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Rewards for falling off a horse:
Bad corporate governance is enabling managers
to receive pay for luck$

Petr Houdek
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“In ancient times there was an old man in China called Po
Sou. He was fortunate to own a strong horse . . . the old
man’s son mounted the horse, fell off, and broke his arm.
Hearing about this, people came to pay their condo-
lences, but . . . the old man said, “Why get excited?
It may or may not be a good thing.” People . . . found
this strange. A year later there was a great war through-
out the country. When soldiers were drafted for this
conflict, men were also called up from the old man’s
area. All went to war, and all died. Because the old man’s
son had only one good arm, he escaped this fate.”

Tale 31: The Old Man Po Sou’s Horse (Geddes, 1999, pp.
32—33)

The story demonstrates the Taoist way of life — not to
actively try to influence one’s own fate, but to accept the
course of nature. This is because the consequences of any
decision, action or event cannot be foreseen. The imperative
for executive employees’ rewards is exactly the opposite;

managers should, with the use of their understanding and
anticipation of the market, be able to strategically decide
and achieve success, for which they will be rewarded by
shareholders, or punished for failure. Moreover, the reward
should be based on their relative performance; it should not
be influenced by the observable common shocks, whether
positive or negative, which affect all players in the sector.
This is, contracts should be based on relative performance
evaluation. However, only a third of S&P 500 firms used some
form of relative performance evaluation in 2007, even just as
a part of CEOs pay package; but we must note that this
proportion has been constantly growing as of late. Never-
theless, there is an inherent complexity of how to determine
the method of compensating.

The purpose of this short article is to show that share-
holders often reward the managers for falling off a horse.
Just as Po Sou’s son, they had blind luck, and by making none
or bad decisions or actions, they brought their companies to
success in the end. In their influential study, Bertrand and
Mullainathan have shown that rewards of CEOs come from
performance that arose from luck. That is, exogenous events
that managers did not influence, such as windfall profits
resulted in large bonuses. Currently, CEOs are rewarded for
the improvement of aggregate economic or sectorial condi-
tions, even though sector performance is outside their con-
trol. For example, CEOs of oil companies receive rewards for
the rise of oil prices; and CEOs of companies trading on the
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international markets benefit from exchange rates. Bertrand
and Mullainathan concluded that CEO pay is due to a lucky
dollar just as it is due to an earned dollar.

On the other hand, and to a lesser extent, the opposite
effect occurs. CEOs are sometimes punished for bad luck. In
a recent study, Jenter and Kanaan found that “underper-
forming CEOs are more frequently dismissed in recessions
than in booms, while outperforming CEOs are almost unaf-
fected by peer performance . . . outperforming CEOs
should only rarely be dismissed, as they can always point
out that competitors are performing worse and induce the
board to use relative performance evaluation. Underper-
forming CEOs, in contrast, are less able to mount a strong
defense against incorrect performance attribution in reces-
sions, but will be happy to hide behind good industry and
market performance in booms.” Given that executives rea-
lize they may be punished for bad luck, they often demand
larger rewards for good luck to compensate the impact of
this risk on their income.

In the following section, I describe the reasons why pay for
luck exists. I will do so by explaining psychological mechan-
isms and cognitive errors from which board members can
suffer, namely attribution error and illusory correlation. Sec-
ondly, I will focus on the rational causes of paying for luck,
which are largely neglected in the management literature.

INCORRECT ATTRIBUTION OF SUCCESS AND
ILLUSORY CORRELATION

Bertrand and Mullainathan found that companies with good
corporate governance, especially those with the presence of
a large shareholder, did not pay CEOs high bonuses for luck.
In fact, a large shareholder reduces pay for luck by 23—33%.
CEOs assert their interests with weak boards; as Goergen and
Renneboog put it “self-serving executives skim corporate
profits and expropriate shareholders”. Although the pay for
luck could be explained by CEOs staffing a board with
sympathizers and thus influencing the pay-setting process,
the ubiquity of the bonus for luck shows that this is not the
only reason. Based on the identical results of widespread
CEOs’ pay for luck in British firms, Bell and Reenen conclude:
“CEO remuneration plans are sufficiently complex that
shareholders have difficulty effectively monitoring the con-
tracts . . . Governance matters more than formal contract
structure, which implies that government policies to man-
date contractual forms are likely to be gamed. Attention
needs to be more focused on how to improve governance.”

A psychological factor that enables CEOs to receive
bonuses for luck is an attribution error made by board
members. That is, a tendency to attribute results to skill
and personal traits, rather than to external situational fac-
tors or chance. According to a seminal study of Ross, an
attribution error is “[the] general tendency to overestimate
the importance of personal or dispositional factors relative
to environmental influences.”

Identifying and retrieving information on potential fac-
tors that causally influence events around us is beyond
human capacity. Even professionals form their beliefs from
a limited and skewed sample of realized outcomes. They
underestimate the impact of their emotions on the evalua-
tion of a situation. They overestimate information that is

fluent, distinctive, and salient. An illustrative example of an
illusory correlation between success and ability is an experi-
ment by Powdthavee and Riyanto. In their experiment, the
participants could bet on five throws of a just coin with a
possibility of receiving a monetary reward. In front of the
participants lay a sequence of five sealed envelopes. The
envelopes included a so-called expert prediction on the
outcome of each of the five throws. After each throw, they
were to open the appropriate envelope and verify the accu-
racy of the prediction. They could also pay a fixed sum to be
able to consult the appropriate envelope before the throw.

Different participants experienced a different precision
of their envelopes: Roughly 1/2 of the participants in the first
throw ascertained that the envelope correctly predicted the
side of the coin. In the second round 1/2 x 1/2 of the parti-
cipants saw that both envelopes were not mistaken, etc. The
results of the study showed the participants were willing to
pay for the objectively useless information, and simulta-
neously used predictions in their betting. The trust in pre-
dictions grew with every random success of the envelope in a
previous round. Buyers of envelopes placed higher bets on
respective throws than non-buyers.

In another study, participants played an experimental
coordination game, one in which large groups usually do
not attain effective results, while small groups do. First,
leaders both for the large and small groups were assigned.
Next, each leader had to persuade her/his team players to
play optimally. Those in small groups afterwards evaluated
their leaders as effective, whereas those in large groups
labeled the leaders incompetent. Both groups ignored the
environmental factor (size of the group), which had single-
handedly influenced the result. Those in large groups were
also more willing to change their leaders. In short, people
succumbed to an illusory correlation; they saw their failure/
success in the qualities of the leader, rather than due to
environmental influences.

An attribution error enables us to transform the unpro-
cessable complexity of reality into an easily understandable
scheme — things happen thanks to right/wrong decisions or
good/bad character traits of wo/man rather than due to
factors beyond individual’s control. If someone is able to get
a good job after graduation, we see it as a reflection of his/
her talent and skill. We tend to underestimate that chance
plays a crucial role at the beginning of a career, and that e.g.
time when the graduates enter the labor market has an
influence. In times of deep economic recession, there are
fewer suitable positions and graduates tend to enter worse
jobs. “The lucky ones” graduating during an economic boom,
on the other hand, have little problem finding a prestigious
job. Effect of time of entering the labor market may persist
in wages for up to 10 years. In politics, the incumbent party
or politician is favored if the economy is doing well, and vice
versa. As Wofers found in gubernatorial elections in the US,
“voters in pro-cyclical states are systematically fooled into
re-electing incumbents during national booms, only to dump
them during national recessions. Similarly, voters in oil-
producing states tend to re-elect incumbent governors dur-
ing oil price rises, while voters in oil-dependent states oust
their incumbents.”

Corporate results are also disproportionally attributed to
the abilities of senior executives without regard for how
those abilities influenced a firm’s outcomes. In an intriguing
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