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Living in Southern California, whether you were a hockey fan or not, it was hard 
not to get swept up in the recent excitement surrounding the Los Angeles Kings 
as they kicked off summer by winning their second Stanley Cup title in three years. 
Detroit Red Wings general manager Ken Holland was quoted as saying such 
consistency demonstrates that the Kings are “built for the long haul.” 

Those comments really resonated with me because that’s the same thing we 
strive for at Capital Group Private Client Services — creating an organization and 
investment process that are built for the long-term success of our clients. In fact, 
this mission is at the heart of everything we do.

“Long-term” is a phrase you hear a lot at our firm. As you know, the Capital Group 
organization invests millions of dollars each year in conducting proprietary 
research on behalf of our clients. That’s because when we make an investment, 

we do so with the intent of holding it for a long time. Not only is this a proven approach, but it creates significant tax 
efficiencies. 

By the same token, we avoid short-term market timing because we know it’s impossible for anyone to determine where 
stocks or bonds are headed over a period of weeks or months with any degree of accuracy. This year is an excellent case 
in point. At the beginning of 2014, we heard many pundits predict that both stocks and bonds would do poorly for a 
variety of reasons, yet the opposite has happened. 

That being said, given the stock market’s big rise from its March 2009 lows, it wouldn’t be surprising to eventually see 
some kind of pullback. After all, that’s a normal part of how the market functions. But when this will happen and to what 
degree are impossible to gauge. Frankly, it’s not something we spend much time thinking about, as we believe that if you 
hold the right investments, such corrections can create additional opportunity for those with a long-term perspective.

In this issue of Quarterly Insights, you’ll learn more about some of the long-term themes at work in client portfolios. 
For instance, Capital Group analysts have identified several companies poised to take advantage of the growth potential 
of the Internet. We also continue to selectively invest in the financial services sector, which has undergone a major 
transformation in recent years. In general, when it comes to finding companies in which to invest, we are always intrigued 
by those characterized as having “razor blade” business models, meaning they offer products or services with built-in 
demand that generate recurring revenues in all kinds of economic environments.

We continue to receive positive comments on our timely author interviews, and have two thought-provoking ones in this 
issue. On page 16, Harvard Law School professor Douglas Stone provides strategies for dealing with the daily feedback 
in our lives. Then, on page 18, we talk with economist Steven Levitt, who came to national prominence several years ago 
after writing Freakonomics with Stephen Dubner. Their newest book, Think Like a Freak, is already a huge best-seller. In 
our conversation, Levitt discusses his views on philanthropy and the importance of letting one’s inner child come out.

In closing, we always welcome your input and suggestions for this publication. Don’t hesitate to send us a note at 
quarterlyinsights@capgroup.com. 

With best regards,

John S. Armour 
President 
Capital Group Private Client Services

Having a long-term approach helps to create a winning advantage.

Opening thoughts
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Developed economies are gradually improving, and many of 
the uncertainties that plagued global investors have eased. 
Supportive stances by central bankers around the world have 
helped to increase risk appetites in the financial markets, mitigating 
geopolitical uncertainties that separately surfaced in Ukraine and 
Iraq in the first six months of the year. However, looking ahead to 
the second half of 2014, it’s clear that the most difficult decisions 
are yet to come.

Despite a sluggish start to the year, the second quarter was a good 
one for global equity markets. Employment levels have improved, 
and manufacturing rates are picking up around the world. A surge 
in merger and acquisition activity, particularly in the U.S. and 
Europe, helped drive equities higher as central banks continued 
their support. Even with recent equity market gains, stocks still 
appear attractively valued in many sectors. As the chart on the 
following page shows, markets are trading above their 10-year 
price/earnings averages, but current valuations do not appear to 
be overly inflated.

Nevertheless, there are still plenty of reasons to be cautious. For 
all the positive developments scattered throughout the various 
economies, there are just as many uncertainties. In the U.S., 
economic indicators continue to show that the first-quarter lag was 
largely a result of the unusually cold winter and not an indication 
of weakness. Corporate profits continue to exceed expectations, 
pushing U.S. stocks to all-time highs. However, with so many 
clear signs that the U.S. is in the advanced stages of recovery, the 
Federal Reserve has begun to turn its attention to winding down 
its ultra-loose monetary policy, raising the question of whether 
the economy is strong enough to continue growing without these 
supportive measures. In Europe, investors have been anticipating 
that the European Central Bank (ECB) will provide additional 
stimulus, which has been beneficial to some European equities. 
But these expectations have been spurred by a very low inflation 
reading, prompting the ECB to consider whether a U.S.-style bond-
buying program is necessary. Improving Asian manufacturing 
and export data, combined with the election of reform-minded 
candidate Narendra Modi as India’s new prime minister, helped 
emerging markets during the quarter, though there are still 
concerns that China’s weak property market could pressure that 
country’s economy. 

Sources: MSCI via Rimes. MSCI World (Net) Index (global 
stocks); S&P 500 Index (U.S. stocks); MSCI EAFE (Net) Index 
(non-U.S. stocks); MSCI Emerging Markets IMI (Net) Index 
(emerging markets stocks). Index results are presented in 
US$ unless otherwise noted.

Following a tentative start to the 
year, equities are now in firmly 
positive territory for 2014.

Stock market returns

Supportive central 
bank actions are 
keeping the global 
economic recovery 
on track. 

Q2 YTD

Weeks of riveting World Cup games provided a fresh 
appreciation for the confluence of factors needed to 
successfully score a goal. Teamwork and skill are part 
of it, but these qualifications are what got the teams to 
Brazil in the first place. Though much work is put into 
moving the ball toward the net, in reality the hardest 
part is yet to come. The perfect balance of power and 
timing determines whether the shot results in a goal 
or a miss. Interestingly enough, this same difficulty of 
achieving the right balance of power and timing is a 
challenge faced by central banks around the world 
as they grapple with the question of how much fuel is 
needed to keep the fires of recovery stoked. 
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Sources: Barclays U.S. Treasury Index (U.S. Treasury bonds); 
Barclays 1–10 Year Inter-Short Municipal Index (municipal 
bonds); Barclays U.S. Aggregate Index (investment-grade bonds); 
Barclays U.S. High Yield Index (corporate high-yield bonds). Index 
results are presented in US$ unless otherwise noted.

Fixed-income returns

Our investment team has been carefully monitoring all of these 
developments and continues to take a long-term, globally-minded 
approach when structuring client portfolios. Our managers 
believe fundamentally sound, expertly led companies that are 
positioned to take advantage of sustainable growth trends are less 
vulnerable to any near-term volatility that may arise. Even when 
researching local companies, portfolio managers evaluate the 
broader global opportunities because they realize the investment 
world now encompasses a significantly greater reach than it did 
even 20 years ago. Companies today venture out to find the best 
growth prospects regardless of location. Against this backdrop, 
it no longer makes sense to think about investments in terms of 
domestic versus foreign, but instead to focus on finding the right 
companies to capture the strongest revenues.

Our portfolio managers are particularly interested in developing 
markets because they expect the growing prosperity of an 
emerging middle class to drive global economic expansion for 
years to come. This investment thesis remains intact even as the 
pace of growth in some areas has slowed. Certain industries, 
including technology and telecommunications, show particular 
promise in regard to their exposure to emerging markets. As 

Capital Group’s Internet analyst explains in the article on page 10, 
more than half of the world’s population still doesn’t have online 
access. The rapid proliferation of smartphones is likely to change 
that in the next few years, vastly expanding the opportunity set 
for an array of companies, from online advertisers to providers of 
digital security. 

Health care is another sector that is likely to benefit from expansion 
in the emerging markets. As populations grow and age, extended 
life spans increase the need for medical attention. Unfortunately, 
as people in emerging markets adopt a more Western lifestyle, 
they also become more susceptible to diseases like obesity and 
diabetes. In China alone, the number of diabetes patients has 
increased from 5 million to 80 million in the past decade. Our 
portfolio managers continue to focus on companies poised to 
help patients manage these fast-spreading diseases in the most 
convenient and efficient ways possible.

The health care sector fits into another investment theme our 
managers have been exploring: businesses with sustainable 
income models. (For more on this theme, see the article on page 
6.) The development of biotechnology drugs is an expensive, 
research-intensive process. However, once approved, certain 

Bonds have had a good year thus 
far, despite ongoing concerns about 
the potential for rate increases.

Q2 YTD
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Though most major markets trade 
slightly above their 10-year P/E 
averages, current valuations do 
not seem extreme.

Range of stock market valuations from July 1, 2004 – June 30, 2014

Sources: MSCI via Rimes. MSCI World (Net) Index (global 
stocks); S&P 500 Index (U.S. stocks); MSCI EAFE (Net) 
Index (non-U.S. stocks); MSCI Emerging Markets IMI (Net) 
Index (emerging markets stocks).
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treatments can command premium pricing. Because the barriers to 
entry in this market are so high, manufacturers are less vulnerable 
to competition from rivals and can enjoy a period of unusually 
reliable revenues from customers who need a particular treatment 
to manage a specific disease. Investing in companies with an eye 
toward revenue stability can be especially beneficial in uncertain 
economic environments because recurring revenues generally 
remain relatively stable, even in challenging times, helping 
to cushion portfolio volatility. Capital Group analysts employ 
fundamental research to identify well-managed companies that 
exhibit this characteristic.

Another way that portfolio managers uncover investment 
opportunities is by looking at sectors or geographic regions 
that appear to be unfairly punished by the market. For example, 
intensified scrutiny and increased restrictions on large banks in 
the wake of the financial crisis have made them less appealing 
to investors. But as one Capital Group banking analyst explains 
on page 8, only certain business segments are affected by the 
regulations, giving banks with dexterous management teams the 
ability to adjust their business mixes accordingly.

A well-diversified portfolio can help mitigate volatility as the 
Fed eventually tightens monetary policy.

Though investing in expertly managed companies that are well 
positioned to grow regardless of the macroeconomic environment 
is one way to manage risk, so is having a diversified portfolio of 
stocks, bonds and, when appropriate, alternative strategies. Fixed-
income securities are inversely correlated to equities, meaning 
that they tend to do better when equities are out of favor, and 
vice versa. This cushioning effect is what makes bonds a valuable 
holding even when prices weaken, such as in a rising interest rate 
environment.

Macroeconomic uncertainty kept bonds in demand during the 
most recent quarter, as fixed-income fund flows turned positive 
again. (See the figure above.) The Fed continued to reduce the 

amount of bonds it has been purchasing and has begun to discuss 
how it will transition from a period of loose monetary policy to 
an eventual increase in interest rates. Client bond portfolios are 
being positioned for the time when the Fed starts to tighten. 
When appropriate, Treasury Inflation-Protected Securities (TIPS) 
and floating-rate bonds are being used to help cushion portfolios 
against an unexpected rise in rates.

U.S. Treasuries and high-grade corporate bonds generated strong 
gains in the quarter, reflecting investors’ competing desires for 
safe-haven assets and riskier but high-quality securities with better 
return profiles. Residential mortgage-backed bonds have done 
well despite the backdrop of tapering. We continue to maintain 
a reasonable position in these securities because the possibility 
of rising rates and a potential slowdown in the housing market 
reduces the ability of homeowners to refinance their debt.

One area where we continue to find investment opportunities is 
commercial mortgage-backed bonds — specifically, for apartment 
communities and other multifamily structures. As you’ll discover in 
the article on page 12, several underlying trends make this sector 
particularly attractive in the current environment. Municipal bonds 
also did well during the second quarter, in part because there is a 
limited supply. In this area, our portfolio managers remain partial 
to bonds with easily analyzable revenue streams and continue 
to focus on securities that should benefit from an improving 
economic environment. 

Even though global economies appear to be headed in the 
right direction, the unwinding of quantitative easing in the U.S. 
represents a significant question mark because a program of 
its size has never before been instituted. All signs indicate that 
the Fed will transition monetary policy gradually, all the while 
remaining vigilant to potential signs that additional support is 
needed. Despite our expectations for a relatively smooth process, 
occasional market fluctuations are natural. That is why we maintain 
well-diversified portfolios of high-quality, extensively researched 
investments for our clients. g

Following a temporary lull 
in the wake of “taper talk,” 
investors have begun to buy 
bonds again. 

Cumulative net fund flows from January 1, 2008 – March 31, 2014

Source: Investment Company Institute. Includes 
fund flows into ETFs and mutual funds.

Stock fundsBond funds
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There’s been a significant rally in 
municipal bonds since the beginning of 
the year. What’s driving this run-up?

Results over short time periods are heavily 
impacted by the starting point. The 
second half of 2013 saw municipal bond 
prices weaken due to rising Treasury rates 
and declining demand. The first half of 
2014 brought a reversal of those trends. 
Treasury rates are lower than they were at 
the start of the year. The municipal market 
has experienced positive cash flows, and 
issuance volume has been subdued. All 
three of these factors have created positive 
pricing trends for municipals. Municipal 
bonds in California have done even better 
due to the improving credit quality of 
California general obligation (GO) bonds. 
The much-improved fiscal picture in the 
state has come from the combination 
of large increases in tax revenues, fiscal 
discipline on the spending side, higher 
tax rates and strong equity markets. Better 

equity markets mean higher capital gains 
taxes when investors sell stocks that have 
appreciated. The state of California is 
one of the largest tax-exempt issuers in 
the California municipal bond market, 
and tightening spreads on California GO 
debt have provided a favorable investing 
environment for municipal bonds across 
the state. 

What types of California municipal 
bonds look attractive to you in the 
current environment?

While California GO bonds are appropriate 
for some of our client portfolios, revenue 
bonds constitute the largest share of 
fixed-income investments within many 
municipal portfolios. These securities are 
issued for such projects and nonprofit 
endeavors as hospitals, universities 
and senior-living facilities, as well as 
transportation and real-estate-related 
ventures. These bonds have been a 
positive contributor to results, and we 
expect they will continue to benefit from 
the strengthening California economy. 

I believe that over the next six to 12 
months, the Federal Reserve will continue 
to gradually tighten monetary policy — first, 
by the ongoing tapering of quantitative 
easing, then by eventually increasing 
short-term rates. Given that, our goal is 
to protect client portfolios against rising 
rates by shortening duration and avoiding 
parts of the yield curve that are particularly 
vulnerable to a rising-rate environment. 
We also want to be proactive and think 
about which bonds will perform best 
in this environment. Investments in real 
estate and transportation-related projects 
in particular should perform well. And 
while we have been very cautious about 
exposing our clients to local governments 
in California, bonds issued by school and 
community college districts can provide 
incremental returns while being largely 
insulated from the budget problems 
confronting local governments. 

Local governments continue to struggle 
with larger, growing labor costs and 
pension obligations, and slower growth in 

revenues. These headwinds are likely to 
persist, and we have attempted to position 
client portfolios to sidestep the credit 
challenges faced by local governments. 

Describe your investment style.

I invest client portfolios with a view of what 
the world will look like over the next 12 
to 18 months. This view is informed by 
research from within our municipal bond 
team, as well as from analysts across the 
Capital Group organization. A longer-term 
view is especially important for municipal 
bond investing because limited liquidity in 
these markets makes it more challenging 
to implement portfolio changes quickly. 
Each bond purchase or sale in the 
portfolio is based on a particular thesis. 
It could be an improving credit story, a 
stable investment that provides a curve 
or duration aspect to the structure of the 
portfolio, or an issue that’s misunderstood 
by the market. Once these securities are in 
the portfolio, I tend to hold them and allow 
the investment thesis to play out. I am fairly 
patient in that way. I am willing to hold on 
so long as the thesis is still sound over the 
longer term, and tend not to be swayed by 
short-term moves. 

What are some common misperceptions 
about bonds?

I sometimes hear people say that if rates 
are going up, there’s no reason to own 
bonds. I disagree. Fixed-income securities 
are important as a diversifier to equity 
markets. It should never be a question of 
whether to own bonds but rather what 
types of bonds to own. Clients can reduce 
their exposure to rising rates by holding 
bonds with a shorter duration. Municipal 
bonds are particularly attractive today, 
especially in high-tax states like California, 
because they offer tax-exempt income 
as well as good diversification from the 
volatility of equities. Rising rates present 
opportunities to make good long-term 
investments at higher yields, which over 
the long haul provide more attractive tax-
exempt income to our clients. g

Years in profession 

Years with Capital Group

Karl Zeile is a municipal bond 
portfolio manager at Capital Group 
Private Client Services, based in 
West Los Angeles. In this interview, 
he provides his current perspective 
on the municipal bond market and 
his outlook for investing in this 
environment. 

23

14

Up close with fixed-income portfolio manager Karl Zeile

Portfolio manager Q&A
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More than a century ago, K.C. Gillette 
came up with a plan: give customers 
the razor and sell them the blades. Of 
course, Gillette didn’t exactly give away 
his safety razors. They retailed for the 
relatively substantial sum of $5 in 1903, 
the equivalent of about $140 in 2014. Still, 
the real money was in the blade — that thin, 
inexpensive, disposable piece of stamped 
steel that people around the world have 
bought over and over in various forms 
ever since. 

This built-in demand creates an ongoing 
stream of what is called recurring revenue, 
and it’s become the Holy Grail for many 
companies operating in industries ranging 
from technology to consumer products. 
The “razor blade” model Gillette perfected 
applies in some unexpected ways, and it’s 

a factor Capital Group analysts pay close 
attention to when evaluating potential 
investments. 

Companies that adhere to a recurring 
revenue model can remain relatively stable 
in challenging economic environments, 
riding out portfolio volatility during 
periods of stock market turbulence. In 
fact, we frequently refer to them as “global 
champions,” given that they often have 
wide moats around their business models 
and defensive characteristics because 
demand rarely ceases. 

Maintenance costs can generate seven 
times the price of a new engine. 

The engine business is a good example 
of the recurring revenue model in action. 
A handful of companies supply the vast 

By Greg Fuss
Equity Portfolio Manager

Greg is a Global, U.S. and Non-U.S. 
Equity portfolio manager for Capital 
Group Private Client Services. Based 
in Los Angeles, he has 28 years 
of investment experience and has 
been with the firm since 2006.

From jet engines to apps, 
companies are finding new ways 
to create recurring revenue

Analyst perspectives
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majority of engines for commercial jets, 
fighter planes, helicopters, ocean liners 
and power plants. But selling the engine is 
just the beginning, and it’s not necessarily 
where manufacturers make most of their 
money. Instead, these companies sell 
the engines for relatively modest profit, 
knowing that maintenance, repairs and 
engine overhauls will keep them busy and 
ringing up revenue for 20 to 30 years. The 
outlook is particularly favorable for jet 
engine makers because demand for air 
travel is poised to put more than 35,000 
new jets in the air by 2031.

The recurring-revenue model is a key 
part of the business plan for today’s tech 
companies.

The technology sector, once associated 
mostly with high-flying growth companies 
that disdained paying dividends, may be 
headed for its third straight year as the top 
dividend-paying sector in the S&P 500. 
That is partly attributable to the decision 
by Apple to begin paying a dividend after 
more than 30 years as a public company. 
Companies like Apple have put something 
of a twist on the razor blade model by 
tapping into a variety of recurring revenue 
streams by creating mobile devices that 
use a variety of applications and content. 
Once consumers have the device or the 
platform for recurring revenue, they buy 
content through the company’s app store. 

More broadly, the sector’s rise in the 
dividend column is partly due to the 
transition of some companies away from 
a sales model to a subscription and 
service model able to generate significant 
recurring revenue. Because technology 
can rapidly become commoditized, some 
companies have moved away from a 
reliance on the one-time sale of a product 
— often hardware — in favor of ongoing 
revenue from software and services.  Some 
software companies now generate what’s 
called sequential revenue by encouraging 
customers to consistently upgrade to the 
latest versions. 

Similarly, mobile devices create recurring 
revenues for data providers. By the end 
of 2018, there will be an estimated 8.2 
billion wireless subscribers in the world. 
Those subscriptions are expected to 
generate an estimated $1.2 trillion in total 
mobile service revenue by 2018. Phone 

companies may be one of the classic 
examples of recurring revenue, with many 
telecoms providing plans that combine 
voice, text and data services into a single 
price point on a recurring monthly basis. 

Biologics offer hope for patients and 
ongoing revenue for manufacturers.

Because the barriers to entry are so 
high, biotechnology drugs (or biologics) 
represent an unusually secure revenue 
stream for certain companies. Biologics 
are incredibly complex and used to treat 
maladies ranging from rheumatoid arthritis 
to breast cancer. They can be composed 
of sugars, proteins, nucleic acids or a 
combination of those substances. Others 
are living entities — cells and tissues 
that can come from humans, animals or 
microorganisms. 

For those afflicted with certain ailments, 
biologics, when taken regularly, can slow 
the progression of a disease or in some 
cases cure a condition outright. The 
outcome has resulted in a remarkable track 
record for biologics. Of the best-selling 

prescription drugs in 2013, seven of the 
top eight were biologics. Combined, these 
drugs had sales of about $62 billion.

Research is crucial for investors in any 
industry, but biotechnology is among 
the most complex. Biologics have a long, 
risky and expensive development cycle, 

sometimes taking a decade or more from 
discovery to approval. Once approved, 
though, some of these drugs can 
command premium pricing and lead to 
significant long-term demand. 

Recurring revenues can help 
companies weather difficult economic 
environments.

Given the favorable characteristics of 
these global champions, it’s no wonder 
portfolio managers hold many companies 
with recurring revenues in client portfolios. 
These companies tend to march along 
regardless of the general economic 
environment or whether the market is up 
or down. These durable franchises 
can thrive in many different business 
environments, playing an important role 
in protecting capital and generating long-
term income for investors.  g

Given the favorable 
characteristics of these 
global champions, it’s no 
wonder portfolio managers 
hold many companies 
with recurring revenues 
in client portfolios. 
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Analyzing the U.S. financial sector has 
always been unique because of the high 
levels of leverage many banks carry. This 
multiplies inherent risk and reward within 
the sector, making traditional valuation 
metrics less useful than in other industries. 
Another factor that complicates my analysis 
is the intensified scrutiny of the industry 
and calls for stricter regulations following 
the financial crisis. Many investors have 
been shying away from this sector because 
they believe higher capital requirements 
will pressure banks’ profitability. Though 
this is true to some extent, I view the 
changing regulatory environment as an 
opportunity. I believe banks with talented 
management teams have the ability to 
improve their profits in spite of the higher 
capital requirements. Furthermore, only 
certain business segments are affected 
by these regulations, meaning that 
financial institutions with the flexibility 
to adjust their business mix should be 
able to outperform peers that previously 
relied on leverage to increase profits. 

The advantages of scale for big banks 
are being offset by tougher rules.

Since the financial crisis of 2008 
revealed that the high debt ratios and 
interconnectedness of large global 
banks made the entire financial sector 
vulnerable to collapse, regulations in 
the U.S. have been proposed to address 
the size and complexity of banks, 
thereby limiting the potential risk they 
pose to the global financial system. 

New capital ratio requirements are being 
phased in through 2019, but most banks 
are already compliant, with the ratio of 
tangible equity to risk-weighted assets 
at an estimated 50-year high. This is a 
massive and extremely rapid shift from 
seven years ago, when banks were maxing 
out leverage. There is an even more 
conservative computation for the largest, 
most complex banks. These regulations 
create earnings headwinds from derisking 
and deleveraging, but should reduce the 
impact of credit losses on the valuations 
of bank equities in the next credit cycle. 

Large, complex financial institutions are 
most affected by the proposed regulations, 
and even though many of the new capital 
requirements have been established, there 
is still a risk that additional legislation could 
be imposed on banking behemoths. The 
current environment’s stricter directives 
have largely offset any advantages of 
scale that big banks used to have. These 
Global Systemically Important Financial 
Institutions (otherwise known as the “too 
big to fail banks”) require a 10% to 15% 
larger equity cushion than smaller banks 
and tend to be more dependent on 
wholesale funding than on deposits. 

However, I still see opportunities in certain 
banks. I believe those financial institutions 
with the best management teams will be 
able to adjust their businesses in a way 
that will allow for higher returns down 
the road. Furthermore, there are many 
signs that the sector has strengthened 
considerably since the financial crisis. U.S. 
financial sector profits peaked in 2007 at 
almost 30% of the S&P 500’s earnings, 
falling to just 10% during the recession. 

By Brian J. Kennedy
Capital Group Equity Analyst

Brian is an equity analyst with research 
responsibility for, among other things, 
U.S. banks. He has 16 years of investment 
experience, eight of them with Capital 
Group. He is based in Los Angeles.

Good management and business agility are key 
to standing out in the banking sector
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They have increased significantly since 
the crisis, climbing back to 17% today. 
I’m more comfortable with what we’re 
seeing now than I was with the outsized 
profits leading into the financial crisis.

Credit costs are finally normalizing because 
loan losses from the crisis have largely been 
written off and are returning to historical 
averages. However, loan growth in the U.S. 
remains depressed. So far this decade, 
lending revenue has increased only 4%, 
compared with an average of more than 
100% for the previous seven decades. 
Banks are holding more securities and 
highly liquid assets, pressuring return on 
assets (ROA). As loan demand increases, 
so will ROA, because securities will be 
displaced by higher-yielding, wider-
spread loans. Typically, loan growth is 1.5 
to 2 times U.S. gross domestic product 
growth during expansions, providing 
the fuel for a prolonged recovery.

Bank fundamentals are basically back 
to normal following the financial crisis, 
except for return on equity (ROE), which 
is 35% below historical levels. This 

lower ROE is driven by heightened 
regulation as greater capital requirements 
limit balance-sheet leverage.

The amount of capital in the banking 
system is much higher than before the 
financial crisis, making the system safer for 
depositors. Although equity investments 
in banks are still at risk, I believe there are 
notable gaps between the market and my 
expectations for improving ROE, signaling 
possible areas of opportunity for investors.

Increasingly diverse sources of 
revenue should eventually drive 
sector returns higher.

The market seems to be focused on 
the impact of leverage constraints on 
ROE, but every other driver of stock 
valuations is poised to improve over 
the next three years. I believe the key 
positive factor will be ROA, driven by 
improvements in revenue mix. For 
example, banks with the flexibility to 
rely less on capital-intensive businesses 
(lending and trading) and more on service-

related functions (advisory services, 
underwriting and investment management) 
should do better going forward. 

It’s not unprecedented to see higher 
ROA from less-capital-intensive revenues. 
Agile human and equity capital is the 
cornerstone of a successful investment 
banking franchise, and companies have 
demonstrated the ability to realign 
businesses because of changes in 
environmental opportunities. Banks that 
participate in mergers and acquisitions 
may be good investments because 
M&A activity has traditionally tracked 
economic prosperity very closely. As 
corporate confidence improves, M&A 
activity has the potential to more than 
double. Discussions with investment 
banks indicate a revenue multiplier of 
roughly 5 for ancillary services. In other 
words, every $1 of advisory revenue 
can lead to $5 in total client business. 

Given my expectations and attractive 
valuations in the sector, I view the 
current environment as an opportunity to 
partner with companies that have strong 
management teams, flexible business 
models and the ability to adapt in the 
face of this new regulatory climate. 

When it comes to portfolio holdings, we 
look for companies that reflect our belief 
that talented leadership is particularly 
important in the financial sector. One 
reason is that mistakes due to a lack of 
leadership can be greatly magnified, as 
evidenced by the multiple bankruptcies 
during the financial crisis of 2008. When 
researching companies for potential 
investment, I pay close attention to 
management’s track record and its 
ability to create a cohesive culture. This 
is important because I anticipate there 
will be much less leniency in the future 
for banks that exhibit potentially risky 
behavior that could threaten the stability of 
the financial system. I believe companies 
that actively and consistently promote a 
superior level of integrity in employee 
conduct are less likely to engage in 
irresponsible practices than institutions 
with a poorly defined culture. For this 
reason, I pay particular attention to the 
risk management segment of the business 
and whether there is a system in place 
to uniformly apply a culture of integrity 
across all the divisions of the company.  g
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By Will Craig
Capital Group Equity Analyst

Will Craig is an equity analyst with 
research responsibility for global 
Internet companies. He has nine 
years of investment experience and 
has been with Capital Group since 
2011. He is based in Los Angeles.

It’s no secret that the Internet has drastically 
upended the way people conduct business 
and interact with one another. Enthusiasm 
for the potential of this sector has lifted 
the valuations of many companies over 
the past five years, including a number 
of recent start-ups, causing concern that 
Silicon Valley could be headed for another 
dot-com bubble. While I do believe that 
some companies within the sector may be 
overvalued, I still think select companies 
present attractive growth prospects, and 
I continue to find compelling investment 
opportunities in this space.

Many Internet companies will benefit 
from strong growth as more people 
go online. 

As ubiquitous as the Internet has become 
in the daily lives of those who live and work 
in developed markets, it may be surprising 

to consider the enormity of the Internet’s 
remaining growth potential. Perhaps the 
single greatest driver of growth will be an 
increase in the number of individuals going 
online. More than 4 billion people — well 
over half of the world’s 7 billion population 
— still don’t have access to the Internet. 
With smartphones increasingly serving as a 
leapfrogging catalyst to bring the Internet 
to areas of the world where access has 
been nonexistent, it appears likely that 
the global online population will roughly 
double over the next five years. 

A majority of Internet companies financially 
sustain themselves through either 
e-commerce or online advertising. As a 
result of continued increases in the total 
number of Internet users and adoption 
among existing users, I expect both of 
these subindustries to grow significantly 
over the next three years and beyond. The 

Analyst perspectives
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global e-commerce market is expected to 
nearly double, from $638 billion last year 
to $1.2 trillion by 2017, and the online 
advertising market is poised to grow more 
than 50% over the next three years, from 
$104 billion to $161 billion. 

Exceptional growth prospects aren’t the 
only thing this industry has going for it.

I expect the Internet industry in aggregate 
to generate significantly higher revenue, 
earnings and cash flow growth than the 
overall market for at least the next five 
years. But this swift expansion isn’t the 
only reason I find certain companies 
in this sector intriguing. In addition to 
my expectations for growth, Internet 
companies have superior business quality 
(as reflected in their unusually high returns 
on invested capital) and a high level of 
founder leadership.

For example, within my coverage area, 
the average global Internet company 
generated a 16% return on investment 
capital (ROIC) last year, nearly double the 

S&P 500’s 9% ROIC. For Internet companies 
these outsize returns on invested capital 
typically result from some combination 
of three very attractive economic 
characteristics. First, such companies tend 
to have extremely high profit margins, 
particularly within the online advertising 
segment. Second, they often have high 
asset turnover resulting from typically 
modest levels of capital intensity. Last, 
they usually have negative working capital 
business models as a result of significant 
deferred revenue balances and/or the 
absence of inventory.

In addition to its growth potential and high 
business quality, the Internet industry is 
attractive because it has an unusually high 
level of founder leadership. Academic 
evidence indicates that founder-led firms 
tend to produce meaningfully superior 
operating results and shareholder returns 
than do non-founder-led companies. 
The majority of Internet companies retain 
their founders as CEOs, and many keep 
them as board chairs. This stands in stark 
contrast to the S&P 500, in which just 25, 
or 5% of constituent companies, are still 
led by founder CEOs, or even to the global 
universe of publicly traded companies, 
in which less than 3% of businesses with 
market caps of more than $250 million 
retain a founder as CEO. 

There are still good opportunities 
despite the sector’s popularity in 
today’s stock market. 

It’s hardly a secret that the Internet sector is 
ripe with potential. In fact, venture capital 
in Silicon Valley is rising to levels not seen 
since 2001. Even though the global Internet 
industry has rapidly grown its collective 
earnings over the past five years, it hasn’t 
been able to keep up with this enormous 
rate of share price appreciation. As a result, 
the average 2015 price-to-earnings (P/E) 
multiple of the companies in this sector has 
expanded to 56 times (or nearly four times 
the S&P 500’s current multiple), even after 
the industry’s recent share price pullback. 
Over the long term, taking into account my 
expectations for strong secular tailwinds 
in the e-commerce and online advertising 
industries, as well as the resulting 
economies of scale that should allow the 
industry to grow cash flow even faster than 
it will increase revenue, current valuations 
seem less extended. 

However, a considerable amount of 
research is necessary to differentiate 
between those companies with thoughtful 
management and well-structured business 
models that will benefit from growth in the 
industry and those that merely generate 
a lot of buzz as the latest “hot” company. 
Although it may be tempting to go where 
the growth will be, there are added risks to 
investing in companies with high exposure 
to new Internet users in emerging markets. 
That is why I conduct deep company-by-
company and market-by-market analysis 
in an effort to identify the most-attractive 
individual companies in which to deploy 
our clients’ capital, regardless of where 
they are headquartered, focusing on those 
with unique technologies, proven business 
models and excellent track records.  g

Perhaps the single greatest 
driver of growth will be an 
increase in the number of 
individuals going online.

Based on Capital Group estimates. 

ESTIMATED GLOBAL ONLINE USERS

7 
billion

3 
billion

2014

2019
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Over the past year, our fixed-income 
portfolio team has been increasing client 
exposure to commercial mortgage-backed 
securities (CMBS). For many, the term 
“mortgage-backed securities” conjures 
up bad memories from the financial crisis; 
however, that negative association is part 
of what has contributed to the sector’s 
attractive valuations in recent years. 
Different areas of the commercial mortgage 
sector — apartment complexes, hotels, 
office buildings and retail centers — have 
experienced very uneven recoveries since 
the crisis. Our intensive research process 
helps to target specific properties and 

markets that will capture the upside from 
improving credit stories while avoiding the 
areas that we feel are in secular decline.  
 
The attractive pricing of CMBS, which are 
backed by mortgages on commercial 
properties, is only one component of their 
appeal. More important, the securities 
are consistent with my expectations for 
continued moderate growth in the U.S. 
economy, which should translate into 
recovering valuations in the commercial 
real estate market. Furthermore, most 
bonds in the CMBS universe are of 
shorter duration, making them an 

By Vince Gonzales
Capital Group Fixed-Income Analyst

Vince is a fixed-income analyst with 
research responsibility for commercial 
mortgage- and asset-backed securities. 
Based in Los Angeles, he has seven 
years of investment experience, 
two of them at Capital Group.

Analyst perspectives
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appealing sector to be invested in 
during a period of uncertainty regarding 
the trajectory of interest rates. 

Apartments have exhibited the 
strongest recovery of any property 
type post–financial crisis.

Currently, several sectors of the commercial 
real estate market are benefiting from 
positive supply-demand dynamics due to 
historically low levels of new construction. 
This, combined with gradually improving 
demand for space in several markets, 
has driven up rents and, in turn, property 

valuations. The situation is perhaps most 
pronounced in the multi-family sector, 
where we have focused a significant 
portion of our CMBS investments. Our 
research has revealed several secular 
trends that we believe will benefit multi-
family fundamentals over the long term. 
For example, since the financial crisis, 
recent college graduates have been 
saddled by a weak labor market as well 
as a rapidly increasing student loan debt 
burden. Furthermore, mortgage lending 
standards remain very tight and present a 
hurdle for many first-time homebuyers, in 
addition to the challenge for this younger 
generation of raising sufficient capital 
for a down payment. These contributing 
factors have led to a decline in the rates 
of household formation and home 
ownership. This dynamic, combined with 
the increased mobility required to follow 
available jobs, has made both younger and 
older generations more likely to rent an 
apartment than buy a home — a trend we 
feel is likely to persist. So although new-
apartment construction has started to pick 
up in certain markets, such as New York, 
San Francisco and Seattle, we believe that 
these strong fundamental demand drivers 
will continue to be a long-term positive 
for multifamily property valuations. 

Extensive research is required to identify 
high-quality, well-protected securities.

Here’s another trend that has provided 
for compelling CMBS investment 
opportunities: last year, the government-
sponsored enterprises Fannie Mae and 
Freddie Mac were mandated by their 
regulator, the Federal Housing Finance 
Agency (FHFA), to sell their CMBS holdings 
as part of a broader effort to reduce the 
assets in their retained portfolios. Before 
the crisis, Fannie and Freddie were the sole 
purchasers of bonds backed by multifamily 
properties that were structured in CMBS 
deals. Because of the 2013 FHFA mandate,  
they effectively became forced sellers of 
CMBS bonds. We viewed the bonds as 
compelling investment opportunities,  
not only because of their attractive yields 
but because they allowed us to focus our 
exposure on the multi-family sector, an 
area in which we hold strong conviction. 

The vast majority of the CMBS we invest 
in are very well-protected bonds that sit 
in the senior part of the credit structure 
or carry a guarantee from Fannie or 
Freddie. We’ve seen a pretty dramatic 
improvement in the credit profiles of these 
CMBS structures over the past two years 
because a lot of the properties that were 
in distress post-crisis have experienced 
strong recoveries or have been successfully 
sold or refinanced out of the structure. 

The typical CMBS deal we invest in has 
a first-mortgage, or secured, position 
in 75 to 200 properties. The pool of 
properties provides good diversification 
by geography and property type. A 
single bond might be backed by retail 
and office properties, multi-family units 
and hotels. Before investing in a security, 
I conduct extensive analysis of the largest 
properties in the pool to better understand 
the characteristics of the individual 
markets in which they’re located. 

For example, when investigating an office 
building, I research the strength of the local 
real estate market, the credit quality of the 
building’s tenants, its vacancy and rent 
growth history, and the amount of leverage 
and debt serviceability on the property, 
among other things. In addition to these 
diverse conduit CMBS structures, we are 
very active in investing in issues that are 
backed by individual properties owned 
by a single corporate entity. We believe 
that our in-depth fundamental research 
gives us unique insight when evaluating 
the risks of these more credit-intensive 
investment opportunities. For example, 
when researching a CMBS deal tied to the 
properties of a specific hotel company, I 
teamed up with our high-yield corporate 
analyst who covers the company to conduct 
a detailed assessment of the hotel operator. 
I was able to combine this with my 
evaluation of the individual hotel properties 
before making an investment decision.  g

We believe that our in-
depth fundamental research 
gives us unique insight 
when evaluating the risks of 
these more credit-intensive 
investment opportunities. 
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Although divorce is an event that no one wants to plan for, it can happen to anyone. 
You’ve probably seen the statistics: by some measures, nearly half of all marriages in the 
U.S. now end in divorce. What’s more, the number of couples age 50 and over calling it 
quits has more than tripled since 1990, and forecasts suggest that number will surge even 
higher over the coming decade. 

Those in the midst of divorce often feel overwhelmed by the onslaught of changes 
and decisions confronting them — all at a time when they may not have the emotional 
capacity to think clearly about the future. Those lacking an investment background often 
feel particularly uncertain about their financial footing. For some, this may be the first 
time they are in charge of a large amount of assets, making it all the more intimidating 
to find themselves wholly responsible for securing their financial futures. They may feel 
especially defenseless in this area because admitting their lack of knowledge can put 
them in a vulnerable position before they’ve had a chance to develop a strong, trust-
based relationship with their financial advisor.

By Michelle Black
Capital Group Private Client Services
Wealth Advisory Senior Manager

Michelle leads the firm’s Wealth 
Advisory Group. She has 18 years 
of investment industry experience, 
12 of them at Capital Group.

Wealth strategies

14     Capital Group Private Client Services

Navigating the financial uncertainties of divorce



Ever mindful of how overwhelming it can 
be to take control of one’s finances before, 
during and after a divorce, our Investment 
Counselors partner with such clients and 
break the process down to a series of 
manageable steps. At each stage, our goal 
is to empower clients to make decisions 
that help support a secure financial future.

We have significant experience in working 
with clients in the midst of divorce 
and generally recommend that those 
contemplating a divorce consider the 
following steps:

Step 1: Assemble the best team.

One of the first actions is making sure the 
right professional advisement team is in 
place. Different clients have varying needs, 
but this team usually consists of a trust and 
estate lawyer, a certified public accountant, 
an insurance agent and an experienced 
investment professional. 

In terms of investment advice, we 
recommend seeking help from a wealth 
management firm with a proven track 
record, robust planning resources and 
extensive experience in dealing with 
significant life events such as divorce well 
before formal proceedings have begun. As 
we tell clients, it is essential to have your 
financial plan professionally analyzed so 
you know the amount of assets needed to 
maintain your lifestyle. This also helps to 
prioritize what one’s attorney should try to 
negotiate in the settlement. Hiring a wealth 
management firm before divorce papers 
are filed may make this process easier. 

Step 2: Take inventory of all assets.

Before you can plan for what’s ahead, 
you must know where you stand. To 
accomplish this, it is crucial to work 
with an attorney to take inventory of all 
assets, differentiating between separate 
and marital property. Some assets are 
more desirable than others because of 
liquidity or potential tax advantages. Legal 

advisors often work with our Investment 
Counselors to compile a detailed 
explanation of the options. Then we’re 
able to run an analysis of which assets 
may be best suited to each individual’s 
unique situation and financial objectives. 

Step 3: Understand your cash flow 
needs.

One of the most important things you 
will do with a wealth manager is get 
an understanding of your spending 
requirements. Taking a closer look at 
fixed and discretionary spending will give 
you an idea of how much you need to 
maintain your desired lifestyle. An accurate 
number is a crucial component of any 
desired divorce settlement. Typically, we 
recommend that spending not exceed 3% 
to 4% of a client’s portfolio on an annual 
basis. However, such recommendations 
may vary, depending on a variety of 
individual factors. 

Your financial goals and objectives are a 
critical factor in determining your desired 
spending level. For example, many of our 
clients wish to be able to support certain 
charities or help their grandchildren pay 
for college. These goals can be factored 
into an individualized analysis. 

After this analysis has been done, one 
can get started on crafting a budget. This 
entails an understanding of where income 
will be coming from and whether it is 
social security, spousal support, pensions, 
earned compensation or from any other 
special sources. The timing of the divorce 
also factors in because a person’s age 
and the length of the marriage sometimes 
determine what an ex-spouse is entitled to 
receive as part of the settlement. 

Step 4: Develop an overall wealth 
strategy.

In formulating a financial plan, an 
experienced wealth manager will begin 
by looking at a range of potential 
outcomes, given each client’s unique 
situation. We accomplish this through 
our Wealth Strategy Analysis, an in-depth 
assessment that addresses a number of key 
questions and tests potential investment 
scenario outcomes to help clients 
determine the likelihood of reaching 
their goals. The analysis gives a view of 
how assets may grow over time across a 

variety of economic cycles. It also provides 
a roadmap for making sure one is on 
track to achieve cash flow requirements 
and other financial objectives. Again, this 
type of analysis is best completed before 
the divorce is settled because it can help 
identify what should be requested in 
the settlement. 

We use the analysis to fine-tune an 
appropriate asset allocation designed to 
meet one’s goals and objectives, given 
each individual’s time horizon and risk 
tolerance. 

Step 5: Update important documents.

In addition to the investment plan, key 
records may need updating due to a 
divorce. For example, certain passwords 
and personal identification numbers may 
need to be reset. If you are moving out 
of your home, you should remove your 
name from all utility bills and other service 
contracts associated with the residence 
or with other assets that are no longer 
in your possession. You should consider 
refinancing mortgages and placing 
them under one person’s name with the 
lender. You should also establish credit 
in your own name and check with your 
attorney about how to deal with shared 
accounts. Ideally, before a divorce is 
filed, it’s critical to work with a trust and 
estate attorney to assess what changes 
should be made to your will, power of 
attorney and beneficiary designations, 
and to ensure that these are implemented 
in accordance with your wishes. 

Having the right financial plan can help 
you envision future opportunities.  

The emotional vulnerability resulting from 
divorce is difficult enough without the 
added insecurity of financial fears. Many of 
our clients find the process of developing 
a customized plan with an Investment 
Counselor to be an empowering 
experience. It often helps them envision 
opportunities they didn’t know were 
possible and gives them the security of 
knowing that they have a solid framework 
in place to meet their long-term needs. 
This process of examining and prioritizing 
life and financial goals may also help them 
regain a sense of control and provide 
a road map as they embark on the next 
chapter of their lives.  g

At each stage, our goal 
is to empower clients 
to make decisions that 
help support a secure 
financial future.
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Just so we’re clear, how do you define 
the term “feedback”?

Feedback includes anything that teaches 
you about yourself. Most people think of 
feedback as something you get from your 
boss at work, but it also comes all the time 
from our spouses, in-laws, kids and friends.

Your book points out that corporations 
spends billions of dollars a year 
training managers on how to give 
proper feedback, yet you contend this 
money would be better spent helping 
employees to process it better.

If you look under the hood of any 
company, you’ll find complaints about the 
feedback system. Teaching managers to 
give feedback more skillfully helps, but it’s 
ultimately the receiver who decides what 
the feedback means and how to take it. 
Even the most skillful feedback won’t get 
through to someone who isn’t ready or 
able to listen. 

What are the keys to being able to 
more effectively accept the feedback 
we receive? 

It’s first important to understand our 
own reactions to it. Usually, one of three 
triggers will cause us to initially reject the 
feedback, even when it can be useful. The 

first trigger relates to the truth or validity of 
the feedback. We obviously don’t want to 
accept something that is wrong or doesn’t 
fit us, but too often we reject feedback 
before we even understand it. The second 
trigger relates to the person giving the 
feedback. We don’t trust their motives or 
expertise, or maybe we don’t like how they 
have treated us. Third, we’re triggered by 
the threat this feedback represents to who 
we are and how we see ourselves. Once 
we understand these reactions, we can 
begin to get a handle on thinking more 
clearly about what the feedback means 
and how to talk about it with the person 
giving it to us.

It sounds like the first priority should not 
be to accept or reject the feedback, but 
rather to understand it.

Exactly. Receiving feedback well doesn’t 
mean you have to take it. Instead, it’s about 
understanding it and making a choice 
about whether to take the feedback. 
Too often, feedback tends to be vague 
or comes with general labels — be more 
assertive, take your game to the next level, 
be more proactive. What does that mean? 
You have to dig under the labels and ask 
questions about what the person means. 

Once you get under the labels, you’ll be in 
a position to decide whether the feedback 
makes sense for you.

To that point, how do you know whether 
the advice someone passes along is 
worth taking?

There’s no surefire way, but realize you 
will always have a bias against thinking 
it will help. We like what we already 
know, and it’s tough to imagine that new 
ideas will make a positive difference. 
To help, I recommend what I call “small 
experiments.” Essentially, you choose to 
try something new even if you’re not sure it 
will help, especially in contexts where the 
risk is low and the potential reward is high. 
If it doesn’t help, stop doing it. If it does, 
keep it going. We often forget that change 
doesn’t have to last forever. You can test it 
for a day or month, but experimenting with 
all the different feedback you get will lead 
to greater rewards over time.

What if you truly disagree with the 
feedback? Should you let the person 
giving it know?

We assume there are two ways to respond 
to feedback we don’t agree with: either 
politely agree and then ignore it, or tell 
the person to their face they are wrong. 
But there’s a third choice that’s more 

Like it or not, we are constantly getting feedback from others — be it our friends, 
family or boss. While much has been written about how to give feedback, 
especially in the workplace, author Douglas Stone argues that more time should 
be spent teaching people how to receive it instead. 

In his new book, Thanks for the Feedback: The Science and Art of Receiving 
Feedback Well, Stone (along with co-author Sheila Heen) notes that all the 
suggestions we get from others are essential for our relationships and personal 
development, but they often lead to dread or even dismissal. As he dug into why, 
he realized it was because we haven’t ever been trained how to properly process 
this kind of information. 

Stone, who teaches negotiation skills at Harvard Law School, spent the last decade 
drawing from neuroscience and psychology to develop strategies for better 
accepting the feedback we get every day. In this interview, he shares some of 
those insights, along with pointers on how to dole out advice more effectively.

The art of giving and receiving good feedback

Author interview
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effective. Don’t tell them they are right or 
wrong. Instead, explain why you see things 
differently. And be open. In the course 
of the conversation, it’s possible they’ll 
convince you that trying the feedback 
would be useful.

Are there different coping 
mechanisms, depending on whether 
the feedback comes from your 
boss or a close family member?

What feedback at work and home have 
in common is that it’s all feedback to you. 
You are the constant in the equation. As 
a result, the same acceptance skills will 
be useful: stay curious, inquire, seek to 
understand, and explain your point of view.

Are there differences in how men and 
women receive feedback?

Some people play to stereotypes and 
argue that women take feedback too 
personally or that men are impossible 
to get through to. My research hasn’t 
come across much useful information on 
that. Instead, I’ve found that individuals 
vary tremendously in terms of how they 
experience feedback, regardless of 
gender. In fact, neuroscience has taught 
us that, to some degree, these differences 
are wired in.

When people proactively ask for 
feedback, are they generally just 
looking for praise, or do they really 
want criticism as well?

They are probably looking for one of 
three things: evaluation (here’s your rating 
or rank), coaching (here’s how you can 
improve), or appreciation (you’ve done a 
great job). We need all three, but on the 
giving end, you should be clear as to what 
kind of feedback you are providing. 

Has the proliferation of social media 
made us more or less receptive to 
feedback? After all, people can now 
go on the web and give us electronic 
feedback about everything from our 
pictures to what we’ve written.

With social media, you first need to 
question whether the feedback is really 
that. For instance, the comments section 
of an online article is treated like a game 
by some people. Amid the serious and 
thoughtful comments are musings some 
write to entertain themselves and their 
friends. At the same time, even over-the-
top feedback can be helpful to the receiver 
if it’s read in the right way. Let’s say you 
own a restaurant and someone rants about 
how lousy the service was. You can choose 
to dismiss it as the ravings of a lunatic or 
mine it for constructive aspects. There was 
obviously something about the service that 
triggered this response, so it’s worth asking 
whether it can be improved.

Traditional wisdom says that when 
giving feedback, you should start by 
talking about something positive the 

person did, before digging into areas 
of improvement. Do you agree with 
this approach?

As a feedback giver, it’s crucial to be 
aware of the positive contributions of 
others. Too often, we are under so much 
pressure that we only focus on what needs 
to change. The Department of Labor did 
a study a while back and concluded that 
90% of workers feel underappreciated. So, 
yes, positive feedback is important. But 
any feedback needs to be genuine, and 
it should be as specific and detailed as 
possible regarding areas of improvement. 
Having said that, I don’t think it’s a matter 
of formula as much as balance. You 
shouldn’t say positive things just to help 
the person hear the negative feedback. 
You should give positive feedback because 
the receiver has earned and deserves it. g

“Experimenting with all 
the different feedback you 
get will lead to greater 
rewards over time.”
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What does it mean to “think like a freak”?

Thinking like a freak means using a strange 
mix of economics, childlike curiosity and 
the willingness to pursue paths wherever 
they lead when solving problems, putting 
aside the constraints that tend to bind us 
in polite society. Doing this often results in 
different answers than one might come to 
otherwise.

Can you give us an example of what 
you mean?

Take climate change, which is a big topic 
in the news these days. There are people 
who feel it’s emotionally and morally 
wrong to produce too much carbon in the 

air because it might ruin the planet. That 
may be true, but the way most try to solve 
the problem is by blindly doing something 
like replacing their Land Rover with a Prius. 
If you actually put your emotion aside 
and look at the facts, you’ll realize that if 
you don’t want the Earth to get warmer, 
you should stop eating beef. The amount 
of methane one cow puts into the air 
relative to your Land Rover is enormous. 
If you don’t know the facts, you jump to 
conclusions that might make you feel good 
but are ineffective.

In your book, you apply this logic to 
philanthropy as well, noting that people 
often donate for very different reasons.

Philanthropy is a great example of putting 
aside your moral compass. When you think 
like a freak, you start by asking why people 
give money away in the first place. One 
possibility is that they have tremendous 
empathy for some particular group or 
cause and want to fix it. Or perhaps they 
don’t care about fixing the cause but rather 
feel better by giving money to people who 
have less than they do. The third reason 
people donate to charity is because they 
want to get invited to the right parties 
and be perceived by the public as being 
a good person. It is the strategic cost 
of doing business or being part of high 
society. This probably sounds bad, and 
people often aren’t willing to admit any 

Thinking like 
a freak to 
make better 
decisions

In their mega-best-selling Freakonomics, economist Steven Levitt and co-
author Stephen Dubner used colorful stories backed by cold, hard facts to 
shatter conventional wisdom about everything from why people cheat to the 
true incentives of real estate agents. Now they’ve applied this approach to 
having a more productive, creative and rational mind-set about a myriad of 
everyday situations in Think Like a Freak.

Below, Levitt discusses how to apply his new book’s principles to such topics 
as climate change, philanthropy and corporate innovation. Surprisingly, it 
often begins by approaching situations like a child.

Author interview
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of these things out loud. But if you really 
examine your motivations, it may affect 
how you give and to which causes.

Indeed, your view is that the nonprofit 
sector in general doesn’t work as 
effectively as it should, partly because 
of this.

Yes, I have a very deep belief that the 
system is broken and inefficient, and 
not structured in a way to get the best 
results. One reason is that many charitable 
organizations are run by true believers who 
are cause-driven, as opposed to being 
analytical. They don’t follow the kind of 
cutting-edge business practices used by 
successful businesses.

What do you attribute that to?

I once sat down with Bill Gates and asked 
him how much he paid Steve Ballmer to 
run Microsoft. It was a very big number. I 
then asked how much he paid the head 
of the Bill & Melinda Gates Foundation. 
It was remarkably small by comparison. I 
responded, “Don’t you think purging the 
world of malaria or polio is more important 
than what is happening at Microsoft?” 
Gates agreed it was, but he argued the 
foundation was a nonprofit. I shook my 
head and said, “You’re paying the CEO of 
Microsoft a lot of money because you’re 
trying to incentivize him to work hard and 
attract the best talent in the world. Why 
wouldn’t you want to attract the best talent 
to your nonprofit as well?” It’s a great 
example of how our morality somehow 
says it’s not right to compensate people 
in philanthropic organizations the same 
as we do in private business. As a result, 
charities are often unable to get the most-
talented people, especially compared to 
private industry. After all, if you’re trying to 
cure some disease, why not hire the best 
scientist for the job? Instead, these folks 
are all going to pharmaceutical companies, 
where they can make a lot more money.

Given that, what’s the best way to 
think like a freak when it comes to 
contributing to organizations with a 
mission you want to further?

It starts with your goals. If your objective is 
to change the world, you might be better 
off donating your time and expertise as 
opposed to your money. Actually, I think 
we need to reframe how we look at and 

recognize philanthropy in this country. 
Part of the problem is that when a famous 
billionaire announces he or she is giving 
money to an organization, the donation 
makes headlines in the paper. But we 
never read anything about the good things 
that came as a result of that money. We 
also don’t create enough incentives to get 
really smart people interested in pursuing 
nonprofit work.

One admonition in your book, which you 
alluded to earlier, is to think like a child. 
Give us an example of what you mean.

The importance of being childlike was one 
of the most important insights we came 
across in our research. Children, unlike 
adults, are curious and ignorant. They 
don’t understand how the world works, so 
they don’t know what they can and can’t 
ask or what they can and can’t do. I’ve 
found as a business consultant that the 
greatest value I can add is coming in as 
an outsider who is not afraid to embarrass 
himself. I ask the most basic questions 
and say I don’t even understand what 
the company does. It allows me to ask 
questions the management team hasn’t 
thought to bring up. Often companies 
respond that they do something a certain 
way because that’s how it’s always been 
done. When I start to ask why, it changes 
everything. Being childlike means being 
willing to embarrass yourself by having a 
wide-eyed, unfocused view of the world. 
To solve a problem, go out and look at the 
data. Instead of jumping to conclusions, 
be introspective and ask lots of questions. 
That will help lead you to better answers.

Is that one of the reasons you advise 
conducting a situation “premortem”?

It astonishes me that more people and 
businesses don’t do this. We’ve all heard of 
a postmortem, where you cut up the body 
or examine a bad situation to figure out 
what went wrong. A premortem takes that 
idea and flips it on its head. In business, 
it means sitting down before you start a 
project, looking out six months into the 
future and figuring out what you’d do if 
the project blew up. You write down what 
would cause it to fail and what led to the 
disaster. When you do that with a team, 
large or small, all the possible ways you 
could fail will float to the surface. You 
discover how to keep the patient alive 

before he dies. This approach also gives 
people permission to question decisions 
that are being made without fear of 
retribution, because the objective is to 
poke holes into the idea in a safe setting.

You also believe in having an 
experimental mind-set.

I’m a big fan of the Google model. They 
have this notion that employees should 
take one day a week, or 20% of their time, 
to work on a pet project. If it produces 
nothing, fine. But if it winds up creating 
something good, they’ll roll it out. It just 
so happens that a lot of Google’s best and 
most profitable products started that way. 
It’s a good lesson for other businesses. 
Do you think you’re better off putting 10 
people in a room to gain consensus on the 
best idea or instead having them spend an 
hour on their own thinking about the best 
ideas and bringing back a well-thought-
out solution? Eight of the concepts they 
develop will probably be terrible, but two 
will likely be worth pursuing. Then, using 
our model, you can take those two, gather 
the data and make a conclusion on how 
best to proceed. Addressing complex 
issues through experimentation may seem 
like more work up-front, but it’s generally 
the most productive way to do things in 
the long run.

You have an interesting anecdote in 
the book about David Lee Roth, the 
original front man for Van Halen, who 
had a famous clause in his contract 
back in the 1980s demanding that 
promoters put a big bowl of M&M’s 
in his dressing room. However, he 
asked that there be no brown-colored 
candies in the bunch. People thought 
he was being a prima donna rock 
star, but you found otherwise.

Yes, he was thinking like a freak. He had a 
53-page contract with the promoters, and 
this was one seemingly small clause. But he 
did it as a trap to test the overall attention 
to detail. If he went backstage and saw any 
brown M&M’s, he assumed the contract 
and the accompanying rider had not been 
read carefully and would start to worry 
about important things like the lights and 
sound. He lost all trust in the promoter at 
that point and knew he and his team would 
have to be more on their guard about 
everything else. g
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The federal funds rate in the U.S. 
could rise sooner than some revised 
forecasts suggest. 

Resource utilization is improving, 
meaning that inflation might move into 
the Fed’s target range later this year. 
At the same time, wage growth has 
been accelerating for more than a year, 
which is historically consistent with the 
beginning of a Fed tightening cycle.

U.S. gas production has the potential 
to outstrip domestic demand in the 
coming years. 

The Northeast is seeing a particularly 
strong increase. To avoid being forced 
to sell gas locally at a steep discount, 
producers there are scrambling to line 
up pipeline contracts so that supplies 
can be exported.

A slowdown in property demand in 
China could have wide ramifications. 

It has the potential to affect not only 
local government budgets, but also the 
real estate industry, the shadow banking 
sector and consumer consumption.

Aerospace is one of the few industries 
thriving as a result of China-driven 
demand. 

Expect to see significant orders coming 
from Chinese airlines, given the 
relative shortage of commercial planes 
compared with traffic growth. Despite 
the significant population difference, 
China currently has 2,000 commercial 
planes, compared with about 7,000 for 
the U.S.

Although Japan’s economic rebound 
may be softer than policy makers 
expect, stock valuations in the island 
nation remain attractive. 

This is especially true relative to the 
prospects for reflation. At the same 
time, there appears to be further 
support as a result of the government’s 
pro-market policy response.

The worst-case scenario in Ukraine 
looks to be off the table. 

Further stabilization in the country could 
make any economic downturn much 
shorter than initially expected and help 
the Russian stock market as well.

European consumer trends continue 
to gradually recover. 

Inflation is still a worry, though 
unemployment is improving in many 
places, contributing to positive growth 
in both retail and car sales.

Spain, in particular, has seenia 
significant improvement in 
competitiveness. 

Real labor productivity is up 13.5% since 
2008, outpacing Germany over that 
period. At the same time, the banking 
system has stabilized and the economic 
recovery is broadening domestic 
demand. Still, the budget deficit is 
sizable, and it’s important to watch 
closely for any signs of fiscal slippage.

We appear to be entering what could 
be a meaningful period of new-drug 
development.  

Pharmaceutical companies have cut 
the fat, becoming leaner and meaner. 
Plus, new-product cycles could result in 
improved profit margins, not to mention 
stellar cash flows for certain companies 
with innovative medicines.  g
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Skye Drynan, Capital Group Biotechnology Analyst

“When I attend conferences or meet 
with company management teams, 
I think of myself as panning for gold. 
I’m there digging for ideas that other 
investors haven’t thought about, 
hoping to come away with ‘golden 
nuggets’ that can be used to benefit 
our clients.”

“I don’t think there is any immediate 
risk of oil supplies being disrupted by 
the current turmoil in the Middle East. 
That said, expect to see higher gas 
prices, as the market places a greater 
risk premium on fears of regional 
instability and violence.”

Talha Khan, Capital Group Political Economy Analyst
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