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Welcoming in a season of change and new opportunities

Growing up on the East Coast, I always looked forward to the fall. After all, it’s a time of 
exciting change and festivities as the leaves turn gold, the weather chills and we celebrate 
some of the year’s most treasured holidays.

It’s also when many of us begin to plan changes for our own lives, from habits we want to 
break to new goals we hope to realize in the year ahead. As it turns out, there’s a scientific 
approach to putting the odds in your favor in terms of making these changes take hold. 
In this issue of Quarterly Insights, we feature a conversation with Dr. John Norcross, best-

selling author and distinguished professor of psychology at the University of Scranton. His new book, Changeology, 
discusses the keys to realizing your goals, and in an exclusive interview he shares the tricks to achieving lasting results.

Speaking of change, we saw plenty of it in the investment markets during the past quarter, much of which was once 
again sparked by actions from the Federal Reserve. After taking a slight pause, largely due to fears that the tapering 
process was imminent, equities moved higher. Though stocks in the developing world have been relatively weak 
in 2013, they began to deliver more-impressive results as investors focused on the long-term fundamentals, which 
remain quite strong. For more on our outlook for the emerging markets, I encourage you to read the article by 
portfolio manager Victor Kohn that begins on page 10.

Bond prices moved up slightly in the period after it became apparent that any rate hikes would be gradual and 
probably not enacted until next year. One area of interest to our fixed-income managers is utilities bonds, which are 
often misunderstood. Analyst Karen Choi discusses some of the advantages of these securities on page 14.

Many clients have asked whether they should continue to hold bonds, knowing that interest rates are eventually 
bound to rise. The answer, in our view, is yes, as we explain on page 16. It’s important to remember why you own 
bonds in the first place: namely, to offset equity volatility while receiving a reliable stream of income. That said, there 
are other ways to diversify your portfolio in a rising rate environment, such as by using alternative strategies. To find 
out whether such investments might be right for you, I highly encourage you to meet with your Investment Counselor, 
at which time you can also discuss some of our recommended year-end planning strategies.

As you know, we manage portfolios using what we refer to as The Capital SystemSM, whereby several managers with 
different styles and areas of expertise work together to create highly diversified portfolios. In each issue of Quarterly 
Insights, we feature an interview with one member of the team. This time we talk with global equity manager Gerald 
Du Manoir. He discusses some of the economic changes taking place in Japan and why he views them to be positive. 
Tokyo-based analyst Seung Kwak then takes a look at what’s been dubbed “Abenomics” in greater depth on page 12. 

Portfolio managers have found a number of interesting investments in the pharmaceutical space in recent years. 
On page 8, we highlight some of the innovations taking place with analyst Eu-Gene Cheah, who himself is a former 
physician. 

Finally, in each issue of Quarterly Insights, we like to bring you the perspectives of some leading thinkers outside of 
the firm. In addition to Dr. Norcross, we have an interview with Dan Ariely, who has risen to prominence as one of the 
nation’s top business book authors in recent years. Ariely is arguably the leading voice on behavioral economics, and 
on page 18 he chats with us about the tendency of people to sometimes be less than honest with themselves about 
everything from how they look to the way they invest.

As always, we welcome your feedback. Feel free to share your comments and ideas for future topics with us by email 
at quarterlyinsights@capgroup.com.

With best regards,

John S. Armour 
President 
Capital Group Private Client Services

Opening thoughts
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Playing it safe isn’t typically a surprising strategy. 
However, during the past quarter there were several 
instances when erring on the side of caution proved 
to be largely unexpected. 

The most obvious case was the Federal Reserve’s decision to 
maintain its bond-buying program despite the widespread 
belief that it would begin tapering purchases in September. The 
move made sense given a disappointing August jobs report and 
intense political wrangling in Washington that ultimately led to a 
government shutdown. Still, chairman Ben Bernanke’s attempts 
earlier this year to increase transparency by mentioning that the 
Fed was ready to begin winding down its quantitative easing 
program was read by the market as a heads-up to imminent action. 

Another surprising veer toward prudence was demonstrated by 
President Obama with his about-face regarding retaliation against 
Syrian President Bashar al-Assad in the aftermath of an alleged 
chemical weapons attack by the Syrian government on its own 
people. Obama initially urged immediate military action, though 
he ultimately opted for a more diplomatic approach — at least 
for now. 

These two decisions were met with relief by investors, who largely 
seem to be split down the middle when it comes to opting for the 
safe approach. On the one hand, many chose to abandon bonds 
well ahead of any changes to the fed funds rate. On the flip side, 
data indicated that some of this money made its way into the equity 
market, which can hardly be considered a risk-averse bet. In turn, 
stocks continued their upward climb during the quarter, and, after 
years of safety-seeking in the aftermath of the 2008 financial crisis, 
investors are finally more willing to pay up for future earnings, as 
shown in the chart below.

Striking the right balance is the most effective investment 
strategy.

Exercising the appropriate amount of risk and caution means 
always maintaining a well-diversified portfolio — not jumping 
back and forth between stocks and bonds. As the third quarter 
demonstrated with the Fed’s unexpected decision to stall tapering, 
trying to second-guess erratic macroeconomic events is not a 
sound investment strategy. While stocks in the developed world 
have done much better than bonds so far this year, the numbers 
only tell part of the story. Bonds are valuable for the cushioning 
effect they provide, helping to offset stock volatility. Even though 
periods of rising interest rates usually trigger price declines in 
fixed-income securities, the magnitude of losses for high-quality 
intermediate bonds tends to be much milder than that suffered 
by equities, as shown in the chart on page 6. Even the worst year 
for investment-grade bonds (down 9.2%) was much easier to 
stomach than the worst year for stocks (down 43.3%). For this 
reason, you can see how having too much exposure to equities can 
be detrimental should there be a sudden market disruption. (For 
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The Fed shows 
restraint even as 
investors appear 
more confident 
in the economic 
recovery.

Source:  Capital Group analysis using FactSet data through 
September 30, 2013.
Earnings growth represents year-over-year change in the annual 
earnings per share of the S&P 500 Index. P/E multiple expansion 
represents the year-over-year percentage change in the P/E ratio 
of the index. Price return reflects the year-over-year percentage 
change in the annual price of the S&P 500 Index. This number 
will be different from the annual total return of the index as it 
does not reflect dividends. Please note: for 2013, year-over-year 
represents the period from January 1-September 30, 2013.

S&P 500 index total returnA sizable portion of recent stock 
market returns are attributable 
to growing earnings and 
P/E multiple expansion.

P/E multiple expansionEarnings growth Price return
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more information on how to think about 
asset allocation in a rising rate environment, 
please see the article on page 16.

At Capital Group Private Client Services, 
we have a firsthand appreciation for the 
delicate equilibrium between exercising 
caution and seeking moderate exposure to 
risk to help our clients meet their long-term 
financial goals. This interplay is expressed 
clearly in the first part of our mission 
statement: “to protect and prudently grow” 
the financial assets of our clients. We build 
client portfolios accordingly, anchoring 
investment decisions in the extensive 

research conducted by Capital Group’s 
global team of experienced analysts.  

The current environment requires 
adding yield without taking interest 
rate risk.

In fixed-income portfolios, weighing 
risk and reward means using an active 
approach, which we employ to take 
advantage of discrepancies in the 
marketplace. For example, news of Detroit’s 
filing for bankruptcy during the third 
quarter — the largest municipal bankruptcy 
on record — roiled the municipal bond 
market. Our access to Capital Group’s 
extensive research capabilities allowed our 
bond managers to anticipate problems 
in Detroit. It also helped us avoid other 
problem areas, giving us the confidence 
to continue to invest in selected high-
quality issues even when they were being 
indiscriminately pressured by the market. 

During the quarter, bond managers 
avoided longer-dated issues in anticipation 
of higher interest rates, letting portfolios 
shorten in duration. In this environment, 
managers chose to add yield by focusing 
on lesser-understood areas of the market 
where we feel Capital Group’s research 
capabilities give us an advantage, such 
as asset-backed bonds. Our portfolio 
managers sold some mortgage-backed 
investments because durations on these 
types of securities can increase just by 
holding them in a period of rising rates, as 
fewer people refinance. That, combined 
with the narrow spread over U.S. Treasuries, 
made them less attractive than they were at 
the end of 2012 or even earlier this year. 

Portfolio managers also chose to add 
value by increasing the credit orientation 
of portfolios, using Capital Group’s 
proprietary research to identify price 
inconsistencies on strong issues that might 
have had lower credit ratings. In  

Emerging
markets stocks

Non-U.S.
stocks

U.S.
stocks

Global
stocks

8.2%

18.1%

5.2%

20.8%

11.6%

16.7%

5.5%

-3.1%
Source: 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.

Q3

YTD

Stock market returnsAcross the globe, equities 
continued to post robust 
returns, led by developed 
markets outside the U.S.

U.S. Treasury
bonds

Municipal 
bonds

U.S. investment-
grade bonds

U.S. corporate high-
yield bonds

0.1% 0.7% 0.6%

-2.0% -1.9%
-0.4%

2.3%
3.7%

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 (U.S. investment-grade bonds); 
Barclays U.S. High Yield Index (U.S. corporate high-yield bonds). 
Index results are presented in US$ unless otherwise noted.

Q3

YTD
Once the Federal Reserve 
annouced a delay in tapering 
asset purchases, the battered 
bond market recovered 
some of its earlier losses.

Fixed-income returns

While stocks have done 
much better than bonds 
so far this year, the 
numbers only tell part 
of the story.



a period of economic recovery, we consider 
this a prudent way to add yield without 
increasing exposure to rising interest 
rates. As a further measure, we continue to 
purchase floating-rate bonds, which have 
variable interest rates and provide built-in 
protection when rates inevitably increase. 

Despite recent weakness, emerging 
markets are still expected to drive 
future growth.

On the equity side, Capital Group analysts 
help portfolio managers identify promising 
growth trends and conduct on-the-ground 
research to pinpoint well-managed 
companies that are potential beneficiaries. 
For example, the growing prosperity of 
an emerging middle class in developing 
markets is expected to drive global 
economic expansion for years to come. 

(For more on the future growth potential 
of the emerging markets, please read the 
piece on page 10.) In addition to holdings 
of fundamentally strong consumer-focused 
companies with global exposure, we are 
also interested in banks that have been 
expanding into these markets. In Asia, in 
particular, we anticipate a surge in demand 
for banking services and insurance policies 
as populations seek financial products for 
their new wealth. 

The demand for air travel is also expected 
to increase as flying becomes more 
affordable for an emerging middle class 
throughout the developing world. Portfolio 
managers have been buying companies 
that repair and refurbish older aircraft 
because carriers will need to invest in their 
current fleets to keep up with new demand 
for flights. We are particularly focused on 
companies that manufacture and service 
a broad array of aircraft, because they 
are more likely to benefit from this trend. 
Companies at the forefront of new aircraft 
technology — allowing for greater fuel 
efficiency, plane durability and passenger 
capacity — are also of interest. 

Health care continues to be another 
sector in which portfolio managers have 
been finding compelling investment 
opportunities. As world populations 
advance in years, they will require more 
treatments, specifically those that target 

age-related diseases. Managers have 
been investing in innovative, well-run 
pharmaceutical companies that are in the 
process of developing promising therapies 
that should come into high demand by 
older populations.

In addition, automakers and parts 
manufacturers are an area of interest. 
The U.S. economic recovery has 
greatly increased the demand for new 
vehicles. Now that Europe appears to 
be strengthening, automakers are likely 
to benefit from an additional surge in 
purchases. Looking further down the road, 
new prosperity in developing markets 
is also expected to contribute to fresh 
demand for new vehicles. Furthermore, 
the next several years should bring a wave 
of new innovations to automobiles, further 
strengthening demand.

Market volatility is likely to continue as 
expectations ramp up again in anticipation 
of the Fed’s initiation of the unwinding 
process. However, continued signs of 
improvement in the global economy 
should help to ease concerns regarding 
the financial markets’ reliance on easy 
monetary policy. The Fed has made it clear 
— in both word and action — that it will not 
begin tapering until the economy is ready. 
We have no reason to believe otherwise 
and are confident the process will be 
gradual and closely managed.  g

Worst losses for stocks and bonds over various holding periods
1953-2013
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The extent of losses sustained 
by high-quality intermediate 
bonds has been much milder 
than for stocks — even in 
periods of rising rates.

Stocks: S&P 500 Index; bonds: blend of the IA SBBI 
Long-Term U.S. Corporate Index and IA SBBI Intermediate-
Term U.S. Government Index from 1953-1976 and the 
Barclays U.S. Aggregate Bond Index from 1973-2013.

Bonds

Stocks

In this environment, 
managers chose to add 
yield by focusing on 
lesser-understood areas 
of the market where 
we feel Capital Group’s 
research capabilities give 
us an advantage.
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What is your take on global equities, 
especially given how well U.S. stocks 
have done relative to other markets?

Valuations for U.S. equities currently seem 
higher — both in absolute and relative 
terms — than many other parts of the world. 
It’s noteworthy that this is happening at a 
time when the one area where we could 
see tightening of monetary policy is in 
the U.S. I continue to be confident in the 
current U.S. economic recovery, but, on a 
relative attractiveness basis, the U.S. market 
seems to have already discounted a lot 
of the good news. The rest of the world 
is entering a period in which monetary 
stimulus and fiscal adjustments are still 
taking place. In Japan, the central bank 
is very actively stimulating the economy 
and the Abe government is seriously 

considering structural reforms that 
could significantly change the way 

the country operates. In Europe, 
painful austerity measures and 
reforms will likely have a much-
needed long-term positive effect 
on the economy.

In which sectors have you 
been uncovering the most 
opportunities of late?

I continue to find the broad 
pharmaceutical complex to be an 
attractive area in which to invest 

because of revived pipelines and 
dividend growth profiles. Although 
I haven’t acted on it yet, I’m also 
intrigued by resources, especially 
energy, in light of increasing liquidity 
from most central banks and rising 
uncertainty in the Middle East.

Describe a compelling investment 
theme you’re currently watching. 

I’m very interested in the well-
established feedback loop between 
a recovering U.S. economy and 
the emerging markets economies. 

Economic expansion in the U.S. 
requires a lot of imported and 

semi-finished goods that are largely 
manufactured in developing countries, 
such as Mexico, Thailand, the Philippines, 
China and so forth.  At some point, 
revived activity in the U.S. will spur local 
economic growth in these areas, which, 
in turn, should translate into recovering 
earnings for emerging markets companies. 
The current relatively low valuation of 
emerging markets stocks suggests many 
opportunities to pick from.

How have recent events changed some 
of the ways you think about investment 
decisions? 

I think that what’s happening in Japan — in 
terms of reforms and the evolution of the 
economic model — is pretty significant. 
The structural reforms that are being put 
through in the Japanese economy force 
debate over whether Japan’s recent 
market rally signals a sustainable change 
that results in surprises on the upside for 
a while. The acceleration of anticorruption 
reform in China has been prompting me to 
reconsider my view of investing in China. 
Until now, we’ve been very cautious when 
it comes to Chinese companies because 
of governance worries, but if the country 
tackles these issues, it could open up many 
investment opportunities at very attractive 
valuations in 2014. We’re definitely in 
a transition period in China today. The 
question is, how long and how painful 
will it be? 

Last, the heating up of the geopolitical risks 
in the Middle East and their consequent 
impact on U.S. domestic politics cannot be 
ignored. There are plenty of oil and energy 
resources around, provided selling prices 
remain elevated. Therefore I continue to 
find exploration and vertical integration of 
oil production to be areas of great interest.

How would you describe your 
investment style?

As an investor, I like growth at the right 
price. I won’t pay up for a company. I favor 

Up close with global equity portfolio manager

Gerald Du Manoir

           Years in the profession 

           Years with Capital Group

Gerald Du Manoir is a global equity 
portfolio manager at Capital Group 
Private Client Services. He has 23 
years of investment experience, 
all but one of them with Capital 
Group. In this interview, Gerald 
offers his thoughts on the outlook 
for stocks around the world and 
shares his findings from a recent 
research trip. 

23
22

continued on page 15

Portfolio manager Q&A
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Pharmaceutical holdings have performed 
well recently, but the sector is not without 
drama. Smaller-capitalization companies, 
in particular, can be very volatile, but 
if the fundamentals remain positive, 
this can lead to significant long-term 
stock price appreciation. Conversely, if 
a company suffers from disappointing 
trial results or regulatory setbacks of key 
pipeline drugs, the fundamentals may be 
drastically altered. It is therefore important 
to recognize when events are temporary 
and transient, in which case the conviction 
in the investment would hold, and when 
there are more-permanent setbacks. 
Indeed, investing in this sector requires 
thorough research and an understanding 
of the drugs in development. 

So how do I make an investment that 
I feel confident holding for the long 
term? I summarize the key criteria in a 
framework that I have dubbed “the five 
P’s.” They are product portfolio (the current 
products generating cash), pipeline (future 
products), patents (expirations, timelines 
and challenges), politics (the regulatory 
and legal environment) and people 
(management teams). The lifeblood of a 
pharmaceutical company is always going 

to be the drugs in its portfolio, but all 
drugs have a defined patent life. When 
the patent expires, profits from that drug 
can plummet drastically. You therefore 
always have to find a balance between a 
company’s pipeline (which determines how 
successful it can be in the future) and its 
current cash generation capabilities.

This results in the most interesting 
aspect of investing in this sector: the best 
investments are not necessarily those 
companies with the highest short-term 
earnings growth. Certain companies 
can be very good stocks if they have 
an exciting drug in the pipeline that is 
expected to generate big future profits, 
even if they have poor near-term growth or 
are currently posting a loss.

A thorough analysis of a pharmaceutical 
company requires keeping track of 
various moving parts.

When looking at a company’s product 
portfolio, I pay attention to where its drugs 
are in their respective maturity cycles as 
well as potential market penetration. In 
general, targeting a small and specialized 
group of doctors will result in faster 

By Eu-Gene Cheah
Capital Group 
Equity Analyst

Eu-Gene is an equity analyst covering 
the pharmaceutical and biotechnology 
sectors in Europe and Japan. He has 15 
years of investment experience, all with 
Capital Group, and was a practicing 
physician in the United Kingdom 
before joining the firm. Eu-Gene 
is based in our Singapore office.

Investing in 
pharmaceutical 
companies takes 
patience and 
perspective.

Analyst perspectives
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penetration. It’s also important to gauge 
the profitability of a company’s products. 
Gross margins generally range from 65 
to 95%, and operating margins play a 
key role. A small-scale, highly specialized 
treatment can be just as profitable as a 
drug for a common disease because the 
small drug only needs a hundred sales 
representatives to market it, as opposed 
to several thousand for a primary care 
drug. Overall, I tend to look for companies 
with products that are early in the maturity 
cycle and drugs that do not have many 
equivalents. The position of a drug in its 
maturity cycle and the likelihood that it can 
be easily replicated by a generic version 
are important considerations when I am 
thinking of investing in a company. 

There are no easy rules for product 
pipeline analysis, and this is where 
technical knowledge is particularly 
valuable. I was a practicing physician 
before coming to Capital Group, and that 
has helped me in this area. Typically, after a 
company completes its preclinical research 
for a new treatment, it will submit a new 
drug application to the U.S. Food and Drug 
Administration. Then it begins clinical trials, 
which consist of three phases. Each trial 
must be successful for the potential drug to 
advance to the next phase. Phase III drug 
candidates are then reviewed extensively 
by the FDA but not necessarily approved. If 
a drug is in Phase I or Phase II, I consider it 
worth following but too early to add to any 
of my financial models. At this early stage, 
the probability of launch is only 10 to 30% 
and years away.

If a drug is in Phase III, the chances of 
success are typically 50 to 70% but 
highly dependent on the particular drug 
and condition. This late-stage testing is 
where generalists are at a disadvantage 
compared with analysts who specialize in 
this area, because drugs in Phase III can 
vary widely in their chances of gaining 
approval. For example, if one Phase III drug 
is a derivative of a common compound in 
a well-understood disease, it may have a 
90% probability of approval, but another 
Phase III drug for a scarcely studied and 
poorly treated condition may have a very 
slim chance of approval. 

Patents are another key consideration. 
Exclusivity lapses can result from 
expirations, which are well known and 

priced into stocks by the market, or patent 
challenges from a generics company. In 
certain cases, these challenges can be 
catastrophic for the innovator. Patent 
lengths vary by country, and certain types 
are less likely to be challenged than others. 

The political, legal and regulatory 
environment is always in flux, so it is 
something I watch closely. Individual 
rulings and new laws can have broad or 
specific impacts. A negative political and 
legal environment can indiscriminately 
depress the whole sector. 

The “people” component of my analysis 
is extremely important. This is a very 
heterogeneous set of companies, 
and I have learned over time that the 
management of a company is the single 
most important aspect in determining 
the direction, depth and thoroughness of 
the research process. This is not limited 
to the CEO. Upper management of 
pharmaceutical companies includes the 
chief medical officer and the chief scientific 
officer, who need to be empowered by 
a good CEO to establish a good process 
for research. If all the elements are 
working correctly, a company will have 
a disproportionate number of successes 
from its drugs in development. Once a 
good drug is approved, the company must 
also have a stellar marketing and sales 
team to facilitate the drug achieving its full 
commercial potential. I regard the stability 
of a good management team as critical.

Industry-wide cyclical factors sometimes 
influence investor perceptions of a 
company.

Sectors fall in and out of favor with 
investors, but often that is because there 
are good fundamental reasons. Cycles 
are very long in this industry, as it takes a 
while for a drug to be developed. Once 
it is on the market, it can generate a huge 
amount of cash for a decade. Between the 
1990s and the early 2000s, for example, 
new and efficacious drugs to treat common 
conditions like high cholesterol and high 
blood pressure were developed, leading 
to large profits for many pharmaceutical 
companies and an outperformance in the 
sector. However, the patents for these 
drugs started expiring in the latter part of 
the past decade, and many pharmaceutical 
companies did not have sufficient drugs in 

their pipelines to replace the lost growth 
from these cash cows. As a result, their 
stocks underperformed. Many investors 
and sell-side analysts proclaimed that there 
were no new targets or drugs forthcoming 
and that pharmaceutical companies 
should cut back on research and 
development. This was highly misleading 
and demonstrated a complete lack of 
understanding — not only of the science 
but also of the industry.

In terms of science, medicine is just now 
beginning to understand the molecular 
basis of diseases. In cancer research, we 
are starting to learn that there are many 
different forms of cancer, and scientists 
are beginning to develop targeted 
therapies for patients with specific 
biological markers. In fact, one of the 
themes in my portfolio is companies 
with highly targeted treatments.

This is a very exciting time to be a 
pharmaceutical analyst. Diseases that 
previously were death sentences, like HIV, 
can now be controlled through a cocktail 
of drugs with limited side effects, and 
there are new treatments for diseases 
such as hepatitis C that could be curative. 
Clearly, we are now entering a period 
when we are seeing new and exciting 
drugs, after a stretch when pipelines were 
quite disappointing. This should lead 
to many new and lucrative investment 
opportunities.  g

The “people” 
component of my 
analysis is extremely 
important. This is a very 
heterogeneous set of 
companies, and I have 
learned over time that 
the management of the 
company is the single 
most important aspect 
in determining the 
direction, depth and 
thoroughness of the 
research process.
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Rampant growth may be what drew 
investors to the developing world in 
the first place, but a recent slowdown 
doesn’t mean it’s time to head for the 
exits. Developing economies tend to get 
lumped together under the banner of 
“the emerging markets” or “the BRICS” 
(Brazil, Russia, India, China and South 
Africa). However, each of these countries 
is grappling with its own set of issues, 
and growth rates for the emerging world 
vary greatly. For instance, GDP growth 
in China is expected to be nearly 7% in 
2013, whereas Brazil is only forecast to 
grow by 1%. In the case of Brazil, the 
country is currently dealing with a mix of 
factors, including weakened demand for 
its natural resources. China, meanwhile, 
has been reorienting its economy, shifting 
away from investment in heavy industry 
and infrastructure to more growth from 
services and consumption. Then there’s 
Russia, which is highly dependent on the 
stagnating price of oil, along with India, a 
country struggling under a government 
with little budgetary discipline. 

All of these issues have taken place against 
a backdrop of the U.S. Federal Reserve’s 

warning that near-zero interest rates will 
rise to more historically normal levels. This 
has heightened concerns as to whether 
the emerging economies will face more 
obstacles in a world with higher rates. 

The emerging markets are stronger than 
they used to be.

I view the current slowdown as a temporary 
speed bump on a continuing path to long-
term growth that will surely outpace that 
of the developed world. The emerging 
markets are much stronger than they 
used to be, largely because they have less 
debt and more of it is funded internally. 
Furthermore, the developing world now 
has higher reserves and exchange rates 
are flexible, as opposed to fixed. As a 
result, I don’t think any of the current issues 
facing these countries has the potential to 
create a veritable crisis.  

Additionally, the emerging markets have 
several things working in their favor. 
The first is demographics. Developing 
countries have younger populations in 
comparison with developed markets, and 
they haven’t made the same pension and 
benefit commitments to older generations. 

By Victor Kohn
Capital Group 
Equity Portfolio Manager

Victor is an equity portfolio 
manager who focuses on investing 
in emerging markets as part of the 
Capital Group Private Client Services 
All-World Equity service. Based in 
Los Angeles, he has 28 years of 
investment experience, all but one of 
which have been with Capital Group. 

A downshift in the 
emerging markets 
doesn’t mean an 
end to growth

Analyst perspectives
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Another advantage is the savings rate, 
which tends to be much stronger in 
emerging markets than in developed 
countries. These factors — combined with 
improving incomes in developing nations 
that should result in the emergence of 
a middle class with increased spending 
power — suggest positive future growth 
trends. Even though growth rates in 
the emerging markets are weaker than 
they have been, they are still expanding. 
However, because of some concerns 

about the recent growth pullback in these 
countries, the risk premium attached to 
equities there has risen, driving prices 
lower. This presents a terrific opportunity 
for bottom-up investors. As the chart below 
shows, valuations in the emerging markets 
are very attractive compared with both the 
developed world and historical norms. 

Today I am finding the best investments 
in countries like India and China because 
they are less dependent on strong 
commodity pricing than are some of the 
other emerging economies. Although India 
is dealing with a number of challenges, I 
believe many sectors of its economy will 
experience strong growth for years to 
come. The Chinese economy is broad-
ranging, with lots of growth potential 
in many sectors. I find these markets 
especially appealing now because you can 
buy that growth at fairly modest valuations. 
In terms of sectors, I’m discovering some 
interesting opportunities in industrial 
companies that aren’t overly dependent 
on commodity costs and in the consumer 
discretionary space, which is positioned 
to benefit from the increased spending 
power of the emerging middle class.

The interconnected nature of global 
business makes an active investment 
approach essential.

What’s the best way to tap into the 
long-term growth potential of the 
emerging economies? In the past, it was 
possible to throw money into a broad 
emerging markets index and benefit from 
developing infrastructure and consumer 
spending power in the emerging world. 
However, this strategy is no longer as 

effective because the global economy 
is more intertwined than it used to be. 
Emerging markets are no longer immune 
to pressures felt by the developed 
markets, rendering investment plans 
that define geographic allocation based 
on a company’s country of domicile 
very outdated. Because most large and 
midsize companies now have customers, 
suppliers and production facilities in 
multiple countries, looking at a company’s 
economic exposure and sources of 
revenue is a better way to assess future 
growth prospects. Therefore an active, 
fundamentals-driven approach is necessary 
to identify which companies are well 
positioned to benefit from growth trends 
across the developing economies. 

In addition to companies located 
in emerging markets, I also look at 
multinational corporations that are based 
in developed markets but have significant 
exposure to the developing world as a way 
to tap into growth there. I’m aided in my 
efforts by an excellent team of economists 
and quantitative analysts here at Capital 
Group who create the proprietary, internal 
assumptions that we use to study individual 
companies. We have about 20 analysts 
specializing in emerging markets based 
companies, with an average of 14 years in 
the business. This is extremely important 
for us — and for our clients — because we 
don’t invest in markets and indices; we 
invest in companies. The ability to look at 
individual company fundamentals beyond 
the context of short-term challenges 
is what allows us to find compelling 
opportunities for the long term.  g
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Emerging markets are 
no longer immune to 
pressures felt by the 
developed markets, 
rendering investment plans 
that define geographic 
allocation based on a 
company’s country of 
domicile very outdated. 

Emerging markets valuations seem compelling

Source: MSCI. Data through June 30, 2013. 
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“Abenomics” is a term commonly used 
for the collection of fiscal, monetary and 
aggressive growth policies under Japanese 
Prime Minister Shinzo Abe to spur Japan 
out of its 15-year deflationary spiral. It’s the 
first time in recent history that the Japanese 
government has enacted all three forms of 
stimulus at once. 

The program’s monetary policy 
component, or the so-called first arrow, is 
targeting 2% inflation within two years. The 
second arrow, the fiscal policy element, 
implements stimulus measures — a stark 
departure from the government’s previous 
practice of curtailing spending in hopes 
of lowering its massive deficit. The third 
and final arrow refers to proposed growth 
strategies, such as tax incentives and 
regulatory reforms, that should improve 
the country’s future prospects. 

Another way that Abenomics diverges 
from previous plans to reverse deflation 

is in its desire to shake up balance sheets. 
Japanese households currently have  
$15 trillion in financial assets, half of which 
are languishing in savings accounts with 
negligible returns. The government has 
crafted policies that aim to move these 
assets into more-productive investments, 
such as real estate and equities. The 
Bank of Japan has been buying such 
assets to encourage this transition. 
Corporate balance sheets are also being 
targeted. The government has been 
mulling a corporate capital expenditure 
tax cut that would prod businesses to 
shift assets from savings to investments, 
and could be enacted in the fall. 

Abenomics has enjoyed widespread 
support.

The reason Abenomics has been 
embraced by the Japanese (as evidenced 
by Abe’s high poll ratings and the solid 
majority won by his ruling coalition 

By Seung Kwak
Capital Group
Equity Portfolio Manager

Seung is an equity portfolio manager 
who often collaborates with the 
Capital Group Private Client Services 
team to share global research on 
Japan and other parts of Asia. 
Based in Tokyo, he has 28 years of 
investment experience and has been 
with the firm since 2003.

Analyst perspectives
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during a key election for the upper 
house in July) is that it was born out of a 
real sense of urgency. After the Lehman 
bankruptcy in 2008, the rest of the world 
was able to recover, but Japan was hit 
by the earthquake and tsunami of March 
2011. Then, Thai floods in the fall of that 
same year greatly upset the electronics and 
automotive supply chains because much 
of the production for those industries was 
centered in Thailand. 

By 2012, the yen had strengthened to an 
unprecedented level. On top of everything, 
there was a dispute over the ownership 

of territory in the Pacific Islands, which 
increased political tensions among Japan, 
China and Korea. So the Japanese were 
very receptive when Abe, a nationalist, 
came in with a real agenda to usher in a 
stronger Japan. His first priority is to get the 
country out of a deflationary environment. 
This is why he has been so focused on 
improving the domestic economy.

If Abenomics succeeds and Japan 
moves from deflation to inflation, the 
financial sector will likely be one of the 
major beneficiaries. The collateral value 
of land will begin rising, loan demand 
will accelerate, and the spread between 
interest rates on loans and deposits 
will widen once the yield curve begins 
to steepen.

Investment ideas in Japan are plentiful.

In addition to high-quality Japanese 
financials, I’m focused on Japanese 
exporters because they may also benefit 

from reflation. Factory automation 
companies in Japan are among the biggest 
exporters. They are also well served by 
rising wages in China and Southeast Asia 
as well as aging populations in Japan and 
elsewhere. Automakers are another big 
export sector in Japan. They have suffered 
from yen appreciation and have reduced 
their cost base substantially in the past 10 
years. Now, with yen depreciation, they 
are in a very strong competitive position 
because they have pricing flexibility. 

The efficacy of Abenomics remains to be 
seen. Some checkpoints I will be following 
include the core consumer price index 
(CPI) numbers in the second half of 2013, 
wage and employment trends, growth of 
corporate expenditures and domestic bank 
lending. Regardless, I think stock valuations 
and corporate dynamics currently present 
some attractive investment opportunities 
in Japan, and it’s an area of increasing 
interest to our portfolio team.  g

If Abenomics succeeds 
and Japan moves from 
deflation to inflation, 
the financial sector will 
likely be one of the 
major beneficiaries.
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You may be familiar with the appeal of 
owning U.S. utilities stocks (which typically 
pay attractive dividends), but the benefits 
of U.S. utilities bonds may not be as readily 
understood.  

The main advantage of owning fixed-
income securities in this sector is that 
many are first-mortgage bonds that are 
secured by the assets of the company. I 
cannot remember an instance when the 
recovery on bonds in this sector was below 
face value. That’s not to say that they 
never perform poorly, but historically the 
downside risk has been fairly limited. For 
that reason, we often include electric utility 
bonds in client portfolios. 

Industry transitions could be beneficial 
to investors.

In addition to the downside protection 
utility bonds have historically offered, there 
are changes afoot in the sector that could 
open up some interesting opportunities 
for bond investors. The U.S. electric utility 
industry is still in transition, with some 
states undergoing deregulation and 
opening the market to competition by 
allowing consumers to select their own 
supplier. Furthermore, demand growth is 
waning and pressuring the fundamentals of 
unregulated companies within the sector. 

This may force regulated companies 
to rethink the way they earn returns, by 
changing the traditional rate design, which 
relies on sales growth. I believe we’re in 
the beginning to middle stages of these 
changes and could start to see some 
opportunities, as valuations have begun  
to reflect some of these paradigm shifts in 
the sector. 

Utility companies have been very cautious 
in the current environment, citing weather 
and the tepid economy as factors 
negatively impacting demand. Meanwhile, 
a prolonged period of weak gas prices 
has kept power rates down. Given the 
lackluster outlook for revenue growth, 
management teams are keenly focused on 
cost-cutting initiatives to maintain margins.

To that end, I’m always very interested 
in getting to know a management team 
when analyzing a utility company. I 
examine their track record in terms of the 
continued execution of their business 
plan, and I decide whether they can 
be considered bondholder-friendly, 
shareholder-friendly or balanced. Some 
management teams are more aggressive 
than others when it comes to their financial 
profile and use of financial engineering 
as a way to drive up stock prices and 
appease shareholders. Those that are too 
aggressive tend to get into trouble if the 
cash generation ability of the company 
does not match its earning potential. 

A comprehensive analysis and extensive 
research are essential to finding good 
investments.

By Karen Choi
Capital Group 
Fixed-Income Analyst

Karen is a fixed-income analyst 
responsible for researching utilities 
and regional banks. Based in New 
York, she has 14 years of investment 
experience and has been with 
Capital Group for five years. 

An evolving 
electricity 
industry holds
potential for
fixed-income
investors

Analyst perspectives
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I think it is very important to look at a 
company’s cash flows. As a bond analyst, 
I am much more focused on a company’s 
cash flows and balance sheet than on its 
income statement. Although earnings 
are always important, I often find that 
understanding how a company generates 
and utilizes its cash is a much better 

indicator of its credit quality. Many times, 
companies with great earnings and weak 
cash flows turn out to be poor bond 
investments. I consider myself an equal 
opportunity investor — I will recommend 
underperforming companies as long as I 
have done the research and have a good 
sense of when the turning point might 
be. Interestingly, investing in a recovering 
business might yield a better result than 
investing in a great company. 

I also closely monitor the regulatory 
environment for every state, as they 
change from time to time. I generally like to 
invest in companies that operate in states 
with favorable or improving regulatory 
constructs. States that approve annual 
price increases in order to enable utilities 
to recover all or a majority of their costs in a 
timely manner are considered constructive 
regulatory states, while those that disallow 
a large portion of expenses or impose a 
lag in cost recovery are less appealing to 
bondholders. It might sound like this is a 
straightforward analysis, but commission 
board members are constantly changing, 
keeping a state’s regulatory jurisdiction 
in frequent flux. Even if commission 
members don’t change, sometimes their 
thinking does, so I devote a lot of time 
to keeping up with the latest decisions. 
I make a point of tracking rate cases 
by reading filings and testimonies and 
listening to open hearings and meetings 
with commissioners, because you never 
know when a commission will suddenly 
change its mind on something that can 
be a significant credit-changing event. 

Surprisingly, some of these rate cases can 
be pretty entertaining. Following them 
as closely as I have, I’ve begun to notice 
certain biases. For example, there are 
some companies that the commissions 
consider “bad” actors and others that are 
considered “good” actors; on occasion, 
the good actor becomes the bad actor 
as a result of reliability issues or even 
just politics.   

The importance that individual rate cases 
have to the overall credit picture of a 
company, combined with the important 
factors noted above, make electric utilities 
a higher-touch industry than others and 
one in which our emphasis on research can 
certainly pay off for our clients.  g
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I will recommend 
underperforming 
companies as long as I 
have done the research 
and have a good sense 
of when the turning 
point might be.

businesses that operate in a strong 
fundamental or improving industry, 
but there needs to be a tailwind of 
demand or structural reform for me 
to be interested. Within that, I am 
also very valuation-sensitive. I look 
for total-return opportunities that 
combine earnings growth, income 
and multiple expansion. When those 
three factors align, that’s when I get 
really excited. As a result, areas I 
tend to be drawn to include quality 
industrials, consumer staples and 
highly branded companies that 
either own a technological franchise 
or have an ability to use their brand 
to expand their market share. 

Tell us about a recent research trip.
I just went on a pan-Asian financial 
and banking tour that included 
Singapore, China and Japan to better 
understand the credit cycle issues 
that are developing there. My first 
observation is that credit expansion 
has really slowed and credit quality 
has been tested. Banks have taken an 
extremely conservative view of whom 
to lend to, which has the impact 
of slowing demand, potentially 
creating a damaging cycle. I was 
also reminded of the big difference 
between Anglo-Saxon and Asian 
countries with regard to the loan-to-
deposit ratio. 

Across Asia, particularly in Japan, 
this ratio is very low, so the banks 
benefit greatly from a rise in interest 
rates. This is because as interest 
rates go up, the rate you charge 
customers increases even though 
what banks pay for deposits doesn’t, 
thus allowing banks to become more 
profitable without changing their 
business model. So banks in the 
current environment are significantly 
under-earning relative to their long-
term potential.  g

continued from page 7

Up close with global 
equity portfolio manager 
Gerald Du Manoir
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A quick glance at the current environment 
makes it clear why some investors might 
be eager to increase their allocation to 
stocks. U.S. equities are well into the fourth 
year of a bull market, with the S&P 500 
Index up around 150% since March 2009. 
Meanwhile, fixed-income securities started 
to weaken earlier this year after the Federal 
Reserve announced it might scale back 
asset purchases sooner than expected, 
moving rates higher. 

Although it’s always prudent to regularly 
review one’s longer-term asset allocation 
with a financial advisor, a policy developed 
with thoughtful expectations of risk and 
return for various asset classes, combined 
with your unique personal situation, should 
allow you to keep emotions in check, 
helping to prevent derailment from your 
long-term plan. There’s no such thing as a 
single optimal allocation, because the right 
mix of investments varies depending on 
each investor’s objectives and risk profile. 
However, owning intermediate, high-
quality bonds as part of an overall portfolio 
has historically served as an excellent 

form of diversification against the inherent 
volatility of stocks.

Nevertheless, given some of the negative 
headlines in the news lately, some 
investors have been tempted to reduce 
their exposure to bonds and increase 
their equity holdings. Though that may be 
appropriate in certain situations, before 
making such a change, it is important to 
understand the potential impacts and 
other ways of diversifying interest rate risk 
in your portfolio.  

The decision to reduce bond exposure 
can increase overall volatility.

Adjustments to your original allocation in 
favor of more stocks may be warranted 
if there is a significant change to certain 
circumstances. A lower outlook for bond 
returns in itself is not necessarily a reason 
to increase the equity exposure in your 
portfolio. That’s because bonds are often 
held for their protective qualities. Despite 
impressive results of late, the S&P 500 
has declined in approximately one-fifth of 
rolling 12-month periods going back to 
1976. In half of those periods, the losses 
were greater than 10%, with the worst 
12-month loss of 43% in February 2009. 
Meanwhile, bonds declined in just 7% of 
those same periods, as measured by the 
Barclays U.S. Aggregate Bond Index (a 
barometer of the broad bond market), and 
none of those periods had losses greater 
than 10%. It’s worth noting that the period 
measured was long enough to include a 
series of rate hikes and different economic 
cycles. In fact, the worst 12-month loss 
of 9% occurred in March 1980 when the 
10-year Treasury rose by 350 basis points. 
While pending interest rate increases 
boost the likelihood of negative returns for 
bonds, the potential magnitude of those 
declines is far milder than for stocks.

As shown in the chart on the next page, 
in periods when stocks lost more than 
10%, the broad bond market returned 
an average of 8.7%. Bonds continue to 
be the best insurance against equity 
market declines, even with lower return 

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.

Revisiting your investment plan in a rising rate environment

Wealth strategies
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expectations. Although the mid- to long-
term outlook for equities is quite positive 
relative to bonds, it’s important to realize 
that increasing your target equity allocation 
raises the inherent risk in your portfolio. 

Sensitivity to rising interest rates varies 
across the bond spectrum. 

Understanding the components of fixed-
income returns can help ease concerns in a 
rising rate environment. By far, duration is 
the best indicator of interest rate sensitivity 
in a portfolio. A good estimate is that 
for every 1 percentage point increase or 
decrease in rates, the price of a bond can 
be expected to change by approximately 
1% for every year of duration. Thus, the 
longer the duration, the more prices will 
tend to fall (or rise) when interest rates 
rise (or fall). In addition to price changes, 
a bond’s total return includes coupon 
income, which helps to cushion any price 
decrease. Given that today’s starting yield 

on most bonds is lower than in other 
historical periods, it is more difficult to 
absorb the expected decline in prices 
as rates rise. The good news is that for 
investors who reinvest their coupons, rising 
rates can be additive to total return over a 
longer time horizon.

A broadly diversified portfolio of high-
quality intermediate U.S. bonds can serve 
as a good core bond holding for investors 
with an intermediate to long-term time 
horizon. These bonds include Treasuries, 
corporates and securitized debt, with 
Treasuries being the most sensitive to 
rising rates because they are seen as the 
safest from default risk and thus offer 
the lowest level of income to cushion 
any price declines. Duration positioning, 
sector weightings and issuer type are all 
elements that can be managed to mitigate 
the impact of rising rates on a portfolio. 
For upper-income taxable investors, it may 
make more sense to use tax-free municipal 
bonds instead of Treasuries. Among other 
things, the value of the interest exemption 
for municipal bonds increases as rates 
rise, helping to heighten demand. Plus, 
the credit worthiness of municipalities 
generally improves in stronger economies.

It is important to note that even with 
their recent move up, interest rates are 
still near historical lows. When planning 
for the future, it is essential to establish 
realistic expectations going forward. In 
doing so, the starting point matters when 
looking at prospective returns across 
asset classes. Our most recent capital 
market assumptions, which we develop 
for long-term planning purposes, suggest 
that future fixed-income returns will be 
relatively muted given the rise in rates that 
we expect to occur. Although the exact 
timing is uncertain, our base case assumes 
a steady rise in yields, a modest flattening 
of the yield curve and a moderate 
widening of spreads. Compared with five 
years ago, expected returns for certain 
types of bonds have fallen by as much 
as half. For that reason, it’s important to 
review your target allocation regularly to 
determine whether it can still be expected 
to sufficiently provide for your goals given 
starting market conditions. 

In cases where a higher equity allocation 
may be necessary, consider dividend 

growth strategies. Because they generate 
a larger portion of their total return 
from dividends, such investments tend 
to have less volatility than the broader 
stock market. In either case, I urge you to 
weigh the potential for losses against your 
tolerance and capacity for risk.  I like to 
remind clients that you don’t hold bonds to 
get rich — you hold them to stay rich. While 
long-term return expectations may change 
significantly from one period to the next, 
risk expectations are generally more stable.  

Keep in mind that if bond yields move 
higher due to rising real yields rather than 
increased inflation expectations, that may 
reflect improving economic conditions, 
which would be good for equities. So while 
bonds could suffer declines during the 
rising rate period, a well-balanced portfolio 
might still enjoy positive returns. 

Other forms of diversification can be 
beneficial.

Another option to consider is including 
bonds with short-term maturities as part of 
your core fixed-income exposure. Though 
their yields are lower, these securities 
generally have less volatility, and because 
of their shorter duration they are usually 
less sensitive to interest rates than their 
intermediate counterparts. However, 
volatility works both ways, and should 
we see a slowdown in the economy and 
another decline in rates, short-term bonds 
would not benefit as much from any 
potential price appreciation.  

A broadly diversified 
portfolio of high-quality 
intermediate U.S. bonds 
can serve as a good core 
bond holding for investors 
with a long-term horizon. 
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When it may make sense to 
increase your exposure to stocks:

• Your financial goals change, 
 leaving you with a longer time 
 horizon and greater risk tolerance

• The return required to meet  
 your objectives suggests a 
 higher allocation given the  
 lower return expectations 
 for bonds 

• You have received additional 
 funds, and therefore your  
 risk capacity has increased

continued on page 19
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Be honest: how often do you tell a lie? The truth is, it probably 
happens a lot more frequently than you think, at least according 
to best-selling author and behavioral economist Dan Ariely. In his 
latest book, The (Honest) Truth About Dishonesty, Ariely explores 
why dishonesty and cheating seem to have become more 
acceptable today. In the following interview, the Duke University 
professor discusses what causes people to lie to themselves even 
about topics as important as money and investing.

Your research shows that everyone fibs now and then, including the 
seemingly most honest people. Why is that? 

Honesty is a conflict or trade-off between what is good for us in the long 
term and short term, as well as what’s good for other people. While 
honesty is usually best for the long term, dishonesty can often be a better 
course in the short run. When making this trade-off, we often don’t think 
about the full set of consequences and outcomes that can happen. Instead, 
we selfishly are tempted to do what’s good for us right now. This is also 

The truth about why people (at least sometimes) lie

Author interview



Last, for some clients a modest 
allocation to diversified alternative 
strategies can serve as a good 
complement to stocks and bonds. 
These investments are a particularly 
attractive option for those who don’t 
want the interest rate exposure of 
bonds but are looking to decrease 
the risk of their portfolio. 

Alternative strategies, which 
represent a large cross-section of 
investment approaches, provide 
exposure to different sources 
of return, including currencies, 
commodities and the ability of 
managers to short positions. 
This means that in a rising rate 
environment managers have a larger 
opportunity set and the flexibility 
to take advantage of rising rates. 
Our assumptions suggest that 
diversified alternative strategies 
have a higher expected return than 
bonds yet come with a comparable 
volatility profile. Therefore a modest 
allocation of approximately 10% 
can fit nicely into a well-diversified 
portfolio. However, they tend to be 
more correlated to equities than 
bonds, so they generally serve as 
less of a positive diversifier during 
equity bear markets.

Today’s environment provides 
an opportune time to reevaluate 
your overall allocation strategy. If 
you’re concerned about the impact 
of rising rates and wondering 
whether some changes might be 
appropriate, I encourage you to 
meet with an Investment Counselor 
for an in-depth review of your overall 
strategy. There may be ways to 
help temper the risk, or you may 
get comfort from knowing that your 
existing strategy is just fine as is.  g

true when it comes to investing. People 
tend to think about what’s working now 
and act with their emotions instead of 
focusing on what’s the right approach for 
the long term.  

Exactly, which is one of the reasons 
working with an Investment Counselor 
can help to keep you on track. You 
found that people are often dishonest 
with themselves about lots of topics, 
money being just one. How pervasive 
is the problem? 

There are different types of lying. What 
we call “white lies” are actually lies that 
we frame as being positive. This is when 
somebody asks you a question and you 
respond dishonestly, reasoning that it’s 
a good thing to do because it shows 
something positive. Small white lies in 
particular are incredibly pervasive, but it 
doesn’t end there. A big reason is that we 
now have a lot more opportunity to lie 
in distant ways, such as over Facebook, 
through online dating and so on. Also, 
because we see people lying to us on the 
news all the time, it makes this behavior 
feel more acceptable. 

Along those lines, you recount the story 
of a boy who steals a pencil from his 
schoolmate and gets scolded by his dad, 
who essentially says, “Son, you should 
have just asked me for a pencil, because 
I could have grabbed a whole stack 
of them from my office.” In that case, 
the dad is stealing as well but doesn’t 
perceive it that way. 

Yes. It’s the same with people who don’t 
care about illegally downloading a movie 
but wouldn’t dream of taking a DVD 
from a store or somebody’s house. It’s 
all about justification. When the act has a 
bigger distance from one that makes us 

face our own immorality, we find it easier 
to rationalize. If you take 10 cents from a 
petty-cash box at work, you can’t help but 
think you’re immoral. But if it’s a pencil, you 
tell yourself all kinds of stories to justify why 
this is actually okay. 

Does this also explain, for instance, how 
a defense attorney can represent a client 
he or she knows is guilty? 
Yes. It goes back to convincing ourselves 
that this is the right thing to do and in 
the best interest of the client. Some 
lawyers I interviewed told me they never 
defended anybody who was guilty. One 
in particular only represented those 
accused of white-collar crimes, and 
he insisted they weren’t criminals. It 
always had to do with the Department 
of Justice or the U.S. government 
making a mistake or overreaching. 

Are creative people more likely to be 
dishonest, given their ability to make 
up good stories? 

Absolutely. People who act dishonestly 
want to justify to themselves that they 
are honest. It’s about weaving a story 
about why this is actually okay. If you’re 
more creative, you can tell better 
stories. We find that creative people 
also have higher moral flexibility. 

Can dishonesty be good in some cases? 

In certain cases, but not often. I tell a story 
in the book about a physician who lied 
to me about the expected pain I would 
experience from a procedure I had in the 
hospital. I endured a lot more pain than 
he suggested, but because of what he 
told me, I wasn’t as afraid of the operation, 
which was probably a good outcome.

You’ve pointed out that people often lie 
to themselves about how much money 
they’ll need to live comfortably in 
retirement. How so?  

Many assume they can live off of 60 to 70% 
of their current yearly income. However, 
studies show that a more realistic figure is 
around 130%. The reason is that we grossly 
underestimate our spending habits in the 
first place. And once we have newfound 
freedom in retirement, we tend to engage 
more frequently in expensive activities — 
yet another good reason to think long-term 
when it comes to your investment strategy!  
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If you’re like most people, you 
probably set new goals on a regular 
basis. Perhaps you want to lose 
weight, exercise more or devote 
additional time to charitable 
endeavors. Unfortunately, research 
shows that we often fail when it 
comes to sticking with new goals. 
The principal reason, according to 
author and psychology professor John 
C. Norcross, Ph.D., is that we simply 
don’t follow the right approach.

In his new book, Changeology: 5 
Steps to Realizing Your Goals and 
Resolutions, Dr. Norcross offers a 
program for reshaping behaviors and 
ensuring permanent change, based 
on his three decades of research into 
the subject. In this exclusive interview, 
he lets us in on some of his secrets.

Take us through the five steps of change 
outlined in your book.  
Step one is what we call psych, or getting 
motivated and ready to start the change 
process. Then there’s prep, where you 
prepare (or plan) how to do it. Next is 
perspire, when you start to take concrete 
action, followed by persevere, where 
you try to manage any slips along the 
way. The final step is persist, where you 
maintain that change for the long haul.

Does successful change always take 
place in that precise order? 
Yes, but it’s rarely linear. It tends to be 
more like a spiral. What happens is, 
people become aware, get excited, psych 
themselves and want to take action, but 
then they get delayed by something. It may 

be fear or life circumstances, but it pushes 
them back to the psych stage. Other 
times people get psyched, plan and start 
perspiring, but they can’t maintain  
the change, so they go back to the psych 
stage again.

Your studies found that 75% of people 
maintain their new goal for a week but 
then slip out of it again. Why is it so hard 
to achieve the goals we set? 
Most people are pretty adept at motivating 

and preparing themselves in the early 
stages, but they haven’t learned to use the 
right change methods once they get to the 
perspire stage. Hence they can’t maintain 
it. If you read most self-help books or listen 
to motivational speakers, practically all of 
their content is about what to do in the 
early stages: how to get excited, get ready 
and go public. Unfortunately, they don’t 
know much about how to maintain that 
behavior once it gets started. That’s where 
the science of behavior change comes in. 
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What is key to maintaining this change? 
Once you’re into perspiring, you need to 
take action by using four powerful change 
catalysts: rewarding yourself, countering, 
controlling the environment and having 
supportive relationships. Rewarding means 
doing things that reinforce yourself for 
staying on track and removing those same 
reinforcements when you fail to meet the 
goal. Countering means doing the healthy 
opposite of the old behavior. For instance, 
if you’re trying to reduce stress, you must 
build in relaxation. If you’re eating too 
much, build in portion control or restraint. 
Controlling the environment means using 
cues that remind you to keep going and 
stay away from whatever may hold you 
back. For example, you can put little notes 
on your desk at work or make sure you 
don’t have extra cigarettes around. And 
having supporting relationships, as it 
implies, means being around people who 
can help cheer you on to meet your goal.

Losing weight is something that almost 
everyone tries to do at one point or 
another, but few realize lasting results. 
Why is that? 

Behaviors related to consumption are 
more difficult because we can’t live without 
food. If you look at people who have 
successfully lost and maintained their 
weight loss, you’ll find they’ve followed the 
formula I just outlined. They restructure 
their environments to ensure there’s not 
a lot of food around, and they develop 
healthy opposites, be it counting calories 

or learning to relax rather than eat. They 
also become more active, as opposed 
to sedentary. One of the best predictors 
of success is tracking progress, such as 
counting steps, calories, carbs, portion sizes 
and so forth.

You have a 90-day plan to achieve this 
change. Is there anything magical about 
the 90 days? 

Research shows that 90 days is generally 
the amount of time it takes for someone to 
initiate and maintain a behavior change. 
Most people trying to make changes 
wish it was only seven days, but that’s not 
realistic. Getting motivated and psyched 
can take anywhere from a week or two. 
You need another couple of weeks to 
get prepared before you start to take 
action and perspire. Putting it all together, 
science and common sense tell us that the 
process is going to span about 90 days.

What’s the best way to avoid the urge to 
relapse into bad behaviors once you’ve 
made the desired change? 

Start by avoiding those high-risk triggers. 
Many people needlessly expose themselves 
to situations that lead them back into their 
problem behaviors. Interestingly enough, 
practically everyone trying to realize a 
goal will experience at least one slip. You 
just don’t want to fall. A single lapse need 
not be a total relapse. Instead, use the slip 
to figure out what went wrong and what 
needs to be done differently to get back on 
the wagon. Remember: a slip is not a fall!

There’s an old saying that “it’s hard to 
teach an old dog new tricks.” Is it true 
that it’s more difficult to make changes 
in life as you grow older? 

That’s largely an excuse. It’s not about 
chronological age but rather mental 
flexibility. If people are willing to learn 
the new tricks, that’s what’s important. 

Many reading this publication are highly 
successful, type-A personalities. Is it 
easier or more difficult for people this 
driven to reach their new life goals? 

They tend to do better in terms of getting 
started, but there’s no evidence they 
are more successful in maintaining the 
change for the long run. That’s mostly 
because type-A folks tend to over-rely on 
willpower. Using willpower alone actually 
leads to more failure over time. Willpower 

is necessary, but not sufficient. Successful 
change uses other tools as well.

Along those lines, there’s a whole 
industry of motivational speakers who 
leave you feeling great, but you observe 
that their teachings rarely lead to 
meaningful change. 

Research suggests that being exposed 
to these speakers leaves you energized 
and motivated, but only for a week or so. 
You read a motivational book or listen to 
a tape and get all charged up. But you 
aren’t able to maintain this change. In 
the long run, that becomes a corrosive 
cycle and leads us to believe that we 
need other people to get us motivated. 

Do you achieve all of the goals you set 
out for yourself, given that you’re the 
expert on how to do this? 

Absolutely not. While I’ve been blessed 
to succeed more than most, I come to 
Changeology with plenty of humility and 
empathy about the difficulties of changing 
one’s behavior. The worst, for me, is giving 
up diet sodas, which I still haven’t done.

Sounds like you have a bit of a sweet 
tooth. 
Interestingly enough, there is no such 
thing. Science tells us that as you reduce 
sugar, you don’t experience cravings for it 
anymore. Once you get on track with this 
or any other goals, all of these self-limiting 
mystical beliefs begin to disappear. There 
is a science of change, and I encourage 
people to start using it.  g
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The Eurozone’s economic recovery 
appears to be gaining traction.  
Data show that the region has emerged 
from recession, with Q2 GDP up slightly 
at 0.3%. Northern Europe continues 
to be in stronger shape than Southern 
Europe, but it is clear that trends even in 
the south are starting to look better. 

The macroeconomic fortunes of 
the United Kingdom seem to have 
undergone a sea change in recent 
months. 
The main drivers include supportive 
fiscal policy, the overall global recovery 
and a boomlet in domestic home prices.

Increasing values and low inventory 
in the U.S. will likely contribute to a 
continued strengthening of the U.S. 
housing market. 
However, as prices increase, those 
who have been underwater with their 
mortgages will be more likely to sell, 
adding to inventory and ultimately 
causing appreciation levels to moderate.

There will be a lot of building 
activity in Japan prompted by both 

preparation for the 2020 Olympics 
and continued reconstruction of areas 
affected by 2011’s earthquake and 
tsunami. 
But that also creates challenges. We’re 
already hearing construction companies 
complain about worker shortages, and 
they haven’t even started working on the 
big projects yet.

The airline industry is doing very well 
and getting even healthier. 
As more people around the world turn 
to the skies, this is creating a shortage 
of available seats. At the same time, 
aircraft utilization rates are at record 
highs, increasing prices for jetliners 
and creating demand for both airplane 
makers and parts suppliers.

Statistics show that 43.3% of U.S. 
households will pay no federal 
income tax in 2013. 
Of that amount, about two-thirds 
still contribute through payroll taxes. 
Roughly 10% of the remainder consists 
of the elderly, while an additional 3% 
comprises those making less than 
$20,000 per year.

The IRS has announced a list of items 
it intends to scrutinize more closely 
over the next year. 
Its top priority: employee benefits 
and potential abuses in such areas as 
executive compensation and health 
care. Other areas include a closer look 
at gifts and estates, clarifying the rules 
to maintain a tax-exempt status for 
organizations, examining the activities 
of international corporations and 
foreign trusts, plus finalizing regulations 
regarding limits on the mortgage 
interest deduction, new taxes on net 
investment income and requirements for 
substantiating charitable contributions.

Speaking of which, the rules for 
taking charitable deductions are 
getting tougher. 
Donors must maintain clear records 
(either a bank receipt or written 
communication from the charity) before 
writing off the amount. In addition, for 
single contributions of $250 or more, 
you are required to obtain a written 
acknowledgment from the charity prior 
to claiming the deduction.  g

Observations from Capital Group analysts stationed in 
offices around the world

Notes from the field
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“As an analyst, sometimes you get 
your most valuable insights at the 
cocktail reception following a formal 
company meeting. That’s when you 
have a chance to meet up with key 
executives and board members, talk 
to them one-on-one, and figure out 
what’s really going on.”

Cheryl Frank, Capital Group software and health care services analyst

Chad Iverson, Capital Group financials and retail analyst based in Japan

“Easier monetary policy is a good 
thing for Japan. It’s something we 
haven’t seen in two decades. If 
Prime Minister Abe’s policies do start 
to effect meaningful change, the 
upside potential for the country is 
considerable.”
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