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CEO by Lot

How focal random selection mitigates hubris

Joél Berger/Margit Osterloh/Katja Rost

Hubris is the tendency of overconfident leaders to abuse power to the detriment of other members

of the community. The consequences of hubris are often failed investments or excessive bonuses. We
argue that in addition to the established recruitment practices, the selection of CEOs should be based on
focal random selection. Hubris is mitigated if a candidate is selected after a screening according to con-
ventional critera. In a laboratory experiment it was shown that focal random selection in fact reduces

antisocial behavior in leaders.

Accounting fraud at Enron, software fraud at Volkswagen, cor-
ruption at FIFA - the list of misconduct by top managers is long.
Another somewhat laudable example is Deutsche Bank, which
has taken enormous risks with its tricks on the American real es-
tate market, so that the IMF officially described it as the “most
risky bank in the world”. There are plenty of prominent examples
of former top performers whose hubris has inflicted great dam-
age on their companies. Nick Leeson, for example, ruined Bar-
ings Bank in 1995, Jérome Kerviel caused a loss of 4.82 billion
Euros at the major French bank Société Générale in 2008, Kweku
Adoboliinflicted on UBS a loss of 2.3 billion U.S. dollars in 2011.

How can it happen that former superstars in business some-
times lose all sense of proportion and inflict serious damage on
their company with autocratic measures? Extreme overestima-
tion of individuals’ abilities and performance might be the rea-
son. It turns managers into gamblers. If the company is success-
ful, CEOs attribute this to their superior ability and bask in its
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brilliance. Their ego and their willingness to take risks increase
to the point of excess. The extreme personalization of compa-
nies and celebrity CEOs convey to the public the idea that the
well-being of a company depends solely on top management.
However, a large number of empirical studies of manage-
ment research come to a different conclusion.' The success of a
company can be attributed to the abilities of its CEQs only to a
small extent. Instead, it can be explained by many other condi-
tions that are not within his or her sphere of influence - for ex-
ample, an economic boom, political developments, or simply
luck. Corporate growth can therefore rarely be attributed to in-
dividual CEO stars, but rather to external circumstances. Bill
Gates, for example, admits that Microsoft’s success depends to
alarge extent on the luck of having developed the right product
at the right time.? In general, the probability of error in predict-
ing the success of a product is 50 percent, and even 70 percent
in the case of consumer goods such as films, music or books.?
This leads to some explosive conclusions: top managers are
successful because they happen to be in the right place at the
right time. They mostly are not better than those who competed
with them for the top position. They also influence the success of
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companies much less than it is believed in the financial market.
In addition, there are so-called Halo and Matthew Effects, mean-
ing that ‘the rich become richer and the poor become poorer’,
The lucky ones receive - because they are allegedly so capable -
more and better resources, higher promotion and attention.
This makes their shine even brighter, and unjustifiably so. They
are more and more convinced of themselves and accept to be
celebrated as stars. They assign mistakes to others, become un-
willing to learn and resistant to advice. And the subordinates do
not dare say anything against it. They know that critical advice is
perceived as disloyalty by autocratic superiors. As a result, CEQ
stars increase the pressure on the board to increase their bo-
nuses - also as a safeguard against times when they are out of
luck and are no longer able to maintain the appearance of great
achievements. The result is growing income inequality between
the few top earners and the rest of the population.

The success of companies is often accredited
solely to the top management, who subsequently
tend to hubris.

As a consequence, hubris of managers arises. Hubris is defined
as ‘the abuse of power by individuals who are overconfident
and, on gaining positions of power, benefit themselves to the
detriment of other members of the community’ Hubris reinforc-
es the tendency to enrich oneself at the cost of others. It also re-
inforces incentives to take excessive risks. Acquisitions are a
good example. In at least half of all cases, they prove to be wrong
decisions in the long term. An extensive literature on mergers
and acquisitions makes it clear that management’s overestima-
tion of their own abilities is usually responsible for such failures.s

Admittedly, hubris as a result of success - be it wrongly attribut-
ed or earned - is a human characteristic. A certain degree of a
CEO’s overconfidence or narcissism might even be necessary to
foster innovations.® But can anything be done against hubris?
Corporate governance instruments, in particular board control,

might help.” We suggest an additional and provocative solution:
returning to an old and successful procedure that has unfortu-
nately fallen into oblivion - focal selection by lot.® In classical
Athens and medieval Venice, political positions were filled in a
mixed procedure of lot procedures and targeted selection. In the
Middle Age other Italian city-states, such as Florence or Bologna,
also used elements of lotteries to determine their executive dur-
ing their great period. In the 18th century, chairs at the Universi-
ty of Basel were chosen by lot from a list of three candidates.

Recently, the discussion about random procedures has
been revived, forexamplein politics in the form of a third cham-
ber consisting of randomly selected citizens. It should enable
many interests to be represented in the decision-making bodies
and counteract concentration of power and the loss of legitima-
cy of the political and economic elites.” This idea could also be
transferred to business companies in several ways. Companies
could install a second chamberin the supervisory board, which
would be formed according to the lottery principle in order to
give shareholders a vote." Companies could also apply a certain
kind of random selection with the nomination of CEOs.

A chamber consisting of randomly selected
citizens is likely to represent many interests.

We suggested on the basis of a laboratory experiment to intro-

duce focal random selection into business companies following

the historical example of the University of Basel,” called Wah! zu

Dreyen.” We showed that lotteries are an effective remedy to

mitigate hubris of leaders. Three kinds of selection methods

were compared in the experiment:

* Inthe competitive treatment condition, in each group the par-
ticipant with the highest test score in a competence task was
appointed as a group leader.

+ In the random treatment condition, one of the six group
members was randomly selected as a group leader.

¢ In the partly random treatment condition, the three highest
performing individuals were preselected, and then the
group leader was randomly selected from these three indi-
viduals.

We found that when overconfident leaders were selected partly
randomly, they were less prone to misusing their power. They

made decisions that are more beneficial to other members of
the group, compared to overconfident leaders chosen through
the usual competitive selection process.

These results enrich the toolkit of leadership recruitment
with a pioneering perspective and a novel instrument to miti-
gate hubris. We suggest that it helps efficiently to avoid the
many problems we have experienced with overconfident man-
agers. Moreover, lotteries offer some additional advantages:
they prevent discrimination, for example, according to race,
sex, age or origin. They give people a chance who would other-
wise have a bad hand. Quotas become superfluous. Creative
outsiders gain easier access to influential positions. Women
might encourage women to apply leadership positions.* Lot-

Impulses for Practice

+ Star CEOs convey to the public the idea that the performance of a
company depends only on the top management though, in fact, suc-
cess only to a small extent can be attributed to the abilities of its CEQ.

+ Asaconsequence, hubris of managers may arise, which inflicts
serious damage on their companies.

+ Focal random selection - that is random selection after a preselection
according to conventional criteria - dampens hubris and furthers
pro-social behavior of leaders.

+ The findings from the laboratory cannot be transferred directly
to practice. Nevertheless, it would be worthwhile to make cautious
attempts in the selection of leaders.
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teries protect against favoritism and ‘old boys’ networks’ It is
not worth investing in lobbying, manipulation or other at-
tempts to gain influence if the lottery decides.

sadvantages of Focal Random Se

Of course, there are also disadvantages of focal random selec-
tion. The most common objection is that the lot does not distin-
guish between capable and incapable candidates. This objection
is less relevant when drawing lots from a preselected pool of ca-
pable candidates. One can assume that with a careful preselec-
tion those who have made it to the ‘short list’ have a high level of
competence. Thisis the reason why in our experiment we applied
focal random selection after a preselection according to conven-
tional criteria. We also demonstrated in a theoretical model that
under realistic assumptions with focal random selection there is
a tradeoff between the competence of the selected leader and
hubris. This is the reason why recruitment consultants will not
lose their jobs when focal random selections are applied. The
better they work in preselecting a shortlist of candidates, the
more important is the advantage of focal random selection.

Another disadvantage refers to the concern of many people
that random selectionis ‘irrational’ or ‘arbitrary’. However, seem-
ingly rational decisions are often marred by prejudices, cronyism,
nepotism, concentration of power, Matthew Effects, or biases.* In
such cases, the rationality of decision processes is a fagade, and
an intentionally random decision may be more rational.

“Power tends to corrupt, and absolute power corrupts abso-
lutely,” the historian Lord Acton once said.” The idea of ‘CEQs
by lot’ is a bold one to overcome this problem. We expect that it
can be applied as successfully as itwas in ancient Greece and in
the Republic of Venice. We would be glad if we could encourage
some innovative companies to integrate the idea of focal ran-
dom selection in an experimental way into their toolkit of lead-
ership recruitment.
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Abstract

Hubris is defined as overconfidence combined with a tendency
to abuse the power by CEOs or group leaders. individuals af-
fected with hubris tend to invest money in highly risky projects
or claim exorbitant compensations to the detriment of others.
A central factor fostering hubris is success in a competitive se-
lection process. The successful applicant tends to attribute
success to his or her own competence - a perspective that is
usually reinforced by journalists and the public. Drawing on
historical examples, we propose to randomly select the winner
out of a pool of eligible candidates that were preselected by a
conventional screening process. The random component
makes sure that a successful candidate cannot attribute the
success of a company to his or her competence only. As a con-
sequence, these individuals will be less prone to hubris. In a
laboratory experiment we indeed find that group leaders that
are selected by a combination of competence selection and
lot, compared to those selected by competence selection only,
claim less money for themselves.

Hayward, M. L./ Hambrick, D.C.: Explaining the premiums paid
for large acquisitions: Evidence of CEQ hubris. In: Administrative
Science Quarterly, vol. 42,1997, issue 1, pp.103-127.

See Hubertus Buchstein, this issue.

See Katja Rost and Malte Doehne, this issue.

See Bruno S. Frey, this issue.

Zeitoun, H./Osterloh, M./Frey, B. S.: Learning from Ancient Athens:
Demarchy and Corporate Governance. In: Academy of Management
Perspectives, vol. 28, 2014, issue 1, pp. 1-14.

Berger et al., 2020, loc. cit.

See Katja Rost and Malte Doehne, this issue.

See Margit Osterloh, thisissue.

Kahnemann, D.: Thinking, Fast and Slow. New York: Farrar, Straus
and Giroux, 2012,

Acton, J.E.E. D.A. /Himmelfarb, G. Essays on freedom and power.
Boston: Beacon Press, 1948, pp. 335-336.

Dr. Joél Berger

Senior Scientific Assistant, Institute fiir
Sociology,

University of Bern
joel.berger@soz.unibe.ch

Prof. Dr. Dr. hc. Margit Osterloh

Permanent Visiting Professor

at the University of Basel,

Professor emeritus of the University

of Zurich,

Research Director at CREMA - Center

for Research in Economics, Management
and the Arts, Zurich
margit.osterloh@business.uzh.ch

Prof. Dr. Katja Rost
Professor of Sociology,
University of Zurich (uzh)
rost@soziologie.uzh.ch

29



