yet an entirely different reading of the story is possible. By attributing the Apple Stores’ success to their innovative design (and therefore to their designer), we’re too quick to forget a sizable factor: three of the most successful product launches in consumer history. A quick look at the stores’ revenue growth is enough to set the record straight. The opening of the first stores in 2001 coincided with the launch of the iPod, a revolutionary innovation at the time. Sales really took off in 2008, when revenue jumped by 50 percent, following the iPhone launch. They were then flat for a year and suddenly rocketed from $6.5 to $9 billion in 2010, the year the iPad came on the market.

         In other words, the cause-and-effect relationship between the design of the Apple Stores and their success is tenuous at best. Customers who spent the night waiting in line in front of Apple Stores weren’t coming to admire the marble floors or the blond wood decor. They were there to get their hands on the new products they couldn’t find elsewhere. A thought experiment in counterfactual thinking may be helpful here. Let’s imagine that a less inspired version of Ron Johnson had been hired and had developed “basic” Apple Stores, resembling traditional electronics retailers like, say, Best Buy. Would they have been less successful? It seems likely. Would they still have ranked as one of the biggest successes in the history of distribution? Given the insatiable demand for Apple products that were available in priority in the Apple Stores, it’s almost certain.

         The value of this observation lies not in its originality but in its very obviousness. It is hardly a new insight to say that a store’s success owes a lot to the merchandise it carries. And, to be fair to Ron Johnson, he was perfectly aware of this. His eagerness to radically reinvent J. C. Penney’s product range, at the risk of driving away the store’s traditional customer base, can only be explained in this light. However, as you read the story of J. C. Penney in the previous chapter, did that occur to you? You probably thought that it was foolish of Johnson to try to replicate at J. C. Penney his success with the Apple Stores. But did you think, It’s not even clear that this success had much to do with him?

         If this thought didn’t pop into your head, you’re not alone. The media, the stock market, and certainly the J. C. Penney board of directors didn’t seem to doubt that Johnson had played a decisive role. Invariably, and so naturally that we don’t even notice it, our first impulse is to attribute success (or failure) to individuals, to their choices, to their personality, but not to the circumstances. This is our first mistake: the attribution error.

         Steve Jobs Is a Genius, So Everything He Does Is Brilliant: The Halo Effect

         The second mistake occurs when our admiration for a model leads us to study his or her life, decisions, and methods, and to find meaning in them. The American psychologist Edward Lee Thorndike described this mistake in 1920 and called it the halo effect. Once we have an impression of a person, we judge all that person’s other characteristics in the “halo” of our first impression. For instance, tall men are considered to be better leaders (and, all else being equal, they receive higher salaries). Another example is the way in which voters judge candidates partly on their appearance: a politician must “look the part.” In essence, we use information that is readily available (height or appearance) to avoid making much more difficult evaluations (for instance, of leadership ability or skills).

         In his book The Halo Effect, Phil Rosenzweig showed how this effect applies not only to people but also to companies. In the case of companies, the most available characteristics are top-of-mind brand awareness and financial performance. So it shouldn’t come as a surprise that we seek models among companies whose products are familiar to us (how many inches away are you right now from the closest Apple logo?). It is just as predictable that we will seek inspiration in the companies that perform most spectacularly on the stock market.

         This second aspect has turned many corporations besides Apple into objects of study and imitation. The best example is General Electric (GE) during the era of its star CEO, Jack Welch. Named “manager of the century” by Fortune magazine in 1999, Jack Welch presided over an unprecedented creation of shareholder value: GE’s total return to shareholders during his tenure was about 5,200 percent, far more than other large American companies constituting the S&P 500 index were able to deliver over the same period. As with Apple today, this success led to an endless urge for imitation. Indeed, Jack Welch himself encouraged GE managers to copy each other by sharing “best practices” inside the corporation. If best practices could be transferred from one division of this diversified conglomerate to the next, why couldn’t they be applied elsewhere?

         The answer to this question isn’t so obvious. Imitating “best practices” looks like common sense. By seeking inspiration from the outside, we hope to fight complacency and the “not invented here syndrome,” which leads companies to reject ideas generated elsewhere. This would be fine if the practices, methods, and approaches we chose were the right ones. Unfortunately, they usually aren’t.

         The reason is the halo effect. Typically, we first identify a successful company and only then choose one of its practices to emulate, on the theory that it contributes to the company’s overall success. But it’s not so easy to identify which of Apple’s or GE’s practices “explain” their success. Of all the things these companies do (or don’t do), which ones, if any, should be considered recipes for superior performance? From In Search of Excellence to Built to Last, countless management books have tried to answer this question. By studying the “best-run” or most “visionary” companies, they strive to isolate decisive factors (preferably under the control of managers, of course) that would account for their results. Sadly, the search for universal rules of success in business has so far been fruitless.

         Of all of General Electric’s management practices, surely none attracted more attention than its systematic use of “forced ranking” starting in the 1980s. This system for evaluating employee performance required each manager to put employees into one of three categories: the top 20 percent, the middle 70 percent, or the lowest-performing 10 percent. As Jack Welch explained, low performers “are given a chance to improve, and if they don’t in a year or so, you move them out. And that’s the way it goes.”

         Many companies tried to adopt this system. Not only did GE’s success win respect, but the logic of forced ranking seemed unassailable. Who could doubt that the quality of talent is essential to a company’s success? Who wouldn’t want to constantly raise this quality? Who could dispute the fact that getting rid of the lowest-performing employees would mechanically raise the average quality of people?

         Yet most of the companies that adopted forced ranking quickly gave it up. The percentage of American corporations using it fell from 49 percent in 2009 to 14 percent in 2011. Many cited its negative consequences on team spirit, motivation, and creativity, as well as the political jockeying and favoritism that it encourages. Even GE abandoned the system and now uses more nuanced methods of performance evaluation. Apparently there were more varied and complex reasons for GE’s success than forced ranking.

         But that’s not all. Suppose we can identify with certainty the practices that explain the success of Apple or General Electric. There still remains the task of distinguishing which ones are applicable to a given situation and which are not.

         Let’s take another look at the story of J. C. Penney. We saw that Ron Johnson cited Steve Jobs’s famous aversion to market research when refusing to test his new pricing strategy. Many leaders similarly rely on their intuition before launching a product. “Consumers only ask for what they are already familiar with,” they explain. So, they argue, anyone who truly wants to innovate must place creativity and self-confidence ahead of public opinion.

         This reasoning makes sense—for breakthrough innovations. Indeed, if a company aspires to radically change consumer behavior, there is reason to doubt the predictive power of market studies (at least in their most conventional form). But it’s astonishing that this argument is so often cited as justification for refusing to test incremental innovations, such as product line extensions, or any new product that simply replaces an existing one. Everyone can tell the difference between introducing the first iPad and launching a new flavor of cookie, but it’s so much more tempting to identify with a radical innovator…

         An additional problem arises from the search for best practices. It distracts companies from what might give them a real advantage: differentiation. Since a good strategy must be different, imitating a competitor’s practices can never make for good strategy.

         More specifically, what is loosely called “best practices” includes practices of two distinct types. Some are operational tools—methods and approaches that have proved effective in a number of other companies. In IT, marketing, manufacturing, logistics, and many other areas, these practices can clearly improve operational performance. But on their own they cannot give you a lasting strategic advantage. The reason for this is simple: your competitors can imitate them, too. To rely on such approaches to win is to confuse strategy with operational effectiveness—a common and dangerous mistake.

         The other type of best practices concerns strategic positioning. When you study a competitor’s strategy and call it a “best practice,” the underlying assumption is that there is a single generic strategy to win in your industry. Therefore, success can only be achieved if you target the same customer segments, use the same sales channels, and adopt the same pricing policies. Airlines, food retailers, and mobile phone operators have often followed this pattern of strategic imitation. The result is competition without differentiation, which focuses customers on price and destroys value for all the players in the industry. Imitating the strategies of others, however effective they may be for them, is a dead end.

         Models can be useful. Idol worship, less so. Sometimes we need to leave best practices to those who invented them.

         What Steve Jobs Did Was Brilliant, So I Should Imitate Him: Survivorship Bias

         It is especially important to think twice before emulating others when we think they’re geniuses. This is the third mistake we make when looking for models. When I state that “Steve Jobs was a genius” and conclude “so I should imitate him,” I’ve forgotten to mention the second premise of the syllogism: “I’m a genius, too.” The current Formula One champion, for instance, is surely a driving wizard, but when you’re behind the wheel, you wouldn’t dream of emulating his “best practices.” You know that only a wizard can do it! The logical fallacy is obvious in this example, but it too often escapes us when we’re talking about the methods of a supposed business wizard.

         Take, for instance, the undisputed wizard of investing, Warren Buffett. Buffett has delivered outstanding performance for half a century and has become the third-wealthiest person in the world, with a net worth of over $80 billion in 2020. Investors are especially likely to study Buffett’s investment strategies, because they seem simple and because he expresses them in a folksy, no-nonsense style: stick to what you understand; beware of the fads and fashions that lead to bubbles; don’t hesitate to keep holdings for ten, twenty, or even thirty years if they still have appreciation potential; do not overdiversify. The tens of thousands of Berkshire Hathaway shareholders who make the annual pilgrimage to Omaha, Nebraska, to hear the “Oracle of Omaha” all hope to understand his investment principles and apply them themselves.

         Yet a mountain of evidence shows that trying to beat the market is a losing battle. It is highly unlikely that even one of the Omaha pilgrims will ever approach Buffett’s performance. Indeed, Buffett himself cautions them against trying: the sage doubts that money managers can justify their fees and advises individual investors to buy index funds instead. In investing as in other fields, geniuses, if they exist, are by definition exceptional. We should not try to imitate them, because we will never manage to equal their accomplishments.

         Of course, this message is not one we want to hear! Our eagerness to emulate geniuses is fueled by our tendency to overestimate our abilities, as chapter 4 will show. No amount of reasoning or statistical evidence will ever really convince us that we can’t be exceptional, too. After all, would Steve Jobs, Jack Welch, or Warren Buffett have been so incredibly successful if they had heeded this kind of warning? Isn’t the very existence of these men, and so many other great figures, proof that exceptional performance is within our reach, if we just have enough talent and drive? Isn’t it true, as an ad for Apple once planted in our minds, that “the people who are crazy enough to think they can change the world are the ones who do”?

         Of course. And if we’re seeking inspiration, we’ll surely find it in these extraordinary figures. But if we’re looking for practical lessons from them, we’re making a serious reasoning error.

         The models whose success we admire are, by definition, those who have succeeded. But out of all the people who were “crazy enough to think they can change the world,” the vast majority did not manage to do it. For this very reason, we’ve never heard of them. We forget this when we focus only on the winners. We look only at the survivors, not at all those who took the same risks, adopted the same behaviors, and failed. This logical error is survivorship bias. We shouldn’t draw any conclusions from a sample that is composed only of survivors. Yet we do, because they are the only ones we see.

         Our quest for models may inspire us, but it can also lead us astray. We would benefit from restraining our aspirations and learning from people who are similar to us, from decision makers whose success is less flashy, instead of a few idols the whole world is striving to copy.

         Better yet, why shouldn’t we study worst practices? After all, everyone agrees that we learn from our mistakes even more than from our successes. Studying companies that collapsed may hold more lessons than focusing on those that succeed. Learning from their mistakes might be a good way to avoid making them ourselves.

      
   


   
      
         
            
               The Imitation Trap in Thirty Seconds

               
                  	Attribution error leads us to attribute success (or failure) to a single person, and to underestimate the role played by circumstances and chance.
        
                        
                        	The success of the Apple Stores was attributed to Ron Johnson, not to Apple’s product introductions.

                        


                     	The halo effect causes us to get an overall impression based on a few salient characteristics.
        
                        
                        	Steve Jobs’s remarkable success makes us think that all his practices are worthy of emulation.

                           	We try to imitate the practices of successful companies even when they are unrelated to their performance.

                           	We don’t challenge these practices enough to learn whether they are really applicable to us.

                        


                     	Survivorship bias consists of focusing on successful cases while forgetting about the losers, and it makes us think that risk-tasking is the reason for success.
        
                        
                        	Those “crazy enough to think they can change the world” sometimes do—but most of them fail.
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            “I’ve Seen This Before”

            The Intuition Trap

         

         
            Don’t trust anyone blindly, not even yourself.

            —Stendhal

             

         

         In 1994, Quaker Oats, then a prosperous, independent company, outbid several other prospective buyers to acquire Snapple, a brand of tea-based drinks. The price: $1.7 billion. Quaker’s CEO, William Smithburg, was sure that this high price was justified by massive synergies. He had acquired Gatorade a decade earlier and made it into a superstar brand, and he was confident that Quaker could use its marketing power to repeat this feat with Snapple.

         The acquisition turned out to be disastrous. Three years later, Quaker resold Snapple for less than one-fifth of the price it had paid. The mistake cost Smithburg his job and Quaker its independence, eventually (it was acquired by PepsiCo in 2000). Among investment bankers, to call a deal “a Snapple” has become shorthand for a gross strategic mistake. Yet Smithburg, one of the most experienced and admired executives in his industry, was confident in his intuition.

         Whether they call it “gut feeling,” “business instinct,” or “vision,” most executives don’t hesitate to affirm that they rely on their intuition to make strategic decisions. Paradoxically, our rationality-obsessed world glorifies this ability and those who possess it. The clichés of conquerors on their mountaintops or inventors sitting under their trees is one of inspiration, not perspiration. And when we read the stories of successful entrepreneurs, outstanding CEOs, or great political leaders, they are much more likely to be celebrated for their vision and intuition than for their rationality or discipline.

         The reality is that intuition does play a role, and often an important one, in our decisions. But we have to learn to tame and direct it. We need to know when it helps us and when, on the contrary, it leads us astray. And we should admit that when it comes to strategic decisions, it is, unfortunately, a poor guide.

         Two Views on Intuition

         The most important scholar of intuition may be the psychologist Gary Klein, a pioneer of what has become known as the “naturalistic decision-making” research tradition. Naturalistic decision-making researchers study real professionals in real situations. They observe military commanders, police officers, chess grand masters, and nurses in neonatal intensive care units. Evidently these decision makers do not apply the standard “rational” model of decision-making. They don’t have time to analyze the situation, define the possible options, compare pros and cons against an established list of criteria, and finally choose the best course of action. So what guides them? In a word, intuition.

         In one of his books, Klein recounts the story of a firefighter squad chief who somehow sensed that a house on fire was going to collapse. Seconds after he ordered his men to evacuate, the floor of the house caved in. When asked how he had made this excellent decision, the fire chief was unable to explain it. He even wondered if he had some kind of extrasensory perception.

         What went on in the fire chief’s head? Where did his lifesaving intuition come from? Of course, Klein does not believe in his subject’s paranormal explanation. There is nothing magical about intuition. Napoleon once wrote, “On the battlefield, inspiration is usually nothing but recollection,” and most researchers today share this opinion. According to them, intuition is based on the rapid recognition of a situation that has already been experienced and memorized, even if the lessons from that experience haven’t been consciously formulated. Klein calls this the recognition-primed decision model.

         The fire chief’s story provides a perfect illustration. Upon entering the house, he perceived objective signals. In particular, he noticed the very high temperature in the room, but he heard no sound. As any firefighter knows, fires are loud. If this had been a kitchen fire, as the chief had originally expected, he would have heard noise coming from the kitchen. Conversely, if the fire in the kitchen were too small to be heard, the heat would have been less intense. The signals that he perceived were inconsistent with the scenario that he had in mind. What happened later explained these contradictory signals: the fire was not a small kitchen fire but a huge blaze in the basement. It soon consumed the floor on which the chief and his men had been standing.

         The fire chief’s decision was based on the recognition of a known situation (or, more precisely, on its nonrecognition, because the signals were inconsistent with his initial hypothesis). Thanks to his experience, the chief detected this inconsistency. Instantly, and without conscious reasoning, he drew the conclusion that this was not a plain kitchen fire.

         This ability to draw on experience to instantly recognize weak signals allows professionals in many areas to make decisions in the blink of an eye. Malcolm Gladwell’s book Blink is devoted to the subject. Its main point: we’re all capable, if we would only listen to our gut, of making brilliant decisions based on the strength of our intuition.

         What a great pitch this is! We all want to believe in the strength of our intuition. And heroes like the firefighter are such wonderful role models—so much more inspiring than methodical, nitpicky managers. If these great men and women who put their life on the line are trusting their intuition, why shouldn’t we have faith in ours, too?

         To understand why matters are somewhat more complicated, let’s leave Gary Klein and his naturalistic decision-making colleagues behind for a moment. While they were developing their theories by observing extreme situations, another school of thought, the “heuristics and biases” tradition of cognitive psychology, was focusing on laboratory experiments. And this different approach to decision-making was producing radically opposing conclusions.

         In a seminal 1969 experiment, Daniel Kahneman and his colleague Amos Tversky, the founders of the heuristics and biases movement, used seasoned statisticians as their subjects. The task they assigned them seemed quite simple: to determine the optimum sample size required for a study. The problem is technical but consequential: too large a sample creates unnecessary expense; too small a sample might produce inconclusive findings. Of course, the statisticians knew what formulas they should use to determine the optimum sample size. But, as experts who had used these formulas dozens of times, they tended to skip the calculations and just make rough estimates based on their experience with similar studies. Isn’t that what experience is all about? Just like the firefighter, we might expect them to get to the correct answer, only faster.

         Except they didn’t. Kahneman and Tversky found that these experienced statisticians suggested seriously inappropriate sample sizes. By trusting their judgment, they overestimated the relevance of their experience and their ability to build on it. And they did this with complete self-confidence. Many later studies in other fields came to similar conclusions. The bottom line, for researchers in the heuristics and biases camp, is that we should be wary of self-assured experts who place too much faith in their intuition.

         When Can We Trust Our Gut?

         The two viewpoints—the naturalistic decision-making view and the heuristics and biases one—seem irreconcilably different. Yet, in an unusual example of “adversarial collaboration,” Gary Klein and Daniel Kahneman decided in 2009 to look beyond their theoretical differences and join forces to study the role of intuition in decision-making. The key question, they decided, was not whether the naturalistic decision-making researchers or the heuristics and biases ones were right. It was when. And surprisingly, once the question was reframed in this way, the two psychologists ended up on common ground. The subtitle of their joint article says it all: “A Failure to Disagree.”

         When, then, can we trust our intuition? Whenever, Kahneman and Klein agreed, two conditions are met. First, we must find ourselves in an environment of “high validity,” in which the same causes generally tend to produce the same effects. Second, we must have had “adequate opportunities for learning the environment” through “prolonged practice and feedback that is both rapid and unequivocal.” In other words, since our intuition is nothing but the recognition of situations that we have experienced before, we should trust it when such situations can truly be recognized, and when we have truly learned the right responses to them.

         In light of these criteria, we can better understand the apparently contradictory results of studies on the value of expertise conducted in different settings. As surprising as it may seem at first glance, firefighters or intensive care unit nurses work in relatively high-validity environments. This does not mean that the environment is without uncertainty or risk. It means that the environment provides valid cues about a situation. Observing buildings on fire or emergency room patients provides reliable information about what will soon happen to them. Firefighters and nurses who have observed them for years, and who have seen what happened immediately after the fire or the emergency, have learned many lessons—more, perhaps, than they consciously realize. The same is true of test pilots, chess players, or even accountants: these are regular environments, providing quick and unambiguous feedback about the quality of most (if not all) decisions. Learning is possible.

         Contrast this with the tasks facing psychiatrists, judges, or stock market investors. “Experts” in these fields may also think that they can trust their intuition. But these environments are complex and largely unpredictable. Feedback, if there is any, is ambiguous and delayed. True expertise is thus impossible to acquire.

         Perhaps the most extreme case of an environment in which expertise cannot develop is the challenge of forecasting political, strategic, and economic events. Psychologist Philip E. Tetlock compiled forecasts made by almost three hundred experts on political and economic trends over a twenty-year period—82,361 forecasts in all. He then evaluated each prediction: when a pundit had predicted a recession, did it happen? When a political commentator had foreseen an electoral landslide, did it take place? Tetlock concluded that forecasts by experts were less good than if they had answered at random, and less good than those of amateurs who were asked the same questions. In these fields of extremely low validity, the intuition of experts is totally worthless.

         The practical question then becomes: In which category do our decisions fall? When making business decisions, should we rely on our intuition, as firefighters and chess players do, or try to keep it at bay, as psychiatrists and traders should?

         Unfortunately, there is no hard-and-fast rule. We must apply Kahneman and Klein’s framework to each and every decision. There is no such thing as general-purpose intuition. There are situations in which intuition is useful for making management decisions, but that can only be true if we’ve encountered a sufficient number of similar situations to develop real expertise. In reality, this is not often the case.

         For instance, what about hiring decisions? Does your intuition have anything valuable to offer when you select candidates? Perhaps, if you have hired many candidates for the same type of position, and if you have been able to learn the results of your hiring decisions. An HR manager who has hired hundreds of people for the same entry-level position over the years and who has tracked the hires’ subsequent job performance may have developed good intuitive judgment. But this situation is the exception, not the rule. Many interviewers are not full-time recruiting professionals but managers hiring their future colleagues. Even HR professionals are unlikely to be tasked with filling the same positions over and over again, making it difficult for them to acquire the kind of experience necessary to trust their intuition. Furthermore, few organizations bother to systematically keep track of the quality of their past hiring (and nonhiring) decisions.

         In this context, Kahneman and Klein’s conditions are not met, and intuition will be an unreliable guide. This is confirmed by decades of empirical work on personnel selection. Traditional, “unstructured” hiring interviews, in which an interviewer forms an overall, intuitive impression of the candidate, do a very poor job of predicting the success of those hired. In many cases, simple tests would give better results.

         Yet our confidence in the value of intuition remains undiminished: we are convinced that, in the course of a short interview, we can evaluate a candidate’s skills, strengths, weaknesses, motivation, and fit with the corporate culture. When applying for a job, we would be shocked if a company hired us without an interview. This is why the overwhelming majority of organizations continue to rely on unstructured interviews and to make hiring decisions largely on the basis of interviewer intuition. Three leading researchers who have observed the “embarrassingly poor validity” of this personnel selection tool can only describe its continuing popularity as the “persistence of an illusion.”

         Another prime example of intuition-based decision-making is the launch of new products in consumer goods and luxury products companies. Some executives pride themselves on their irreplaceable expertise in this field. As the president of one such company put it, “I have a thousand cases of product launches in my head when I evaluate whether a product is worthy of our brand. Who could decide this better than I can?” Indeed, in this leader’s case, the conditions for intuitive expertise were met. The president’s extensive experience in the same company, in an industry in which the success of new products can be instantly measured, was invaluable. If his judgment—including his aesthetic judgment—about proposed new products was so often right, it was not just, as he would put it, because he has “good taste.” His successful track record was the result of decades of hard work, during which he had acquired intuitive expertise about what worked (and what didn’t) in a relatively high-validity environment.

         So it made perfect sense for the president to be the final arbiter on all product launch decisions…until he was replaced by a younger executive. The newcomer was brilliant but didn’t have the same industry experience. His gut feeling was therefore much less reliable. Unfortunately, his confidence in the value of his own intuition was just as complete as his predecessor’s.

         As these examples suggest, the question isn’t whether or not “hiring” and “launching new products” are areas in which intuition is useful; it is whether or not a decision maker’s intuition, based on her experience, is suited to making the specific decision at hand. Experienced executives tend to believe that their intuition is precious, and they’re often right. But only the wisest among them are able to recognize when to listen to it—and when not to.

         One experienced dealmaker, for instance, describes how valuable his intuition is in negotiation situations. His extensive negotiating experience allows him to “feel out” the other party, to perceive fatigue or weakness, to accurately detect the moment when he should push his advantage or make a tactical retreat. But while he relies on his intuition to manage the human aspect of negotiations, he is careful not to use it when making decisions about the deal itself. Should we bid for this asset? What is our maximum price? What are the essential conditions that must be met? These are questions that shouldn’t be answered by relying on intuition. Even for someone who has brokered dozens of deals, judging what made them succeed or fail is not easy. The conditions for intuitive expertise are not met. Dealmaking benefits from intuition. Deciding which deals to make doesn’t.

         This brings us back to the case of William Smithburg and his acquisition of Snapple. His intuition was based on a single experience: the acquisition and subsequent success of Gatorade. It was tempting to see this acquisition as a successful case that would be easy to replicate. But intuition overlooked what analysis revealed to outside observers: Snapple, unlike Gatorade when it was purchased by Quaker, was already losing market share. Its distribution model was very different from Quaker’s and would be difficult to integrate into the company. The production methods for tea-based drinks were also different from those Quaker knew. And Snapple’s brand positioning as a natural, slightly offbeat product was difficult for a corporation like Quaker to maintain. For an outside observer, all these differences with Gatorade were significant. But Smithburg, confident in his intuition, only saw the similarities.

         Intuition, a Poor Guide to Strategic Decision-Making

         The moral of this story goes beyond Smithburg’s case. Let’s revisit Kahneman and Klein’s conditions for knowing when a decision maker’s intuition is relevant: prolonged practice with clear feedback in a high-validity environment. Were these conditions met when Smithburg decided to acquire Snapple? And, in general, can they be met when any strategic decision is on the table?

         One defining characteristic of strategic decisions is that they are relatively rare. There is, thus, little chance that an executive facing a strategic decision has made many decisions of the same type in the past. When you embark on a radical restructuring, launch a breakthrough innovation, or attempt an acquisition that will change your company’s course, these are often things you have not done before. Sometimes, as in the case of Smithburg with Gatorade, you have done them exactly once, and it is easy to overestimate the true relevance of your limited experience.

         Another essential characteristic of strategic decisions is that they aim to shape the long-term trajectory of the company as a whole. This makes their effects difficult to read. The results you see are not simply the effects of your strategic decisions. They combine with countless other effects—economic downturns and upturns, new market trends, unforeseen competitive moves, changed circumstances, and so on. Except for some undisputed successes or egregious mistakes, feedback on your past strategic decisions is seldom unambiguous and never quick. In other words, even if you do have experience with strategic decisions, this experience does not allow for real learning.

         True strategic decisions aren’t just a poor fit with Kahneman and Klein’s framework. They are the exact opposite of it. Strategic decisions take place in a low-validity environment, in which the decision makers have had limited practice, with delayed, unclear feedback. If we searched for a textbook example of conditions in which expert intuition cannot develop, we couldn’t find a better one.

         Yet most executives give credence to their “gut feeling” when making a strategic decision. For many of us, particularly if we have been successful before, the intensity of our subjective belief is our compass: “If I have any doubts, I hold back, but when I’m really sure, I go for it.”

         When we do this, we forget that the CEOs, statisticians, and traders who were led astray by their intuition also had great confidence in their gut feelings, and that, in general, our confidence in our own judgment is almost always too great. That is the subject of the next chapter.

      
   


   
      
         
            
               The Intuition Trap in Thirty Seconds

               
                  	Naturalistic decision-making emphasizes the value of intuition in real, often extreme, situations.
        
                        
                        	The firefighter can “feel” when the house is going to collapse.

                        


                     	On the contrary, heuristics and biases researchers, who study decisions in the laboratory, generally conclude that intuition leads us astray.
        
                        
                        	The “expertise” of political forecasters does not lead to better forecasts.

                        


                     	Kahneman and Klein worked together to resolve their disagreement and identified the two necessary conditions for the development of real expertise: a high-validity (predictable) environment; and prolonged practice with quick, clear feedback.
        
                        
                        	Expert intuition can thus be developed by firefighters, pilots, or chess players…

                           	…but not by psychiatrists, judges, or traders.

                        


                     	“Should I trust my intuition?” is a question to ask on a decision-by-decision basis. The answer depends on whether the two conditions are met, not on how confident we are in our intuition.
        
                        
                        	Smithburg was convinced that his intuition about Snapple was right.

                        


                     	Generally, the more strategic a decision is, the less helpful intuition will be: strategic decisions are rare, their environment is low-validity, and feedback is ambiguous.
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            “Just Do It”

            The Overconfidence Trap

         

         
            We place absolute confidence in the Titanic. We believe that the boat is unsinkable.

            —Philip A. S. Franklin, vice president of International Mercantile Marine Co., owner of the White Star Line

             

         

         In the early 2000s, the U.S. market for video rentals was a large, profitable industry. It accommodated all kinds of players, from mom-and-pop corner stores to regional chains. But it had its eight-hundred-pound gorilla: Blockbuster. With its 9,100 stores, the chain, led by John Antioco, generated revenue of about $3 billion.

         Meanwhile a fledgling start-up, founded in 1997, had begun competing on an entirely different business model. For a flat monthly subscription fee, its customers could go online to create a “queue” of DVDs on the company’s website and have them shipped for free to their mailbox. Once they mailed back the DVDs they had watched, they would automatically receive the next DVDs in their queue. It wasn’t a high-tech model, but it met consumer needs: with a centralized video library, movies were less frequently out of stock, and advice on selecting a title was more relevant. Above all, while the video stores imposed stiff penalties on customers who returned their videos late, the monthly fee model, like an all-inclusive phone plan, acted as a no-surprises guarantee. By early 2000, the start-up had signed three hundred thousand subscribers. Its name: Netflix.

         By the time the dot-com bubble burst that spring, Netflix was not yet profitable, and the company was in dire need of financing. Its CEO, Reed Hastings, and his close associates paid Blockbuster a visit and made John Antioco a straightforward offer: Blockbuster would acquire 49 percent of Netflix, and turn it into its internet arm, under the brand Blockbuster.com. Blockbuster stores would also sell Netflix’s subscription service. It would be a seamless “click-and-mortar” company, along the lines of what many retailers are still trying to accomplish today. The price tag Hastings put on his company was $50 million.

         How did John Antioco and his team respond? “They just about laughed us out of their office,” Netflix’s leaders later related. For Antioco, Netflix was not at all a threat. Of course, the start-up had developed a small customer base on the web. But this was the era of dial-up internet, long before broadband became standard. The concept of streaming movies was still unimaginable for most people. Furthermore, Antioco probably reasoned that if Blockbuster ever wanted to imitate Netflix with a monthly subscription model, nothing would stop him from doing it all on his own.

         We all know how this story ends. Netflix reached 1 million subscribers in 2002 (the year it went public) and 5.6 million by 2006—still with its low-tech, rent-by-mail model. Only later would the rise of streaming give it a decisive boost. By early 2020, Netflix had 167 million subscribers. Its market capitalization was over $150 billion, several hundred times its introduction price (and three thousand times the price Antioco could have paid).

         As for Blockbuster, it did try to launch its own subscription service in 2004. It was too little, too late. The company filed for bankruptcy in 2010. David had conquered Goliath.

         It is easy to criticize Antioco’s lack of vision, or Blockbuster’s inability to change its business model. But Blockbuster is not the only incumbent that let a start-up disrupt its industry and threaten its survival. Why did this Goliath so seriously overestimate his own powers, while underestimating David’s? If he hadn’t, perhaps he would have taken the deal that was offered to him. At the very least, he might have taken advantage of the intervening years, before broadband internet became widely available, to enter this area. Admittedly, even if he had, there is no guarantee that Blockbuster would have been able to maintain its lead amid the tumult of technological change. But the story would certainly have been different.

         Excessive Self-Confidence

         Do you remember how you felt about the oil-sniffing planes in chapter 1? If you’re like most people, your initial reaction to the Blockbuster-Netflix story is probably quite similar. “Blockbuster’s leaders were not thinking clearly,” we earnestly declare. “Had we been in their shoes, we never would have made such a mistake.”

         There is reason to believe that this reaction reflects our own overconfidence, which is ironically the same error that John Antioco made when underestimating Reed Hastings.i

         In general, we significantly overestimate ourselves relative to others (a form of overconfidence sometimes referred to as overplacement). Simply put, when it comes to a wide range of important traits, we all believe we are better than most.

         For instance, 88 percent of Americans believe they drive more safely than 50 percent of their fellow drivers (60 percent even claim to be in the top 20 percent). Similarly, about 95 percent of MBA students believe that they’re in the top 50 percent of their class, even though they regularly receive grades allowing them to compare their achievements with those of their classmates. Their professors are subject to the same bias, as a mischievous academic found when he asked his colleagues if they’re part of the top 50 percent of professors: 94 percent are sure they are. Ask yourself whether you are better or worse at your job than the majority of your coworkers: most likely, you believe you are above the median. In light of these numbers, it is hardly surprising that most of us think we would have been better strategists than the leaders of Blockbuster.

         Optimistic Predictions and the

Planning Fallacy

         In addition to having excessive confidence in our own abilities, we are often overconfident about the future. This excessive optimism takes several forms.

         The first form is the simplest: our theoretically “objective” forecasts about events that are out of our control are often exaggeratedly bullish. The typical example is economic forecasts: one study of thirty-three countries showed that economic growth forecasts produced by official budget agencies are generally too optimistic, even more so for the medium term (three years) than for the short term.

         A second kind of optimism, called the planning fallacy, specifically concerns estimates of the time and budget we will require to complete a project. Anyone who has had their kitchen renovated knows the problem; but on a bigger scale, it can reach epic proportions. The construction of the Sydney Opera House, begun in 1958, was supposed to cost 7 million Australian dollars. It cost 102 million and took sixteen years. And this is not a unique case—far from it. The impressive Getty Center in Los Angeles opened its doors in 1998, ten years later than originally planned, after eating up $1.3 billion, nearly four times more than its initial budget. The next-generation nuclear power plant in Flamanville, France, should have been completed in 2012 at a cost of 3.5 billion euros; as of 2019, it was scheduled to open in 2023 and to cost 12.4 billion euros. Similar or worse delays and overruns are expected on two other sites piloting the same technology in Olkiluoto, Finland, and Hinkley Point, in the UK. A global study of 258 transportation infrastructure projects—railroads, tunnels, bridges—showed that 86 percent of them went over their original budget. And, of course, aerospace and defense projects are notorious for their astronomical overruns: the F-35 Joint Strike Fighter program is on track to exceed initial cost estimates by tens, if not hundreds, of billions of dollars.

         Perhaps you’re not surprised by these examples. In truth, we have gotten used to seeing the costs of publicly financed projects spiral out of control. Even if we’re not dyed-in-the-wool cynics, we have an explanation at the ready: the companies submitting bids overpromise to win the contract, expecting (correctly) that they will be able to renegotiate later. Meanwhile, the buyers have to convince their own stakeholders to sign on, which makes them prone to minimizing the costs and risks as well. Bent Flyvbjerg, the Oxford University researcher who compiled most of these statistics on megaprojects, confirms that this “Machiavellian explanation” is part of the problem: “underestimation cannot be explained by error and seems to be best explained by strategic misrepresentation, i.e., lying.”

         However, the planning fallacy, which leads a project’s advocates to underestimate its time frame and costs, is not limited to publicly financed projects. Entirely private projects have delays and overruns, too. Even individuals succumb to the planning fallacy: students who need to finish a paper or authors who commit to turn in a manuscript by a certain date almost always underestimate how long it will take.

         This suggests that the planning fallacy has many causes besides the “strategic” or “Machiavellian” one. When we make a plan, we don’t necessarily imagine all the reasons it could fail. We overlook the fact that success requires the alignment of many favorable circumstances, while a single glitch can derail everything. Above all, we focus on our plan as seen “from the inside”; that is, we don’t consider the universe of similar projects that took place in the past, ask ourselves what schedules and budgets they anticipated and whether they experienced delays and overruns. In chapter 15, we will return to the technique of using an “outside view” to address the planning fallacy.

         Overprecision

         There is a third kind of overconfidence, quite distinct from the previous varieties: expressing our predictions (whether or not they are optimistic) too precisely. We can overestimate our ability to predict the future, even when our prediction is pessimistic.

         Of course, any prediction is uncertain. This is why it is not enough to make predictions: we must also have an idea of the level of confidence that we can place in them. This is particularly important when we make quantitative predictions. In principle, a good practice would be to use a “confidence interval”: if, for instance, we want to be 90 percent confident in our forecast, we will offer not a point prediction but a range, chosen so that we are 90 percent sure the real outcome will fall within it.

         This is exactly what subjects are asked to do in the classic overprecision test, originally designed by Marc Alpert and Howard Raiffa and popularized by J. Edward Russo and Paul Schoemaker. The test subjects are given ten general knowledge questions. For managers, these may be questions linked to their field of activity, while in the popular version of the test, subjects have to estimate the length of the Nile, the year of Mozart’s birth, or the gestation period of an African elephant. For each question, the respondents must answer with an interval, making it large enough for them to be “90 percent certain” that it contains the correct answer. For instance, you might be “90 percent sure” that Mozart was born between 1700 and 1750.

         You would be wrong (little Wolfgang was born in 1756). And you wouldn’t be alone. Almost all people who take this test choose confidence intervals that are too narrow; 99 percent of the two-thousand-plus people tested by Russo and Schoemaker did. If we were good judges of the precision of our own estimates, we would obtain nine correct answers out of ten, or eight at the very least.ii But on average, depending on the version of the test, subjects only get three to six questions right. Simply put, when we’re 90 percent sure, we’re wrong at least half of the time.

         It is worth pointing out that, in this experimental situation, nothing stops a respondent from choosing a very large interval. There is no penalty for answering that Mozart was born between 1600 and 1850, something that we can be 90 percent certain of (and even a good deal more). In a real situation, however, this kind of estimate would immediately discredit its author. Companies may acknowledge the uncertainty and volatility of the business environment, but very few of them reward executives for acknowledging the uncertainty of their own judgments. As a result, most executives continue to express predictions as if the future were perfectly predictable. When they forecast revenue growth or quarterly earnings, they are expected to confidently give specific predictions. How would a manager who wants to look competent not be guilty of overprecision?

         “Alone in the World”:

How We Underestimate Our Competitors

         Our overconfidence in our own abilities, our exaggerated faith in our predictions, and organizational pressure to appear self-confident all produce another widespread problem: underestimating our competitors. “Underestimating” is actually an understatement, because usually we simply ignore them, failing to take their behavior and reactions into account at all.

         If you are, or ever have been, a senior leader of any company, try this quick evaluation. You have surely been the recipient, or the provider, of many plans—marketing plans, sales plans, strategic plans, and so on. What percentage of these plans predicted some kind of gain—of customers, of market share, or of something else? Surely most of them. How many of these same plans predicted your competitors’ reaction to this hoped-for gain? Probably none. Most plans do, of course, take stock of the competition—but usually as an element of context, a backdrop to the proposed action plan. The section in a strategic plan that reviews competitors is usually the first, and is often called the “competitive landscape.” As the term suggests, the plans assume that the landscape is just waiting to be invaded without resistance. When has a landscape ever fought back?

         The simple fact we so conveniently forget is that, at the very moment when we are presenting a project intended to beat our competitors, those same competitors are coming up with a plan to do the exact same thing to us. And they also don’t stop to think that we will defend our market share. Richard Rumelt, a professor at UCLA and author of the excellent book Good Strategy/Bad Strategy, notes that when executives consider a strategy problem, it is totally predictable that they will not think about competitors. “Half of what alert participants learn in a strategy exercise is to consider the competition even when no one tells you to do it in advance.”

         It would be an exaggeration to attribute this state of affairs solely to decision makers’ overconfidence. Many factors contribute to our neglect of competitors. First, your real, immediate objective when presenting a plan is not to beat the competition—it is to secure resources internally. If others are promising the moon, why shouldn’t you? Second, trying to predict your competitors’ reaction is a difficult exercise and will produce uncertain results. Is it really worth the effort? Moreover, if you really studied the probable reaction of your competitors, you might reach a conclusion no one wants to hear: the plan is bad, either because you don’t have any advantage over your competitors or because their likely reaction will cause it to fail!

         Consider, for instance, a story told by A. G. Lafley, former CEO of Procter & Gamble, about its attempt to enter the bleach business. P&G’s reasoning was simple: by throwing its considerable marketing and sales muscle behind a good product, called Vibrant, it would easily carve out a place in the bleach category at the expense of Clorox, the undisputed market leader. Of course, P&G’s managers suspected that Clorox would respond. But imagine their surprise upon discovering that in the city they had chosen as their test market, Clorox had delivered a gallon of free bleach to the doorstep of every single house! This preemptive strike, which was obviously expensive, was nevertheless predictable if you put yourself in Clorox’s place. For Clorox, letting P&G invade their turf, the core business from which they derived most of their profits, was unthinkable. Clorox spared no expense in sending P&G a crystal clear message. P&G soon gave up the idea, and Lafley learned a memorable lesson: “Head-on, World War I–like assaults on walled cities generally end with a lot of casualties.”

         Poor Decision Makers but Excellent Leaders?

         This last example illustrates the practical problem that overconfidence poses to managers. As a rule, products are launched every day on the basis of overoptimistic plans. If we adopted a coldly realistic vision of the environment, our competition, and the countless variables that can threaten the success of any of our projects, we would do nothing—or very little. This would surely be the worst of all strategies. The “paralysis by analysis” that cripples many companies surely causes more damage than optimism. Optimism at least moves us to action, even if we may need to change course subsequently.

         So let’s make it clear: yes, optimism is valuable, even essential! This is why organizations intentionally and unapologetically encourage it. In most managerial situations, we operate in a state of intentional confusion between ambition and realism, goals and predictions, wishes and beliefs.

         The clearest example of this confusion is the ritual of establishing an annual budget. The budget is both a tool for engagement and an exercise in prediction. The manager to whom you have given a goal wants to meet it, and if you trust her, you believe she will. This tension between predictions and goals is part and parcel of the exercise. In theory, it allows for negotiating a number that both parties find realistic. Her target is your forecast.

         The troubles start when this tension increases, which is unfortunately frequent. For example, if you think this manager’s objective seems compromised, what will you say? Do you tell her that you believe this objective is still realistic—a forecast you still believe in? Or do you still demand she meet it—that is, treat it as a target you wish her to achieve, without necessarily believing in its realism? This may be a question you’d rather not answer. Sincerely or not, it is in your best interest to keep up the confusion between prediction and objective, between beliefs and desires, in order to maintain your subordinate’s motivation. A cold, realistic analyst might declare the original goal definitively out of reach: a rational judgment, perhaps, but often a counterproductive one.

         Where do our beliefs stop and our desires start? No experienced leader wants to answer this question directly. It can be very useful for an effective leader to be an optimistic planner.

         Darwinian Optimism

         There is another reason why optimism is bad for decisions but good for leaders: leaders are optimists. First of all, because we value this quality in and of itself: optimism, ambition, and boldness are all qualities we associate with inspiring leaders. But also for a less obvious reason: evaluating success on results rewards optimists.

         Why are we subject to cognitive biases? Why do we make systematic errors in our reasoning, like those caused by excessive confidence and optimism? Specifically, how did evolution select for these biases? If the systematic mistakes produced by cognitive biases were detrimental to our adaptation and survival, natural selection would have eliminated the biased individuals, making biases rarer. Yet biases are universal. This suggests that for our distant ancestors, these biases, or rather the heuristics of which they are the occasional flip side, weren’t handicaps but assets. It is not hard to imagine how natural selection favors the optimistic, the enterprising, and the risk takers over the timid, the conservative, and the prudent.

         Selecting for optimistic biases in organizations is just as inevitable. Wherever leaders are selected through some kind of meritocracy, this selection mechanism will resemble the Darwinian process that selected for optimistic biases. Quite logically, aspiring leaders will want to obtain visible, even spectacular, results. And what is the best way, whether in a company, a political party, or a lab, to obtain such results? To take risks, of course—and to get lucky! The cautious and timid who settle for regular, acceptable results may enjoy long, respectable careers. They are indispensable, but they will seldom shine. Risk takers, on the contrary, will often crash and burn; but a few of them will end up on top.

         The bottom line is that our leaders are the optimists who succeeded, not the cautious (or the unlucky). And so much the better! But we shouldn’t be surprised, then, if these optimists, once they get to the top, often place too much faith in their own abilities, in the value of their intuition, or in the quality of their own predictions. After all, they’ve been amazingly successful…so far.

         When Should We Be Optimistic?

         Since we have a visceral need for optimism, especially when we are in a leadership position, how can we know where productive optimism stops and overconfidence begins? What is the difference between a bold, optimistic leader and a fool wearing rose-colored glasses?

         This question has no easy answer, but one guiding principle can help. To borrow a simple but essential distinction from Phil Rosenzweig, we must distinguish between the aspects of the future we can influence and those that we cannot. In one case, we are creating the future; in the other, we are merely predicting it. For the former, optimism is indispensable. For the latter, it may be deadly.

         Let’s take the example of a product launch. It is healthy to be optimistic about the aspects of the project that we can influence: the production costs that we must meet, the price point at which we will position ourselves in relation to the market average, even the market share we aim for. By setting these kinds of goals with deliberate optimism, we are accomplishing a managerial act: defining our ambitions and encouraging our teams to do their very best.

         If, on the contrary, we are optimistic, consciously or not, about factors that we do not control, the problem is very different. When discussing the size of the market, the reaction of our competitors, changes in market prices, input costs, exchange rates, and countless other uncontrollable variables, we must forecast the future as neutrally as possible. Optimism about things we do not manage is nothing but self-deception.

         The difficulty lies in the fact that the question is not always posed in such clear terms. For instance, when a product is launched and a sales forecast is made, planners do not always explicitly separate the controllable from the noncontrollable elements. Often, they display managerial optimism about the overall objective.

         That is how, too often, sensible leaders end up unwittingly endorsing overoptimistic plans about things they can’t control. It is the age-old mistake of dictators who end up toppled because they believed their own propaganda.

         
            Footnotes

            i This reaction also reveals our tendency to judge a past decision in light of information that only became available after the fact. This is hindsight bias, which will be discussed in chapter 6.

            ii Someone who provides ten answers with a confidence interval of 90 percent should have at least eight correct answers in 94 percent of cases.

         

      
   


   
      
         
            
               The Overconfidence Trap in Thirty Seconds

               Overconfidence takes many forms:

               
                  	We overestimate ourselves (relative to others or in the absolute).
        
                        
                        	Eighty-eight percent of drivers think they’re in the top 50 percent.

                        


                     	We are too optimistic about our projects (planning fallacy).
        
                        
                        	Eighty-six percent of megaprojects have delays and cost overruns.

                           	Misaligned incentives are not the only cause: we are overoptimistic about our own private, individual projects.

                        


                     	We are too confident in the accuracy of our predictions (overprecision).
        
                        
                        	When we are “90 percent sure,” we are at least 50 percent wrong.

                        


                     	We underestimate our competitors…
        
                        
                        	Netflix said of Blockbuster: “They just about laughed us out of their office.”

                        


                     	…and even sometimes totally forget to anticipate their reactions.
        
                        
                        	Procter & Gamble did not anticipate Clorox’s predictable response.

                        


                     	Companies, like evolution, favor optimists, because optimism is essential to success: leaders are optimists who have succeeded.

                     	Optimism is useful until we start to believe our own propaganda: it’s healthy to be optimistic about what we can control, not about what we can’t.
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            “Why Rock the Boat?”

            The Inertia Trap

         

         
            If we want things to stay as they are, things will have to change. D’you understand?

            Giuseppe di Lampedusa, The Leopard

         

         In 1997, Polaroid was a world leader in photography, admired for its technological mastery, marketing skills, and dominant market share. It had booked revenues of $2.3 billion in the previous year. The stock market had confidence in its recently arrived CEO, Gary DiCamillo, and his new strategic plan. The stock price had increased by almost 50 percent since his arrival. Four years later, Polaroid filed for bankruptcy.

         The story looks like yet another example of “death by digital disruption.” But there are important differences between Polaroid’s story and Blockbuster’s. Neither DiCamillo nor his predecessors underestimated the importance of digital photography. As early as 1990, I. MacAllister Booth, the company’s long-serving CEO, who had spent almost his entire career at Polaroid, told shareholders that “we intend to be a major player in the powerful emerging trends in electronic imaging.” In 1996, Polaroid’s digital business exceeded $100 million in revenue and was growing fast. Its flagship digital camera, the PDC-2000, was considered the best product in the category. DiCamillo was fully aware of the importance of this technological revolution. Of the three major themes his strategic plan covered, digital was the first. Polaroid’s shipwreck didn’t happen because the captain didn’t see the iceberg. It happened because the ship was just too hard to turn.

         The problem is widespread: organizations don’t always do what their leaders decide. When they face disruption in their market, companies change much, much slower than the words at the top. The focus of their people’s energies and the allocation of their financial resources does not mirror the boss’s stated strategy. This inertia has its roots in a combination of cognitive biases and organizational factors. And sometimes, as for Polaroid, it is deadly.

         Arranging Your Troops on the Battlefield

         The notion that a company’s allocation of resources does not reflect its leader’s intentions requires some explanation. After all, companies, like governments and countries, have priorities, strategic plans, budgets, and other instruments that are supposed to help the captain steer the ship. In theory, companies first set strategic goals and then allocate the financial and human resources required to reach them. These processes consume considerable amounts of time and energy, as anyone who has prepared plans and budgets in a large company can attest.

         But do these procedures help companies allocate their resources differently from one year to the next? Hardly at all. After spending weeks every year in marathon budget meetings, most companies end up allocating their resources almost exactly as they did the previous year, regardless of the changes in their environment.

         This surprising conclusion is the key finding of a McKinsey study on resource allocation in multibusiness companies. The consultants studied the annual reports of 1,600 diversified American corporations over fifteen years. Their question was a simple one: how much do these diversified companies reallocate resources across their business units? They found that the amount of capital received by a given business unit in a given year, when measured as a percentage of the total corporate capital expenditures, was almost entirely predicted by the amount it had received in the previous year. The correlation between these two numbers was 92 percent. For one-third of the companies studied, it was as high as 99 percent. Instead of suffering through marathon budget sessions, the executives in charge might as well have been playing golf: the results would have been essentially the same. However energetic and sincere their efforts to reallocate resources were, they hit a wall of inertia.

         This doesn’t mean that budget figures are simply copied and pasted from one fiscal year to the next. Some years budgets go up; some years they go down. But this doesn’t change the general pattern of allocation. If, for instance, business conditions require an overall reduction in capital expenditures, all units tend to cut spending by the same percentage. Sometimes top management singles out a strategic priority that gets special treatment and escapes the general inertia. But that is the exception, not the rule. The net result is a complete disconnect between the strategic priorities stated by senior management and the actual allocation of financial resources. Companies simply don’t put their money where their strategy is.

         The Agile and the Sleepy

         One might be tempted to find justification for this absence of resource reallocation. Acquiring and divesting, surfing trends, chasing opportunities: isn’t that a job description for financial portfolio managers, rather than corporate strategists? Doesn’t a consistent allocation of resources reflect the consistency and perseverance that are essential to the success of a multiyear corporate strategy?

         This objection is somewhat paradoxical. The corporations that so consistently fail to reallocate their resources are the same whose leaders note, in their letters to shareholders, how volatile and uncertain their business environment has become, and how crucial it is for them to be quick in seizing new opportunities (the trendy word is “agile”). This is hardly compatible with resource allocations that are set in stone. Of course, each year’s budget cannot be a blank slate. But when every year, for fifteen years in a row, what corporations do is 90 percent identical to what they did the previous year, that does not suggest much agility.

         Moreover, whether or not such agility pays off is an empirical question with an unambiguous answer: it does. The authors of the McKinsey study sorted their sample of companies into three groups according to the degree of their year-to-year capital reallocation. Not surprisingly, the “high reallocators” outperformed the “low reallocators.” Over a fifteen-year period, companies in the former group had 30 percent higher total return to shareholders. They were also less likely to go bankrupt or to be acquired. Low reallocators, it turns out, are not keeping a steady hand on the helm. They are asleep at the wheel.

         Anchoring

         Like the overconfidence trap, the inertia trap has its roots in cognitive biases, and its effects are amplified by organizational dynamics. The main bias behind resource allocation inertia is anchoring: when we need to estimate or establish a numerical value, we tend to use an available figure as an “anchor,” and then we insufficiently adjust it.

         Surprisingly, anchors influence us even when they bear no relationship to the estimated value, and even when they’re patently absurd. Following the seminal experiments of Kahneman and Tversky in the 1970s, two German researchers named Thomas Mussweiler and Fritz Strack demonstrated this effect with remarkable creativity. In one of their experiments, they divided their subjects into two groups, asking one group whether Mahatma Gandhi was over or under 140 years old when he died, and the other whether he was over or under 9 years old when he died. Obviously, no one had trouble answering these questions. But when the respondents were then asked to estimate Gandhi’s age at death, these clearly ridiculous “anchors” made a difference: the group anchored on 140 thought, on average, that Gandhi had died at age 67, whereas the group anchored on 9 believed he had died at age 50. (Actually, Gandhi died at age 78.)

         Like many cognitive bias experiments, this story often elicits a defensive reaction at first. Would I ever fall into such a crude trap, you might ask, especially if it concerned an important decision on a subject I know something about? Aren’t such manipulations possible only when the subjects don’t know anything about the answer, and don’t really care?

         To address this objection, the researchers came up with other experiments that placed their guinea pigs into realistic professional situations. One of them involves judges, whose decisions are not supposed to be made lightly. The experimenters submitted a detailed file about a shoplifting case to a panel of experienced judges and asked them what sentence they would give the thief. But the file lacked an important piece of information: the sentence sought by the prosecution. The judges were asked to produce this number themselves by throwing two dice and writing down the result, which would represent the number of months on probation sought by the prosecution. Producing the number this way could leave no doubt in their minds that it was randomly generated. The judges were also told that the reason this number was determined at random was to ensure it did not influence their sentencing decisions. Nevertheless, it did: the judges who rolled a three issued a sentence of five months on average, whereas those who rolled a nine sentenced the defendant to eight months!i

         The lesson from these experiments (and many others) is clear. However hard we may try to dissociate ourselves from numbers we are exposed to, we remain subject to anchoring. Even when the anchor number clearly bears no relationship to the question asked, it influences our judgment.

         If arbitrary, irrelevant numbers can so easily bias us, how then can we expect to distance ourselves from relevant ones? When reviewing a budget, for instance, how would we not be heavily influenced by the previous year’s budget, full of numbers that we ourselves approved? Once we understand the power of anchoring, corporate inertia in resource allocation is no longer a mystery. It is its absence that would be surprising.

         The Politics of Inertia

         The effects of anchoring are amplified by human and organizational dynamics that any experienced manager will recognize. Building a strategic plan or developing a budget entails constant negotiation between players in the organization. In any negotiation, anchoring matters: whatever number serves as the starting point is the anchor. In a budget discussion, these starting points are known and highly visible. The head of the business unit that had a marketing budget of 100 last year will perhaps request 110 this year, but rarely 200. With the same anchor in mind, you may ask her to make do with 90, but you won’t suggest 40. Anchoring implicitly establishes negotiating boundaries.

         Another form of social pressure exacerbates the importance of historical anchors. Executives’ personal credibility is a function of their ability to defend their unit or department by maintaining and increasing its financial resources. Their prestige in the eyes of their peers and subordinates depends on it. These peers and subordinates, too, treat last year’s number as the reference point.

         If we look at this situation not from the point of view of the managers but from that of the CEO who is trying to reallocate resources, the problem is no simpler. As one of them pointed out, “I should be taking from the rich and giving to the poor, but I’m not Robin Hood!” As a general rule, a CEO would do well to take resources away from mature business units in order to fund those with more growth potential. But the “rich” managers who head the cash-rich business units do not see matters in this light. They have no wish to see their budgets cut to subsidize the “poor”; indeed, they usually have plenty of ideas for spending the money allocated to them. Better yet, they can easily explain how difficult it would be for their units, if they were forced to make do with less, to generate the cash flow the corporation is counting on. In this negotiation game, yesterday’s winners have the advantage.

         Finally, let’s recall that the players in all this wheeling and dealing were involved in the same negotiation last year. Radically changing resource allocation means questioning one’s own judgment. Will it look like the decisions we made last year were wrong? Of course, we all think we’re capable of doing this and being “agile” in our resource allocations. When C-level executives are asked if their company “﻿admits mistakes and kills unsuccessful initiatives in a timely manner,” 80 percent say it does. But when we go a step down in the hierarchy and ask the same question of non-C-level executives, 52 percent say it does not. Whom would you trust?

         All these reasons explain why serious resource reallocation is so difficult. One thing, however, does make it happen: a fresh pair of eyes. Companies reallocate markedly more resources in the year following the arrival of a new CEO. This is even more true when the CEO is an outsider, and therefore more capable of resisting anchoring and social pressures from within the organization. Not surprisingly, these new CEOs tend to get good results—all the more so when their resource reallocation efforts are quick and decisive.

         Sunk Costs and Escalation of Commitment

         Inertia consists, strictly speaking, in doing nothing. But sometimes we do worse, and increase, rather than just maintain, the resources committed to a losing course of action. This pattern is the escalation of commitment.

         The most tragic example of escalation of commitment is the situation of a nation mired in a war it cannot win. In July 1965, writing about the Vietnam War, George Ball, the undersecretary of state, predicted such a situation in a memorandum to President Lyndon Johnson: “Once we suffer large casualties, we will have started a well-nigh irreversible process. Our involvement will be so great that we cannot—without national humiliation—stop short of achieving our complete objectives.” Alas, this dire prediction came true: between 1964 and 1968, the number of American ground troops in Vietnam rose from 23,000 to 536,000.

         Tragically, the inescapable logic of escalation persists as history repeats itself. In 2006, George Bush stated: “I’m going to make you this promise: I’m not going to allow the sacrifice of 2,527 troops who have died in Iraq to be in vain by pulling out before the job is done.” Five years later, whether the “job” could be considered done or not, the American death toll had risen to nearly 4,500. And in August 2017, justifying his decision to send fresh troops to Afghanistan, Donald Trump—despite his initial hostility to continuing this war—found it essential to attain an “honorable and enduring outcome worthy of the tremendous sacrifices that have been made, especially the sacrifices of lives.”

         The logic is always the same: the higher the losses, the more essential it becomes to convince oneself that they “have not been in vain.” In a perfect illustration of what economists call the sunk-cost fallacy, future escalation is “justified” by the losses that have already been suffered. The logical fallacy should be obvious: the decision to commit new resources should not consider irrecoverable losses, costs (or lives) that can never be recouped. The only valid question concerns the future, the expected “return on investment”: does the expected outcome justify the additional resources we commit today?

         But it is quite difficult to reason in this way, as we see in our daily decisions. If you have ever ordered too much food and felt compelled to eat it all, forced yourself to finish reading a book you found boring, or gone to the theater with a bad cold because you had already paid for the ticket, you have been influenced by sunk costs.

         In business, the most striking examples of escalation of commitment are found in companies that try desperately to save failing initiatives. A spectacular case is Saturn, the division created by General Motors in 1983 to compete against Japanese imports. The original idea was to create a “different kind of company” making “a different kind of car.” Saturn’s products and methods would not be subject to the rules of the giant company (and its sluggish bureaucracy). Not everything went according to plan—to say the least: by 2004, over twenty years after its launch, Saturn had swallowed up more than $15 billion and, according to industry analysts, had never made one cent of profit. So what did management decide to do? They recommitted $3 billion to transforming Saturn into an “ordinary” division of GM! The division was no more successful than the semi-independent company had been. Only in 2008, as part of GM’s government bailout, was Saturn put up for sale. By then, of course, there were no buyers. It was finally shut down in 2010.

         The case of Saturn is extreme: few companies can afford to lose some $20 billion over twenty-seven years of consistent failure. But GM’s reluctance to get rid of a failing business and its limitless faith in successive turnaround plans are far from unusual. In fact, large companies divest businesses much less often than one would expect. A study of two thousand companies over seventeen years showed that they executed, on average, only one divestment every five years. The total value of divestments was one-twentieth of the amount they spent on acquisitions.

         As these examples show, suffering irrecoverable costs alone does not cause escalation of commitment. We must also convince ourselves that we are not headed down a dead-end path but rather the road to a glorious future. When sending additional troops to a war zone, military leaders are sure that this time, given the necessary resources, victory is within reach. Investors who reinvest in a stock after it has collapsed firmly believe that now it will rise again. The leaders of GM were persuaded with every new turnaround plan that this time a new strategy, a new president, or more favorable market conditions would finally put Saturn back on the right track.

         By now, you’ve recognized it: this is the same overconfidence we encountered in the previous chapter. Escalation of commitment is not only a form of inertia. It is also, at the same time, grounded in unreasonable optimism. This perverse combination of concern over sunk costs and excessive confidence in future plans is what makes it so difficult to combat.

         Inertia in Disruption

         The case that opened this chapter—Polaroid in 1997—illustrates a familiar pattern: powerful, profitable incumbents failing to overcome inertia and reallocate their resources when confronted with a major change in their environment. Record companies destabilized by digital music, telecom operators squeezed between tech giants and nimble app providers, software developers faced with cloud computing, brick-and-mortar stores threatened by e-commerce: all companies disrupted by the digital revolution face a version of the same dilemma.

         The choice these companies must make boils down to a simple question. Should they embrace the new technology and compete with their existing core business, making it obsolete before someone else does? In the short term, the new business will inevitably face stiffer competition and generate less profit than the mature business it replaces. On the other hand, in the long run, there is little doubt that the new technologies will replace the old.

         In hindsight, the answer seems obvious. But in the moment, it is far murkier. Any leader will find many reasons to hesitate. Are we sure that our traditional activity is hopelessly condemned? Can’t we promote, for instance, “hybrid” technologies that offer the best of both worlds? Of all the emerging technologies, which one should we bet on? How can we develop it profitably, given our big-company cost structure? Finally, what is the optimal pace—not too quick, not too slow—to transition to a new technology?

         Another Netflix anecdote illustrates how crucial timing is in such situations. We saw in the previous chapter that Blockbuster responded too late to the simultaneous emergence of DVDs and the internet. Netflix took advantage of this first transition. But the second transition (the real one, one might say) took place a few years later, with the advent of broadband internet, enabling movie streaming to replace DVDs.

         Reed Hastings, Netflix’s cofounder, had learned from his competitors’ mistakes. He was keen to make sure that Netflix didn’t act like an incumbent, neglecting the emerging streaming business to protect its core mail-order business. In 2011, he came up with a radical solution: breaking Netflix into two companies. One would focus on streaming, while the other (called Qwikster) would manage the legacy business of sending DVDs by mail. Two businesses, led by distinct, competing teams: a sure way, he thought, of fighting on two fronts, optimizing both for growth and profitability.

         The plan backfired. Consumers thought the scheme was needlessly complicated (why should they have to manage two accounts?). They also saw it for what it was: a way to make them pay twice for what they considered a single service. It took only a few weeks for Reed Hastings to realize his gaffe and abandon the idea of breaking up the company. But in just one quarter, Netflix had lost 800,000 American subscribers. Admitting his mistake, Hastings later acknowledged that he had acted too quickly: the future was certainly in streaming, not DVD rentals…but the future wasn’t here yet.

         It’s not easy to know how long to support a profitable business, even when you know that it’s doomed. Some, like Hastings, may start too soon. But if there’s a guiding principle, it’s that Blockbuster’s inertia is the rule, and Netflix’s rush is the exception. Almost always, when a traditional business is faced with “disruptive technologies,” to use Clayton Christensen’s now-familiar term, it delays reallocating its resources to face it. The vast majority of companies do not overreact. They dither until it’s too late.

         That seems to be exactly what happened at Polaroid, despite the strategic foresight of its successive leaders. When he took up his job as CEO, DiCamillo found a company that was marginally profitable but very sure of itself. Its marketing department blithely produced reports proclaiming it had 100 percent market share: it defined its market as instant cameras in the United States. Its laboratories were overflowing with new ideas.

         DiCamillo immediately perceived the problem with this business culture. As soon as he arrived, he reorganized Polaroid to bring the labs closer to the market. As he told his troops, “We’re not in the business to get the most patents. We’re not in the business to write the most research papers. And we’re not in the business to see how many inventions we can come up with.” It was a strong—and new—message. DiCamillo restructured the company and let 2,500 people go, a quarter of the workforce. Clearly, he didn’t underestimate either the urgency of the situation or the importance of taking the company in a new direction to face it.

         But the organization’s inertia was inescapable. What did Polaroid’s laboratories and their remarkable researchers work on? Developing digital products, but mostly extending their range of instant cameras with new, more affordable models, some of which were quite successful. Polaroid’s economic model also encouraged inertia: using a classic “razor and blades” business model, Polaroid sold cameras at a low price and made its profit on film cartridges. This model is impossible to reproduce in the digital world, where there are no more consumables. To make the transition to digital, Polaroid would have needed to undergo a drastic (and high-risk) transformation: radically reduce its cost base, actively cannibalize its core business (or sell parts of it), and massively reinvest in digital technologies.

         Like Polaroid, many companies do too little, too late in response to changing environments, and never manage to adequately reallocate their resources. To cite the authors of a landmark study on exit decisions, cognitive biases “cause companies to ﻿ignore danger signs, to refrain from adjusting goals in the face of new information, and to throw good money after bad.”

         Status Quo Bias

         There’s another factor that deters companies from exiting underperforming business and more generally leads them to inertia: it’s simply that the question of exit may not even be asked. We’re all subject to status quo bias: it’s easier for us not to decide than to decide.

         Imagine that you have just inherited a large sum of money. You have the choice of investing this capital in various ways—stocks, bonds, and so forth. Of course, your choice depends on your preferences (especially your risk appetite) and on what you think of the various options that are offered to you. Not all people will respond in the same way, and this is to be expected. But what if your inheritance was already invested in a portfolio consisting of one of these assets? In a seminal experiment on status quo bias, the economists William Samuelson and Richard Zeckhauser tested that proposition. A large proportion of their subjects chose to keep the portfolio as it was when they received it rather than reallocate it according to their own preferences. The comfort of nondecision won out over their supposedly rational preferences.ii

         We find the preference for the status quo in countless situations where there is a “default choice.” Whether we are choosing the color of our car, allocating funds inside a retirement plan, or even giving consent to organ donations, we tend not to choose, and thus adopt the default option. “In the real world, the first decision is to recognize that there is a decision,” Samuelson and Zeckhauser write, but “such a recognition may not occur.”

         Companies, like people, are subject to status quo bias. As a rule, in the annual budget process, headquarters reviews the budget of each unit separately. It does not explicitly engage in a reallocation exercise involving all the units. Because of this approach, the “default” choice is to modify resource allocation only marginally. The small number of divestitures is also a manifestation of status quo bias: for a corporation, the default choice is to keep units, not sell them.

         In addition to anchoring, sunk costs, and status quo bias, another bias plays a role in reallocation decisions (or, rather, in non-reallocation decisions): loss aversion. It is discussed in the next chapter.

         
            Footnotes

            i In order to make the results easier to interpret, the dice were loaded, so that all the judges rolled either a three or a nine.

            ii Transaction costs to change the composition of the portfolio might have been a rational reason to favor inertia, but the subjects were told these costs were zero.

         

      
   


   
      
         
            
               The Inertia Trap in Thirty Seconds

               
                  	Anchoring encourages us to base an estimate or forecast on a number that comes to mind, even if it is irrelevant to the matter at hand.
        
                        
                        	Even absurd anchors influence us: Gandhi’s age, judges rolling the dice…

                           	So do relevant numbers, such as last year’s budget when discussing this year’s.

                        


                     	Anchoring plays a key role in resource allocation inertia.
        
                        
                        	If this year’s budgets are 90 percent identical to last year’s, why have long budget meetings?

                        


                     	The battle for resources within organizations aggravates the problem.
        
                        
                        	The “rich” don’t want to give to the “poor”; the CEO “isn’t Robin Hood.”

                        


                     	A more extreme version of inertia is escalation of commitment—doubling down on losing endeavors.
        
                        
                        	The troops who died at the beginning of the war must not have died “in vain.”

                           	GM continued to bail out Saturn for twenty-seven years.

                        


                     	Inertia contributes to the pattern of under-reaction to disruption that plagues incumbents.
      
                        
                        	Polaroid saw the digital revolution coming, but didn’t reallocate its resources quickly enough.

                        


                     	In general, it is easier not to decide than to decide: this is status quo bias.
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            “I Want You to Take Risks”

            The Risk Perception Trap

         

         
            Don’t play for safety—it’s the most dangerous thing in the world.

            —Hugh Walpole

             

         

         Suppose that you are offered an investment that requires an irrecoverable capital outlay of $100 million. If successful, the investment will soon produce profits of $400 million. If it fails, there will be no revenue, and the $100 million will be lost. What is the probability of success you demand—or the maximum probability of failure you can tolerate—in order to give this project the green light?

         This, in simplified terms, is a problem that businesses deal with every day. This particular hypothetical has a risk profile that is similar, for instance, to a risky R&D investment: if things go well, the bet could pay off big-time; if they don’t, you lose everything.

         So, how much risk should you tolerate? It’s up to you! All we can say for sure is that, with a loss probability of 75 percent, the expected gain would be zero: a 25 percent chance of making $400 million and a 75 percent chance of earning nothing produce an expected value of $100 million, canceling out the initial investment exactly. Therefore, accepting any loss probability over 75 percent would be irrational. Suppose, for instance, that the loss probability is 95 percent: obviously, you would not want to pay $100 million to have only one chance in twenty of making $400 million.

         Provided it is under 75 percent, the probability of loss you choose to tolerate is up to you, and reflects your personal level of risk appetite (or risk aversion). Suppose Dave answers 50 percent and Terry 25 percent. Brave Dave is prepared to risk the same loss for a much smaller probability of gain. Wary Terry is the more risk averse of the two.

         A research team from McKinsey posed this problem to eight hundred executives at large companies. On average, the maximum loss probability they said they would tolerate was around 18 percent. Barely one-third would accept a loss probability of more than 20 percent. This reflects a severe aversion to risk: to accept a bet that can earn four times the initial investment, they demand more than an 80 percent chance of success. Few bookies would earn a living if gamblers were this risk averse.

         Of course, managers aren’t gamblers but stewards of corporate resources. Caution is certainly appropriate, especially when an investment of $100 million is at stake. For a medium-sized company, losing such an amount could be a fatal risk. To measure the significance of this factor, the same question was asked of another sample of managers, this time with an investment of $10 million instead of $100 million (and a potential upside of $40 million).

         We might expect risk aversion to be lower in this scenario. Imagine your company is not making a one-off, bet-the-farm decision but can afford to invest in a portfolio of research projects that present this sort of risk profile. You would do well, then, to accept a higher loss probability. For example, suppose you invest in ten projects with a loss probability of 50 percent. The most likely scenario is that five of the projects will be successful: the company will then have doubled its initial investment, which is an excellent return.

         Oddly enough, however, the managers’ answers hardly change at all when the amount of the investment is divided by ten. It’s not the sum itself that turns off these decision makers. It’s the possibility of loss, whatever the amount.

         If you are used to making these kinds of decisions in a corporate setting, you won’t be surprised. No one wants to be the one signing his name on the dotted line when an investment has a one-in-two chance of failing. Besides, as the previous chapters have shown, it is sensible to assume that the costs have been underestimated and that the predicted profits (and the probability that they will materialize) are exaggeratedly optimistic.

         But this behavior is nonetheless disturbing. When the same decision makers are asked, in the same questionnaire, to describe their company’s attitude toward taking risks, 45 percent of them reply that the company is too risk averse (only 16 percent think the opposite). And 50 percent of them (vs. 20 percent) think that their company does not invest enough. Basically, they wish their company would take more risks. But given their reaction to our hypothetical investment, they’re not likely to be the ones to resolve this problem.

         Do as I Say, Not as I Do

         What we see here is a deep contradiction. On the one hand, any corporation (especially a large one) has, in theory, a healthy appetite for risk. On the other hand, its individual managers are considerably risk averse. This poses a real problem: exaggerated risk aversion can be just as harmful as unreasonable optimism.

         One troubling manifestation of risk aversion is the reluctance of large companies to reinvest the cash they generate. As of 2018, publicly listed American companies were hoarding some $1.7 trillion in cash. This suggests that they did not find enough attractive projects in which to invest. This might be understandable for aging companies in declining industries. But almost half of this reserve of unused cash was in the high-tech sector. Apple alone sat on some $245 billion in cash (more than the federal corporate income taxes paid by all corporations that year). And what does Apple, a company universally admired for its innovation capabilities, buy with this extra cash? Its own stock. Since 2012, Apple has been running the largest share repurchase program in history. Clayton Christensen and Derek van Bever, who study the way large companies let innovators disrupt their businesses, observe that “despite historically low interest rates, corporations are sitting on massive amounts of cash and failing to invest in innovations that might foster growth.”

         It is puzzling to see these juggernauts apparently short on new projects, considering their access to all the resources they might need: cash, of course, but also talent, brands, patents, distribution networks, and so on. Meanwhile, entrepreneurs without any of those resources manage to create innovative businesses. Some, like WhatsApp, are then acquired by large companies (in this case, by Facebook, for $19 billion). Other “unicorns,” like Spotify or Uber, raise billions in private capital before eventually going public. One thing all these transformational innovators have in common is that they were not born inside existing corporations.

         Ask the CEO of a large company about this paradox, and his reply will probably be a variation on this theme: “I would gladly approve more risky projects, but no one proposes them to me!” Innovative and risky initiatives, CEOs say, probably get killed or self-censored at lower levels of the organization, because they never reach the top. Some CEOs are even puzzled by the simplified investment proposal described at the beginning of this chapter: no one, they say, would dare pitch such a risky proposal to them!

         Many business leaders try to remedy this problem by urging their troops to be more entrepreneurial. “Take more risks!” is a frequent motto in large corporations. To make it happen, some companies launch idea competitions, create divisions dedicated to radical innovation, or set up internal venture capital funds. The need for such approaches shows how difficult it is for a mature organization to support risky projects.

         The reasons for this difficulty are to be found in our individual and collective attitudes to risk. To understand them, we must review three distinct biases. In combination, they produce the irrational levels of risk aversion we observe across corporations.

         Loss Aversion

         The first and most important of these biases is what Kahneman and Tversky called loss aversion. Loss aversion is not the same thing as risk aversion. It’s a much more basic phenomenon: losses and disadvantages count for more than gains and advantages of the same size. The pain of losing a dollar is more intense than the pleasure of winning one.

         The simplest way to measure your loss aversion is to ask you to answer the following question: “We’re going to flip a fair coin. If it’s tails, you lose $100. How much would you have to win if it’s heads in order to agree to play this game?” In theory, for a perfectly rational agent, $101 should be enough. But, for most individuals, the acceptable answer is around $200, reflecting a “loss aversion coefficient” of 2. When the amount of money at stake increases, so too does the loss aversion coefficient, which can approach infinity. Unless you are incredibly rich, with a high roller’s passion for gambling, no potential gain would make you agree to a game of heads or tails in which you can lose $1 million.

         Loss aversion has countless practical consequences. For instance, it underpins sales techniques we are all familiar with. Instead of offering the consumer a benefit, it is often more effective to talk about avoiding a loss: “don’t miss out on this unique opportunity”; “tomorrow, it will be too late.” Perhaps you have noticed that the title of this book applies the same principle: promising to help you avoid a “terrible mistake” (a loss) is more persuasive than offering you a benefit. (Would you have picked up this book if it were titled How to Make Better Decisions?)

         But the importance of loss aversion goes further. Daniel Kahneman sees it as “certainly the most significant contribution of psychology to behavioral economics.” For example, in a negotiation, each party is more willing to make a concession to avoid a loss than to achieve an equivalent gain. And the fact that change is so difficult to achieve can be seen as a consequence of loss aversion, too: When a change makes winners and losers, the losers feel the losses much more acutely than the winners feel the gains. That helps explain why a minority so often takes action to block a plan that a majority supports.

         Uncertainty Aversion

         A second phenomenon contributes to abnormal levels of risk aversion: a risky investment is never presented in the clear terms of our introductory problem, with its artificial simplicity. The business world is not a casino, where we know the exact odds of winning when we throw the dice. In practice, we can never know the probability of a project’s success or failure with any precision. Moreover, whenever the person proposing a project estimates its probability of success, we suspect him (often correctly) of being too optimistic.

         As for the return on our investment, it is just as uncertain. We can sometimes be quite sure of losing 100 percent of our investment in case of failure, but we never precisely know the expected profit in case of success. It’s often a challenge even to estimate how long it will take to determine whether the project has been a success or a failure.

         Finally, countless other factors come into play when you decide whether to make a risky investment. Are you familiar with the subject? How much confidence do you have in the team in charge? How much control can you have over the project’s implementation? Is there a way to divide the project into multiple phases to limit the initial cash outlay?

         In the real world, an investment hardly ever looks like a clean gamble. When we make an investment decision, we do not just face risks. We face what economist Frank Knight called uncertainty: risks we cannot quantify. And if there is one thing we hate almost as much as loss, it’s uncertainty. Economists call this uncertainty aversion or ambiguity aversion. “Better the devil you know than the devil you don’t,” as the saying goes. And many experiments confirm that we are willing to pay to avoid uncertainty. We’d much rather take a quantified risk than an unknown one.

         Hindsight Bias

         There is a third reason for avoiding risk. In order to understand it, think of an event in recent news (or even in your personal life) that surprised you when it happened. As you reflect on it now, can you identify reasons why you should have expected it? Surely the answer is yes. Even when something takes us by surprise, we soon come up with ways to explain it quite easily. The same pundits who confidently declared that Donald Trump could never get elected had many eloquent arguments, the very next day, to explain why his election was understandable, logical, even inevitable. When Saudi oil installations were hit by drone attacks in 2019, many observers wondered how such attacks had not been anticipated—even though they had never imagined the possibility themselves.

         This gap between our perception of an event’s likelihood before and after it happens is what psychologist Baruch Fischhoff has called hindsight bias. Fischhoff discovered it by asking volunteers to estimate the probability of political events—for instance, various potential consequences of Nixon’s historic trip to China in 1972. Later, once these events had (or had not) taken place, Fischhoff asked the same volunteers to recall what probability they had assigned to them. Of course, very few remembered their precise answers. But the majority were mistaken in the same direction. When an event had taken place, they overestimated the probability that they had previously assigned to it: “I knew that would happen.” When, on the contrary, the event had not taken place, they forgot how plausible it had seemed to them at the time: “I knew that wouldn’t happen.”

         Hindsight bias is everywhere, even in history textbooks. We have all learned to analyze “the causes of World War I” or “the consequences of the Treaty of Versailles.” But historians who make logical connections between causes and effects choose them carefully from the potentially infinite set of facts at their disposal. The “causes” often go completely unnoticed in the moment.

         A team of historians and artificial intelligence experts recently provided support for this view by training machine learning algorithms to predict, based solely on contemporary information, whether events will later be seen as historic. Their conclusion: historical significance is extremely difficult to predict. The world is simply too messy and random for that. It is only in hindsight that historians can single out the facts that fit their narrative, leaving out all others. This is why it is possible for multiple, equally plausible interpretations of history to coexist; or for a new, “revisionist” theory to appear.

         This is also why it is so irresistible, in hindsight, to see contingent events as inevitable. We have all learned that in 1940, as England faced an imminent and mortal threat from Nazi Germany, the country “needed” to choose an inflexible warrior as prime minister. And it’s hard for us to imagine that this prime minister could have been anyone other than Winston Churchill. What we often forget is that, just a few days before the king sent for Churchill, no one in the House of Commons would have bet one shilling on his chances. It took an extraordinary turn of events for a parliamentary debate about the Norwegian campaign, a military disaster of which Churchill was the primary architect, to paradoxically result in his being named prime minister. Churchill biographer Martin Gilbert was once asked what he had learned from the thirty thousand pages he had written about the great man. Gilbert’s answer: “I learned what a close thing it was.”

         All this is true not just of History with a capital H but also of our own personal history: when we try to explain an accident or a failure, we are often victims of hindsight bias. Recall our hypothetical investment decision: if $100 million is lost on this risky investment, no one will remember that taking the risk made perfect sense at the time. On the contrary, everyone will think of a thousand reasons why failure was inevitable. Even if an unexpected difficulty was to blame, they will ask why it had not been anticipated. After all, it’s rare that an event happens totally out of the blue; and whoever runs a project is expected to consider all possible contingencies. Basically, everyone will think, like the subjects of Fischhoff’s experiment, “I knew it would happen.”

         Managers who can propose entrepreneurial endeavors know this. They are fully aware that their initiative will be judged in hindsight, once the results are known. Why, then, should they ever champion a risky project? Richard Thaler, who won the Nobel Prize in economics in 2017, sees this as a practically unsolvable problem. “One of the toughest problems a CEO faces is convincing managers that they should take on risky projects if the expected gains are high enough,” he writes.

         Loss aversion, uncertainty aversion, and hindsight bias conspire to produce an exaggerated aversion to risk. This helps explain why companies take fewer risks than they could, fewer than they rationally should, and fewer than their leaders themselves say they’d like to.i

         How to Lose Everything

Without Taking Any Risks

         But how can we reconcile our observations about the costs of exaggerated risk aversion with our equally valid observations about the large number of mistakes caused by excessive optimism? Why didn’t risk aversion dissuade the leaders of J. C. Penney or Quaker from rushing into their risky ventures? When entrepreneurs stake their finances and their time on projects that are inherently risky, why don’t they seem to be subject to the same levels of risk aversion as the managers discussed above? In other words, how can the timid, risk-averse behaviors we have just analyzed coexist with the bold, overconfident risk-taking discussed in chapter 4?

         The paradox is easily resolved. Even if you are risk averse, you can still make risky decisions if you don’t realize they’re risky. This is how corporations place big bets: most often, they are not aware of how risky they are.

         If you are in a position to observe how decisions are made within organizations, recall the most recent time a risky endeavor was discussed in your presence. Was the inherent irreducible riskiness of the project recognized and discussed? Did the person proposing it attempt to quantify the odds of failure (or success)? In other words, did the decision seem to have anything in common with a roll of the dice?

         Your answer to all these questions is probably a resounding “no,” and for good reason. Decision makers accept, in principle, that the future is uncertain and that investments are risky. But they do not view themselves as gamblers who place bets based on statistical odds of success they can calculate. To them, “risk” has a different meaning. A risk is an inconvenience to be minimized, a challenge that it is their responsibility to meet. As soon as a manager mentions a risk, she is expected to list the measures taken (or proposed) to mitigate it. “Risk” is not what it means to decision theorists—that is, something uncontrollable: it is something to be controlled.ii

         This helps explain how mistakes of overconfidence take place. When a company takes a risky path, it’s almost never because it consciously decides to bet on a high-risk, high-return project. On the contrary, it’s usually because it has close to 100 percent confidence in an exaggeratedly optimistic outlook.

         The process that produces this illusion is a direct consequence of the biases discussed in chapter 4. The project may be risky, but the forecast associated with it is subject to overconfidence. Invariably, projections for sales, profits, time to completion, and so on will be overoptimistic. Just as importantly, overprecision will lead the decision makers to overstate the degree of confidence they have in these plans.

         A typical example is a revenue projection that includes a “base scenario” and a “pessimistic scenario” (a precaution intended to show just how reasonable the project champion is). It is a safe bet that the “base scenario” is in fact optimistic and that the “pessimistic scenario” is far from being a “worst case.” The goal, for the plan’s author, is to present the project as almost certain to produce a satisfactory outcome. This is a smart play in terms of corporate politics: plans that are promoted with unshakable confidence and can pass as “safe bets” have the best chance of being approved.

         These organizational dynamics explain how corporations can be both overconfident and risk averse. These two biases, which should produce opposite effects, do not cancel each other. Daniel Kahneman and Dan Lovallo described this paradox in an article entitled “Timid Choices and Bold Forecasts”: you are risk averse in your choices; but choices seem very easy when they are based on overconfident, overprecise forecasts.

         Of course, not everyone in an organization can make a bold forecast believable. Investment procedures are designed to challenge project advocates and to pressure-test the realism of their plans. Large companies subject investment proposals to multiple layers of hierarchical and functional scrutiny. At every stage, the proposal is critically analyzed to weed out any trace of exaggerated optimism.

         It makes sense, in this light, that the boldest, riskiest projects are also often the largest. If a project advocate occupies a position near the top of her organization’s hierarchy, her proposals, forecasts, and assumptions will be subject to less scrutiny. In the most extreme cases, it is the CEO who champions a project, such as a large acquisition or a radical transformation. It is not surprising that the stories of Snapple and J. C. Penney fall into these two categories.

         Conversely, smaller-scale projects championed by more junior employees must surmount numerous hierarchical obstacles and survive many layers of scrutiny before being approved. Remember the CEOs who were astonished that no one ever proposes risky projects to them? They should probably blame the rigorous, effective application of their company’s policies and procedures. By demanding a level of confidence in a project that is difficult to demonstrate, they effectively dissuade employees from entrepreneurial initiatives.

         It would be more rational to do the exact opposite. A single large high-risk project, even if it has a big upside, puts the company in danger. Risk-taking in smaller projects, on the other hand, should be tolerated, even encouraged: a diversified portfolio of high-risk, high-return projects would be an extremely rational choice. Unfortunately, optimism more easily carries the day when the project is big, while risk aversion takes over when it’s small. The conjunction of timid choices and bold forecasts thus explains how the same company can sit on piles of cash for want of exciting opportunities and still occasionally make wild gambles.

         “They did not know it was impossible, so they did it,” Mark Twain is often quoted as saying. This quotation is often used to encourage people to take risks. But it beautifully reveals what usually causes us to do so: not courage but ignorance. Attempting the impossible is, of course, bad policy: by definition, success would be rare. But it would be wise to overcome our risk aversion and to more frequently attempt the difficult and risky, in full awareness that we are doing so. Investment professionals and venture capitalists for whom risk is a daily companion have developed methods and cultures that can help us in this quest. The third part of this book will cover this topic in more detail.

         
            Footnotes

            i In addition to these timeless explanations, there are, of course, additional factors that contribute to the historically low levels of reinvestment in large corporations we have observed in recent years, including the macroeconomic context and changes in the tax code.

            ii One exception to this concerns financial institutions, where risk is usually treated as a technical business variable.

         

      
   


   
      
         
            
               The Risk Perception Trap in Thirty Seconds

               
                  	Companies seem to take too few risks: They hoard cash, and their managers refuse to take on risky projects. At least three biases contribute to this.

                     	Loss aversion: We feel more pain over a loss than pleasure over a gain of the same amount.
        
                        
                        	How much would you have to win to accept the risk of losing $100 on the flip of a fair coin?

                        


                     	Uncertainty aversion
        
                        
                        	“Better the devil you know than the devil you don’t.”

                        


                     	Hindsight bias: “I knew it would happen.”
        
                        
                        	After the fact, history seems “inevitable.”

                           	…and when a project fails, the person who proposed it gets the blame.

                        


                     	Companies overcome their risk aversion by denying the existence of risk. Risky ideas are presented as sure things, which can be approved without the impression of taking a risk: “Timid choices and bold forecasts.”

                     	This combination leads companies to reject small risks while approving very large ones: the exact opposite of what should happen!
        
                        
                        	Very few companies develop a portfolio of small high-risk, high-return projects, as venture capitalists do.

                           	Instead, they justify taking on large projects (for example, acquisitions, major transformations) by underestimating their difficulties.
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            “The Long Term Is a Long Way Off”

            The Time Horizon Trap

         

         
            In the long run we are all dead.

            —John Maynard Keynes

         

         “Many companies have shied away from investing in the future growth of their companies. Too many companies have cut capital expenditure and even increased debt to boost dividends and increase share buybacks.… When done for the wrong reasons and at the expense of capital investment, [returning cash to shareholders] can jeopardize a company’s ability to generate sustainable long-term returns.”

         Who wrote these words to the CEOs of large U.S. corporations, warning them against the dangers of short-term thinking? Was it a political activist? An angry union leader? A governor worried about jobs being eliminated in his state? No, this letter, dated March 2014, bears the signature of Larry Fink, CEO of BlackRock, one of the largest investment funds in the world. No, don’t give me higher returns, he is essentially saying. Instead, I want you to invest in the businesses of tomorrow, in research and development, or in training your employees.

         Shareholders, investment firms, pension funds, and other financial players are often blamed for encouraging executives to focus on stock price and short-term results. Yet here a financial titan is worried about the failure of corporations to focus on the long term. A few months after Fink’s letter, the Harvard Business Review, which isn’t in the habit of criticizing capitalism, ran a cover story asking: “Are Investors Bad for Business?” Evidently, short-termism has become a cause for concern. Or rather, two: the critique of short-termism conflates two very distinct arguments.

         The Two Critiques of Short-Termism

         An example of the first and most widespread critique of short-termism can be found in the much-noted 2019 declaration of the Business Roundtable, an association of American chief executive officers. Signed by nearly two hundred CEOs, this statement on the “purpose of the corporation” aims to move away from the primacy of shareholder value creation and to reemphasize the goals of other stakeholders: “customers, employees, suppliers and communities.”

         Despite notable pockets of resistance, this critique has become increasingly accepted, at least in principle. Many executives have distanced themselves from the hard-line shareholder value–oriented vision of yesteryear, encapsulated in Milton Friedman’s famous line: “The social responsibility of business is to increase its profits.” In this respect, American corporations are catching up with those of continental Europe, where a broader vision of the purpose of the corporation and a more expansive list of its stakeholders have long been the standard (and, in many countries, are enshrined in law).

         But the issue raised by this critique is not just one of time horizons: it’s a larger issue about companies’ role in society. The Business Roundtable promotes “An Economy That Serves All Americans.” It’s no surprise that there is tension between the quest for profit and its societal consequences, between shareholders’ interests and the goals of other stakeholders. In fact, it’s inevitable.

         What may be more surprising is that short-termism is an issue even if we consider companies’ financial objectives alone. This is the second form the critique of corporate short-termism is taking. Even if the sole purpose of corporations is assumed to be shareholder value creation, they are still at risk of making serious errors by prioritizing immediate gains over future profits. In his 2014 letter, Larry Fink was focused on this issue: he was worried that companies would be unable to maintain their profitability in the future if they did not make the necessary investments today.i

         Striking a balance between different time horizons is not easy. One study showed that 80 percent of managers would be willing to give up an investment that creates long-term value if it meant missing an immediate profit target. Another study interviewed some 1,000 board members and C-suite executives at companies all over the world: 63 percent of them said the pressure to demonstrate short-term financial performance had increased over the previous five years. Yet almost nine out of ten were certain that using a longer time horizon for their decisions would positively affect their companies’ financial results and innovativeness.

         This preference for short-term profits over long-term gains, sometimes called managerial myopia, is especially visible in publicly held companies. A study by researchers from Harvard and New York University demonstrates its extent. The researchers were able to compare accounting information from a sample of publicly traded companies with corresponding data from privately held companies of similar size in the same industries. They hypothesized that the short-termist pressure of the stock market would lead publicly traded companies to invest less than their privately held counterparts. And that is exactly what they found—to a surprising extent. All else being equal, private companies invest twice as much as public ones! Furthermore, when their revenues increased (a proxy for the presence of investment opportunities) or when the state corporate tax rate decreased (freeing up cash for investing), public companies were much slower than private ones to seize these opportunities.

         Two Easy Scapegoats

         As this comparison of managerial myopia between public and private firms suggests, it is very tempting to put the blame for short-termism on investors alone. Unpredictable and faceless, the financial markets are the perfect scapegoat. It is convenient for executives to explain that, if they obsess over their company’s hourly stock price, it’s because of fickle traders. Of course, this tyranny of the stock market requires willing accomplices: CEOs, whose compensation schemes tie bonuses to the stock price through stock options and other mechanisms. In this view, short-termism is what happens when myopic markets meet greedy executives.

         The explanation seems compelling, but it is not fully satisfactory. It ignores a basic fact about the stock market: contrary to popular belief, it is not obsessed with the short term. In fact, stock prices mostly reflect expectations about the cash flows companies will generate in the distant future. Seventy to 80 percent of most companies’ market value reflects the present value of expected cash flows that are more than five years out. In other words, the stock market is not at all short-termist. It looks ahead. It cares about the long-term value of a company, and that, to a very large extent, is what it measures.

         The reason this simple point is easy to miss can be summarized in one word: volatility. Even though stock prices measure long-term value, this measurement varies every day. Expectations about future value are influenced by short-term news about a company and its environment. This process of continuous adjustment is often misunderstood as an obsession with short-term results. We read, for instance, that the market “punished” a bad quarterly result. But this is a simplification. What actually happened is that the market revised its long-term forecasts in light of a surprising quarterly result. When stock prices drop after unexpected bad news, it is because the stock market interprets this news as a reflection of underlying problems that will affect long-term results. If the market thinks these problems are severe—if, for instance, it loses confidence in a company’s management—the market may appear to “overreact” to the news. That is what executives fear.

         Shareholders and investors are quite capable of understanding a strategy oriented toward long-term results. If they weren’t, Amazon would not have been able to fund its growth for so many years while delivering no (or very little) profit. Unicorns, which are typically unprofitable at the time of their IPO but promise stellar future results, would not exist. A public company does not trade on its short-term results—it trades on the story these results tell.

         More and more big companies are attempting to change this story, and the conversation they are having with their investors, in an attempt to avoid excessive focus on the short term. Many, for instance, are reconsidering the practice of earnings guidance. Traditionally, companies give financial analysts “guidance” about the earnings per share target that management sets itself for a given quarter. Once committed, management is trapped by its own story: if it misses the target, it is either because it has failed to deliver on its plans or because its plans were unrealistic to start with. Both explanations are quite logically seen as cause for concern about management capabilities. They are warning signals that negatively affect the credibility of the company’s long-term targets. In such cases, management can indeed expect to be “punished” by a drop in stock price. In order to avoid this short-term consequence, it will be tempted to cut discretionary spending in R&D or employee training, with possible negative consequences for long-term value creation.

         Considering this serious disadvantage, it seems that providing earnings guidance is hardly worth it. Valuation multiples do not seem to be affected by the commitment to short-term targets; neither does share price volatility. Many companies, including Coca-Cola, Costco, Ford, Google, and Citigroup, have abandoned the practice. Unilever went even further: instead of announcing results on a quarterly basis, it now publishes them only twice a year, like its main European competitors.

         What happened to these companies? Did investors desert them? Did their stock price collapse? Not at all. Many did see a change in their investor base, but it was a positive one: they attract more investors focused on the intrinsic value of the company, and fewer speculators in search of a quick buck. By not talking so much about the short term, they attract shareholders who care about the long term. As Unilever CEO Paul Polman observed in 2014, “Our share price went down 8 percent when we announced the ending of guidance.…But that didn’t bother me too much; my stance was that in the longer term, the company’s true performance would be reflected in the share price anyway.” In 2018, Warren Buffett and Jamie Dimon (chairman and CEO of JPMorgan Chase) wrote an op-ed in the Wall Street Journal suggesting that other public companies take the same route: “Reducing or even eliminating quarterly earnings guidance won’t, by itself, eliminate all short-term performance pressures that U.S. public companies currently face, but it would be a step in the right direction.”

         What about the other easy scapegoat, CEOs and their compensation packages? Do executives’ incentives play a role in managerial myopia? Clearly the answer to this question depends on the structure of these incentives. But stock options, which are often criticized, can actually be used to promote long-term thinking. Since stock prices take the long term into account, a CEO who sacrifices the future for immediate gains would decrease the value of her stock options. So, if the stock market is actually more long-term-minded than we give it credit for, the holders of stock options should be so, too.

         The bottom line: short-termism is indeed real, but neither stock market pressure nor the self-interest of executives provides sufficient explanations for it. Besides, the dangers of short-termism extend far beyond the limited circle of public company CEOs. Are the heads of state-owned companies totally guiltless when it comes to preference for the short term? Aren’t public agencies tempted, too, to postpone long-term infrastructure investments? (Think of maintenance investments in metropolitan transit authorities or much-needed works on highway systems.) Don’t we frequently see political leaders put off essential reforms for fear of the immediate reactions of public opinion? Simply put, is anyone ever criticized for their excessive long-term thinking?

         If the answer to these questions is obvious, it’s because, once again, our search for scapegoats leads us astray. Executives are certainly too focused on the short term. But so are we all.

         We Are All Short-Term Thinkers: Present Bias

         In a classic behavioral economics experiment, you are asked if you’d rather receive $100 today or $102 tomorrow. It’s likely that you will choose $100 today. Common sense is on your side, as two proverbs with equivalents in many languages suggest. First of all, “time is money”: $100 received today can earn interest until tomorrow. Second, “a bird in the hand is worth two in the bush”: waiting for anything is risky, because a promise may not always be kept.

         The choice between $100 today and $102 tomorrow is a question straight out of Economics 101. To compare a present value to a future value, we use a discount rate: an interest rate that reflects both time and risk. By choosing $100 today instead of $102 tomorrow, you have implicitly indicated that your discount rate is higher than 2 percent per day. In other words, for you to be willing to wait, your patience and risk-taking would have to be compensated at a higher rate. For example, if the $102 option were replaced by a promise of $150, you would quite probably choose to wait.

         So far, so good. The problem is that we are not at all consistent in the discount rates that we apply. Let’s use the same figures but change the dates. Would you rather receive $100 in a year, or $102 in a year and a day? For the vast majority of us, this is a no-brainer. If we’re going to wait such a long time, what’s one extra day? We might as well get $2 more!

         This seems natural, even obvious. But it’s actually illogical. If in the first situation you chose $100, but in the second you decided to wait to get $102, why does your discount rate change over time? To ask the question more simply, if you’re willing to wait one more day to get $2 more, why don’t you do it right now? Or, to make the paradox even more obvious: in exactly one year’s time, won’t the choice of the second situation be exactly the same as the first—a choice between today and tomorrow?

         As this experiment shows, we are much less patient when one of the options involves the immediate present. We’re much more likely to choose a bird in the hand when the decision is made today, and more likely to choose two in the bush when it takes place tomorrow. This tendency, called present bias, has been extensively demonstrated. For instance, in an experiment similar to the one described above, Richard Thaler asked subjects to choose between a payment of $15 right now and a larger payment in the future. How large would that payment need to be to justify the wait? The median answer was $100 if the payment was to be delayed by ten years and $20 if it was delayed by one month. The numbers may not seem absurd, but from an economist’s perspective, they are: the implicit annual discount rate they reflect is 19 percent with a ten-year horizon, but 345 percent with a one-month horizon.

         An even more obvious (and more familiar) illustration of present bias is the problem of self-control. It is hard for us to resist dessert, to stop smoking, or to wake up early to go to the gym—despite the future benefits we anticipate from these virtuous behaviors. It’s much easier to make New Year’s resolutions, to empty our cupboards of sweets and cigarettes, or to join a gym. By doing this, we are committing ourselves to make an effort tomorrow in order to reap the benefits after tomorrow. It’s the same effort that we refuse to make today to get the same benefit tomorrow. We’re completely capable of being patient…as long as we don’t have to do it right away!

         If we combine present bias with loss aversion, which we discussed in the previous chapter, we can start to understand the behavioral basis of short-termism. Recall that a “loss” weighs more than a gain of comparable size in our cost-benefit analysis. Add the fact that when making trade-offs between the present and the future, the present speaks much louder. It becomes clear that choosing a loss today in hopes of a gain tomorrow is a deeply unappealing proposition. Announcing that a short-term goal will be missed is framed as a loss; even when it can be explained by a long-term calculation, it is seen as a defeat. The loss of credibility and prestige it entails can seem unbearable.

         Short-termism also contributes to the inertia trap described in chapter 5, in which inertia encourages us to put off difficult decisions. Choosing to stop the escalation of commitment is an example of this sort of difficult decision: to sell (or close) a failing business unit, to stop a project that is not bearing fruit, is to record a loss. Even though this immediate loss will result in future benefits (or in the avoidance of a larger loss), loss aversion and present bias make this decision irrationally difficult.

         All this is human, all too human…so human that it’s tempting, once again, to express the problem in terms of virtue and vice, heroes and villains. For instance, Bill George, the former CEO of Medtronic, writing about CEOs, says, “The good ones have the courage to look past the pressures from the outside world to capitulate for the short-term gain and go for the long term.”

         How simple it is, this opposition between “the good ones,” who have “courage,” and lesser mortals who “capitulate”! But addressing this issue will require more than moralistic pronouncements. The difficulty of managing time horizons is not only an evil of capitalism; nor is it only a moral failing of some CEOs. It’s human nature.

         
            Footnotes

            i Fink, who signed the 2019 Business Roundtable declaration, has since made clear that he is also concerned about the broader purpose of the corporation and about its multiple stakeholders. Indeed, as he explained in subsequent letters to shareholders, in the long term the two issues become one: companies that are unable to show that they make a positive contribution to society end up losing their license to operate, which cannot be good for their investors.

         

      
   


   
      
         
            
               The Time Horizon Trap in Thirty Seconds

               
                  	Short-termism doesn’t just mean putting shareholders’ interests ahead of other stakeholders’ interests; it’s also the preference for immediate profit at the expense of future profit (managerial myopia).
        
                        
                        	Even investors are worried about it (BlackRock).

                           	Public companies are more short-term-focused than private ones.

                        


                     	However, stock market pressure is not a sufficient explanation: share price also reflects the long term.
        
                        
                        	Some companies work to shift their shareholder base toward long-term investors, for instance by abandoning earnings guidance.

                        


                     	The inconsistency in our preferences over time reflects present bias.
        
                        
                        	The time between today and tomorrow feels longer than the time between two days a year from now: our discount rates are not constant over time.

                        


                     	Short-termism is loss aversion plus present bias.
        
                        
                        	In order not to miss an earnings target (framed as a loss), many managers neglect investments that create long-term value.
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            “Everyone’s Doing It”

            The Groupthink Trap

         

         
            Worldly wisdom teaches that it is better for reputation to fail conventionally than to succeed unconventionally.

            —John Maynard Keynes

             

         

         In 1961, shortly after his inauguration, President Kennedy authorized a battalion of 1,400 CIA-trained Cuban expatriates to invade Cuba. Their landing at the Bay of Pigs turned into a fiasco, as nearly all the anti-Castro forces were killed or taken prisoner within days. It was a humiliating moment in American history.

         Many historians would later show that this fiasco owed nothing to bad luck. The plan presented to the president was riddled with inconsistencies. It was based on unsound assumptions, notably the notion that the Cuban people would welcome the invaders as liberators. How did the president and his inner circle, who had a reputation for being picked from the best and the brightest of their generation, make such a disastrous decision? Or, as Kennedy himself asked, “How could we have been so stupid?”

         The same question could be asked with regard to all the examples of terrible decisions we have discussed so far. Why didn’t anyone sound the alarm and stop the runaway train? How did the boards of these companies fail to prevent overpriced acquisitions or notice red flags?

         In order to understand this, we need to step away from cognitive science for a moment and take a detour through the world of social psychology. Leaders must take final responsibility, but in organizations, they do not decide alone. Making a really big mistake usually requires a team effort.

         Quashing Disagreement

         In his memoirs, Arthur M. Schlesinger Jr., President Kennedy’s special assistant, noted: “In the months after the Bay of Pigs I bitterly reproached myself for having kept so silent during those crucial discussions in the Cabinet Room. . . . I can only explain my failure to do more than raise a few timid questions by reporting that one’s impulse to blow the whistle on this nonsense was simply undone by the circumstances of the discussion.” (Emphasis added.)

         This lucid admission is a perfect illustration of groupthink. Irving L. Janis, the psychologist who popularized this term (invented by William Whyte many years earlier), based his study of group dynamics in part on the study of that decision. Schlesinger was one of JFK’s closest advisors. He was convinced that the decision being made was a mistake, and aware of its potentially disastrous consequences. Yet this renowned intellectual could not find it in himself to “do more than raise a few timid objections.” He silenced his doubts and sided with the prevailing opinion of the group and its leader.

         The key to this phenomenon lies in what Schlesinger calls “the circumstances of the discussion.” Strictly speaking, there is no such thing as groupthink: the group does not do any thinking; its members do. And groups do not always converge. We have all witnessed discussions in which participants are at odds with each other and debate vigorously, with the discussion sometimes degenerating into personal conflict. Yet in the Bay of Pigs decision, it seemed the group had its own way of thinking, and even of crushing the participants’ independent thoughts. Where does this homogeneity come from? When, and why, does each individual adopt the opinion he perceives as the dominant one in the group?

         This subject was first explored in the 1950s by psychologist Solomon E. Asch. In a series of famous experiments, Asch asked small groups of participants to accomplish an extremely simple task—comparing the length of several lines on a piece of paper—by answering out loud, one by one. The first participants to answer in each round were actually confederates of the experimenter, and they confidently, and unanimously, gave an incorrect answer. The last participant to answer was thus the only true “guinea pig.” The choice was simple: he could either describe the reality that stared him in the face or conform to the opinion of the group, which had so far agreed on an obviously incorrect answer.

         The results of this experiment still surprise us today. About three-quarters of the participants chose at least once to conform to the group opinion, even though they were perfectly aware of the conflict between what they were saying and the evidence of their senses. The power of groupthink was enough to make them yield to the collective point of view.

         And that was in a group of perfect strangers, answering a question that required no thinking or judgment, when the correct answer lay right before their eyes. Should we be surprised, then, that we are susceptible to group influence when we need to form an opinion on complex problems that may have several equally acceptable solutions? Is it at all surprising that we’re even more impressionable when surrounded by colleagues whose viewpoints we respect, or by hierarchical superiors whose directions we usually follow?

         As with other biases we have discussed, our intellectual “immune system” immediately raises many objections. We can think of many reasons why we—unlike these naive, suggestible subjects—would be immune to groupthink. Perhaps Asch’s guinea pigs were especially impressionable. Or perhaps they chose to yield to the group’s opinion simply out of convenience, to avoid an awkward moment: in an experiment with no real consequences, it wasn’t worth the trouble to correct incompetent strangers. As for the Bay of Pigs decision, would it have been made the same way if President Kennedy and his advisors had not been egregiously misled by military advisors pursuing their own political goals?

         If these or other objections are running through your mind right now, if you doubt the power of groupthink could ever sway you, here is another story that may lead you to reconsider. The scene takes place in 2014 at a meeting of the Coca-Cola Company board of directors. The company’s management has proposed an equity compensation plan and is asking the board to approve it. The plan is rather generous—so generous, in fact, that at least one large shareholder, an activist investor, has publicly and vociferously spoken out against it. He believes the plan would dilute shareholder equity massively and frames the choice as one in which shareholders’ interests must be defended against the greed of management—which is one of the roles of a public company board. Joined by other investment funds, he asks the board to reject the plan.

         We may or may not agree with the activist investor. Coca-Cola’s management, of course, doesn’t. But it is the board’s role to resolve this issue. It just so happens that one of the most eminent independent directors on Coca-Cola’s board has often criticized stock options, even calling them “lottery tickets.” He has done his calculations and disapproves of the proposed plan. He makes no bones about his opinion, which he has even expressed in a CNBC interview. Given all this, one might think he would vote against the plan. But when the time comes to vote, he doesn’t—instead, he abstains. Asked sometime later to explain this vote, he answers characteristically bluntly: opposing a stock option plan “is a little bit like belching at the dinner table. I mean, you can’t do it too often. If you do, you find you’re eating in the kitchen pretty soon.”

         By now, you may have recognized this mystery director: it was Warren Buffett. Buffett, the “Oracle of Omaha” to whom people flock in hopes of learning from his wisdom, the greatest investor of all time! If any director had the clout to stand up to his board colleagues, it would be him. His interests as a shareholder (owning, at the time, roughly 9 percent of the Coca-Cola Company) were perfectly aligned with those of the other shareholders he was supposed to represent, not with those of management. Yet even though he was convinced the proposed plan was a bad one, Buffett refused to break the harmony of the group. His comments say it all: “I love Coke. I love the management, I love the directors. So I didn’t want to vote no. It’s kind of un-American to vote no at a Coke meeting.”

         If you thought good corporate governance was just a matter of having competent, strong-willed, independent directors on the board, this should give you pause. But one could still object that this was a situation of overt conflict, in which Buffett made a wise tactical choice. By not publicly censuring the company’s management, he preserved a strong relationship that he could use later, more discreetly, to encourage tweaks to the equity compensation plan that would make it more acceptable. In this particular case, that is in fact what eventually happened. But that’s not often how it works: “I’ve never yet heard at any of the 19 boards I was on,” Buffett says, “anybody say in the meeting they were against [a compensation plan].” If that’s the norm, it seems unlikely that shareholders can count on boards to exercise effective control over these plans.

         Furthermore, groupthink affects us even when harmony reigns and there is no overt conflict. This is what a private equity fund found out when it reviewed the decision process of its investment committee, which approves acquisitions and divestments. In this case, the interests of all committee members are perfectly aligned: all have invested in the fund and receive carried interest compensation based on its performance. This should motivate them to make the right decisions! To be on the safe side, the committee has adopted a rule: to approve an investment, ten votes out of the twelve committee members are required. Agreement must be almost unanimous.

         Yet when analyzing their past investments, the committee members found that they had sometimes been overly optimistic. This result astonished them. They had been afraid that requiring near-unanimous approval could have led them to be too cautious and to reject attractive investments. With such a prudent rule in place, how did they end up making risky choices?

         The paradox is easily resolved if one considers the dynamics of the committee. As with any team, collective victory counts, but it’s best to be the one who scores. In this case, the hero is the committee member who proposes an investment that is approved. Each committee member who votes today on a peer’s proposal will tomorrow be submitting her own investment ideas for approval. If she challenges a colleague’s opinion, she can fear retaliation against her own proposals. The trap of groupthink has been sprung.

         Worse: as discussions with committee members revealed, the supermajority requirement didn’t just fail to limit the effects of groupthink. It made them worse.

         To understand why, put yourself in the shoes of a skeptical committee member. You know that if you are the first to start asking tough questions, others will probably follow (especially if you raise a valid point). By breaking the silence and the implied consensus it reflects, you are giving others license to speak up, too. And you know that it takes just two more people who share your doubts to kill the proposal! You also know that the colleague presenting this proposal has worked on it for weeks and staked part of his reputation on it. Do you really want to be remembered as the one who started this discussion?

         In this group, and in many similar ones, it’s almost irresistibly tempting to quash one’s doubts about the proposed investment, just as the subjects in Solomon Asch’s experiment quashed theirs about the length of the lines. Even experienced managers whose interests are all perfectly aligned may choose to preserve the harmony of the group rather than express a well-founded criticism.

         Two Ways of Looking at Groupthink

         The vocabulary we use to describe groupthink often reflects moral judgment. We naturally think of individuals who yield to groupthink as lacking the necessary courage to express their opinions.

         It is true that groupthink is partly related to social pressure. We yield to the thinking of the majority out of a fear of retaliation. This retaliation is sometimes real, as in the case of the members of the investment committee who are thinking of how their next investment proposals will be received. More often, it is symbolic: if you oppose group consensus, you will encounter first a lack of understanding, then annoyance, and, finally, ostracism. This is wonderfully summed up in Warren Buffett’s quip about “eating in the kitchen.” Whatever form retaliation may take, those who fear it keep quiet in order to avoid it. And whether you regard this as a cowardly, cynical calculation or (as in the Warren Buffett example) as the hallmark of a realist who wisely picks his battles, the underlying mechanism is one of social pressure.

         But there is another, perhaps more honorable reason to silence one’s doubts in a group. We may change our mind as a result of a rational adjustment to the majority opinion. When many members of a group share the same view, it is entirely logical to suppose that they have good reasons for doing so, and therefore that their view is right. This commonsense reasoning was mathematically demonstrated by French mathematician and political philosopher Condorcet. In his “jury theorem,” published in 1785, Condorcet showed that if several voters form their opinions independently of one another, and if each is more likely to be right than wrong, then the probability that the majority is right increases with the number of votes. In other words, under what seem to be fairly reasonable conditions, the larger the majority, the more likely it is to be correct.

         In the case of a management team, it is very sensible to assume that every one of your colleagues is more likely to be right than wrong. (If that’s not the case, you may want to start looking for another job.) This is true not only in general but also when it comes to specific questions: you will quite sensibly give more weight to a colleague’s opinions when you believe this colleague is competent, knowledgeable, and well informed on the topic considered. Schlesinger could have legitimately thought that other participants in the meeting who approved of the Bay of Pigs invasion (and, of course, the generals who suggested it) had access to relevant information and to analyses he had not seen himself. Similarly, in the case of the private equity fund that thought its supermajority requirement was a safeguard against risky investments, the members of the investment committee are aware that the member who proposes a transaction is an expert on the relevant industry and has done due diligence on the target. It is quite sensible for a generalist who is now reading the proposal for the first time to defer to its author’s judgment.

         Under these conditions, it may be completely rational for the enthusiasm of the group to carry more weight than the doubts of one individual.i When you enter a meeting with a minority opinion and choose to keep quiet, this may simply be because you have become aware that your initial view was wrong. Adopting the majority opinion is not necessarily a sign of weakness: it can be a rational choice.

         Which of these motivations is stronger? When an individual sides with the majority, is it social pressure or rational adjustment? The power of groupthink comes from the very fact that these two mechanisms are inextricably linked. A few people, perhaps, consciously choose to keep their doubts and questions to themselves. But most who embrace the majority view have really changed their minds. As the group consensus is revealed—and the corresponding social pressure increases—they become genuinely convinced by the arguments they hear. In the end, they haven’t quashed their doubts: they have conquered them. They have a ready explanation for their change of heart. It is not cowardice: it is intellectual honesty.

         Cascades and Polarization

         In its typical form, groupthink silences disagreement. The group converges toward one of the preexisting opinions. But in some cases groupthink can go further and accentuate the majority opinion.

         To understand this, picture a management meeting in which people speak in turn about their position on an issue—for example, whether or not they are in favor of an investment proposal. All participants will engage in the “rational adjustment” we described above. If the first person to speak is in favor of the investment, then the second person will take this into consideration. Had she spoken first, she might have expressed some doubts. But hearing her colleague speak has made her more confident. She is now a bit more likely to approve of the plan without any reservations. Then comes the third person’s turn. As he considers the favorable opinion shared by two of his colleagues, he also becomes more likely to vote for the plan. And so on: in a completely rational fashion, each person will adjust his or her judgment in order to take into account previously expressed opinions. This is an information cascade.

         Information cascades have two essential consequences. If you have ever run a meeting, you are familiar with the first: the order in which people speak can change the outcome of a discussion. Information cascades give the first speakers disproportionate importance. Chapter 14 will return to this observation and consider its practical implications for those who want to establish quality dialogue.

         The second consequence is more subtle: a group acting completely rationally can make an error that many of its participants would have been able to avoid if they were working alone. In order to understand this, let’s go back to the simplified example of an investment decision. Each participant considers the conclusions of those who have spoken before. Those who speak first are all in favor. Let’s assume that subsequent speakers decide that the reasons given by the early speakers in favor of the plan carry more weight than their own doubts about the proposal. The proposal ends up unanimously approved. Hurray!

         Except…the unanimous decision may be a mistake. The tragedy of information cascades is that the logical decision of each individual can produce a disastrous result for the group. At each step in the cascade, some information is lost. Each speaker refrains from raising concerns and doubts that, if expressed and considered by all, would have changed the collective equation. Private information, held by only some members of the group, is not shared—or it is only partially shared, and therefore carries less weight in the discussion. So the discussion ends up focused on the shared information and viewpoints, supporting the group consensus. All in all, the group is less well informed than the sum of its members.

         It’s easy to see how information cascades not only lead a group to approve the majority opinion but make it more extreme. Many studies suggest that deliberating as a group produces two simultaneous effects. A group will often reach a more extreme conclusion than its average member would have been initially inclined to suggest. At the same time, the individual group members will be more confident in this conclusion than they would have been if they had not discussed it. This double amplification—of the result itself and of the group’s degree of confidence in it—is group polarization.

         Recent research suggests that this phenomenon is at play when the compensation committees of corporate boards discuss CEO compensation. For better or worse, most companies use benchmarking to set CEO compensation. The objective is to set a reference point: the average compensation package for CEOs of companies roughly the same size in the same industry.ii The compensation committee then decides whether its own CEO deserves more, or less, than this reference point. To assess whether group polarization was taking place, the researchers analyzed the decision patterns of the committee members on other boards they’d served on. Some, they found, tended to pay CEOs above market price; others to pay below market price. Did this background influence their decisions in a subsequent board? Yes—and the deliberation amplified it! When the board members had previously voted to pay CEOs above the market price, deliberation led to paying the CEO even more generously than they had historically done. Conversely, if the board had experience paying CEOs below the relevant reference point, members set a compensation level even lower than they had on those other boards. The deliberations of the compensation committee accentuated the original preferences of its members. They polarized the group.

         Another phenomenon that often results from group polarization is escalation of commitment, which was mentioned in chapter 5. In general, it is not individuals who escalate commitment but teams or even entire organizations. Escalation of commitment is both more common and more powerful when it is decided in a group.

         Groupthink and Company Culture

         Not surprisingly, all these group dynamics are exacerbated by cultural homogeneity. The respect granted to the judgment of one’s peers is all the greater when one identifies with them, and the social pressure we feel to conform to their opinion is also increased by strong shared values. Homogeneity thus increases both engines of groupthink. Many empirical studies confirm that when group members identify with a common organizational culture they are more inclined to keep their doubts to themselves, to become polarized with an extreme opinion, and to stubbornly stay on a dead-end path.

         The weight of group identity can be seen when groups of individuals in an organization make harmful decisions that they would not have made individually, a problem often described as a “toxic culture.” One example is the crisis that started in 2016 and continued for several years at Wells Fargo, one of the largest banks in America. Bank employees were encouraged to boost their sales figures by “cross-selling” as many financial products and services as possible to their clients. Selling is hard, though: it is much easier to add savings accounts, credit cards, additional insurance, and other services to the accounts of existing clients without telling them about it! Wells Fargo employees created millions of fraudulent accounts, using fake emails, fake PINs, and fake addresses when convenient. Some even forged customers’ signatures.

         Clearly, just about everyone knows (and certainly every bank employee should know) that these are not acceptable practices. However, it seems that they became widespread at Wells Fargo: 3.5 million fake accounts were opened, and at least 5,300 employees had to leave the company. As of late 2018, the bank had paid about $3 billion in fines and settlement costs, and was still facing fines and penalties that could add up to several billion more. At this scale, we’re not talking about a few bad apples but about a bad barrel: reports about Wells Fargo are full of employee comments describing its “toxic sales culture,” “cutthroat corporate culture,” and “culture problem.”

         But what exactly do we mean when we talk about “culture”? First, of course, that the bank put in place incentives to encourage its employees to sell more. Fortunately, not all employees who are given sales targets to meet break the law. For there to be a “toxic culture,” incentives are not enough. Problems become rampant when each person can observe deviant behavior in his or her immediate environment. When many peers whom you respect adopt abnormal practices, especially if your boss does the same (or looks the other way), the abnormal becomes normal. Groupthink normalizes deviance. Breaking the rules becomes the rule. “If they’re all doing it, why shouldn’t I?”

         People who are part of the same company culture, who observe deviant behavior, and who fall into line with groupthink: these are the ingredients for a company’s downward spiral. And when groupthink strikes not just in a single company but in an entire industry—or when all the players in a market economy start thinking the same way—the downward spiral can take the form of a speculative bubble or systemic crisis.

         This short inventory of the ravages of groupthink is not at all exhaustive. But it does illustrate the significant social dimension of big mistakes.

         Perhaps you also noticed another essential component in all these errors: individual incentives that diverge from organizational goals. This is the subject of the next chapter.

         
            Footnotes

            i It is possible to quantitatively determine the extent to which one should rationally change one’s opinion in light of the opinions of others. We will return to this in chapter 15.

            ii Setting CEO compensation by comparison with industry peers is a debatable practice, and not just because it is sensitive to group polarization. Evidently, most CEOs are eager to believe that their performance is above the median of their peer group, and many boards seem to agree with them. This practice is probably an important driver of the rise of executive compensation in recent decades.

         

      
   


   
      
         
            
               The Groupthink Trap in Thirty Seconds

               
                  	Groupthink can lead the best-informed participants to keep their doubts to themselves.
        
                        
                        	Kennedy and the Bay of Pigs invasion: “How could we have been so stupid?”

                           	Warren Buffett: Voting no as a board member is “like belching at the dinner table.”

                        


                     	Groupthink is rational for the individual: partly because of social pressure, and partly because it is logical to take other people’s opinions into account.

                     	But it is harmful to the group because it deprives it of private information that would be useful.

                     	The group can also amplify the majority opinion: group polarization.
        
                        
                        	Polarization also accentuates escalation of commitment.

                        


                     	Homogeneity, the presence of a shared culture, exacerbates groupthink.
        
                        
                        	This can lead to an ethical downward spiral: “If they’re all doing it, why shouldn’t I?”
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            “I’m Not Thinking of Myself, of Course”

            The Conflict of Interest Trap

         

         
            It is difficult to get a man to understand something, when his salary depends on his not understanding it!

            —Upton Sinclair

             

         

         The idea that personal interests can influence decisions is certainly not new. It’s usually the first explanation that comes to mind when we hear about a mistake. Weren’t the bankers who contributed to the 2008 financial crisis influenced by their compensation structure? Didn’t the CEOs who made risky acquisitions care most of all about extending their empire and getting media attention? Aren’t political leaders who put off difficult reforms mainly thinking of getting reelected?

         The answers to all these questions seem obvious. Adam Smith, writing in 1776 about what were then called “joint-stock companies,” observed that “the directors of such companies…being the managers rather of other people’s money than of their own, it cannot well be expected that they should watch over it with the same anxious vigilance with which the partners in a private copartnery frequently watch over their own.”

         Smith’s observation resonates with what is now called agency theory, or the principal-agent model. This model describes situations in which a “principal” delegates authority to an “agent”: a CEO is an agent of shareholders, employees are agents of their leaders, and elected officials are agents of “We the People.” Agency theory suggests that, because their incentives are imperfectly aligned, and because agents and principals do not have access to the same information, agents make decisions that are suboptimal from the point of view of the principals. These insights have resulted in significant findings about the optimal way of structuring contracts between principals and agents. They have also helped popularize the idea that the performance of executives should be evaluated (and rewarded) solely on the basis of the value that they create for shareholders.

         The agency theory viewpoint is never far from our minds when we try to understand human behavior. We often take for granted the idea that individuals are selfish, cynical optimizers who seize every opportunity to pursue their personal interest at the expense of the institutions they are serving, who drown the common good in “the icy water of egotistical calculation,” in Marx’s memorable words. The paradox of this universally accepted explanation is that it is both generally true and, as we will see, very insufficient.

         No Angels

         Many studies provide empirical support for the principal-agent model in the business world. Executives are not angels. There are clear connections between the strategic choices of corporate leaders and their personal interests. For instance, they seem motivated, both financially and emotionally, to increase the size of the companies they lead, even if this hurts shareholder value creation. This phenomenon, often called empire building, certainly contributes to the problem of overpaying for acquisitions—as when Quaker purchased Snapple.

         Similar tensions often manifest within a company’s management team. It is customary for a senior executive to be financially incentivized based on the results of her division or unit in the company, not on the company’s overall results. Even when that is not the case and no direct financial incentives are in play, managers serve the interests of their division or department. In many companies, this is expected, even encouraged: defending the interests of one’s unit or team is seen as a sign of conviction in one’s plans, of personal commitment, and ultimately of leadership. This sort of corporate politics is not a pathology of organizations—it is a fact of life.

         Corporate politics have an essential part in several of the mistakes that we have examined, especially when loss aversion comes into play. Recall the problem of risk-taking discussed in chapter 6. We saw that managers rarely choose to champion risky investments, and that this produces a level of risk aversion that is irrational in aggregate. One of the explanations for this behavior is that loss aversion for the individual does not focus on the same “loss” the company cares about avoiding. For the executive, the money the company may lose is secondary. What matters most is the loss of face she will suffer if the project fails. What impact will this failure have on her credibility, prestige, and career? The company will live to fight other battles, but the manager only has one reputation to lose.

         Finally, principal-agent logic helps explain deviant behavior. At Wells Fargo, we saw that the sales targets set for employees were a key ingredient in the scandal. In other examples of large-scale transgressions, from stock-option backdating to anticompetitive collusion to the manipulation of engine emissions tests, financial incentives always play a large part.

         The Limits of Cynicism

         Few readers will be surprised by these observations. The notion that managers can be tempted to place self-interest above their companies’ interests seems so obvious that it has inspired universally accepted management practices. The alignment of individual financial incentives with the success of a company, for instance, is generally (and correctly) considered to be an essential prerequisite to building an effective organization.

         Less obvious is the effect that adopting the principal-agent model has on the way leaders listen to the suggestions and opinions of others. Any executive knows she should expect colleagues to be self-interested to some degree. She knows she should ask herself at all times what the person sitting across from her is after. And she often prides herself on her ability not to be fooled by self-serving or self-promoting arguments. For experienced executives in large organizations, this precaution has become second nature.

         This climate of mild cynicism creates a paradoxical sense of comfort: we generally assume that self-interest is a problem that is easy to manage, provided we know where each person’s interest lies. Since executives generally understand their colleagues’ motivations quite well (or at least think they do), they believe themselves completely capable of spotting their political maneuvering.

         However, this generally accepted view of the manager as a rational, even cynical, agent runs into some serious objections. Casual observation and careful empirical research alike have found ample evidence that individuals do not act out of self-interest alone. The facts do not support the assertion that people are acting as the archetypal homo economicus, or “Econ,” as Richard Thaler calls this fictitious character, exclusively motivated by seeking personal gain.

         A striking counterexample is provided by studies of the “ultimatum game.” In this experimental setting, two participants (randomly assigned to one of two roles) must share a sum of money. The first one suggests a way to divide the money. The second can either accept and receive the amount of money allocated by the first or refuse. In the event of a refusal, neither participant gets anything.

         An Econ proposer seeking to maximize personal gain should suggest taking the lion’s share for himself. And an Econ respondent should accept any split offered, no matter how small his share: whatever he gets is better than the alternative, which is nothing. Yet this is not what happens. Generally, participants propose sharing the money in a relatively equitable way. When, on the contrary, they behave like selfish Econs and propose a very unequal division to their own advantage, most of their partners refuse. By doing this, they do not hesitate to deprive themselves of financial gain in order to “punish” the proposer who overplayed his hand. These results have been replicated many times over, notably in low-income countries, where the sums of money involved could represent three months’ income for the participants.

         The ultimatum game and, fortunately, many observations that we can make every day hold a reassuring message about human nature: our behavior is not always entirely driven by our immediate financial interest. Other considerations, such as fairness or the desire to preserve our reputation, influence our behavior. Obviously, these factors carry more weight in the context of an organization than they do in a game played by total strangers who will never see each other again. It’s therefore too simple to assume that all managers and executives act in their own self-interest at all times and in all circumstances.

         Bounded Ethicality and Self-Serving Bias

         Does this mean we can disregard the weight of financial incentives? Not at all. Financial incentives are not our only source of motivation, but recent research suggests that they can influence us much more than we realize. Even if financial incentives do not determine all of our behavior, we cannot make ourselves immune to their influence. But this influence affects our decisions in quite different ways than we might generally imagine. When we observe that agents prioritize their personal interests, we usually suppose that they are doing it intentionally. We assume that they “respond” to incentives, and that this means they consciously calculate what behavior is best for them. Yet many researchers now hold a very different view. They believe that we are often unable to resist the influence of financial incentives, even if we sincerely intend to do so.

         This is manifest with professionals who have a duty to place their clients’ interest above their own, intend to do so, and sincerely believe they are succeeding. In reality, empirical evidence suggests that their interest colors their judgments. For example, lawyers have a duty to advise their clients in the best manner possible; but those who work on a contingency fee basis tend to recommend that their clients quickly settle, whereas those paid by the hour are more inclined to go to trial. Similarly, all physicians believe they are recommending the most appropriate treatment for their patients, but when surgeons’ income depends on the number of operations they perform, they are more inclined to recommend surgery than medical treatment. And auditors arrive at different conclusions about the same financial statements depending on whether they’re told the accounts belong to a client company or a company that is not a client—of course, the accounts are more often approved when they are presented as a client’s.

         Corporate executives are not immune to this form of bias. When taking part in strategic decision-making, a division head can be genuinely convinced (not pretending to believe) that her unit deserves significant resources. Whether or not financial incentives are in play, emotional attachments (to people, brands, places) can also affect her judgment.

         This is not the behavior of an Econ consciously and selfishly maximizing personal gain. As a rule, nothing suggests that auditors are intentionally falsifying accounts to please their clients or that doctors intentionally mislead their patients. The problem, most of the time, is that these people are completely sincere. The phrase bounded ethicality, analogous to the bounded rationality of economics, describes, in the words of Max Bazerman and Don Moore, “the cognitive biases that lead honorable people to engage in unethical behavior without realizing that they are doing so.” This is often called self-serving bias.

         It’s easy to dismiss this analysis as naive. How do we know these people are acting in good faith, and that their honest mistakes just so happen to coincide with their self-interest? How can we be sure they aren’t just lying through their teeth?

         The answer can be found by studying the way our biases work. Start with confirmation bias, discussed in chapter 1. It is easy to see how our first hypothesis would be one that favors our interests. Then, without realizing it, we will critically examine the data that contradicts this hypothesis but automatically accept the evidence that supports it. Since we are unaware of this distortion, we can remain convinced that we are examining the facts in a completely impartial manner.

         Another bias that affects our ethical judgment concerns the difference between action and omission. Letting someone commit a reprehensible act seems less blameworthy to us than committing it ourselves, even if we benefit from it. One study illustrated this difference by asking people to evaluate the actions of a pharmaceutical company that takes advantage of its monopoly position to massively increase the price of a drug. Predictably, they wholeheartedly condemn the firm. However, if this company sells the patent to another player, knowing that the acquirer (in order to justify the purchase price) will make the drug even more expensive, they find the seller’s actions tolerable.

         The same mechanism helps us understand how a management team making a decision can let its leader make a bad decision, as we have seen in the cases of groupthink. They wouldn’t have made that decision themselves, but contributing to it by omission is not ethically unacceptable. This helps explain why it is so rare to see a member of an executive team resign over strategic disagreements.

         We could find many more examples of biases that consistently distort our interpretation of reality to our own advantage. As soon as there is any ambiguity about a judgment (and when a decision is difficult, there always is), we reason in a way that is selective enough to serve our interests and yet plausible enough to convince others (and ourselves) that we are not intentionally distorting the facts. Dan Ariely summarizes this behavior in a memorable sentence: “We cheat up to the level that allows us to retain our self-image as reasonably honest individuals.”

         The “sincere” nature of self-serving bias is further demonstrated by other experiments. In a 2010 study, neuroscience researchers asked paid participants to evaluate the quality of contemporary paintings. Some of the paintings were shown next to corporate logos. When the subjects were told that a corporation had sponsored the experiment and therefore made it possible for them to be compensated for participating in it, they expressed greater appreciation of the art shown next to that company’s logo. The participants’ judgment was biased, even though they would have no other interaction with the company in question, and despite the fact that the company was merely sponsoring the experimenters, not paying them directly.

         What makes this experiment interesting is that the researchers did not just ask the participants to rate the quality of the art: the subjects were in an fMRI machine when they expressed their aesthetic opinions. The researchers were thus able to observe that the regions of the brain that encode preferences for art were indeed activated when the company-sponsored paintings were shown. In a manner analogous to the halo effect discussed in chapter 2, the positive impression made by the sponsoring company transferred to the paintings associated with it. It seems the subjects were not just being polite (or hypocritical) but truly enjoyed these paintings more.

         Wrong Diagnosis, Wrong Remedies

         Why is it essential to understand that those who make decisions according to their own self-interest are doing so sincerely, and that unconscious, self-serving bias is quite distinct from conscious, self-serving calculation? For two essential reasons: misunderstanding self-serving bias leads us to misjudge the individuals who are subject to it. It also leads us to take ineffective measures to prevent its effects.

         First, the way we judge the actions of individuals who are subject to a conflict of interest changes radically depending on whether we consider their decisions to be conscious or not. If we think that the lawyers, doctors, and auditors in the previous examples are lying, if we believe that they are consciously changing their decisions in order to maximize their income at the expense of their clients and patients, then we should find them blameworthy. And since we don’t for a moment think ourselves capable of such corruption, we’re convinced that we’d be able to resist this temptation if we were in their shoes.

         An example of this kind of reasoning was expressed by the late Supreme Court justice Antonin Scalia. Scalia had to decide whether or not to take himself off a case involving then vice president Dick Cheney. The judge was on friendly enough terms with the vice president to have gone duck hunting on Cheney’s property three weeks earlier. Scalia refused to remove himself and wrote a twenty-one-page memorandum justifying his decision. Like most of us, he believed himself able to set aside any friendships or self-interest when issuing his decisions. As he wrote, “If it is reasonable to think that a Supreme Court justice can be bought so cheap, the nation is in deeper trouble than I had imagined.”

         People who find themselves in a conflict of interest situation often voice the same indignant objection: “I can’t be bought off so easily!” Many doctors are offended that people think they can be influenced by the token gifts pharmaceutical reps leave on their desks. Many researchers sincerely believe that their scientific results are not in any way influenced by the companies that have funded their research. As Bazerman and Moore put it, “Most members of these professions would agree that a conflict of interest exists.…These same professionals, however, assume that they themselves are immune from such conflicts of interest.”

         Understanding self-serving biases leads to a radically different analysis. If we cannot set our interests aside, no matter how hard we try, then it is inevitable that they will bias our judgments. We cannot be sure that Scalia (who joined the majority opinion by voting in favor of Cheney) would have issued a different decision if the case had concerned someone else, but we have every reason to suspect it is a possibility. Suggesting that he take himself off the case does not imply that he is easily bought but that his judgment might be altered. He is not presumed guilty of a voluntary offense: rather, he is a potential victim of involuntary error. He should be the first to want to remove himself from this situation.

         Underestimating the power of self-interest bias has another consequence: it leads to an ineffective, even counterproductive, belief in the power of transparency to prevent conflicts of interest. Disclosure requirements have been imposed on many professions in various countries. For example, financial analysts must reveal the positions that they have in the stocks that they are covering. Physicians must state any links with the pharmaceutical industry. Politicians must disclose who donates to their campaigns. Researchers must list their sources of funding.

         However, these transparency measures are a double-edged sword. They may dissuade a small number of malicious individuals from consciously lying in their own self-interest. Logically, however, they cannot change the behavior of people who are perfectly honest and sincerely convinced that they cannot be influenced.

         Even worse, some studies suggest that disclosures, far from reducing conflicts of interest, make them worse. Apparently feeling “liberated” by the revelation of their conflict of interest, the individuals in question seem to pay less attention to the need to remain objective.

         Like groupthink, self-serving bias is easily mistaken for moral weakness or an intentional transgression. Yet its harmfulness comes from the very fact that it is most often unconscious. Just as groupthink is not (at least not always) caused by the cowardice of someone who purposely conforms to the majority opinion, self-interest bias is not (at least not always) a calculated attempt to lie or cheat. This is why it is not enough to be aware of it in order to solve the problems it creates.

      
   


   
      
         
            
               The Conflict of Interest Trap

in Thirty Seconds

               
                  	“Agents” act in their own self-interest, at the expense of those they are representing (principal-agent model).
        
                        
                        	Directors acting on behalf of shareholders, elected officials acting on behalf of voters, and so on

                        


                     	Political maneuvering in companies is so obvious that people think they can easily discount the advice of self-serving individuals.

                     	Beyond these effects, which we assume to be conscious and intentional, we are also influenced by our self-interest without realizing it.
        
                        
                        	Lawyers, doctors, and auditors are influenced by their compensation.

                        


                     	Self-serving bias produces bounded ethicality, which affects our ethical judgment.
        
                        
                        	“The vast majority of unethical behaviors occur without the actors’ conscious intention to behave unethically.” (Bazerman and Moore)

                           	“We cheat up to the level that allows us to retain our self-image as reasonably honest individuals.” (Ariely)

                        


                     	It is thus essential to avoid situations of conflict of interest, even when one believes oneself to be immune to them.
        
                        
                        	Justice Scalia was missing the point when he suggested that he could not be “bought so cheap.”

                        


                     	Disclosure requirements do not make self-serving biases go away; sometimes they can even make them worse.

                  


            

         

      
   


   
      
         
            Part 2

            Deciding How to Decide
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            Human, All Too Human

            Are Cognitive Biases the Root of All Evil?

         

         
            We have met the enemy and he is us.

            —Walt Kelly

             

         

         Part 1 of this book listed nine “traps,” mistakes that business leaders and organizations make repeatedly. I pointed out the role of cognitive biases in these mistakes. The bottom line is simple but troubling: the way we actually make decisions, including important business decisions, has little to do with the ideal, theoretical model of rational decision-making we all learned in school.

         In part 2, I will outline an approach to decision-making that takes these biases into account. But first it will be helpful to review and recap the biases that we encountered in part 1 and organize them into a few easy-to-remember categories.

         A Practical Map of Biases

         Categorizing biases is an entertaining exercise. At least, that’s what we are tempted to conclude from the seemingly endless proliferation of classifications offered by experts. In Decisive: How to Make Better Choices in Life and Work, Chip and Dan Heath sort combinations of biases into groups they call the “four villains of decision making.” Sydney Finkelstein, Jo Whitehead, and Andrew Campbell also identified four categories of biases (not the same four, of course). In their seminal 1974 article, Kahneman and Tversky cite twelve biases. Bazerman and Moore, in the authoritative textbook on management decision-making, have a different list of twelve. Others go for exhaustivity. The Swiss author Rolf Dobelli lists ninety-nine biases, including a large number of reasoning errors of all stripes. Wikipedia’s list of cognitive biases contains approximately two hundred, collected in a hard-to-read but beautiful and much-circulated wheel-shaped visual. And that’s just for starters.i

         Of course, there is no single, “right” classification of biases—any typology is useful only to the extent that it meets its goals. The taxonomy of biases I suggest here is deliberately simplified to serve three purposes. First of all, it aims to be fairly easy to memorize, to help readers recognize biases in practice (something that is impossible with a very long list). To do so, it sorts biases into five families according to their effects rather than their purported psychological causes, which are largely invisible (and irrelevant) to the observer. Second, it is focused on the biases that affect business decisions, especially strategic ones. Many sources of error that are less relevant in an organizational context are intentionally left out. Finally, it is designed to make the interactions between biases visible, an essential point that will be discussed further.

         Page 153 shows the five families. The definition of each bias, with references to the chapters and page numbers where each has been discussed, can be found in appendix 1.

         
            [image: ]

         

         At the top of the diagram, we start with pattern-recognition biases. Confirmation bias is the main one here, but this group also includes the power of storytelling, experience bias, attribution error, and others.

         All these biases work in a similar way: they use patterns we’ve previously experienced to shape our understanding of a complex reality. The pattern we think we recognize may be a hypothesis we confirm, the arc of an unfolding story, the personality of a key character, or something else. But the effect of recognizing a pattern is the same: it makes reality seem simpler, more coherent, and easier to deal with than it actually is.

         Because pattern-recognition biases are the source of our assumptions and hypotheses, they underlie all our reasoning. To take but one example, the dominant bias in Procter & Gamble’s disastrous offensive against Clorox was certainly a form of overconfidence. But it is easy to imagine that the P&G managers who proposed this plan had thought of, and perhaps used, analogies from successful past product launch campaigns. Through the lens of pattern recognition, the bleach market would have seemed similar enough to these past cases. This campaign’s distinctive feature—the presence of a large, dominant, highly skilled competitor called Clorox—could easily be overlooked. Without these misleading analogies, perhaps P&G could have avoided the error.

         The next two bias families—on either side of the diagram in figure 1—act as opposing forces. The first consists of action-

         oriented biases, which include the various forms of overconfidence. In general, action-oriented biases encourage us to do things we shouldn’t do and take risks we shouldn’t take. The opposite family contains inertia biases: these biases, on the contrary, dissuade us from acting when we should and lead us to spurn risks we should take. Anchoring, resource inertia, and status quo bias, among others, are inertia biases.

         Despite this opposition, action biases and inertia biases sometimes coexist in a single syndrome. We saw this in chapter 6, with the paradox of “timid choices and bold forecasts.” There are other examples. Companies like Blockbuster and Polaroid, which equivocated instead of responding to a deadly threat, were certainly giving in to inertia biases. But they also showed excessive optimism: their leaders were too easily convinced by plans to revitalize their traditional core businesses. And some pattern-recognition biases probably played a role, too. If you put yourself, for instance, in the shoes of John Antioco, the CEO of Blockbuster, it is very likely that, upon meeting Netflix, you called to mind many other small competitors you had easily defeated (or sensibly ignored). In these examples, it seems that combinations of biases are at work—which makes them all the more difficult to overcome.

         The last two families, social biases and interest biases, appear at the bottom of figure 1. They, too, have a role in all large mistakes. When discussing the story of the Frenchmen who fell for the tale of the “oil-sniffing airplanes,” for instance, we emphasized the importance of storytelling. But it is clear that the decision makers were powerfully motivated by the hope of discovering a new and highly profitable technology, and that the secrecy of their deliberations increased the risk of groupthink. The false beliefs that leaders adopt are likely to be beliefs they want to believe in; and when they act upon them, it’s often because a group has collectively adopted them, too.

         Three Common Misconceptions

About Cognitive Biases

         Knowing about biases is essential, and having a shared language to talk about them is very valuable. In Thinking, Fast and Slow, Daniel Kahneman even makes this one of his main educational objectives: his goal is “to enrich the vocabulary that people use when they talk about the judgments and choices of others.” Yet we must be careful to avoid reaching hasty conclusions. At least three common misconceptions set casual conversations about biases on the wrong track.

         First misconception: seeing biases everywhere. Once you know about cognitive biases, it is tempting to see their influence everywhere (perhaps this is an effect of confirmation bias!). Yet not every mistake is caused by a bias. Some bad decisions simply reflect the incompetence or the sheer stupidity of those who make them. Many are the product of haste and carelessness. There are errors of reasoning that owe nothing to pattern recognition and errors in risk calculation that have little to do with overconfidence. Similarly, the choices that dishonest or corrupt individuals make are something quite different from well-meaning decisions influenced by self-serving biases: the existence of unconscious biases does not excuse or explain conscious wrongdoing. In short, the number of biases is large, but the number of ways things can go wrong is infinite.

         Second misconception: attributing an undesirable result, in hindsight, to a bias. The clearest example of this blunder is the misidentification, after the fact, of overconfidence as the reason a bad decision was made. As Phil Rosenzweig eloquently points out in Left Brain, Right Stuff, those who comment on a failure often blame it on the leaders’ overconfidence or hubris. But the same observers are just as quick to praise the visionary leadership of decision makers upon whom fate has smiled. Clearly, their analysis is colored by knowledge of the outcome: judgments about risky decisions are not nearly so sharp at the time these decisions are announced. Whenever we look for the biases that might have contributed to a decision that has turned out poorly, we are at risk of hindsight bias.

         How, then, do we know we are not falling into this trap right now? When we discuss the story of Ron Johnson or the case of Snapple, we obviously know how the story ends. Is our reading of these stories the product of hindsight bias? Would we have given the same analysis of Procter & Gamble’s reasoning if the launch of Vibrant had been a big success, or would we, on the contrary, be applauding the boldness and skill of its leaders? And when we note the inertia of Polaroid or Blockbuster in the face of disruptive change, would we judge them the same way if these companies were still thriving?

         This objection has a simple answer. These stories are not mere anecdotes; they are archetypes. The cases that illustrated the nine traps in part 1 are not exceptional (except sometimes by their size): they are representative examples of frequent and easily recognized syndromes. They are exemplars of situations that frequently arise, and the choices leaders make in these situations go wrong in the same predictable ways.

         The Snapple case, for instance, is not just a memorable story: research has consistently shown that acquirers generally overestimate synergies and frequently overpay for acquisitions. The launch of Vibrant isn’t just a story about Procter & Gamble: market entry plans that fail to fully anticipate the predictable reaction of competitors are the rule, not the exception. General Motors’ infinite patience with its money-losing division Saturn is an outlier by its cost and duration, but hundreds of multinational corporations obstinately refuse to pull the plug on failing ventures.

         This distinction between isolated anecdote and representative example is one we must make each time we suspect biases were at work in a past decision. Suppose, for example, that a new product did not meet its objectives and you are analyzing this failure. Was the launch team a victim of overconfidence in setting targets? Is this failure an isolated accident that has nothing to do with any kind of bias? Should we simply conclude that launching new products is a risky activity that inevitably entails a certain proportion of failures?

         All these explanations are sensible; and unless an obvious mistake was made, we cannot tell which one is correct. To know whether biases—such as overconfidence—play a role in new product launches, we need a statistical approach, not an isolated story. By analyzing a sample of product launches, we may be able to discover, for instance, whether or not predictions are systematically overoptimistic. But without this kind of data, we should resist the urge to find a general explanation for a particular situation.

         Third misconception: looking for “the” bias. Psychologists can identify a specific bias in the lab by controlling for all the other factors that may influence their subjects. In real life, however, it is rare to find a situation in which one bias is the sole cause of an error. However tempting it may be to look for a single “root cause,” when we fall into one of the traps we discussed in part 1, it’s usually the work of a combination of mutually reinforcing biases.

         For instance, in the story of Ron Johnson at J. C. Penney, we pointed out the role of Johnson’s past experience, which led him to reproduce many of the choices he had made at Apple. But other biases may have been at work. The board of directors—and, more broadly, all those who saw Ron Johnson’s genius as the main reason for the Apple Stores’ success—were probably led astray by attribution error. A strong optimism bias was also at work: Johnson (who invested $50 million of his own money in the business, a tangible sign of self-confidence) evidently underestimated how long it would take to convince a younger and trendier customer base to shop at the new “jcp.” By firing skeptics and surrounding himself with former Apple managers, he also created the conditions for powerful groupthink within his team. Finally, it’s impossible not to see in this story an example of the escalation of commitment syndrome: despite immediate (and ongoing) disastrous results, neither the management team nor the board of directors reconsidered their radical transformation strategy or the speed of its implementation.

         In the Snapple example, and in the broader problem of overpaid acquisitions it illustrates, we also see the combined influence of biases belonging to several of the five families. Pattern-recognition biases were evident in the misleading analogy with Gatorade. Action-oriented biases led to overestimating the synergies. It is plausible that some inertia biases contributed to Quaker’s paying a very steep acquisition premium, if, as is often the case, negotiations were “anchored” on the initial asking price. Some members of Quaker’s management or board of directors may have kept their doubts about the deal quiet: a form of groupthink. Finally, we should always suspect the presence of self-serving biases when executives expand their empire, or when the fees of the bankers advising them depend on the transaction price. Mergers and acquisitions are a minefield of biases!

         To sum up, not all mistakes can be attributed to cognitive biases. When mistakes seem to be the result of biases, we should be careful not to draw conclusions until we have sufficient evidence, which a single case cannot provide. And we should make sure that we identify all the contributing biases, not just the most obvious one.

         The Hunt for Biases

         Once we know about cognitive biases and how to avoid identifying them erroneously, what can we do about them? Sure, as mentioned in the introduction to this book, it is tempting, and often quite profitable, to exploit the biases of others: that is the aim of behavioral marketing, behavioral finance, or—with different motives—of “nudges.” But improving our own decisions by addressing our own biases is a very different matter. It is what the remainder of this book will cover.

         
            Footnotes

            i A distinct set of typologies categorize ways to leverage biases to affect behavior. The best-known are those developed by the British Behavioural Insights Team (or Nudge Unit), summarized by the acronyms MINDSPACE and EAST.

         

      
   


   
      
         
            
               The Map of Cognitive Biases

in Thirty Seconds

               
                  	A practical way to categorize biases is to place them in five families:

                     	Pattern-recognition biases (confirmation bias and others) influence our initial hypotheses.

                     	Action-oriented biases (overconfidence and others) make us do things we shouldn’t.

                     	Inertia biases (anchoring, status quo, and others) make us fail by inaction.

                     	Social biases allow organizations to let mistakes happen.

                     	Interest biases further color the judgments of individual decision makers.

                     	Nevertheless, we should not see biases everywhere: let’s not forget incompetence, carelessness, dishonesty, and so on.

                     	In particular, it is risky to “recognize” the effect of a bias in hindsight once a negative outcome is known.
        
                        
                        	The examples in this book are representative of recurring strategic errors, not isolated anecdotes.

                        


                     	Biases reinforce each other: serious mistakes almost always involve multiple biases.
        
                        
                        	In Ron Johnson’s failure and in bad acquisitions, we can assume that all five bias families are at work.

                        


                     	Taking advantage of other people’s biases is one thing. Dealing with our own biases is another.
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            Lose a Battle, Win the War

            Can We Overcome Our Own Biases?

         

         
            Why do you look at the speck in your brother’s eye, but fail to notice the beam in your own eye?

            —Luke 6:41

             

         

         Now that you know the traps decision makers fall into and understand the biases that make them do so, you might think yourself equipped to avoid them. Aren’t these failures lessons that we can learn from? Once we know about a mistake, can’t we simply make sure we don’t repeat it? Problem solved!

         This is precisely the promise that some authors make: self-discipline will protect you from your own biases. Some suggest that awareness of traps is sufficient to avoid them—forewarned is forearmed. Others promise to help us identify red flags that signal a risk of bias. Another writer explains his infallible method: ﻿“In situations where the possible consequences are large (i.e. important personal or business decisions), I try to be as reasonable and rational as possible when choosing. I take out my list of errors, and check them off one by one, just like a pilot does.” Since his particular list contains almost one hundred mistakes to avoid, this practice must delay decision-making quite a bit.

         In truth, we cannot just decide to shed our biases like so many extra pounds. Attempts to self-correct biases, in fact, run into three distinct problems.

         Can You Really Become Aware of Your Biases?

         The first problem, to use the biblical parable, is that we can easily see the speck of other people’s biases, but we don’t see the beam of our own. We simply aren’t aware of them.

         This is the key difference between a bias and a simple mistake. We all know what a mistake is; we are usually able to recognize when we’ve made a mistake and avoid making the same one twice. But we are almost never aware of bias in ourselves: on the contrary, we feel unchallenged, comfortable, confident in our reasoning. For instance, when we give in to confirmation bias, we’re not aware that we’re favoring data that justifies our hypothesis instead of looking for evidence that would contradict it. Our entire mind is mobilized to find evidence that will, in fact, confirm our preexisting viewpoints. How can we possibly learn to overcome an obstacle if we are never aware that it is in our way?

         Overconfidence (an easy bias to measure) provides a striking illustration of this problem. Remember the experiment in which about 90 percent of people interviewed thought they were among the top 50 percent of drivers? If you ever have the chance, try this experiment yourself in front of an audience—any group of more than a dozen adults will do. When the audience members raise their hands, everyone can see that the group is collectively overestimating itself: the percentage of people who think they are above the median is well over 50 percent. Wait a moment to let the embarrassed laughter dissipate, and then ask this simple question: “Who in this room has changed their mind about their own driving abilities during the last few minutes? Do any of you now think you’re a less good driver than you thought when entering this room?” Almost no one will say yes! Everyone can see the collective mistake, but no one draws any individual conclusions. Sure, someone must be overestimating themselves, but it’s not me, it’s them!

         If this kind of statistical feedback is not sufficient to eliminate bias, what about stronger, more personal, loud and clear feedback? One study considered groups of drivers who not only had poor driving records but also had been hospitalized after car accidents caused, in most cases, by their own negligence. The researchers found that members of this group were just as overconfident as the members of a control group of drivers with good driving records. Most of the drivers whose poor driving skills landed them in the hospital, some of whom were still hospitalized at the time they were interviewed, believed they drove better than average, too!

         As these examples show, reminders to “pay attention to our biases” cannot be expected to produce real results. Even when we’re intellectually aware of the existence of biases in general, we underestimate their effect on us in particular. This is called the bias blind spot. As Kahneman observes, “We can be blind to the obvious, and we are also blind to our blindness.”

         The difficulty of catching biases in the act also explains the limited success of interventions that aim to train people to debias their individual judgment. An old joke says that the rude man who steps on your feet to walk out of the theater in the middle of a bad movie is probably an economist who has learned to recognize the sunk cost bias. But what this economist has more likely learned to recognize is a mistake he’s previously made by enduring bad movies until the end, not necessarily the underlying bias. There is no guarantee that the same economist will recognize sunk costs in other situations. It is unlikely, for instance, that he will be faster than average to pull the plug on a failing PhD or to leave an unhappy marriage.

         This example reflects the general conclusion that emerges from research on debiasing: given sufficient training, people can recognize and thwart their own biases in a specific domain. But, with few exceptions, this training does not improve their performance on other problems and in other contexts, because, unless prompted to do so, they do not recognize the need to apply their learnings.

         There is thus a fundamental difference between “normal” mistakes and cognitive biases. After all, would Daniel Kahneman have won the Nobel Prize in economics if he had simply rediscovered, two thousand years after Seneca, that “to err is human”?

         Correct a Bias, but Which One?

         In the preceding chapter, we touched briefly on the second reason biases are hard to combat: in real life, unlike in laboratory experiments, there’s never just one bias. Mistakes usually occur when several biases are present, reinforcing, or sometimes counteracting, each other. Even if we manage to correct one of these biases, there’s no guarantee that our decisions would end up improving.

         For instance, suppose that you have learned from experience that you are very susceptible to overconfidence. Could you come up with a simple way to routinely remind yourself to pay special attention to this peril? What a practical way it would be to teach yourself some much-needed humility!

         Some, in fact, have tried this before. One of them was Bill Bernbach, the legendary ad man credited with the 1959 “Think Small” campaign for the Volkswagen Beetle. It’s said that he always kept a laminated card in his jacket pocket that read: “Maybe he’s right.” Bernbach didn’t know what a bias was, but he was keenly aware that he could, like anyone, be wrong. Since he was regarded as a genius in his field and was therefore in a position to confidently trample over any disagreements, he became aware of the dangers of overconfidence.

         But could he still escape all cognitive biases? By paying more attention to his colleagues’ opinions, was he at risk of tolerating a form of groupthink? When he chose to take out his “Maybe he’s right” card in response to one comment but not another, wasn’t he giving in to champion bias, listening to some of his colleagues more than others? Interestingly, the wording of his reminder suggests that his humility didn’t go so far as to imagine he could be usefully contradicted by a woman…

         Hopefully, Bernbach sometimes managed to catch himself red-handed in the act of overconfidence. But he could not identify, let alone control, all the other biases that interfered with his judgment. A more accurate self-admonition might have been, “Maybe I’m wrong.” Unfortunately, such a reminder isn’t very helpful. “Maybe I’m wrong, but how?”

         What Would Be the Cost of

Correcting Your Biases?

         The third problem is perhaps even more important: even if we could repress our own biases, even if we could become entirely rational, cold, calculating decision makers, it would be a bad idea! As we saw when discussing intuition in chapter 3, our biases are a by-product of heuristics, intuitive shortcuts we use as a powerful, fast, and effective method to make most of our daily decisions. And for the vast majority of our decisions, our heuristics give excellent results.

         Consider pattern-recognition biases. When we recognize patterns based on our experience, we use a decision-making heuristic. Evidently it is not always wrong to use our past experience, rely on analogies, and cultivate our instincts! Similarly, action-oriented biases are the flip side of a productive heuristic: being optimistic is generally advantageous. Social biases arise as a result of a heuristic that suggests that the judgment of others is generally sound—because in many situations it is. The same is true when we defend our interests (at the risk of self-serving bias) or when we prioritize stability over sudden changes of direction (at the risk of inertia biases).

         With all that we hear about the damage biases do, it’s easy to forget that we have them for a reason: our heuristics can lead us astray, but they also render us indispensable services. Kahneman and Tversky made it clear in the very first paragraph of their seminal 1974 article introducing “Heuristics and Biases”: “In general, these heuristics are quite useful, but sometimes they lead to severe and systematic errors.” (Italics mine.) Depriving oneself of tools that are in general essential in order to avoid sometimes making mistakes would be a very bad deal.

         Individual Biases, Organizational Decisions

         To summarize, becoming aware of our biases is extremely difficult; knowing in advance which biases to neutralize is impossible; and even if it were possible to become a bias-free decision maker, this would do us more harm than good. The bottom line: we can’t will our own biases away. Self-help is not the sort of help you need against biases.

         This combination of challenges has led many experts to be quite pessimistic about the possibility of debiasing. Asked about the possibility of individuals debiasing themselves, Daniel Kahneman once replied: “I’m really not optimistic. Most decision makers will trust their own intuitions because they think they see the situation clearly.” Dan Ariely, who has written bestselling books on irrational decision-making, resists the temptation to promise his readers “recipes” for avoiding biases and acknowledges: ﻿“Despite the fact that I understand and can analyze some of my decision biases, I still experience them. They never completely cease to influence me (this is something to keep in mind as you attempt to become a better decision maker).” Moreover, if knowledge of our biases was sufficient to improve decision-making, we should have seen a noticeable improvement in the quality of all kinds of decisions by now, given that nearly half a century has passed since Kahneman and Tversky’s first publications. Such improvement is, to say the least, not obvious.

         But wait…if there is no way for us to overcome our biases, and if biases cause mistakes, why aren’t these mistakes even more frequent? Logically, if biases sometimes, but not always, cause mistakes, there must be other factors at work. What are these factors?

         As we shall see, the answers to these questions will put us on the path to reliably making better decisions. This is because it introduces an essential distinction we have not emphasized so far, a distinction between two levels of analysis: individual and organizational.

         The biases we have discussed here, for the most part, affect the individual. Overconfidence, loss aversion, the halo effect, self-serving bias, and others all affect the judgment and decisions of individuals. Even groupthink only concerns small groups, like management teams. Yet the strategic errors we have analyzed are not made by individuals alone. When we note the high frequency of overpaid acquisitions, of project overruns, or of escalating investments into failing subsidiaries, we’re observing the error patterns of organizations.

         Confusing these two levels of analysis is frequent in casual conversation: observers routinely attribute the errors of organizations to the individuals who lead them. It is nonetheless a dangerous oversimplification. The traits, strengths, and weaknesses of individuals do not simply scale up to determine the behaviors of organizations. We can all see, for instance, that an organization’s ability to make enlightened choices cannot be predicted from the average IQ of its leaders; or that a company may hire many enterprising and creative individuals and nevertheless fail to bring successful innovations to market.

         This should make us think twice before we attribute the mistakes of companies or governments to the biases of individuals. We know that individuals commit systematic errors of judgment, but in order to explain the mistakes of organizations, we need to look at the mechanisms through which individual choices are translated into an organization’s decisions.

         Conversely, in order to prevent mistakes at the organizational level, we will have to seek organization-level decision-making mechanisms that counteract individuals’ biases instead of tolerating or amplifying them. Most research on debiasing has found, as we’ve discussed, that debiasing the decision maker is very difficult. But methods that change the environment of the decision maker, instead of her way of reasoning, often give good results.

         The bottom line: obsessing over our own biases and how to reduce them is a waste of time. The way to improve decisions in an organization is to improve the decision-making practices of the organization.

         This apparent tautology has a crucial consequence: if a decision must be the organization’s decision, not just its leader’s, then this leader cannot decide alone. The art of decision-making must have a collective dimension. A smart leader facing a strategic choice will rely on her team, ask experts, consult the board of directors, and speak to advisors. She knows that she cannot correct her own biases, but she trusts others to see them quite clearly and help her avoid mistakes. Even if she is the one making the final call, she will never be alone in the decision-making process. By conceding defeat in the individual battle against her own biases, she improves her chances of winning the collective war against bad decisions.

         But input from multiple individuals, though necessary, is not sufficient. If groups always made good decisions, none of the mistakes described earlier in this book would have happened. In terms of decision-making, teams are capable of both the best and the worst.

         Kennedy vs. Kennedy

         A historical example provides a striking illustration of the two extremes of collective decision-making. Chapter 8 described how President Kennedy’s team made a disastrous decision regarding the Bay of Pigs invasion. Eighteen months later, Kennedy would nevertheless succeed in handling the Cuban missile crisis with such clearheadedness that it remains a case study in negotiation and international relations courses today. The difference between these two sets of decisions does not lie in the makeup of the team—it was essentially the same. It lies in the method that Kennedy implemented in the second case.

         Following the futile Bay of Pigs offensive, Cuba had strengthened its ties with the Soviet Union. The Americans suspected that the Soviets had set up nuclear ballistic missiles in Cuba, and on October 14, 1962, they confirmed that this was true. The missiles put all cities on the Eastern Seaboard within easy reach of a nuclear strike. This represented an unacceptable threat for the United States.

         JFK quickly set up a fourteen-person committee he called ExComm to manage the situation. This committee would look for ways to resolve the crisis. ExComm also assisted Kennedy in managing his communications with the American people, their allies, and his Soviet counterpart, Nikita Khrushchev.

         At the beginning of the Bay of Pigs crisis, JFK faced a binary choice proposed by the military: to do nothing or to invade Cuba (the plan many of his advisors favored). In the Cuban missile crisis, Kennedy took a different approach suggested by his brother Robert: as his character memorably puts it in the movie based on his memoir, Thirteen Days, “We’ve got a bunch of smart guys. We lock ’em in a room and kick ’em in the ass until they come up with some solutions.” ExComm identified several intermediate options between inaction and invasion, including the idea of a naval blockade, which would prove decisive.

         The members of ExComm then worked as a team to evaluate these different options. According to historians of the crisis, in the first days following the discovery of the missiles, ExComm was leaning toward “hard” options. It then gradually moved away from these ideas and adopted the idea of the blockade, first introduced by Defense Secretary Robert McNamara. Despite the overt opposition of some members, the president gradually became convinced of the merits of this option.

         Discussions were heated and sometimes took an unexpected turn. When the option of an air strike seemed to predominate, Undersecretary of State George Ball undermined it by making a counterintuitive analogy: he compared the planned strike on Cuba to the surprise attack on Pearl Harbor that the United States had suffered twenty years earlier. By doing this, he forced his colleagues to consider its consequences from the point of view of the adversary and of international public opinion.

         Most of the members of ExComm, starting with the very influential Robert Kennedy, changed their views at one point or another during the crisis, not only because new facts appeared (for instance, through secret contacts with Soviet diplomats), but because their judgment of the various options’ chances of success and of consequences evolved. Two of JFK’s advisors were explicitly tasked with acting as “intellectual watchdogs” (another name for the well-known devil’s advocate) to uncover the weaknesses of the plans under consideration. The ongoing and often passionate debates about each plan were key to finding a solution to the crisis.

         The management of the Cuban missile crisis is considered a classic example of successful teamwork. This team behaved in a radically different way than the team that decided on the Bay of Pigs invasion—even though it was made up of many of the same people. It avoided making a rushed decision. It forced itself to reject a binary choice and to generate and consider several alternatives. It encouraged the expression of diverse and contradictory viewpoints on these options and their possible combinations. It accepted that its members could change their minds. It searched for information to evaluate the reactions each option would elicit and the consequences it would produce.

         In a word, ExComm adopted a working process that was conducive to effective decision-making. JFK understood that it was not enough to simply surround himself with a team of brilliant individuals. This team had to follow the right method, to use the right process.

         Luckily, the decisions corporate executives make do not involve nuclear strikes. But when the time comes to sit around a table and make a strategic decision, they would benefit from asking the same questions Kennedy answered in 1962: What team should they put in place to inform the decision? What process should they establish in order to get the best out of this team? By focusing first on team and process, they will ensure a better decision.

         As we will see in the next chapter, this is exactly what we do when the stakes are high and failure is not an option.

      
   


   
      
         
            
               The Impossibility of Overcoming Your Own Biases in Thirty Seconds

               
                  	Trying to debias yourself generally doesn’t work, for several reasons:

                     	Biases are not ordinary mistakes: being aware that they exist is not enough to correct them.
        
                        
                        	No one becomes less confident after participating in a test that shows collective overconfidence.

                        


                     	Bias blind spot: “We can be blind to the obvious, and we are also blind to our blindness.” (Kahneman)

                     	In any situation, there are multiple potential biases: It’s not easy to decide which bias to combat.

                     	Heuristics, of which biases are the flip side, are essential to us.

                     	Unlike individuals, organizations can improve their decisions by changing their decision-making practices.
        
                        
                        	“Changing the environment” instead of “changing the decision maker.”

                        


                     	Two conditions exist to do this: collaboration, so some individuals can correct the biases of others; and process, so the group does not devolve into groupthink.
        
                        
                        	The decision-making process was the difference between the successful management of the Cuban missile crisis and the disastrous decision in favor of the Bay of Pigs invasion.
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            When Failure Is Not an Option

            Collaboration Plus Process

         

         
            Failure is not an option.

            —Attributed to Gene Kranz, flight director, in the movie Apollo 13

             

         

         One rainy afternoon you are wandering through the slick streets of a small city you have never visited before. Your business meeting was just canceled at the last minute. Bad luck: you have to bide your time in this town until your flight. The rain is coming down harder now. Hugging your briefcase, you seek shelter under an archway and notice that groups of people are coming in. As it happens, this is the courthouse, and a trial is about to start. With time on your hands, you may as well sit in on the proceedings. At least this way you will have a story to tell your colleagues when you return.

         You take a seat in the courtroom as the trial begins. The case concerns an alleged burglar who shot the homeowner when confronted. The victim died soon after the paramedics arrived. A gloomy story in a gloomy town…but at least you’ve found an interesting way to pass your time, sheltered from the rain that continues to beat against the windows of the courthouse.

         That’s when things take a surprising turn. Instead of the usual proceedings of a trial, seen in countless TV crime shows, the prosecutor walks over to a projector, opens his laptop, and begins presenting a deck of slides. Deftly using PowerPoint, he starts with the timeline of events on the night of the crime, challenging the defendant’s alibi: he had ample opportunity to reach the crime scene between the time when he was last seen by a witness and the time when the murder was committed. The prosecutor calmly proceeds with his demonstration, holding the room’s attention as he clicks through exhibit upon exhibit: photos of the crime scene, the weapon, the forensic findings, the fingerprints left by the defendant, even a Google Maps plot of the murderer’s escape route. As he reaches the end of his argument, the prosecutor displays a one-page summary with clear, concise bullet points recapitulating his previous slides. He then gives his closing statement: the defendant should be found guilty and sentenced to life in prison with a minimum of twenty years.

         Sitting in the back of the courtroom, you have completely forgotten your setbacks this morning and are absorbed in this solemn moment. You are more than a little impressed by the prosecutor’s presentation style: the justice system is much more professional than you thought! Naturally, you now expect the defense attorney to use the same techniques to try to show to the jury that the defendant is not guilty, or at least to establish reasonable doubt.

         But nothing of the sort happens! First, you just noticed that no jury is present in the room. This case is tried before a judge. This is strange enough already.…Then, instead of giving the floor to the defense, the judge starts a conversation with the prosecutor, challenging some of the points he has made: could he go back over the third slide and explain how one piece of evidence fits into his story? The prosecutor goes back and explains. Could the prosecutor confirm that the crime weapon was properly identified by ballistics experts? Yes, it was, the prosecutor replies confidently. After a few more questions and answers, the judge thanks the prosecutor for his clarifications. Finally, without further ado, he declares the defendant guilty and puts him behind bars for the next two decades.

         The Courtroom and the Boardroom

         You wake up from this nightmare with a start, seated in a plane soaring above the rain clouds, already far from this strange little town. Stretching, you think how odd this dream was. Clearly, no trial would ever look remotely like this! Even some of the world’s worst dictators, when they want to send their political opponents to a labor camp, maintain a facade of proper procedure in order to create the illusion of due process. The appearance of a fair trial has such a grip on our collective imagination that even terrorist groups often stage morbid mock trials before executing their hostages.

         So why aren’t we shocked by the fact that the scene in this imaginary, nightmarish courtroom looks very much like what we see in boardrooms when reviewing an investment proposal, a restructuring plan, or a planned product launch?

         A CEO, surrounded by a management team, is hearing the “case.” She must make the final decision. A manager who has studied the project, is in favor of it, and makes no mystery about that defends the proposal. As this “prosecutor” makes his case, the rest of the audience may ask questions or voice opinions, but they are not required to. If they do speak up, their interventions do not have to follow any specific rules of procedure. After the presentation, the CEO plays two roles at once: she must act as the attorney for the opposite side, who challenges the presenter’s facts and recommendations, and also as the judge who, once convinced, makes the final decision.

         Of course, you might object that managerial decisions are very different from legal rulings. They must be fast, unlike the notoriously slow justice system. The stakes are not necessarily as high. Plus, executives are assumed to be competent and correctly incentivized, and we trust them to make decisions.

         But these differences hardly justify such an astonishing discrepancy in method. Just like the people in whose name justice is rendered have a right to demand the best possible judicial decisions, the stakeholders of a corporation expect quality business decisions. Speed is irrelevant: there can be varying degrees of urgency in companies, as in courtrooms; and when justice is slow, it’s not because of the time it takes to hear both sides of an argument. The importance of the stakes is not a meaningful difference, either: we do not drop all expectations of due process when the infraction is a minor one; and some corporate decisions are quite consequential. Finally, our confidence in the competence of the decision makers is just as irrelevant: requiring judges to observe procedural rules does not imply that we doubt their wisdom or their impartiality.

         To understand the roots of the difference in approach between corporate choices and judicial decisions, we must understand how they came about. Legend has it that Louis IX, king of France (later canonized as Saint Louis), rendered justice to his subjects while sitting under an oak tree. His decision-making system looked quite a bit like our imaginary trial: although thirteenth-century petitioners did not resort to PowerPoint, they had a chance to make their case, and the wise, omniscient king, after he questioned them, issued his ruling. If modern justice systems no longer look like this, it is because the obvious limitations of this medieval decision-making model became unacceptable to the people. Any observer could see that judges, even if they were kings or lords, were subject to their emotions and biases, could be personally connected to one of the parties, could be influenced by a deceptive presentation of the facts, and so on. Regardless of personal qualities, a judge is a human being, and many factors can lead him to make an unjust decision. This risk can never be completely eliminated, but democratic judicial systems evolved to reduce it. The procedural requirements generally known as “due process of law” act as safeguards against arbitrariness and human error.

         Corporate decision-making has not evolved in the same way, except for certain specific processes (for instance, the development of rules that prevent conflicts of interest). Unlike citizens who scrutinize the justice system, shareholders and directors of companies have apparently not perceived the importance of accurate decision-making. That is, in essence, why CEOs still make decisions in much the same way Saint Louis did under his oak tree.

         This observation isn’t meant to question the skill, and certainly not the integrity, of these executives. (No one questioned the good judgment of Saint Louis, either!) And of course some individuals are better than others at keeping their biases at bay. Some leaders may be clear-sighted enough to resist many pattern-recognition biases. Others will be humble and cautious enough not to fall prey to action biases. Some will have the courage to overcome inertia bias within their organizations; others will be independent-minded enough to liberate themselves from groupthink. One hopes that some will even have enough integrity to be impervious to self-serving bias.

         But this is quite a list of virtues to expect from business leaders. Sure, biases do not lead all decision makers astray all the time. Conversely, we cannot expect that all our leaders embody all these virtues and overcome all their biases in all their decisions. In boardrooms just as in courtrooms, it’s not enough for a decision maker to be virtuous. The individual must also be able to collaborate with others; decisions can’t be made alone. And wisdom must arise from process, not from individual virtues. Collaboration and process are the principles on which sound decisions are based.

         When Failure Is Not an Option

         It is striking to note that collaboration and process can be found in many situations in which the cost of error is unacceptable. When, like the Apollo 13 astronauts, we know that “failure is not an option,” we count, of course, on talented individuals—but we also rely on teamwork and on carefully designed methods.

         French astronaut Jean-François Clervoy, a veteran of three missions on the Atlantis and Discovery space shuttles, knows what “failure is not an option” means. Space travel is a high-risk activity: “Based on historical data,” he says, “an astronaut knows that the chances he won’t come back are somewhere between one in two hundred and one in one hundred.” Fourteen astronauts on American vessels and four Russian cosmonauts have lost their lives since space exploration began.

         However, none of these accidents happened while astronauts or cosmonauts orbited Earth. Only one accident, which cost three Russian cosmonauts their lives in 1971, occurred outside the atmosphere, during the pre-reentry phase. All the others took place during takeoff or reentry into the atmosphere, for reasons that had nothing to do with the astronauts’ behavior.

         This is not to say that all other missions were uneventful. Astronauts have managed to face and survive countless serious crises, including the Apollo 13 incident. They have been in spaceships struck by lightning. They have faced module separation failures. They have dealt with toxic gas leaks, fires on board, collisions in space, and engine malfunctions. How did these serious accidents in an incredibly hostile environment not cause any loss of life?

         First of all, because the equipment is engineered to minimize risks. As Jean-François Clervoy observes, “From the time the equipment is designed, all possible failures that are either too likely or too consequential are identified and addressed.” Second, because the astronauts’ training prepares them to make the right decisions in the most challenging and unpredictable situations: “Seventy percent of our training time is spent in high-fidelity flight simulators, practicing how to handle all possible situations, with instructors who imagine increasingly complex combinations of equipment failures in order to trick us.”

         But, above all, space explorers depend on a rigorously standardized process. As Clervoy explains, “For each type of emergency situation—fire, air leak, exposure to toxic products—and for less serious incidents, there is a checklist that we follow meticulously. In the space shuttle, this documentation, which was available in paper form, was a massive set of books. There’s no room for improvisation.” 

         Obviously, astronauts are an elite group, selected from thousands of candidates. Through extensive training in extreme conditions, they acquire “perfect knowledge of the vessel, leaving no room for the unknown,” Clervoy says. Yet when an incident occurs, they will first and foremost rely on a predetermined process. What a lesson in humility for those of us who believe we can trust our instincts.

         That’s the process. What about collaboration? As Jean-François Clervoy explains, even if all astronauts are thoroughly trained, each one must share his or her doubts and be able to speak with complete trust. Each astronaut must admit any mistakes or hesitations. The “cowboy culture” seen in The Right Stuff, where errors were shameful and had to be hidden away, is long gone. Instead, astronauts are encouraged to discuss any doubts and report any mishap. They are thanked for doing so and debriefed so that lessons can be drawn for training the next crew or refining the checklists. If astronauts make sound, lifesaving decisions, they owe it to process, not improvisation, and to collaboration, not individual genius.

         Airline pilots have had their share of “avoidable” disasters, too. One of these changed the history of civil aviation. In 1978, the crew of United Airlines flight 173 discovered a malfunction with its landing gear while preparing to land in Portland, Oregon. The captain began to circle above the airport and search for the cause of the problem in order to solve it. Thirty minutes later, the plane crashed just a few miles from the airport, killing eight passengers and two crew members.

         Incredibly, the plane had just run out of fuel. The captain was so completely and single-mindedly focused on the landing gear problem that he failed to check the fuel gauge. Cockpit voice recordings showed that he ignored repeated warnings from his copilot and flight engineer about the fuel level. It also revealed that the crew members had not expressed these warnings to their superior in the clear, assertive, and urgent manner the situation demanded. This is the defining characteristic of this type of human error: it happens when the most senior person, not a subordinate, is at the controls. Sure of himself, surrounded by a crew that is too deferential and fails to challenge him, the captain confidently pilots his plane straight into disaster.

         The crash of United flight 173 did at least have the benefit of raising awareness of this problem. It led to the development of cockpit resource management, or crew resource management (CRM), in the late 1970s. Developed by the National Transportation Safety Board and NASA, this set of techniques is designed to improve communication among crew members and to give them the tools to handle unexpected problems together. How does CRM reduce the incidence of human error? Quite simply, by relying on collaboration and process. Subsequently, CRM techniques have been adapted and adopted by professions as varied as firefighters, air controllers, and some medical teams.

         Yet CRM is only one of the processes that civil aviation depends upon. The most basic component is the checklist. To realize how completely we have internalized the value of checklists in this setting, imagine yourself comfortably seated in a plane about to take off and hearing the following announcement from the cockpit: “Ladies and gentlemen, this is your captain speaking. Welcome on board. We are running late and I really want to get you to your destination on time. So I’ve decided not to waste time going over the pre-takeoff checklist. Don’t worry, I know this plane like the back of my hand. Fasten your seat belts!” Chances are you would not be reassured.

         This thought experiment illustrates an important point: when we benefit from the quality of decisions, we all see the value of collaboration and process, and of the tools that embody these principles. It is only when we picture ourselves as the decision maker that we fail to see this value and don’t like a systematic discipline forced upon us.

         Atul Gawande makes this point forcefully in his remarkable book The Checklist Manifesto. Gawande headed the development of a universal surgical safety checklist for the World Health Organization. Checklists serve the same purpose in the high-risk environment of an operating room as they do in an aircraft: they impose process and force a degree of collaboration. The surgical safety checklist asks medical teams, for instance, to verify the patient’s identity, to confirm that they are performing the right procedure, and to make sure that all members of the medical team have introduced themselves by name and role. These simple checks have a significant effect: they reduce complications by one-third and postoperative mortality by half. As Gawande points out, if a medication could guarantee such results, it would instantly become a blockbuster drug.

         Nevertheless, introducing the checklist is not easy. Even after testing it and verifying its positive effects, about 20 percent of surgeons refuse to adopt it, claiming that it’s not worth the time it takes. As Gawande explains, experienced surgeons can sometimes see themselves as above the need to slavishly follow a list of standardized steps. So Gawande asked the same surgeons a different question: if you were the patient and you were about to have an operation, would you like the checklist used? The answer: 93 percent of surgeons would insist upon it. Clearly, when you are the patient, failure is not an option.

         “Total Quality” in Decision-Making

         Justice, space travel, civil aviation, surgery: in all of these arenas, collaboration and process demonstrably improve decisions. But what about in “ordinary” companies and in universities and government offices?

         Fortunately, they too use elements of “collaboration plus process.” The most widespread example is the total quality approach in manufacturing, which aims to systematically reduce waste while improving the quality of finished products. It includes methods such as Toyota’s “Five Whys”: by asking “why” five times instead of just once, you aim to go beyond superficial explanations and get at the root causes of a problem. Collaboration is also a core element of most quality management approaches, which rely on the active involvement of workers and managers to discover problems and find solutions.

         Consider other examples of this. For instance, there is nothing revolutionary about the idea of building a working team that collaborates to solve a problem, or about giving that team a formalized process to work with. But, curiously, the propensity of organizations to use collaboration and process is inversely proportional to the importance of the decision at hand. Most organizations have much more formalized methods for making daily decisions than for making strategic ones. Almost all companies have a procedure for buying office supplies, but very few have a formalized process for buying a company and merging with it!

         In other words, most companies have rigorous processes to ensure a high degree of quality in their manufactured products, but few apply the same rigorous standards to their decision-making. Any organization, regardless of whatever else it makes, is a factory that makes decisions, but this virtual factory is not held to the same quality standards as the real one.

         In theory, corporate governance has a role in ensuring decision quality. When a board of directors or supervisory board is required to approve certain types of decisions (for example, investments above a certain amount), this is a form of process; and since the board is a collegial body, there is, in theory, some collaboration. Yet even if boards operate in an effective and collaborative way (and that is a big “if”), good governance is not enough. To return to the factory analogy, governance is quality control: it checks that the “product,” the decision submitted to the board of directors, meets certain standards. But quality control doesn’t make good products. A good manufacturing process does. Similarly, effective governance can encourage leaders to establish a good “manufacturing process” for decisions, but on its own it is not sufficient to improve the quality of decision-making.

         Indeed, in situations in which failure is not an option, the presence of a supervisory authority is not the main reason for the presence of high-quality decision-making systems. Judges’ respect for the due process of law is not based on the fear that they will be voted out if they fail to observe it. And the reason NASA astronauts use their checklist has nothing to do with the fact that mission control is watching from Houston. In both cases, the decision makers are trying to make the best decisions possible, and they are sincerely convinced that collaboration and process are the best way.

         This leads to an important question. When it comes to strategic decisions, are we as convinced of the value of “collaboration plus process”? How do we know that they produce better results than any other possible approach? That is the question we explore in the next chapter.

      
   


   
      
         
            
               Collaboration Plus Process in Thirty Seconds

               
                  	We consider due process essential because we know that a judge’s individual merit is not sufficient for avoiding bad decisions. However, organizations generally do not hold themselves to the same standards: Do they care less about the accuracy of their choices than citizens care about justice?

                     	In general, organizations enforce “collaboration plus process” whenever failure is not an option…
        
                        
                        	Astronauts are trained to apply the rules, not follow their instinct.

                           	Airline pilots are encouraged to rely on the crew and on procedures.

                           	Surgeons can reduce the incidence of complications by using checklists.

                        


                     	…or for lower-level decision-making…
        
                        
                        	Formalized procedures for buying office supplies, not for buying companies

                        


                     	…but usually not for strategic decisions.
        
                        
                        	Good governance is not enough.

                           	Why don’t we demand “total quality” in the “decision factory”?
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            A Good Decision Is a

Decision Made the Right Way

            Is Paul the Psychic Octopus a

Good Decision Maker?

         

         
            ’Tis not in mortals to command success,

            But we’ll do more, Sempronius; we’ll deserve it.

         

         
            —Joseph Addison, Cato

             

         

         During the 2010 FIFA World Cup in South Africa, soccer fans and sportswriters paid a lot of attention to a specimen of Octopus vulgaris living a tranquil life in Oberhausen, Germany. This octopus, which went by the name of Paul, seemed to demonstrate an extraordinary gift for prophecy: he predicted the winner in each game Germany played.

         To facilitate this ritual, before each game, Paul’s owner placed identical amounts of food on either side of the aquarium in boxes decorated with the respective flags of the competing countries. Paul the Psychic Octopus “chose” where to feed. In this manner, Paul repeatedly selected the future winner: he correctly signaled that Germany would beat Australia, Ghana, England, and Argentina. But don’t mistake Paul for an undiscerning supporter of the Mannschaft, prone to patriotic wishful thinking: he did not hesitate to announce that his team would lose to Serbia at the group stage, then to Spain in the semifinal. Paul was right again in predicting that the Germans would beat Uruguay in the third-place playoffs. As a bonus, Paul foretold that Spain would beat the Netherlands in the final, sealing his worldwide reputation as an infallible prognosticator. All told, he correctly predicted the results of eight out of eight games.

         Obviously, most experts and commentators did not predict as well as Paul the Octopus. This raises the question of whether, if you are a bookie or the head of an online betting company, you should invest in raising a stable of clairvoyant octopi. At least one man thought so: Oleg Zhuravsky, a Russian online betting entrepreneur, offered to buy Paul for the exorbitant sum of 100,000 euros. When Paul’s owner refused, the businessman tripled his offer but was rejected again.

         Luck and Skill

         Zhuravsky’s objective must have been a PR stunt: no one in their right mind could possibly believe that Paul the Octopus was a skilled forecaster. To put Paul’s feat in perspective, consider the possibility that it is merely a matter of chance. The probability that a random process will choose the winner eight times in a row, like the probability of tossing heads or tails eight times in a row, is 0.4 percent: unlikely, but certainly not impossible.i Given the global popularity of the World Cup, we can assume that thousands of animals were “trained” to predict game results. A quick online search shows pictures of cows, hamsters, turtles, even elephants attempting the same feat. If we haven’t heard of them, this is a simple case of survivorship bias. If there was a chicken in China or a goose in Slovenia who selected the losing team eight times in a row, we never heard about it—even though that result would be statistically just as improbable as Paul’s. In any case, what made Paul such a brilliant “decision maker” could be one thing only: chance.

         Outside of casinos, chance is usually not the only factor that determines the results of human decisions. Skill does matter. But how much, exactly? The most extensively studied example is surely the performance of investment managers, which is measured, analyzed, and compared year after year. Despite the required warning that “past performance is not indicative of future results,” investors scrutinize past results carefully before choosing which funds to invest in. Whatever we may or may not believe about efficient markets, when a fund manager beats the fund’s benchmark indices several years in a row, it’s hard to resist the conclusion that this person has superior skill. And if this success persists over a very long period of time, it seems clear that we’re dealing with an exceptional manager.

         This was just the reputation that Bill Miller, the manager of Legg Mason’s flagship fund, had acquired in the early 2000s. Miller managed to beat the S&P 500 index not for one, three, or five years but for fifteen years running. So impressive was this streak that Miller was named “The Greatest Money Manager of the 1990s” by Money magazine and “Fund Manager of the Decade” repeatedly by Morningstar Inc. An informational letter published by a rival bank observed with respect that “for forty years, no other fund had beaten the market for twelve years in a row” (and certainly not, therefore, for fifteen).

         The enthusiasm is understandable: the probability that such a streak could be the product of chance alone seems astronomically small. At least at first sight. If we look more closely, however, the same reasoning applies to Miller’s performance as to that of Paul the Octopus. The probability that one particular manager—Miller—would regularly beat the market during those specific years—from 1991 to 2005—is indeed infinitesimal. But that’s not the right question! There are thousands of managers, and dozens of fifteen-year periods, during which this result could have been observed. Assuming that markets are completely efficient and that the work of managers is just a big game of chance, what is the probability that we would observe this result at least one time, for one manager, over one fifteen-year period? Approximately 75 percent, as calculated by physicist Leonard Mlodinow in his book The Drunkard’s Walk: How Randomness Rules Our Lives. This puts the exceptional nature of the event, and Miller’s achievement, into perspective.

         “Sure,” you might reply, “but still—Bill Miller did it, and no one else! Isn’t it a bit petty to deny Miller the glory he deserves?” If that’s what you think, there’s one more element to consider. During the fifteen years that Miller’s “winning streak” lasted, there were over thirty periods of twelve consecutive months when he underperformed the market. In other words, if his performance had been measured over twelve-month periods running from February through January, or from September through August, instead of calendar years, his exceptional performance would disappear. Miller himself good-naturedly admitted this: “That’s an accident of the calendar.… We’ve been lucky. Well, maybe it’s not 100 percent luck. Maybe 95 percent luck.” For that, at least, he deserves a lot of credit: it’s a rare survivor who doesn’t forget what he owes to survivorship bias.

         Paul the Psychic Octopus and Bill Miller have an incredibly important lesson to teach us. When we evaluate a decision maker, especially a senior executive, we want to judge her on her results. It is natural to assume that a good decision maker is one who makes good decisions, and that good decisions are those that produce good results. Yet this is a dangerous assumption: when we evaluate decisions by their outcomes, we often underestimate the role of chance.

         But that’s not all. In addition to the inevitable intervention of chance, many decisions entail some level of risk. When we evaluate decisions in hindsight, we should not forget to take that level of risk into account. Recall the example of the risky investment from chapter 6: a high-risk, high-return bet can be a perfectly rational choice and nevertheless lead to a loss. Conversely, imagine an executive who gambles the company’s assets at a roulette table and happens to win; or, for a more realistic example, a trader in a bank who engages in unauthorized trades well beyond his limits and ends up producing profits. Neither should be congratulated for making a good decision, as the level of risk they had their company assume was unjustifiably large.

         And there is one more complication. The results we observe do not just depend on the initial decision. A sound decision can be poorly implemented and a mediocre one rescued by flawless execution. It is often said that in business the quality of implementation matters more than the decisions themselves; and although this is an overstatement (just think of some of the strategic decisions described in part 1), it has a core of truth.

         In sum, when we consider the outcome of a decision, what we see is not a pure result of the quality of the initial decision. It is also the result of good or bad luck, an appropriate or inappropriate level of risk-taking, and good or bad execution. Except for extreme cases of success or failure (like some of those related in this book), it is therefore risky to attribute good or bad results solely to a good or bad initial decision. Jacob Bernoulli, one of the founders of probability theory, made the point succinctly in 1681: “One must not decide about the value of human actions from their outcomes.”

         The problem, of course, is that we do decide about the value of human actions from their outcomes…and we will never stop! It’s even one of the most solidly established managerial axioms: “It’s the results that count!” Or, even more clearly: “Better lucky than smart!” As we’ve seen, hindsight bias leads us to hold a decision maker responsible for a failure, even when it was impossible to predict. Conversely, attribution error makes us give the decision maker credit for success, even if luck played a big role. In many circumstances, there’s a lot to be said for the simplicity of focusing on results, and for the accountability it creates. But the price we pay for this simplicity is steep. When we judge decisions (and those who make them) by their results alone, we are making the same mistake as the Russian businessman who offered 300,000 euros to “hire” Paul the Octopus as a forecaster.

         This observation raises many practical questions. How are we supposed to evaluate decisions if not on the basis of their results? And specifically, how can we know if relying on collaboration and process will truly improve our performance?

         After all, there are plenty of counterexamples. There are tyrannical leaders who don’t give a fig about what their collaborators think. There are dyed-in-the-wool intuitive thinkers who break out in hives at the very word process. And quite often they succeed! The image we have of Steve Jobs—rightly or wrongly—is that of a charismatic leader who cared little about collaboration and not at all about process, and whose success was nevertheless unquestionable. Or consider how Masayoshi Son, the founder of SoftBank, describes his decision to invest $20 million in Alibaba in 1999: “He [Jack Ma, Alibaba’s founder] had no business plan…but his eyes were very strong. Strong eyes, strong shining eyes. I could tell.” This, to say the least, is not anyone’s idea of a collaborative decision, much less one that follows a process. Yet it turned out to be perhaps the most successful investment decision anyone ever made: twenty years later, SoftBank’s share in Alibaba was worth roughly $130 billion.

         The flip side, of course, is that the same individuals have made mistakes, too. Steve Jobs’s spectacular failures are part and parcel of his legend. And Masayoshi Son apparently relied on the same gut-feeling approach to make much more questionable decisions than the Alibaba one. These include a much-derided $300 million bet on Wag, the “Uber for dog-walking.” More consequentially, Son made a $10 billion investment in the parent company of WeWork, whose cofounder, Adam Neumann, certainly had strong shining eyes, too (Son compared him to Jack Ma). Neumann, however, had to resign when his eccentric behavior and controversial accounting practices led the company to cancel its initial public offering; and SoftBank had to invest an additional $8 billion to bail out WeWork and stave off immediate bankruptcy.

         Such striking (and contradictory) stories provide great material for after-dinner conversations between businesspeople: “Sure, relying on gut feeling does not work every time! But sometimes it does…” The heart of the matter, of course, is that in an uncertain world, no approach can possibly guarantee success. The question we should try to address is a more nuanced one: how much of a difference, if any, does one decision-making approach make, relative to another approach? Specifically, what is the effect of “collaboration plus process” on the quality of decisions?

         One Thousand and One Investment Decisions

         We cannot hope to answer this question by discussing isolated examples. Just as there are examples of successful gut-based decisions, and counterexamples in which they fail miserably, we can produce many anecdotes to support—or dispute—the claim that collaboration and process produce good results. Examples cannot lead us to a conclusion, especially when risk-taking, execution, and chance greatly affect the results.

         We can, however, approach the problem as a statistical one. To do so, we must consider a large sample of decisions and compare those in which “collaboration plus process” was used with those in which it was not. The outcomes of these decisions will all be affected by chance factors, of course, but there is no reason to expect that chance will favor those who decided in one way rather than the other. Accordingly, we can expect chance factors to cancel each other out and the decision-making method’s effect on the outcome, if it exists, to become visible.

         This is the idea behind a 2010 study covering 1,048 decisions in all industries. The decisions in question were all investment choices (because the return on an investment is an indisputable measure of its success) and included mostly strategic investments (mergers and acquisitions, new product launches, and so on). In order to determine the impact of collaboration and process on decision quality, for each one of these decisions, the respondent answered a series of questions about how the decision was made.

         Half of the questions concerned the analytical tools used: for example, did you construct a detailed financial model? Did you perform sensitivity analyses of the main parameters of this model? These questions tested the thoroughness of the number-crunching and fact-finding—in short, whether the decision makers did their homework. This is the “what” of the investment decision.

         The other questions were not about the “what” but about the “how,” and specifically about collaboration and process: Was the decision team composed of people chosen for their skills, not just for their rank? Did you explicitly discuss the uncertainties surrounding the decision? Did you have a decision-making meeting during which someone suggested not making this investment?

         The conclusion: “How” factors—the quality of collaboration and process—explain 53 percent of the variance in return on investment. “What” factors—the quality of analysis—explain only 8 percent of the results. The remaining 39 percent is explained by variables related to the sector or the company, which are not specific to the investment in question and over which the decision maker has little or no control.

         This result is so surprising that it bears repeating. If we leave aside the factors in an investment decision that we cannot control, “collaboration plus process” counts more than analysis—six times more. The way we make the decision—the “how”—is six times more important than the contents, the “what”!

         Analyze Less, Discuss More!

         To get a sense of how counterintuitive these results are, think back to your most recent investment decision—or reflect on the next one you’ll make. If your company works like most large organizations, you will rely on an array of calculations: sales forecasts, cost projections, cash flow forecasts, expected return on investment and payback time, and so forth. You can count on teams of professionals to conduct and review these analyses, applying rigorous standardized methods. Experts in your finance department probably have debates about these methods: Should we change the hurdle rate we use to evaluate investments? Should we introduce multiple scenarios with “optimistic” and “pessimistic” cases? In the end, if this research is given the attention it deserves, your company spends a massive amount of time on it.

         Now, how much time you do really spend discussing these analyses and the hypotheses underlying them? Moreover, have you given any real thought to the decision-making process during which this discussion takes place? For instance, in what meeting should the discussion occur? Who should participate? At which stage of project development should the meeting happen? In many organizations, these questions are never asked. Instead, a decision maker or decision-making committee meets periodically, with an investment review as one of its agenda items. It receives a set of analyses supporting the proposed investment, which it knows have been done carefully and according to procedure. It reviews them (possibly after a presentation by the investment’s chief advocate) and decides to approve or reject the proposal.

         In other words, we spend most of our efforts on the “what,” the content of the analysis. We invest very little in the “how,” even though it is decisive. When the time comes to decide, we are so focused on the rational, quantifiable, objective aspects of the project that we simply do not realize the impact of collaboration and process.

         To understand why this impact is so large, it is useful to look at the specific aspects of the “how” that make a difference. What are the practices of our 1,048 decision makers that are most closely associated with investment success? Those that enlist collaboration and process to fight the biases that are typical of investment decisions. Four questions in particular separate the best decisions from the worst ones.

         First of all, did you have an explicit discussion about the risks and uncertainties associated with the investment proposal? It’s clear that if such a discussion does not happen, the risk of overconfidence is high. Yet it often does not take place, because when the mood around the investment is positive, no one wants to preach doom and gloom and spoil the party.

         Next, in the discussion of the proposal, were points of view that contradicted those of senior leaders aired? It’s easy to see why this practice can combat groupthink. If meeting participants tend to align, consciously or unconsciously, with the boss, it’s unlikely that contradictory views will be openly voiced.

         Third, did you deliberately seek out information that would contradict the investment thesis, instead of focusing only on data that supports it? As you will recall, this is a direct countermeasure against confirmation bias, which naturally leads us to acquiesce to proposals.

         Finally, were the criteria for approval predefined and transparent for all those taking part in the discussion? This practice helps shield the decision-making group against storytelling bias. We have seen how easy it can be to justify any decision by building a good story from cherry-picked data. Without clear, predefined criteria, the risk is that your reasoning and the choice of data that supports it will be dictated by the conclusion you want to reach: “Sure, this investment doesn’t meet any of our financial criteria, but we should do it for ‘strategic’ reasons, such as…” Or, on the contrary, if it meets all your investment hurdles but you don’t like it, “It looks good on paper, but I don’t think it’ll work, because…”

         Part 3 of this book will discuss techniques you can use to organize and stimulate discussions such as those held by investment committees. But the key takeaway from this study of investment decisions is a simple one: if you have an hour to spare before you need to make a big decision, don’t spend it doing more analysis, looking for additional information, or running the financial model one more time. Instead, invest this time in quality discussion. Analyze less, discuss more!

         Process vs. Facts?

         You may wonder why, according to this study, analysis seems to have such a small impact on the quality of decision-making. Does this mean that discussion, all by itself, leads to good decisions? Can we just have a friendly talk over a couple of beers and spare ourselves the number-crunching? Of course not. The reality is more nuanced.

         In truth, almost all of us are capable of producing good financial analysis on proposed investment decisions. Most people (and most companies) run through the same analytical rituals and use the same formulas and software. The technical quality of financial analysis is no longer a source of differentiation between good and bad decisions: it’s a prerequisite.

         Admittedly, the quality of the information and data underlying such analysis can sometimes make a big difference. But in the case of investment decisions, this is relatively rare: the data that supports the financial model (sales targets, cost forecasts, estimated timetables, and so on) is often gathered in the same standardized way, by the very people who are proposing the investment. Except when an inquisitive boss or an especially persistent analyst takes it upon herself to challenge the project champion, a routine investment analysis is generally not based on very original data.

         In other words, analysis that makes a difference does not happen naturally. What makes it more likely that it will be produced? Good process! For instance, to go back to one of the four elements most closely associated with quality decisions: deliberately seeking out information that contradicts the investment idea is not a “standard” practice, but it is certainly the mark of a good decision-making process.

         Above all, even the best research and the most insightful analysis will be useless if they are not discussed. This problem jumps out at us when we look at postmortems. I once worked with an investment fund that had the good sense, after a particularly disappointing investment, to reexamine its decision process. The fund’s leaders wanted to understand how the due diligence team and then the investment committee decided to acquire a company that—in hindsight—had serious issues. When they dug up and looked over the successive versions of the discussion documents submitted to the investment committee, they noticed something strange. In the very first presentation, three questions were listed as potential deal breakers: the low skills of some key executives, weakening demand for one of the product lines, and concerns about the solidity of one patent. In the second presentation, two of these problems had disappeared, with the third just mentioned in passing. In the final presentation before the investment decision, the three deal breakers had simply vanished. No explanations were given to justify how these issues were addressed, and apparently no questions were asked. Naturally, with each new presentation, the overall tone became more optimistic as the deal came closer to its conclusion.

         Interestingly, the fund’s forensic analysis did not stop there. It also looked at the reports made by the team handling the company after the acquisition. What were the most urgent issues to deal with as the ink on the acquisition contract dried? The same three that had been raised, months earlier, in the first due diligence report. One of them would turn out to be the main reason for the bitterly disappointing outcome of the acquisition. The issues hadn’t gone away; they had just been swept under the rug, under the pressure of groupthink and collective overconfidence—the “deal fever” well known to anyone who has been involved in mergers and acquisitions. In this case, as in many, the facts had been dug out. All the necessary analysis had been done, and done right. But a flawed decision-making process had rendered it completely useless.

         As this example shows, it does not make much sense to pit facts and figures against good process. If statistical analysis shows that process makes more of a difference than calculations, that’s not because analysis is pointless: it’s because it is almost always there, but it takes a good process to exploit it.

         The practical implication is that, if you’re trying to improve the quality of your decisions, the place to start is the decision-making process. After all, a good team following a good decision-making process should be able to realize when important information is missing, and to make sure the required analysis is quickly carried out. Good decision meetings will get the missing spreadsheets produced. But the reverse is not true: no one has ever seen a spreadsheet call a meeting.

         From Process to Decision Architecture

         So, process is key to making good decisions. But—and this is an understatement—the word process often evokes mixed feelings. Many leaders have an allergic reaction to the term. To some, letting a process take care of decisions is the opposite of exercising business judgment, which they see as the very essence of their role. Others instantly associate it with bureaucracy and red tape, producing procedure upon procedure and reams of paperwork littered with boxes to check off. When associated with the idea of collaboration, the mention of process raises another specter: the danger of “analysis paralysis” and endless discussions that result in a wishy-washy consensus—if they produce any decision at all. “Management by committee,” it is often said, is a recipe for the dilution of responsibility and the lack of any strategic vision or managerial courage.

         These concerns are entirely understandable, and anyone who has lived inside public or private bureaucracies will sympathize with those who voice them. But they misunderstand what is meant here by collaboration and process. Yes, collaboration means that more than one person is required. But, as we have seen in the examples of the Cuban missile crisis, of encouraging dissent in aircraft cockpits, or in the analogy with a judicial trial, this sort of collaboration is the exact opposite of seeking consensus: it’s about debate, about ensuring that diverse, conflicting viewpoints are expressed and heard. Neither does this imply that the final decision is in any way “democratic” or made by majority vote: whether in the cabinet, in the cockpit, or in the operating theater, it is very clear who is in charge.

         What about process? It is true that many procedures and processes in organizations consist in mandating predefined tasks and analyses that must be performed before a decision can be made. Over time, this often becomes a mindless box-ticking routine. As we saw in the example of the investment fund, routines like this are useless if the end product is not noticed and discussed. That is what good processes are about: making sure that decision meetings are effectively organized and led, under the leadership of open-minded executives who are able to take a step back from the situation and apply their critical judgment.

         Nothing about this looks like a Rube Goldberg machine! And if the words collaboration and process don’t work for you, why not use different ones? Some prefer to talk about best practices in decision-making (despite the risks associated with the very idea of best practices, which we discussed in chapter 2). Some managers characterize these ways of deciding as their management style or personal system for decision-making. Companies that have made them systematic describe them variously as their governance principles, rituals, or playbook.

         In part 3 of this book, I’ll use the term decision architecture. In Nudge, Richard Thaler and Cass Sunstein emphasize the crucial role of choice architects, who, deliberately or not, design the way in which choices are presented to consumers or citizens. In the same vein, an executive who designs the decision-making procedures of her company is a decision architect. If this decision-making architecture relies on collaboration and process to combat biases, those who “live in” this architecture—the architect herself, first of all—will be likely to reach the best possible decision more often.

         The choice of the term architecture also has useful associations. First of all, architecture is not a science but an art. Viewing yourself as a decision architect should remind you that the art of decision-making cannot be reduced to purely quantitative analysis.

         Second, you don’t call on an architect to build a toolshed. Similarly, it’s worth thinking about decision architecture when the importance of the decision justifies it—that is, for choices that determine a company’s future. These can be choices that are made only once, such as a diversification or a merger. Or they can be repetitive decisions that, as a whole, define the strategy of a company—for example, research and development decisions in a pharmaceutical company or investment decisions in a mining company. But there is no point in overthinking decision architecture for minor choices. That may be precisely what too many companies do when they entangle their employees in a web of procedures, but that is not decision architecture: it is bureaucracy.

         Finally, the idea of architecture suggests plans that are drawn up before the work begins. It makes sense to define the architecture of the decision, to choose how you will decide, before the decision-making process begins. Respecting this sequence is not always feasible—for example, in crisis situations—but it is generally desirable.

         The remainder of this book discusses decision architecture. It aims to help you think about your own decisions and how to make them—to help you, in other words, decide how you will decide. It is organized around three themes, or three pillars of good decision-making architecture. The first pillar is dialogue, an authentic exchange of viewpoints among people who sincerely want to listen to each other and not just convince each other—a prerequisite for effective collaboration. Next comes divergence, which provides relevant, fact-based, and original content for this dialogue so that it doesn’t end up a mere conflict of preconceived ideas. Finally, decision-making dynamics in the organization must promote dialogue and divergence—which many organizations tend to suppress.

         Of course, these general principles are not enough. The decision architect needs practical tools to turn them into reality. Some call them rituals, countermeasures against biases, or bias busters. Here, I’ll simply call them decision-making techniques. Each technique acts as an antidote to some of our biases. As we shall see, the majority are organizational techniques, not individual ones: biases are individual, but the remedies that we apply will most often be collective.

         In part 3, you will find forty different examples of these techniques (summarized in appendix 2). Chapter 14 outlines fourteen practical techniques for creating a decision architecture that fosters real dialogue; chapter 15 proposes fourteen techniques to stimulate divergence; and chapter 16 suggests twelve techniques to foster productive dynamics at every stage of the decision-making process. All these techniques come from the observation of decision processes and conversations with executives in companies of all sizes (from start-ups to multinationals), in financial investment firms, in professional service firms, and in the public sector.

         As you will see, most of the examples used to illustrate these techniques are anonymous. This choice protects the confidentiality of conversations in which senior corporate leaders shared their methods, their mistakes, and the lessons they learned from them. Just as importantly, it is a way to avoid the trap of imitating “best practices.” When you read about a tool applied by a particular company, the reputation of that company colors your judgment of the tool in question. Not knowing where the idea comes from leaves you free to judge it on its merits, and to ask yourself whether you might apply it to your own situation.

         This list of techniques is of course not exhaustive. Its goal is to inspire you as you think about your own decision architecture. Each organization will need its own techniques, and each leader should feel free to adapt those that are proposed here or to invent new ones. After all, good architects follow common principles, but no two of them will ever design exactly the same building.

         
            Footnotes

            i Ties are excluded from this calculation, which is a slight simplification concerning the three group stage games.

         

      
   


   
      
         
            
               Decisions Made the Right Way

in Thirty Seconds

               
                  	Success does not mean a decision was good: chance, risk, and execution also come into play.
        
                        
                        	Paul the Psychic Octopus beat all the experts…by sheer luck.

                           	A trader who exceeds his risk limits and wins is not a good trader.

                           	Bad execution can make a good decision look bad.

                        


                     	Survivorship bias often makes us forget this.
        
                        
                        	Bill Miller beat the market for fifteen years…thanks to a fluke of the calendar.

                           	“One must not decide about the value of human actions from their outcomes.” (Bernoulli)

                        


                     	We can judge a decision-making method if it has been applied to a large number of situations; and data suggests that collaboration and process make a difference.
        
                        
                        	Study of 1,048 investment decisions: process has six times more impact than analysis.

                           	This is not because analysis doesn’t matter but because it must be used: good meetings get spreadsheets done, but spreadsheets don’t call meetings.

                        


                     	A key task of a leader is, therefore, to be a decision architect who “decides how to decide,” introducing collaboration and process in the organization’s decision practices.
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            Dialogue

            Confronting Viewpoints

         

         
            I take it we are all in complete agreement on the decision here. Then, I propose we postpone further discussion of this matter until the next meeting to give ourselves time to develop disagreement, and perhaps gain some understanding of what the decision is all about. 

            —Alfred P. Sloan

             

         

         You are in Mountain View, California, the heart of Silicon Valley, in the early 2000s. A new day is starting at Google. You might think the “Googlers” would be parking their cars in the parking lot and getting settled at their desks, ready to conquer the world. Not yet. In fact, the parking lot is the site of a furious game of roller hockey. And the players are not holding back: hockey sticks smack each other, shouts are heard, and several players collapse, either because they’re exhausted or because someone has shoved them to the ground. The most aggressive players are cheered by a small crowd. When Larry Page and Sergey Brin, the founders of Google, are on the court, “the gloves are off with them—it’s full contact,” says one of their colleagues. When the game is over, the sweaty employees head into the office—except for those who have to stop at the infirmary first.

         A strange way to start the day, you might think. Google’s leadership must want to channel the employees’ aggression through sports. But inside the office, even though the roller skates and hockey sticks are put away, the “game” is just as intense. In meetings, Googlers shout at each other left and right and don’t handle their colleagues’ feelings with kid gloves. It’s not unusual to hear an employee call an idea “stupid” or a coworker “naive”—name-calling of all kinds is commonplace.

         This management style is certainly not a “best practice” to be emulated. And the Google of today is certainly less brutal than it was in those days. But however extreme, the example holds a lesson: it takes some conflict, some discomfort, to reach good decisions. Yet many companies, because they fear discomfort, avoid conflict.

         The question, therefore, is how can we stimulate the right amount of conflict without creating more discomfort than is strictly necessary, and certainly without using hockey sticks? That’s the first pillar of good decision-making: tension between opposing ideas that does not degenerate into a clash between people. This can only be achieved by orchestrating an authentic dialogue around the decision at hand.

         You Can’t Improvise Dialogue

         Picture an “ordinary” decision-making meeting you may have recently attended, such as an executive committee review of an investment proposal. A manager presents a project, backed up by a barrage of PowerPoint slides. Several attendees support the proposal: as is customary in many companies, the project champion “pre-sold” the idea to key participants in order to enlist their support, or at least to secure their neutrality. The executive in charge asks attendees to give opinions, seeking to achieve a quick consensus. Each person soon gets a sense of how the boss feels about the proposal and is careful not to voice unproductive concerns: everyone understands it’s too late to air doubts at this point. As expected, the proposal is approved. The triumphant presenter returns to his anxious team and is asked how the meeting went. “Brilliantly,” he says. “There was no discussion at all!”

         In many organizations, a meeting that “goes well” is one where there is no debate. The discomfort caused by conflicting ideas is so great that people suppress it by avoiding any real discussion. If any disagreements are expected, a wise presenter will resolve them one-on-one with key stakeholders before the meeting. The meeting itself ends up being a perfunctory affair, rubber-stamping a decision already made. It’s easy to see how this behavior paves the way for multiple biases: groupthink, of course, as a majority is already in favor of the project; confirmation bias, when the audience follows the presenter’s story; overconfidence, when no one challenges an overly optimistic plan; interest biases, when members of a committee implicitly (or sometimes explicitly) trade support for each other’s projects. The decision-making meeting is a cauldron where all these biases bubble up to the surface.

         Here’s an interesting paradox: not all meetings are like this. For instance, have you ever participated in a creativity seminar? Usually, before anything else, participants are reminded of the rules of brainstorming: no criticism or self-censorship, no “bad ideas,” you should build on other people’s suggestions before sorting through the ideas, and so on. Whether these methods are effective or not (and much evidence suggests they are not), no one minds being told what rules to follow: creativity seems too mysterious an activity to be left to a “normal” meeting. What a contrast with the typical decision-making meeting, which follows no specific rules. When it comes to decision-making, we think we can play it by ear, without any specific tools or techniques.

         The explanation for this paradox lies, once again, in the invisibility of biases. If we gather to generate creative ideas and we don’t produce any, we immediately experience our own failure. So we’re glad to embrace meeting techniques that help us avoid this outcome. But when we get together to make a decision, we are not aware of the biases that derail us. That’s why we’re satisfied to run decision meetings without a formal procedure.

         But you can’t improvise dialogue. It’s not easy to tolerate, much less encourage, the expression of different points of view. It’s not easy to make the tension between ideas explicit without creating conflict between the people who are expressing them. It’s not easy for managers who have firm viewpoints, and who want to advocate them passionately, to engage in a dialogue, to speak openly, and to listen actively to each other. But there are routines you can use to stimulate real dialogue.

         Setting the Stage for Dialogue

         Technique #1: Ensure Sufficient Cognitive Diversity

         The first prerequisite for a successful dialogue is almost a tautology: it’s to bring together a sufficient diversity of viewpoints.

         What is usually meant by diversity—that is, diverse backgrounds—naturally contributes to this. But bringing together people of different genders, ages, nationalities, or ethnic origins is not enough. When people have long worked in the same organization or on the same team, they will share the same training, experience, successes, and failures. They will likely form the same hypotheses, believe the same stories, and generally be subject to the same biases. Some studies of problem-solving in groups suggest that effectiveness is associated with cognitive diversity—a variety of preferences in terms of handling information—but not necessarily with demographic diversity. Diverse skills and perspectives matter more than diverse identities.

         An example of cognitive diversity is provided by a bank chairperson who picked the members of the bank’s board of directors to include specific profiles: risk management specialists, legal experts, macroeconomists, and experts in the main countries and sectors in which the bank invests. Obviously, these backgrounds allow the board members to make valuable substantive contributions on their respective areas of expertise. Less obviously, they are also valuable for the diversity of perspectives and mindsets the directors bring to the meeting. Each director considers a decision through the prism of his or her own experience and individual inclinations, viewing the issue at hand a bit differently than the others, even without specific subject matter expertise. This diversity of perspectives was sorely lacking, it seems, on certain bank boards before the 2008 financial crisis.

         Technique #2: Make Time

         A second condition for dialogue—which, like the first, is both obvious in principle and often ignored in practice—is to give yourself enough time. Engaging in dialogue takes longer than obtaining superficial agreement.

         The bank chairperson mentioned above generally asks board members to devote twenty-five days per year to this board. Each meeting lasts two full days. Of course, this particular case does not suggest a general rule. But the chair insists that it is a key to the effectiveness of the board: if people who have very different backgrounds and areas of expertise are to collaborate effectively and engage in real, thoughtful dialogue, they must spend time together. Diversity and the need for time go hand in hand: the greater the similarity between the way the people present think, the faster they will agree with each other—even if they’re all wrong together! The more diverse they are, however, the more time it will take for them to listen to each other’s viewpoint, and for some to change their minds.

         Technique #3: Put Dialogue on the Agenda

         The third prerequisite for dialogue concerns meeting agendas. Probably in reaction to the very real problem posed by the proliferation of useless, time-consuming, soul-draining meetings, many executives now believe that any meeting must lead to decisions, duly recorded in meeting minutes as decisions made, next steps, and action items. The flip side of this view is that any meeting that ends without a decision is a failure. By extension, no item should be put on the agenda if the meeting cannot definitively settle it.

         This view is well intentioned but misguided. There is a time to discuss and a time to decide. An essential prerequisite for dialogue is to know when we are doing one and when we are doing the other. Sometimes this can happen in the same meeting, with the discussion naturally followed by a decision. Sometimes it can’t. A simple way to materialize this distinction is to mark some topics on the agenda as for decision today and others as for discussion only. These designations will lead to very different kinds of conversations.

         Whether a topic is for discussion or for decision depends on how far along its development is. This is a judgment call, and it is the prerogative of the leader to make it. Any effective leader senses the distinction between subjects that are “decision ready” and those that aren’t yet. If she makes that distinction explicit, her team will know when it’s no use to press her to make a decision yet. They will also know when debate is over and the time to make a decision has come.

         The Ground Rules of Dialogue

         Once we have brought together a diverse enough group for a long enough time and with a well-defined agenda, is dialogue guaranteed to happen? Not yet. We need some ground rules.

         Just to be perfectly clear, this list is not like the “rules for good meetings” taped up on the walls of many conference rooms. Advice such as “Always start on time” and “Clean up the room before you leave” is excellent, but quite distinct from the ground rules you need to prevent counterproductive meeting behaviors: the behaviors that foster groupthink, discourage the expression of different ideas, or generally speaking hinder dialogue. Setting ground rules for dialogue means accepting a paradox: to encourage free expression, we need certain prohibitions.

         Technique #4: Limit the Use of PowerPoint

         If you’re looking for impediments to dialogue, for those things that freeze discussion and put participants to sleep, PowerPoint slides are a good place to start. The all-powerful PowerPoint presentation has its own special way of smothering discussion, by turning a meeting into a one-way street dominated by a single point of view. Even Marine Corps General Jim Mattis, when he was U.S. Joint Forces Commander, lamented that “PowerPoint makes us stupid.”

         PowerPoint is helpful for presenting facts and arguments, and even for establishing the foundations of a productive discussion. But in practice it is often used to hide the weakness of an argument, to distract the audience with visual tricks, and to hold the floor and limit the time available for debate.

         PowerPoint is ubiquitous, and that is why few executives dare to ban it altogether. But those who do so are pleased with the results. “Those presentations were preventing us from having a discussion,” says the head of a family company, visibly happy with the change in the tone of the meetings. Many years ago, Scott McNealy, who had banned the use of PowerPoint at Sun Microsystems, was so happy about the results that he did not hesitate to make a surprisingly strong claim: “I would argue that every company in the world, if it would just ban PowerPoint, would see their earnings skyrocket.”

         If only it were so easy! But alternatives to “death by PowerPoint” are gaining ground. Amazon, for instance, does not use presentations but requires “narratively structured six-page memos” that all participants read at the beginning of the meeting in total silence. This is not just a choice of software, or a preference for using paper vertically rather than horizontally: as Amazon CEO Jeff Bezos puts it, “If someone builds a list of bullet points in Word, that would be just as bad as PowerPoint.” The value of the memo is that it forces the writer to clarify the issues, make assumptions explicit, and articulate a coherent argument, rather than “gloss over ideas” and “ignore” their “interconnectedness,” says Bezos. Readers can discover this reasoning at their own pace, using their critical judgment. But why read the memo in the meeting rather than send it in advance, as is standard practice in most organizations? Because, says Bezos, “just like high school kids, executives will bluff their way through the meeting as if they’ve read the memo.” (How shocking! Of course, you have never done this.) Reading the memo together, study hall–style, may look odd, but it guarantees that when the debate starts, “everyone has actually read the memo, they’re not just pretending.”

         The same principle can be applied to boards of directors, who usually use “board books,” thick compilations of PowerPoint presentations that are circulated before meetings. Netflix has replaced these board books with memos, to which board members can electronically add questions and comments. The memos are about thirty pages long and contain links to supporting data. The goal is the same as it is at Amazon: time can be devoted to a real discussion instead of its being taken up by presentations and clarification questions.

         Why is this practice not widespread? Why does PowerPoint retain a chokehold on our meeting rooms, despite its severe, long-acknowledged downsides? Why don’t we just all write memos instead? Quite simply, because it’s very hard! The difference between a slide deck and a good memo is not just a format choice; it is a considerable commitment of time, effort, and skill. Netflix’s memos to the board are reviewed by ninety senior executives. And it’s worth quoting Jeff Bezos at length again on good memos: “The great memos are written and re-written, shared with colleagues who are asked to improve the work, set aside for a couple of days, and then edited again with a fresh mind. They simply can’t be done in a day or two.…A great memo probably should take a week or more.” This is why banning PowerPoint altogether is probably too radical for most organizations; putting limits on its use is a more realistic goal.

         Technique #5: Ban Misleading Analogies

         Another useful ground rule is to ban certain kinds of arguments from the meeting. Turning to censorship may seem a paradoxical way to stimulate dialogue. But, as in a courtroom where rules of procedure prohibit using inadmissible evidence or arguments that would unfairly sway the jury, some fallacious arguments must be banned.

         This is especially the case with some analogies, which, as soon as they are made, lure us into the storytelling trap. The CEO of one venture capital firm says that when his investment committee reviews a possible investment, references to similar companies are prohibited: presenting a candidate as “the next WhatsApp” or “the Uber of its industry” biases the discussion irremediably. Even if you later identify differences with the comparison company, that company’s success anchors your evaluation. The power of the analogy wins out over any kind of rational argument.

         Technique #6: Discourage Hasty Conclusions

         The same venture capitalist also suggests a technique to avoid hasty group decisions. When he and his colleagues meet the founders of start-ups in which they are considering investing, no one is allowed to respond immediately to the pitch. After the entrepreneur’s presentation, the investment committee members go their separate ways and do not debrief the meeting until the next day. This cooling-off period goes against all the principles of productive meetings (including, again, the misguided belief that “every meeting must end with decisions”). But when people are asked to decide immediately, says the investor, “it becomes a debating match based on first impressions.” The strongest reactions, which aren’t necessarily the best-advised, may have the most weight and sway the group. Banning quick decision-making leads to better decisions.

         Technique #7: Encourage Nuanced Viewpoints

by Asking for “Balance Sheets”

         Another renowned venture capitalist, Kleiner Perkins’s Randy Komisar, takes this idea one step further. He dissuades members of the investment committee from expressing firm opinions by stating right away that they are for or against an investment idea. Instead, Komisar asks participants for a “balance sheet” of points for and against the investment: “Tell me what is good about this opportunity; tell me what is bad about it. Do not tell me your judgment yet. I don’t want to know.” Conventional wisdom dictates that everyone should have an opinion and make it clear. Instead, Komisar asks his colleagues to flip-flop!

         The idea, of course, is to prevent positions from becoming entrenched, to give people the opportunity to change their minds after they’ve heard the views of others. It is also, as Komisar puts it, to “emphasize…that each participant is smart and knowledgeable, that it was a difficult decision, and that there is ample room for the other judgment.”

         This is a key insight that few organizations are able to put in practice. When handling difficult, complicated decisions, we have to accept that they are difficult and complicated. A culture in which leaders are expected to appear totally confident in their judgment sends them down the slippery slope of overconfidence and pushes the group into groupthink. The much better alternative is to recognize uncertainty and encourage its expression.

         This requires welcoming the expression of balanced, complex, nuanced viewpoints. Nuance must be regarded as a sign not of indecisiveness or incompetence but of lucidity. Yes, the role of leaders is to decide; and sometimes this requires taking a complex problem and making it simple. The time to choose will come. But it is dangerous to force too much simplification, too much confidence, and too much unanimity too soon. Remember the famous principle often attributed to Einstein: “Everything should be made as simple as possible, but not simpler.”

         Stimulating Dialogue

         Once the meeting has started and the ground rules have been laid, you still have to stimulate dialogue. There are a lot of ways to do so; which ones you choose will depend on your own management style and company culture. The following examples only illustrate the range of possibilities.

         Technique #8: Appoint a Devil’s Advocate

         This tried-and-true strategy still has supporters today. An executive interviewed for this book said that he uses it without fail: “When everyone tells me an idea is good, a little warning light goes off in my head. So I choose someone to play devil’s advocate and tell me why the proposal on the table is actually a bad idea.” And how does he choose someone to carry this out? Based on character, he says. “I make sure to choose a troublemaker, someone whose personality fits the part.”

         This is not so easy. Your management team may not include many people who, by temperament, enjoy arguing the opposite of what they really think (and perhaps this is not a bad thing!). Furthermore, the devil’s advocate runs a big risk: if she puts her heart into the task and uses her rhetorical skills against her own allies, they are likely to hold it against her. Kennedy was well aware of this when he asked two advisors, not just one, to take on this thankless role during the Cuban missile crisis.

         For these reasons and several others, the technique is hard to implement: there is a high risk that the defense will be halfhearted or worse. Research bears this out and suggests that contrived dissent is less effective than authentic dissent, the expression of genuine dissenting beliefs.

         But cultivating authentic dissent presents other challenges. It may conflate the content of the dissent and the personality of the person voicing it. Ideally, choosing between two alternatives shouldn’t mean choosing between two people. This is why the following techniques, which can be seen as alternatives to the devil’s advocate, are often preferable.

         Technique #9: Use Mandatory Alternatives

         One powerful yet little-used technique is to require anyone who wants to propose one project to bring not one but two. The chief financial officer of a large industrial company has adopted this rule: he will not listen to an investment proposal unless the person who is presenting it offers an alternative at the same time.

         This technique stimulates debate by creating additional options, allowing the decision maker to escape a binary choice “for or against” a single proposal. As an added benefit, it helps combat the problem of inertia in resource allocation, discussed in chapter 5. After all, the financial director may approve both proposals from a single division and reject all those from another. If each unit had brought only one investment proposal, he would have been more tempted to approve them both.

         Technique #10: Run the Vanishing Options Test

         Another way to generate alternatives is by using the vanishing options test, described by Chip Heath and Dan Heath in Decisive. It means asking yourself what you would do if, for some reason, the options on the table became impossible. This forces participants in the decision to generate additional, sometimes unexpected, ideas.

         It’s easy to see how one might think that having more options makes a decision more difficult—which explains why many leaders try to simplify things by narrowing down the range of options. Yet the opposite is true. The simple fact of having multiple options improves the quality of decisions. The Heath brothers make this guideline the first item in their method for improving decision-making. They cite a study showing that only 29 percent of business decisions are choices among several options, whereas 71 percent are “yes or no” decisions on a single proposal. But the failure rate is much lower for the multiple-option decisions (32 percent vs. 52 percent).

         Technique #11: Tell Alternative Stories

         Sometimes, generating more options is impractical. Indeed, the more important, unusual, or unique the decision is, the more difficult it may be to generate credible alternatives. Also, even before any options can be considered, decision makers must share an understanding of the situation and the problem or opportunity these options are meant to address. In such cases, the variety they need is not a variety of options: it is a variety of ways of looking at the situation, or at the one option under consideration.

         One routine that can help achieve this goal involves generating multiple stories or scenarios that feature identical facts but lead to different conclusions.

         Recall, for instance, the example in chapter 1 in which a sales director, based on a call from one of his salespeople, concluded that a price war was starting. An alternative story based on the same facts might have been: “This sales rep has run into some isolated difficulties with one or two important clients, and that’s why he’s feeling down right now. His difficulties have less to do with the price positioning of our products and are more about the way he is presenting them, because price is not, and should not be, our main selling point. We don’t need to lower our prices—we need to strengthen the training and motivation of our salespeople.”

         This alternative story is not necessarily true, but neither was the first one. The benefit of generating it is that it pushes the sales director to seek different pieces of evidence, supporting a broader range of possible conclusions than the simple “we should lower our prices.” For example, to confirm or disprove the second story, he would need an objective assessment of the company’s competitive positioning, including but not limited to the prices of its products. The sales director may not ask for such an analysis if he remains focused on the first story. The alternative story broadens his viewpoint.

         At a private equity firm where a version of this technique is used, people presenting an investment proposal are expected to use the same facts supporting their “positive” story to construct an alternative story according to which the fund should reject the investment. It’s not an easy exercise: those who are asked to practice it may find it uncomfortable at first; and those who see it used for the first time sometimes find it artificial. But, as with the “balance sheet” technique mentioned above, alternative stories make participants aware of the uncertainty inherent in the decision. Recognizing that an investment choice is a subject about which reasonable people can disagree creates a climate that is favorable to dialogue.

         Most of all, having the same person present alternative stories defuses and depersonalizes any possible disagreements. Unlike a devil’s advocate, who inevitably appears to attack the person behind the story she is critiquing, the person who is presenting two stories gives others the option to agree with some of the arguments supporting each story. Dialogue becomes easier.

         Incidentally, this technique shows how you can take advantage of one bias—the power of storytelling—to fight another—confirmation bias. Generating alternative and equally believable stories is a way to fight fire with fire.

         Technique #12: Run a “Premortem”

         Another effective technique for stimulating real dialogue in a management team and, especially, fighting the deadly combination of overconfidence and groupthink is the premortem. Invented by Gary Klein, the expert on “intuitive” decisions who made an appearance in chapter 3, the premortem is a method for identifying flaws in a plan that would otherwise go unnoticed. It takes place before the final decision, at a stage when certain objections or concerns may have been identified but not expressed. The technique involves collectively imagining a future in which the project has failed, and conducting a postmortem—hence the coinage, suggesting an advance autopsy.

         The specifics of how premortems are conducted can vary slightly, but the core principle is simple. The meeting organizer announces: “We are in the year X, and this project has been an unmitigated disaster. Why did it turn out to be so catastrophic?” The participants then write down a series of possible reasons. They then take turns sharing them with the group. Everyone must contribute.

         How does a premortem differ from what almost all teams do—have a discussion of the risks and uncertainties facing the project? In two small but very important ways. First, remember what hindsight bias teaches us: we are much more talented when explaining what has happened (in the past) than when imagining what may happen (in the future). The premortem astutely takes advantage of this bias: it asks us to travel in time to the future so we can look back, and it asks us to explain what “has happened” in this imagined past. In a clever oxymoron, Klein calls this prospective hindsight. Second, asking people to write down their reasons, and setting a norm—that everyone must contribute—helps dissenters and doubters overcome their tendency to silence themselves, which is the root of groupthink.

         When done right, premortems are often very helpful. If all the participants are worried for the same reasons, perhaps these concerns have not been sufficiently explored. Even if the concerns raised are simply part of the uncertainty inherent in any risky project, it is useful to identify them as key focal points to monitor during implementation. But the most valuable outcome of a premortem is the identification of flaws that have not been discussed. As Smithburg, the CEO of Quaker, acknowledged a few years after the failed acquisition of Snapple: “There was so much excitement about bringing in a new brand, a brand with legs. We should have had a couple of people arguing the ‘no’ side of the evaluation.” A premortem would have given them the license—indeed, the obligation—to do just that.

         Technique #13: Assemble an Ad Hoc Committee

         If asking your executive committee to imagine the worst isn’t radical enough, here’s another idea: replace the committee altogether. The norm in most organizations is that the top team—whether formally called the executive committee or something else—decides on everything. But the best way to avoid groupthink and other political games may be to vary the makeup of the group for different decisions.

         A business leader interviewed for this book described a technique he calls the “Six Amigos” for reviewing investment proposals. “We bring together six people chosen from different parts of the company. They don’t know about the project and they learn about it at the same time we do. We tell them to ask the right questions and challenge the idea using whatever skills they’ve developed in their jobs.”

         And it works! When they’re given this unexpected role, the employees play along. They will be much less prone to play political games, to engage in the “you scratch my back, I’ll scratch yours” approach that sometimes develops in a standing committee. It’s sensible for members of the top team to worry that the person whose project they criticize today will criticize theirs tomorrow. But the Six Amigos do not have this concern. Their focus is on the chance they have been given to demonstrate their analytical skills and business judgment when they present to the CEO. Giving high-potential junior executives an opportunity for exposure is indeed an added benefit of the technique. But its main use is as a way to stimulate dialogue—by changing the participants.

         Technique #14: Lock the Memo in the CEO’s Drawer

         It is difficult to implement these techniques at all in certain situations. Dialogue may be limited to a very small group because the decision must be kept secret—for instance, if a large acquisition is being explored. But the smaller the group, the more biases come into play. In such cases, dialogue needs to be orchestrated between the ultimate decision maker . . . and himself. But himself at a different point in time.

         One of the challenges raised by acquisitions is that excitement—“deal fever,” as some have called it—takes hold of decision makers and their teams, as Smithburg’s remark about bringing in people to argue “the ‘no’ side of the evaluation” suggests. The fund whose reports at successive stages of the acquisition process made problems vanish one by one without resolving them is an example of this. When teams are working day and night, and when negotiation requires rapid response times, it can be hard to keep a cool head.

         The “memo in the drawer” technique consists of the team and the CEO sitting down a few weeks before the planned date of the transaction to write a memo listing deal breakers that absolutely must be resolved. The CEO will then put the memo away in her drawer until the day of the decision.

         When that day arrives, the CEO can have a dialogue about the decision with someone who has all the required expertise and her complete trust: herself. Or, more precisely, her self of a few weeks earlier, when she was less subject to the emotions and biases of the moment. Was this question properly answered? If not, was it unimportant? After all, she is the very person who put it on this list just a short time ago. . . . This “conversation,” of course, is not the same as true dialogue. But at a crucial time, it can help the CEO achieve the necessary distance from the pressures of the moment.

         Three False Concerns About Dialogue

         Three frequent objections arise when the topic of dialogue in decision-making is brought up. These concerns must be addressed here, because all these techniques for stimulating dialogue are useless if you don’t really believe in its value.

         The first concern is the fear that dialogue will degenerate into endless discussion, postponing the decision and wasting precious time, or even preventing the decision from being made at all. This is the danger of “analysis paralysis,” briefly mentioned above; and it is true that some organizations suffer from this disease. A leader who deals with this culture might be tempted to shorten or even eliminate discussion in order to take action. (One consumer products multinational even made it, for a while, one of its informal mottoes: “Action, No Debate.”) This, however, is generally a mistake: to improve the speed of decision-making, it is not necessary (and certainly not sufficient) to sacrifice its quality. A core feature of all the dialogue tools featured in this book is that they’re often very quick. A typical round in a premortem session, for instance, takes no more than two minutes.

         Eric Schmidt, the former CEO of Google, calls this “discord plus deadline”: organizing discord, confrontation, and dialogue but also establishing in advance the time when you will stop discussing, make a decision, and begin implementing it. “Who enforces the deadline?” Schmidt asks rhetorically: “Me. That’s my job. Or whoever’s running the meeting.” As Schmidt observes, “If you just have discord, well, then you have a university.”

         The second concern is that dialogue around a strategic decision will end up reaching an agreement by compromise—a mediocre, soft consensus. But this is a simple misunderstanding: dialogue does not imply democracy. When the dialogue is over, the decision maker is the one who decides. She does so after listening to the discussion, but without any obligation to adopt the point of view of the majority.

         Admittedly, this is not easy. One of the executives quoted above notes that orchestrating dialogue “is not comfortable at all, a lot less comfortable than gently bringing people around to an agreement.” This is why leading a team through dialogue requires true managerial courage: the courage to be ready to call the deadline and make the final decision, but also the courage to go against the opinion expressed by part of your team. If wishy-washy compromises happen, it is not because of dialogue. It is because of wishy-washy decision makers.

         The third concern is a consequence of this need for a clear final decision. If there has been real dialogue, people will have expressed conflicting viewpoints. Once the final decision is made, people who were in the minority must still participate in implementing the decision. Will they balk at having to execute a strategy that they argued against? Isn’t it better to avoid the overt expression of diverse points of view, so no one is placed in that awkward situation?

         Experience and research both suggest that in fact the opposite is true. A real dialogue in which everyone gets a fair hearing inspires those who participate in it. Authors W. Chan Kim and Renée Mauborgne call this “fair process”: if people have had a chance to express their point of view and be heard, once the final decision is made, the motivation of all contributors is increased, not reduced. Provided, of course, that some important conditions are met: the rules of the game must be clear, dialogue must be respectful, and listening must be sincere. A sham consultation that creates the appearance of agreement is a motivation killer. Nothing makes managers more cynical than bosses who pretend to listen to them but in fact only expect them to endorse the decisions they already made.

         Orchestrating dialogue is not easy, especially when organizations are not used to it. But dialogue is a prerequisite for fighting most of our biases. Dialogue combats pattern-recognition biases by suggesting different stories. It thwarts action-oriented biases because it gives a voice to those who are skeptical. It can also prevent inertia biases, because when we compare conflicting viewpoints, we must challenge the status quo. Finally, when done right, dialogue prevents groupthink. For all these reasons, dialogue is the first pillar of a sound decision architecture.

      
   


   
      
         
            
               Dialogue in Thirty Seconds

               
                  	In too many companies, a successful meeting is one in which there is no discussion. But dialogue is essential to fight biases (groupthink and others).

                     	Set the stage for dialogue: dialogue does not “just happen.”
        
                        
                        	Cognitive diversity and sufficient time.

                           	Explicit agenda: “For decision” or “for discussion”?

                        


                     	Establish ground rules for dialogue. Some prohibitions are good for debate—for example:
        
                        
                        	Limit PowerPoint.

                           	Ban misleading analogies, hasty conclusions, advocacy of strong viewpoints.

                        


                     	Stimulate dialogue: Use techniques that change the nature of the debate by broadening options and interpretations.
        
                        
                        	To broaden options, use devil’s advocate, mandatory alternatives, vanishing options, alternative stories.

                           	The premortem: “It’s five years later and the project has failed. Why?”

                           	Ad hoc team—for example, a “Six Amigos” construct.

                           	Memo in the drawer: What should stop us when we decide six weeks from now?

                        


                     	Don’t be afraid of disagreement: it’s up to the leader to decide.
        
                        
                        	Dialogue is not an absence of decision: “Discord plus deadline” (Eric Schmidt).

                           	Dialogue doesn’t demotivate those who didn’t win—but fake consensus does.
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            Divergence

            Seeing Things from a Different Angle

         

         
            In God we trust. All others, bring data.

            —Anonymous

             

         

         When the subprime mortgage crisis hit in 2007–2008, it took most of the big banks by surprise. All their models, all their analyses, and all the scores from the ratings agencies suggested that the loans that brought about the crash weren’t risky. The banks and other investors lost huge sums, triggering an unprecedented financial crisis.

         Except, of course, for those who saw the crisis coming. One of them was Michael Burry (later played by Christian Bale in the movie The Big Short). Early on, the problem jumped out at him: if there was a downturn in the housing market, the borrowers, who were fundamentally insolvent, would default on their loans, and the bubble would burst. As he later wrote, “Nobody in Washington showed any interest in hearing exactly how I arrived at my conclusions that the housing bubble would burst when it did and that it could cripple the big financial institutions.” When his prediction came true in 2007, Burry’s fund raked in some $750 million. Taking positions that go against the general opinion, being what investors call a contrarian, can sometimes be very profitable.

         But who is Michael Burry? Is he a prominent strategist in a big bank? Or a trader in a Wall Street brokerage firm? Not at all. A medical doctor by training, Michael Burry stopped practicing medicine to devote himself full-time to his hobby, the stock market. He started a small investment fund with his savings and some money borrowed from family and friends. To investment professionals, Burry is an outsider. In fact, he’s an outsider in other ways, too: antisocial and suffering, by his own assessment, from Asperger’s syndrome, he met his wife through a personal ad in which he described himself as follows: “I’m single and have one eye and a lot of debt.” It’s easy to see why Burry doesn’t work for Goldman Sachs.

         Seeking Out Different Viewpoints

         Contrarian, “divergent” ideas like Burry’s are priceless. But ideas don’t emerge in a vacuum. Within many banks, some employees voiced similar concerns about the subprime mortgage bubble, but no one listened. Was it because these individuals weren’t as persistent as Burry? Or because their environment dissuaded them from pushing ahead with their ideas? In the end, these are the same thing. Companies rarely welcome people with divergent ideas, tolerate rebellious thoughts, or integrate their results into their strategic decisions.

         Obviously, this is problematic. We saw in the previous chapter that dialogue is essential for good decisions, but if this dialogue takes place between people who all have the same ideas, it’s a waste of time. How can we make sure that when we discuss situations and opportunities, the people present have different ways of looking at them? How can we overcome groupthink and confirmation bias, which naturally incline us toward unanimity? How can we make ourselves see things from a different angle?

         For divergent ideas to flourish, we must welcome those who have them. This means cultivating diversity, bringing in challengers, and tolerating sometimes disturbing differences.

         Technique #15: Cultivate Informal Advisors

         Many political leaders who want to make sure they are not cut off from civil society have a network of informal, unofficial advisors who can provide them with “offbeat” ideas. In the same spirit, many business leaders make sure that they do not cut themselves off from reality by cultivating an informal network of gadflies, mavericks, and troublemakers. This fulfills the same function: bringing them divergent viewpoints.

         Because informality is the essence of the role, these counselors go by a variety of names: maverick isn’t exactly a job description. Some are called special advisors to the CEO or in-house consultants. Many play this role in addition to their official position in the organization (usually a staff role, such as director of transformation, head of innovation, or coordinator of special projects). But the real value they add lies in their ability to offer divergent viewpoints.

         Besides the ability to “think different,” it’s important to have the CEO’s ear. As such, not all of these mavericks are eccentrics. One executive, who has turned around several struggling companies, brings a small cadre of advisors with him in all his adventures. He trusts this core group of faithful followers not only for their brainpower and creativity but also for their absolute loyalty. “The risk for me,” he says, “is to think I’m all-powerful and not listen to anybody. Since I come into companies where I don’t know anyone and everybody thinks the same way, I need to bring independent people with me. Only they will tell me when I’m wrong.”

         Additionally, many business leaders ensure access to divergent viewpoints by maintaining informal networks of contacts inside their organization. They establish or maintain connections with people in the company hierarchy to whom they would not normally be exposed, and use them as an unfiltered sounding board on important decisions. One executive who spent twenty years working the way to the top of his company took great care to maintain a friendly network of those who were his peers at each step of his career. These men and women know they can still speak to him frankly now, despite the fact that he is the CEO.

         Technique #16: Get Unfiltered Expert Opinion

         In-house divergence only goes so far: often, if you want different viewpoints, you need to seek them outside the organization. The most obvious way to do this is to look for outside experts. The challenge here is that outside expertise often provides more convergence, not divergence.

         Consider the example of an acquisition that involves a complex tax issue. The tax attorney who is consulted will naturally study the issue in detail, highlight the risks that the acquiring company runs, and calculate the potential costs if these risks materialize. Her mission is to draw attention to the risks, not to judge whether or not these risks are justified. Plus, she needs to protect her reputation by making sure that no one can blame her for anything that may happen later. The people she interacts with are the tax experts inside the legal or finance department: they, too, share a risk-averse perspective. When, after many detours, this expert opinion finally ends up on the CEO’s desk, it is nothing more than one supporting point in an overall recommendation.

         One of the CEOs interviewed for this book has an interesting way to proceed in this kind of situation. His approach is to eliminate the hierarchical levels between the expert and himself and to have her talk to him in person. This way, he can sound out her opinion on a deeper level. In essence, he tells her: “I read your report, and I understand that you’re supposed to warn me about the risk. But my job is to decide whether this risk is worth taking. Just between us, off the record, I’d like to know: if it was your money, would you take this risk?” 

         Not all experts are willing to answer the question, of course. But those who try must adopt a different viewpoint—and often a divergent one. They abandon the viewpoint of an expert listing all the dangers and take on that of a leader taking calculated risks. In addition, an expert’s true opinion is often revealed to be slightly different from what it had appeared to be in writing. Not surprisingly, it is not always as perfectly aligned as it seemed to be with the viewpoint of the insiders interacting with the expert.

         Technique #17: Keep Your Consultants in the Dark

         In addition to experts who address focused, technical issues, outside consultants can bring a different viewpoint on an entire project. They can thus be an invaluable source of divergent insights. (Admittedly, as someone who was a strategy consultant for many years, perhaps I do not escape my own biases in making this observation.)

         Like insiders and experts, however, consultants can sometimes contribute to convergence and groupthink instead of divergence. To mitigate this risk, it helps to select independent consultants whose compensation structure does not affect their judgment: if people are paid to make a transaction happen or to implement an information system, you can hardly expect them to deliver unbiased advice about whether the deal is justified or what technology to choose.

         In addition to this seemingly obvious (yet often ignored) principle, another idea can help you make the most of your consultants: keep them in the dark. Or, more precisely, formulate the questions you ask them in such a way that you don’t influence their recommendations.

         One CEO’s approach to acquisitions illustrates this counterintuitive principle. In general, companies bring in consultants to perform due diligence on a specific acquisition target—to check, for instance, that the company they are considering acquiring is in good shape strategically and will be easy to combine with the acquirer. This CEO, however, is aware that his own belief in the project will influence his advisors, however hard they may try to remain independent. So instead of asking the consultants to analyze the company he has in mind, he asks them for a broad perspective on the industry and a general view of strategic options for his company. This unconventional approach, of course, takes longer and costs more. It makes the consultants quite uncomfortable: instead of answering a closed question, they have to consider a wide range of possibilities. But the CEO will know that, if their recommendation supports his hypothesis, it is as free of bias as possible. And when, on the contrary, the consultants give different advice, this divergent opinion is of great value to their client.

         Technique #18: Appoint Outside Challengers

         Another source of divergent views also has its proponents: outside challengers. A large pharmaceutical company has made this an integral part of its strategic planning process. When considering the two or three most important issues of the year, the company asks an “outside challenger” to perform a critical analysis of a division’s plan on the issue in question and to present it to the management team.

         The value of the method depends heavily on the expertise of the challengers, and whether the company has been able to tap them from a variety of places. Physicians who are regarded as key opinion leaders can provide perspective on the evolution of their specialty or some therapeutic area. A retired executive of the company can advise on a sensitive organizational change. The head of a start-up in which the company has invested can bring a fresh view from the technological frontiers of the industry. Challengers are compensated for their work, as a board member would be, but they generally don’t accept the assignment for the money (and in fact often redirect it to a charity of their choice). They do it for the intellectual challenge on a topic of interest to them, and for the chance to present their conclusions to the top team of a global industry leader.

         As a result of the challenge process, the strategic plan of the division under review is usually amended on some points to integrate the challenger’s suggestions. On other points, the management team and the challenger simply agree to disagree: this gives the top team a chance to hear two different viewpoints on the same issue.

         Technique #19: Organize a Red Team or a War Game

         An even more radical approach to creating divergence is to mandate it. Instead of seeking out a second opinion and finding out whether it diverges from the first, you can direct a team to intentionally prepare an opposite assessment. If you call the team submitting the first proposal a “blue team,” this means that a “red team” is tasked with defending the opposite point of view.

         The red team, in essence, is a devil’s advocate on steroids: rather than relying on the critical thinking skills and rhetorical talent of one individual, it has access to independent fact-finding and analysis. The benefit of this method is that the final decision maker can come up with her own opinion after hearing two equally well-researched viewpoints. She is in the situation of a judge who has heard both the defense attorney and the prosecutor, each one conducting the best research and constructing the best argument they can muster.

         This duplication is not free. Assigning two teams to every routine assessment would not be economically sensible. Moreover, orchestrating confrontation between the “blue” and “red” teams inevitably gives rise to tensions. For these reasons, the red team approach can only be justified for high-stakes decisions. It’s not surprising that it originated in the military and in intelligence agencies, where a misinterpretation of evidence can have tragic consequences.

         A variation on the same technique, in which the role of the red team is to anticipate the reaction of the adversary, is called war gaming. Some companies use war games to anticipate the reactions of their competitors—and thus overcome the trap of competitor neglect discussed in chapter 4 and illustrated by Procter & Gamble’s ill-fated offensive against Clorox.

         Another use of red teams is to offset the effects of interest biases. Warren Buffett recommends a variation of this method for studying acquisition proposals, especially if a stock swap is involved (making the evaluation more complex). According to the Oracle of Omaha, “When directors are hearing from an advisor [that is, an investment bank], it appears to me that there is only one way to get a rational and balanced discussion. Directors should hire a second advisor to make the case against the proposed acquisition, with its fee contingent on the deal not going through.”

         Buffett sums up his point in his typical style: “Don’t ask the barber whether you need a haircut.” What he advises is more interesting: if you want to know whether you need a haircut, ask two barbers—and tell them what answer you want!

         Technique #20: Tap the Wisdom of the Crowd

         Last but not least, there is a way to seek out different viewpoints that too few companies use: consulting their people. Back in 1907, statistician Francis Galton demonstrated the paradoxical phenomenon of the “wisdom of crowds.” He found that the average estimate of a group was more accurate than that of the vast majority of individuals within that group: when individuals do not share a particular bias, and their mistakes are therefore not correlated, they cancel each other out. The vox populi can therefore be remarkably lucid.

         A simple average of estimates from a relevant “crowd” usually provides a good estimate. Many techniques offer further refinements of this idea, by selecting the “right” crowd or combining forecasts in more sophisticated ways. One technique is to set up a prediction market. Instead of making simple estimates, participants in a prediction market trade contracts that depend on the value of future events. Suppose, for instance, that you are wondering whether a competitor will start building new production capacity. Your prediction market could enable trades in a contract that pays one dollar if the competitor announces a capacity addition by a certain date, and zero if the competitor does not. At any time, the equilibrium price in the market will reflect the aggregated belief in the probability of that future event. When the contract trades at 70 cents, for instance, this means that traders in the market collectively believe there is a 70 percent chance the competitor will move. As new information becomes available, traders will take it into consideration: if your competitor announces disappointing quarterly results, participants who think this makes capacity additions less likely will sell the contract, driving its price down. The new equilibrium price will thus reflect a new aggregate probability, weighted by the amounts the traders are betting.

         Some companies use wisdom-of-crowds approaches to obtain reliable forecasts when getting ready to launch a product. Unsurprisingly, salespeople are in the best position to produce sales forecasts, and the aggregation of their estimates can be a very reliable indicator.

         The main downside of wisdom-of-crowds approaches—and the main reason they are not used more broadly, despite being widely known and highly effective—is the transparency they create. A forecast created by aggregating the individual forecasts of salespeople, and visible to all of them, is likely to become a self-fulfilling prophecy. This is good news if the forecast is optimistic, as it will certainly boost morale. It is also probably a good thing if the forecast is frankly pessimistic: after all, if your salespeople overwhelmingly think the new product is a dud, you should know—and perhaps reconsider the launch. But what if the forecast is merely tepid? Once a half-convinced salesperson realizes that he’s not alone in doubting the new product’s appeal, won’t he be further demotivated? If you fear this might doom a launch that still had a decent chance of moderate success, it may be a risk you don’t want to take.

         Leveraging the wisdom of the crowds is less risky when the aim is not yet to make a decision but to generate and evaluate ideas. This is the case, for instance, in the early stages of a strategic plan, a corporate transformation, or an effort to stimulate innovation. Tapping the brains of thousands of employees used to be impractical, but technology is getting more effective every year at processing massive numbers of qualitative contributions. This has the potential to become the primary way of collecting divergent opinions on the ground.

         Using Biases Against Biases

         Among other ways of bringing out divergent points of view, three methods stand out as particularly effective when it comes to counteracting some of the most resistant biases. Their common feature is that they fight fire with fire, turning the power of a bias against itself.

         Technique #21: Fight Anchoring with Re-anchoring

         We saw in chapter 5 how hard it is to defeat resource inertia, which arises in large part from anchoring on past numbers, and discourages companies from reallocating resources as dramatically as they should. The power of anchoring comes from the fact that it happens unconsciously, so we can hardly resist its pull. To fight the pull of an anchor, we need a different anchor, one that will pull us in the opposite direction. This is re-anchoring.

         Large companies that have adopted re-anchoring methods as part of their budgeting process use multiple variations of the technique, but the principle is always the same. Re-anchoring requires, first, a simplified model of what budget allocation would look like if it was done “mechanically.” The model is typically based on a small number of criteria used to evaluate the strategic appeal of each unit: market size, growth, profitability, and so forth. But one input it does not consider is the amount of resources allocated to the unit in the past. Using these relevant (if not sufficient) inputs, the model proposes a “clean-sheet” allocation of resources—that is, one that ignores the previous years’ figures.

         Obviously, this simplified model cannot be used to determine the real resource allocation. But it changes the terms of the discussion. If last year’s marketing budget was $100, the discussion of next year’s budget would ordinarily revolve around this figure—between $90 and $110, perhaps. But, look, the model suggests a budget of $43! Of course, no one proposes actually using this figure. Perhaps there are excellent reasons for keeping the budget at $100, or even for increasing it. But what are these reasons? We now have to ask ourselves this question, which otherwise wouldn’t have been raised. Now that the debate is “anchored” by two numbers instead of just one, it has a very different tone.

         In principle, the allocations proposed by the model should not all be radically different from historical numbers. Assuming that historical numbers were relatively consistent with the overall strategy, that this strategy is reflected in the criteria used by the model, and that the model is correctly calibrated, the model and the history should produce broadly consistent numbers in most cases. There’s not much point in spending hours discussing the numbers: the discussion is likely to produce small changes only. It’s better to spend more time on the units for which previous budgets and model estimates diverge radically. Focusing management time on those units whose budgets are in real need of in-depth examination is a secondary benefit of re-anchoring.

         Technique #22: Fight Confirmation Bias with Multiple Analogies

         Just as anchoring can be fought with re-anchoring, confirmation bias, which leads us to embrace misleading analogies without realizing it, can be tamed by multiple analogies. This practice involves seeking out analogies that provide an alternative, or counterweight, to the first comparison that pops into our minds, which is usually based on personal experience or highly memorable situations.

         Coming up with multiple analogies is not as difficult as it seems. For instance, during the Iraq war, Kalev Sepp, a strategic analyst with the American army command, soon realized that an analogy with the Vietnam War served as the main mental model for all the officers stationed there. Vietnam is an interesting analogy, thought Sepp, but aren’t there any others that might be just as relevant? Are there other examples of counterinsurgency situations from which U.S. forces could draw lessons about what works and what doesn’t? In a few days, he drew up a list of two dozen analogies, each at least as relevant as Vietnam. Using multiple analogies opens the mind and forces us to resist the pull of the dominant analogy that first pops into our heads.

         Technique #23: Fight the Status Quo by Changing the Default

         Just as anchoring blocks the reallocation of resources, status quo bias blocks companies from questioning their choices—leading them, for instance, to hold on to businesses they should sell. Here again, it’s possible to fight fire with fire. To do this, challenging the status quo must become the default choice instead of being the one that requires special effort. You can create a routine to challenge the routine.

         A large diversified corporation has adopted this principle: it systematically submits all its business units to a regular portfolio review (annually or every two years). The review asks a simple question: if we didn’t own this company, would we buy it today? This is quite different from the traditional strategy review, in which corporate executives review the business unit’s performance, challenge its management, and try to identify growth potential. Such reviews operate on the unstated premise that the unit rightly belongs in the corporation’s portfolio. The portfolio review shifts the burden of proof to the unit: it must propose plans that create enough value to justify its continued presence in the corporation. If it cannot, the question of disposal is immediately raised.

         Another company applies this principle in its HR processes. Its CEO describes talent reviews as “rehiring” senior managers and executives every year. The core question the reviews aim to answer is: if this person did not work for us, given the performance we observe and the growth potential we estimate, would we hire her today?

         Of course, these examples are special cases. Not all companies can, or should, follow the purely financial logic that inspires the diversified group to conduct portfolio reviews. Even fewer would accept the radical HR philosophy that the second example illustrates. But the same principle applies wherever the status quo must be challenged: routines must be in place to make challenge the default option.

         Getting the Facts Right

         Divergence is indispensable, but a time comes to choose, to converge again. Once you’ve heard multiple perspectives, encouraged outside challenge, and generally achieved divergence, how are you supposed to decide which viewpoint is right?

         The choice, of course, must be grounded in facts. As Senator Daniel Patrick Moynihan famously said, “Everyone is entitled to his own opinion, but not to his own facts.” How to find the right facts and interpret them correctly is a vast subject that goes well beyond the scope of this book, but five relatively simple routines can help. All of them help fight biases and are generally underused by decision makers.

         Technique #24: Use a Standardized Framework

         The first routine is based on the same principle as the checklist: establish a framework that lists the criteria to consider whenever a decision must be made. Codifying standardized decision-making frameworks and sticking to them is an effective way to bring discussions back to the relevant fundamentals after all the necessary divergence has taken place.

         This idea often seems shocking at first glance, especially if the decision under consideration is an important one. We tend to think that our decisions are unique and can’t be reduced to a framework or checklist of predetermined criteria. Atul Gawande insightfully observed that making and following checklists “somehow feels beneath us.… It runs counter to deeply held beliefs about how the truly great among us…handle situations of high stakes and complexity.”

         But using frameworks does not mean turning a complex decision into a check-the-box routine. It simply recognizes that many decisions, although they may seem unique to those making them, belong to known categories, and that each category can be associated with a decision-making framework. It should be easy for a pharmaceutical company to define the hurdles an R&D project must meet to proceed from one development phase to another. A venture capital fund knows the key questions that any investment proposal must address.

         When they are written down and shared, such decision-making frameworks become the basis for discussion and decision. Of course, a leader can always decide to set the framework aside: some decisions really are exceptional. But even in those cases, the mere existence of the framework offers a benefit by forcing a discussion about why, exactly, a certain decision is like no other.

         Rather than formalizing their frameworks as checklists, many companies embed them into mandated presentation formats that cover the criteria associated with each type of repetitive decision. For instance, one CEO has refined, down to the smallest detail, standardized investment proposal templates. This is his way of limiting one kind of risk—the risk that the person proposing the project has cherry-picked arguments supporting his storytelling while ignoring or downplaying less appealing aspects of his proposal.

         Some worry that the definition of frameworks, the formalization of decision rules, and the imposition of templates have negative effects. They fear that implementing these tools will sterilize discussion, eliminate the possibility of original arguments, and ultimately abolish risk-taking. This is a valid concern: in some companies, frameworks and checklists are indeed used as substitutes for managerial decision-making, not as aids to it. Some bureaucratic organizations view them as a way to smother debate and make any kind of managerial courage unnecessary. If your company’s practice is to use decision meetings merely to rubber-stamp proposals, fine-tuning the frameworks is not going to change that.

         But the effect of a well-defined framework is just the opposite when it is used in combination with other techniques described here, in a company that values real dialogue and the expression of divergent ideas. As the CEO mentioned above (and many others) discovered, a common framework does not hinder dialogue: it enables it. Adhering to the template prevents project leaders from presenting facts selectively to minimize risks or otherwise distort reality. It also means that the basic data can be absorbed more quickly in the decision meeting, which frees up time for debate. Participants are then free to take the necessary step back, express their points of view, and engage in genuine dialogue about them—a dialogue that will be fruitful precisely because they all agree on the same set of facts. In the end, the CEO does make risky decisions, but he makes them because the level of risk the project entails is justified, not because it has been hidden from him.

         Technique #25: Define the Decision-Making Criteria in Advance

         Predefined frameworks and templates can only be used for repetitive decisions. Unique, once-in-a-lifetime choices, such as a major restructuring or a huge merger, do not lend themselves to a predefined checklist. Yet they can benefit from applying the same logic. In these decisions as in repetitive ones, the danger that must be avoided is the storytelling trap, grounded in an excessive reliance on intuition and in confirmation bias. As we’ve seen, the power of a good story may lead the decision maker to give undue weight to certain considerations and to neglect others. But a remedy exists, even if it’s not easy to put into effect: you can explicitly define the criteria for making the decision far in advance of the final decision.

         The deputy CEO of a family-owned company saw the power of this approach in a decision his chairman made. The deputy was about to ink the deal on an important overseas acquisition after protracted negotiations between the management teams of the two companies. To everyone’s surprise, the chairman vetoed the agreement at the last minute. From the beginning, he had drawn up a list of decision-making criteria, including the following: “Am I confident that our team and the management of the target company will be able to work hand in hand to make the deal a success?” The chairman had purposely refrained from telling his deputy that he would make up his mind on this decisive issue by observing the interactions between the two management teams during the negotiation phase. You can imagine the deputy CEO’s surprise and frustration at the chairman’s eleventh-hour decision, and at the justification he offered, which he seemed to have pulled out of his hat. Yet in hindsight, as he reflected on the tense interactions he had had with the target company’s management, the deputy CEO acknowledged that the chairman’s decision was wise, and that integrating the two companies would have been much more difficult than anticipated. Only by referring to his predefined criteria was the chairman able to keep the necessary distance from the dynamics of the negotiation.

         Technique #26: “Stress-Test” Your Assumptions

         Regardless of the framework and criteria you use, your decision probably relies on some quantitative analysis. The quality and depth of this analysis are, of course, critical. Most companies use the same analytical tools, but their level of sophistication in using them varies greatly. The best ones spend time exploring and “stress-testing” the assumptions that underpin their calculations, and not just when the proposals are prepared but in the decision-making committee itself.

         For instance, a common practice when considering investment proposals is to develop multiple scenarios, including a “worst-case” scenario. This makes sense, of course, as a way to stress-test a plan. But it can also backfire by providing an illusory sense of comfort. That happens when—as is too often the case—the “worst case” is not the worst case at all but a slight downgrade of the base case. Stress-testing the assumptions behind your plans should not just mean tweaking the most obvious variables. It should include a thorough challenge of assumptions the base case takes for granted.

         One CEO tells of buying a troubled company in a rapidly declining market in hopes of salvaging some of its assets. Knowing it was a risky gamble, he had developed a series of scenarios, all of them rather pessimistic. His worst-case scenario anticipated a 40 percent drop in the target company’s revenues in the year following the acquisition: conservative enough, you might think. Yet the factor that turned out to be decisive was one he had not included in his model: how much time it would take to get a green light for the transaction from the antitrust authorities. This turned out to take much longer than the CEO had—implicitly—expected. Given that revenue was falling just as quickly as the worst-case scenario anticipated, a six-month delay meant another 20 percent drop in revenues. The deal ended up producing heavy losses.

         Technique #27: Take the Outside View by

Finding a Reference Class

         We saw in chapter 4 the danger of the planning fallacy, and more broadly the tendency to produce exaggeratedly optimistic forecasts. The principle that can combat this bias is the outside view, described by Daniel Kahneman in Thinking, Fast and Slow. Its practical application to a forecasting problem is known as reference class forecasting.

         To illustrate it, let’s first consider how a project’s time frame and budget are typically planned. If you are in charge, you will plan for all the project’s phases and costs, add them up, and, of course, include an additional safety margin. This is the inside view: it starts with your project and what you know about it. If, for instance, you are in charge of organizing the Paris 2024 Olympic Games, you will be confident that you have budgets under control: as the French minister for sports explained in 2016, “There is no reason why the costs should balloon.”

         Now, consider what an outside view would tell you. Taking an outside view means regarding this project as one among many similar cases. The set of comparable projects, called the reference class, provides statistical information about the time frame and budget that similar projects required. In the example of the Paris 2024 Olympics, the most natural reference class is, of course, previous Olympic Games. Bent Flyvbjerg and his colleague Allison Stewart at Oxford University compiled data about Olympic Games from 1960 to 2012 and found that all went over budget. The average percentage overrun was, in nominal terms, 324 percent (or “only” 179 percent when adjusted for inflation). Knowing this, if you had to place a bet on whether the Paris 2024 Olympics will remain within their initial budget, what would you say?

         The disparities between the inside and outside views are not always so striking, but the outside view generally turns out to be more reliable than the inside view. Paradoxically, the estimate is better when the specific characteristics of the focal project are ignored. Less information results in better accuracy, because confirmation bias and excessive optimism are kept at bay. In the UK, the Treasury and Department of Transport have included reference class forecasting in the required forecasting methodology used for all large infrastructure projects.

         Technique #28: Update Your Beliefs as

New Data Becomes Available

         John Maynard Keynes was frequently criticized for changing his opinion. In one such instance, he is said to have replied: “When the facts change, I change my mind. What do you do, sir?”

         This sums up a fundamental problem: in the decision-making process, we all discover new facts along the way. We have to take them into consideration, of course—but to what degree? When is new information important enough to make us reconsider our position? No one wants to flip-flop with every new piece of data, but it’s not good to be stubborn as a mule, either.

         Fortunately, there is a tool to guide our judgment in this area: Bayes’s theorem of conditional probability. Provided we agree to express our judgment quantitatively—that is, as a probability—Bayes’s theorem tells us exactly how much we should revise that probability in light of new facts. Without presenting it here in its algebraic form, we can illustrate its application to the simple example we introduced in chapter 8: an investment committee that tries to avoid the traps of groupthink and information cascades while making a decision about a prospective investment.

         Suppose that you sit on this committee, and after careful consideration of the investment opportunity being discussed, you have concluded that it is not attractive. However, the first one of your committee colleagues who speaks up has arrived at the opposite conclusion: she supports the investment. Should you change your mind?

         Intuition suggests that the answer depends on two factors. First of all, what is the strength of your original conviction, the prior probability that you are right? If you were 99 percent sure that it was a bad investment, you will be less likely to change your mind than if you were only 60 percent sure. Second, what is your colleague’s credibility? Naturally, the quality of her judgment (as estimated by you) also influences your propensity to change your mind. If you think her judgment is generally unreliable, you will stick to your guns; but if you consider her practically infallible, you will be much more likely to change your mind and join her.i

         Bayes’s theorem lets the decision maker quantify these intuitions by calculating a posterior probability. Posterior probability is the adjusted level of confidence you will have in your answer after taking new information into consideration and weighing it appropriately. In our example, let’s suppose that your original degree of confidence in your judgment was quite high: you think there is only a 33 percent chance that the investment will turn out to be profitable. But let’s also suppose that you have a lot of respect for your colleague: in your estimation, her judgment is correct 80 percent of the time. Bayes’s theorem suggests that you should radically change your opinion: if you run the numbers, you will find that the posterior probability that the investment is attractive is 67 percent. In other words, on the basis of the new information you are taking into account, your estimate of the probability that the investment is a good one has gone up from one in three to two in three. If this level of confidence is sufficient for you to invest, you should change your mind.

         The value of quantifying your guesses and using Bayes’s theorem is that you can find out how different these numbers would need to be for you to change your mind. In this example, if you believe your colleague is correct “only” 70 percent of the time, the posterior probability that the investment is attractive will only be around 50 percent. This is more than your initial level of 33 percent, but perhaps still not enough for you to support the investment. The strength of your initial belief also counts a lot: for example, if your prior probability estimate that the deal is good was 20 percent (instead of 33 percent), your colleague’s opinion, assuming it is 80 percent reliable, would still only take you to a 50 percent posterior probability. These are the two key parameters when updating your beliefs: the value that you should give to new information depends partly on your confidence in your prior judgment, and partly on the diagnostic value of the new information.

         Needless to say, expressing beliefs as probabilities is useful, but it remains a simplification. In a case such as this one, it would be good to quantify beliefs, but it would be even better to use some of the dialogue techniques described in the previous chapter to get to the bottom of your disagreement! Your colleague’s viewpoint may seem a lot more persuasive to you, for instance, if it is based on facts you had neglected rather than merely on a different interpretation of the same data.

         Nevertheless, learning to update your beliefs by using Bayes’s theorem can be very valuable in situations of great uncertainty. Nate Silver, in The Signal and the Noise, describes in detail many practical applications of the theorem (and provides a valuable how-to guide for those who want to use the formula). Additional evidence comes from Philip Tetlock, the psychologist whose work on political expertise was mentioned in chapter 3. Tetlock and his colleagues have been conducting a multiyear project to improve the accuracy of the political and military forecasts produced by American intelligence agencies. In particular, they have identified “superforecasters,” amateurs whose forecasts are more reliable than those of professional analysts. One of several distinguishing characteristics of superforecasters is their willingness to update their beliefs in response to new information—and their ability to do so in Bayesian fashion, avoiding both overreaction and underreaction.

         Cultivating Humility

         A final ingredient is essential for both tolerating divergent views and preventing them from taking us too far: a healthy dose of humility in the face of tough decisions. Practicing humility is easier said than done, of course. But instead of thinking of humility as a permanent trait of virtuous individuals, we can try to cultivate it.

         An amusing example of this principle comes from Bessemer Venture Partners, one of the oldest American venture capital firms. Its website features an “anti-portfolio” listing all the deals that the company could have made but passed on. There are some great investments on this list. Apple? A Bessemer executive thought it was “outrageously expensive.” eBay? “Stamps? Coins? Comic books? You’ve got to be kidding.… No-brainer pass.” PayPal, Intel, and Google are also on the list. This exercise—which has since been copied by other funds—may look like public self-flagellation, but it serves as a reminder that investment decisions are complex and difficult.

         In addition, it’s a reminder that the direction of error matters. In many fields, it is much more important to avoid errors of commission than errors of omission: for an airline pilot or a bridge engineer, “better safe than sorry” is an excellent rule of thumb. But venture capital is the opposite: nothing is worse than being overly cautious. As another venture capitalist interviewed for this book observes, “When you invest one dollar and you’re wrong, you lose one dollar. But when you pass on an investment whose value is multiplied by one hundred, you lose ninety-nine times more.” This is why Bessemer’s list emphasizes the false negatives but not the false positives, the investments it did make and that turned out poorly. The “anti-portfolio” does not just cultivate abstract humility but focuses everyone on the sort of humility that matters. It’s up to you to know which sort of humility matters most in your own field, and to find the right technique to cultivate it.

         To make good decisions, it’s not enough to eliminate our mistakes—we also need to have good ideas, and to choose wisely between them. This is what makes divergence an indispensable component of a sound decision architecture.

         
            Footnotes

            i More specifically, you need to consider the likelihood that she will be mistaken in one direction or the other. For example, if you consider your colleague to be very cautious, you might then expect that it would be highly unusual for her to recommend a bad investment—but not unusual for her to miss out on a good one. In other words, you must estimate the frequency of her “false positives” and “false negatives,” respectively. In this example, we make the simplifying assumption that her reliability is the same in both directions.

         

      
   


   
      
         
            
               Divergence in Thirty Seconds

               
                  	Divergence means seeing the facts from a different angle to limit biases, especially pattern-recognition biases.

                     	Certain contrarian personalities do this naturally…but rarely survive for very long inside large organizations.
        
                        
                        	Michael Burry saw the subprime crisis coming, while most people in big banks did not.

                        


                     	Divergent, challenging viewpoints can come from multiple sources:
        
                        
                        	From the outside: informal networks, experts, consultants, and challengers—if used the right way.

                           	From the inside: “red teams” or war games when confrontation is acceptable; crowd wisdom when collective opinion is relevant.

                        


                     	We can also generate divergent ideas by using one bias to fight another.
        
                        
                        	Re-anchoring vs. anchoring—budget discussions.

                           	Multiple analogies vs. confirmation bias—Iraq is not comparable just to Vietnam.

                           	Changed defaults vs. status quo bias—systematic portfolio reviews.

                        


                     	Deciding between divergent ideas requires high-quality, fact-based analysis:
        
                        
                        	Standardized frameworks for repetitive decisions; predefined decision criteria for unique ones.

                           	Stress-test assumptions; take the outside view with a relevant “reference class,” and update your beliefs as new data becomes available.

                        


                     	In all cases, it is good to cultivate humility when dealing with divergent viewpoints.
        
                        
                        	Bessemer Venture Partners’ “anti-portfolio” of great investments they passed up.
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            Dynamics

            Changing Your Decision-Making

Processes and Culture

         

         
            If at first you don’t succeed, try, try again. Then quit. There’s no point in being a damn fool about it.

            —attributed to W. C. Fields

             

         

         It is quite likely that you found at least some of the ideas listed above about creating dialogue and divergence ill-suited to your own professional environment. Perhaps, as you read some of these suggestions, you thought, This would never work in our culture. Or: It looks like an interesting idea, but I don’t know where this would fit in our existing decision processes. Indeed, dialogue and divergence will remain pipe dreams if the processes and culture of your organization block them.

         You cannot improve your decision-making if you do not take into account your decision processes, the hierarchies, committees, and calendars that answer the practical question: Who decides what when? For instance, your company certainly has processes for coming up with marketing plans, drawing up budgets, and approving investments. If these processes bring divergent viewpoints back onto the “straight and narrow” of a single way of thinking, and if they crush dialogue instead of stimulating it, the quality of your decision-making will suffer.

         Similarly, an organization’s culture (also called its core values, guiding principles, or shared beliefs) is critical, because—among other things—it answers the question: What matters when we make decisions? It is a truism that corporate culture can get in the way of sound decision-making. For example, we saw how difficult Polaroid’s culture made it for the company to perceive the urgency of technological change.

         This is why decision architecture relies on a third pillar, without which the first two will soon collapse: the dynamics of decision-making, which concerns an organization’s decision processes and decision culture.

         There is, of course, no silver bullet that will magically change an organization’s culture, and this is true of an organization’s decision-making culture, too. But big corporations and government organizations can draw inspiration from the decision-making methods and styles of small companies and entrepreneurs, for whom agility in decision-making is a condition of survival.

         Informality and Formalism

         To any observer of the way large organizations make decisions, one thing is striking: decision meetings are often formal, solemn affairs. Stiffness, tension, and even fear are often the dominant emotions. Naturally, this atmosphere is not conducive to establishing open dialogue—even less so to the expression of divergent opinions. Why does it have to be this way?

         Technique #29: Cultivate a Friendly Atmosphere

         Sometimes a solution is so simple it seems obvious. Many smaller organizations and some large ones value good personal relations between members of the management team. One serial entrepreneur goes as far as making it a rule: “In all my companies, I’ve always brought in friends, including very close ones. People often say I’m crazy. But it’s priceless to know that I can count on them not playing politics, because we’ve known each other for years.” 

         This may be extreme, and if you are in a leadership position, hiring your friends has obvious downsides, too. But on a management team or a board of directors, it is often wise to foster an environment of friendly discussion. As one board chairman relates: “I try to create the atmosphere of a bunch of friends talking together. It might sound strange to say it that way, but it’s very important to create this feeling. There can’t be any freedom of speech in a group where people hate each other.” Even small details can contribute to this. The executive who put together the group of “Six Amigos,” described in the previous chapter, points out that “even the fact that we call it ‘Six Amigos’ instead of ‘the committee for X’ contributes to creating an informal atmosphere.” However you decide to pursue this goal, the underlying reason is the same: it’s hard to make dialogue happen unless the participants feel comfortable together.

         The suggestion of an informal, even casual atmosphere may seem at odds with the precise ground rules for dialogue that we discussed earlier. But there is no real contradiction. On the contrary, it is the informality that makes the regulations bearable. It’s much easier to ban “storytelling arguments” or to enforce “alternative stories” if you feel confident, relaxed, and surrounded by friendly faces. Conversely, imagine that an authoritarian boss, in a tense atmosphere, forbids you from using certain comparisons, or orders you to defend a point of view that is the opposite of the one you just expressed. Would you be able to play along in good faith? A friendly and informal atmosphere is not the enemy of organized dialogue: it is an enabler of it.

         Technique #30: Foster a “Speak Up” Culture

         Another problem that bedevils large companies more than small ones is that people do not speak up. This is not limited to the self-silencing behavior in meetings that we have discussed with regard to groupthink: in many organizations, people are reluctant to freely express not only their disagreements, doubts, and concerns but also their ideas and suggestions. Of course, executives always say that they want to encourage their employees to speak up. But speaking up is harder than it looks.

         The head of a large European company says his technique for encouraging a culture of speaking up is “rewarding and promoting people who have the guts to disagree. Not only do you have people who speak up, but the others can see that political operators have no future.” Another business leader took the helm at a company where he found the culture too deferential. He didn’t hesitate to hire the services of a professional coach for some of his executives. He told them, “I want you to work with your coach on learning to tell me to my face, ‘You made a mistake.’ Politely, of course, but clearly and quickly.”

         These two leaders share the same conviction, which a third executive expresses in his own way: “I hope I’m right more often than not. But I can make mistakes, and I do. It’s essential for my teams to tell me so.” Speaking up is key. Making it happen takes effort.

         Technique #31: Align the Incentives with the Common Interest

         Of course, it would be naive to expect a friendly atmosphere and some encouragement from the top to produce divergent viewpoints if incentive systems go against these objectives. As one of the executives quoted above explains: “It’s the mother of all solutions. If you haven’t established a compensation system where people work in the interest of the group, they will just optimize their personal bonus.” Cass Sunstein and Reid Hastie, in their book Wiser, also count “rewarding group success” as one of the key ways to make groups more effective. How to design motivation systems that balance individual and collective rewards is beyond the scope of this book, but the issue cannot be ignored.

         Taken together, these suggestions make up a simple and rather appealing picture: a “group of friends” who aren’t afraid to speak openly to each other, especially since their interests are perfectly aligned. Who wouldn’t prefer this environment to the uptight, tense atmosphere of many management committees?

         Risk-Taking and Caution

         We saw in chapter 6 that large companies often do not take enough risks, and that their leaders often urge their executives to “be more entrepreneurial.” While the model of entrepreneurship is inspiring, the lesson taken from it should be qualified. Ask entrepreneurs how they think about risk, and they will state the obvious: precisely because they are running their own business, they take as few risks as possible, and always calculate them carefully. Clichés notwithstanding, much research suggests that entrepreneurs are not gamblers: they do not have an irrational or unhealthy appetite for risk.

         What distinguishes entrepreneurs from managers of large businesses is not so much the amount of risk they take as their agility in managing it. This agility is manifest in at least five techniques that large companies can take inspiration from.

         Technique #32: Find Ways to Learn for Free

         The first idea is summed up by the founder and CEO of a midsize luxury goods company: “When we take a gamble on something new, we want to see if it works, but we don’t want to spend money on it.”

         One of his strategic choices illustrates this principle. Most of his competitors, especially those owned by large luxury conglomerates, operated their own stores in addition to relying on third-party retailers. The CEO was considering adopting the same business model. But this raised many questions: Would he be able to develop the right store concept, and how much revenue would it generate? What was the maximum rent he could afford? What sorts of locations would be best? How would his current retailers respond? These questions could be analyzed on paper, and he knew how his competitors answered them, but he couldn’t resolve them for his own brand until he explored the terrain.

         In other words, before taking this risk, he needed to learn a new skill: managing retail points of sale. The conventional way of learning would be to open a few pilot stores to refine the strategy before deploying it on a large scale. But as a majority shareholder playing with his own money, he wanted to learn without paying for this sort of pilot. It would be too big a risk for him to commit to renting, setting up, and managing stores for several years (given the length of commercial leases) without knowing how much revenue to expect.

         The CEO decided to look for partners who would be willing to share the risk with him. In one country, a landlord eager to attract a luxury brand agreed to a variable rent indexed on sales. In another country, one retailer agreed to open a shop for the brand in his own space, knowing that if it failed, he could easily reconvert it. Through these different formulas, the entrepreneur improved his new model without ever risking more than he could afford. He accepted the fact that the process would take longer than it would for a large company, but his approach also had its advantages. For instance, it would give him the opportunity to make adjustments during the process as he learned from his experiments.

         Technique #33: Conduct Experiments and Allow Them to Fail

         What about the approach of large companies, which, in a similar situation, open pilot stores? Isn’t that a way to test and learn, too?

         It is…or, rather, it should be. In truth, the interchangeability of the terms test and pilot often reveals a confusion of objectives. A test serves to refine a plan and help you decide whether to launch it or not. A pilot is intended to measure and demonstrate a plan’s effectiveness so that you can rally the organization before rolling it out. This is not at all the same thing.

         Let’s take the example of a retail chain that is preparing to launch a new store concept to breathe life into the organization. The plan must, of course, be tried out in a few pilot stores. How does it work? First, the retailer carefully chooses the store locations, which receive additional funds and are showered with top management’s full attention as they implement the new concept. Next, their results—sales, profits, customer satisfaction—are compared with those of a group of other stores (usually not defined in advance), which, during this time, have been almost totally neglected. Naturally, the results are conclusive: the new concept works! Management can now roll it out on a large scale.

         Ask anyone involved in the project, and they will tell you: the company wasn’t trying to test the new concept so much as it was trying to demonstrate its success. This was not about deciding but about beginning to implement a decision that’s already been made. No wonder, then, that once the pilot is declared a success, the results of the rollout to the full store network are so often disappointing. It’s impossible to tell if the pilot stores’ success is the result of the new concept or of the special attention they received during the pilot phase. This is the “Hawthorne Effect,” the business equivalent of the placebo effect: nearly a century ago, organizational psychologists discovered that almost any change they made to the environment of a factory had a temporary positive effect, simply because the workers were aware they were being observed.

         It’s easy to see the decision-making dynamics that lead large corporations to repeat this mistake. Naturally, the team that developed the new concept on paper wants it to succeed. Senior management is convinced it will—otherwise, they would not bother to test it. They task another team with managing the pilot in the field: this team, too, is keen to see it succeed—it doesn’t want to get blamed for an experiment that “fails.” Meanwhile, top management has already told its board, its shareholders, and the financial analysts how confident it is that the new store concept will revive the retail chain. It has no Plan B in case it flops. When everyone wants a test to succeed, they’ll make sure it does.

         Contrast this fake “test” with a true experiment. Online retailers and other digital service providers routinely use “A/B testing” to evaluate the effect of a planned change, such as a modification to their website design. To do this, they compare the results of two customer groups, A and B, who either experienced these changes or did not. These two groups are defined in advance, randomly selected, and no other actions are taken that could affect the evaluation. This is the equivalent of a randomized controlled trial in science. In the same spirit, nudge units such as the UK’s Behavioural Insights Team rigorously test multiple proposals in order to quantify their impact on the behaviors they aim to modify.

         If a controlled trial is impractical, another way to conduct real experiments is to adopt a mindset of continuous experimentation. For example, the retail company mentioned above could develop several different concepts and test them at the same time, allocating the same resources to each test. It wouldn’t have its results as quickly, and these results would not be as easy to interpret, but at least it would create a healthy rivalry instead of a paralyzing fear of failure. Alternatively, instead of testing an overall concept, the company could test each element of a new concept and measure its effects separately. It could even develop its new concepts on an ongoing and continuous basis by integrating the lessons of previous tests.

         Whatever approach is chosen, the key principle to bear in mind is simple: it’s not a real experiment if it’s only allowed to succeed. A real experiment is one in which failure is an option, because you can learn as much from failure as from success. Entrepreneurs intuitively know this: they break down large decisions into smaller ones so they can conduct true experiments and take calculated risks. Managers, whose objective is to convince their organization to move forward, tend to forget it. They must reengineer their decision-making processes to include real experiments.

         Technique #34: Do Postmortems of Successes, Too

         Learning from experiments is great, but learning from real-life experience is important, too. Most companies have—at least on paper—a routine for debriefing failures and drawing lessons from them. Conducting such postmortems in the right way, so that they don’t become a finger-pointing exercise or a witch hunt, is sometimes difficult. But in principle, everyone recognizes the importance of learning from failures.

         A much less frequent habit is to learn from successes by debriefing them just as systematically and as rigorously. French navy commandos, like many units of the American armed forces, practice systematic mission debriefs. To facilitate candid conversations, one principle features prominently on the wall of their debriefing rooms: “nameless, rankless.” As one officer notes, a key purpose of these debriefs is “to answer a question that would otherwise never be asked: Where were we lucky?” If the mission succeeded merely because of good luck, there may be a lot to learn from it—perhaps more than from some failures. And this matters: next time, luck may not be on your side.

         Many businesses would do well to take this page from the military playbook: by the time they discover that their success was largely a function of good luck rather than superior talent or strategic advantage, it is often too late.

         Technique #35: Increase Your Commitments Gradually

         Low-cost learning, ongoing experiments…couldn’t this be a way of limiting the stakes, of refusing to commit, of thinking small and playing small? Shouldn’t a big company use the strategic advantage of its size and take bold risks that others can’t?

         Of course. But it should still do so with agility. A fourth way of being agile consists in making gradual commitments instead of big gambles. This is the way of venture capitalists, who sometimes back the same company from seed stage to unicorn valuations, increasing their financial commitment at each stage based on past achievements and future plans.

         Here again, the dynamics of large organizations make this kind of approach unusual. Faced with an investment decision, the expected answer in a big company is a straight yes or no. It is rare to hear something like: “Tell me what intermediary objectives you can reach with 10 percent of this amount, and then let’s see if you’ve done it in a month’s time.” Yet this would be an excellent way of making decision-making more agile.

         Companies that establish this kind of gradual commitment process have to overcome obstacles related to both their processes and their culture. First, they have to engineer exceptions to the annual budget process, create a nest egg that they can gradually apply to financing these projects over the course of the fiscal year, or dedicate a separate unit to take care of these projects in the manner of an internal venture-capitalist. Second, they have to find time to do progress reviews at each stage, even though these discussions may seem small-scale in comparison to the large investments they usually review.

         But the main difficulty is a cultural one. It is hard for those proposing projects at the company to accept that they will be constantly challenged. (In the same way, start-up founders must perpetually tout their company as they seek their next round of financing.) As a general rule, the firm’s employees do not have the same tolerance for risk and financial expectations as entrepreneurs. As we have seen when discussing how difficult it is for corporations to divest unsuccessful businesses, it’s also hard for senior executives to learn to “pull the plug” on a project if, at one stage or another of its development, it hasn’t reached its objectives.

         Technique #36: Recognize the Right to Fail,

Not the Right to Make Mistakes

         The final condition for agility is the most important one: it’s to create a real right to fail.

         To be clear, the right to fail does not mean the right to make a mistake. One CEO recounts his employees’ surprise when he promoted the manager of a unit that had suffered heavy losses. “It was my decision to buy this company, he accepted the challenge, and he acquitted himself as honorably as possible. The market collapsed; it was not his fault. He had nothing to be ashamed of—on the contrary.”

         As this example shows, the right to fail is a simple issue of fairness and logic: as we have seen, when we undertake risky activities, there will be failures without mistakes. The right to make a mistake is something very different. You may wish to forgive someone who made a bad decision and choose to give him or her a second chance . . . but maybe not a third.

         The fact remains that many managers are paralyzed by the fear of failure. The retail company’s “pilot” was biased because the managers in charge were afraid of being associated with a fiasco. When large corporations are reluctant to take on a portfolio of small risks, it is because the person in charge of each project dreads the prospect of having to report a failure. Loss aversion is at work. But it is quite difficult to conduct a true experiment if you don’t accept the possibility of failure. You can’t be agile if you’re petrified.

         Some executives are well aware of this problem, and know the signals they send personally are essential for fighting the fear of failure. As one CEO says, “Speeches about ‘I want you to take risks’ are useless. When people take risks and it backfires—that’s when you send the real messages. When a manager tries something sensible and that doesn’t work, that’s when you walk the talk. If you go out of your way to make him feel valued, everyone will remember it.”

         The same CEO adds: “If we want people to believe they have a right to fail, we have to show them our own failures.” During annual seminars with his managers, this executive doesn’t hesitate to openly share the decisions he has made that have not produced the expected results. Basically, he is willing to reveal that he is a mere mortal, someone who endures failures. A simple idea, right? But not one you see applied every day.

         Vision and Flexibility

         The CEO of a family-owned business describes his strategy in this way: “In a diversified family company like mine, many strategy decisions are opportunistic. Trying to have a predefined strategy would be very dangerous. I don’t want to lose my ability to move or prevent myself from seizing opportunities in the name of a so-called strategic vision.”

         This refusal to formalize a strategy may seem paradoxical: if there is one thing that everyone believes a CEO should do, it’s defining the company’s strategy. However, many shrewd CEOs of large corporations share this view and strive to maintain flexibility in their strategic outlook.

         Technique #37: Strategize Like a Texas Sharpshooter

         You may have heard the joke about the Texas “sharpshooter” who shoots randomly at the barn door, then walks over to it and paints a target circle around the densest cluster of bullet holes. A sure way to score!

         This story is generally used to describe a reasoning fallacy: it is an error to define the target after the results are known. But it also illustrates the value of flexibility. The CEO of a publicly traded corporation puts it this way: “When people tell me, ‘Your strategy is so astute!,’ I tell them: ‘I hate to disappoint you, but I don’t have a strategy. I just make good decisions that create value for shareholders, and they end up making a coherent whole.’”

         What pitfall is he trying to avoid? “The most serious errors I’ve seen,” he explains, “were committed by executives who had a grand design in mind, and who bought and sold whatever they needed at any price so they could have their dream as quickly as possible.” In other words, these leaders start off by telling their shareholders and their management a compelling story of value creation. They lock themselves into their own storytelling, and it quickly leads them to make bad decisions.

         By contrast, this executive tells the story only afterward, once it has become reality. Like the Texas sharpshooter, he draws the target after he shoots. But, of course, he doesn’t shoot just anywhere. While his strategy is flexible, his company’s mission of creating value for shareholders is not. Strategic flexibility is only possible because the goals and the long-term vision are crystal clear.

         Technique #38: Change Your Mind, Proudly

         The flexibility that these leaders show in their strategy is also visible in their everyday behavior. They’re able to change their minds and are proud of it. Not because they are dictators subjecting their team to their every whim, of course. But because they set an example of flexibility.

         The bank president quoted previously says: “I’ve gotten the members of my board accustomed to seeing me change my mind. Not arbitrarily, but on the basis of the discussion and the facts.” Or, as another executive puts it: “I can say one thing in the morning, receive new input during the day, and change my mind that night.”

         Obviously, as this same executive is careful to add, “this is only possible with people at a certain level.” When you are speaking in front of thousands of employees, you have to deliver a clear message that doesn’t change every day. But that’s when the time for decision-making has passed and the time for execution has arrived. When you are still in the decision-making phase, stimulating dialogue and bringing out divergent viewpoints, only a leader who is able to change her mind can encourage her colleagues to do the same.

         She can even congratulate them on this flexibility. As venture capitalist Randy Komisar enthusiastically proclaims: “I think comfort with uncertainty and ambiguity is an important trait in a leader. . . . I love a leader who changes his or her opinion based upon the strength of the arguments around the table. It’s great to see a leader concede that the decision’s a hard one and may have to be retested.”

         Not getting locked into your own story, maintaining the necessary flexibility to change the narrative or tell different stories: this is a good way of fighting confirmation bias. It’s also a discipline that few of us are accustomed to. Hence the importance of a leader’s setting a good example by changing her mind, proudly.

         Teamwork and Solitude

         Throughout these examples, we have seen that the team is essential. But the final decision belongs to the leader alone. She needs to orchestrate dialogue, but ultimately she must accept responsibility. She has to appeal to others to fight against her individual biases, but when the time comes, she has to make a decision without knowing if biases are leading her astray.

         How and when can we make this final decision? Of course, there’s no single, miraculous answer to this question. But, once again, a few examples offer helpful paths to take.

         Technique #39: Share the Power

         One unusual but powerful way of operating is to share power. When two people (or more) share the responsibility for making important decisions, the risk of one individual’s biases dominating is reduced.

         One executive explains his situation: “We are two cofounders, and we complement each other extremely well, with complete trust. The fact that there are two of us deciding is the best defense against going off on an ego trip.” It’s also a defense against political games: “No one tries to guess our opinion in order to conform to it, because everyone knows that at the beginning of an important discussion, we never agree!” Another demonstration of the power of this approach can be found where governance dictates power-sharing—for instance, in the partnerships of professional service firms.

         Technique #40: Build an Inner Circle

         Power-sharing is difficult, and in most organizations may not be a realistic option. In a traditional company, one possible way to benefit from “several heads in one” is for the leader to establish a small decision-making committee, a kind of “inner circle.” Many people have adopted this practice informally. Some have made it official.

         One of the leaders previously quoted established a “strategic committee” alongside his regular executive committee. Surprisingly, he included only members with staff positions, and not the line management of various units. This choice violates one of the most universally acknowledged principles of strategic decision-making: make sure the people who will implement the decisions are involved in making them.

         Why this unusual choice? Because when it comes to making corporate strategy decisions, this leader wants to be able to rely on people who are “neutral” about the decision and who share the same incentives. Having division heads involved in decisions that affect the fate of their units means bringing in self-interest bias, accentuating inertia in resource allocation, and opening the door to excessive optimism. Of course, these managers have been closely involved in researching the decision before the strategic committee gets involved. But when it’s time to decide, the key factor should not be which division head is the most persuasive about obtaining resources or who thumps on the table the hardest.

         Sleep On It

         In spite of everything, at the end of the day, when the meetings are over, when you have gone over the research and examined it from every angle, the decision is still yours to make. An age-old piece of advice applies here: sleep on it. This is the one thing that all the business leaders I interviewed have in common: they make their decisions in the morning.

         This is true of leaders of large corporations and of small business owners. Only after a night of sleep (even if it’s short) do they feel they have a clear understanding of what they need to do. One executive says that he wakes up at 5:00 a.m. to decide on any outstanding issues. Another states that “sleeping on” an important decision always provides a clear sense of what to do the next morning. Letting a night go by is a simple way to attain some distance and to avoid deciding while in the grip of emotions.

         Decision-making dynamics are deeply rooted in organizations, and none of the techniques that affect them will instantly change a company. But many will amend its decision-making processes, and others will subtly modify its culture. Decision dynamics, in combination with techniques that foster dialogue and encourage divergence, have the potential to transform an organization’s decision-making.

      
   


   
      
         
            
               Dynamics in Thirty Seconds

               
                  	Dialogue and divergence cannot thrive without agile decision-making dynamics (the organization’s processes and culture). In this respect, large organizations can often learn from smaller ones.

                     	Cultivate informality: personal relations; a culture of speaking up; appropriate incentives.

                     	Take risks with agility:
        
                        
                        	Learn for free: a luxury brand has its partners shoulder the risk.

                           	Carry out real experiments that can fail, not “pilots” that are fake tests.

                           	Debrief both failures and successes.

                           	Make gradual commitments, like investors in rounds of start-up fundraising.

                           	Recognize the right to fail (which is something other than the right to make mistakes).

                        


                     	Combine vision and flexibility: only tell the story once it is complete (like the Texas sharpshooter); don’t hesitate to change your mind for good reasons.

                     	Finally, decide: in a partnership; with a small committee; or alone, after sleeping on it.

                  


            

         

      
   


   
      
         
            Conclusion

            You’re About to Make Excellent Decisions

         

         
            Progress is impossible without change; and those who cannot change their minds cannot change anything.

            —George Bernard Shaw

         

         You know the decision-making traps you want to avoid. You understand the five families of cognitive biases that underpin them. You realize that even the best possible decisions can never guarantee success in an uncertain world, but you believe in the importance of collaboration and process to make better decisions. And you are intrigued by a few techniques that could help you orchestrate dialogue, encourage divergence, and promote agile decision dynamics. Well done! You’re now ready to build your own decision architecture.

         The prize is large. If every organization, whatever else it makes, is a decision factory, and if strategic decisions are those that shape the future of the organization, then improving the quality of strategic decisions should make a very large difference. Superior decision-making can become a source of competitive advantage, perhaps even the only real source of competitive advantage. What better way could there be to outsmart your competitors than to reliably make better decisions than them?

         Better People Make Better Decisions…

and Vice Versa

         You might object that this reasoning ignores an important driver of decision quality: the people who make them. And of course, even with the best decision architecture, mediocre managers won’t make brilliant decisions! So, if you want to raise the quality of your organization’s decisions, perhaps you will be tempted to conclude that hiring and promoting the best people is a shorter route to achieving that goal than designing a decision architecture.

         This would be shortsighted. Organizations that have a better decision architecture do not just produce better decisions and better results. They also produce better people.

         If this sounds counterintuitive, start at the beginning—when recruiters compete to attract the best talent. Ask graduates of the top business or engineering schools, and they will tell you: they want to work in companies that give them a say in decisions.

         Millennials would often rather join a start-up than a Fortune 500 corporation, and many HR executives interpret this as a tectonic shift in the values and preferences of this new generation. There isn’t much we can do to attract the best talent, they say, if these kids don’t want to have anything to do with big business.

         In reality, one of the key reasons young managers join smaller companies is the belief that their contribution will make more of a difference there. But some very large companies have managed, despite their size, to remain highly attractive to the best graduates. In large part, they owe this advantage to a decision culture that places a premium on open dialogue, real divergence, and agile decision-making. Amazon’s Leadership Principles dictate that its people “seek diverse perspectives and work to disconfirm their beliefs,” “are obligated to respectfully challenge decisions when they disagree,” and “do not compromise for the sake of social cohesion.” McKinsey consultants are expected to “uphold the obligation to dissent.” At Google, core values include “we challenge each other’s ideas openly” and “we value diversity in people and ideas.”

         Despite their size, these companies make a clear promise to their new hires: Here, your voice will be heard. You will not call the shots on your first day, of course. But if you’re right, your ideas will make a difference. You will not be a nameless cog in a bureaucratic machine. This had better be true: in the age of Glassdoor and social networks, propaganda is short-lived. But when companies deliver on their promise, candidates get the message. Organizations with a healthy decision architecture are a magnet for talent.

         What happens, then, once these managers have been hired? As we saw in chapter 14, people are more engaged when their opinion counts. When they participate in real dialogue and know their opinion is heard, they are more committed to the final decisions, even when things do not go their way. When divergent thoughts can become new products, new strategies, and new methods, people work harder to come up with innovative ideas. When decision processes are agile and make room for ongoing course correction, people take more calculated risks and are more attentive to measures of success. A sound decision architecture is a reliable way to produce the elusive commodity, anxiously monitored by HR departments everywhere, known as “employee engagement.”

         Finally, how do organizations decide who gets promoted and who gets the boot? Not always in the best possible way. We have all seen executives who got promoted on the basis of results that owed more to chance than to talent. (And think of Paul the Psychic Octopus.) Conversely, we all know talented, hardworking individuals who languish in middle management because they never got the big break they deserved. And business news keeps bringing us fresh examples of CEOs who, like Ron Johnson, develop a reputation for genius and infallibility, and who take bigger and bigger bets—until they suddenly crash and burn.

         This hit-and-miss pattern is a direct consequence of a business culture in which “it’s the result that counts.” Where outcomes are the only way of assessing whether or not a decision was sound, where luck is mistaken for evidence of talent and judgment, those who make it to the top of the pyramid are not the best: they are the luckiest. An additional undesirable side effect of this way of assessing talent is that, in many companies, astute executives devote considerable energy to positioning themselves for their next assignment. Their goal: find a spot where their results are likely to be impressive. Being good matters; but being in the right place at the right time matters more.

         The antidote to this problem is, once again, a sound decision architecture. Companies that evaluate decisions on their merits, not on their results, are more likely to select the best leaders. If, as discussed in chapter 13, a good decision is a decision well made—not necessarily one that produces the optimal outcome—then judgment and skill, not luck, will be rewarded.

         The upshot is clear: good people, of course, are more likely to make good decisions. But a healthy decision architecture will also help you attract, engage, and promote the best people.

         A New Model of Leadership

         If you choose to embark on the journey to design a decision architecture for your team or your company, there is one last thing you may need to change: yourself. Or, more accurately, your self-image and the image you project as a decision maker.

         A decision maker is never just someone who makes decisions: she must also inspire others to act on those decisions. She must be a leader. However, leadership is in the eyes of those who observe it: there is no such thing as a leader without followers. This means that for someone to be a leader, others must believe she is one.

         Since the act of decision-making is viewed—correctly—as an important component of a leader’s role, the way a person decides plays a large part in projecting leadership. Therefore, if you are in a leadership position, it makes a lot of sense for you to conform to the expectations that others have about what “leadership” looks like. As the saying goes: “If you want to be a leader, act like one.”

         But what does it mean, exactly, to act like a leader? Our answer to this question is largely informed by a stereotype. As psychologist Gary Klein puts it, “Society’s epitome of credibility is John Wayne, who sizes up a situation and says, ‘Here’s what I’m going to do’—and you follow him.” This “cowboy” model of leadership has real consequences. Leaders are largely selected for their experience and business judgment, and they are expected to rely on it, at least in part, when making decisions. They are expected to convey self-assurance when making a choice; we do not want to see them hesitate as they carefully weigh the pros and cons of multiple options. And once a decision is made, a stereotypical leader must be 100 percent confident in the success of the plan: this unshakable optimism is contagious and inspires others to give their best effort.

         As we have seen throughout this book, there are serious problems with this stereotype. A leader who conforms to it is likely to fall headlong into some of the worst decision-making traps: the “John Wayne” leader proudly relies on his experience and intuition. He never displays doubt or invites criticism. He suppresses dissent and encourages groupthink without even being aware of it. And he exudes overconfidence every step of the way.

         You may have noted that many of the decision-making techniques offered in this book are at odds with this traditional stereotype of leadership. Recall, for instance, the idea of encouraging the expression of nuanced viewpoints, or of role-modeling a willingness to change your mind. Not exactly the fearless cowboy! And for good reason: if a leader who conforms to the stereotype is, in fact, a poor decision maker, good decision-making practices must conflict with the stereotype.

         To a certain degree, this problem can be addressed by separating the decision phase from the execution phase. “Discord plus deadline,” says Eric Schmidt—once the decision is made, discord is over. “Disagree and commit,” state Amazon’s Leadership Principles: challenge decisions, sure, but “once a decision is determined . . . commit wholly.”

         This is sensible on paper. But it means that the same person who carefully nurtures dialogue, welcomes divergence, and thinks probabilistically about success should suddenly, once the decision is made, become an enthusiastic cheerleader who doesn’t let doubt enter his mind. Sound difficult? It is. These contradictions, these carefully crafted oxymorons, suggest that there is something fundamentally wrong in the traditional way of thinking about leadership.

         If collaboration plus process is what we want, we cannot conform to a dated stereotype of leadership. How could we be serious about collaboration if, deep down, we keep believing that a real leader is a loner who does not need any help? How would we muster any respect for process if we believe that the best decisions are made by inspired visionaries in a great flash of insight?

         Instead, we must learn to associate leadership with another set of behaviors: those of the executives who genuinely value collaboration and process and who view decision architecture as a key part of their role. These leaders sincerely believe that they alone cannot possibly have all the answers. They take responsibility for the final decision, but they also orchestrate a decision process through which their team will collectively produce the best possible answer. And they know that even the best possible strategies will not always produce the desired results, but that does not diminish their passion for achieving them. This mindset is reminiscent of the combination of extreme personal humility and intense professional resolve that Jim Collins, in Good to Great, associates with “Level 5” leaders. Such leaders are a minority, but you may have met some.

         One thing is certain: they don’t look like John Wayne! To be better leaders, we must jettison the lonesome, heroic, boundlessly self-confident cowboy. We need better role models. We need leaders who have vision, courage, and a passionate group of followers—who make tough decisions and get results but who are also humble enough to rely on their team’s judgment. We need leaders who have the courage and the consistency to trust the decision processes they have put in place, sometimes even when their gut suggests otherwise.

         Consider Homer’s Odysseus, in the episode of the Sirens. Odysseus is self-aware enough to know his own limitations: he does not assume that he will be able to resist the temptation of the Sirens’ beguiling songs, which have drawn countless others to their deaths. When he asks his sailors to tie him to the mast, thus putting his own life in their hands, he shows how much faith he has in his crew. And when he instructs them to block their own ears with beeswax, he gives up the possibility of issuing them new directions: a decision architecture has been designed, and he trusts the process to produce the best possible outcome.

         In the decision architecture Odysseus has designed, there is no room for his gut instincts. We do not respect him any less for it. Like him, we all want to avert the terrible mistakes triggered by our biases. If we learn to follow his example, and to forget John Wayne, we’ll be well on our way to making excellent decisions.
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            Appendix 1:

Five Families of Biases

         

         Pattern-recognition biases

         
            
               	
                
                           
                           Bias

            
                        
                        	
                
                           
                           Definition

            
                        
                        	
                
                           
                           Page

	
                
                           
                           Confirmation bias; storytelling

            
                        
                        	
                
                           
                           We pay more attention to facts that support our hypotheses and neglect those that would disconfirm them, particularly when our hypotheses are organized in a coherent narrative

            
                        
                        	
                
                           
                           [LINK]

	
                
                           
                           Experience bias

            
                        
                        	
                
                           
                           We reason by analogy with situations from our own experience that easily come to mind

            
                        
                        	
                
                           
                           [LINK]

	
                
                           
                           Champion bias

            
                        
                        	
                
                           
                           We give too much weight to the reputation of the messenger vs. the value of the information he bears

            
                        
                        	
                
                           
                           [LINK]

	
                
                           
                           Attribution error

            
                        
                        	
                
                           
                           We attribute success or failure to the role of individuals and underestimate the role of circumstances and chance

            
                        
                        	
                
                           
                           [LINK]

	
                
                           
                           Hindsight bias

            
                        
                        	
                
                           
                           We judge past decisions based on information that was not available at the time they were made, especially about their outcomes

            
                        
                        	
                
                           
                           [LINK]

	
                
                           
                           Halo effect

            
                        
                        	
                
                           
                           We form a general impression (of a person, company, etc.) based on a few salient features and let that impression (halo) influence our assessment of unrelated features

            
                        
                        	
                
                           
                           [LINK]

	
                
                           
                           Survivorship bias

            
                        
                        	
                
                           
                           We draw conclusions from samples that include successes but exclude failures

            
                        
                        	
                
                           
                           [LINK]




         

          

         Action-oriented biases

         
            
               	
                
                           
                           Bias

            
                        
                        	
                
                           
                           Definition

            
                        
                        	
                
                           
                           Page

	
                
                           
                           Overplacement 

            
                        
                        	
                
                           
                           We overestimate our relative abilities, i.e., how much better than others we are

            
                        
                        	
                
                           
                           [LINK]

	
                
                           
                           Planning fallacy; unrealistic optimism

            
                        
                        	
                
                           
                           We do not sufficiently consider things (and combinations of things) that could derail our plans, resulting in an optimistic bias in estimates of time and cost to completion

            
                        
                        	
                
                           
                           [LINK]

	
                
                           
                           Overprecision 

            
                        
                        	
                
                           
                           We overestimate the degree of confidence we can have in our estimates and forecasts

            
                        
                        	
                
                           
                           [LINK]

	
                
                           
                           Competitor neglect

            
                        
                        	
                
                           
                           We develop plans that overlook competitors’ likely response to our actions

            
                        
                        	
                
                           
                           [LINK]




         

         Inertia Biases

         
            
               	
                
                           
                           Bias

            
                        
                        	
                
                           
                           Definition

            
                        
                        	
                
                           
                           Page

	
                
                           
                           Anchoring

            
                        
                        	
                
                           
                           When making estimates, we are influenced by available numbers, even if they are irrelevant

            
                        
                        	
                
                           
                           [LINK]

	
                
                           
                           Resource inertia 

            
                        
                        	
                
                           
                           We are timid in reallocating resources to reflect our stated priorities, especially when these priorities change suddenly

            
                        
                        	
                
                           
                           [LINK]

	
                
                           
                           Status quo bias

            
                        
                        	
                
                           
                           We tend to avoid making a decision and to maintain the status quo by default

            
                        
                        	
                
                           
                           [LINK]

	
                
                           
                           Escalation of commitment, sunk-cost fallacy 

            
                        
                        	
                
                           
                           We double down on a failing course of action, notably because we do not treat the resources previously invested as sunk costs

            
                        
                        	
                
                           
                           [LINK]

	
                
                           
                           Loss aversion 

            
                        
                        	
                
                           
                           We feel a loss more keenly than a gain of the same amount

            
                        
                        	
                
                           
                           [LINK]

	
                
                           
                           Irrational risk aversion

            
                        
                        	
                
                           
                           We refuse to take reasonable risks, fearing that, in case of failure, our choices will seem foolish in hindsight and we will be unjustly blamed

            
                        
                        	
                
                           
                           [LINK]

	
                
                           
                           Uncertainty aversion 

            
                        
                        	
                
                           
                           We prefer a quantified risk, even if it’s high, over an unknown risk (“uncertainty” or “ambiguity”)

            
                        
                        	
                
                           
                           [LINK]




         

          

         Social biases

         
            
               	
                
                           
                           Bias

            
                        
                        	
                
                           
                           Definition

            
                        
                        	
                
                           
                           Page

	
                
                           
                           Groupthink 

            
                        
                        	
                
                           
                           In a group, we silence our doubts and side with the prevailing opinion instead of dissenting

            
                        
                        	
                
                           
                           [LINK]

	
                
                           
                           Polarization 

            
                        
                        	
                
                           
                           Groups tend to reach a conclusion that is more extreme than the average viewpoint of their members—and to be more confident in it

            
                        
                        	
                
                           
                           [LINK]

	
                
                           
                           Information cascades 

            
                        
                        	
                
                           
                           In a group, the sequence of speakers affects the outcome of the discussion, as private information is withheld and shared information emphasized

            
                        
                        	
                
                           
                           [LINK]




         

         
            Interest biases

         

         
            
               	
                
                           
                           Bias

            
                        
                        	
                
                           
                           Definition

            
                        
                        	
                
                           
                           Page

	
                
                           
                           Self-serving bias 

            
                        
                        	
                
                           
                           We genuinely believe in viewpoints that happen to coincide with our interests, financial or otherwise (including emotional attachments)

            
                        
                        	
                
                           
                           [LINK]

	
                
                           
                           Present bias 

            
                        
                        	
                
                           
                           We use inconsistent discount rates when making present-future trade-offs, leading us to overweight the present (managerial myopia)

            
                        
                        	
                
                           
                           [LINK]

	
                
                           
                           Omission bias 

            
                        
                        	
                
                           
                           We are more indulgent with errors of omission than errors of commission, and find it morally acceptable to benefit from them

            
                        
                        	
                
                           
                           [LINK]




         

          

          

      
   


   
      
         
            Appendix 2: 40 Techniques for Better Decisions

         

         Orchestrating dialogue

         
            
               	
                
                           
                           Techniques

            
                        
                        	
                
                           
                           Page

	
                
                           
                           Ensure sufficient cognitive diversity among participants

            
                        
                        	
                
                           
                           [LINK]

	
                
                           
                           Make sufficient time for real discussion

            
                        
                        	
                
                           
                           [LINK]

	
                
                           
                           Put dialogue on the agenda: topics “for discussion” vs. “for decision”

            
                        
                        	
                
                           
                           [LINK]

	
                
                           
                           Limit the use of PowerPoint presentations; consider replacing them with written memos

            
                        
                        	
                
                           
                           [LINK]

	
                
                           
                           Ban misleading analogies and similar storytelling arguments

            
                        
                        	
                
                           
                           [LINK]

	
                
                           
                           Impose a cooling-off period to discourage hasty conclusions

            
                        
                        	
                
                           
                           [LINK]

	
                
                           
                           Encourage nuanced viewpoints by asking each participant for his or her “balance sheet”

            
                        
                        	
                
                           
                           [LINK]

	
                
                           
                           Appoint a devil’s advocate

            
                        
                        	
                
                           
                           [LINK]

	
                
                           
                           Ask for more than one proposal (“mandatory alternatives”)

            
                        
                        	
                
                           
                           [LINK]

	
                
                           
                           Ask what you would do if the current options were off the table (“vanishing options”)

            
                        
                        	
                
                           
                           [LINK]

	
                
                           
                           Require presenters to pitch competing views (“alternative stories”)

            
                        
                        	
                
                           
                           [LINK]

	
                
                           
                           Run a premortem

            
                        
                        	
                
                           
                           [LINK]

	
                
                           
                           Assemble an ad hoc committee (for example, “Six Amigos”)

            
                        
                        	
                
                           
                           [LINK]

	
                
                           
                           Write up the list of deal breakers and review it at decision time (“memo in the CEO’s drawer”)

            
                        
                        	
                
                           
                           [LINK]

	
                
                           
                           And don’t forget to…

                
                           
                            Set an ending time for the discussion (“discord plus deadline”)

            
                        
                        	
                
                           
                           [LINK]




         

          

         Encouraging divergence

         
            
               	
                
                           
                           Techniques

            
                        
                        	
                
                           
                           Page

	
                
                           
                           Cultivate a network of informal advisors

            
                        
                        	
                
                           
                           [LINK]

	
                
                           
                           Get unfiltered expert opinion

            
                        
                        	
                
                           
                           [LINK]

	
                
                           
                           Keep your consultants in the dark about your own hypotheses

            
                        
                        	
                
                           
                           [LINK]

	
                
                           
                           Create an official role of “outside challenger”

            
                        
                        	
                
                           
                           [LINK]

	
                
                           
                           Create a “red team” or set up a “war-gaming” exercise

            
                        
                        	
                
                           
                           [LINK]

	
                
                           
                           Use the “wisdom of crowds” to aggregate estimates (simple averages, prediction markets) or to collect suggestions

            
                        
                        	
                
                           
                           [LINK]

	
                
                           
                           Build a model to “re-anchor” a resource allocation decision

            
                        
                        	
                
                           
                           [LINK]

	
                
                           
                           Use multiple analogies to fight confirmation bias

            
                        
                        	
                
                           
                           [LINK]

	
                
                           
                           Change the default to fight status quo bias (for instance, portfolio reviews)

            
                        
                        	
                
                           
                           [LINK]

	
                
                           
                           Use standardized frameworks and templates for recurring decisions

            
                        
                        	
                
                           
                           [LINK]

	
                
                           
                           For unique decisions, define decision criteria beforehand

            
                        
                        	
                
                           
                           [LINK]

	
                
                           
                           “Stress-test” key assumptions (especially worst-case scenarios)

            
                        
                        	
                
                           
                           [LINK]

	
                
                           
                           Take the “outside view” based on a reference class of comparable projects

            
                        
                        	
                
                           
                           [LINK]

	
                
                           
                           Update your beliefs as new data becomes available (use Bayes’s Theorem if possible)

            
                        
                        	
                
                           
                           [LINK]

	
                
                           
                           And don’t forget to…

                
                           
                           Find ways to cultivate humility (for example, the “anti-portfolio”)

            
                        
                        	
                
                           
                           [LINK]




         

          

         
            Promoting agile decision-making dynamics

         

         
            
               	
                
                           
                           Techniques

            
                        
                        	
                
                           
                           Page

	
                
                           
                           Cultivate a friendly atmosphere

            
                        
                        	
                
                           
                           [LINK]

	
                
                           
                           Foster a “speak up” culture

            
                        
                        	
                
                           
                           [LINK]

	
                
                           
                           Align the incentives with the common interest

            
                        
                        	
                
                           
                           [LINK]

	
                
                           
                           Find ways to learn for free

            
                        
                        	
                
                           
                           [LINK]

	
                
                           
                           Conduct real experiments and allow them to fail

            
                        
                        	
                
                           
                           [LINK]

	
                
                           
                           Do postmortems of successes, too

            
                        
                        	
                
                           
                           [LINK]

	
                
                           
                           Increase your commitments gradually, instead of making big gambles

            
                        
                        	
                
                           
                           [LINK]

	
                
                           
                           Recognize the right to fail, not the right to make mistakes

            
                        
                        	
                
                           
                           [LINK]

	
                
                           
                           Strategize like a Texas sharpshooter: limit outside communication about specific strategies

            
                        
                        	
                
                           
                           [LINK]

	
                
                           
                           Role-model the ability to change your mind based on facts and discussion

            
                        
                        	
                
                           
                           [LINK]

	
                
                           
                           Split the decision-making power between two people (or more)

            
                        
                        	
                
                           
                           [LINK]

	
                
                           
                           Decide in an “inner circle” or small committee without conflicts of interest

            
                        
                        	
                
                           
                           [LINK]

	
                
                           
                           And don’t forget to…

                
                           
                           Make the decision and take responsibility for it—after sleeping on it

            
                        
                        	
                
                           
                           [LINK]
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