








Habit ,:
Process 3

Reward

We need to form a new habit of decision making
such that decisions are being driven by phi, with
cognitive and emotional behavioral biases kept
in check. Breaking habits and forming new
ones is a straightforward process, though for
those who have tried to break bad habits, it can
be extremely difficult. Why? Because habits by
definition are largely within our unconscious.
'The habit process begins with a cue, then there
is a routine, and finally a reward is received
based on this habit. In our industry, we need

to break the habit of having fear trigger action.
Camelia Kuhnen of the Kellogg School of
Management found experimental evidence that

we have asymmetric learning when it comes

to gains and losses. Investors that have had
losses and negative outcomes are more likely

to develop especially pessimistic views and
make errors of belief about the investment. We
need to replace this habit cycle using phi as the
driver — rather than losses. From there, the
routine is a process whereby we objectively learn
from success or failure, and the reward is an

investment decision based on valid information.

This also presents a product development
opportunity. Good habits are only beneficial if
they are easy to adopt. Target-date funds were
designed around the idea that a product could

make asset allocation choices for clients who



were unable or unwilling to do so themselves,
i.e., no habit is even needed! New products that
make use of behavioral and event-based data

to offer a personalized advice component could
help investors with goal setting and attainment,

further stimulating their BAS sensitivity.

Communication between investment providers
and clients can be a signal for misaligned
incentives and poor relationships, and there

is work for the industry to do here. It is

worth remembering that communication
includes two parts — a content part and a
relationship part. The relationship part can
become the most important element of the
communication if the relationship itself is

not well defined. When there is a lack of
understanding with regard to the different
values of the parties communicating, the
content part will invariably be misunderstood.
A healthy relationship means that you can
communicate openly about goals and sincere

values to better serve the client’s needs.

Effective communication in an organizational
setting includes delivering and receiving
effective feedback. Habit formation is
impossible without an understanding of one’s

own individual tendencies. Therefore, we

propose introducing an assessment of clients’
motivational predispositions using a BIS/
BAS-type questionnaire at the outset of the
relationship. These tests are designed to provide
a clearer picture of the psychological forces

that drive clients’ financial decisions, thereby
educating clients about their own sensitivities
and behavioral biases. Both parties can use this
information to build a framework to develop or

improve goal-setting habits and communication.

A similar BIS/BAS assessment for professional
investors themselves may assist management
teams in improving their communication

with employees by understanding what drives
them, perhaps even encouraging more effective
feedback among peers. Further, such an
assessment could help professional investors
recognize their propensity for behavioral

biases that harm investment decisions.?? These
learning and communication components

can be used to form and improve goal-

setting habits for investment professionals

in a similar way to retail investors.

For retail investors, our research shows that
simply having access to a defined contribution
plan and other retirement tools can serve as a

trigger to increase goal-oriented sensitivity.?



“We have to give and take feedback. We should
reward and encourage positive behaviors and
celebrate success. We must learn and develop.

We judge things on a short-term duration and

we should closely look at our behaviors being

developed as a result of short term measurement
strategies. We should be brave enough to address

these behaviors.”

COO OF AN ASSET MANAGEMENT FIRM




Incentives

Our data show that industry participants widely perce.ive
their compensation to be lacking in fairness, transparency
and controllability. With consistent cost pressures and
fcompetition for talent coming from other industries,
"“re-thinking monetary incentives is necessary to continue
to attract and develop high-performing talent. Equally
important is re-thinking the monetary incentives
necessary to produce the type of cognitive and emotional
functioning we need-in this environment.



“Remuneration is important, but it is no longer

the most important factor. Before, payment was

much more important but now autonomy and

being a part of something bigger than yourself is

becoming even more important.”

CFO OF AN ASSET MANAGEMENT FIRM

The first step toward developing an incentive
structure that encourages phi is to assess the
fairness, controllability and transparency

of the existing system. Next, eliminate
short-term contingent rewards wherever
possible (especially those perceived as most
unfair or least transparent). These types

of incentives are the most likely to depart
from the alignment of the individual,

organization and clients' goals and values.?*

We recommend that firms experiment with
new incentive structures that will facilitate
longer-term thinking. In our research, we
found that 39% of investment professionals
would be pleased to have a performance
bonus on a two-to-five year cycle versus
the typical annual bonus. Some high-
functioning teams might wish to adopt this

now, and others can follow based on results.



“The industry fails to deliver on expected outcomes.
We have to be able to justify our fees, salaries and
bonuses. There is a lot of focus on bonuses and
financial rewards right now. Compensation has
failed. Lower base fees are necessary and more

alignment of interest is needed.”

CFO OF AN ASSET MANAGEMENT FIRM
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We see great potential for phi in theh
investment community because thus
far, concepts such as mot'ﬁt‘ion and
purpose have not been measurable.

Tn ourindugliamve like numbers, ald
we have little interest in fac's that
cannot be measured re],iably-. Still, we

ingmitively know there is'a culfural

difference bet—v&n firms that are highll?

regarded and those that are not.

*
o
.‘.'.

We therefore have been searching for
that “secret sauce” or hidden variable
that sustains firms through difficult
times in the market cycle. With the
discovery of phi, we have found a way
to measure and describe this difference
—ﬁijmd over time, we may even find it
has the power to transform our industry
into a more respected profession,

secure better outcomes for our clients

and create greater value for society.
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APPENDIX

Literature Review

Motivation is a topic that has been studied extensively
through time and across different academic disciplines.
'The application of this wealth of knowledge to the

investment management industry, to gain new insights

and perspectives, is however conspicuous by its absence.

Motivation theories try to understand the “why”

of behavior and throughout time a number of
different perspectives on motivation have developed.
Mechanistic theories view the human as passively
being forced to act as a result of the interaction
between psychological drives and environmental
stimuli.?® Organismic theories on the other hand,
view humans as active, initiating behaviors by their
own free will. Behavioral theories of motivation have
been viewed as mechanistic, focusing on behavior

as a response to stimuli and giving choice and
intention a secondary role as determinants of behavior
(e.g. Freud ). However, over time, motivational
theories developed which found the explanatory
power of behavioral theories unsatisfactory. These
theories included the concept of self-direction

and choice (e.g. Vroom,? and Bandura®).*

Another way to fragment motivational theories is
to look at content-related motivation theories, that
focus on why individuals are motivated (Reiss,*!
Herzberg® and Hackman & Oldham®’) and
process-related motivation theories, that try to

explain how motivation turns into goal-directed

behavior (Vroom?* and Locke & Latham?).3¢

The Self-Determination Theory (SDT) is influenced
by both mechanistic and organismic theories, saying

that only some intentional behaviors are truly chosen.*”

'The theory presents three types of motivation:
autonomous motivation, controlled motivation and
amotivation. In contrast to amotivation, autonomous
and controlled motivations are both intentional, but
they are very different in nature. Only autonomous
motivation makes a person perceive that he/she is
acting with a sense of own-will, hence experiencing

a choice.’® Moreover, the Self-Determination Theory
addresses both the “why” and the direction of behavior.
As such, this theory was found well suited to use

when answering the problem statement above.

Motivation is affected both by the social environment
and by individual differences. Within the SDT
tramework these individual differences are captured
by measuring an individual’s causality orientation.*
This is the degree to which an individual experiences
the social context as being controlling or controllable.
In previous research*® CAR identified that fear and
goals are two very strong drivers of human behavior
on an individual investor level. As a result the
Biopsychological Theory of Personality* was identified
as a more suitable theory to use within the context

of this paper, to measure individual differences. The
Biopsychological Theory of Personality was developed
by Gary* and states that two motivation systems drive
behaviors, the behavioral inhibition system (BIS)

and the behavioral activation system (BAS). The BIS
system is sensitive to signals of punishment and avoids
behavior that may lead to negative outcomes. As such,
the BIS system keeps a person from achieving his/her
goals. The BAS system, on the other hand, is sensitive
to signals of reward and non-punishment and makes a
person engage in goal-directed behavior.” These two
motivation systems are aligned with the behavioral

drives identified in CAR’s previous research work.



Survey Methodology

Primary research for this study includes a survey of
6,938 investors, investment providers, and government
officials and regulators across 20 countries. These
countries are: Australia, Brazil, Canada, Chile,
China, France, Germany, Hong Kong, India,

Italy, Japan, Mexico, The Netherlands, Singapore,
South Africa, Sweden, Switzerland, The United
Kingdom, United Arab Emirates, and the United
States. The retail investor component of the survey
includes an equal weighting among these countries,
while the institutional and regulatory component

reflects the size of the relative financial markets.

Survey data were collected in two rounds. First,
CoreData collected information from 3,600

retail investors and 985 professionals on behalf of
CAR through an online survey platform in May
2016. Second, CFA Institute conducted a survey

to a targeted group of its members in these same
countries in June 2016, resulting in 2,353 additional
professional responses. Quantitative analysis was
then conducted through a partnership with the State
Street Center for Data Excellence and CoreData.
Note that all percentages are rounded. Data were
supplemented by over 200 in-person interviews

with executives and government officials.**

Participating institutional investors include
government pension funds, corporate pension funds,
retail pension plans, sovereign wealth funds, central
banks, insurance firms, healthcare institutions,
endowments and foundations. Participating retail
investors include mass market, mass affluent and
high net-worth individuals. Participating asset

managers include institutional-oriented asset

managers, retail-oriented asset managers, blend
retail/institutional asset managers (more retail-
oriented) and blend retail/institutional asset
managers (more institutional-oriented). Participating
intermediaries include bank/broker-affiliated
advisors, institutional consultants, independent
financial advisors and insurance-affiliated advisors.
Public entities include regulatory bodies and
government officials, as well as policymakers with a

focus on financial services-related policy matters.

The questions used to calculate phi for
professionals are listed below, with the
option indicating higher phi marked in bold
and weighted equally in the phi score.

1. (On purpose) What motivates you to perform
generally and in your current role? (Select top

three):

a) 'The hope of receiving a big bonus/salary

increase.

b) The fact that everyone can see my

performance and I do not want to look bad.

¢) Iknowitisimportant to fulfill the end

client’s goals.

d) The feeling of doing something in the
service of something larger than myself
(e.g. creating a better life situation for
the end client, supporting the values of
my organization to achieve long-term

organizational growth).

e) Ijustlove what I do and would continue

doing it even if I was not paid.



2. (On habits) What is the reason that you are

still working in the investment management

industry? (Select up to two)

a)

b)

0

d)

e)

g)

h)

i)

)

I am reasonably satisfied with my job.

It is where the money is, i.e. where I can earn

the most.

I like the status that a job in this industry

brings.
I am passionate about the markets.

I am inspired by a family member/industry

figure.

I can help people and organizations achieve

their financial goals.
I like working with very smart people.

I help facilitate economic growth and

development.

It would be too difficult to change jobs and

pursue a new career in another industry.

I am thinking about quitting.

3. (On incentives) Which description most closely

matches the way you think about your work?

a)

b)

c)

As ajob (I work only for the sake of the
money. I am really happy when the weekend
comes and I satisfy my intellectual curiosity

and interests via hobbies and not work.)

As a career (My work energizes me, and

my aim is to advance and get promoted. I
sometimes bring work with me home since I
want to deliver excellent results. Sometimes
I do however wonder about the meaning and

importance of what I do.)

As a calling (I am devoted to my work.
When working I feel that I am part of
something larger than myself. The value

my efforts bring is clear to me, and I never
question the meaning of what I do. I would
continue to work even if I was independently

wealthy.)



Survey respondents were asked to evaluate

their organization on a scale of 1-5 on 10-year
organizational performance, client satisfaction,
and employee engagement. To survey outcomes
across a broad range of firm types and investment
strategies, respondents were asked to rate their
organizations’ performance in terms of achieving
their clients' goals and investment goals over

the past 10 years on five-point Likert scale.

To relate phi to outcomes, the
following odds were modeled:

0, = prob(score = 1) / prob(score > 1)

0, = prob(score =1, 2) / prob(score > 2 )

0, = prob(score =1, 2, 3) / prob(score >3 )
0, = prob(score =1, 2, 3, 4) / prob(score >4 )

All odds are of the form 6 =
prob(score <'y) / prob(score >y)

The functional form of the model for each outcome,
using phi as an independent variable, is:

In(@y) =o, - pD

using Huber-White standard errors.
Incremental percentage improvements in the
odds of “excellent” outcomes were derived
using an odds-ratio interpretation.
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