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2021: A PRICE ODDITY
(3.2), while the U.S. and Canada placed seventh
and thirteenth. Although robots account for a small
share of productive capacity, their use is growing and
will accelerate as they get cheaper and more useful.
Today, “smart manufacturing” uses robots equipped
with sensors, 3D printing and artificial intelligence
(AI) to streamline the factory process, from supply
chains to fabrication to quality control. Sensors are
reducing downtime arising from equipment failure
and parts shortages, while giving robots increased
mobility. Robotic arms are approaching the
versatility of a human hand.

“

“

When even the Fed Chair questions the need to lift
interest rates further, despite the lowest jobless rate
in nearly half a century, you know something odd is
happening with inflation. That something is largely
due to the restraining effect of automation and
digital technologies. Advanced automation is raising
business efficiencies, suppressing wage demands of
workers anxious about displacement,1 and lowering
the cost of information and communications gear
(Chart 1). In fact, automation has the potential
to reduce inflation on a wide number of
fronts.2

This mission is too
important for me to allow you
to jeopardize it.
—HAL 9000 to Dave in 2001: A Space Odyssey

Automation is also lowering retail prices.

Robots are routinely used in factories to
cut costs. World-wide sales of industrial robots

jumped 30% to over 381,000 units in 2017.3 The
average number per 100 factory workers rose 15% to
0.9. South Korea led the way with 7.1 robots per 100
workers followed by Singapore (6.6) and Germany

By automating almost every facet of its massive
distribution centres, Amazon uses just one minute of
human labour (and falling) after a product is ordered
to get it onto a delivery truck. Using robots that can
carry up to 750 pounds and AI to choose the correct
package size, goods are quickly sourced, boxed and
delivered. The largest of its 24 fulfillment centres
in North America can process one million orders
a day, giving a sense of the magnitude of savings.
Using an advanced logistics system, U.K. online
grocery store Ocado can deliver groceries at about
the same cost as provided in a store. Technological
advances in growing and processing food are one

The opinions are those of the authors and do not reflect the views of CFA Society Vancouver, its Board of Directors or its members. CFA Society Vancouver does not guarantee
the originality, reliability or accuracy of any statement, information or advice, nor does it make any representation concerning the same.

1

BMO Capital Markets

2021: A PRICE ODDITY (CONTINUED)

The next major source of cost savings
from automation is delivery. Just as the

internet transformed the distribution of financial
services and digital entertainment, advanced robots,
self-driven vehicles and AI will revolutionize the
transportation of physical goods, cutting costs in the
process. In coming decades, robots will load goods
onto self-driven trucks and drones, while AI-driven
apps will mine data on traffic, weather conditions
and road closures to calculate the optimal delivery
route.4 In fact, drones may even deliver hot coffee
as you walk to work (don’t laugh, IBM has a patent
on it!). The aim is to deliver products super-fast, say
within an hour, dealing a further blow to bricks-and-

mortar stores—few of which will be inclined to
hike prices.

The use of advanced automation to cut
costs is extensive. AI-driven conversational

skills will allow kiosks to better interact with people.
Enhanced vision will allow robots to recognize
obstacles (like people) and work safely around
employees and customers. Walmart plans to roll out
AI-driven robots to clean its floors. More retailers
will use robots to roam aisles and scan shelves
for real-time inventory monitoring. AI can now
recognize images, objects and faces better than
humans. As a result, farmers can apply pesticides
directly on weeds instead of crops, reducing the
amount used (and ingested by people). Kiosks
using facial recognition technology will check
guests into hotels and greet customers in stores.
AI will one day replace almost all customer service
(no more repeating the same gripe to a parade of
representatives). Real-time language translation will
facilitate business travel. As automation performs
more non-routine tasks, companies will potentially
gain further leverage in controlling wages, keeping a
lid on roughly 70% of operating costs.

“

“

reason groceries, on average, cost little more today
than three years ago (Chart 2). The ultimate goal of
retailers is to store and process physical goods
about as efficiently as digital data, providing faster
service at lower cost.

I would want to see a
need for further rate increases,
and for me a big part of that
would be inflation.
—Federal Reserve Chair Powell, January 30, 2019

The opinions are those of the authors and do not reflect the views of CFA Society Vancouver, its Board of Directors or its members. CFA Society Vancouver does not guarantee
the originality, reliability or accuracy of any statement, information or advice, nor does it make any representation concerning the same.
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Technology is relentless in fostering
competition. Workers vie with robots, bricks-andmortar stores contend with online sellers, hotels
compete with Airbnb landlords, and taxi drivers go
toe-to-toe with Uber drivers. The end result is that
more companies and workers are reluctant to seek
higher prices for their wares. Wages are being held
back for all but a small group of workers developing
and operating advanced automation and AI, or those
using the technology to become more efficient. This,
in part, explains the downward lurch in labour’s
share of income.5
To be sure, automation

hasn’t done much
for productivity this decade (Chart 3). That’s

because it hasn’t made large inroads outside of
manufacturing, in sectors such as health care,
education, housing and labour-intensive services
(think restaurants, hotels and nursing homes).
Consequently, the share of robots to workers remains
small, held back by their high cost, lack of skilled
operators and safety concerns. Automation may
even be depressing aggregate productivity growth by
displacing some highly efficient workers and pushing
them into lower productivity (and lower paying)
services, while creating relatively few very-high
productivity positions. Furthermore, companies are
inclined to retain staff as backup for machines that
can’t perform all tasks and are prone to failure, or
simply because many customers still prefer a human
touch. However, given rapid advances in robotic
vision, mobility and dexterity, it’s likely a matter
of time before some productivity payoff
emerges. AI is even trying to give robots the ability
to express empathy (or at least fake sincerity).

Bottom Line: By enhancing competition,
suppressing wages and lowering costs, advanced
automation is clamping down on inflation from
many angles. As robots multiply in the workplace,
machine learning gets smarter, and digital
technology rolls out to more sectors, the dampening
effect on inflation will intensify, reinforcing low
interest rates. The internet and digital technologies
have conditioned people to want things faster and
cheaper, forcing companies to automate or die—
essentially creating a virtuous cycle for consumers,
and inflation.

The opinions are those of the authors and do not reflect the views of CFA Society Vancouver, its Board of Directors or its members. CFA Society Vancouver does not guarantee
the originality, reliability or accuracy of any statement, information or advice, nor does it make any representation concerning the same.
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1

June 16, 2017 Focus Feature “Wage Against the Machine”. https://economics.bmocapitalmarkets.com/economics/focus/20170616/feature.pdf

However, there is likely still an inflection point in the economy where joblessness becomes so low that price pressures emerge. We currently believe this
point is around 3.5% in the U.S. and 5.5% in Canada, though it could be lower.
2

International Federation of Robots. “Executive Summary World Robotics 2018 Industrial Robots” https://ifr.org/downloads/press2018/Executive_Summary_
WR_2018_Industrial_Robots.pdf
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MARSHMALLOWS AND THE COST OF A MOAT
One of the most frequently mentioned research studies in the field of
developmental psychology is the “marshmallow test”. Conducted in the late 1960s
and early 1970s, the experiment considered how children’s ability to exercise
delayed gratification would affect their success in life. The test was designed like
this: children were offered a single marshmallow by a researcher with the option
of either eating it right away, or waiting approximately 15 minutes. If they could
stave off temptation, they would receive two marshmallows instead of one. (If
only compounding were always so easy.) After the
experiment, the researchers maintained contact
with the original children from the study. Over
the course of several years, they took various
measures of the success of the participants,
including SAT scores and educational attainment.
In a nutshell, the study found that children who
chose to wait for the second marshmallow were more likely to have better life
outcomes. We see a useful business lesson here: delayed gratification is a
powerful force and foundational to success.
In our work as investment analysts, we see the
marshmallow test at play across the business world.
Every day, managers must decide whether to enjoy
a dollar of profit this year or two dollars a few years
from now.
Many of the things that are good for the long-term
prospects of a business are not necessarily good
for short-term profits. Forestalling price increases
or making investments in the future, whether
they are in the form of a new factory or a growing

R&D staff, are not short-term profit maximizing
activities. Nevertheless, they are often essential to
the long-term success of a business. This makes
investing a nuanced balancing act. As long-term
investors, although we are attracted to highly
profitable businesses, do we want our holdings to
be maximizing profitability at all times? Might such
an approach not lead towards short-termist, singlemarshmallow managers rather than long-term
thinkers?

The opinions are those of the authors and do not reflect the views of CFA Society Vancouver, its Board of Directors or its members. CFA Society Vancouver does not guarantee
the originality, reliability or accuracy of any statement, information or advice, nor does it make any representation concerning the same.
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MARSHMALLOWS AND THE COST OF A MOAT (CONT’D)
A business’s profit is only valuable insofar as that
profit is sustainable, meaning that it can be protected
and grown well into the future. That protection is
provided by a moat, which insulates the business
from competition and disruption. But like many
good things, moats have a cost – one that well-run
businesses willingly pay on a regular basis in order
to protect their long-term sustainability. In this
View from Burgundy, we will explore some of the
ways that moats have a cost, and why that cost is
both necessary
and desirable
despite limiting
profitability in
the short term.
We will explore
these costs across
three dimensions:
restrained usage of
pricing power, moat-protecting expenses, and moatprotecting investments. While all three can restrain
short-term profitability, they serve to increase the
sustainability and long-term value of a business.

While we agree with Buffett’s assessment of the
importance of pricing power, we would add a
caveat that this power must be used responsibly
and with restraint. As we will illustrate below with
a cautionary tale, a business that overextends its
pricing power can suffer for it in the long term.

RESTRAINED USAGE OF PRICING POWER

We have always liked “razor and razor blade”
businesses, which are not confined to just the
consumer products industry but can in fact be
observed throughout a wide range of industries.
Overall, what investors like about this model is
that it offers a high level of recurring profitability
for owners of the business: once a customer has
purchased the razor, the future purchases of razor
blades are highly predictable.

One important characteristic we look for in our
investments is pricing power. The ability to raise
prices says something clear about the value a
business provides. Warren Buffett once put it best:
“The single most important decision in evaluating a
business is pricing power. If you’ve got the power to
raise prices without losing business to a competitor,
you’ve got a very good business. And if you have to
have a prayer session before raising the price by 10
percent, then you’ve got a terrible business.”

Long-time Burgundy clients have likely heard us
talk about the “razor and razor blade” business
model. The term refers to the long-standing strategy
of Gillette, the U.S. shaving products brand, in
which razors are sold at a low price while razor
blades are sold at a steep premium. The key to the
idea is that once someone buys the razor, they are
likely to continue buying the blades that match it.
Historically, due to both the sunk cost of the razor
and to consumer habit, Gillette was able to increase
the prices of its razor blades with little fear of losing
its customers – something it exercised on a regular
basis. This strategy helped Gillette build a grooming
empire. It was widely celebrated as a model example
of pricing power in the consumer staples industry,
and Gillette was acquired by Procter & Gamble
(P&G) in 2005 for US$57 billion.

But are they still highly predictable if prices
continually rise? Let’s look at how Gillette has fared
in recent years.

The opinions are those of the authors and do not reflect the views of CFA Society Vancouver, its Board of Directors or its members. CFA Society Vancouver does not guarantee
the originality, reliability or accuracy of any statement, information or advice, nor does it make any representation concerning the same.
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As the above chart indicates, not all is well at the
original “razor and razor blade” business. In the last
five years, P&G’s Grooming division (which is made
up mostly of the former Gillette business) has seen
revenues fall by a fifth. Why is this?
It turns out that while Gillette was busy gorging itself
on short-term marshmallows, its price increases
created an environment in which new competitors
were growing and thriving. Over the last decade,
online shaving subscription clubs, such as Harry’s
and Dollar Shave Club, emerged. They began to take
Gillette’s market share by offering razors at much
lower price points – so low that as of 2017, Gillette’s
competitors were selling comparable razors from
22% to 54% cheaper for a similar product! It might
not come as a surprise, then, that in the same year
P&G’s U.S. sales of razor blades were down 18%,
or that the company was eventually forced to cut
prices up to 20% for some of its most popular razors
last year. In so doing, years of price increases were
reversed in order to stem the loss of customers.

In the case of Gillette we can see that the overuse of
pricing power, while beneficial for profitability in
the short term, drove customers away and invited
hungry new competitors. The sustainability of its
business has been weakened as a result, and time will
tell whether its drastic 2017 price cut can reverse the
damage that has been done to the Gillette business.
Not all businesses that possess pricing power always
make full use of it. Given the competitive and
deflationary environment in Japan, we have seen
cases in which strong businesses forego exercising
their pricing power, choosing to grow profits via
other means.
Consider the example of Otsuka Shokai, a Japanese
IT system integrator that sells to and services small
business clients. Otsuka’s main competitors, such as
Fujitsu, are giants that cater to the needs of Japan’s
largest corporations. In contrast, Otsuka’s customers
are rather tiny, with more than half its client base
having annual sales of less than US$100 million. The
key element of its business model is that Otsuka is

The opinions are those of the authors and do not reflect the views of CFA Society Vancouver, its Board of Directors or its members. CFA Society Vancouver does not guarantee
the originality, reliability or accuracy of any statement, information or advice, nor does it make any representation concerning the same.
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MARSHMALLOWS AND THE COST OF A MOAT (CONT’D)
structured in a way that allows it to profitably sell to
(and service) these small clients, whereas its larger
competitors cannot do so profitably and thus ignore
the small business segment of the market altogether.
As a result, Otsuka faces very little direct competition
in its niche.
Otsuka’s small business customers are sorely
lacking in internal IT resources and often rely
entirely on Otsuka for their hardware, software and
maintenance needs. This puts Otsuka in a strong
bargaining position. Yet as the company has grown,
gross profitability has not increased much despite it
enjoying scale-based cost savings on the purchasing
side. With that in mind, in our first meeting with
the company, we perplexedly asked what was going
on: “Are you passing on the cost savings to your
customers? Why not maintain prices so that you
enjoy the benefits from your cost savings that come
with growing economies of scale, or even raise
prices a little bit?” The director we were meeting
calmly brought our attention to the last slide in
their investor presentation titled “We Live Up to
Our Stakeholders’ Confidence,” pointing out the
“Customers” segment in particular. The message: we
look after our customers.
Our first reaction was not positive: Was this a forprofit enterprise that treated shareholders equitably
alongside its other important stakeholders, or were
we merely an afterthought?
After further analysis and subsequent meetings
with the company, we have become a bit less
critical of their approach. Here is a business that
is differentiated from its competitors, has a great
reputation, and which has customers that rely upon
it for their IT operations. We believe it possesses

pricing power, but forgoes price increases. Keeping
in mind the example of Gillette, are we so sure
that this is unwise? Perhaps Otsuka’s restraint
around pricing has actually helped to protect its
moat. Otsuka is able to not only enjoy the growth
in IT spending among its existing small business
clients, but can also grow its customer base. Raising
prices can invite competition and new entrants,
and Otsuka’s strategy has avoided inviting such
threats. With that in mind, the company has been
able to grow profits healthily, at a 14% compound
rate over the last five years – not through margin
expansion, but by growing its customer base and by
increasing its share of wallet with existing customers.
Importantly, its profit growth has not introduced
new threats to the business.
While pricing power is perhaps one of the most
indicative elements of a business’s competitive
strength, foregoing – or at least responsibly
using – that power in the name of maintaining a
commanding competitive lead is another example of
how some businesses can give up a bit of short-term
profit in the name of a much more secure stream

The opinions are those of the authors and do not reflect the views of CFA Society Vancouver, its Board of Directors or its members. CFA Society Vancouver does not guarantee
the originality, reliability or accuracy of any statement, information or advice, nor does it make any representation concerning the same.
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MARSHMALLOWS AND THE COST OF A MOAT (CONT’D)
of long-term profit. Another example a bit closer to
home is Amazon, a company whose entire strategy
revolves around foregoing profitability in order
to win customers, grow sales, crush competitors
and pressure suppliers. Jeff Bezos, Amazon’s CEO,
was famously quoted saying “Your margin is my
opportunity.” While we prefer to own profitable
businesses, in the current business environment full
of disruptive threats like Amazon, pushing pricing
power to its very limit (or beyond) can prove to be
self-destructive.

MOAT-PROTECTING EXPENSES
Many of the businesses we own have to spend
money on a regular basis in order to maintain their
moat. This investment commonly comes in a few
different forms. Perhaps one of the most common
ones is research and development (R&D), which is
a significant expense that is often above 2% of sales
and can be much higher in high-tech businesses. For
instance, Google spends a whopping 15% of sales on
R&D, amounting to US$16 billion in the last fiscal
year alone. Given that this is a cash outflow, how
should we view R&D expenses? Is this something
we’d like minimized so that shareholders can be
enriched?
The reality is that R&D is often a necessary expense
that in many cases reinforces a business’s moat.
This spending is dedicated to improving existing
products and services, developing new ones for
future growth, and improving internal processes
that can reduce costs and improve efficiency – all of
which help a business stay competitive and ward off
ever-hungry competitors. At Burgundy, we often find
R&D spending to be critically important to creating

or maintaining product differentiation, which can
be a source of competitive advantage. As a result our
holdings tend to dedicate a significant amount of
sales to this crucial expense.
Another area in which businesses protect their
moats at the cost of higher recurring expenses is in
providing excellent sales and servicing. While the
associated employees can be a significant recurring
cost, they can also contribute to a significant
competitive advantage. Hoshizaki, Japan’s largest
manufacturer of foodservice equipment and a Dream
Team name in Asia, provides a good example of this.
Hoshizaki is a titan in the Japanese foodservice
equipment industry. Across its main products, which
include ice makers, refrigerators, dishwashers,
and beer dispensers, the company boasts leading
domestic market shares that range by product (from
as low as 35% to as high as 70%). The key factor to
its success in the Japanese market is that Hoshizaki
employs a unique business model in which it does
direct sales and servicing. This is in contrast to
the industry standard approach where equipment
is sold into a fragmented network of independent
dealerships, which then re-sell the products to the
end users, such as restaurants. The advantages
of Hoshizaki’s direct sales model are significant.
Through direct contact with its end customers,
Hoshizaki is better able to understand their needs,
which makes its salespeople more effective at selling
equipment and addressing the needs of customers.
What’s more, by providing equipment servicing with
its own employees, it has built a stellar reputation
for taking care of its customers. Finally, these
service engineers also play a key role in generating
new equipment sales. According to the company’s
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president, 70% of sales are traceable to a Hoshizaki
service person pointing something out to the
customer, whether it is the need for another repair,
an upgrade, or a piece of new equipment altogether.
Combined, these advantages have placed Hoshizaki
firmly at the top of its industry in Japan.
Of course, providing personalized sales and rapid
response service to Japan’s 600,000+ restaurants
and a host of other customers (hotels, schools,
retirement homes, etc.) has a cost. In its Japanese
business, Hoshizaki employs 3,100 sales staff and
2,500 maintenance engineers across 447 sales offices
in order to maintain so many touchpoints. This is a
detractor on the firm’s profitability, which we can see
in the company’s regional differences in profitability.
Its operating margins are lower in Japan (13%) than
in the U.S. (16%) , where Hoshizaki sells its products
through dealers due to the logistical difficulty of
profitably running a direct sales model in a country
so geographically large. As a result, there are fewer
Hoshizaki mouths to feed in the U.S. and the
resulting operating expenses are lower.
The important question to ask here is this: all other
things being equal , would we rather own the higher
margin U.S. business or the slightly lower margin
Japanese one? The answer is the latter. Although
it comes at a cost, Hoshizaki’s Japanese business
is more sustainable and less likely to be disrupted.
Its knowledge of its customers, said customers’
almost total reliance on Hoshizaki, and its stellar
brand lead us to believe that the risk of disruption in
Japan is extremely low. This gives us a great deal of
confidence in its ability to maintain its profitability
well into the future and continue to enjoy the lion’s
share of market growth there. In other words,

Hoshizaki favours slightly fewer marshmallows today
in exchange for many more in the future.

MOAT-PROTECTING INVESTMENTS
While the two examples above directly impact a
company’s income statement by reducing margins,
the cost of maintaining or growing a moat can come
in the form of large investments. Whether by way
of capital investment or M&A, sometimes strong
businesses must make capital outlays in order to
maintain or improve their competitive position.
While the upfront cost can be large, the potential
long-term benefits of maintaining competitive
advantage in a growing industry can be enormous.
Take the example of San-A Corporation, a holding
in the Asian Equity strategy that is based in
the Japanese prefecture of Okinawa, an idyllic
semi-tropical island of 1.4 million people located
about 1,500 kilometers south from Tokyo. San-A
operates the largest chain of grocery and general
merchandise stores in Okinawa and also owns and
operates shopping malls. It is the largest company
in the prefecture by revenue, and it has a dominant
position in the Okinawan retailing industry due to
local economies of scale, in-house logistics expertise,
and a deep understanding of local consumer tastes.
Okinawa is a very popular destination for regional
inbound tourism and has experienced significant
growth in foreign tourist arrivals. Weather aside, one
reason for the island’s popularity is its favourable
proximity to the increasingly wealthy populations
of many Asian city centres: it is only a 2 hour
flight from Shanghai or Seoul, a 3 hour flight from
Beijing or Hong Kong, and only 90 minutes away
from Taipei. Today, roughly 9 million tourists fly
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to Okinawa every year, roughly in line with that of
Hawaii. Tourists from overseas account for only 2.5
million of these visitors today but have grown an
astonishing seven-fold, or on average of 47% per year
over the last five years!
Faced with this massive growth in inbound tourism,
San-A has decided to invest in its future growth
by building a new shopping mall designed to cater
to Okinawa’s growing international tourist base.
This is a significant undertaking, as the new mall
is 60% larger than San-A’s current largest facility
and would become the largest shopping mall on
the island. Of course, San-A’s investment in this
project requires a sizable upfront investment of
47 billion yen (US$427 million), which will have a
negative short-term impact on San-A’s profitability
due to rising depreciation costs associated with
the project. As investors, rather than lament this,
we are eager for our holdings to make investments
that will produce healthy returns over the long
term. In the case of San-A, we see an aggressive
but well-thought-out growth strategy that will help
it maintain its dominant position in Okinawan
retailing while growing its exposure to the island’s
booming tourism. (Best of all, the project is selffinanced due to San-A’s fortress balance sheet.) This
is another instance of behaviour designed to grow
profits long into the future at the cost of some profits
today – a great example of long-term marshmallow
maximization.
In our view, some of the leaders in the U.S.
technology space provide excellent examples of
investing to protect a moat. Consider the example of
Google, a holding in our American Equities strategy.
The company owns the world’s dominant search

engine, which boasts 75% global market share in
desktop search and 87% global market share in
mobile search. Its search engine processes 63,000
searches per second (roughly 2 trillion searches
per year), which combined with a self-improving
algorithm further improves its functionality over
time. The company’s moat comes from consumer
habit and the fact that its leadership position in
search reinforces itself by improving the algorithm
on a daily basis. Google’s dominance in search has
allowed it to build an online advertising empire that
in 2017 earned over US$95 billion.
Google has made a number of key acquisitions that
have allowed it to protect its moat over time. The
first of these was the acquisition made in 2005
to address the looming threat of internet activity
shifting from desktops to mobile phones. As Google
recognized that consumer behaviour was changing,
the company maintained its leadership in search
by buying Android, the largest provider of mobile
phone operating systems today. Google was right to
be wary of the mobile threat. Today, the company’s
search mix has transitioned from 100% desktop
in 2007 to a mix closer to 60% mobile and 40%
desktop. Remarkably, in hindsight we can say that
the rumoured US$50 million spent on Android was
obviously an incredibly well-timed acquisition, as it
allowed Google to keep its moat in search. But given
the value of the search business today, it is clear that
even at a price orders of magnitude higher, it would
have been worth preserving Google’s immensely
valuable moat.
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CONCLUSION
At Burgundy, our work as quality investors is not
as simple as identifying businesses with stellar
economics – that is just the first step, and the easiest.
Our assessment of the long-term value of a business
concentrates heavily on whether those economics
can be maintained, and this is where our attention
on the moat comes into play. While we are always
focused on threats to the profitability of a business,
we welcome prudent decisions by managers to
improve a business’s long-term viability, whether
they are in the form of responsible pricing strategies,
moat-building expenses, or moat-building
investments. While these decisions bear a cost in the
short term, we know that delayed gratification reaps
rewards in the future. In other words, we’ll happily
wait our 15 minutes.
ENDNOTES
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Including growth, though importantly Hoshizaki’s Japan business is indeed growing.
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burgundyasset.com/legal/) for additional information.

JEFF MUSIAL, CFA

Vice President, Investment Analyst
Jeff joined Burgundy in February 2015 as an
Investment Analyst focusing on Asian equities. In
July 2018, he was appointed a Vice President of
the firm.
Prior to Burgundy, Jeff worked as an Equity Analyst
with RBC Global Asset Management specializing
in Asian securities outside of Japan. Before that,
he spent more than two years with RBC Wealth
Management in both the Canadian and Hong Kong
divisions in a variety of roles that included equity
analysis, institutional sales support and business
strategy.
Jeff earned an Honours Bachelor of Arts
degree from Western University in 2008 and
an International MBA from the Schulich School
of Business in 2011. In addition, Jeff spent two
years studying in China at the Beijing Language
& Culture University and Nanjing University. He
was awarded the Chartered Financial Analyst
designation in 2015.

The opinions are those of the authors and do not reflect the views of CFA Society Vancouver, its Board of Directors or its members. CFA Society Vancouver does not guarantee
the originality, reliability or accuracy of any statement, information or advice, nor does it make any representation concerning the same.

13

AthenaInvest, Inc.

“

C. Thomas Howard, PhD CEO and Chief Investment Officer AthenaInvest, Inc.

HOW ADVISORS CAN APPLY BEHAVIORAL FINANCE

Indeed, we have
to distance ourselves
from the presumption that
financial markets always work
well and that price changes
always reflect genuine
information… The challenge
for economists is to make this
reality a better part
of their model.

“

– Robert Shiller, “From Efficient
Markets Theory to Behavioral Finance”

The shift to behavioral finance received a further
boost in 2017 when the Nobel Prize in Economics
was awarded to Richard Thaler of the University of
Chicago, also home to Fama. Throughout his career,
Thaler focused on the cognitive errors made by
individuals and how government and business policy
can be revised in order to “nudge” people to make
better decisions. Thaler and Fama are good friends
and regularly play golf together. Most likely the
EMH joins religion and politics as taboo topics while
enjoying a friendly round!
Today, behavioral finance appears everywhere in the
financial services industry. Advisors are warming to
the notion that behavioral coaching is important for
the successful execution of a client’s financial plan.
Many are concluding such coaching should represent
a significant portion of time spent with clients.
The 15 years since Shiller’s statement above has seen
an avalanche of new academically verified pricing

Professor Shiller wrote those words in
2003. Ten years later he received the 2013
Nobel Prize in Economics for his pioneering
behavioral finance research, sharing the
prize with Lars Peter Hansen and Eugene
Fama. Naming Fama as co-recipient created
a Machiavellian buzz in anticipation of the
award ceremony, as Shiller had described
Fama’s efficient market hypothesis (EMH) as
“the most remarkable error in the history of
economic thought.”
Who says the Nobel committee didn’t have a
twisted sense of humor?

anomalies, further challenging the notion “that price
changes always reflect genuine information.” This
has gotten to the point that we have to wonder if
collective cognitive errors are the primary drivers of
investment returns, displacing new information as
the most important driver.

A BEHAVIORAL FRAMEWORK
Viewing investors and markets as emotional decision
makers rather than as rational computational entities
forces us to reconsider every aspect of how we
operate in financial markets. The behavioral financial
markets (BFM) concepts I discuss below provide a
framework for rethinking client financial planning,
asset allocation, investment manager selection and
the creation and execution of investment strategies.
Shifting to a behavioral perspective is the first step
in becoming a behavioral financial professional. It
might seem like a radical step, but really it is just the
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formal recognition of the obvious. Wisdom is seeing
the world for what it is, not what we would prefer it
to be. After recognition comes a formal transition to
improved analytic tools, some of which I will discuss.
As Shiller suggests, it is time to move away from
the EMH, one of the pillars of modern portfolio
theory (MPT), to a more promising alternative,
behavioral finance. Behavioral finance’s more
realistic representation of financial markets and
human behavior will eventually replace MPT as the
paradigm of choice.

FIVE FOUNDATIONAL CONCEPTS
I introduce five concepts underpinning the
notion of BFM.

1

BFM
CONCEPT

Market prices are mainly
driven by emotional crowds
not fundamentals.

We have difficulty understanding why markets and
their underlying securities move the way they do
over shorter time periods. This is disconcerting as
we are investment professionals and our clients
expect us to understand and explain what at times
are unsettling, if not downright terrifying, market
movements. But the truth is that the vast majority
of individual security and market movements are
unexplainable because they are driven by emotional
crowds for no identifiable rhyme or reason.
An entire media and professional ecosystem has
grown up to the fill this information void. Market
events are continuously ascribed to one new piece of
information or event. People understand the world

by means of stories. The more detailed the story, the
more believable it becomes in the eyes of the public.
Interestingly enough, more detailed stories are much
more likely to be wrong, highlighting one of the
many cognitive errors so frequently observed.
So, if we’re asked by clients why the market, a
stock, or other security moved the way it did on a
particular day, the correct answer is almost always,
“I have no idea.” Unsettling as this may be, it is the
consequence of the first BFM concept: emotions –
not fundamentals – are the main movers of financial
markets.
When asked such a question, I respond as follows: “I
have no idea why the market went down today. Some
days it goes up and some days it goes down and I
don’t know why. But I do know 55/65/75: the stock
market produces a positive return in 55% of days,
65% of months, and 75% of years. I like those odds
and so I keep playing this game over and over!”
Needless to say, rarely does the press ask my opinion
regarding daily market movements.
Some may feel that admitting that much of what
happens in markets cannot be explained means that
as an investment professionals we have little to offer.
But quite the contrary, this admission is the first step
towards providing greater client value. Financial
markets cannot be easily explained or neatly
packaged into a set of mathematical equations.
Markets are noisy and largely unpredictable, and
the only way to operate successfully is to avoid being
fooled by the messiness.
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2

BFM
CONCEPT

Investors are not rational,
financial markets are not
informationally efficient.

These concepts run counter to the major pillars of
20th-century financial theory: that investors are
expected utility maximizers and market prices reflect
all relevant information.
Behavioral research decimates the expected utility
maximizer concept. It is virtually impossible for
an individual to collect all needed information and
then accurately process that information to come up
with a rational decision. This concept is known as
bounded rationality, first introduced by economist
Herbert Simon.
Even more damaging, Daniel Kahneman, Amos
Tversky and others convincingly demonstrate that
even when all information is available, individuals
are highly susceptible to cognitive errors. As
Kahneman and Tversky concluded after years of
research, human beings are by and large irrational
decision makers.
The very concept of “utility” is flawed. If utility
seeks to inject a happiness measure into economic
theory, then what aspect of happiness is it gauging:
expected, realized or remembered? Research has
found that those three are quite different, even when
the same person experiences each. Happiness and, in
turn, utility are hopelessly malleable concepts.
Since we are strongly predisposed to make cognitive
mistakes due to our emotions, it takes only a
small step to conclude that markets cannot be
informationally efficient. The evidence supporting

this conclusion is vast: There are hundreds of
statistically verified anomalies in the academic
literature and more continue to be found. The result
is a bleak picture: Emotional investors, burdened
by cognitive biases, with a penchant for herding,
regularly drive prices away from underlying
fundamental value.

BUT ALL IS NOT LOST
Unexpectedly, analyzing investors and markets
through a behavioral lens provides a more reliable
framework than with the EMH and MPT. Why?
Because individuals rarely change their behaviors.
And investing crowds are even less inclined to alter
their collective behavior.
Financial advisors are building practices around
the behavioral concepts and biases uncovered over
the last 40 years by behavioral scientists such as
Kahneman and Tversky. The resulting financial plans
and ongoing coaching are anchored in behaviors that
are unlikely to change any time soon.
Portfolio managers and analysts are building
strategies based on measurable and persistent
behavioral factors, frequently using fundamental
data as an objective proxy for these factors. The wellknown result that individuals and groups are loathe
to change their behavior means these funds have an
excellent chance of long-term outperformance.
Consultants and gatekeepers can focus on behavior
as well. They need to create incentives to encourage
high performance behavior by investment managers.
According to academic studies and industry analysis,
including my own research, these behaviors include
consistently pursing a narrowly defined strategy,

The opinions are those of the authors and do not reflect the views of CFA Society Vancouver, its Board of Directors or its members. CFA Society Vancouver does not guarantee
the originality, reliability or accuracy of any statement, information or advice, nor does it make any representation concerning the same.

16

AthenaInvest, Inc.

HOW ADVISORS CAN APPLY BEHAVIORAL FINANCE (CONT’D)
while taking only high-conviction portfolio positions.
To date, the focus has been on reducing short-term
volatility and tracking error. Changing incentives will
lead to funds behaving in a way that builds longhorizon wealth for investors.

3

rest. Behavioral price distortions are essential to
successful active management.

4

BFM
CONCEPT

Investment strategy can be
used to create alternative
tools for analyzing Behavioral
Financial Markets.

There are hundreds of
behavioral price distortions
BFM
Once it is accepted that emotional crowds, rather
CONCEPT (anomalies) that can be used
for building superior portfolios. than fundamentals, are the most important drivers
of price changes, traditional economic modelling
approaches break down. In order to apply such an
When an event like the surprise 2016 Brexit vote
approach, it is necessary to posit what investors are
triggers our emotions, most of us react in a similar
attempting to maximize, such as expected utility. But
way. This collective response is further amplified by
in the case of investors making emotional investment
herding. Indeed, herding can occur even without an
decisions, this becomes challenging, if not
external event. We collectively react because we see
impossible. Behavioral models that specify investor
everyone else reacting, even though we do not know
maximization remain the province of theoretical
the reason for the sudden stampede.
academics such as Hersh Shefrin, and, up to this
Emotional crowds rampaging in markets create
point, have yet to yield usable results.
numerous opportunities for professional investors
who are not caught up in the moment. I refer to these
opportunities as “behavioral price distortions.”
Alternatively, these are dubbed “anomalies” in
the academic literature because their existence is
inconsistent with the EMH. When they are included
in asset-pricing models or in constructing smart-beta
portfolios, they are called “factors.” I prefer the term
behavioral price distortions because they are the
consequence of collective emotional behavior.
Distortions are the ingredients active managers
use when creating an investment strategy. In the
case of smart beta, they are the entire strategy. For
other active managers, they represent only a portion
of the strategy because an investment manager’s
“recipe” or decision-making process makes up the

Another problem is that security prices and volatility
are polluted by investor emotions, so virtually all
of the quantitative measures in current use, such
as beta, efficient frontier and Sharpe ratio, among
others, are problematic for managing and evaluating
investment portfolios.
Shiller and others have shown that volatility is
largely driven by emotion, not fundamentals. So,
beta is actually capturing non-diversifiable market
emotions, while both the efficient frontier and
Sharpe ratio are emotion-return not risk-return
measures. It is important to avoid baking investor
emotions into our analytic tools.
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COLLECTIVE INTELLIGENCE OF ACTIVE
INVESTMENT MANAGERS
Focusing on the collective intelligence of active
investment managers allows us to circumvent these
challenges, thus providing an alternative framework
for analyzing and investing in behavioral markets.
Over the last 15 years, proof-of-concept research
and actual investment management has been
conducted by my firm, AthenaInvest, using active
equity managers. However, the following ideas are
applicable to any financial market in which managers
are attempting to beat a benchmark.
Active investment managers aim to harness the
collective cognitive errors of a small set of emotional
crowds operating in the market. They do this by
constructing a narrowly defined investment strategy,
using objective measures, such as financial data and
primary firm research, for tracking the behavioral
factors driving their portfolio returns.
We have found that active equity managers are about
as likely to change their strategy as investors are
to change their behavior. In managing a portfolio,
desirable fund behaviors include consistent pursuit
of a narrowly defined strategy while focusing on
high-conviction positions.
The thousands of existing active equity funds can
be formed into peer groups, within which each fund
is pursuing a similar self-declared strategy (see
this study for more details). Each fund in a group
attempts to harness a similar set of behavioral
factors in order to generate superior returns. The
very size and diversity of the fund universe means
that they fully span the set of behavioral factors
driving individual as well as market-wide stock
returns.

This collection of strategy-identified funds provides
a data-rich organization of the underlying factors
driving returns. Combining this strategy information
with fund holdings, another objective measure of
manager behavior, allows for the creation of an
alternative tool kit for analyzing and investing in
behavioral markets. These tools include objective
measures of fund consistency and conviction,
identification of best behaving funds, strategy
categorization of stocks, identification of the best
idea investments of the best behaving managers and,
most surprisingly, estimates of expected market and
individual stock returns.
I am not suggesting that the strategy/holdings
framework is the only way to circumvent the analytic
problems created by BFM, but it is very promising.
No doubt other and hopefully better approaches will
be forthcoming as more academics and practitioners
transition to behavioral finance.

5

BFM
CONCEPT

Emotions must be considered at
every stage of the wealthbuilding process, from planning
to investment management.

Emotions and the resulting behavior are important
when building client wealth. The process begins with
client needs-based planning, in which a separate
portfolio is built for each different need. This initial
planning phase is critical to removing investor
emotional errors from the wealth-building process.
For the growth portion of the portfolio, the focus is
on a long investment horizon. The task of the advisor
is to encourage clients to adopt a long-term view
while avoiding emotional reactions to short-term
events. Evidence indicates that such myopic-loss-
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averting decisions have a profoundly negative effect
on wealth. Emotional coaching is one of the most
important services an advisor can offer clients.
If needs-based planning is successful, the money
allocated to the growth portion of the client’s
portfolio can be largely invested in high-expectedreturn but short-term-volatile securities like equities.
Admittedly, it is a challenge to keep clients fully
invested while avoiding costly trading decisions
when markets turn volatile.
Portfolio managers and their analysts must deal
with emotions at several levels. When building an
investment strategy, only those behavioral price
distortions that have been shown to be measurable
and persistent based on careful and thoughtful
analysis should be accepted. For example, while Fed
actions and interest rates are often put forward as
reasons for market movements, there is precious
little evidence of such causality.
The goal is to focus only on those distortions
supported empirically by large-data or real-world
experience while ignoring everything else. As a
result, investment teams become expert at filtering
the signal from the considerable noise in the market.
This means they may not be able to explain daily
events, but they are able to deliver long-horizon
wealth to clients.
In implementing a strategy, it is important not
to succumb to the same emotions as do nonprofessionals. Do not fall in love with your
investments, but instead remove the emotions by
developing an objective selling rule. There is now
considerable research (see here) showing how fund
managers can avoid making the cognitive errors so
detrimental to portfolio returns.

For consultants and gatekeepers, the challenge is to
avoid baking investor emotions into the criteria used
for adding and evaluating managers. Individuals
react strongly to short-term volatility and drawdown
as well as tracking error, even when facing a long
time-horizon. These emotions are best dealt with by
means of careful financial planning, multi-strategy
portfolios and emotional coaching by an advisor.
But many in this position respond to the lowest
common denominator by expecting every fund
to manage each of these emotional triggers by
reducing short-term volatility and tracking error.
This results in underperforming portfolios and the
commensurate reduction in long-horizon wealth.
There is a high price to be paid by investors when
emotional catering is demanded of each and every
fund.

OPERATING IN BEHAVIORAL FINANCIAL MARKETS
Collective, emotionally driven behavior is the
foundational concept underlying this paper. Markets
are populated by human investors burdened with
emotional baggage and associated cognitive errors.
These errors are amplified inside a market due to
herding, leading to wild price swings. Rampaging
emotional crowds are the cause of excess return
volatility. As Shiller pointed out in his book
Irrational Exuberance, you need look no further
than equity market price bubbles for evidence of the
dramatic impact of emotional crowds.
Of course, economic, political, international and
market information flow continuously into markets.
In times past, it was thought that the arrival of these
pieces of new information was the primary reason
prices moved the way they did, as participants
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rationally processed and repriced securities. But this
idyllic concept has now been shredded and replaced
with emotional crowds as the most important driver.
Fundamental information, rather than being
front and center, works behind-the-scenes, in the
investment process of professional money managers.
And if one takes a long enough perspective, it
also influences the returns of individual securities
and markets. The most economically successful
companies earn the highest return over the long run
and the reason the stock market goes up over time is
directly related to growth in the underlying economy.
The pecking order has changed, with emotional
crowds dominating prices and returns over shorter
periods, with fundamentals holding sway only over
longer periods. For those who spend time making
investment decisions, this is not surprising. But for
many in the academic and professional communities,
it represents a sea change in how to think about and
analyze markets. That is, when trying to understand
price changes in the short-term, the focus should be
on emotions and resulting behavior rather than on
fundamentals.
Taking liberties with Professor Shiller’s quote
above, “The challenge for financial professionals is
to make this reality a better part of their models.”
In other words, see markets as they are rather than
how we would like them to be. The analytical tools
derived from behavioral finance’s more realistic
representation of financial markets and human
behavior will eventually replace the wealth-limiting
MPT tools in use today.

C. THOMAS HOWARD, PHD
CEO and Chief Investment Officer,
AthenaInvest, Inc.

Dr. Howard oversees Athena’s ongoing research
which has led to a number of patents, industry
publications and conference presentations.
Dr. Howard is a Professor Emeritus at the Reiman
School of Finance, Daniels College of Business,
University of Denver where he taught courses and
published articles for over 30 years in the areas of
investment management and international finance.
Professor Howard’s thought leadership in
Behavioral Portfolio Management has generated
significant interest across the country with
record downloads of his “Behavioral Portfolio
Management” white paper and presentations
at the Investment Management Consultants
Association® (IMCA®) 2013 Annual Conference
and Financial Advisor Magazine’s 4th Annual
Innovative Alternatives Conference. Articles by
Dr. Howard have been among the most widely
read on sites such as AdvisorPerspectives.com,
CFAInstitute.org and FAmag.com.
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THE CHANGING LANDSCAPE OF WOMEN’S WEALTH
By any measure, the labour market engagement
of women in Canada is improving. Participation
continues to rise, the unemployment rate is
at a 10-year low, the share of women in highpaying occupations is on the rise, the wage
gap is slowly narrowing, and women’s earnings
currently make up the largest share of family
incomes on record. Much more is needed to be
done in order to fully utilize women’s economic
might, but the direction is clear: women will
become an even larger and more influential force
in the Canadian economy.

One often neglected aspect of that
growing influence is in the realm of
wealth management. We estimate that
as it stands today, Canadian women
directly control no less than $2.2
trillion of personal financial assets, a
number that will grow by more than
70% in the coming decade, assuming
a continuation of recent growth trends.

By then, women will directly control over
one-third of total financial assets in
the Canadian economy. For the wealth
management profession, this won’t
be business as usual. This trend will
demand that much greater attention be
given to planning and advice for women
whose financial journeys often vary
from those of men.
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Source: Statistics Canada, CIBC

That in turn has facilitated job growth, with women
accounting for over half of the jobs created since the
pre-recession employment peak in 2008. In full-time
positions for those aged 25+, women have accounted
for 52% of job growth since then, while gains in
part-time positions were equally accounted for by
women and men. While that trend is encouraging,
women aged 25+ are still over-represented in parttime positions, having over twice the concentration
in those roles than men. Another dichotomy between
men and women is prevalent in self-employment,
where women account for only 38% of employment,

Chart 2 : W
 omen Increasingly Entering Higher-Paying Fields (L),
But Remain Underrepresented (R)
Share of Females Employed in
High-Paying Jobs (3mma)
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Share of Employment in HighPaying Jobs (January 2019)
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Although women have made significant progress in
the labour market since the recession, they continue
to earn less than men. Part of the wage gap can be
explained by job composition. Women are more
likely to be employed in lower-paying occupations
than men, but that is slowly changing. Since the
recession, women have increasingly landed jobs in
higher-paying fields, with almost one-third of women
in those roles now (Chart 2 left). Still, those jobs
are dominated by men (Chart 2 right), ensuring the
persistence of the gender wage gap.

201 4

5.5

Percentage Point Change In Participation Rate
(2007-2018)

Gender Wage Gap Shrinking but Still Salient

201 2

Chart 1: Women — A Rising Force in Canada’s Labour Market

The unemployment rate for women aged 25+
has been consistently lower than men during the
economic recovery. But the fact that women’s
participation rates remain below those seen for
men across all ages suggests that more can be
done to maximize the engagement of women in the
workforce. One example of this is subsidized daycare
in Quebec, which has resulted in increased female
participation there relative to the rest of Canada.

201 0

The importance of women’s contributions to
labour market activity has been on full display
during the current cycle. The increase in labour
force participation for women aged 25-54 since the
recession worked to offset a fall in male participation.
What’s more, while the 55+ age group is the fastest
growing segment of the labour market, that advance
is largely due to the speedy rise in the participation
rate of women in that demographic (Chart 1).

in contrast to 48% of overall employment.

200 8

Increased Female Participation Has
Facilitated Labour Market Gains

Source: Statistics Canada, CIBC
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After accounting for the composition of jobs, the
gender wage gap remains, as women earn less in
over 95% of occupations. The good news is that for
both high- and low-paying occupations, that gap
is shrinking (Charts 3 left and 3 right), albeit not
fast enough. The amount of time spent out of the
workforce also influences earnings differentials
between women and men. Women are three times
more likely than men to quit work to care for others,
presenting a barrier to career advancement1.
Chart 3: Wage Gap Shrinking Slowly for Both High- and Low-Paying jobs
Wage Gap in High-Paying Jobs as a
Share of Female Avg. Wage
(12mma)
18%
16%

Wage Gap in Low-Paying Jobs as a
Share of Female Avg. Wage
(12mma)
20%

A large part of this is derived from married women
and widows.
Life expectancies for older cohorts have risen in
recent years along with technological advances, but
women still tend to outlive men. Add to that the
fact that women tend to get married earlier in life
than men, and married women, who account for
the largest pool of wealth amongst women, are set
to outlive their spouses by over five years, leaving
women in control of a sizeable share of total wealth
(Charts 4 left and 4 right).
Chart 4: Married Women Outlive Spouses (L),
And Account For A Rising Amount of Wealth (R)
Number of Widowed Female
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The Wealth Factor
The ongoing improvement in women’s labour market
engagement has increased cash flow associated
with women. In fact, in families in which there
is an employed woman in the core-working age
demographic, women’s earnings now account for a
record-high 47% of family income, almost double the
share seen in the 1970s.
Another dimension of the growing influence
of women in the Canadian economy lies in the
size of financial assets they control. Irreversible
demographic forces suggest that the share of networth controlled by women is rising rapidly.

Male

33.8

18.9

Female

31.2

21.9

Gap

2.6

3.0

5.6

Avg Net Worth

199
9

$285,504

200
5

$403,916

201
2

$476,988

201
6

$538,183

600

800
100 0
000s

Source: Statistics Canada, CIBC

Apart from married women, the fact that the number
of divorced women is falling could reflect the fact
that women are also staying single longer (Charts
5 left and 5 right, next page). Indeed, that could be
a result of women increasing their representation
in the labour market, resulting in a rebalancing of
priorities in terms of starting a family and working.
Although the net worth of a single woman falls short
of a divorced woman on average, the size of the
single female population far surpasses that of the
divorced population and therefore accounts for a
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larger share of overall wealth. Still, married women
dominate the female wealth pool and 22%1 of them
report that they have full control of investment
decisions in the household. And the $1.4 trillion
of wealth that married women control is likely
understated given that 67% of women report that
they share the responsibility of investment decisions
equally with someone else.

Chart 6: Total Financial Assets Controlled By Women

Chart 5: Women Getting Divorced Less (L),
And Staying Single Longer (R)
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Chart 7: Women Will Control $3.8 Trillion in Financial Assets By 2028
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Overall, as of today 41% of women (single, divorced,
widows, and women responsible for investment
decisions) control no less than $2.2 trillion of
financial assets (Chart 6). And that number is
expected to rise quickly, as the cohort of women
with stronger labour incomes and retirees grows.
We estimate that by 2028, women will control just
under $3.8 trillion or more than one-third of total
financial assets (in 2018$ terms)—and more than
double that number if we include real-estate assets
(Chart 7). That estimate could be amplified if returns
on women’s portfolios rise to be closer to their male
counterparts.

Source: Statistics Canada, CIBC

A New Approach Needed
The growing share of wealth controlled by women
might call for a different approach towards managing
that wealth. Numerous studies suggest significant
gender differentials in many aspects of investment
such as performance, experience and trust. Lack of
attention paid to those differences might be behind
our finding that women lose ground when it comes to
investment performance.
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One example of a sub-optimal outcome may be
evident amongst the investment decisions of
single women. It appears that single women are
less confident in making investment decisions,
compared to men (Charts 8 left and 8 right). And
while employment income growth has been roughly
equal between single men and women since 2011,
that lack of confidence is apparent in comparatively
lower investment performance among women.
Knowledge and discussion of these facts is critical
in order for women to optimize investment returns.
Gender-blind wealth management professionals will
therefore need to re-think their approach.

Chart 8: Lower Investor Confidence Results in Sub-Optimal Investment
Returns for Women
Share of Total Singles That Are
Confident in Making Investment
Decisions
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(1) 2019 CIBC Women & Wealth Study: From November 28th to December 6th 2018 an online survey of 4,591 randomly selected Canadian adults who are Maru
Voice Canada panelists was executed by Maru/Blue. For comparison purposes, a probability sample of this size has an estimated margin of error (which measures
sampling variability) of +/- 1.3%, 19 times out of 20. The results have been weighted by education, age, gender and region (and in Quebec, language) to match the
population, according to Census data. This is to ensure the sample is representative of the entire adult population of Canada. Discrepancies in or between totals are
due to rounding.
CIBC World Markets Inc., CIBC World Markets Corp., CIBC World Markets Plc., CIBC Australia Limited and certain other corporate banking and capital markets
activities of Canadian Imperial Bank of Commerce operate under the brand name CIBC Capital Markets.
This report is issued and approved for distribution by (a) in Canada, CIBC World Markets Inc., a member of the Investment Industry Regulatory Organization of
Canada, the Toronto Stock Exchange, the TSX Venture Exchange and a Member of the Canadian Investor Protection Fund, (b) in the United Kingdom, CIBC World
Markets plc, which is regulated by the Financial Services Authority, and (c) in Australia, CIBC Australia Limited, a member of the Australian Stock Exchange and
regulated by the ASIC (collectively, “CIBC”) and (d) in the United States either by (i) CIBC World Markets Inc. for distribution only to U.S. Major Institutional Investors
(“MII”) (as such term is defined in SEC Rule 15a-6) or (ii) CIBC World Markets Corp., a member of the Financial Industry Regulatory Authority. U.S. MIIs receiving
this report from CIBC World Markets Inc. (the Canadian broker-dealer) are required to effect transactions (other than negotiating their terms) in securities discussed
in the report through CIBC World Markets Corp. (the U.S. broker-dealer).
This report is provided, for informational purposes only, to institutional investor and retail clients of CIBC World Markets Inc. in Canada, and does not constitute an
offer or solicitation to buy or sell any securities discussed herein in any jurisdiction where such offer or solicitation would be prohibited. This document and any of
the products and information contained herein are not intended for the use of private investors in the United Kingdom. Such investors will not be able to enter into
agreements or purchase products mentioned herein from CIBC World Markets plc. The comments and views expressed in this document are meant for the general
interests of wholesale clients of CIBC Australia Limited.
This report does not take into account the investment objectives, financial situation or specific needs of any particular client of CIBC. Before making an investment
decision on the basis of any information contained in this report, the recipient should consider whether such information is appropriate given the recipient’s particular
investment needs, objectives and financial circumstances. CIBC suggests that, prior to acting on any information contained herein, you contact one of our client
advisers in your jurisdiction to discuss your particular circumstances. Since the levels and bases of taxation can change, any reference in this report to the impact of
taxation should not be construed as offering tax advice; as with any transaction having potential tax implications, clients should consult with their own tax advisors.
Past performance is not a guarantee of future results.
The information and any statistical data contained herein were obtained from sources that we believe to be reliable, but we do not represent that they are accurate or
complete, and they should not be relied upon as such. All estimates and opinions expressed herein constitute judgments as of the date of this report and are subject
to change without notice.
This report may provide addresses of, or contain hyperlinks to, Internet web sites. CIBC has not reviewed the linked Internet web site of any third party and takes no
responsibility for the contents thereof. Each such address or hyperlink is provided solely for the recipient’s convenience and information, and the content of linked
third-party web sites is not in any way incorporated into this document. Recipients who choose to access such third-party web sites or follow such hyperlinks do so
at their own risk.
© 2019 CIBC World Markets Inc. All rights reserved. Unauthorized use, distribution, duplication or disclosure without the prior written permission of CIBC World
Markets Inc. is prohibited by law and may result in prosecution.
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BENJAMIN TAL
Mr. Tal is responsible for analyzing economic developments and their
implications for North American fixed income, equity, foreign exchange and
commodities markets. He also acts in an advisory capacity to bank officers on
issues related to wealth management, household/corporate credit and risk.
Well-known for his ground-breaking published research on topics such as
labour market dynamics, real estate, credit markets, international trade
and business economic conditions, Mr. Tal not only contributes to the
conversation, but frequently sets the agenda.
He has close to 20 years’ experience in the private sector advising clients, industry leaders, corporate
boards, trade associations, and governments on economic and financial issues.
National and global media regularly seek him out for his insight and analysis on economic issues that impact
financial markets, consumers, corporations and public policy. He is also a frequent lecturer in the economic
programs of various Canadian universities.
Mr. Tal is a member of the Economic Committee of The Canadian Chamber of Commerce, The Economic
Development Committee of the Toronto Board of Trade. He is also a member of the board of Governors of
Junior Achievement of Central Ontario, and a board member of the Toronto Financial Services Alliance.

KATHERINE JUDGE
Katherine Judge joined CIBC as an Economist in 2018. She forecasts and
provides insightful commentary of North American economic data and
contributes to research on a wide range of topics that impact financial
markets. She is often cited in the media for her impactful research.
Prior to joining CIBC, Katherine worked in a similar role at another major
Canadian bank and was responsible for forecasting and producing thematic
research on US regional economies and topics related to the Canadian
economy.
Katherine holds a Master’s degree in Economics from Queen’s University.
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EMOTIONS AND INVESTMENT DECISION MAKING:
AN INTRODUCTION

Emotions are an essential part of what
makes us human. We achieve some of our
greatest accomplishments when we let our
passions rule our faculties.
But when it comes to investing, emotions can be
tricky. Most economic models assume a world in
which humans make logical, rational decisions by
weighing all the factors and evidence and reasoning
out the most sensible choice. But as anyone who ever
bought a car or house, ordered a triple cheeseburger,
or asked someone out on a date knows, situations
where we can make logical, rational, and emotionfree decisions are all but nonexistent.
As humans, our emotions influence us in ways that
can determine the course of our lives. Predicting

them is a bit like forecasting the weather — most
times, we’re going to be reasonably right. But
occasionally, a Blue Norther is going to sweep
through out of nowhere and make mincemeat of
our forecast.
And this is why behavioral economics, which
explores how psychological, cognitive, and emotional
factors influence our individual financial decisionmaking processes, has gained such prominence in
recent times.

EMOTIONS AND MOODS
To understand the science of emotions in investing, it’s important to distinguish between emotions and
moods. Emotions are short bursts of mental feedback, usually elicited by a particular stimulus. Seeing an
old friend, for example, can make us both happy and sad. Finding $20 in our wallet gives us a brief bout of
elation. A phone call from a prospective employer induces a burst of excitement and anticipation. Moods, on
the other hand, are attitudinal states that we fall into, often without realizing it, for longer periods of time.
They are more generalized in nature and typically not tied to any one event.
Research over the last 20 years has shown that bad investment decisions are often associated with emotions.
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EMOTIONS AND INVESTMENT DECISIONS
The more complex the choice and the more uncertain the subject matter, the more emotions may influence
the decision, according to Joseph P. Forgas. And these emotions are often irrational, especially in investing.
We can develop illogical attachments to our holdings, for example, and imbue them with “sentimental value”
just like we do beloved pets or beat-up old cars. Carol S. Dweck and Ellen L. Leggett term this phenomenon
“‘ego-involvement” — that is, we begin to identify with the stock or investment choice and don’t want to give
it up, even if it means losing lots of money.
The somatic-marker hypothesis, formulated by the neuroscientist Antonio Damasio, helps explain the role
emotions play in guiding decisions, especially when the outcome of our choices is uncertain. At its core,
the somatic-marker hypothesis lays the foundation for how decision-making connects to processes in the
brain that are both motivational and homeostatic. Research by Richard Taffler and David Tuckett further
explored Damaso’s theory, revealing that we will often act counter to what common sense tells us because of
our “psychic reality” — the singular mixture of feelings and emotions
we each have based on the data we imbibe and how our brains process
these inputs. Our psychic reality will often cause us to ignore reason in
decision making and make our choices based on the emotions we are
feeling at the time.
These emotions can be especially determinative in decisions with
consequential and varied outcomes. Will we be richly rewarded,
severely punished, or something in between? Save for card playing
and sports betting, few activities are more uncertain on the rewardpunishment spectrum than investing. No matter how much research
we conduct, how many opinions we elicit, or how impressive our
credentials, at the end of the day, we cannot know with certainty how our choices will play out. Will they
make us rich? Or will they result in total capital loss? And since the instrument of our investing is our own
or someone’s else’s hard-earned money, the differential between punishment and reward is magnified even
further.
This can lead to the sort of irrational investor behavior economists focus on. And it’s this kind of irrational,
emotional behavior that leads to the booms, busts, and bankruptcies that have permeated the history of the
capital markets from the very beginning.

The opinions are those of the authors and do not reflect the views of CFA Society Vancouver, its Board of Directors or its members. CFA Society Vancouver does not guarantee
the originality, reliability or accuracy of any statement, information or advice, nor does it make any representation concerning the same.

29

CFA Institute

EMOTIONS AND INVESTMENT DECISION MAKING:
AN INTRODUCTION (CONT’D)
PRASAD RAMANI, CFA
Prasad Ramani, CFA, is the founder and CEO of Syntoniq, a behavioral
tech company that seeks to transform the financial services practice by
productizing cutting-edge behavioral finance research into easily usable tech
applications. Ramani launched Syntoniq in 2017 to address inconsistencies
in traditional financial service models following 18-plus years of experience
in financial services, behavioral finance, and quantitative modeling. Ramani
holds an MS in quantitative and computational finance (QCF) from the Georgia
Institute of Technology. He is also a regular guest speaker at the London
Business School where he teaches behavioral Finance and decision science.
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