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Abstract

Much effort has been devoted by both academics and practitioners to understanding
which factors drive share prices. Nevertheless, there are still sharp moves in stock markets
that are difficult to explain. Obviously, factors that are hard or impossible to measure and
subject to interpretation, are relevant for moving share prices, as well. However, there
seems to be little research on how important these so-called soft factors actually are for
investment professionals in their decision-making process. Likewise, there is fairly little
empirical knowledge on which of them are deemed most important. The data assessed for
this thesis are based on a survey among investment professionals and hence contribute to
the limited body of literature drawing on empirical polls. The survey data analysis shows
that soft factors are contributing nearly 50% to the decision making of an investment
professional. There are some indications that this proportion is understated. As suspected,
the actual decision making by investment professionals is not consistent with the efficient
market hypothesis, but we find some support that sensemaking plays a role. Though the
description used for soft factors in the thesis is accepted by the survey participants, the
lack of a standard definition poses an issue. Soft factors that stand out as particular
important according to the survey are conviction and reputation. The latter is clearly
driven by management quality and strategy. Another aspect that emerged as an important
factor is the business model. Though rather seen as a hard factor, it seems to include a
considerable soft component. We also note the role that trust is playing in the actual
decision making of market participants. On the other hand, environmental or social
aspects are seen as hardly relevant by survey participants and as not helpful in mitigating
risk. Corporate governance only matters in its most “capitalistic” interpretation to the
investment professionals. On the face of it, the survey data would suggest a mostly
rational approach to decision making. However, there are a number of findings that raise

doubts about this conclusion.

Keywords: soft factors, share price, decision making, investment professionals,

psychological aspects, non-financial information, reputation, corporate culture



1 Preface

2016 was a great example of how volatile capital markets are and that even making the
right predictions about the outcome of a situation, in this case the Brexit referendum and
the US presidential elections, would have been by no means a guarantee to be able to
predict the market reaction correctly. The omnipresence of news on stock markets, and
the fact that a good part of global wealth is tied up in stock markets, probably explains
why so much effort is devoted to understanding which factors drive share prices and why
so many attempts are made to find out where they move next. Nevertheless, there are still
sharp moves in stock markets that are difficult to explain. This holds true for (regional)

markets as a whole, but also for single shares.

Big strides were made to explain market situations where the neoclassic economic theory
failed by borrowing from psychology. Behavioural economics sheds light for example on
attitude towards risk (Kahneman & Tversky, 1979), overconfidence (Fischhoff, Slovic,
& Lichtenstein, 1977) or overreaction (De Bondt & Thaler, 1985). Interestingly, the
knowledge of and training on behavioural finance seems to have yielded only little change
in investment decisions, at least regarding German fund managers (Nikiforow, 2010).
Likewise, there is a huge body of academic literature on the role of non-financial infor-
mation, namely environmental, social and governance (ESG) aspects or socially respon-
sible investments (SRI). Within this group, corporate governance receives relatively more
attention (Gompers, Ishii, & Metrick, 2003; Jensen & Meckling, 1976; Shleifer & Vishny,
1997a). In addition, there is evidence for the influence of reputation on company success
(P. W. Roberts & Dowling, 2002) and that corporate culture can impact the development
of'a company (Edmans, 2011; Guiso, Sapienza, & Zingales, 2015). All this would suggest
that factors that are difficult to measure and subject to interpretation, are relevant for
moving share prices. At the same time there seems to be little research dealing with the
question of how big the role of these hard or impossible to measure factors — so-called
soft factors — is for investment professionals. Likewise, there is fairly little empirical
knowledge concerning the question which of them are deemed important when making

an investment decision or recommendation.

We will show in this thesis that soft factors are contributing nearly 50% to the decision

making of an investment professional when developing a recommendation or the decision



to invest into a stock. There are some indications that this number is understated and that
pressure from the demand side is likely to drive the proportion even higher. We find that
decision making is not consistent with the efficient market hypothesis, as suspected, but
find some support that it is driven by sensemaking. The description used for soft factors
in the thesis is accepted by the investment professionals participating in this survey. Like
with a number of factors considered in the thesis, the lack of a standard definition poses

an issue.

There are soft factors that stand out, like conviction and reputation. In the case of convic-
tion, literature and empirical data support its importance (Chong & Tuckett, 2015; Taffler,
Spence, & Eshraghi, 2017). However, investment professionals tend to disagree with the
view in literature according to which conviction is rooted in emotion (Barbalet, 2009;
Chong & Tuckett, 2015; Taffler et al., 2017) which would mark it more clearly as a soft
factor. The high reading for reputation is only partly consistent with the view of research
(Anginer & Statman, 2010). When drilling down on the drivers for it we find that man-
agement quality is highly important for investment professionals where literature would
not necessarily agree (Agarwal, Taffler, & Brown, 2011; Breton & Taffler, 2001; Cheung,
Naidu, Navissi, & Ranjeeni, 2017; Malmendier & Tate, 2009). Another important aspect,
the business model, is rather seen as a hard factor, but seems to include a considerable
soft component. We also note the role of trust in decision making due to the importance
placed on management meetings (Taffler et al., 2017), the need for clarity of disclosure

and the ability to substitute corporate governance (Pevzner, Xie, & Xin, 2015).

On the other hand, environmental or social aspects are seen as irrelevant in accordance
with literature (Aouadi & Marsat, 2016; Peloza, 2009; Wang, Qiu, & Kong, 2011) but is
inconsistent with the message from the financial industry to the public. Likewise, invest-
ment professionals disagree that factors related to corporate social responsibility (CSR)
are helpful to mitigate risk (Jo & Na, 2012; Luo & Bhattacharya, 2009). Corporate gov-
ernance is not seen as particularly important, where literature finds a positive impact on
financial outcomes (Ammann, Oesch, & Schmid, 2011; Gompers et al., 2003). In addi-
tion, it only matters in its most “capitalistic” interpretation to investment professionals.
On the face of it, the low importance assigned to aspects related to behavioural finance
and emotion would suggest a rational approach to decision making. However, the low

attention paid to findings of behavioural finance research, being unconscious of the



influence of emotionality or simply unwillingness to admit its relevance raises doubts on

the conclusion.

The data assessed for this thesis are based on a survey among investment professionals.
As such the thesis contributes to the limited body of literature that is based on actual
surveys among investment professionals (Taffler et al., 2017). The factors reviewed are

based on literature, informal discussions with market participants and own experience.

1.1 Motivation

The neoclassical capital market theory has reached its limits. The concept of homo oeco-
nomicus, on which it is based, assumes that individuals have unlimited cognitive abilities,
infinite willpower, no preferences or biases and act solely in their own interest (Thaler,
2016). This approach leaves little room for emotion, creativity, irrational behaviour, eth-
ics, trust or other facets that describe humans. How far the result of a neoclassical ap-
proach might deviate from reality suggests a definition by Fischer Black according to
which a stock market where prices are in a range of double or half their fair value in at
least 90% of the time would still qualify as an efficient market (F. Black, 1986). In addi-
tion, though the efficient market hypothesis is central to asset pricing theories, it is ulti-
mately not testable (Fama, 1991). This is obviously not a great starting point to make a

decision on owning a stock.

Behavioural finance shows that investors deviate systematically from rational decision-
making (Lord, Ross, & Lepper, 1979; Tversky & Kahneman, 1974; Weinstein, 1980).
Investors’ interest in non-financial information disclosed by companies is growing
(Association of Chartered Certified Accountants, 2013) and if reputation impacts the eco-
nomic success of a company, it also has a bearing on the share price. The same holds true
for corporate culture as it is important for the development of a firm and can be seen as
an important intangible asset (Edmans, 2011; Guiso et al., 2015). At the same time, qual-
itative information matters for sell-side analysts (analysts working at an investment bank,
broker or research boutique rendering a service to institutional investors) determining a
rating of a company more than financial information (Breton & Taffler, 2001). While
rare, there are market participants that have a quite good feeling for the market and their
investment decisions might be simply made on gut feeling. All these points would suggest

that soft factors do matter for share price formation.



The more precise and harder a factor, data point or information is, the more likely can it
be coded into an algorithm driving buy- and sell decisions. With that it becomes a com-
modity on which basis no extra return can be expected. Going forward, soft factors might
become the primary basis for successful investments into stocks. Against this backdrop it
is highly interesting to get a better grip on the role of soft factors as a whole in decision

making and which factors might be of importance.

1.2 Research question(s) and objectives

Soft factors seem to be relevant for the movements of share prices. However, there seems
to be fairly little literature that deals with the questions how much weight is assigned to
soft factors and which soft factors are key in the decision making of active capital market
participants. Though investment professionals are typically portrayed as being very ra-
tional or at least bounded rational, the question arises to which extent investment deci-
sions are driven by hard factors. Or to flip the question around, how much of the decisions

relies on soft factors that are not quantifiable and contain a subjective element.

The main question is whether soft factors play a significant role in the stock selection

process.
Questions that are related to the main question are:

e What weight do investment professionals assign to soft factors?

e s there a common definition used for soft factors?

e Are there certain factors that stand out as important or irrelevant?

e What answers provides the literature regarding the logic of looking at certain soft

factors and are there significant differences to practitioners’ assessments?

The thesis aims to contribute to the debate which soft factors are relevant for the decision-
making process of investment professionals and, hence, stock pricing. It should illustrate
that soft factors are playing an important role in that context and attempts to explain their
contribution to the valuation realized in stock markets vis-a-vis the neoclassical capital
market theory. While the thesis aims to shed light on which and why factors are seen as
important, it will not yield any results on the contribution of certain factors to the absolute
or relative performance of a stock. The work aims to help fill the analytical gap concern-

ing soft factors as a group in science. In addition, it should also contribute to the



understanding of the work of investment professionals. There are only few studies that
take a closer look how investment professionals arrive at their investment decision and
which factors are important to them (Taffler et al., 2017). Though sell-side analysts are
only one subgroup within the sample, the results should give some insights on what is
going on inside the black box of analyst work (Brown, Call, Clement, & Sharp, 2015).
The thesis should be also of interest to experienced investment professionals and other

people interested in the mechanisms of the equity market.

1.3 Structure of the thesis

Summaries, findings or conclusions will generally lead the individual segments or sub-
segments of the thesis as we apply the pyramid principle introduced by Barbara Minto
(Minto, 2009). Though not particular common in scientific papers, it appears to be an

acceptable structure for a DBA thesis.

The thesis starts with an overview of the equity markets and its participants. A focus is
on investment (management) professionals and why it is relevant to get an answer on how
they are using soft factors in the process to form an opinion on a stock. Section 2 will also
look at the different agendas that the various players in the market have, potentially im-
pacting share prices and which approaches to decision making are at play. The following
section gives an overview of the main groups of soft factors that potentially influence the
relative attractiveness of a stock for an investor. In the thesis the groups of soft factors
are limited to the field of psychology relevant for market participants as well as manage-
ment teams of the respective stock corporations, non-financial information and the role
of reputation and corporate culture. The section also provides an introduction on why
these factors could impact share prices. Chapter 4 outlines the empirical work to establish
the importance of soft factors for investment professionals and which of them they are
actually using. The analysis of the survey data will be followed by a presentation of the
main findings and a discussion of the results. The chapter concludes with the limitations.
The final chapter provides the conclusion and the resulting management recommenda-

tions.



2 A brief look at equity markets and market participants

The size of global equity markets reached US$69 trillion by the end of 2018, nearly three
times the size 20 years ago and more than seven times the size 30 years ago (World Bank,
2019a). Over the same periods, annual, trading volumes have increased three and eleven
fold, respectively, to more than US$68 trillion (World Bank, 2019b). Stock markets can
be a very exciting space when share prices double or halve in a short period of time, not

always for an obvious reason.

The focus on the development of share prices and, hence, the impact on personal wealth,
sometimes blocks the view of the fact that equity is first and foremost a mean to finance
a company. Broadly speaking the (historic) starting point is the concept of simply seeking
risk capital for a project or venture and investors that were interested in the profit. In the
course of time, the perspective on equity investments has evolved and the view on the
risk and the price return of a stock became an important element. The number of market
participants has multiplied and we face now a wide range of market participants including
retail and institutional investors, service providers and algorithms. Ultimately it is indi-
viduals that are making decisions, even with algorithms as they have been invented and
coded by humans. Institutional investors and analysts working at a broker company are
in a good position to assess stocks and are therefore an interesting target group. The var-
ious market participants have different objectives and the definition of success varies
considerably. Unsurprisingly, the objectives of the market participants are not always
aligned. Though bounded rationality is frequently referred to as characterizing the deci-
sion making of investment professionals, sensemaking seems to be more adequate to de-

scribe the behaviour of them.

2.1 The role of equity markets

Equity is strictly speaking all means of funding where the shareholder of a venture is
providing the financing on a permanent basis (Bieg, Kufmaul, & Waschbusch, 2016).
The term equity covers therefore a wide range of legal structures (e.g. joint partnership,
limited company or stock corporation). Also, the ownership status can differ materially,
i.e. companies that are privately owned, by one or more individuals or institutions, or that
are publicly listed on the stock market. Though considerations on soft factors also apply

to other forms of equity, the thesis looks only at the stock market.



A stock, also called share, represents a fractional ownership of a company and as such a
claim on the assets and residual earnings. Ordinary shares, also called common stock,
entail a voting right. The financial risk of a shareholder is limited to the investment made
into the shares (Bodie, Kane, & Marcus, 2014). It is worth noting that a share has a dual
role as instrument to finance a venture and is at the same time an investment for the owner

of the share.

The acting persons might have quite different objectives. From the perspective of the
corporation the cost and the ability to fund a project is likely the predominant considera-
tion, let alone any personal agenda the management might have to achieve their own
goals. As an investment, the predominant objective is usually to earn a return on the
money deployed. As such the structure of a joint stock corporation was originally used to
finance large projects and share profits. The existence of a stock market was and still is
not a necessary condition for equity investments, even if they take the form of an ordinary
share. The foundation of what can be considered the first modern stock exchange hap-
pened only a couple of hundred years after shares made the first documented appearance

(Petram, 2011).

From an investment perspective, the objective is to earn an adequate return for the risk
taken. Return would include payments to shareholders like dividends and a positive or
negative change in the share price. Since the share price development is uncertain, the
actual return is unknown ex ante and the decision criterion is the expected return, the
mean. The actual return might deviate more or less strongly from the expected return,
which constitutes the risk described by the variance. The higher the deviation and/ or
frequency of deviations from the expected return, the higher the risk. The mean-variance
theory (Markowitz, 1952) is one of the main concepts used in decision theory and an
important building block for the capital asset pricing model (CAPM) (Sharpe, 1964), one

generally accepted model describing the relationship between return and risk.

Criticism of the mean-variance concept includes that portfolios constructed on this basis
do not perform relatively well; the concept needs a certain type of return distribution or a
particular preference function of investors and the correctness of the input parameters is
highly critical (Low, Faff, & Aas, 2016). Even though the CAPM fails empirical tests
(Fama & French, 2004) and has a number of shortcomings (Banz, 1981; Elton, Gruber,



Brown, & Goetzmann, 2009; Fama & French, 1993; Roll, 1977; Walkshéusl, 2013) it is

still widely used by practitioners to get to grips with the fair value of a stock.

A common starting point to form a view on whether a stock is more likely to rise or to
fall from its current value is a fundamental analysis. Based on publicly available financial
data, non-financial information, subjective judgement and forecasts of future financial
performance, the objective is to establish the fair value of a share (Heidorn & Schiffler,
2017). In this context it is interesting to note that depending on the concept used the an-
swer to the usefulness of that exercise can be quite different. From the perspective of the
strong version of the efficient market hypothesis all available information is at once fully
and correctly reflected in the share price (Fama, 1991), hence, efforts to analyse a stock
are useless. Behavioural finance offers a somewhat more encouraging view. While the
intrinsic value is unknown, it supports the view that a stock can deviate from its fair value
(Thaler, 2016) and thus makes efforts to seek information that can move the share price

worthwhile.

2.2 Participants in equity markets

Stock markets have come a long way from their starting point and in doing so the number
of market participants has increased, considerably. In the meantime, we look at retail
investors, institutional investors (organizations like insurance companies, pension funds,
sovereign wealth funds, asset management companies, wealth management firms, hedge
funds etc.) with a very wide set of objectives. Furthermore, there are investment banks or
brokers that facilitate the trading, computer programs screening markets or company data,
information providers, company managements being paid to meet targets and there are
side-effects of business operations on the world in which we live. There are distinct dif-
ferences between companies using shares as a funding instrument, market participants
rendering a service around them and finally investors considering shares for their portfo-
lio. Unsurprisingly, the interests of all these groups (and individuals) are not aligned and
consequently the definition of success varies significantly depending on the individual

perspective.

There are several ways to group participants in equity markets. One can for example sub-
divide them into capital providers and seekers, financial investors and intermediaries or

by the objective to make profit or to manage risk (Albrecht & Maurer, 2016). Ultimately,



it is always human beings that form an opinion on a stock or make an investment decision;
this also applies for algorithms that are written by humans. The people at institutional
investors and banks that are most directly linked to an investment decision are investment
professionals like portfolio managers, financial advisors and analysts. Generally, retail
investors are considered less well informed than institutional investors (R. B. Cohen,

Gompers, & Vuolteenaho, 2002; Gibson, Safieddine, & Sonti, 2004).

Institutional investors dominate trading volume; however, it is worth keeping in mind that
passive mandates (i.e. funds simply replicating an equity index) and computer trading for
profit contribute massively to trading volumes. In Germany about 13% of stocks are held
by retail investors, which compares to 18% held by domestic institutional investors and
48% by foreign investors which are predominantly institutional investors (Deutsche
Bundesbank, 2015). It is also interesting to note that retail ownership in the US fell from
48% in 1980 to about 22% in 2007 while mutual funds rose to 32% (French, 2008). In-
stitutional investors include the groups portfolio managers, buy-side analysts and invest-
ment advisors. Other groups considered well informed are sell-side analysts and insiders
(Piotroski & Roulstone, 2004). The latter are excluded from further investigation in this

thesis.

The retail part of investors spans a very heterogeneous group of investors ranging from
small direct investments to a set-up that strongly resembles an institutional investor.
Broadly speaking retail investors are not subject to an agency problem as they act for their
own wealth (Kelley & Tetlock, 2013). Retail investors are typically segmented by the
amount they have invested in capital markets. While that is not a great definition and most
likely based on business opportunity and client needs, the size of the portfolio might cor-
relate with the degree of sophistication. Retail investors are typically characterised as not
sophisticated, biased and uninformed. However, there are a number of papers suggesting
this notion might be wrong (Kaniel, Liu, Saar, & Titman, 2012; Kelley & Tetlock, 2013).
The upper end of the segmentation is termed ultra-high-net-worth investors. Sophistica-
tion, set-up and size might put them into the bucket of institutional investors. Another
point to be aware of is that retail investors might well delegate the decision-making and
investments to a financial intermediary, e.g. a (private) bank. In that case an investment

professional manages the assets.
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The institutional investor part of the market uses a very wide range of approaches to in-
vesting money from aggressive to defensive, extremely short-term to very long-term or
purely quantitative to fundamental. All have in common that they seek to generate a return
on the assets. The definition of success might vary, but all will have some sort of hurdle
rate for the return or a benchmark they wish to beat. In addition, the risk taken plays
typically a key role. The people working at an institutional investor that are most involved
with the investment decisions are portfolio managers, buy-side analysts and also financial
advisors. The whole group is usually termed buy-side. They have an ideal setting for
decision-making in terms of access to resources, information or access to the management
of the companies they invest into. That certainly does not mean that decisions are always
right, but the starting point is very good. Arguably also asset, fund, portfolio or invest-
ment managers are subject to errors in judging a situation or forming expectations. In
addition they are subject to the principal-agent problem that can hurt performance (Kelley

& Tetlock, 2013).

Though service providers like brokers typically don’t manage money, they are usually an
integral part of the investment process. Like their counterparts on the investor side (buy-
side), analysts working for a broker (sell-side) are specialist on the stocks they cover.
Contrary to common wisdom their ratings and price targets set on a stock are probably
least important for investors. A sell-side analyst can be always wrong on stock recom-
mendations but still highly regarded by investors. Likewise the tendency to herd around
consensus forecasts might challenge the usefulness of sell-side analysts (Rangvid,
Schmeling, & Schrimpf, 2013). An analyst provides information and gives his interpre-
tation. In doing so, the professional knowledge of the person, his experience and possibly
his network are of value. An investor does not have to own the intellectual capital but
only needs access to it and needs to know how to use it. The main critical issue also in
this context is an agency problem. Objectives of the analyst and targets set by his em-
ployer might not be in the interest of the buy-side (Lin, Tan, & Zhang, 2016). An analyst
might choose to set an extreme rating, price target and forecasts just for the sake of being
heard in the market and not necessarily because of conviction about the forecasts. Never-
theless, like for other investment professionals, due to time spent with markets, training,
experience etc. it is probably worth listening to what they have to say about factors driv-

ing their decision on a stock.
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Somewhat exceptional are algorithms driving decisions on buying or selling stocks. In
their simplest form they only execute a trade within certain parameters. The most extreme
version is when the algorithm actually trades on his own with the objective to generate a
profit. The latter form of algorithms screens e.g. company data or simply stock prices (in
very small time intervals) and trades on the basis of the coded rule. There is no interfer-
ence of a human being and the algorithm will continue to act according to the coded rules,
be it for the execution of a client order or something more complex, even if it means that
losses skyrocket!. A subset of algorithm is high frequency trading (HFT) that trades in
milliseconds, as such seeks to exploit an advantage. HFT represents the biggest part of
traded volume on stock markets. The SEC refers to a share of 50% or more (U.S.
Securities and Exchange Commission, 2014) and the European Securities and Market
Authority sees the HFT share of volume traded at a stock markets at 24-76%, depending
on the approach (Bouveret, Guillaumie, Aparicio Roqueiro, Winkler, & Nauhaus, 2014).
In extreme market conditions HFT seems to have a negative impact on markets by leading
to more extreme moves and increase the risk of feedback-loops that could lead into a

crash (Goldstein, Kumar, & Graves, 2014).

Interestingly HFT activity and profits seem to have come of its peaks (Popper, 2012). Part
of the reason might be the rising costs for infrastructure, proximity to exchanges (coloca-
tion) and investments into new technology (Biais, Foucault, & Moinas, 2015). The falling
profits of HFT might also suggest that it is becoming a commodity. This might be because
current algorithms and the use of hard data do not generate an advantage anymore, since
they might be common knowledge and everybody can access it. Even though a computer
is trading, ultimately someone must have had developed the underlying trading strategy.
Creativity is needed to come up with a new idea that in turn could generate returns that
are superior to those of existing versions. It would be certainly interesting to get a better
idea on how ideas for new algorithms are developed and which factors are deemed rele-

vant, however, this is not in the scope of this thesis.

! Knight Capital incurred on August 1%, 2012, pre-tax losses to the tune of US$ 0.44 bn within 45 minutes
due to the release of a faulty algorithm into production.
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2.3 Objectives for participation in equity markets

The first thought coming to mind is clearly the target to earn money when investing into
stocks. An appropriate return on the deployed capital is expected. The return would in-
clude the change in the share price but also the dividend received. In an environment of
negative interest rates for risk free investments and a liquidity glut, it is certainly very
contesting to define what adequate return actually means. The other issue is, that stocks
do not tend to appreciate in a linear way. Stock price movements can be rather volatile.

As a result, the adequate return might only materialize over a longer period of time.

Another approach to judge the outcome of an investment is to compare the return of the
stock to a benchmark. A stock rising faster than the benchmark would count as a success.
Obviously share prices can also drop and a stock delivering a negative return would still
count as a positive outcome if the value of the respective benchmark dropped even faster.
This logic might be well accepted among investment professionals. However, retail in-
vestors would probably struggle with the notion that a drop 0of 20% in a stock value would
count as a success even when it compares very well against global equity markets or the

respective benchmark being down 30%.

Things get a bit more complicated when taking into account the risk of a stock. Risk is
another important factor for an equity investment. The willingness to take risk and the
perception of risk is a very individual issue, let alone the emotional characteristic of a
person. The classic mean-variance concept reduces risk to the deviation from the expected
return. Obviously, investors attitude towards risk, both on the institutional and retail side,
range from extremely risk adverse to risk seeking. However, the classical theory demands
that investors choose the combination of the lowest variance for a given expected return.
A stock with a higher risk-profile is demanded to deliver a higher return to compensate
for the incremental risk taken on. This does not cover investors that actually like risk,
because for them the flipside of risk is chance. Some (retail) investors might even see
participation in equity markets as an entertainment. For investment professionals the
amount of risk taken matters in various ways. For one it is used to judge the success of
an investment. Did the stock only beat the benchmark because of the higher risk, or did
it also do well on a risk adjusted basis? Furthermore, portfolios are often subject to limits

in terms of total risk to be taken. Typically, risk measures increase when share prices are
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falling. In turn, this might mean that portfolios have to sell stocks, when stock markets
fall. This would be perfectly rational from the perspective of a mathematically optimised
portfolio. The conclusion might be less flattering, when the timing coincides with markets

being in panic mode, since it is usually not a good time to sell.

The reasons for the selection of a particular stock or sector can be very investor specific
and depend on the qualities of a company. The position in a particular stock might, for
example, simply be meant to serve as a protection for a position in another stock, in case
something goes wrong. It might be only a hedge. The damage from one position is sup-
posed to be offset by the positive development of another stock. The only relevant quality

that actually matters in this case, is the correlation between the two stocks.

Some investors might only look at dividend yield using stocks with a sustainably higher
yield than the rest of the market as a substitute for a bond. Interestingly stocks with these
qualities hardly react to the development of the operating business as long as the dividend
is not at risk. Given that company managements also try to make the stocks of their com-
pany attractive to investors, management could be inclined to cater to the wishes of in-
vestors and protect or grow the dividend instead of investing. It is somewhat questionable
whether this management behaviour can be called rational. This mechanism also explains
why some telecommunication companies ended up with horrible balance sheets in the

early 2000s.

Pension funds or insurance companies certainly keep an eye on their liabilities. The fact
that they are tied into long-term commitments might well have implications on the way
they look at stocks or individual investment decisions. Short-term trading for a quick gain
might be less appealing than the long-term perspectives of a company. On the other hand,
some investors might have also a very short-term investment horizon. Some HFT trading
strategies for example can work without any knowledge about a company at all. The long-
term perspective of a company might be totally irrelevant for the investment decision.
They might simply rely on the momentum of a share price. An approach that is not at all

compatible with the hypothesis of efficient markets.

Again, a totally different motivation have activist investors. By taking a relatively small
stake in a company they seek to influence or force managements of a company to take

certain measures. These measures are targeted to increase the value of the stock, which
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might not be taken by the management when left alone. One could argue that activists

create their own information that impacts the development of the share price.

Beside aiming at a financial return investors could also be keen to act in a socially re-
sponsible way. They might seek to minimize the potential negative impact on e.g. envi-
ronment or contribute positively towards society. Some investors might even seek to
shape the society towards their personal ideas, like improving education levels or research
to conquer a certain disease. The definition of success differs, as it does not only reflect
on the monetary return and the financial risk involved, but also looks at what benefit e.g.

towards the society is achieved.

From the perspective of an investment bank or a broker earning revenues from trading
shares for their clients, the return of a stock might be less relevant. What matters might
be the trading volume and less the direction share prices take, though arguably volumes
tend to be higher in a rising market. An advice on a stock can be very genuinely in the
best interest of the client. Measures to make transparent for which service a client pays,
certainly increases awareness. However, advice might also be influenced by the interest

of the investment bank.

Just that non-exhaustive list of examples demonstrates that the motivations of investors
for buying or selling stocks and issuing recommendations vary considerably. Definition
of success can be very different and decisions are certainly influenced by hard and soft

factors.

2.4 Approaches to decision making

Investment professionals would by and large portray themselves as being very rational in
their decision process. The neoclassical theory assumes that individuals have unlimited
cognitive abilities, infinite willpower, no preferences or biases and act solely in their own
interest (Thaler, 2016). However, there remains the issue that the task of successfully
picking stocks is ultimately too complex to stand a chance of fully and properly pro-
cessing all available data to predict share price moves always correctly. The very basic
problem is, that the neoclassical theory certainly helps to describe how investment pro-
fessionals should make a decision but it does not help to describe how they actually make
one (Thaler, 2016). There are limitations to how much information an individual invest-

ment professional can process, they typically operate under time constraints and after all
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they are humans. Bounded rationality is a theory proposed to incorporate the fact that
there are limitations to rationality and that decisions taken are not necessarily optimal,

but rather satisfice (March & Simon, 1958; Simon, 1955).

As a consequence, bounded rationality is a possible approach to look at the decision pro-
cess of investment professionals. An asset management organisation would typically
claim that the investment process is robust and can produce results in a consistent way.
As an aside, the organisation implicitly claims that it has built structural capital. In par-
ticular institutional investors would point out that the investment process is independent
of individuals, like the portfolio manager responsible for managing an individual fund.
The reality might turn out to be quite different and the departure of a portfolio manager
might well impact the performance of a fund. Bounded rationality implicitly reflects the
findings of behavioural finance as heuristics and biases are consistent with the concept of
bounded rationality (Tversky & Kahneman, 1974). However, it does not cover behaviour
that is deemed irrational by common wisdom where an individual intentionally takes a
decision that is suboptimal. To put it a bit broader, decisions driven by emotion, intuition
or creativity are not covered by the theory. Creativity can be a valued quality, as it allows
to uncover new ways or angles to use or interpret existing information. Also, the consid-
eration of a new type of information to assess a stock can be a welcomed addition to the
debate on an investment decision. At least when the new or different way to tackle a
problem allows to generate (out-) performance. On a different note, bounded rationality
does not appear to be fully compatible with socially responsible activities. If environmen-
tal damage bears no cost for the organisation, it could be read as irrational to incur the
cost for better environmental protection. Arguably, incurring higher cost hurts the com-
petitiveness of a company. Even if management would subscribe to the view that envi-
ronmental protection is good for society and costs can be easily absorbed by sacrificing
part of the profit, shareholders might well force them to avoid the costs, even if there is
an economic case to be made in favour of the environment. The same would apply to a
portfolio manager that invests in companies with a strong commitment to the environ-
ment, if there is no proof that the stocks will outperform. The decision would count as
irrational. Likewise, it might not be seen as supportive to society to avoid taxes in a high
tax country. However, fiduciary duties to shareholders will force management teams to

minimize tax payments, even though that might mean ceasing tax payments in countries
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where a good part of the revenues is generated. The debate around taxing of multinational

internet companies nicely illustrates the point.

The work of sell-side analysts is often perceived as a black box (Brown et al., 2015). As
a result, the garbage can model is partly seen as relevant. The model deals with organisa-
tions that can be described as organized anarchy. They feature unclear and inconsistent
preferences, employees not being aware of the processes and procedures and an unstable
level of contribution by the members of an organisation. Decisions can occur when prob-
lems, solutions and participants create a choice opportunity, but don’t have to (M. D.
Cohen, March, & Olsen, 1972). Applied to sell-side analysts, the garbage can model de-
scribes a situation where it is not possible to observe how the input factors lead to an
output (Fogarty & Rogers, 2005). However, the proposal is probably largely driven by
the fact, that there is not enough known about how sell-side analyst process the data to
reach a recommendation or price target. Part of the problem seems to be that there is a
misperception about what the primary output of a sell-side analyst is. Sell-side analysts’
primary objective is to help the buy side to make investment decisions. The formulation
of a price target or a rating is actually one of the least relevant factors (Imam & Spence,
2016). Aggressive price targets, anti-consensus ratings or even aggressive forecasts might
simply be set to be heard in the market. In this case, it is unlikely that the sell-side analyst
is actually convinced that the issued forecasts are a likely future outcome. They are meant
to give investors a reason to discuss the view of the issuing analyst on a stock or sector.
However, since sell-side analysts’ aim is ultimately to help investment decisions of the
buyside, also sell-side analysts have to process the same information, data or hints to
make their assessment on where a stock is most likely to move next. The same applies
for the financial forecast that incorporates all information available to them. In that pro-
cess they are subject to pretty much the same framework and restrictions that is faced by
the buyside, in particular when it comes to cognitive abilities, biases or time. The main

difference is that they have typically more time per stock to form an opinion on.

Though sensemaking is rather a concept than a theory in decision making, it probably
describes the daily doing of a professional market participant rather well even though it
is difficult to pin down how it is at work or to prove that it is at play. Sensemaking de-
scribes a process where individuals make sense out of the information they receive and

experiences they make. It comes to the fore when the actual situation differs materially
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from the expected development. By developing a reasonable interpretation of the ob-
served situation, they become enabled to react to the change in their observation of the
world (Weick, Sutcliffe, & Obstfeld, 2005). Investment professionals are very often con-
fronted with situations that are new and not entirely compatible with their expectations.
New information, an interpretation that differs materially from the own read and obvi-
ously the reaction of a share or the broader market that does not make sense to them are
examples. That is even more true in an environment where the outcome is unpredictable
(Eshraghi & Taffler, 2015). Obviously, it is not particular rational to try to react to a
situation, where one does not understand what is going on. The individual needs to make
sense of the situation before determining the right path of action. A quote from a recent
publication of one of the biggest hedge funds globally nicely illustrates the role of sense-
making for them: “Over the past decade, our “Template for Understanding What Is Going
On” has been an important frame of reference for making sense of things and anticipating
what is likely to come next” (Bridgewater Associates, 2020). Even a situation that looks
identical to a situation witnessed before does not mean it will yield the same reaction in
the share price. Based on existing knowledge a decision that looks perfectly rational might
result in a totally unexpected result. The primary task is to figure out what has changed
and why the share reacts in that particular way. It is part of the job to process information
in a way that they make sense for themselves. This is also relevant in a context where
new sectors or business models are being developed and a new framework is required
(Beunza & Garud, 2007). While sensemaking might be good concept to describe the de-
cision process of investment professionals, it does not mean that applying sensemaking
yields an accurate assessment of the situation, let alone a successful investment decision.
For example, sensemaking might simply result in rumours that in turn detract from trad-

ing success (DiFonzo & Bordia, 1997).
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3 Which soft factors matter?

Over and above hard data, factors that are difficult to capture or not quantifiable play an
important role, as regards share price moves. This very nature of soft factors makes it
difficult to deal with them, since by definition, they can’t be measured. While a distinction
between soft and hard factors is commonly used in literature, there is no generally ac-
cepted definition. That adds to the problem of handling soft factors, as the definition for
individual aspects might vary considerably between onlookers. The border between hard
and soft factors or information is also not in all cases clean cut. Forward financial guid-
ance or outlook given by company management might appear at first glance hard data,
since it consists of hard numbers or at least ranges of hard numbers. However, it should
be considered soft data as it can’t be verified (Bertomeu & Marinovic, 2016), at least not
beforehand. The qualification of the guidance given and/or financial targets set is needed
in the sense of whether it can be trusted. The track record in meeting targets or the assess-
ment of the likelihood of making the numbers is needed to qualify the financial targets.

That part is rather soft.

Key features of soft factors are that they can’t be measured, can hardly be verified, are
difficult to grasp and are rather subjective. This description for soft factors will be used
in this thesis. The description is also consistent with definitions used for soft information
(Kraft, 2015; Rajan & Reichelstein, 2009). Generally, market participants take these soft
factors into account to a varying degree and in a more or less structured way when form-

ing an opinion on a stock.

One of the issues in dealing with soft factors is that they comprise a wide range of sub-
topics. In addition, the subtopics are interlinked. Therefore, the starting point had to be
the collection of the key aspects that might be relevant for share price formation. Work
with literature was an important source to find and collect factors that might have an
impact on the decision making of investment professionals. There is a rich body of re-
search for example on behavioural finance, socially responsible investments, corporate

culture and reputation.

Beyond factors covered in literature, there are factors whose contribution is not yet doc-
umented or where market participants hold a different view on the role than what research

suggests. Therefore, the mobilization of literature was complemented by informal
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discussions with investment professionals to pin down factors that might matter beyond
the ones found during the work with literature. Aspects that surfaced in those discussions
were also reflected to formulate the main aspects. These conversations also served to filter
out factors that are unlikely to contribute to the debate. Though there is certainly a sub-
jective element based on the experience of the people involved in this process, the ap-
proach should have helped to minimize the risk that key factors are not covered in the
initial framework. In addition to that, the own experience of the author and his subjective
assessment which factors should be included in the research, contributed to draw up the
main aspects. Where possible, the literature on factors identified in informal discussions
and derived from own experience were likewise considered in the literature review. The
selection of the main groups and the grouping into what is for the thesis considered to be
the main blocks contains likewise a subjective element. Also, decisions on the aggrega-
tion into individual chapters, e.g. sustainability being folded into social and environmen-
tal aspects, was on a subjective basis. The following chapter seeks to establish were re-

search stands on the influence and logic of individual factors for decision making.

Recurring themes for most factors identified are the lack of a generally accepted defini-
tion and scarcity of empirical data. Though that is common denominator for the group it
still makes it difficult to deal with them in a structured way. To overcome this problem,
they needed to be divided into subgroups. There are probably various ways to cut the
aspects into subgroups. Ultimately, it was a subjective decision how to group the individ-
ual factors into bigger areas for this thesis. For the thesis the main groups selected cover

psychological aspects, non-financial information and reputation/ corporate culture.

Factors that seem to matter for the stock price development in the field of psychology fall
largely into behavioural economics, emotion, market sentiment and personality. From
behavioural finance the systematic deviation from rational decision-making (Tversky &
Kahneman, 1974), stance towards risk, the presentation of the problem (Kahneman &
Tversky, 1979) and herding as one explanation for momentum (Nofsinger & Sias, 1999)
seem to matter. When it comes to emotion, the influence on risk tolerance of market par-
ticipants and stock selection seem to stand out (Breaban & Noussair, 2018; Kempf,
Merkle, & Niessen-Ruenzi, 2014). Emotion is also very important for trust and conviction
(Barbalet, 2009; Chong & Tuckett, 2015). Stock markets are impacted by market senti-

ment and hard to value stocks are most impacted (Baker & Wurgler, 2006). There is also
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evidence that personality of individuals matter for the economic results of a company

(Gow, Kaplan, Larcker, & Zakolyukina, 2016).

Non-financial information centres mainly on ESG and SRI factors with corporate gov-
ernance receiving more attention both in literature and also for practitioners. Efforts for
the environment can benefit financial performance and cost of capital of a company
(Klassen & McLaughlin, 1996; Sharfman & Fernando, 2008). Findings on the role of
social measures are mixed (Aouadi & Marsat, 2016; Wang et al., 2011), though diversity
and employee satisfaction have a positive impact (Carter, Simkins, & Simpson, 2003;
Edmans, 2011). In addition, there is a lack of evidence for causality for environmental
and social projects and the financial outcome for a firm (Aouadi & Marsat, 2016; Peloza,
2009). Within the ESG block, the picture regarding corporate governance is clearer. Good
corporate governance results in a better financial performance of a company (Ammann
et al., 2011; Gompers et al., 2003) and the structure of the board, management compen-
sation and anti-takeover measures have the biggest impact (Ammann et al., 2011; Brown

& Caylor, 20006).

The area reputation/ corporate culture deals mainly with human capital, strategic direction
of a company, ethics and ultimately trust. In this field, management quality and strategy
receive the greatest attention from practitioners (Breton & Taffler, 2001). Good reputa-
tion supports the financial performance of a firm, makes financial results more sustainable
and can be seen as an intangible asset constituting a competitive advantage (Barney, 1991;
Fombrun & Shanley, 1990; P. W. Roberts & Dowling, 2002). However, endeavours to
protect reputation and a strong corporate culture can stand in the way of adapting to sig-
nificant changes in the environment (Fombrun & Shanley, 1990; Serensen, 2002). Cor-
porate culture is important for the development of a firm and can be an important intan-
gible asset (Edmans, 2011; Guiso et al., 2015). Factors standing out are management in-
tegrity and employee satisfaction (Edmans, 2011; Guiso et al., 2015). National culture is
even more powerful than corporate culture and helps to explain stock market phenomena
(Ahern, Daminelli, & Fracassi, 2015; Guiso, Sapienza, & Zingales, 2008). Trustworthi-
ness of management, an aspect of corporate culture, helps the development of a firm
(Guiso et al., 2015) and can be a substitute for corporate governance (Pevzner et al.,
2015). Trust, a facet of reputation, also matters in the context of the importance assigned

to management meetings by investment professionals (Taffler et al., 2017).



-21 -

Clearly, progress has been made to understand the role of soft factors, even to the extent
that they work now less well as a source for outperformance (McLean & Pontiff, 2016).
But there are still factors whose exploitation can generate outperformance like momen-
tum strategies that are associated with behavioural finance, market sentiment or the track

record of a management team.

Irrational behaviour

Emotion

Psychology

Personality
Market sentiment
Environment

S _ Social
Non-financial informatian
o Corporate governance <
E Sustainability
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Reputation/ Corporate culture -
Ethics/ values
; Trust/ credibility

Figure 1. Overview of soft factors influencing the attractiveness of a stock

Hard factors _ Aftractiveness of a stock _\___ Soft factors

Another way of looking at the influence of soft factors on the valuation of a stock is the
ratio of the market capitalisation (stock price times the number of shares) of a listed com-
pany to the book value of the equity (price/book = P/B), in other words the value the
equity market assigns to a stock and what hard accounting data is recorded on the balance
sheet. If all soft factors were recorded accurately in the balance sheet accounts, market
value and book value of the equity should be very similar. This is clearly not the case, but

might occur occasionally.

The market value can deviate materially from the value recorded on the balance sheet.
For example, the S&P 500 index was trading at an average P/B ratio of 3.6x at the end of
2019 demonstrating how meaningful factors not captured by accounting are. Though the
ratio should be treated with some degree of caution, it is intuitive that intellectual capital
plays a significant role in valuing stocks. Intellectual capital breaks down into human
capital, structural capital and relational capital. Soft factors can be linked to these groups
as shown in Table 1. It is worth noting in this context that while the bulk of factors relate
to the intellectual capital of the stock company considered, some also deal with market

participants.
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Intellectual capital Soft factors
Psychology Non-ﬁnaflcial Corporate c}llture
information and reputation
Human capital Emotion Social Ethics/ values
Irrational Human capital
Personality Strategy
Structural capital Environment Ethics/ values
Corporate governance Strategy
Sustainability
Relational capital Emotion Environment Trust/ credibility
Market sentiment Social
Sustainability

Table 1. Link between intellectual capital and soft factors

3.1 Psychological aspects

While early economic theory had a distinct behavioural tilt and accepted psychology as a
potentially important element, the second half of the last century was characterised by
efforts to give economic theory a mathematical foundation. This development somewhat
ignores that economics is a social science. The neoclassical theory helps to understand
what optimal behaviour would be, but fails to predict actual human behaviour (Thaler,
2016). Behavioural finance provided rich evidence that heuristics and biases cause the
systematic deviation from rational decision-making (Tversky & Kahneman, 1974), that
investors show different attitudes towards risk depending on whether the choice deals
with gain or loss, and that decisions depend on the presentation of the problem
(Kahneman & Tversky, 1979). Research shows that investment professionals put on the
same trades, which is a possible explanation for share momentum, i.e. shares continuing
to move into the previous direction (Nofsinger & Sias, 1999). Insights provided by psy-
choanalysis indicate that emotion influences risk tolerance of market participants and the
selection of stocks (Breaban & Noussair, 2018; Kempf et al., 2014). Emotion is also cen-
tral for building trust and developing conviction regarding an investment (Barbalet, 2009;
Chong & Tuckett, 2015). On a different note, emotions also matter as investment profes-

sionals have to deal with their own emotions resulting from their work (Taffler et al.,
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2017). Aggregating emotion up to sentiment, one can observe that stock markets are im-
pacted by market sentiment, however, the predictive power of sentiment indicators is still
debated (Huang, Jiang, Tu, & Zhou, 2015). Hard to value stocks are influenced most by
sentiment and during periods with positive sentiment, overvalued stocks can open up an
opportunity to generate a profit (Baker & Wurgler, 2006; Yang, Goh, & Chiyachantana,
2016). Finally, the personality of an individual is of interest, since based on the personal-
ity traits a person can be expected to produce a certain response (B. W. Roberts, 2009).
In the context of a company that means, the personality of management has a bearing on
the economic results of the company (Gow et al., 2016), hence it does impact the valua-
tion of a company. When looking at equity markets, it is documented that personality
traits impact risk aversion, however, the effect on financial results from investing is less
clear (Durand, Newby, & Sanghani, 2008; Lo, Repin, & Steenbarger, 2005). Empirical
work on personality traits of investment professionals and the potential impact on invest-
ment success is very sparse which might be down to unwillingness of the target group to

participate in surveys.

While stock price developments are not all about psychology, the latter helps to explain
patterns observed in financial markets. In this context, one needs to differentiate between
share price drivers that originate within the company, and factors that originate outside
like the behaviour of market participants. Investors show, among other psychology re-
lated aspects, emotional behaviour, they are subject to heuristics and biases and, hence

psychological factors play their role when investment decisions are made.

3.1.1 Behavioural finance

Relying largely on cognitive psychology, behavioural finance helps to explain why in-
vestors make irrational decisions (Barberis & Thaler, 2002). Deviations from the ex-
pected decision-making process can be broadly grouped into the following areas: stance
towards risk, deviation from the probability theory and influence of the presentation of a
problem (Shleifer, 2000). There is rich evidence that investors deviate systematically
from rational decision-making (Lord et al., 1979; Tversky & Kahneman, 1974;
Weinstein, 1980). People use heuristics to overcome the issue of a potentially too com-
plex situation and are biased going into a decision (Tversky & Kahneman, 1974). Tversky

& Kahneman (1974) started with just three heuristics, however, the list of biases has
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increased significantly over time (Thaler, 2016). Broadly speaking, markets will seek to
exploit biases and systematic errors (Thaler, 2016). If there is a known and stable pattern
on implementing irrational investment decisions, market participants aware of this will
try to capitalize on the error. That doesn’t mean that they will always trade against irra-
tional behaviour and bring back stock price to a correct level in the sense of efficient
markets. It simply means they try to figure out where the stock is moving next. That can
also include a strategy that banks on the irrational behaviour to continue. It is therefore
not surprising that for some of the factors that investors might consider, behavioural fi-

nance can at least offer a plausible explanation where the neoclassical theory fails.

The existence of heuristics and biases cause the systematic violation of rational decision
making (Tversky & Kahneman, 1974). Investors are risk averse in the area of gains but
turn keen on risk when it comes to losses; and decisions also depend on the way they are
presented, how they are framed (Kahneman & Tversky, 1979). We can observe that in-
vestment professionals are subject to herding, i.e. they are implementing the same trades,
which in turn is an explanation for share price momentum, meaning that a stock continues
to move into the previous direction without additional impetus from incremental news

(Nofsinger & Sias, 1999).

Heuristics like representativeness, availability or adjustment and anchoring (Tversky &
Kahneman, 1974) also manifest in financial markets. For example, there is evidence that
share price returns are influenced by the name of the stock. Adding “dot com” to the name
of the company led to outperformance independent of the underlying business activity
before the tech bubble burst (Cooper, Dimitrov, & Rau, 2001). Investors deduced from
the name of the company the growth profile or other attributes without checking the actual
business of the company. By the same token, removing “dot com” also helped the perfor-
mance of the stock after the tech bubble collapsed (Cooper, Khorana, Osobov, Patel, &
Rau, 2005). In a similar vein, changing the name of the style of a fund supposedly follows
leads to improved flow of money into the fund (Cooper, Gulen, & Rau, 2005). Again,
investors seem to have taken a shortcut by looking at the name of the fund to gauge what

kind of strategy is used to construct the portfolio.

The availability heuristic can lead to overstatement of information in forming an invest-

ment decision that is readily available, for example frequent press reports on a particular
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company. They come easier to mind when thinking about the next investment to make.
As a result, stocks tend to underperform after they had very intensive press coverage
(Barber & Odean, 2008). Akin to the availability heuristic is the familiarity or home bias.
Investors tend to overweight regions that they believe they know well, i.e. their home
market, resulting in inefficient portfolios (French & Poterba, 1991). In addition, the same
observation holds also for single stock names. This can lead to investors holding stocks

in their portfolio they are familiar with (Pool, Stoffman, & Yonker, 2012).

Perception of risk is another factor that can influence share price formation. Investors
might simply refrain from investing into a stock, if they feel that a situation is unpredict-
able. The downside risk doesn’t have to be bigger than the upside chance to keep investors
away. This ties in with the prospect theory that shows among other things loss aversion
(Kahneman & Tversky, 1979). The prospect theory also sheds some light on the pattern
that in a correction, investors tend to take profits in stocks that have performed best. In-
vestors are more worried to lose part of the gains they have made, than loosing even more
money on trades that were unfavourable. Market participants also tend to add more risk
at the beginning of the year to their positions as it is the start of a new measurement period
and they start again at zero. There is also more time to recover losses, possibly by taking
more risk. In addition, the willingness of decision makers to take risk increases with the
gains made and risk aversion becomes more pronounced in the face of losses (Thaler &

Johnson, 1990).

Also framing — i.e. how a problem or information is presented — is impacting decisions
of investors (Kahneman & Tversky, 1979). Sell side and company management will pitch
their version of the truth. Likewise, portfolio manager and investment advisors might feel
inclined to present themselves in the best light in front of their customers. Inevitably in-
vestment professionals will present the information in a way that most likely triggers the
desired behaviour of their counterpart. Trust can matter in this context, as a less trustful

individual might be less inclined to accept the presented frame.

While the neoclassical theory is clear about information processing — fully and correctly
reflected in prices — and implicitly the lack of errors in applying the probability theory,
market participants might find it more difficult to answer the question whether an infor-

mation is not or more than fully reflected in a share price. Post-earnings announcement
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drift, i.e. a stock that showed surprisingly strong quarterly earnings continues to outper-
form the market, is an example of the first. The market takes time to fully and correctly
absorb new information and incorporate it in the share price. On the other hand, crowded
trades, a lot of investors chasing the same opportunity, might be a symptom of the latter

(Nofsinger & Sias, 1999).

Crowded trades are result of herding, due to following the same indicators or simply rep-
licating the behaviour of other market participants (Nofsinger & Sias, 1999). Investors
implement the same trades and are positioned towards the market in the same way. Social
interaction also matters when the same trades are implemented by different portfolio man-
agers (Pool, Stoffman, & Yonker, 2015). It might still be a rational decision to pile into a
crowded trade if there is a high probability of an outcome that would move the stock in
the expected direction. Interestingly, stocks sometimes move in the opposite direction
when the outcome materializes as expected. In that case, the information was more than
reflected in the share price. If the outcome is unexpected, stocks tend to react fairly

fiercely.

Herding also links up with momentum strategies (Nofsinger & Sias, 1999). More and
more investors implementing the same investment decision will see the stock continue to
move in the same direction - the stock shows momentum. Momentum is interesting in the
sense that it is an example for how the insights of behavioural finance seem to have un-
covered ways to earn money. Even though returns seem to decline post discovering and
publishing them (Maclean 2016), there seems to be still money to be made based on hu-

man behaviour.

Interestingly, some of the patterns brought to light by behavioural finance found their
way into approaches to manage money like momentum or size. The insights are usually
implemented using quantitative approaches. That means, investment decisions are only
based on screens of financial data of a company or price data of the stock. There are a
couple of interesting observations to be made: the decision to buy or sell a stock is based
on an algorithm, a computer-based process relying only on numbers. The data processed
by the algorithm are estimates by sell-side analysts, historical financial data or simply
share price data. The latter contain no information according to the neoclassical view.

And finally, all more or less successful strategies have been invented or discovered by
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humans. This opens a field of debate, how hard or soft quantitative approaches to man-

aging money are.

One explanation behavioural finance offers for momentum is underreaction, followed by
overreaction triggering a reversal (Barberis, Shleifer, & Vishny, 1998). The market does
not react fully to new information and slowly incorporates the information into the share
prices. If new information points into the same direction, the stock continues to move in
the same direction, however, the market eventually overreacts to the information
(Barberis et al., 1998). An alternative explanation is overconfidence of investors in pri-
vate information (Daniel, Hirshleifer, & Subrahmanyam, 1998). An investor is overcon-
fident in the information on the stock and/ or the interpretation of the available infor-
mation — he believes he knows better than the market. This is compounded by attributing
the good development to the own abilities. The confidence in the investment decision is
enforced, leading to further short-term momentum (Daniel et al., 1998). Overconfidence
is stronger with experts and partly driven by self-attribution and hindsight bias (Barberis
& Thaler, 2002). Interestingly, overconfidence applies to company management as well

(Thaler, 2016).

But even robust strategies like momentum, which has been working well, had some per-
formance issues temporarily (Jegadeesh & Titman, 2011). To a certain extent, a case can
be made for share price momentum being driven by information outside the share price
data only. Share price momentum is closely correlated to earnings momentum and there
is actually a fundamental case to be made, i.e. a strong trend in the development in earn-
ings expectations. Earnings expectations continue to move up, which can be a meaningful
contributor to the share price development. But also here, the point comes up that expec-
tations of market participants are not updated correctly, or at least not in a timely fashion.
The lack of properly updating estimates can in turn be linked to anchoring (Tversky &
Kahneman, 1974). An additional factor benefiting momentum strategies is, that the more
people trade on the pattern, the better it will work, at least initially. Over time there is a
risk of overshooting, formation of a bubble and a crash. However, it would be wrong to
assume that even the strongest pattern detected by behavioural finance will always work.

Again, judgement is required when and ideally why something can be used.
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Though the formation of a bubble on the back of momentum, feedback-loops or overcon-
fidence is irrational, it can be perfectly rational and profitable to play a bubble, until the
music stops to play (Abreu & Brunnermeier, 2003). The identification of a bubble is only
partly helpful. It is helpful to know that a stock or market is overvalued and might there-
fore be prone to a possibly sharp downward correction. However, it does not help to pre-
dict the right point in time to exit. Since institutions are measured against a benchmark,
an investor might hold on to overvalued positions against better knowledge. If they sell
and underperform they get punished, basically a mispricing getting worse leading to a

loss (Shleifer & Vishny, 1997b).

3.1.2 Emotion

While behavioural finance largely roots in cognitive psychology, research on emotions
deals more with the unconscious side in decision making and draws on psychoanalysis
(Taffler et al., 2017). The borders between affect, emotion, feelings and moods are some-
what blurred and not always clearly separated in their use. Though measurement is diffi-
cult, research has shown that emotion influences the direction of markets, risk tolerance
of individuals and also the return of equity markets (Breaban & Noussair, 2018; Kamstra,
Kramer, & Levi, 2003). Likewise, emotions influence stock selection (Kempf et al.,
2014). Emotion is also a building block to encourage trust, e.g. in the management of a
company, and develop conviction into an investment decision (Barbalet, 2009; Chong &
Tuckett, 2015). In addition, investment professionals certainly face daily challenges and
structural issues that impact their feelings and they have to deal with these when doing
their job (Taffler et al., 2017). In the context of behavioural finance the consideration of
emotions is largely limited to the affect heuristic (Finucane, Alhakami, Slovic, &
Johnson, 2000). Though emotion is relevant for price formation, investment professionals
are unlikely to admit that their decisions are influenced by emotion. On the other hand,
research suggests that trust does matter to them (Taffler et al., 2017). There is a link to
reputation, as e.g. emotional appeal is included in some measures for reputation

(Fombrun, Gardberg, & Sever, 2000).

A study with day-traders suggests that the stronger an emotional response is, the more
detrimental it is to trading results (Lo et al., 2005). That nicely ties in with the concept

that investment professionals have a purely rational approach to decision-making.
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However, this would be too narrowly considered. The fast emotional response might
trump a measured conscious decision which suggests that a decision-making process
dominated by emotion can be harmful (Lo et al., 2005). Also experienced traders show
emotional response to strong shifts in market conditions, but apparently that response
does not keep them from doing their jobs or might be even part of the required skillset
(Lo & Repin, 2002). Likewise, there is evidence that the emotional state of a trader is
positively correlated to trading direction, e.g. a positive state will lead to purchases; how-
ever, this only applies to traders applying a momentum strategy (Breaban & Noussair,
2018). It is worth noting that momentum strategies are rooted in behavioural finance and
are one of the more robust trading strategies. Strictly speaking, momentum strategies are
not compatible with the neoclassical view on markets. Nevertheless, findings do support
the notion that emotion does have an impact of the direction a market takes (Breaban &
Noussair, 2018). Breaban & Noussair (2018) also find that fear and loss aversion are
highly correlated. To put it more bluntly, if market participants are panicking, everybody
will head to the exit.

There is also research indicating that the weather impacts equity returns and that seasonal
affective disorder (depression induced by fewer hours of daylight) has a bearing on the
seasonal returns of stock markets, respectively (Dehaan, Madsen, & Piotroski, 2017;
Kamstra et al., 2003). When it comes down to the individual stock level, liking a firm at
least partly outweighs negative information on a company and also leads to a more posi-
tive view on expected return and perceived risk of the stock (Ackert & Church, 2006;
Kempfetal., 2014). There is even evidence that the first letter of the own name influences
stock selection (Knewtson & Sias, 2010). While some of the findings might be seen as
somewhat unusual, they do illustrate how far emotions and feelings reach into the deci-
sion making of market participants. None of the phenomena described is likely to be par-
ticular conscious by its nature. It is therefore rather unlikely that investment professionals

are aware of the influence on their decision-making process.

Another aspect of the role of emotions is that it is essential for the building of trust
(Barbalet, 2009). Trust in turn plays multiple roles that can influence e.g. the performance
of the company and the reputation. In the context of corporate culture, the trustworthiness
of management influences the performance of a company (Guiso et al., 2015). Trust can

also work as a substitute for corporate governance (Pevzner et al., 2015) and can be linked
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to reputation (Chun, 2005). In broader terms, trust can also be seen as part of the relational

capital (Nahapiet & Ghoshal, 1998).

Likewise, emotions are very important in the context of conviction, which plays a critical
role for investment decisions (Chong & Tuckett, 2015). Investment professionals need to
be convinced that the decision they take is well founded and will play out in line with
their expectations. The conviction can be attained on the basis of hard data, subjective
assessment of the company, but also by arranging available data in a way that the infor-
mation makes sense to them. Practically, the latter case means that a sell-side analyst does
not have to be right in calling a stock, or a management team accurate in the presentation
of their company, they only have to find enough people making investment decisions that

believe they are right.

Finally, it is important to keep in mind that portfolio managers face pressure to beat their
benchmark - they are challenged with the task to be better than the market. The hurdle is
even somewhat higher as they have to also make good on the costs that are charged to the
fund they manage. As a result, only a small part of actively managed funds beat their
benchmark and it is not always the same fund managers achieving that. It is easy to im-
agine that portfolio managers face internal conflicts and anxiety (Taffler et al., 2017).
There are a number of also unconscious mechanisms for mental defence at work, to cope
with a challenge that is hard or nearly impossible to meet. One of these mechanisms is
resorting into the use of financial calculation and modelling to inject rationality in a world
that is unpredictable; tools that are supposedly a sign of rational decision making are only
used to solve an emotional problem (Taffler et al., 2017). Another mechanism describes
that investment professionals seek a trustful relationship to company management and
thereby delegate the task to generate performance to the management of the company
(Taffler et al., 2017). The approach also offers an explanation why investment profes-
sionals seek regular contact with company management. They seek to build trust in the
management and their ability to deliver a favourable outcome following the decision they
took. It is worth noting in this context that trust is a facet of reputation. Another approach
for portfolio managers to make sense of what they do in the face of an impossible task is
to create narratives to justify their work (Eshraghi & Taffler, 2015). They tell stories about
what they do and what is happening to themselves and to others in a way, that their work

makes sense to them and others. Narratives are also important to gain conviction in an
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investment decision (Chong & Tuckett, 2015). Though narratives seem to be important
to justify the own job, it also links back to the point, that sensemaking gives a decent

description of the actual decision process.

3.1.3 Market sentiment

Moving from the emotion of an individual and the possible influence on investment de-
cisions to the collective feeling of a group, we now look at the emotional status of the
market as a whole. The impact of emotions is aggregated up to market sentiment. Market
sentiment describes how the whole community of market participants feel about the mar-
ket, whether they are scared, complacent or greedy. The terms “risk-on” and “risk-off”
are often used to shortly describe the risk appetite of the market participants. Though
there are a number of papers that show that stocks and stock markets are impacted by
sentiment, there is an ongoing debate about the predictive power of sentiment indicators
when calculated monthly (Huang et al., 2015). Against the backdrop of at times very

frequent changes, the stability of the sentiment might be one of the issues.

Market sentiment is usually viewed in the context of uninformed demand or noise traders
(Barberis et al., 1998). The transmission mechanism is based on the fact that people in a
positive mood are overly optimistic and people with a negative sentiment are too pessi-
mistic (Huang et al., 2015). Since investor sentiment cannot be measured directly, metrics
have to be selected that can serve as proxies. The range of proxies to get to grips with the
current market sentiment is very broad and controversial (Baker & Wurgler, 2006). The
list of proxies contains, but is not limited to, trading volume, development of IPOs, con-
fidence data, stance of individuals and also measurements taken on social media. There
is evidence that hard to value stocks are sensitive to sentiment, co-movements with high
retail ownership can be explained by retail investor sentiment, sentiment has an impact
on the risk perception and that overvaluations of stocks during high sentiment periods can
be profitably exploited (Baker & Wurgler, 2006; Kumar & Lee, 2006; Yang et al., 2016;
Yu & Yuan, 2011).

Unsurprisingly, the stocks that are hardest to value are the most impacted by sentiment.
This would for example apply to companies with a short financial history on the stock
market, smaller companies, enterprises promising very high growth or companies that are

unprofitable or financially distressed (Baker & Wurgler, 2006). For all of these company
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types it is harder to collect a comprehensive set of data to start with, and the interpretation
of the data is more challenging. It is also worth noting that stocks with these or similar
characteristics tend to be unloved by the market on the way down, but also show the

strongest recovery when the market turns.

Since valuations for hard-to-value stocks are more subjective, there is a relatively wide
valuation range that can be still seen as reasonable by investors, hence, the stocks are
more prone to overvaluation (Baker & Wurgler, 2006) but also to undervaluation. The
other transmission channel Baker and Wurgler (2006) see is that this class of stocks is
hardest to arbitrage. It is more difficult to sell overvalued stocks short, as borrowing the
stocks might be impossible or too expensive. In addition, it might prove difficult to find
an appropriate hedge. As a consequence, an overvaluation is more likely to build and
persist, as even when identified the ability to exploit the situation might be very limited.
They also see some explanation from wrong earnings expectations (Baker & Wurgler,
2006). This might well go back to the tendency of sell-side analysts to be too optimistic
in their forecasts, and sentiment, besides economic interests of a broker, might well play
also a role in this context. Sentiment, as expression of optimism or emotion, is the most
important driver of an overpricing of stocks with high valuation uncertainty (Baker &
Wurgler, 2006). In other words, feeling dominates in the absence of facts or might even

dominate facts.

Baker and Wurgler (2006) show that when sentiment is low the return on hard-to-value
stocks is high, and when sentiment is high the return on these stocks is low. Hard-to-value
stocks appeal to optimistic investors in periods of high sentiment, while they become
unattractive for rational investors and vice versa. Implicitly, this means that under- and
overvaluation have developed in the respective periods driven by the prevailing senti-
ment. When the mispricing unwinds, positive returns can be generated. The only tricky
point is to get the timing right. With sentiment building in the same direction, mispricing
can still get bigger. Yang et al. (2016) suggest that institutional investors can benefit from
overvaluation during high sentiment periods by selling. Obviously, that would apply to
all market participants that realize there is a mispricing, act accordingly and are not caught
out by the formation of a bubble. Interestingly the transactions of institutional investors
have a high predictive power for future returns, suggesting that institutional investors are

better informed than their retail peers (Yang et al., 2016). This would also offer another
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explanation on why stocks that performed very well are hit hardest in a crash, as institu-
tional investors sell overvalued stocks first. Another read would be that sentiment shifts
(to negative) are important to drive down valuation. If sentiment is low, the confidence
or trust that a company will achieve its financial targets is low and hence a higher equity
risk premium is demanded. When sentiment shifts and confidence in the positive devel-
opment of the operating business of the company rebuilds, the equity premium demanded
drops. The stock moves up and, at times, quite sharply. The change in sentiment can be
tied to an underlying improvement in the macroeconomic environment that gives rise to
the hope that the operating business improves. But it can also be down to the view of
market participants that a stock or a sector has been simply hit too hard on the way down
and looks now attractive. An important point is that sentiment shifts can be tied to new
information but can also occur without them. If a big enough number of market partici-

pants have changed their assessment of the situation, it will move a stock or market.

3.1.4 Personality

Personality can be relevant for the assessment of behaviour of investment professionals
and also impact the behaviour of company management. Personality traits are considered
to be fairly stable and to produce a certain response under given circumstances (B. W.
Roberts, 2009). A point to consider is that traits can be modified over longer periods of
time (Almlund, Duckworth, Heckman, & Kautz, 2011). Personality of the members of
company management has an impact on the economic outcome for the company (Gow et
al., 2016). In the context of equity markets, personality traits influence risk aversion but
the impact on results from investing into financial markets is less clear (Durand et al.,
2008; Lo et al., 2005). Empirical work on investment professionals is very sparse which
might be down to a potential unwillingness of the target group to participate in surveys.
However, the limited data would point among other factors to introversion and openness

to experience (Fenton-O’Creevy, Nicholson, Soane, & Willman, 2005).

Given that the relationship between personality traits of CEO/ management staff and suc-
cess of the company seems to be well established (Gow et al., 2016), the personality of
company management staff should certainly be of interest to people making investment
decisions. If personality has an impact on the operation of a company, it also has an im-

pact on financials and, hence, on the valuation of a stock. Knowing or at least having a
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rough idea of the personality of the decision makers would also make it easier to predict
the behaviour of management, since personality is seen as stable and should produce a
similar response to certain circumstances (B. W. Roberts, 2009). This might also illustrate
why experience can be central to successful investing. The ability to assess the personality
of management and/ or knowing how management is likely to react when the environment
shifts into a certain direction, can make it easier to guess what the share price is likely to
do. Management might for example use M&A extensively to foster growth to the point
of empire building. Knowing that acquisition activity will continue to be high, gives a
pretty good idea on what to expect. Interestingly the personality of management seems to
play an important role for provider of venture capital when deciding on an investment
(Macmillan, Siegel, & Narasimha, 1985), suggesting that the lack of a long financial track
record of a company encourages the use of soft factors. The role of personality traits of
company management for the economic outcome might also explain why financial ana-
lysts and portfolio managers are keen to get to know the management of the respective
company. Some will not recommend or take a position in a stock without knowing the
top management. Forming an opinion of the personality on the individuals taking man-
agement decisions within the company, can be quite central for the view on the future

development.

In the context of equity markets the personality of market participants could be relevant
since five factor models (or big five) to describe a personality (Costa & McCrae, 1992;
Goldberg, 1990) seem to have about the same predictive power as cognitive abilities for
economic outcomes (Almlund et al., 2011). As such, personality profiles of market par-
ticipants could be a criterion to select employees or make a prediction about the potential
future success in making investment decisions. An issue is, that little is known about the
personality profiles of successful market participants. There seems to be also a debate on
whether traits or rather behaviour is context dependent (Almlund et al., 2011; Lo et al.,
2005). That would raise the risk that the behaviour might shift in new, different or critical
situations, which would make it a less useful predictor for the reaction the individual
shows. Nevertheless, personality traits have an influence on the willingness to take risk,
stock market participation and investment behaviour, however, the impact on results from

investing into financial markets seem to be controversial (Bucciol & Zarri, 2017; Conlin
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et al., 2015; Durand et al., 2008; Lo et al., 2005); limited time frame, a small sample or

the sample being students might have influenced results.

Another field potentially of interest is whether people playing an active role in capital
markets have a certain personality. Though there are established regimes to measure per-
sonality traits, the amount of time required for a survey and the willingness of subjects to
participate in surveys can pose problems for empirical studies. As a result, the number of
studies dealing with the personality of investment professionals are very limited. Never-
theless, a study involving 118 traders at four investment banks would suggest that intro-
version, emotional stability and openness to experience are the key to being a successful
trader (Fenton-O’Creevy et al., 2005). The last trait is important as openness is often
linked to intelligence (McCrae & Costa, 1997; Noftle & Robins, 2007). If intellect, or
more precisely intelligence, is indeed the driving facet within openness, it might shed a
different light on the role of personality traits. In terms of generalisation it is also worth
noting that by definition a trader moves in a market in a different way than a long-term
investor. Also, strictly speaking the number of traders has declined considerably. Com-
puters play a bigger role and proprietary trading has become less important. Nevertheless,
it is probably fair to assume that more short-term oriented market participants, i.e. smart

money/ hedge funds, have similar qualities.

3.2 Non-financial information

Non-financial information is increasingly prevalent in company disclosures and is typi-
cally subsumed under the label of environmental, social and corporate governance (ESG),
though the list of relevant non-financial information is probably a lot longer. ESG and
socially responsible investments have developed over the last couple of years into one of
the most prominent trends in the financial industry. Environmental measures can help
financial performance and lower cost of capital (Klassen & McLaughlin, 1996; Sharfman
& Fernando, 2008), whereas research results on the impact of social efforts are mixed
(Aouadi & Marsat, 2016; Wang et al., 2011). Among social aspects, diversity and em-
ployee satisfaction have a positive economic impact (Carter et al., 2003; Edmans, 2011).
However, while there might be correlation, there is no evidence for causality for environ-
mental and social projects on financial performance (Aouadi & Marsat, 2016; Peloza,

2009). There is a near-term reaction to environmental and social events in term of share
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price and institutional investor attention, respectively (Kriiger, 2015; Wang et al., 2011).
Corporate social responsibility activities can work in some situation as a support for the
share price (Godfrey, Merrill, & Hansen, 2009). Though corporate governance might
have today a more ethical tilt, it is rooted in an agency problem as ownership of the capital
and control of the firm are separated and providers of capital seek to ensure that the bulk
of the profit is paid out to them (Shleifer & Vishny, 1997a). Good corporate governance
leads to a better financial performance (Ammann et al., 2011; Gompers et al., 2003). The
main aspects are the board structure, management compensation and provisions around

anti-takeover mechanisms (Ammann et al., 2011; Brown & Caylor, 2006).

ESG deals with the main dimensions in this field a company has to consider in running
the operating business. At the same time investment professionals take these factors po-
tentially into account in their decision making. Socially responsible investment (SRI) is
often used as a synonym for ESG; however, even though both fall into the bucket of
responsible investment and share key aspects, SRI can be more rigorous in the investment
implementation. The more extreme form of SRI is impact investing where there is also a
clear social and/ or environmental objective to be achieved (Clarkin & Cangioni, 2016).
Corporate social responsibility (CSR: broadly speaking efforts to serve society, covering
social and environmental aspects) deals with the efforts a company makes to act in a
responsible way towards society. It is worth noting that the area corporate governance is

typically not part of SRI, CSR or sustainability issues.

ESG factors can certainly be integrated into a valuation process by factoring a higher or
lower risk premium, a contingent liability or simply expecting a different financial per-
formance. Existence of instruments to block an unfriendly takeover, activity in emerging
markets or potential environmental damage are neither uncommon nor something new
for a financial professional when considering an investment. Consequently, it can be ar-
gued that considering ESG factors in investment decisions is not different from funda-
mental analysis (van Duuren, Plantinga, & Scholtens, 2016). The key problem is that it is
a lot harder to put a number on it. Knowing that a company produces in an emerging
market is likely to show up in the accounts in term of production cost as a hard number.
The reputational and financial damage when something seriously goes wrong, because
production standards are lower or anti-corruption rules are not followed, is unpredictable.

Interestingly, central to the debate seems to be still the question whether ESG is
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detrimental to returns since negative side effects and cost to implement e.g. governance
measures could outweigh the potential value gains (Bruno & Claessens, 2010). Looking
at the performance of indices seeking to incorporate ESG features would suggest that
these are at least outperforming slightly most of the time relative to their parent index.
Implicitly, this means that screening the investment universe for superior ESG exposure
will not always lead to a better performance, since it is based on a mechanism that will

over time probably be replicated.

The way in which companies deal with ESG issues has found its way into the general
assessment of stocks by investment professionals (Luo, Wang, Raithel, & Zheng, 2015;
van Duuren et al., 2016). ESG provides additional insights into the future development
of a company. As such, it has implications for the valuation of a firm, even though the
data is usually qualitative and difficult to compare. For example, there is no standard for
measuring corporate governance yet and the data from rating providers does not appear
to be stable and consistent (Larcker, Richardson, & Tuna, 2007). Likewise, the term SRI
does not seem to be used consistently by investors (Berry & Junkus, 2013). Though there
are scoring models for ESG/ SRI factors, the points outlined above would suggest that

the information is at least subject to interpretation.

Common approaches to ESG integration cover negative screening/ exclusion, positive
screening or best in class (van Duuren et al., 2016). Exclusion is the simplest and probably
oldest form to deal with ESG issues. Sectors or individual stocks are removed from the
investable universe as they carry unwanted properties. Typical examples would be alco-
hol, tobacco or weapons. Positive screening would concentrate investments into compa-
nies or sectors fulfilling certain criteria. In a best-in-class approach, sectors are not nec-
essarily excluded. Instead, companies are selected that have a positive or at least a better
score compared to alternative investments. Practically that means, companies active in
the fossil energy space might not be wanted in an ESG context, but companies within this
sector dealing best with the negative side effects of their operation on the environment

might still be integrated in a portfolio.

ESG specialists are often separate from the investment team. On the positive side it allows
specialisation but raises the problem how to integrate ESG information into the invest-

ment process. On the other hand, the range of ESG factors to consider might be too
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diverse to be fully considered by a portfolio manager. The minimum that looking at ESG

data does is that one becomes more conscious of a factor.

ESG factors are sometimes seen as an instrument to manage tail risk or more precisely
the risk that a stock makes an outsized move down. An oil spill is not very likely but when
it happens it can have severe financial consequences for a company. Consequently, the
share price can react dramatically to the event. The likelihood of an occurrence and the
potential damage are difficult to predict. A sanity check is to think what a headline in the
news would do to the stock. The financial consequences might be difficult to assess even
after such an event occurred or remain unclear for an extended period of time. From an
investor professional’s point of view the likelihood of an event matters, the ability of a
company to deal with it and ultimately the amount of stock price risk taken. Indeed, CSR
reduces the risk of a company (Luo & Bhattacharya, 2009) and the risk reduction is more

pronounced in controversial sectors (Jo & Na, 2012).

3.2.1 Environment

A good example of how real environmental considerations can become is the recent ex-
perience of the auto industry with the diesel emissions issues. A material financial dam-
age resulted and there are also reputational consequences. It has also materially shifted
the public and political debate around the future of mobility, impacting the whole indus-
try. On the same note, not only public attention to climate change has increased signifi-
cantly but also that of investment professionals. Efforts to protect the environment can
help financial performance via more efficient use of resources and lower cost of capital
as the risk from environmental issues can be lowered (Klassen & McLaughlin, 1996;
Sharfman & Fernando, 2008). Unsurprisingly, share prices react negatively to bad envi-
ronmental news but also positive news show slightly negative impact short-term (Klassen
& McLaughlin, 1996; Kriiger, 2015). While there seems to be a weak positive correlation
between environmental, and also social projects, and financial outcome, there is a lack of
evidence for causality (Peloza, 2009). The other issue in pinning down the impact of en-
vironmental measures is reverse causality, i.e. whether good environmental performance
leads good financial performance or the other way round (Kriiger, 2015). There seems to
be an unstable link of efforts to protect the environment to reputation and increased efforts

can enhance reputation (Brammer & Pavelin, 2006; Kriiger, 2015).
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Environmental issues include among others pollution, water scarcity, energy consump-
tion and climate change. Generally, the specific environmental issues depend on the in-
dustry, for example water scarcity is more relevant for the food, paper and semiconductor
sectors. Most environmental issues are likely to be seen as a risk or a contingent liability.
As long as there is no accident or shift in assessment of the associated damage to the
environment, it has no bearing on the financials. Financial consequences only arise if an

event occurs.

On the other hand, environmental issues can also create a business opportunity for com-
panies. These are typically driven by government intervention or a shift in public opinion.
Tightened legal frameworks to lower pollution, limit energy consumption or reduce the
carbon footprint require responses from the companies impacted. These responses mean
increased opportunities for companies that offer solutions to meet new standards. Alter-
natively, innovation can create new industries. The consequences are debatable, but al-

ternative energy sources can serve as an example.

Starting point of the debate around the financial impact of a more environmentally
friendly approach to production was the assumption that it results in higher costs. As a
consequence, the incurred incremental costs hurt the financial results. A common ap-
proach to show the benefits of environment protection to the financial results is based on
the concept that an environmentally friendly production it is a more efficient way of using
resources. In other words, it is generating cost savings. Better financial results would
therefore be driven by lowering the costs. Generating larger revenues could also support
the financial performance of a firm. Even if measures to protect the environment could
lead to higher costs, i.e. hurting margins, the increase in revenues could still lead to an
absolute increase in earnings. Empirical data suggests that strong environmental manage-
ment leads to positive stock price performance, while negative environmental events lead
to negative returns (Klassen & McLaughlin, 1996). In addition, the engagement into the
management of environmental risks reduces the cost of capital. The company has lower
cost of equity, can run higher debt levels which in turn is creating a tax benefit. That
means the risk perceived by equity markets is lowered by these measures. (Sharfman &
Fernando, 2008). However, the debt market seems to draw a different conclusion, as the
cost of debt actually increases (Sharfman & Fernando, 2008). Measures taken by man-

agement might help to lower the risk of environmental damage occurring in the first place
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or limit the damage if an event should happen. Alternatively, the potential financial dam-
age from environmental misconduct could put earnings under pressure. One way or the
other, efforts to lower environmental risks limits the financial risk and, hence, the down-
side risk to the share price. An open issue remains that the measures taken by the company
are most likely not proven since they can’t be tested. An alternative explanation for a
lower equity risk premium might be the willingness of market participants to pay up for
companies fitting an environmentally friendly profile. This willingness can be totally un-

related to the risk profile of the operation, but rather the preferences of the investor.

Unsurprisingly stocks react negatively to events that are damaging the environment
(Klassen & McLaughlin, 1996). Likewise the short-term reaction of share prices is nega-
tive to bad news in the broader context of CSR, with environment showing up among the
most pronounced reactions (Kriiger, 2015). The finding is intuitive, since the harm to
environment is likely to result in incremental costs for containing or repairing the damage.
Medium- to long-term, the accident might also impair the business. Quantification will
still be an issue and can prove to be evolving over time. Exceptions to a negative share
price reaction can occur if market participants have already anticipated that an adverse
event might happen. This is probably only applicable to small scale accidents. Interest-
ingly, the short-term reaction to positive CSR news is also slightly negative, since there
is the perception that expenses are borne by the shareholders while the reputational ben-

efit accrues to the management (Kriiger, 2015).

Though socially responsible behaviour, including environmental efforts, has an influence
on reputation, it might not only vary between different sectors but also within sectors. It
is also worth noting that the impact of environmental actions on reputation depends on
the viewpoint of the stakeholder. It can turn out to be enhancing or damaging to reputation
(Brammer & Pavelin, 2006). Share prices do show a positive near-term reaction to posi-
tive news on the CSR front when a company displayed a socially irresponsible behaviour
in the past and has therefore issues in their stakeholder relationships (Kriiger, 2015). In

this context CSR might work as an instrument to enhance reputation.

In addition to being covered in surveys, consumers might be appealed by environmentally
friendly measures of a company catering to the preferences of their customers. The same

goes for investors that favor stocks of companies showing a socially responsible behavior.
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A rather soft aspect then becomes a selection criterion for an investment. Interesting in
that context is the question to which extent companies engage in environmental activities
as a marketing instrument, in particular since they have an incentive to greenwash their

activities (Kriiger, 2015).

3.2.2 Social

The differentiation of social issues from environment is not always clear cut, in particular,
since environment and social (and at times even corporate governance) are lumped to-
gether in the terms SRI, CSR or sustainability. As a consequence, there is hardly literature
dealing only with social aspects. On the other hand, there are a significant number of
articles looking at SRI, CSR or corporate social performance (CSP). By and large, social
factors deal with the human capital including the supply chain. Factors that are relevant
are for example human rights, diversity, employee satisfaction and working conditions in
a company and also in the supply chain. Some sectors like mining, apparel or retail might
be more prone to risks related to that field than other sectors. Findings on the impact of
social initiatives on financial performance are mixed and a causal relationship seems dif-
ficult to find (Aouadi & Marsat, 2016; Wang et al., 2011). Research suggests that CSR
receives increased attention from institutional investors short-term after an event and that
it can work in some circumstances as an insurance (Godfrey et al., 2009; Wang et al.,
2011). Diversity and employee satisfaction are areas in the wider group of social related

items that can benefit financial performance (Carter et al., 2003; Edmans, 2011).

Investments into social, and likewise environmental, projects can be viewed as the crea-
tion of an intangible asset that are of interest to investment professionals like sell-side
analysts (Luo et al., 2015). As such, they could contribute to explaining the sometimes
big difference between book value and market value of equity. However, the findings on
the impact of social factors on the financial performance of stocks are rather mixed
(Aouadi & Marsat, 2016; Wang et al., 2011). Likewise, research struggles to find a causal
link between CSR efforts and the impact on financials (Aouadi & Marsat, 2016). An ob-
served positive correlation might therefore only reflect a coincidence. In addition, the
positive impact of corporate social responsibility seems to be conditional on good corpo-
rate governance (Ammann et al., 2011), raising the question whether corporate govern-

ance or social responsibility are behind the positive impact. A general issue in this context
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is that the cost for socially positive efforts materialize immediately and burden the finan-

cial result, while benefits on the earnings might only show later (Wang et al., 2011).

The economic case to be made for the consideration of social factors is largely based on
the thought that social misbehaviour, like violation of human rights and poor working
conditions, might destabilise the production process and can result in high staff turnover.
The impact on misconduct might be delayed and only occur, when employees have an
alternative. The consequence is an inefficient and/ or more costly production process. For
one part it could result in shortage of staff simply derailing production and for another
part it could mean increased hiring costs. If employees don’t have an alternative to pick
up, motivation is likely to be substandard in situations with social issues, hurting effi-
ciency of the production process. Another aspect is, that problems in the field of social
factors can hurt reputation since corporate social responsibility is one driver of reputation

(Godfrey et al., 2009).

The melamine incident in China shows that at least in this region retail and institutional
investors don’t pay very much attention to social factors, at least until a negative event
happens. Institutional investors take social aspects into account after an event occurred,
at least near-term. Retail investor do not show a change in behaviour at all. The findings
suggest that the relevance of social factors for institutional investors is contingent on an
event (Wang et al., 2011). It is probably fair to assume that an event at least reminds
investment professionals on the inherent risks to the share price if misconduct is detected.
This would also tie in with the finding that investors avoid companies with a CSR per-
formance below a certain threshold. The risk of a negative event is perceived as too high.
On the other hand, also stocks with a high CSR performance are avoided, as the company
might be simply overspending (Wang et al., 2011). There might be still a positive impact
to reputation, however, that benefit might accrue to the management of the company and

not to the operation of the company (Kriiger, 2015).

Besides a direct impact on the financial performance, CSR activities can also serve to
create goodwill for a company that limits the negative impact in case of an incident and
serves therefore as insurance (Godfrey et al., 2009). Efforts on social aspects can work as
an insurance and can mitigate the damage to share price. However, this refers to second-

ary stakeholder like regulators, media or general public. Only the types of activities like
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philanthropy, which creates moral capital, do help a company to develop an insurance-
like protection. However, it does only work with large firms for primary stakeholders like
shareholders or employees (Godfrey et al., 2009). The flipside is that if there is malprac-
tice, it is detrimental to both reputation and financial performance. As such, it is very

relevant to be aware of the risk.

Diversity, though sometimes also captured under corporate governance, is another factor
to mention that has a positive impact on firm value (Carter et al., 2003). The proportion
of women in management functions is often seen as a proxy of diversity. The key question
is whether there is causality, correlation or only the objective of a company to appear to
the outside world, as if standards are met. Also in this context companies might be
tempted to greenwash their activities (Kriiger, 2015). Diversity might also simply be a
result of a good corporate culture that embraces the concept of a broad range of experi-

ences, backgrounds and characters contributing to a better outcome.

Tackling the topic of working conditions in a different way is to look at job satisfaction.
Job satisfaction is typically captured in external surveys on how attractive an employer
is. Insights in the results from internal employee surveys would be certainly very inter-
esting but probably difficult to obtain. The general issue of biased answers is likely to
prevail in both cases. Nevertheless, research suggests that the job satisfaction of employ-
ees is positively correlated to the development of the stock price (Edmans, 2011). The
finding is also linked to corporate culture and job satisfaction is also a facet of reputation
in surveys. Edmans (2011) also suggest that SRI screens might be an appropriate tool to
improve investment returns. It is not difficult to imagine, that employees being happy in
their job are more likely to contribute positive to the development of the company than

employees disliking their job.

3.2.3 Corporate governance

Corporate governance probably receives relatively more attention than environmental and
social issues, both in literature and among practitioners. Though corporate governance
might have today more of an ethical or sustainability tilt, it actually originated in the
agency problem created by external finance to a firm. Ownership of the capital and con-
trol of the firm are separated (Shleifer & Vishny, 1997a). Monitoring mechanisms, like

board of directors or institutional shareholder (Larcker et al., 2007), are required to ensure
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that management is not acting solely in their own interest. Good corporate governance is
usually linked to cashflows and profits being paid out to provider of capital (Jensen &
Meckling, 1976; Shleifer & Vishny, 1997a). There is evidence that good corporate gov-
ernance is associated with a stronger performance (Ammann et al., 2011; Gompers et al.,
2003) and that institutional investors are one factor that can drive change in corporate
governance (Aggarwal, Erel, Ferreira, & Matos, 2011). Though there is no commonly
accepted measurement of corporate governance, factors like board structure, management
compensation and “poison pills” explain the bulk of the positive impact of corporate gov-
ernance to financial performance (Ammann et al., 2011; Brown & Caylor, 2006). A
strong shareholder protection legislation in the respective country is an important element
of corporate governance, but companies still need to ensure the implementation of corpo-
rate governance measures (Bruno & Claessens, 2010; La Porta, Lopez-de-Silanes,

Shleifer, & Vishny, 2000).

In the context of an agency problem, good governance is predominantly associated with
a higher share of the cash flows returned in the form of dividends or interest and lower
cost of capital and not being used by management for their own purposes (Jensen &
Meckling, 1976; Shleifer & Vishny, 1997a). Implementation of corporate governance
measures can come at a direct cost, e.g. to monitor the management, or indirect cost, e.g.
discouraging management to develop new business initiatives. The cost incurred to im-
prove corporate governance can also outweigh the benefits achieved by better governance
(Bruno & Claessens, 2010). Corporate governance measures are largely targeted at the
protection of minority shareholders and creditors against the expropriation by manage-
ment or controlling shareholders (La Porta et al., 2000). Corporate governance also covers
nowadays fields like anti-takeover rules, anti-corruption policy, cyber security or tax

avoidance.

Even though there is a significant body of research that covers the relationship of corpo-
rate governance and the value of a company, there is no commonly accepted mechanism
to measure corporate governance (Ammann et al., 2011). Consequently, findings should
be treated with some degree of caution which makes the assessment of corporate govern-
ance complicated - like other soft factors. Not only the measurement of the strength of
corporate governance and the respective interpretation is a challenge; but also how the

proxy or combination of proxies is selected. Investment professionals might have very
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different views what entails good corporate governance. In academic research single in-
dicators as well as a mix of several internal or external indicators were used. When com-
bining several indicators, these are typically weighted equally (Ammann et al., 2011).
Elements of corporate governance that explain the bulk of the correlation between good
governance and financial success include the board size and composition, board compen-
sation and anti-takeover measures (Ammann et al., 2011; Brown & Caylor, 2006). There
seems to be little connection between corporate governance and the occurrence of irreg-
ularities in accounting, like abnormal accruals or accounting restatements (Larcker et al.,

2007).

Examples of damaging wealth of minority shareholders are selling products, assets or
securities at too low prices, employ unqualified family members or friends and empire
building (La Porta et al., 2000). Investor protection through a strong legal framework in
a country is both an important element of corporate governance and an explanation for a
number of regional differences ranging from the development of capital markets to divi-
dend policies (La Porta et al., 2000). A strong legal framework can also mean that too
high costs are incurred by the company to implement corporate governance measures and
the regime might not be optimal for a company. On the other hand, a strong legal frame-
work does not release companies from the requirement to establish a minimum of corpo-
rate governance measures, as these companies would still carry a valuation discount

(Bruno & Claessens, 2010).

A typical example of the agency problems associated with separation of ownership and
control are companies where management receives outsized compensation. This raises
the question whether it is still in the interest of shareholders to employ the management
team. Relatively high compensation of management can occur because of weak govern-
ance. The structure and composition of the board and also the shareholder structure matter
in this context. In addition, weak corporate governance also fosters weak operating per-
formance of the company and, hence, hurts the development of the share price (Core,
Holthausen, & Larcker, 1999). When investors realize that management teams seek only
to maximize their own wealth, it typically reflects badly on the company and the devel-
opment of the stock price. High institutional ownership can remedy corporate governance

issues and address e.g. the board structure. At the same time high institutional ownership
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makes it more likely that CEOs not performing well are being ousted (Aggarwal et al.,

2011).

The existence of a controlling shareholder is also a very relevant factor for the valuation
of a stock. In case the controlling shareholder dominates the strategy of the company, the
future of the operating business and its financial performance might hinge on the decision
of that particular investor. In such a situation, the assessment of the controlling share-
holder becomes a very important factor. In this context there is also an agency problem,
as a controlling shareholder might well use his dominant position to disadvantage minor-
ity shareholders (La Porta et al., 2000; Lemmon & Lins, 2003). The presence of a con-
trolling shareholder also highlights that voting rights are another example of hard-to-
value factors. There is certainly a value attached to a voting right as the unstable discount
of non-voting preference shares illustrates. However, there are exceptions to that rule
when the preference shares are significantly more liquid or voting rights are essentially

useless in the face of a controlling shareholder.

3.3 Corporate culture and reputation

There seems to be little doubt that reputation and corporate culture have the potential to
create (or destroy) value. Reputation matters both in the context of the operations of the
company and the implications for the economic outcome, but also for how a stock is seen
from an external investor. It is worth noting that the definition is not clear cut and differs
between the academic disciplines (Chun, 2005). Culture matters for the behaviour of in-
dividuals but also in the context of the culture within a company. Reputation is positive
for the financial performance and can constitute an intangible asset that results in a com-
petitive advantage (Barney, 1991; Fombrun & Shanley, 1990). Good reputation makes
better financial results more sustainable (P. W. Roberts & Dowling, 2002). However,
efforts by management to protect reputation can hinder the adaption to a change in the
environment (Fombrun & Shanley, 1990). For practitioners management quality and
strategy stand out for decision making (Breton & Taffler, 2001). Corporate culture can
make a difference for the progress of a company and can also be seen as an important
intangible asset (Edmans, 2011; Guiso et al., 2015). The main contributors to the financial
performance are management integrity and employee satisfaction (Edmans, 2011; Guiso

et al., 2015). A strong corporate culture can also be a hinderance for the development of
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a company (Serensen, 2002). National culture has even a bigger impact on decisions than
corporate culture as evidenced in the prevalence of cross-border transactions (Ahern et
al., 2015; Guiso et al., 2008). Trust matters in several ways. Trustworthiness of manage-
ment has positive influence for the development of a company (Guiso et al., 2015) and
can be a substitute for corporate governance (Pevzner et al., 2015). Trust also provides
an explanation why investment professionals see regular management meeting as highly
important (Taffler et al., 2017) and how financial results are taken by market participants

(Brown, Call, Clement, & Sharp, 2016).

There is an overlap of corporate culture with ESG, mainly in the field of social, and there
1s an affinity between trust and corporate governance. Most measures of reputation and/or
culture seem to rely on external surveys. In (at least) one case analysts are among the
surveyed persons and one could argue that this is the channel how the factor/ information

is transported from the experience of investment professionals into the public sphere.

3.3.1 Reputation

Reputation has a positive impact on financial performance and can be seen as an intangi-
ble asset that can constitute a sustainable competitive advantage (Barney, 1991; Fombrun
& Shanley, 1990). It is usually considered to lower the cost of capital and attract investors.
A good reputation also allows a company to maintain better financial outcomes longer
than peers that fare worse in terms of reputation (P. W. Roberts & Dowling, 2002). The
benefits of a good reputation - that it can be important for value creation and that it is
difficult to replicate - makes it an important intangible asset (P. W. Roberts & Dowling,
2002). As such, it is another example why the market value of a firm’s equity can be
significantly higher than the book value. As management usually sees good reputation as
a valuable asset, companies are likely to try to protect their reputation. This can in turn
limit management’s ability to respond to changes in their environment (Fombrun &
Shanley, 1990). Nevertheless, also that aspect of reputation offers insights to investors,
how management teams are likely to steer the company. For part of investment profes-
sionals, management quality and strategy play an important role for investment decisions
(Breton & Taffler, 2001). However, research showed mixed results when it comes to the
connection between reputation and returns in the stock market (Anginer & Statman,

2010).
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Measurements of reputation typically rely on surveys. One of the issues is, to which ex-
tent good reputation is simply a function of past financial success. Research points to-
wards a meaningful component of reputation that is related to non-financial performance
having an impact (P. W. Roberts & Dowling, 2002). Reputation contains broadly speak-
ing a more rational component and an emotional one. Depending on the framework used,
these measures are more or less pronounced. Fombrun et al. (2010) found that all items
but one they use, load into one rational factor whereas emotional appeal constitutes a
separate factor. Reputation is mostly looked at in a monolithic way, while a split into a
factual and an emotional component makes measurement and management of reputation

easier for a corporate (Schwaiger, 2004).

Strictly speaking reputation is the aggregate view that various internal and external stake-
holders hold about a company (Fombrun et al., 2000). As a consequence, a company has
many reputations (Chun, 2005). Obviously, investment professionals are just one group
of stakeholders where the company acquires reputation when dealing with them. It is
worth keeping in mind that even within the group of investment professionals the require-
ments differ and, hence, the view on the reputation of company might not be identical.
Investment professionals might well assign a premium or a discount depending on the
reputation a company has acquired. The reputation is a function of the extent a company
has fulfilled the expectations of the investment professional. A company that has a repu-
tation for not making their financial targets will realize a lower valuation and vice versa.
Reputation is built through the activities of the company which are being observed and
judged by its stakeholders and can be seen as signalling by the management to their stake-
holders (Basdeo, Smith, Grimm, Rindova, & Derfus, 2006). Basically, stakeholders are
gathering experience with the company and the management over time. Based on this
experience, they form a view on the company and on what to expect going forward. The
measures taken by companies go well beyond strategic decisions, but also show in their
competitive behaviour and how they respond to actions from other market participants

(Basdeo et al., 2006).

The other channel for the impact of reputation is that a company can achieve and possibly
maintain a better financial performance due to its reputation with other stakeholders, like
employees, suppliers and customers (P. W. Roberts & Dowling, 2002). This constitutes

another example where a soft factor will eventually reflect in hard financial data and
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warrants a higher fair value. However, the problem is to pin down an indicator for repu-
tation that still has value. Generally, this challenge holds true for all soft or hard items
possibly influencing the share price. Once a survey result on reputation is published, there
might be no outperformance left (Anginer & Statman, 2010). Work on the connection of
reputation and the performance of stocks has yielded mixed results, also in the sense that
companies being labelled with a strong reputation showed in earlier studies outperfor-
mance, while later studies showed low returns (Anginer & Statman, 2010). Once the mar-
ket has realized that an item can be a driver for the share price, it will seek to use it. When
it becomes common knowledge and the information advantage is gone, it will cease to
work or start to work in the opposite direction. It depends again on the creativity of the
investment professional to find an indicator for reputation that is not yet exploited. In
most cases the reputation of a company or management is generated over time and will
have to do with the personal experience. A pitfall is that the sample size, e.g. quarterly
reporting, is too small and might induce investors to believe that something is systematic
while it is actually still pure chance. This circles back to the law of small numbers known
from behavioural finance (Barberis & Thaler, 2002). Alternatively, one can “borrow” the
experience from someone else, like colleagues or brokers, which could create the issue
of herding. In addition, reputation could stand in the way of accurately updating expecta-
tions once new information is available, again a pattern that falls into the domain of be-

havioural finance.

There is a link between socially responsible behavior and the reputation of a company,
since SRI related issues are usually a dimension of reputation surveys. However, the link
seems to be unstable as the impact of social measures vary not only across sectors but

also within sectors (Brammer & Pavelin, 2006).

3.3.1.1 Management quality

A specific subgroup within reputation is the quality of management. That facet is highly
correlated to the other aspects in the commonly used surveys (Agarwal et al., 2011), but
it seems to stand out from the perspective of market participants. For example, analysts
working at broker houses pay attention to management quality (Breton & Taffler, 2001).
One potential explanation for the importance placed by investment professionals on meet-

ing company management is, that it helps to develop a better sense of the quality of
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management (Barker, Hendry, Roberts, & Sanderson, 2012). Research in the field of the
impact of management quality on the company’s performance has yielded rather mixed
results (Agarwal et al., 2011; Breton & Taffler, 2001; Cheung et al., 2017; Malmendier
& Tate, 2009).

It is intuitive that better management should allow for better financial outcomes. Man-
agement with better abilities have a positive effect on the development of a firm and also
on the development of the share price (Demerjian, Lev, & McVay, 2012). Management
teams that have a higher degree of discretion show a stronger improvement, however, this
is conditional on the quality of the monitoring mechanisms (Cheung et al., 2017). The
finding therefore demonstrates the importance of corporate governance. Share price re-
action to the announcement of an investment project by a company whose CEO holds a
good reputation is better than for companies where the CEO reputation is less favourable.
In addition, the operating performance post the investment is also better for CEOs with a
good reputation (Jian & Lee, 2011). Obviously, investments always carry the risk that
they fail and detract from the value of a company. The relative better reaction of the
market to announcement can serve as an example that investors feel more comfortable
that the decision is reasonable, in particular when management has already a positive

track record in execution of risky projects.

Interestingly, award-winning CEOs underperform relative to the period of time before
receiving the award and also relative to peers that have not received an award. Likewise,
they use less of their energy for their employer and there are more earnings management
events (Malmendier & Tate, 2009). Implicitly, this also means that management must
have shown a strong performance before winning an award as also indicated by non-
award-winning CEOs outperforming. During this period, the company probably showed
a strong operating and financial performance which would be relevant for the share price
development. Agarwal et al. (2011) show that companies with a strong management team
achieve a sustainably higher profitability and higher market valuation. However, stocks
of well-managed companies, after being singled out as having a strong management,
don’t perform better than companies with a less strong management team (Agarwal et al.,
2011). One interpretation is, that management reputation matters but is efficiently priced
by the market (Agarwal et al., 2011). However, the read challenges the view that good

reputation is a driver of future stock price performance. The example very clearly
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highlights that factors that have been singled out as a potential source of share price
driver, don’t work for ever. There is a risk that they change or loose significance. How-
ever, from an investor’s perspective a higher valuation for companies with a strong man-
agement suggests that if the quality of management is not yet reflected in the share price,
it could be a source of outperformance. In other words, if a company indeed shows supe-
rior financial performance and a valuation premium, the stock must have outperformed
at some point in time to build that valuation premium. That is the time span, when iden-
tifying management quality can be valuable for investment professionals. A nice illustra-
tion on the value assigned to management is the unexpected departure of a member of the
management team. Broadly speaking a surprise change in management is bad news as it
creates uncertainty. Cynical as the capital market is, the departure of a CFO will be eyed
particularly critical as it might signal that something is wrong with the financials. Inter-
estingly, there are examples where a stock reacted very positive to the departure of key
management people. Management reputation can obviously contribute to a valuation pre-

mium, but also a discount.

There also seems to be a link from the quality and personality of the management to
corporate culture. There are transmission mechanisms via the top management and the
mix of people working in the organisation shaping the culture of the corporation (Lo,
2016; Zingales, 2015). One article even ventures the theory that psychopaths working in
financial corporations contributed significantly to the development of the financial crisis

(Boddy, 2011).

3.3.1.2 Strategy

Another facet of a number of surveys regarding reputation is the strategy of the company.
Like quality of management it seems to be an important element to form an opinion on a
stock, at least for the sell side (Breton & Taffler, 2001). Fombrun et al. (2000) consider
strategy as one of the elements of reputation and find that clear vision and the taking of
opportunities benefits reputation. Reputation is, among other factors, built on signals the
company gives to communicate how it positions itself in terms of strategy. This includes
signals how the company aims to protect or enhance its market position through invest-
ments into relationships to suppliers, customer or employees (Basdeo et al., 2006). The

company is building intangible assets that an outside observer would probably find
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difficult to identify otherwise. Signalling can help investment professionals to appreciate
the value of these intangible assets. Signals can also cover aspects that detract from rep-
utation, like where a company stands regarding diversification and complexity of the op-
erating business. Financial performance is also an instrument to inform investors on stra-
tegic trends (Fombrun & Shanley, 1990). A strong strategy can be seen as one root for
strong financial performance, which in turn can be a significant contributor to overall
reputation (P. W. Roberts & Dowling, 2002). To grow into a large company, strategy
must have been effective in some ways, and on their way they probably also built repu-
tation (Brammer & Pavelin, 2006). This comes back to the point that part of the reputation
is clearly linked to the financial result of actions taken in the past. In particular, if invest-
ment professionals can’t easily understand or assess the strategy, the financial outcome
is the ultimate measure to get to grips with the strategy. Likewise, the competitive behav-
iour of a company sends signals to the stakeholders about the envisaged strategy (Basdeo
et al., 2006). Indeed, reputation is built by the consistent adherence to a game plan, by the
implementation of a strategy (Dierickx & Cool, 1989). Investment professionals will only
be able to give credit to the strategy when they have either experience with the strategy

of a particular company or experience in judging the future potential of a strategy.

Strategy provides important insights into the direction a company seeks to take. The strat-
egy has implications for the development of profitability and also the required invest-
ments. It allows inference about the direction of the risk profile of a company. Though
certainly highly subjective, investment professionals will form an opinion on the chances
of success. Over time, the formulation of a strategy and possibly financial targets con-
nected with it, shed light on the ability to deliver on the strategic targets. It is obviously
one thing to set out high-flying plans, but implementing them successfully is a different
ball game. If investment professionals have a clearer view on the strategy, the risk of
surprises is lower and future developments can be better predicted (Basdeo et al., 2006).
Even if that means that investment professionals expect a company to fail on a regular
basis, the expectations are better calibrated to the likely outcome. For example, a strategy
that is based on acquisitions to foster growth can be generally seen as positive. If it comes
with regular write-offs on the acquired assets, it points to overpayment and overly opti-
mistic assumptions on the contribution of the acquired assets. Both the overpayment and

a potential shortfall against financial targets can be negative for the share price. However,



-53 -

it will only disappoint investors that have not realized that the strategy is not properly

executed.

Frequent changes in strategy might suggest that management lacks a solid game plan and
succumb to pressure from dominant investors or other stakeholders. Lower visibility on
the strategic direction increases the risk of unpleasant surprises. Likewise, giving in to
pressure from individual stakeholder has potentially negative implications for other stake-
holders. Some aspects of strategy and also management quality boil down to trust. The
shorter the track record of a company and investors knowledge on the particular industry,

the bigger the leap of faith an investor has to take.

A practical issue is that management might not be keen to detail the strategy down to the
last bit. The strategy is their way to address the market and how to take on competition.
Disclosing it might hurt competitive position as competitors would know what to expect.
So, details might be lacking, might be vague or possibly not entirely true. The other issue
is that strategy might be formulated for the capital market and might not fully tally with

actual strategy.

3.3.2 Corporate culture

While reputation deals with the impression that external stakeholders have of a company,
it is clearly also important to understand what is happening inside a company. Not only
the financial result is of relevance but also in what kind of environment the results are
being achieved. The corporate culture can be a swing factor to the operating and financial
development of a company and is an important intangible asset (Edmans, 2011; Guiso et
al., 2015). As such it is relevant for share price development, since a company that is
consistently delivering better financial results than a comparable company will demand
higher valuations. Management integrity and employee satisfaction have a positive im-
pact on the financial performance (Edmans, 2011; Guiso et al., 2015), linking corporate
culture also to reputation and social aspects in managing a company. A too strong corpo-
rate culture can hinder the ability to adapt (Serensen, 2002), like efforts to protect repu-
tation (Fombrun & Shanley, 1990), and unethical management can hurt financials
(Biggerstaft, Cicero, & Puckett, 2015). National culture is even stronger than corporate
culture and cultural distance is an issue in cross-border transactions (Ahern et al., 2015;

Guiso et al., 2008).
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A key challenge is how to measure corporate culture, in particular as there are several
definitions for it (Guiso et al., 2015). The task is even more difficult, since outside stake-
holders will have to rely on proxies or indicators like the outcomes of surveys, as compa-
nies typically don’t provide data supporting their claimed values. Unsurprisingly, corpo-
rate values only claimed by a company don’t matter for the performance (Guiso et al.,
2015). Even if a company discloses data on internal surveys, it remains questionable to

which extent also unfavourable information is released.

Corporate culture is relevant as it works as a guiding framework for employees in an
environment where not everything is regulated or fixed in contractual agreements (Guiso
et al., 2015). Factors that are relevant include but are not limited to ethics, teamwork,
respect or job satisfaction. A portfolio based on one of the surveys that seek to measure
the attractiveness of an employer generated outperformance and showed positive earnings
surprises (Edmans, 2011). Financial performance was stronger than expected by invest-
ment professionals and resulted in stronger performance of the respective stock. Edmans
(2011) also provides evidence that human capital matters and that SRI screens might be
a vehicle to generate better performance. The finding illustrates the link of corporate cul-
ture to social aspects in running a company. The observation is one of the few examples
of the positive impact on financials and stock price among the mixed findings of SRI
research. The flipside to the positive results from corporate culture is, that a strong cor-
porate culture can stand in the way of a necessary adaption to significant changes in the
environment (Serensen, 2002). In that sense it is similar to reputation, where ambition to
protect reputation might stand in the way of adapting (Fombrun & Shanley, 1990). A
strong corporate culture should not be a problem for stable industries but can be danger-
ous in fast moving industries or when structural changes appear. Difficulties to adapt can
also manifest in the failure to swap out management to deal with a significantly different
situation. While stability in management is usually a good sign, but can be explicitly a

negative in situations where management has failed several times to address a problem.

Within corporate culture integrity was evidenced to have a positive impact on financial
performance and the ability to attract talent. Interestingly, the level of integrity is not
influenced by corporate governance, with the exception of the presence of a large share-
holder which is negatively correlated to integrity (Guiso et al., 2015). The same article

also states that listed companies struggle to maintain high levels of integrity. The negative
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influence of large shareholder and problems to sustain integrity suggest that integrity has
less impact on financial performance of larger capitalised stocks. Corporate culture can
also be negative and induce behaviour that can be seen as unethical (Lo, 2016). Here the
observation that the characteristics of management and employees shape the corporate
culture (Lo, 2016; Zingales, 2015) comes again into play, possibly even to the point of
psychopaths contributing to spelling disaster (Boddy, 2011). Companies, where manage-
ment shows low levels of integrity, are more often subject to financial misbehaviour, like
overstating profits or making unattractive investments, as they don’t have an ethical cor-
porate culture (Biggerstaff et al., 2015). Biggerstaff et al. (2015) also find that these CEOs
are more likely to be ousted and that the share price of those companies suffers more

during market setbacks.

Even more powerful than corporate culture is the impact of national culture that helps to
explain stock market participation and the prevalence of cross-border mergers (Ahern et
al., 2015; Guiso et al., 2008). Cultural distance on the dimensions trust, hierarchy and
individualism negatively impact the volume of cross-border transactions and also the
amount of synergies generated from a deal as there is a cost associated to overcome cul-
tural differences (Ahern et al., 2015). Cross-cultural competence could be important to
mitigate negative impact from cultural distance, however, there is no appropriate frame-
work to measure this construct properly (Bartel-Radic & Giannelloni, 2017). In addition,
the aspect that is typically used to measure cross-cultural competence, i.e. personality
traits, is not particularly predictive of one of the other aspects, cross-cultural knowledge
(Bartel-Radic & Giannelloni, 2017). These findings tally with reservation that practition-
ers harbour against cross-border deals and caution taken on promised synergies. Argua-
bly, this might be a learned behaviour from failed transactions in the past. It might also
explain varying attitude of investment professionals towards stocks within the same sec-
tor, depending on the home country of the company. A valuation discount might be de-

manded just because a company domiciles in a certain country.

Finally, there is a connection between culture and trust. Trust can be considered to fall
into the wider group of integrity and national culture does influence the general level of

trust (Guiso et al., 2008, 2015).
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3.3.3 Trust

Trust plays multiple roles in capital markets. In the context of corporate culture the per-
ceived trustworthiness of management has a positive impact on the performance of a
company (Guiso et al., 2015), trust increases the participation in the stock market (Guiso
et al., 2008), trust can work as a substitute for corporate governance (Pevzner et al., 2015)
and can be linked to reputation (Chun, 2005). Trust can also be seen as part of the rela-
tional capital (Nahapiet & Ghoshal, 1998). The role of trust offers an explanation for the
importance assigned by investment professionals to the regular contact to company man-
agement (Taffler et al., 2017) and the appreciation of financial results released by a com-

pany (Brown et al., 2016).

Like reputation, trust cannot be bought but has to be acquired by proper behaviour over
time (Dierickx & Cool, 1989). It has to be earned by the companies and individuals within
them. Trust is usually an element of reputation surveys and falls into the emotional com-
ponent of reputation (Chun, 2005). Like observed for cultural distance as a whole, also
just distance in terms of trust standalone is sufficient to hurt merger synergies signifi-
cantly as mistrust hinders coordination (Ahern et al., 2015). Lack of trust can be certainly
overcome over time when the experience allows for the development of trust. However,
the time frames set for the delivery of the synergies hardly allow for a lengthy trust build-
ing period. Trust is often seen as probability that an agent will show the expected behav-
iour, or the other way round, the risk of being cheated (Guiso et al., 2008). For individuals
investing into the stock market there is the unknown of the return but also the question
whether the stock market as a whole can be trusted; the level of trust can therefore explain

the participation rate in stock markets (Guiso et al., 2008).

Trust matters in several relationships between market participants. Investment profes-
sionals put trust into their points of contact in a company, like senior management or
investor relation functions. The main focus is likely to be on the fair and accurate disclo-
sure by a company but also on the ability of management to deliver the expected financial
performance. The buy side will make an assessment of the trustworthiness of business
partners on the sell side. And finally, companies have to trust external stakeholders that

comments are not twisted around to serve the purpose of the stakeholder. All these
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examples illustrate that trust can also be seen as part of the relational capital (Nahapiet &

Ghoshal, 1998).

Meeting management possibly serves the purpose to form a subjective view on the quality
of management and confidence in the investment (Barker et al., 2012), in other words, to
develop trust into the management and the information they convey (Chong & Tuckett,
2015; Taffler et al., 2017). This aspect of trust covers the relationship of investment pro-
fessionals to companies. But portfolio manager need not only to trust the company but
also their own ability to make the correct choice, otherwise they would never take a po-
sition (Taffler et al., 2017). The same also applies to analysts issuing recommendations.
Trust is also needed to develop the required conviction to take an investment decision
(Taffler et al., 2017). Depending on the level of trust in management, investment profes-
sionals might even perceive an investment as less risky (Schiirmann, 2006). In the ab-
sence of extensive experience with company management and lack of confidence, inves-
tors might resort to judgement of sell side analysts. However, that only works if the com-
ments of an analyst are seen as legitimate (Fogarty & Rogers, 2005). Some portfolio man-
ager will stick to the same contacts on the sell side just because they believe that they are

less likely to be misled.

Management also tends to try to “sell” the story of the company to investors. Established
companies will try to position themselves as interesting for a certain type of investor. For
example, a company might try to convince investors that they pay an attractive and sus-
tainable dividend making the share a bond like investment. Another extreme could be
growth stocks that promise to deliver significantly higher sales and earnings growth than
other companies, generating value for the shareholder that should reflect in a rising share
price. Corporate communication plays a critical role, here. Without further proof and con-
sidering that information is likely to be framed, investors will have to trust the statement.
In addition, corporate communication can also help to boost trust of investors (Wiedmann
& Wiistefeld, 2011). It is worth noting that the different levels of trust investors have,
influences their decision to own shares and that a better understanding of the situation
can at least mitigate mistrust (Guiso et al., 2008). The same way information, facts or
experience can help to lower or remove mistrust, it can also lead to the destruction of

trust.
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Communication with the capital market gets even more important for companies with a
limited financial track record. The younger the company is and the less hard data are
available, the higher the level of uncertainty. The financial targets presented to the market
might appear reasonable but paper doesn’t blush. The decision making becomes a lot
more complex as assessment of the end market, and experience in judging business mod-
els and assessment of management is likely to play a critical role. In some cases, stock

selection might be made largely based on gut feeling, very clearly a soft factor.

Another bit that is likely to have a bearing on the attraction of a stock is the disclosure of
non-GAAP earnings information. It is a common practice of companies to present their
results adjusted of exceptional, non-recurring and/or non-operating items (D. E. Black,
Christensen, Ciesielski, & Whipple, 2018). Size and regularity of adjustments give inves-
tors also an indication on the aggressiveness of accounting and whether the items are
indeed exceptional in their nature. The latter rather soft assessments would nevertheless
have an influence on the valuation of a company. It also raises the very basic question

whether to trust the numbers (Brown et al., 2016).

The connection between trust and CSR activities rests on the assumption that investment
into socially responsible projects results in the creation of trust and social capital (Jo &

Harjoto, 2011).
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4 Methodology

The assumption that soft factors play a major role in decision making and that some of
the factors are of higher importance was tested with empirical data using a deductive
approach. The data was collected from investment professionals via a survey. As reliable
data on the size and composition of the investment community does not seem to be avail-
able, the sample might not be representative. Nevertheless, the sample covers different
professions and roles among investment professionals in order to reveal potential differ-
ences in their approach to consider soft factors. The statistical analysis contains univariate
and bivariate components. Weighting of soft factors as a whole within the decision is

univariate. The individual factors are also analysed in an univariate approach.

4.1 Data collection methodology

The main objective of the survey was to collect data on the importance of soft factors in
the decision-making of investment professionals, and to ascertain which factors are seen
by investment professionals as important or irrelevant and whether there is a common
description used for soft factors. The building blocks of the survey are therefore questions
dealing with the importance of soft factors as a group, a proposed description for soft
factors, the importance of individual soft and hard factors and a more granular assessment
of the importance of factors that are likely to be seen as soft by the participants. The list
of factors to be evaluated by the participants is based on factors emerging from the liter-
ature review, informal discussions with investment professionals and the personal expe-
rience of the author. This process aimed at ensuring that no important factors are left out.
Nevertheless, open questions were used to uncover additional items. The survey closes
with a biographical part asking for data like type of employer, size of the corporation,
role of the individual, sector responsibility and time spent in the financial industry. For
the bulk of questions a five-point Likert-type scale was used. Only direct and open ques-

tions as well as questions related to biographical details use a different format.

The part seeking to establish the importance of soft factors in the decision-making of the
participants was addressed directly by a question about the importance of soft factors, and
indirectly by combining the assessment of the importance of an individual factor, soft and
hard, and looking at where these factors rank on a scale between very soft and very hard.

In order to enable an assessment of the importance of factors in the decision making,
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participants were asked for the importance of 25 hard and soft factors using a scale from
“extremely important” to not “important at all”. Regarding the same list of factors, par-
ticipants were also asked whether they see them as hard or soft. An additional block of
questions on soft factors only was used to gain a more granular insight on individual
facets of soft factors. To that end, the factors that are likely to be seen as soft were broken
down in more detail. Included were also items related to concepts in decision making.
Two additional questions were included to establish to which extent soft factors are al-
ready integrated in the decision-making process and whether there was a notable shift in
the demand of customers of investment professionals to pay attention to soft factors. In
total there were 22 questions with the biggest three blocks having 25 (two questions) and
30 items. Even though the survey targeted predominantly investment professionals active
in the German market, the questionnaire was set up in German and English in order to

also collect data from non-German speaking participants.

The survey was targeted at investment professionals, i.e. people that take or influence
investment decisions as portfolio manager, investment advisors or analysts. Their exper-
tise, experience and time spent on stock markets makes them a highly interesting target
group. The scarcity of research that is based on direct access to investment professionals
presents an additional reason to focus on this target group. The potential participants were
approached on an individual basis and are nearly exclusively from the professional net-
work of the author or their professional networks, respectively. It was attempted to reach
to an appropriate mix of employer type, employer size and role of the individual profes-
sional. To enhance chances of completion, the survey was done on a completely anony-
mous basis. As a result, the follow-up to encourage participation was done on an informal

basis.

The data was collected using an online survey which was started end of August 2019.
Most of the replies were collected in the period until end of October 2019. The latest
response was logged in January 2020. A total number of 46 individuals participated, of
which 38 completed the surveys fully. On average participants took 14 minutes to com-

plete the survey.
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4.2 Composition of the target group

The target group for the survey are professionals that make or influence investment deci-
sions in equity markets. The people working with institutional investors and banks that
are most directly linked to investment-decision taking in the equity arena are investment
professionals like portfolio managers, financial advisors and analysts. While the percep-
tion that retail investors are less well informed than institutional investors (R. B. Cohen
et al., 2002; Gibson et al., 2004) might be wrong (Kaniel et al., 2012; Kelley & Tetlock,
2013), institutional investors dominate trading volumes and therefore play a more signif-
icant role in share price formation. Investment professionals have an ideal setting for de-
cision-making in terms of access to resources, information or management of the compa-
nies they invest in. Due to time spent with markets, training, experience etc. they are an
interesting target group when it comes to assessing the role of soft factors in the decision-

making process on equity investments.

The individuals targeted for the survey needed to be specialists in their field and needed
to have extensive experience. The survey covers people from different groups of invest-
ment professionals to reveal potentially differing views between market participant
groups. The group of people included in the survey was limited to the German market,
1.e. professionals active in Germany without any limitations regarding the regional mar-
kets in which they invest but also people servicing investors in Germany without limita-
tion to the location they operate from. As a consequence, questionnaires were set up in

German and English.

There seem to be no reliable data available as regards the size and composition of the
community of investment professionals in Germany. The two relevant professional asso-
ciations in Germany, Deutsche Vereinigung fiir Finanzanalyse und Asset Management
e.V. and CFA Society Germany e.V., have about 1,400 and 2,700 members, respectively.
In aggregate this would suggest a population of 4,100. We would note that since the 1990s
people working in financial services are strongly encouraged to take an exam of either of
the two. This might suggest that the membership data gives a reasonable idea of the num-

ber of people working in the financial services sector in Germany.

These would, however, also include people active in other asset classes like fixed income,

foreign exchange, commodity or property. Likewise, it does contain employees in
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different roles like client relation, distribution, public relations, trading. According to the
CFA Society Germany e.V some 31% of members are portfolio manager or research an-

alysts (https://www.cfa-germany.de/de/ueber-uns/der-berufsverband-fuer-finanzex-

perten-in-deutschland#mission; 27.09.2019). Membership data is not broken down by as-

set class. On the other hand, it would not include sell-side analysts working outside Ger-
many. However, investment professionals working outside Germany typically don’t ser-
vice Germany exclusively. Based on these considerations, the universe probably falls into

the bracket of 1,000 -1,500.

Calculating the required sample size to satisfy a confidence level of 95%, a margin of
error of 10% and a standard deviation of 0.5 would point to a sample size of around 902,
However, that would require to poll 6-9% of the estimated population size. Given the
high degree of specialisation sought for in the respondents and the very high level of
difficulty to motivate investment professionals to participate in a survey, the target of 90
is clearly unrealistic. Relaxing the margin of error to 15% while maintaining a standard
deviation of 0.5 would suggest that a sample size of around 42 is sufficient. However,
looking at the standard deviation of the replies to the main question — weight of soft fac-
tors in the decision — would point to a standard deviation of 0.17 for the direct question
and 0.06 for the calculated version. Using a standard deviation of 0.17 and a margin of
error of 10% and 15% would suggest a required sample size of 52 and 24, respectively.
Doing the same calculation with a standard deviation of 0.06 would yield 22 and 10,
respectively. At the midpoint of both intervals the required size of the target group would
be 37 for 10% margin of error and 17 for a margin of error of 15%. The calculated version
on the main question is probably more credible, since there might be a proportion of tac-
tical answers to the direct question. Against this backdrop a number 46 participants and

38 fully completed surveys appears reasonable.

As also the exact composition of the universe of investment professionals is unclear, the

sample was deliberately composed in a way that enables to uncover potentially differing

22xpx(1-p)

2 Calculation is based in the formula sample size = with z = z score, p = standard deviation,

o2
(szpx(l—p)
e2xN

e = margin of error and N = universe,


https://www.cfa-germany.de/de/ueber-uns/der-berufsverband-fuer-finanzexperten-in-deutschland#mission
https://www.cfa-germany.de/de/ueber-uns/der-berufsverband-fuer-finanzexperten-in-deutschland#mission

-63 -

approaches of the subgroups among investment professionals. As such, the sample might

turn out to be not representative of the universe, which could have bearing on the results.

4.3. Demographic data of the participants

When it comes to the demographic data, we find that 87% of participants are male and
13% are female. 68% of respondents are based in Germany, 13% in the UK, 11% in

Switzerland, 5% in India and 3% did not disclose the location.

2% €6

The answers on the type of employer were grouped into “asset management”, “wealth
management” and “broker”. The group “asset management” contains also the group
“hedge fund”. Brokers, independent research boutiques and financial services® were sub-
sumed together under the heading “broker”. Nearly half of the responses came from in-
vestment professionals working in asset management, 21% from people in wealth man-
agement and 32% at brokers. Asset management and wealth management are both part
of the buyside but service different client groups. Brokers on the other hand represent the

sell side of the market.

= Asset management = Wealth management Broker

Figure 2. Split of survey participants by type of employer

When looking at the size of the operation, 38% work in the top quintile, 26% in the second
quintile, 15% in quintile three and four, and 21% in the bottom quintile. On the buyside

3 The person is based in India and most certainly part of the offshore capacity of a broker.
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we find 30% coming from the top quintile, 30% from the second quintile and 30% from
the bottom quintile. For the sell-side the split is 58% from the biggest houses, 17% from
second and fourth quintile and 8% from the third. In the further analysis we will work

with the main size baskets top quintile, the three middle quintiles and the bottom quintile.

38%

26%

m 5thquintile  m 4thquintile = 3rd quintile 2nd quintile 1st quintile

Figure 3. Split by size of the operation

In terms of role, the participants are largely split in half between analysts and portfolio
managers. One respondent replied that his role is CEO. Given the type and size of the
business, the person has most certainly a role in portfolio management. We also group

the role “investment advisor” into the bucket “portfolio manager”.

The split by sector focus yielded 23% on Industrials, 18% Consumer goods (half staples,
half discretionary), 14% Communications, 6% Healthcare, 6% Materials, 3% Financials,
3% IT and 29% Generalists. For further analysis we aggregate IT and Communications —
a fairly common combination — and Materials, Healthcare and Financials in “Others” as
a residual group. 26% are focused on Small and MidCaps - which we consider as a sepa-

rate group for further analysis. Unfortunately, only one participant has an ESG focus.
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28%

14%
6%
3% 3%
m Materials m Industrials = Consumer Goods Healthcare
Financials Technology Communications Generalist

Figure 4. Split by sector focus

The answers on the tilt in the investment process open the way to an analysis on the
influence of the tilt on the importance of individual factors. 31% of the participants stated
that they have a qualitative tilt, 18% have a quantitative tilt and 51% gave no answer.
62% of the respondents follow a bottom-up approach, 15% are top-down oriented and
23% gave no answer. As for the investment horizon, 36% are long-term oriented, 8% are
trading and 56% gave no answer. 90% of the respondents said that they have a funda-
mental tilt. Though probably not surprising given the target group, it is obviously not a
reasonable basis for further differentiation. Likewise, no specific analysis regarding ac-
tive and passive approaches is possible, since no one chose “passive”. The sample for the
groups “ESG”, “style” and “other” is too small, even counting a specific tilt towards div-
idend stocks also into the “style group”. About a quarter of the participants lean in their
decision process towards a combination of fundamental, bottom-up, active and long-term

oriented.

The participants’ years of experience in the financial industry concentrate on the upper
two thirds of the age brackets. The age bucket with less than 5 years experience comprises
only 10% of participants and no one is in the bracket 5 — 10 years. The biggest group,

33% of respondents, is the 16 — 20 years experience bracket.
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Figure 5. Split by experience in years

4.4 Design of the questionnaire

The main question is how important soft factors are in the decision-making process of
investment professionals. Furthermore, the questionnaire aims to establish, whether there
are factors that are deemed most relevant for investment professionals and which factors
these are. The survey should also help to uncover factors that are not reflected in the

survey outline.

The survey was developed based mainly on recurring factors in relevant research papers.
Informal discussions with investment professionals helped to uncover further factors that
do not play a prominent role in research publications and to aggregate factor groups. In
addition, factors were included based on the experience and believes of the author. To
capture potentially missing relevant factors, open questions were included. Except for the
open questions, the direct question on the weight of soft factors and the demographic

questions, all questions use a five-point Likert-type scale.

The survey went through two stages of review by four professional market participants
to first validate the selected factors and second to check usability and time consumption.
The review was done by people that have a detailed knowledge of equity markets (e.g.
equity sales, trader), but are not part of the target group.



-67 -

Question 1 deals with the importance of a number of hard and soft factors in the decision
making for an investment professional. The participants are asked to assess the im-
portance on a scale from “extremely important” to “not important at all”. The list of fac-
tors for question 1 was designed in a way to achieve a relative balanced composition of
hard, soft and mixed factors based on the subjective assessment of the author. The objec-
tive was to create a fairly comprehensive list of factors, hard and soft, that are potentially
important and to avoid a bias in the list of factors towards soft. Likewise, factors were
included that the author sees as less relevant to avoid a result were all factors are selected
as “very important”. To limit the number of factors used in question 1, some factors

needed to be aggregated up.

Factors that are likely to be seen as rather hard include macroeconomic factors, market
environment, historic financial data, scenario analysis, valuation, risk as a hard number
and portfolio context; the reasoning for inclusion will not discussed in more detail as it is
not the main objective of the research. The factor relating to the business model can be
described with hard numbers, but also with aspects that are highly subjective. The latter
fall into the domain of management strategy and trust. ESG was separated into the factor
“environmental and social” and the factor “corporate governance”. The latter seem to be
of higher importance and the separation was done to avoid a distortion of the weight of
ESG as a whole to the upside. The factor “intangibles” is at this stage a mix of items
recorded in the balance sheet but also of items that are soft factors presented in a different
guise. Also, quality of financial disclosure was aggregated up to a factor that contains
rather hard aspects and on the other hand aspects falling into the domain of behavioural
finance, like information processing, framing, and trust. Reputation and corporate culture
were handled as two separate factors. Forecasts or earnings guidance issued by a company
is typically a hard number, however, it is clearly subject to interpretation by the invest-
ment professional. In the factor “access to information” items like management access
(covering trust and reputation), contact to other market participants (falling into the do-
main of behavioural finance) and hard aspects like language and distance are included.
Features of potential news flow are targeted on rather hard aspects like the date of the
next event that can move a share or possibly the exchange rate on a share-based acquisi-
tion. In addition, it also includes subjective elements like the probability of a transaction

materializing. Besides, it is a strategy employed by event-driven hedge funds.
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Convictions falls into the space of emotion and trust. “Public affairs” is aggregated from
efforts to connect with stakeholder and the response in the media. Knowledge on sector/
company circles back to the business model and also touches overconfidence in private
information. Emotion was aggregated from the emotion of individual market participants
and the sentiment on the equity market. The factor on positioning tackles the aspect of
herding, both in the sense of where many market participants hold the same position but
also what the average expectation is. “Recommendation of the media” aims directly at
the question whether investment professionals are subject to the availability heuristic. The
“conflicts of interest” item includes corporate governance, framing and compliance. The
factor on quantitative analysis is interesting as the analysis/ filtering is based on hard
numbers but uses potentially subjective forecasts and is connected to behavioural eco-

nomics.

The factors were lined up in a way to allow the user to tackle the factors in a systematic
way. It starts out with broader items regarding the context a company operates in, goes
next to more company specific items, than covers aspects of relationships between a num-
ber of stakeholder and finishes with more technical aspects of stock selection. Presenting
the aspects in this particular order might have distorted results. A presentation of the fac-
tors where the line-up changes for every user was considered but rejected due to concerns

on usability and completion ratio.

The first question block was followed by an open question to capture any additional fac-

tors that survey participants feel are important for their decision process.

To find out whether there is a consensus among practitioners on the description for soft
factors they were asked in question 3 whether they agree/ disagree to the following de-
scription: “Soft factors can’t be measured, are difficult to verify, are difficult to grasp and
contain a subjective element.” The question also serves to set a common ground for sur-
vey participants’ assessment in question 5 whether the factors presented in question 1 are
soft or hard. Question 4 gives the participants room to explain which aspects in the de-

scription are wrong or missing from their point of view.

Question 5 enables participants to qualify the factors lined up in question 1, from “very
soft” on one end of the scale to “very hard” on the other end of the scale, in order to find

out whether there is a consensus which factors are seen as soft and which as hard. In
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combination with the data from question 1 on the importance of the individual factors,
question 5 also serves the purpose to establish how much weight in a decision making is

assigned to soft aspects.

In question 6 the granularity on factors that are likely to be seen as soft was increased to
get a clearer picture of the soft factors that are seen as most or least important. The ques-
tion also serves as a reconciliation with the answers given in question 1. Like in question
1, the participants are asked to assess the importance on a scale from extremely important
to not important at all. The selection of the factors and the level of detail was based on
literature and informal discussions with industry experts. The factors were also compiled
in a way to avoid too big weights towards one of the main groups of psychology, non-
financial information and corporate culture/ reputation. A number of additional questions
outside the main areas were added to check on adherence to certain concepts (e.g. sense-
making or consistency with the neoclassic theory), factors that are bordering on soft fac-
tors or don’t fall clearly into one of the main groups. Again, factors were deliberately
added that were less likely to draw the selection “extremely important” to avoid having a

list of factors that are all deemed important.

Beside getting a more granular view on which factors are seen as important or irrelevant,
there are a number of secondary objectives. The question is also aiming to pin down
whether there is a particular aspect driving the selection in question 1. This was either
done by separating out individual aspects or by moving the question more towards the
softer aspects of the factor. In the latter case, the subjective importance assigned by the
participants should increase, if the softer parts are seen as more important than the harder

ones and vice versa. The question is also meant to verify selections in question 1.
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Figure 6. Mapping of items used in questions 1 and 6 to the main groups

The factor business model was moved more towards the softer aspects of it, to separate
out the assessment of the softer items by the investment professionals. The area ESG was
split into five questions plus a question on conflicts of interest. There is one question on
environmental and social issues each and two direct ones on corporate governance. One
question on corporate governance emphasises the shareholder value and one was a more
neutral description of corporate governance. The idea is to get an impression to which
extent professional investors associate corporate governance with a concept rooted in the
principal-agent theory. The item on conflicts of interest towards the end of the question
block refers to the principal-agent theory again and therefore also falls into the corporate
governance block. As such it should work as a control for the direct questions on corpo-
rate governance. It was slightly reworded compared to question 1. The final question in
the ESG category targets the property of ESG as a risk management tool. Regarding qual-

ity of disclosure the questions were modified in order to uncover the importance of trust
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into the information reported and of how information is presented. The factor “intangi-
bles” was narrowed down to only “intangible goods”. The question is also meant to check
to which extent investment professionals accept intangibles as contributor to the valuation
of a company. The factor reputation was split up into management quality, company strat-
egy and more broadly the emotional assessment of a company. Corporate culture was
viewed from the angle of ethical and moral standards but also with regard to the influence
of the strength of corporate culture. As for the financial outlook, this factor was focused
towards the subjective expectation of the market participants. To a certain extent the fac-
tor also covers the aspects herding and momentum. Access to information was split up
into “management contact”, to pin down the influence of building trust to management
and management quality, and “views of other market participants” in order to establish
the potential influence of herding. The next factor is aimed at information processing and,
hence, the question aims at a view that is either rooted in the neoclassical world or rather
accepts that its concepts might not be compatible with how investment professionals view
capital markets. “Special situations” refers to features of the news flow but shifts the focus
away from harder aspects like reporting dates and more into the direction of aspects that
require judgement. “Strength of an equity story” seeks to capture the view of participants
on the role of conviction in an indirect way and, hence, it falls into the area of emotion
and trust. “Public relations” is broken up into public affairs and how the company is seen
in the media. The former deals with efforts of the company to improve their market posi-
tion, while the latter checks on the availability heuristic. The item dealing with the view
of the media also circles back to the item in question 1 regarding recommendations from
the media. In this section, the factor “knowledge on a company” focuses on behavioural
aspects like overconfidence and stance on risk depending on previous outcomes. The fac-
tor on emotion was split for better distinction into sentiment of the whole market and the
emotion of the individual investment professional. The question on market reaction aims
more broadly at the role of sensemaking in decision making, however, it might prove
difficult to pin down the role of sensemaking. Factors that are associated directly to be-
havioural economics are directly addressed by asking for the importance of positioning
(herding), reflecting on behavioural economics and relative performance of own picks
(perception of risk, house money). However, against the backdrop of the significant num-

ber of heuristics and biases detected so far, it would have been unrealistic to conclude a
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comprehensive review. Question 7 asks for additional important soft factors which were

not covered in question 6.

The weight of soft factors is measured with a direct question (question 8) and indirectly
by combining scores for individual factors and the assessment of degrees of “softness” of
these factors by the participant (question 1 and 5). Individual factors that did not receive
a score for importance and/or their “softness” were excluded from the calculation of the

implied importance of soft factors.

Question 9 aims to establish how strongly soft factors are integrated into the decision-
making process. The scale ranks from “Fully integrated” to “Not at all integrated”. Effec-
tively, that means to which extent soft factors are systematically considered for an invest-
ment decision. Answers are also expected to give an indication how much attention soft
factors are given in an investment decision. The answer will not uncover whether this is
a quality of the individual asked or whether it is embedded in the investment process of

the company.

The next question seeks to uncover how the demand side has shifted regarding the main
blocks. ESG is covered with the factors socially responsible behaviour, again consisting
of the two groups “social and environment”, and corporate governance. Corporate culture
and reputation are covered with a question each. The block “psychology” is split up into
behavioural finance and the broader theme emotion. The answers should shed some light
on the extent to which changes in the importance of factors are actually forced upon them

due to client requests.

Questions 12-21 capture demographic data as country of workplace, type and size of em-

ployer, role in the company, sector focus, investment style and experience.

Though certainly interesting, no questions to uncover psychological aspects and person-
ality traits of the respondents were included. Covering these aspects as well would have
extended the amount of time required to complete the survey probably significantly. More
importantly, it could have impaired response rates. Participants most likely would have
realized that questions are aimed to build a psychological profile and be less inclined to

answer them. In addition, the survey might have moved too much into the direction of

psychology.
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4.5 Aspects of the sample and alternative approaches to data collection

The composition of the target group is most likely not representative for the population
of investment professionals, since size and composition of the population are unknown.
It was attempted to do the survey among a balanced mix of investment professionals from
different types and sizes of employers with different roles. However, as participation was
voluntary, there was no way to control the final composition of the participation list. The
mix of participants might be subject to certain biases, as the target group consists primar-
ily from the author’s personal network and the networks of the individuals contacted.
Most of the targeted survey participants were contacted personally and an informal fol-
low-up was done to encourage participation. To enhance chances of completion the sur-
vey was done on a completely anonymous basis. As a result, data cannot be traced back
to the participants. Neither personal data were requested nor was the IP address logged.
Demographic data was asked for in the survey and completed by the participants in 80%
of cases. The demographic data is the only source of information regarding the composi-
tion of the sample. In addition, there is a self-selection bias, as participation was volun-
tary.

In an ideal scenario it would have been interesting to see to which extent the assessment
of the individual factors by the participants is context dependent and also to validate an-
swers. To that end the creation of fictitious shares that are loaded with soft and/or hard
factors in the context of a conjoint analysis would be an option. The concept of conjoint
analysis is well established to capture preferences and could be interesting in this context.
It enables the validation of answers given on a Likert-type scale and at the same time
check to which extent preferences are impacted by the context, i.e. how levels of individ-
ual factors impact preferences for other factors. While it is very common in market re-
search it is rarely used in finance. Another problem is that it can easily yield an overly
large number of hypothetical stocks. To keep the number of hypothetical stocks down to
an acceptable level to compare, the number of factors (attributes) and levels would have
needed to be cut down considerably. To make use of orthogonal designs the number of
attributes would have to go down to a maximum of 13 factors and three levels compared
to the 25 factors and five levels used in a matrix. Even using that orthogonal designs
would still yield 27 hypothetical stocks, while 20 is typically seen as the threshold for

reasonable handling. In addition, the very nature of soft factors — subject to interpretation
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by an individual — raises the question whether this method would yield sound results.
Finally, the implementation in an electronic survey platform and the evaluation of the
data might have been challenging. As a consequence, this approach was not used in the

survey.
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5 Data analysis

The empirical analysis suggests that nearly 50% of an investment decision taken by pro-
fessionals in the equity arena relies on soft factors. According to the responses, soft fac-
tors are, integrated into the decision-making process in more than two thirds of the cases.
All three main groups, represented by two items each, show an increased focus. The big-
gest increase was recorded for ESG, followed by reputation / corporate culture and psy-
chological aspects. The description for soft factors presented in the thesis was accepted
by investment professionals participating in the survey. In the context of hard and soft
factors, the soft factors conviction and reputation are among the five most important fac-
tors. Recommendations in the media, public relations, socially responsible behaviour and
potential conflicts of interest are among the five least important factors. In the context of
soft factors only, the group seen as most important on average is reputation/ corporate
culture, followed with some distance by non-financial information and psychology.
Within reputation/ corporate culture the items strategy and management quality clearly
dominate. Regarding non-financial information the protection of shareholder rights is the
dominant item. Among psychological aspects, only the rephrased version of conviction
matters. Aspects of behavioural finance are broadly seen as irrelevant. Among the items
not allocated to a main group the business model clearly stands out and the item that deals
with the question to which extent an information has been reflected in a share price mat-

ters, as well.

The central question on the general importance of soft factors in decision making yielded
metric data. These were subject to a univariate analysis. Most of the other data collected
are ordinal. The selection on the Likert-type scales was mapped onto numbers with the
highest reading, e.g. “extremely important”, representing 5 and the lowest, e.g. “not at all
important”, representing 1. The data collected on profession, role and type of employer
are nominal. The bulk of the data analysis is univariate while the more revealing analysis

is bivariate. For the data analysis IBM SPSS was used.

5.1 Weight of soft factors in decisions

The direct question for the weight of soft factors resulted in an average of 49% with a
standard deviation of 17%. An indirect approach points to a weight of 48% with a stand-

ard deviation of 6%. The results are not comparable and not correlated. More than two
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thirds of the respondents state that soft factors are integrated or fully integrated into the
decision-making process. The answers correlate with 0.42 to the answers to the direct
question on the weight of soft factors. All three main groups, represented by two items
each, show an increase in client demand. The biggest increase was for ESG followed by
reputation / corporate culture and psychological items. The two items show pairwise cor-

relations of about 0.5.

Question 8 directly asks for the weight of soft factors in decision making. On average the
weight that investment professionals say they assign to soft factors is 49% with a standard
deviation of 17%. That would suggest that with a confidence level of 95%, the proportion

of soft factors in an investment decision falls into the interval of 32 to 66%.
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Figure 7. Weight of soft factors (direct question)

Group comparisons were done based on type of employer, size of the employer, role in
the operation, sector and market cap tilt (i.e. focus on small caps), and experience. The
groups formed on the basis of experience failed the Levene-test as homogeneity of vari-
ance produced only a significance of p = 0.035. An analysis of variance points to a dif-
ference between the groups for the groups formed on the basis of the type pf employer.
However, the post hoc tests (Tukey-HSD and Scheff¢) did not show a difference between
the groups.
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Figure 8. Weight of soft factors for groups of type of employers

The weight of soft factors in decisions is also calculated indirectly using the score as-
signed for the importance of an individual factor (question 1) and combining that with
the assessment of the participant where that particular factor ranks on a scale from being
very soft to very hard (question 5). The score for the importance is multiplied with the
score for being soft or hard for every factor and then summed up for all factors. The sum
is divided by the sum over the scores for the importance of all factors, yielding a score
that expresses the weight of soft aspects in a decision. While the approach has certain
shortcomings®, it gives probably a less biased indication of the weight soft factors in de-
cision making. The calculation is done for every participant of the survey. The result is
an average score over all participants of 2.9 and a standard deviation of 0.31. 88% of the
responses fell into the interval 2.5 to 3.5. Assuming the five-level scale consists of equiv-
alent bands of 20 percentage points, 2.9 would translate into a weight around 48% and a
standard deviation of roughly 6%. That would suggest that with a confidence level of
95%, the proportion of soft factors in an investment decision falls into the interval of 42

to 54 %. The numbers should be treated with some degree of caution.

* The main issue is that the intervals in question 5 are with 20 percentage points too wide and to a minor
degree that the factors listed are implicitly assumed to represent 100% of the decision
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Figure 9. Weight of soft factors (calculated and direct question, five-level scale)

Though the figure 9 would suggest that there is a correlation between the two results, it
is important to bear in mind that the results are not comparable. The main points are that
question 8 uses a scale from 0-100% while questions 1 and 5 are on 5 level Likert-type
scales. The wide ranges of the Likert-type scales cause problems as a participant marking
a factor as “very hard” might mean that there is 0% of soft aspects for him in the factor
or that 19% of the factor is about soft aspects. Nevertheless, the correlation was calculated
by also putting the answers of question 8 onto a five-level scale with bands of 20 % each.
Only participants were included that answered questions 1, 5 and 8. On that basis a rank
correlation (Spearman) was calculated. The analysis showed a correlation of -0.019. The
results are essentially uncorrelated. When translating the results of the combination of
question 1 and 5 in a percent scale form 0 — 100% and comparing the data with the an-

swers of question 8 also optically shows that there is no pattern.
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Figure 10. X,Y plot for weight of soft factors (calculated and direct question)

Question 9 asked to which degree soft factors are integrated into the decision-making
process on a scale ranging from fully integrated to not integrated at all. 68% of respond-
ents state that soft factors are quite or fully integrated in their decision-making process.
For 27% it is moderately integrated and only 5% say that it is slightly integrated. No one
said it is not integrated at all. The answers on the degree of integration are positively
correlated to the weight of soft factors in decision making given in the question before

with a correlation coefficient of 0.42.

According to the results of question 10, the biggest increase in client demand in the last
five years among the factors selected for this question refers to socially responsible be-
haviour and corporate governance. These two factors show a correlation coefficient of
0.49. The answers for the factors reputation and corporate culture show a correlation of
0.48 and achieve similar levels of demand increase. The lowest ranking in demand in-
crease show the factors findings from behavioural finance and emotional aspects. Here
the correlation comes out at 0.51. All factors show an increase in client demand with the
lowest two only slightly above unchanged while the highest two are a good part above
“increased”. One respondent singled out environmental as a factor where demand has

shifted strongly.
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5.2 Description of soft factors

About 66% of participants agreed or strongly agreed with the description for soft factors
presented. A t-test confirmed that the description was accepted. The five softest items are
emotional aspects, corporate culture, socially responsible behaviour, public relations and
reputation. The biggest standard deviation in assessing the softness/ hardness of an item

among soft factors showed for recommendations in the media and conviction.

4% of the investment professionals agreed strongly with the presented description for soft
factors presented and 62% agreed. Some 13% disagreed with the description. Running a
T-test against the reference value “disagree” suggests that the description was accepted
(T=13.5 and p-value < 0.05). One criticism elaborated on by a participant is based on the
view that some of the soft factors can be quantified and are used in financial or valuation
models. A second participant pointed out that they can be measured, but there is no com-

mon view on the scale and that it is challenging to integrate them into a valuation model.
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Figure 11. Distribution for level of agreement to description

The five factors that are seen as the softest are emotional aspects, corporate culture, so-
cially responsible behaviour, public relations and reputation. The factors seen as hardest
are historic numbers, valuation, macro, measured risk and market environment. The big-
gest disagreement on the assessment of the degree of softness, as measured by the stand-
ard deviation, was visible on recommendations in the media, conviction, quantitative

analysis, quality of financial reporting and scenario analysis. The first two are broadly
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seen as soft while the next two are rather seen as hard. Interestingly the average assess-

ment of the softness of all factors comes out pretty much at the midpoint.
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Figure 12. Degree of softness

Running t-tests against the reference values for “soft” (on the Likert-type scale 4) and
“hard” (2) confirmed the top five soft factors as soft and extends the list by the item access

to information.
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Item Test value N Mean T Sig.

Socially responsible behaviour 4 42 4,1429 1,062 0,294
Reputation 4 42 4,0714 0,65 0,519
Corporate culture 4 42 4,4762 5,194 0,001
Access to information 4 42 3,7857 -1,502 0,141
Public relations 4 42 4,0952 0,781 0,439
Emotional aspects 4 42 4,5 4,374 0,001

Table 2. t-test for soft factors

Likewise, the top five hard factors are also confirmed by a t-test. Quantitative analysis

and quality of financial disclosure were also accepted as hard, but only with a small mar-

gin.

Item Test value N Mean T Sig.

Macroeconomic factors 2 42 1,9524 -0,298 0,767
Market environment 2 42 2,1667 1,311 0,197
Historic financials 2 42 1,4048 -6,152 0,001
Quality of disclosure 2 41 2,3171 1,875 0,068
Valuation 2 42 1,5952 -4,184 0,001
Risk of a stock 2 42 2,0238 0,162 0,872
Quantitative analysis 2 42 2,3095 1,835 0,074

Table 3. t-test for hard factors

5.3 Factors seen as most and least important

In the context of hard and soft factors, the soft factors conviction and reputation are
among the five most important factors. Recommendations in the media, public relations,
socially responsible behaviour and potential conflicts of interest are among the five least
important factors. Most additional factors mentioned are part of the items presented in
the survey. The strongest correlation in the assessment of the importance could be ob-
served among ESG related items. In the group psychology there is a high correlation be-
tween conviction and access to information. The importance of reputation and corporate

governance also shows a high correlation.
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The five factors among 25 soft and hard factors that are seen as most important by the
participants are business model, market environment, conviction, valuation and reputa-
tion. The five factors seen as least important are recommendations in the media, public
relations, quantitative analysis, socially responsible behaviour and potential conflicts of
interest. It is worth noting that there is a drift towards assigning a high importance to the
factors selected yielding an average score of 3.5, while the mid-point of the scale sits at
3.0. We find a correlation coefficient of > 0.5 with a p value of <0.001 between the results
for corporate governance and socially responsible behaviour and between corporate gov-
ernance and potential conflict of interests. Other correlations with a p value of < 0.001
are between market environment and knowledge on the sector/ company and also between

business model and potential conflicts of interest.
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Figure 13. Mean and standard deviation of soft and hard factors
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Also of interest is the correlation between items belonging to the bigger groups of soft
factors defined for the thesis. Among the psychology-related items we find that emotion
is correlated to public relations and positioning with correlation coefficients of 0.32 and
0.30 (p-values < 0.05), respectively. Conviction is correlated to access to information

with a correlation coefficient of 0.41 and a p-value of 0.005.

The group non-financial information is represented in question 1 with lines dealing with
socially responsible behaviour, corporate governance and potential conflicts of interest.
Corporate governance is correlated with a correlation coefficient of > 0.5 and a p-value
0f' < 0.001 to the two other items and socially responsible behaviour with 0.47 and 0.001,

respectively.

When it comes to the somewhat more heterogeneous block of corporate culture, we find
a correlation of 0.43 and a p- value of 0.003 for the questions that directly deal with
reputation and corporate culture. The correlations of the factors that partly fall into the
group, is between quality of disclosure and corporate culture 0.25 (p-value 0.096) and

between access to information and reputation 0.28 (p-value 0.062).

Four out of 46 respondents pointed out that they deem additional factors as very im-
portant. One was missing earnings momentum which belongs broadly speaking to quan-
titative analysis and is more explicitly mentioned in question 6. Another mentioned that
the sector context is very important, since the importance of individual factors can vary
considerably from sector to sector. An additional comment centred on direct access to
management being part of access to information, and coverage by brokers (i.e. that
enough people on the sell-side analyse a company). The most comprehensive comment
refers to access to information (company, proactivity of management and investor rela-
tions), corporate governance (basis for variable compensation), financial metrics (return

and cash flow measures) and growth potential.

5.4. Soft factors seen as most or least important

The group seen as most important on average is reputation/ corporate culture, followed
with some distance by non-financial information and psychology. Within reputation/ cor-
porate culture the items strategy and management quality clearly stand out, which display

high correlations to the trust related items clarity of reporting and access to management.
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Emotional appeal does not matter and corporate culture scores averagely. The most im-
portant item in non-financial information is protection of shareholder rights. Other as-
pects of corporate governance are located more in the middle ground. Social and envi-
ronmental aspects are seen as irrelevant and display high correlations to corporate culture.
In the domain of psychological aspects, only the rephrased version of conviction makes
it into the top quintile as regards importance. It has a high correlation to emotion. Aspects
of behavioural finance are broadly seen as irrelevant. Among the items not allocated to a
main group the business model clearly stands out. There is no strong correlation to be
singled out. Just outside the top quintile is the item that deals with the question to which
extent an information has been reflected in a share price. It has high correlations to a high

number of other factors.

The five soft factors coming out as the most important are business model, strategy of the
company, quality of management, protection of stakeholder interests and clarity of re-
porting. Located at the other end of the spectrum are the stance of the media, public af-
fairs, views of other market participants, reflection on behavioural finance and ESG as
risk management tool. The average across all factors is at 3.3 which is still above the
midpoint of the scale at 3.0. Beside the factors covered in question 6, one respondent
mentioned that there are other factors that are very important in decision making, high-

lighting the incentive system of management.

Items that are correlated with a correlation coefficient of > 0.5 and a p-value < 0.001
include environmental aspects and social aspects. Social aspects are also connected to
ethical standards. Clarity and consistency of disclosure is correlated to emotional appeal
and own feelings. Furthermore, quality of the management and strategy show a connec-
tion. We find also a correlation between emotional assessment of a company and own
emotion. Ethical standards are correlated to the strength of the corporate culture and also
to the question which information is contained in the share price. There is also a correla-
tion between the strength of the equity story and to which extent information has been
priced in. Market sentiment is correlated to momentum. Finally, momentum and relative

performance of own picks are highly correlated.

The more detailed aspects of the results of the survey regarding the importance in a con-

text of soft factors only, is broken down to four groups for easier handling. The items are



- 86 -

clustered along the lines of the main groups psychology, non-financial items, corporate
culture/ reputation and a residual. The latter contains adherence to certain concepts (e.g.
sensemaking), factors that are bordering to soft factors or don’t fall clearly into one of the
main groups. The grouping was mainly done on a basis were research results indicate a
connection and the subjective assessment of the author. The grouping is supported by

correlations between the individual factors.

5.4.1 Psychological aspects

While conviction was seen as the third most important factor in the context of soft and
hard factors, the rephrased version of the item in question 6 dropped to just outside the
top quartile. In addition, the two items show only a medium correlation (0.35). Within
the block of psychological items we find a correlation of 0.4 (p-value < 0.01) to market
sentiment. Worth noting is the high correlation of emotion in question 1 with the re-
phrased version of conviction in question 6 (0.68). Besides the correlation to the item
regards to which extent information is in the share price reflected there are correlations

with a p-value of <0.01 to special situations (0.47) and market sentiment (0.43).

Emotion as a factor is located in the middle of the fourth quintile of importance when
considering hard and soft factors. Splitting it up in question 6 into market sentiment and
own emotion yields a ranking in the middle ground and in the middle of the fourth quin-
tile, respectively. The two items show a medium correlation (0.36). Market sentiment
correlates at 0.46 (p-value 0.005) with the item emotion in question 1. The reading for
the correlation of own feeling with emotion in question 1 is 0.48 (p-value 0.003). Within
psychology-related items we find correlations for market sentiment to the rephrased ver-
sion of conviction (0.43, p-value 0.01), crowding (0.48, p-value 0.002), own relative per-
formance (0.52, p-value 0.001) and a medium one to own feelings (0.36, p-value 0.04).
For own emotions to views of the media (0.43, p-value 0.009) and to own relative perfor-
mance (0.4, p-value 0.02). Outside psychology there are correlations with a p-value <
0.01 for market sentiment to macro (0.53), corporate governance (-0.47), special situa-
tions (0.56), social aspects (-0.48), experience with the company (0.51), sensemaking
(0.45) and momentum (0.62). For own feelings to clarity and consistency of disclosure

(0.55) and emotional appeal (0.54).
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Separating out the more behavioural economics aspect of access to information, i.e. views
of other market participants, triggers a drop to the least important factors. The correlation
between the two items is not particularly high at 0.22. We find also a medium correlation
to crowding (0.39). The assessment of the part of public relations that deals with the re-
sulting stance of the media remains unchanged also in question 6. The stance of the media
is seen as the least important factor for decision making. Stance of the media is correlated
at 0.44 (p-value 0.007) with public relations in question 1 and also to recommendations
from the media at 0.40 (p-value 0.02). Within psychology-related items we find the high-
est correlation to own emotion (0.43). Positioning is ranked by the survey participants
largely in the middle ground in question 1 and it drops to the bottom of the fourth quintile
after focussing more on crowding in question 6. The items are slightly correlated at 0.25.
With regard to the other items within the block of psychology, the correlation to market
sentiment is highest (0.48). Looking at the importance of the own relative performance
against the benchmark, investment professionals see importance as well below average.
The item is most correlated to momentum (0.83) and market sentiment (0.529, and also
to the item emotion as a whole in question 1 with 0.47. Tackling the influence of behav-
ioural finance finding on decision making directly, i.e. by asking whether reflection on
potential biases matters, it is seen clearly as unimportant. Reflection on behavioural eco-
nomics is medium correlated to half of the items that can be linked to this field like views
of the media (0.38) and crowding (0.4) but only slightly correlated to the other half like
views of other players (0.17) and relative performance (0.18). When aggregating all fac-
tors that are more or less targeting aspects of behavioural finance, we find that they are

located on average in the bottom quintile (average rank 25.4, average score 2.6).

Averaging across all items that were grouped into psychology results in an average score
of 2.9 and an average rank of 21. Three out of eight items are located in the bottom quin-

tile, three in the fourth quintile and one in the third and second quintile, each.
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Figure 14. Mean and standard deviation in the group psychology

5.4.2 Non-financial information

Compared to the score for socially responsible behaviour in question 1, the individual
scores for social and environment move slightly up in question 6. However, also in the
context of soft factors only, environment and social are on the border to or in the bottom
quintile of importance. The two items in question 6 are correlated with the corresponding
item in question 1 with 0.6 (p-value 0.0001) and 0.73 (p-value <0.0001). When looking
at corporate governance, the reading for the shareholder value aspect is in the top quintile.
The more neutral description is at the bottom of the second quintile. Conflicts of interest
are seen as one of the least important factors in question 1 and are at the bottom of the
third quintile in question 6 (correlation 0.53, p-value 0.001). The item on corporate gov-
ernance in question one is strongest correlated to the shareholder value aspect (0.46, p-
value 0.004), correlated with conflicts of interest (0.38, p-value 0.02) and only slightly
correlated to the broader description (0.15). ESG as a risk management tool is located in
the bottom quintile of importance and correlates at 0.32 (p-value > 0.05) with socially
responsible behaviour in question 1 and with corporate governance at 0.38 (p-value 0.02).
Outside the ESG block there are correlations at a p-value < 0.01 for environment and
social aspects to corporate culture (0.53 and 0.47), whereas correlation of social aspects

is also confirmed by a correlation to morale/ ethics (0.54). Social aspects are also
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negatively correlated to market sentiment (-0.48). For shareholder value there is a corre-

lation to disclosure (0.49).

Averaging across all items in this group results in an average score of 3.2 and an average
rank of 17.8. However, there is a notable difference to corporate governance related items

with the readings 3.6 and 10.7, respectively.

Ecological Social aspects Protectionof Framework of Conflicts of ESGforrisk
aspects stakeholder rules interest management
(rephrased)

Figure 15. Mean and standard deviation in the group non-financial information

5.4.3 Corporate culture and reputation

Management quality and company strategy show the highest reading among the soft fac-
tors only after business model. The emotional component of reputation is near the upper
end of the fourth quintile of the group of soft factors. All items are at least at 0.45 corre-
lated (p-value 0.005 or lower) to the item reputation in question 1, which is in the top
quintile among soft and hard factors. Management quality and strategy are highly corre-
lated (0.78) but correlation to emotional aspects of reputation is only medium (0.28 and
0.37). Quality of management has also a high correlation to contact to management
(0.46). Strategy and emotional appeal show both a high correlation to clarity and con-
sistency of disclosure (0.48 and 0.62). Outside the group corporate culture there are cor-
relations with a p-value of <0.01 for management quality and strategy to conviction (0.49

and 0.68), for strategy to the question which information is already in the price (0.49) and
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to experience with the company (0.44). For emotional appeal correlations to historical

financials (0.44), to emotion (0.42) and to own feelings (0.54).

The two aspects of corporate culture, ethics/ moral and strength of corporate culture,
come out pretty much at the average in the context of soft factors. The strength of corpo-
rate culture is seen as slightly more important than ethics/ moral. In question 1 corporate
culture ranked in the fourth quintile in the context of soft and hard factors. Ethics/ morale
and strength are correlated to the corresponding item in question 1 at 0.37 (p-value 0.02)
and 0.45 (p-value 0.006). Correlation between the items stands at 0.58 (p-value 0.0002).
Ethics and strength are also medium related to strategy (0.33 and 0.34). Ethics/ moral and
strength of corporate culture show also correlations to socially responsible behaviour
(0.43 and 0.46) and to corporate governance (0.46 and 0.35). The correlation to socially
responsible behaviour is only partly confirmed by a correlation of 0.54 between ethics/
moral and social aspects; all other cross-correlation are in the bracket 0.33 to 0.39 (p-
value < 0.05). The correlations to corporate governance items fade in the context of soft
factors. Ethics/ moral is also correlated to clarity of disclosure (0.53) and strength of cor-

porate culture to public affairs (0.43).

The aspect of the item access to information in question 1 considered in this group is
contact to management, which comes out in the first quintile among soft factors. The
reading in question 1 was in the second quintile. The correlation between the two items
is 0.47 (p-value 0.003). Access to management is also correlated to management quality
and strategy (0.46 and 0.35). It is also correlated to conviction (0.42) and negatively cor-

related to historic financials (-0.50).

While quality of disclosure came in the second quintile in question 1, it features as one
of the most important items among the soft factors. The main shift in asking was towards
the clarity and consistency, implicitly asking whether the numbers can be trusted. In the
context of hard and soft factors, 19% saw it as very hard, but only one participant marked
it as clearly hard in the context of soft factors. The correlation of the items in question 1
and question 6 is 0.47 (p-value 0.04). As mentioned above, it also correlates with emo-
tional appeal (0.62), strategy (0.48) and management quality (0.30). Other items outside
the group of corporate culture / reputation that show a correlation with a p-value < 0.01

are to knowledge of the sector (0.44), conflicts of interest (0.44 in the context of soft and
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hard factors and 0.49 for the question on soft factors only), view of the media (0.43), own

feelings (0.55) and sensemaking (0.44).

Averaging across all items that were put in this group results in an average score of 3.7
and an average rank of 9.7. The pecking order is reputation (ex. emotional aspects) ahead
of items that we group broadly in trust (contact to management and clarity of disclosure)

and corporate culture.
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Figure 16. Mean and standard deviation in the group corporate culture/ reputation

5.4.4 Other aspects

This group is a heterogeneous residual consisting of concepts, items that are a mix of soft
and hard factors, and items that can’t be placed in a certain group. Therefore, only items

that stand out for some reason are presented.

Also in the context of soft factors only, and moving the description more towards the
more subjective and softer qualities, the factor business model remains the most important
one for investment professionals. Though some 16% of respondents marked the business
model as a very hard factor in question 4, none of them chose to mark it as being a “clearly
hard” factor in question 6. The correlation between the item in question 1 and 6 is 0.42
(p-value 0.009). The item is also correlated with 0.53 (p-value 0.001) to historic financials

in the context of soft and hard factors. Within soft factors elevated correlations to the
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broad description of corporate governance (0.46, p-value 0.004), views of other players

(0.39, p-value 0.02) and emotional appeal (0.35, p-value 0.03) exist.

Another item that is difficult to characterize as hard or soft factor is quantitative strategies.
It comes out firmly in bottom quintile in question 1, but when the focus is on momentum
only, it moves up into the middle ground in question 6. The two items correlate with 0.43
(p-value 0.008). Momentum displays very high correlations to own relative performance
at 0.83 and market sentiment at 0.62 (p-values for both < 0.001). Another item that cor-

relates with a p-value slightly above 0.001 is sensemaking at 0.51.

Items referring to the concepts of decision making relate to information processing and
sensemaking. Investment professionals give the question to which extent the market has
priced in information an importance that is just outside the top quintile of soft factors. It
correlates highly with knowledge of the sector at 0.54 (p-value <0.001) in the context of
soft and hard factors, but the correlation fades when the focus shifts to the previous ex-
perience with the company. A factor in the group of soft and hard factors where the p-
value is < 0.01 is reputation (0.5). The link to reputation is also confirmed by a high
correlation to strategy in the context of soft factors (0.49, p-value 0.002).). Other items in
the group of soft and hard factors that correlate with a p-value of < 0.01 are scenario
analysis (0.44, p-value 0.007), conviction (0.46, p-value 0.004) and positioning (0.47, p-
value 0.003). When it comes to the context of soft factors, the rephrased version of con-
viction at 0.53 and morale/ethics at 0.53 (both with a p-value <0.001). Other items that
correlate with a p-value < 0.01 are sensemaking (0.44) and views of other players (0.46).

Two in the block of soft factors fall into the group psychology (conviction, views other
players).

An additional aspect covered in question 6 targets information processing by the market,
in particular whether the market reaction appears reasonable, in other words, whether it
makes sense. The factor is assigned an average score for its importance in decision mak-
ing. Within the group of soft and hard factors there is a correlation to special situations at
0.47 (p-value 0.003). This correlation fades in the context of soft factors only and after
shifting the focus towards the subjective aspects of a special situation. Among the soft

factors there are correlations with a p-value < 0.01 to clarity and consistency of disclosure
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(0.44), market sentiment (0.45), conflicts of interest (0.48), momentum (0.51) and as

mentioned above to which extent information has been factored into a share price (0.44).
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Figure 17. Mean and standard deviation of other aspects
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6 Discussion

Both direct and indirect approach suggest that soft factors contribute 49% and 48%, re-
spectively, to an investment decision of an investment professional in the equity sphere.
There is anecdotal evidence that the actual weight might be higher, like high integration
of soft factors in the investment process, emotion-related items consistently drawing low
scores and a high proportion of soft items when considering the appropriate pricing by
the market. Increased client demand is likely to drive the measure further up, going for-
ward. A number of observations suggest that decision making is not consistent with the
efficient market hypothesis, like high importance of the question whether an information
is reflected sufficiently in the share price, or the weight put onto access to information
and usefulness of momentum strategies. As expected, there is no evidence that decisions
are based on sensemaking but we find a number of points that are supportive for the use
of the concept. The importance of items related to fundamental bottom-up analysis sug-
gests a rational decision process, though the emphasis on reputation and conviction chal-

lenge the conclusion.

The description of soft factors used in the thesis is accepted by investment professionals
participating in the survey. However, the rejection by some and diverging views whether
a factor is soft or hard, illustrate the issues due to the lack of a clear-cut definition. The
classification of conviction by investment professionals does not fully tally with the lit-
erature suggesting the item is soft (Barbalet, 2009; Chong & Tuckett, 2015; Taffler et al.,
2017). Participants seem to disagree that quantitative analysis can be connected to behav-
ioural finance (Barberis et al., 1998; Daniel et al., 1998), though there is a clear link for

the sub-area of momentum strategies.

The most important group of soft factors is reputation/ corporate culture, though clearly
dominated by reputation. It is followed with some distance by non-financial information
driven by corporate governance. Psychology-related items are largely seen as irrelevant.
The factor business model, deemed a very important item, does not fall into the proposed
main groups and does not display a particular pattern of correlations to one specific group.
Nevertheless, it seems to entail a considerable soft component. The low importance as-
signed to intangibles does not support research (Barney, 1991), but could be down to

unfamiliarity with the concept.
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Reputation proves an important factor which is not consistent with mixed findings of
literature (Anginer & Statman, 2010). The assessment of reputation is driven by the facets
strategy and management quality, though the latter is not support by literature (Agarwal
et al., 2011; Breton & Taffler, 2001; Cheung et al., 2017; Malmendier & Tate, 2009). A
correlation of reputation to the question whether an information is fairly reflected in the
share price suggests that reputation only matters when it is not reflected in the share price.
Another correlations indicates that management meetings are an instrument to build trust
(Taffler et al., 2017) and underpins the role of trust in decision making. The important

role of trust shows again in the item clarity of disclosure.

The finding that conviction is important in investment decisions supports literature
(Chong & Tuckett, 2015; Taffler et al., 2017). Though data don’t suggest that conviction
is seen as a soft factor as suggested by literature (Barbalet, 2009; Chong & Tuckett, 2015;
Taffler et al., 2017), the survey results show that reputation and trust are prerequisites for
conviction. These items plus an emotional element seem to constitute the soft qualities of

conviction.

Environmental or social aspects are seen as irrelevant by participants underpinning liter-
ature (Aouadi & Marsat, 2016; Peloza, 2009; Wang et al., 2011) which is surprising given
the high public attention and strong promotional messages from the investment industry.
The finding that CSR factors are not seen as useful to manage risk does not tally with
previous research (Jo & Na, 2012; Luo & Bhattacharya, 2009). Also corporate govern-
ance, where literature finds a positive impact on financial outcomes (Ammann et al.,
2011; Gompers et al., 2003), is not seen as particular important. In addition, only the most
capitalistic part is important to investment professionals, i.e. shareholder value. The in-
consistent reading for potential conflicts of interest can be explained by the finding that
trust can replace corporate governance (Pevzner et al., 2015). Results suggest that invest-
ment professionals disagree with the assumption that corporate culture matters for value

creation (Edmans, 2011; Guiso et al., 2015).

The data suggest that participants are not subject to biases or heuristics going against
research findings (Nikiforow, 2010). However, the observation is weakened by the low
attention paid to findings of behavioural finance. The low importance assigned to recom-

mendations in the media agrees in a certain way with literature (Barber & Odean, 2008)
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but creates a contradiction as it can be useful. The low reading of emotional items would
underpin the rational approach to decisions, however, unwillingness to admit emotional-

ity or being unconscious on the influence seem more plausible.

6.1 Weight of soft factors in decisions

On average, soft factors contribute 49% to an investment decision regarding stock ac-
cording to the results of the survey. The actual weight might be higher. The high standard
deviation reflects the difficulty to quantify the weight and appreciation of individual
items. Though not comparable, the findings are supported by a calculated metric. The
high degree of integration into the decision process underpins the interpretation that soft
factors are important and their disclosed weight might be understated. The strong increase
in demand from the client side to integrate soft factors, in particular ESG, might lead to
an increasing importance assigned to them, in the future. The data suggest that the actual
decision-making process is not consistent with the efficient market hypothesis. Though
we find no direct evidence that the decision-making process is based on sensemaking,

there are a number of items that point into that direction.

The participant’” answers to the straight question on the weight of soft factors in decision
making would suggest that it relies on soft factors almost 50% on average, though with a
rather wide range. Arguably, that is a very difficult question to answer because we are
dealing with something that is hard or impossible to quantify in the first place. In addition,
investment professionals are probably not in all cases exactly conscious of which factors
play an important role in their decision process. That is probably already a fair explana-
tion for the wide range, and possibly for the average being close to 50%. The wide range
can also be down to different personalities of the participants. However, as outlined in
the section on the design of the questionnaire, such psychological aspects were excluded
for practical reasons. Beyond the mean and standard deviation of the data, it is worth
noting that 29% of investment professionals assigned a weight of 60-70% to soft factors
in their decision-making. That is some 50% higher than the next highest 10% band. It is
probably fair to assume that some participants have deliberately understated the im-
portance of soft factors in decision making, as most have probably the self-image of a

rational and un-emotional market participant.
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The only group comparison where an analysis of variance suggests a difference between
groups is for the type of employer. While employees in sell-side and wealth management
units assign about the same weight to soft factors on average, the weight given on average
by employees at asset management companies was some 13 to 14 percentage points
lower. The higher weight observed for people working with brokers tallies with literature
according to which qualitative aspects are the most important factors driving the recom-
mendation issued on a stock (Breton & Taffler, 2001). The typically strict investment
process implemented at asset management companies might have fostered a more num-
ber-driven decision-making approach or at least the perception of it. Being both on the
buy-side, one could have expected similar outcomes for asset management and wealth
management. However, wealth management professionals have by definition a lot more
exposure to retail investors which might have led this group to accepting that factors not

put into hard numbers do matter for an investment decision.

From a statistical standpoint, the other group comparisons do not yield additional insights.
Yet there are two observation worth making. Failing the Levene-test implicitly means
that the groups differ at least in the sense that they are not consistent in the range of views
they express. The other point is, though data might not be statistically significant, it can

nevertheless provide some insights on the tendency in the behaviour of subgroups.

As pointed out the group comparison based on years spent as an investment professional
does not make the Levene-test, as the variances of the groups differ too much. Neverthe-
less, it is worth to have a brief look at the readings, since they are not intuitive. One could
suspect, that with longer experience in the job, the proportion of soft factors in the deci-
sion-making increases. The group with 16-20 years in the industry indeed assigns a higher
weight to soft factors than the group with 0 to 15 years. However, the groups with even
more experience assigned a lower weight. One explanation is, that they have the longest
distance to graduation and their academic background might be most impacted by efforts
to give the economic theory a purely mathematical background. Their way from a purely
hard factor-based approach to decision making to including soft factors would be there-
fore longest. Interestingly, the group being longer than 25 years active, shows the biggest
standard deviation, with half being at the low end of weight assigned and the other half
at the high end.
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Figure 18. Group comparison on the weight of soft factors based on experience

The other group comparison provides some insights is the influence of sector tilt. The
Levene-test ascertained that the groups have a similar variance. However, the difference
in the groups is not significant even though it seems to have some explanatory power.
The group of investors looking into consumer goods, though small, seem to be more in
agreement that soft factors matter as expressed by a low standard deviation. One could
suspect that dealing with consumer goods creates some attention on the influence of soft
factors to decision. The lowest mean comes from the group following the technology and
communication sector, though with a higher standard deviation. The data is intuitive,
since one could put the sectors into a more scientific and rational bucket. Intriguing is the
reading for industrials. It has the highest mean and also the highest standard deviation.
This might be due to the heterogeneity of the sector, spanning a wide range of individual

characteristics and possibly importance of soft aspects to judge a company.
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Figure 19. Group comparison on the weight of soft factors based on sector

Though the results of the combined question 1 and 5 should be taken with some degree
of caution, it probably gives a fairer picture of investment professionals’ thinking. It has
to be said upfront that the readings of question 8 and the combination of 1 and 5 are not
comparable. Nevertheless, the lack of correlation between 8 and combination of 1 and 5
is somewhat surprising. It supports the view that investment professionals are largely un-
aware of how much weight soft factors play in their decision making. Part of the problem
can well be the nature of soft factors of being very difficult to grasp and containing a
subjective element. Only 34% come out on the same rank and given the width of the
ranks, even those can be up to 20 percentage points apart. Arguably, scores close to the
border to the next rank might be very close by. Translating the level scores back on a 0 —
100% scale shows that while the average of the difference between question 8 and the
combination of 1 and 5 is fairly low at 1%, but the standard deviation is an impressive
18%. Interestingly there are fairly strong deviations from the mean on both sides, hence,
it can’t be said that the participants systematically over- or underappreciated the im-
portance of them. Part of the explanation might be difference in the personality or how
rational participants are; however, our data do not allow to further investigate this con-
jecture. Also for this approach, we would think that the overall mean understates the im-
portance assigned to soft factors or what is deemed to be soft. In particular items like

emotion or corporate culture are unlikely to draw high scores of importance, as
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investment professionals are less likely to admit that decisions are heavily influenced by

emotional aspects.

Slightly more than 2/3 of the participants state that soft factors are rather or fully inte-
grated. The fairly high degree of integration would support the notion that soft factors
matter for decision making, otherwise one would not integrate them into the decision-
making process. It can probably also be read as indication that the weight of soft factors
is indeed higher than the direct answers suggest. 37% responded that soft factors make
40% or less of their decision. On the other hand, only 5% stated that soft factors are rather
not or not integrated at all, which does not add up. However, answers might well be biased
since participants most likely realised until this point in the questionnaire that soft factors
are central to the survey. In addition, it might have drawn “politically correct” answers
since topics like environment and social aspects are covered, which are central to the
intense debate on ESG integration in the investment process. The answers in question 10
are quite revealing in this context as demand from the client side has increased signifi-

cantly.

As regards factors characterized by increasing demand, ESG clearly stands out. 89% said
that demand for considering ESG aspects has increased or strongly increased. No one
reported a decrease. That is probably a testament of the public attention the topic receives,
but also of an actual shift on the demand side. The increasing focus on environmental
aspects, being part of socially responsible aspects, singled out by one participant under-
lines this point. Retail and institutional investors drive investment professional’s attention
towards these topics. Looking at the low importance assigned particularly to social and
environmental topics suggests, that incorporation of these items into decision making is
hardly based on the own conviction. Nevertheless, the shift in demand might trigger an
increasing importance assigned to these factors. As for the items reputation and corporate
culture, the distribution between increases and an unchanged situation is largely balanced.
That tallies better with the importance assigned by investment professionals, as at least
reputation is among the most important items. The demand for psychology-related items,
behavioural economics and emotion, are largely stable. This can probably be seen as ev-
idence, that the findings borrowing from psychology already found their way in demand
pattern of institutional and retail investors. Interesting is also the high correlation between

the pairs (all are around 0.5 and a p-value of < 0.001) targeting ESG, corporate culture/
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reputation and psychological aspects. This would suggest that at least the demand side

groups the covered items into groups along the lines used in this thesis.

More broadly on the decision process, the high importance given to figure out what in-
formation the market has already priced certainly goes against the hypothesis that all new
information is immediately and correctly reflected in share prices. One can conclude that
investors are more willing to subscribe to the view that information is not reflected fully
and accurately into a price once released to the market. This would suggest that decision
making is more consistent with behavioural finance than with the neoclassical view. It
also highlights that the various aspects of piecing together information is rather important

in decision making. That would point to a process that can be described by sensemaking.

As expected, it proves difficult to pin down the role of sensemaking or find hard evidence
for the use of it. Nevertheless, there are a number of points that would suggest it is an
appropriate concept to use when it comes to decision making of investment professionals.
When looking at correlations across all items in question 1 and question 6, it turns out
that it is in the top quintile of items by the number of correlations to other factors with a
p-value of <= 0.01 and still in the top third a p-value of <= 0.05. The effect is even more
pronounced when looking only at correlations in the group of soft factors. Not all of the
correlations are intuitive, however, the high number of correlations does highlight that
there are a lot of items investment professionals seek to place into a context. The higher
relative number of soft factors would also suggest that soft factors receive relatively more
attention. Sensemaking also matters when investment professionals make sense of their

own work by creating narratives (Eshraghi & Taffler, 2015).

6.2 Definition of soft factors

The description of soft factors used in the thesis is accepted by the investment profession-
als participating in the survey. However, rejection of the description by some participants
and disagreement on what exactly a soft factor is, let alone how to measure it, illustrates
the issues in dealing with them. The empirical data collected in the survey do not confirm
the view that conviction is a soft factor (Barbalet, 2009; Chong & Tuckett, 2015; Taffler
et al., 2017) . Likewise, the participants seem to disagree with the opinion that quantita-
tive analysis can be linked to behavioural finance (Barberis et al., 1998; Daniel et al.,

1998). The data collected in the survey do not suggest that investment professionals
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behave in line with the assumptions underlying the concept of homo oeconomicus. The
very broad range of results in the assessment of how soft or hard the item recommenda-

tions in the media is, illustrates the room for interpretation.

The agreement of 67% of the survey participants with the presented description of soft
factors would indicate that the description is fairly comprehensive and the t-Test would
suggest that the description is accepted by investment professionals. However, with only
4% fully agreeing and 13% rejecting the description one can hardly speak of a generally
agreed definition. Nevertheless, the description can be seen as a step towards the devel-
opment of a more broadly accepted definition which is needed to better understand the

role of soft factors.

One participant rejected the description pointing out that some soft factors indeed can be
quantified and can be incorporated into e.g. a valuation model. As a result, these factors
should be subsumed under the category of hard factors. Though no other participant made
the point, the very broad range of results concerning the degree of softness/ hardness for
some factors might exactly illustrate this. In principle, every soft factor can be covered
by some sort of scoring model and converted into a hard number. It might therefore be
seen as a hard factor, as it can be quantified from a purely technical perspective and be
treated as a plain fact. The views concerning the question, whether these factors are still
difficult to be measured and still require subjective interpretation seem to vary signifi-
cantly among the polled investment professionals. The other reason given for disagree-
ment centres around the lack of a generally accepted scale to measure a soft factor, which
makes it likewise challenging to integrate the factor into a valuation model. The two com-
ments also echo the recurring theme in literature, according to which the lack of a clear-
cut definition and the scarcity of empirical data are significant blocking stones. If there is
no agreement on what exactly is soft about an item and what exactly is contained in it,

the comparison of empirical data gets very difficult, even if abundantly available.

Emotional aspects, corporate culture, socially responsible behaviour, public relations and
reputation come out as the softest items in the group according to the view of the invest-
ment professionals participating in the survey. The factors regarded as the hardest are
historic numbers, valuation, measured risk, macro and market environment. The list of

the items being most prominent on the one or other end of the scale looks largely
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uncontroversial. One could have expected that conviction is seen as softer than the score
in the middle of the second quintile suggests, given that conviction is based on trust and,
hence, on emotion (Barbalet, 2009; Chong & Tuckett, 2015). Nevertheless some 19% of
respondents see it as a hard or very hard factor. Still the majority assess it as soft or very
soft. The rather high standard deviation (1.2 with a mean of 3.5) also suggests that the
polled investment professionals are not in agreement on the softness of this particular
factor. In the same vein, a t-test clearly rejects that conviction is seen as a hard factor.
However, it also rejects conviction being a soft factor with a p-value of 0.046. On balance,
the findings do not seem to support the view of conviction being a soft factor as literature

suggests (Barbalet, 2009; Chong & Tuckett, 2015; Taffler et al., 2017).
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Figure 20. Distribution of answers for softness of conviction

Another factor where participants don’t seem to agree on softness is quantitative analysis.
The standard deviation of the respective scores is at 1.1 with a mean of 2.3. Taking a step
back, quantitative analysis is a purely numbers-driven approach to screen and/ or select
stocks. From that perspective it can be seen as a hard factor. Most of the polled investment
professionals agree with that interpretation and quantitative analysis is the top quintile of
hard factors. While it is broadly regarded as a rather hard factor, some 14% see it as rather
soft or very soft. The crucial point probably is, that the input data used are often forecasts,
which are highly subjective. In addition, the criterion selection for the screening process
does not have to be particularly rational, e.g. one could opt to screen for the most expen-

sive stocks in the sector. Alternatively, a quantitative approach can be based on historic
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share price data to track momentum, a phenomenon that rather falls into the field of be-
havioural finance (Barberis et al., 1998; Daniel et al., 1998; Nofsinger & Sias, 1999).
While it might not be a highly convincing result, nevertheless a t-test confirms that quan-
titative analysis is a hard factor with a p-value of 0.074. Against this backdrop it would
appear that investment professionals seem to disagree with the view that quantitative

strategies entail significant psychological aspects.
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Figure 21. Distribution of answers for softness of the factor quantitative analysis

Scenario analysis is another factor where the standard deviation of the scores in the survey
is elevated (mean 2.9 and standard deviation 1.1) pointing to differing views among the
polled market participants. Basically, the item refers to the approach a rational investor
would take in order to maximize utility. From that perspective one would rather see it as
a hard factor. This interpretation would also yield the answer that on average investment
professionals are somewhere between being rational and irrational. On the other hand,
the design and selection of scenarios and the assumed outcomes are certainly subjective.
Also, a number of behavioural issues can potentially kick in, like risk perception and not
accurately applying the probability theory (Kahneman & Tversky, 1979; Shleifer, 2000;
Tversky & Kahneman, 1974). In practical work, investment professionals use scenarios
mostly to get a better understanding of the potential outcomes of one particular situation.
Even in this context, they might not take the decision that potentially yields the highest

risk-adjusted return but the one that is least damaging when things turn negative. On
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balance, results do not support the view that investment professionals do behave in line

with the assumptions of the neoclassical view of capital markets.
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Figure 22. Distribution of answers for softness of scenario analysis

The survey also yielded an interesting pattern regarding the factor recommendations in
the media. As was probably to be expected, the scores clearly concentrated on the soft
part of the scale. Remarkable is the rather high standard deviation of 1.2 which is the
highest among all items. Looking at the distribution of the scores, there is a peak at
“clearly soft” but also at “neither hard nor soft”. The peak at the soft end is intuitive, since
the item refers to a subjective recommendation. Less intuitive, however, is the second
peak of the distribution in the middle of the scale. The latter might reflect the use of
sentiment or news activity indicators that illustrate on a scale how the sentiment or stance
towards a stock or market is in the media, or certain parts of the media (Bollen, Mao, &
Zeng, 2011). The indicator is still capturing something rather soft but translates it into
something very hard, which can be integrated in a mathematical model. This a nice illus-
tration of one of the issues emerging when one tries to capture soft factors. Broadly speak-
ing, everything can be put on some sort of scale; however, there is certainly room to
debate whether that exercise necessarily renders a rather soft item into a hard item. In-

vestment professionals seem to hold different views on this aspect.
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Figure 23. Distribution of answers for softness of recommendations from the media

A different pattern in this respect emerged regarding estimates. Moving it towards sub-
jective assessment, resulted in a significant drop in perceived importance. In this context
it is important to note that estimates are seen as rather hard by the polled market partici-
pants on average though the elevated standard deviation points to differing views. Invest-
ment professionals might well simply see estimates as hard, because it is a number and
put therefore a higher emphasis on it. One can well debate, whether estimates are actually
hard as the numbers are clearly the result of subjective assessments and enable different

interpretations.

6.3 Important and irrelevant factors for investment decisions

In the results of the survey, typical elements of a fundamental bottom-up analysis stand
out as important and would suggest a rational decision process. However, the importance
of reputation and conviction would challenge that. The classification of conviction by the
polled investment professionals does not fully tally with literature suggesting that this
item is a soft one (Barbalet, 2009; Chong & Tuckett, 2015). The importance assigned to
reputation does not support the mixed results in academic research (Anginer & Statman,
2010) as well as the mixed findings when it comes to the facet management quality
(Agarwal et al., 2011; Malmendier & Tate, 2009). The low importance assigned to rec-
ommendations in the media is in a certain way consistent with literature (Barber & Odean,

2008) but creates a contradiction as recommendations in the media can be useful. The
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assessment of socially responsible behaviour as being not important conforms with the
results of academic research (Aouadi & Marsat, 2016; Peloza, 2009; Wang et al., 2011),
but surprises considering the public attention this aspect receives as well as related state-
ments from the financial industry. Even corporate governance, where literature provides
evidence for a positive impact on financial outcomes (Ammann et al., 2011; Gompers et
al., 2003), does not stand out. In addition, only shareholder value matters to the invest-
ment professionals participating in the survey. The low importance of potential conflicts
of interest contradicts the importance assigned to corporate governance in academic re-
search. But findings that trust can replace corporate governance (Pevzner et al., 2015) are
a potential explanation. The low reading of emotional items would underpin the rational
approach to decision making, however, a structural unwillingness to admit emotionality

or being unconscious on its influence seem more plausible.

Starting with the findings in the context of the 25 soft and hard factors, the items that are
deemed as most important by the polled investment professionals are, according to the
answers to question 1, business model, market environment, conviction, valuation and
reputation. According to the survey data, two of them are seen as hard factors, two are in
the middle of the scale with biases to hard or soft, respectively, and one is regarded as

soft.

Market environment, business model and valuation are pretty much classic elements of a
fundamental bottom-up analysis. Historic financial data, as a basis for financial analysis,
did not stand out as very important which might surprise. On the other hand, valuation is
viewed as one of the most important factors and is based on the results of a financial
analysis, i.e. forecasts for the development of a company’s financial metrics. Likewise,
forecasts rank relatively high, towards the upper end of the second quintile. Access to
information, another factor seen in the top quartile of importance, can well be read as a
precondition to fundamental research. In this context it is worth noting, that the concept
of access to information is not fully compatible with the efficient market hypothesis.
Other elements that can be assigned to fundamental analysis are macroeconomic factors
and quality of disclosure, however, there readings are more in the middle ground of the
ranking. The high correlation (0.48, p-value 0.001) between market environment and
knowledge further supports the picture of an approach to analysis that strongly relies on

fundamental aspects. All in all, the selection on important factors would point to a rather
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fundamentally-oriented research approach towards decision making. The readings in the
demographic part of the survey on the tilt of the investment process would confirm this.
90% of respondents selected fundamental as a tilt in their investment process. The data
would therefore point towards a fact-driven and rational approach of investment profes-
sionals when it comes to decision-making. The two points of caution would be that the
factors pointed out are not clean-cut hard factors and there might be simply a bias in the

composition of the sample, due to network effects.

Also interesting is the high reading for conviction and reputation. For both factors the
notion of a purely analytical approach to decision making can be challenged. As regards
conviction, research has shown that it is important to investment professionals in reaching
a decision (Chong & Tuckett, 2015; Taffler et al., 2017). Being based on emotion, it
would rather fall into the group of soft factors. However, the results of the survey on the
assessment of the softness of a factor do not fully support the notion that conviction is a
soft factor. In this respect, the assessment by the surveyed investment professionals does
not fully tally with findings in academic research according to which conviction is based
on emotion. In this context it’s interesting that the rephrased version of conviction shows
a high correlation with the item on emotion in question 1 and is assigned a lower im-
portance by investment professionals. That would suggest, that emotional aspects of con-
viction matter less to investment professionals and weaken the importance of a factor.
However, there is certainly scope for debate, as to how the assessment of conviction con-
taining hard elements by some survey participants should be interpreted. It could certainly
mean that it is indeed classified to be a hard measure, like a valuation number. However,
it would probably make more sense that it is viewed as a hard criterion, since an invest-
ment decision without conviction is less likely to occur (Chong & Tuckett, 2015; Taffler
et al., 2017). It could be an essential factor for some investment professionals. The ele-
vated correlation of conviction (0.41, p-value 0.005) with access to information can be
read as an indication that regular contact to management is important to build conviction
as suggested by literature (Barker et al., 2012; Chong & Tuckett, 2015; Taffler et al.,
2017).

In case of reputation, there is evidence that this factor influences the success of a com-
pany. A good reputation leads to better financial outcomes and makes these outcomes

more sustainable (Fombrun & Shanley, 1990; P. W. Roberts & Dowling, 2002). In this
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respect it is an intangible asset that might even entail a competitive advantage (Barney,
1991). As such it should be valued and can provide an explanation for valuation premia
or discounts vis-a-vis other companies in the sector. Likewise, it can explain the differ-
ence between market capitalisation and book value of a company. To investors it can be
revealing which reputation a company might want to defend (Serensen, 2002), as it can
give hints on potential future behaviour of management. Hence, it is reasonable that in-
vestment professionals see reputation as important. In this particular context, reputation
is most likely the reputation a company has acquired among stakeholders belonging to
the group of investment professionals. Consequently, meeting financial targets, execution
of the strategy and trust can be relevant factors. Interestingly, the latter one, being a part
of emotional appeal, is not deemed important as the rankings in question six reveals. From
the perspective of an investor, both good and poor reputation are important in the deci-
sion-making process - not only in the sense that a bad reputation might hamper the future
success of a company but also with regards to qualifying e.g. financial targets as realistic
or based on a blue-sky scenario. Aspects of reputation that would speak against consid-
ering it in investment decisions include that a fully priced-in reputation can’t be a source
of outperformance and listening to what other market participants think about the reputa-
tion of a company could constitute a feature from behavioural finance. The finding that
reputation is important to investment professionals stands in contrast to findings in the
academic literature that companies with a well-reputed management do not perform better
(Agarwal et al., 2011; Malmendier & Tate, 2009). From that perspective, investment pro-
fessionals should not pay attention to good reputation. If at all, they should use it as a
contra-indicator. The interpretation that the market has fully priced-in a company’s rep-
utation would support the efficient market hypothesis. On the other hand, it would chal-
lenge the same, as companies with good reputation trade at a premium (Agarwal et al.,
2011). That means, the stock must have outperformed at some point in time, possibly,

when the reputation was not fully priced-in.

The five factors that are seen as least important in the context of soft and hard factors, are
recommendations in the media, public relations, quantitative analysis, socially responsi-
ble behaviour and potential conflicts of interest. In the view of the surveyed investment
professionals, three of these are on the soft side of the scale, one is in the middle ground

and one more on the hard side.
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The factor seen as least important is recommendations in the media. The information
accompanying the assessment in the media can still be very relevant, however, apparently
investment professionals either do not trust the interpretation of journalists or might think
that the recommendation is already fully reflected in the share price given the large audi-
ence. The latter interpretation would be consistent with the finding in literature that stocks
tend to underperform, once they have come up very frequently in media reports (Barber
& Odean, 2008). In this respect, it would make sense to disregard media reports. How-
ever, media coverage might be still valuable as a counter-indicator, i.e. it can be profitable
to trade against the recommendation. The tech-bubble at the turn of the century - in Ger-
many mainly centred on the “Neue Markt” - might be seen as an example, where intense
media coverage drove investors into the equity market near the peak of the rally which
yielded them severe losses. As a trading strategy this approach would be called “anti-
consensus” and would imply to trade against the view and positioning of the bulk of the
market participants. It means deliberately betting against the herd. In this context, it’s
interesting that recommendations in the media correlates high with reflection on behav-
ioural biases, an item ranking lowly in the context of soft factors. Still, the correlation

supports the interpretation that the item falls into the realm of psychology.

To a certain extent the low reading for public relations is interesting. Regarding the dis-
semination of information, the point could be made that once an information is known to
every market participant, it is unlikely to move the price of a stock anymore. That is
particular true for large and mega caps where information dissemination is almost perfect
and the number of interested parties is so high, that a new information gets reflected in
the share price very quickly; at least if one subscribes to the efficient market hypothesis
(Fama, 1991). Likewise, the point of media coverage might come into play again. How-
ever, the part dealing with lobbying and contacts to regulators should matter. The latter
at least for companies where the financial success depends on the decisions of the regu-
lator. That would be the case for stocks from the telecom and utility sectors. Still, the part
of public relations dealing with public affairs ranks in the context of soft factors solidly
in the bottom quintile, as well, only surpassed by recommendations in the media. Alt-
hough survey participants that have a focus on communication services, assign a higher
importance to public affairs, the reading for this subgroup would be still in the bottom

quintile.
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The low reading for socially responsible behaviour is somewhat surprising, given the at-
tention it currently receives in the public debate. It is even more surprising since all large
German asset managers signed the UN PRI (United Nations Principles of Responsible
Investment) and more or less explicitly state that they have a focus on environmental and
social factors or that sustainability is important to them. Since only one participant ex-
plicitly mentioned in the demographic part, it’s possible that he has a focus on ESG fac-
tors which suggests that investment professionals dealing with ESG are simply un-
derrepresented in the sample. Even the ranking of corporate governance makes it barely
into the upper half of the factors deemed important. The correlation between socially
responsible behaviour and corporate governance (>0.5) is likely due to the fact that both
are typically subsumed under the heading ESG. The picture doesn’t change very much
when drilling down on soft factors in question 6. Environment and social still come out
just above the bottom quintile and only the “capitalistic” part of corporate governance
makes it into the top quintile regarding importance. The correlations we found between
the items social responsibility, corporate governance and conflict of interest support the
grouping of the items into one of the main blocks. Often research units that look into ESG
aspects are separated from other teams involved in the investment decision process, which
might also contribute. Nevertheless, a certain disconnect between official statements of
asset management firms and the individual views of their employees can be noted. The
fact that socially responsible scores low tallies with academic literature findings that there
is only a weak correlation between social responsibility and performance (Klassen &
McLaughlin, 1996; Sharfman & Fernando, 2008; Wang et al., 2011). Likewise, literature
struggles to find a causality between the two (Aouadi & Marsat, 2016; Peloza, 2009).
Consequently, socially responsible action of a company should receive only minor atten-
tion in decision making. The survey results can therefore be seen as consistent with the

findings in the academic literature.

Potential conflicts of interest are another factor that ranks in the bottom quintile regarding
its importance for investment professionals. It is seen to be situated rather in the medium
area of the scale between hard and soft. It is intuitive that investment professionals are
not likely to agree that the management of their own conflicts of interest has a heavy
impact on decision making. It is less intuitive, however, that investors should not care

about the different objectives the buyside might have vis a vis the sell-side. One read
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would be that regulation has limited conflicts of interest to a negligible issue, in the mean-
time. The other read would be that trust plays a significant role. Some investors only talk
to contacts they have known for a long time and are very unlikely to take on new contacts.
That habit is certainly due to the expertise of the person, otherwise the relationship would
probably not have taken root and survived for a long time. The other aspect is likely to
be linked to the assumption that the person is more likely to be fair and honest. The rela-
tionship is based on trust and there is evidence that trust can replace corporate governance
(Pevzner et al., 2015). The same train of thought might apply to potential conflicts of
interest between company management on the one side and investment professionals on
the other side. Since corporate governance is originally about managing principal-agent
relationships, the low importance of conflicts of interest somewhat contradicts the rank-
ing of corporate governance at least in the upper half of important factors. The connection
between the items is also confirmed by the high correlation between them (> 0.5). How-
ever, the importance of meeting management can be explained as a trust-building exercise
(Taffler et al., 2017) and trust can replace corporate governance (Pevzner et al., 2015)
also in this context. As a result, the impact of trust could offer an explanation for the low
importance assigned to the existence of potential conflicts of interest. This would also
explain the not particularly high reading for corporate governance, despite the finding in
academic research that corporate governance has a positive influence on financial perfor-
mance (Ammann et al., 2011; Gompers et al., 2003). Somewhat surprising is the correla-
tion of conflicts of interest with business model (p-value < 0.001). Besides the observa-
tion that an investor focused on the fundamental analysis might be less interested in cor-

porate governance-related issues, there is not much obvious reason for a causality.

At face value, the low reading for the importance of emotional aspects in the fourth quin-
tile of soft and hard factors would suggest that investment professionals behave rationally.
However, it does not appear particular likely that an investment professional would admit
that a potentially irrational factor has a strong influence on his investment decisions. A
different read would be that since it is at least partly unconscious, it is less likely to be
detected by the individual person that he has been influenced by emotion. It is also worth
noting that - if one agrees with the thesis that conviction is an emotional construct

(Barbalet, 2009; Chong & Tuckett, 2015) - we find a rather conflicting message on the
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importance of emotion. Again, unwillingness to admit emotionality or being unconscious

on the influence would give an explanation.

The average score for the importance across all items stands at 3.45 whereas the middle
of the scale is at 3.0. The above-average reading suggests that the list of proposed factors
has a general bias towards the more important ones. This interpretation would be sup-
ported by the approach to select the factors, i.e. picking from findings in research, explor-
ative discussions with investment professionals and own views. Another interpretation
would be that answers were simply biased towards the more important end of the scale

and only really irrelevant factors received a low reading.

6.4 Factors that matter or are deemed irrelevant in the context of soft factors

The five soft factors turning out to be the most important ones are business model, strat-
egy of the company, quality of management, protection of stakeholder interests and clar-
ity of reporting. Situated at the other end of the spectrum are the stance of the media,
public affairs, views of other market participants, reflection on behavioural finance and
ESG as risk management tool. Three of the top five items belong to the group reputation/
corporate culture. As regards ESG, we find one item among the top five and one among
the bottom five. Psychology is represented by three items among the bottom five. The
item business model does not belong to the proposed main groups and does not display a

particular pattern of correlations with one specific group.

The rephrased version of conviction is located just below the top quintile of importance.
Reputation and trust are items needed for gaining conviction. The latter tallies with re-
search results (Chong & Tuckett, 2015; Taffler et al., 2017). These two items plus an
emotional element seem to constitute the soft qualities of conviction. The important role
of trust becomes apparent again in the item clarity of disclosure. Still, the item own emo-
tion draws low importance suggesting some understatement. The data suggest that survey
participants are not subject to biases or heuristics, which does not support findings from
the academic literature (Nikiforow, 2010). However, the conclusion is weakened by the

low importance paid to findings of behavioural finance.

Within the category of non-financial information, environmental or social aspects are
seen as irrelevant, largely consistent with mixed findings in academic research (Aouadi

& Marsat, 2016; Peloza, 2009; Wang et al., 2011). They are also not regarded as being
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useful for risk management purposes which is at odds with research findings (Jo & Na,
2012; Luo & Bhattacharya, 2009). The medium importance assigned to corporate gov-
ernance does not support research findings (Ammann et al., 2011; Gompers et al., 2003)
and the item is clearly dominated by shareholder value considerations. The disconnect to
the low importance assigned to conflicts of interest can be explained by the role of trust

replacing corporate governance (Pevzner et al., 2015).

The high importance of reputation is dominated by strategy and management quality sup-
porting research findings in this field (Breton & Taffler, 2001). The importance assigned
to management quality does not support literature findings (Agarwal et al., 2011; Breton
& Taffler, 2001; Cheung et al., 2017; Malmendier & Tate, 2009). The low reading for
emotional appeal might provide an additional explanation to the mixed results regarding
reputation and stock returns. It also suggests that items belonging to the category emotion,
result in low scores. Correlations support that management meetings are an instrument to
build trust (Taffler et al., 2017) and underpin the role of trust in decision making. Results
suggest that the polled investment professionals disagree with the view that corporate
culture matters for value creation (Edmans, 2011; Guiso et al., 2015), but agree on its

impact on strategy.

The item business model is not related to one of the main groups, but it seems to include
a considerable soft component. Research results provide support for the usefulness of
momentum strategies (Jegadeesh & Titman, 2011) and the survey data links it to behav-
ioural economics (Barberis et al., 1998; Daniel et al., 1998). The importance assigned to
the question whether an information is reflected in the price of a share is inconsistent with
the efficient market hypothesis. The correlation with reputation suggests that reputation
only matters when it is not reflected in the share price. In particular soft factors seem to
matter regarding the proper pricing by the market potentially supporting the view that the
weight assigned to soft factors is understated by the survey participants. The low im-
portance assigned to intangibles conflicts research findings (Barney, 1991), but could be

due to unfamiliarity with the concept.

6.4.1 Psychological aspects

Though rephrasing of conviction lowered in lower perceived importance, it still matters.

Reputation, more specifically strategy and management quality, and trust are items
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needed for gaining conviction. The latter mirrors findings in literature (Chong & Tuckett,
2015; Taffler et al., 2017). These two items plus an emotional element seem to constitute
the soft qualities of conviction. Items that directly target the own emotion seem to trigger
low importance. Only collective emotion (market sentiment) seems to matter somehow.
That emotion, i.e. trust, nevertheless matters manifests in the importance assigned to clar-
ity of disclosure which relates to the question whether the numbers presented by a com-
pany can be trusted. The data suggest that the investment professionals participating in
the survey are not subject to biases or heuristics. The finding is not fully consistent with
literature (Nikiforow, 2010). There are some doubts, since reflection on findings of be-
havioural finance is seen as equally irrelevant. Hence, investment professionals may
simply not pay attention to the impact of biases and heuristics on the making of invest-

ment decisions. This somewhat weakens the conclusion.

Conviction is also seen as important in the context of soft factors by the survey partici-
pants, but it does not feature as one of the items in the top quintile. We can’t fail to notice
that in the context of soft and hard factors conviction was seen as the third most important
item and the highest ranking among soft factors in question 1. The drop in the hierarchy
of importance and the medium correlation of 0.35 (p-value 0.03) would suggest that the
participants did not recognise the rephrased version of conviction in question 6 as the
same item. That might have distorted the results somewhat in the sense that if recognised
as the item conviction in question six, it might have resulted in different scores and, hence,
correlations. Nevertheless, there are a couple of points to note. Conviction in the guise in
question 1 is medium and significantly correlated to reputation and more specific to the
facet management quality (0.49 and 0.002) and strategy (0.68 <0.001). We also find for
the rephrased version a correlation with management quality and strategy, although an
only medium (0.35) and less significant one (p-value < 0.05). The two aspects of reputa-
tion seem to form an important part in developing conviction regarding an investment
decision. One has to have a clear opinion about how management decisions and the strat-
egy are shaping the development of the company and its financials. The medium and
significant correlation with access to information would also qualify as a means to come
to a conclusion on a stock. The correlation survived the rephrasing and the item in ques-
tion 6 remains to feature a medium correlation with access to information. More interest-

ing is the correlation with management access (0.42, p-value < 0.01), but not to the item
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views of other players. The interpretation would be that there is also an element of trust-
building embedded in developing conviction (Chong & Tuckett, 2015; Taffler et al.,
2017). The interpretation circles back to the conclusion that a company’s management
team cannot disclose price sensitive information in a meeting with investors (Barker et
al., 2012). Interestingly, the rephrased version suddenly featured a correlation with emo-
tion (0.68, p-value < 0.001) and also with market sentiment (0.43, p-value 0.01). This
enforces the notion that conviction compromises an emotional component. The correla-
tion with the item to which extent information is already priced in (for conviction 0.46,
p-value 0.004 and rephrased 0.53, p-value 0.001) is likely to be linked to the exercise to

form an opinion on a stock in the first place.

It looks like that the polled investment professionals are more willing to admit that the
whole of the market might be susceptible to price movements that are driven by emotion
than with regard to themselves. The reading for own emotion is about on par with the
aggregate in question 1, i.e. ranking as a rather unimportant item. Market sentiment on
the other hand at least reaches the middle ground in the ranking of importance among soft
factors. That also suggests that the reading of the item emotion in question one is domi-
nated by the assessment of the own emotion in a decision-making process. The correlation
of emotion with emotional appeal (0.42, p-value 0.009) seems to stem mainly from the
connection between own emotion and emotional appeal (0.54, p-value 0.001). Though
the connection is intuitive, one can also suspect that both simply received similar rankings
as they are both labelled as emotional items. Own emotion also shows a high correlation
with clarity of disclosure (0.55, p-value 0.001), targeting the question whether the dis-
closed information can be trusted. This correlation would underpin the view that the im-
portance of clear and consistent disclosure of data has a distinctive emotional quality at-
tached to it, namely trust. If an investment professional does not believe the information
provided, it either becomes less useful or subject to interpretation. Trust would remedy
that issue. Market sentiment shows significant correlations with quite a number of items
with a p-value of < 0.01. None of them seems to be particularly revealing. The negative
correlations with social aspects and corporate governance is intuitive, since investors pay-
ing attention to ESG are not particular likely to base decisions on market sentiment and
vice versa. The correlation with sensemaking might be due to the possibility that unex-

pected swings in the market are driven by sentiment and are therefore a factor to check
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on when trying to figure out what is happening. The relationship with macro could be
based on the fact that changes of macro data often trigger a swing in market sentiment
(risk on/ off). Some correlations belong into the bucket of behavioural finance (own per-
formance, crowding, partly momentum) and hence into the broader group of psycholog-
ical aspects. Less intuitive is the relationship with special situations. Possibly the same
subjective assessment of a situation that drives market sentiment is also an element in

assessing an unclear special situation.

A recurring effect across all items related to behavioural economics is that once they are
split out from a broader context into a specific tilt towards behavioural economics, the
perceived importance drops towards the lowest quintile. At the same time, the items are
typically only loosely correlated with the broader context. This can be seen for views of
other market participants (split out from access to information) and crowding (split out
from positioning). The only exception is stance of the media, as the corresponding item
in question 1 was also in the bottom quintile. Three out of the five items that are linked
to behavioural economics in the survey rank in the bottom quintile and two in the fourth
quintile. The low reading for all items that can be linked to behavioural economics is
somewhat surprising, at first glance. Arguably, the items represent smaller facets and
might therefore draw less attention; however, the consistency of perceived unimportance
is striking. On the face of it, the surveyed investment professionals are not subject to
behavioural biases. The data would suggest that they are not affected by conformity, herd-
ing, the availability heuristic or issues around the perception of risk. This would be only
partly in line with the findings in literature that investment professionals are still subject
to biases and heuristics (Nikiforow, 2010). However, there are two points that cast some
doubts on the conclusion. Firstly, the low reading for the reflection on behavioural biases
might suggest that the polled investment professionals don’t pay attention to the potential
impact of biases and heuristics. That in turn could mean that they are still subject to them
in decision making. Secondly, there is a loose correlation of the direct question on the
role of behavioural economics with the other items. This could indicate that survey par-
ticipants are not consistent in selecting items the way that would indicate they are not
affected by behavioural issues or did not recognise the items as being well documented

biases.
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When drilling down on the individual items, the low reading for attitude of the media
towards a stock is interesting, since it does support the finding that stocks that had strong
press coverage tend to underperform (Barber & Odean, 2008). From that perspective, a
stock is unlikely to yield a positive outperformance. Strictly speaking, investors could
still benefit by being underweight in the stock or short-selling it, as these stocks tend to
underperform. Ignoring the item would therefore mean a missed opportunity. The other
aspect in this context is, that the results suggest that investment professionals are not
subject to the availability heuristic. The correlation with own emotion could suggest that
the emotional stance on the stock is affected by media coverage. However, this is not
confirmed by the correlation with market sentiment. There should be some sort of corre-
lation, as media coverage should also impact the individual investor in the broader mar-
ket. From that perspective, the correlation looks more like a random relationship rather

than a causal one.

The low score on the importance of views of other market participants suggest that at
least from this perspective investors do not tend to conform. This is in line with the find-
ing in the literature according to which investors trained on behavioural finance are less
subject to conformity (Nikiforow, 2010). The medium correlation with crowding under-
pins also a finding from academic research, since the items are linked to each other
(Nofsinger & Sias, 1999). The high correlation of crowding with market sentiment (0.48)
is an example for the link between emotion and behavioural items. But it also indicates
that swings in sentiment can drive a high number of investors into the same direction
(Nofsinger, 2005) as they e.g. monitor the same indicator. Basically that underpins that
they are prone to herding (Nofsinger & Sias, 1999). Interestingly, views of other players
is not linked to emotional aspects, suggesting that views of other market participants are

more likely to be factual by their nature than driven by emotion.

Though the importance assigned to the own performance item is somewhat higher, it
would not suggest that investment professionals are not subject to the house money effect
(Thaler & Johnson, 1990). The high correlation (0.83) with momentum is striking, but it
is hard to find a reason for a causality between the items. A connection to the house money
effect could be along the line that the house money effect would call for more money to
be invested when investments are successful. That is similar to investing into a momen-

tum, assuming it will continue in the same direction. The problem is that house money
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effect does not explicitly call for the same position being increased, i.e. it is not counting
on the momentum of the same stock to continue but is rather based on findings of the
prospect theory (Thaler & Johnson, 1990). Arguably, momentum can be considered to be
rooted in behavioural finance, namely herding (Nofsinger & Sias, 1999). As such it could
result in the same assessment. This finding would mean that momentum should be allo-
cated to the group psychology. However, based on this assumption, momentum should
also show high correlation with other phenomena observed by behavioural finance, which
is not the case. The other potential link could be that the more important the own relative
performance is to an individual, the more investment professionals pay attention to the
momentum of a stock, i.e. the potential future impact on performance. This argument
would appear more reasonable. Equally surprising is the link of the importance of own
performance to the importance of emotional items. In principle, it underlines nonetheless
that the items belong into the same group. But basically, both items are seen similarly
unimportant. Possibly the correlation is driven by the broad concept that investment de-
cisions are taken rationally and are not subject to emotional reactions if a stock selection
has worked particular well or bad. This line of thought gives rise to the suspicion that
participants might have realised that the item is linked to psychology and applied a similar

selection pattern to it as for items linked to emotion.

6.4.2 Non-financial information

Within the group of non-financial information, items that are linked to environmental or
social aspects are seen as irrelevant by survey participants, both in the context of soft and
hard factors but also among soft factors supporting the mixed findings of research
(Aouadi & Marsat, 2016; Peloza, 2009; Wang et al., 2011). Investment professionals
seem also to disagree with the idea that taking socially responsible behaviour into account
can be useful to reduce risk (Jo & Na, 2012; Luo & Bhattacharya, 2009). Corporate gov-
ernance fairs somewhat better in the upper half among soft and hard factors though not
supporting the importance stated in the literature (Ammann et al., 2011; Gompers et al.,
2003). The highest importance is clearly assigned to shareholder value considerations,
which is one of the most important items among soft factors. The disconnect created by

the low importance assigned to conflicts of interest can be explained by the role of trust
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replacing corporate governance (Pevzner et al., 2015). The latter also provides an addi-

tional explanation for the low importance assigned to ESG as a risk management tool.

When drilling down on corporate governance, it turns out that in the guise of a broad
description it is seen in the context of soft factors roughly at the level of importance as in
question one. When presenting it with a distinct tilt to shareholder value, it turns into one
of the most important items in the context of soft factors. The reading for the importance
of shareholder value would suggest that the interpretation of corporate governance by
investment professionals is rooted in the principal agent theory. Interestingly, this con-
flicts with the very low importance assigned to conflicts of interest. There is some support
to the observation as corporate governance in question one is correlated most strongly
with the shareholder value aspect (0.46, p-value 0.004) and shows only a medium corre-
lation with conflicts of interest (0.38, p-value 0.02). One respondent mentioned that he
misses the incentive system for management as an important factor in the context of soft
factors. Broadly speaking, the item incentive systems belongs to the category corporate
governance and is one element important for ensuring that interest of management and
shareholders are aligned. As such, this can be read as another indication that shareholder
value is a particularly prominent aspect from the perspective of investment professionals.
The low reading for conflict of interest might also suggest that conflicts of interest be-
tween sell and buyside are, possibly due to stricter regulation, seen as less relevant. The
same might apply to issues that could arise from incentive systems. However, as set out
before, trust seems to work for investment professionals as effective replacement of cor-
porate governance (Pevzner et al., 2015). The very different reading for the broader de-
scription of corporate governance would also suggest that the definition implicitly used
by the participating investment professionals is rather narrow. This point would tie in
with literature concluding that there is no clear definition for corporate governance yet

(Ammann et al., 2011).

There are no surprises regarding the correlation of the individual items of socially respon-
sible behaviour with the headline item in question one at 0.6 (p-value 0.0001) and 0.73
(p-value <0.0001). The low and not significant correlation between socially responsible
behaviour and ESG as risk management tool, however, is surprising, but rectified by the
high and significant correlations to the individual items environment and social at 0.45

and 0.5 (p-value 0.005 and 0.001), respectively, in question 6. There is evidence that CSR
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activities can mitigate the risk of a company (Luo & Bhattacharya, 2009) and therefore
items related to socially responsible behaviour can help to manage risk and/ or avoid tail
risk. While investment professionals seem to agree that there is a connection, they rather
disagree on the idea that taking environmental or social aspects into account can help to
reduce risk of a company or manage risk in a portfolio (Jo & Na, 2012; Luo &

Bhattacharya, 2009).

Less surprising is the low correlation of ESG as a risk management tool with corporate
governance. There is a medium correlation with the item in question one (0.38, p-value
0.02) but that might be simply due to the fact that corporate governance is one of the
items belonging to the category ESG. In question 6, with no explicit mentioning of cor-
porate governance, the correlation disappears. ESG factors would help to manage risk
only to a limited degree, since only the part that deals with corporate governance would
help. If corporate governance matters in a decision making, ESG factors provide less in-
cremental help. In addition, we would point again to the finding that trust can replace
corporate governance (Pevzner et al., 2015), which seems to be the case for the invest-

ment professionals surveyed.

6.4.3 Corporate culture and reputation

The high importance assigned to reputation mainly results from the facets strategy and
management quality supporting research findings in this area (Breton & Taffler, 2001).
The importance assigned to management quality does not support the rather mixed find-
ings in the literature on the importance of management quality (Agarwal et al., 2011;
Breton & Taffler, 2001; Cheung et al., 2017; Malmendier & Tate, 2009). The low reading
for the facet emotional appeal might provide an additional explanation why there are
mixed results on reputation and stock returns. It can also be seen as anecdotal evidence
that all items labelled emotion, draw low scores. The correlation of management quality
and access to management supports the view that management meetings are an instrument
to build trust (Taffler et al., 2017). In a similar vein, the connection between clarity of
disclosure and emotional appeal further underpins the role of trust in decision making.
With regard to corporate culture, results would suggest that the polled investment profes-
sionals disagree on the idea that it matters for value creation (Ammann et al., 2011;

Gompers et al., 2003), but seem to acknowledge that it has a bearing on strategy.
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Reputation is seen as an important factor in decision making. While management quality
and strategy score high in the context of soft factors, emotional appeal ranks only in the
fourth quintile. That would suggest that management quality and strategy are the two
dominating facets with regard to the importance of reputation, while emotional appeal is
deemed rather unimportant. This is interesting, since emotional appeal is part of a number
of definitions for reputation (Schwaiger, 2004). It is worth noting that while quality of
management and strategy are highly correlated there is only a medium correlation with
emotional appeal. Investment professionals seem to detach emotion from the whole con-
struct of reputation. In this context the high correlation of emotional appeal with own
emotion is interesting. Both items rank rather low in the importance assigned to them by
the participants. Emotional items seem to systematically receive lower scores in the sur-
vey, which might be anecdotal evidence for deliberately assigning a low score or, indeed,
for irrelevance of emotion. If they are in fact not relevant for the decision process,
measures of reputation containing emotional aspects would work less well for investment
professionals. That would provide another explanation why research on reputation and
stock returns yielded mixed results (Anginer & Statman, 2010). The used construct might
simply not be compatible with the way reputation is considered in decision making by
investment professionals. Arguably, Fombrun et al. (2000) found that emotion is a sepa-

rate factor in reputation besides a rational one.

Quality of management is also fairly high correlated with the item access to management.
It would appear that management meetings are instrumental to build a relationship be-
tween a company and the financial community (Taffler et al., 2017). It is not difficult to
imagine that an investment professional can’t hold a management team in high esteem
without trusting them. This finding also ties in with the role of trust in replacing corporate

governance (Pevzner et al., 2015).

The other high correlation with other items outside the group is between strategy and
experience with the company (0.44). The reputation a company acquires with an invest-
ment professional is a function of the experience made with the management. It is prob-
ably the only reasonable way of building reputation, since asking someone else about the
reputation of a management team is just a good starting point, at best. Gaining experience
with a company leads to a better understanding of the business. That certainly also holds

true with regard to the strategy of the company, including what makes the company tick.
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There are other aspects within experience with a company that do not relate to the strat-
egy, e.g. profits or losses on previous investments, which should explain that experience

ranks lower in the importance.

On balance, we would conclude that investment professionals hold the view that reputa-
tion matters while literature is less sure about it (Anginer & Statman, 2010). What’s more,
it matters in a different way to the survey participants than suggested in academic research
(Agarwal et al., 2011; Fombrun et al., 2000; Malmendier & Tate, 2009). Management

quality is clearly important and emotional appeal is not.

In the context of soft factors quality of disclosure is seen as one of the most important
items. In question 1 it ranked somewhat lower (lower end of the second quintile). The
main shift with the item in the context of soft factors was regarding clarity and con-
sistency, implicitly asking whether the disclosed information can be trusted. The particu-
lar thrust of the item regarding trustworthiness of the disclosed information might argua-
bly be lost to the participants. However, there is a high correlation of clarity of disclosure
with emotional appeal (0.62). One can conclude two things from that. Firstly, it underlines
that the items are connected and it makes sense to put them into one group. Secondly,
quality of disclosure might have something to do with trust. The question was implicitly
asking whether the numbers can be trusted. Disclosure is only good, if the user of the
information gets a clear and adequate picture of the situation. Exercises of the company
that make it more difficult to read and interpret the disclosure will raise questions whether
the company tries to present the information in a way helping their cause. It might even

result in investment professionals not trusting the presented information.

Access to management is seen as an important factor and ranks in the top quintile of the
responses in the context of soft factors. This is consistent with the finding in literature
that management access is among the most important elements for investment profession-
als when it comes to reaching a decision (Barker et al., 2012; Taffler et al., 2017). The
other part separated out from access to information, views of other market participants,
received a very low score in the context of soft factors. The very different results regard-
ing the importance assigned to an aspect that features as important also in the context of
hard factors, illustrate that there are sometimes individual facets driving the overall as-

sessment of a category.
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Corporate culture is viewed as being the least important aspect in the broader group of
reputation and corporate culture. In the context of soft and hard factors it is seen as less
important and in the context of soft factors the two items used are of medium importance.
Since there is evidence that corporate culture can create value (Edmans, 2011; Guiso et
al., 2015) the finding of the survey is not fully at odds with literature. For that matter, it
is another hint that socially responsible behaviour of management does not rank particu-
larly high on the agenda of investment professionals. The correlation with this particular
item in question 1 and the corresponding items in question 6 underpins the connection
between corporate culture and socially responsible behaviour. On a different note, the
medium correlation (0.43) between reputation and corporate culture would suggest that
it is reasonable to subsume the items into one bigger group. The transmission channel
seems to be the facet on the strategy as both items of corporate culture, ethics/ morale and
strength, show a medium correlation with strategy (0.33 and 0.34). Investment profes-
sionals seem to agree that corporate culture does have a bearing on the strategic direction

a company takes.

6.4.4 Other

One of the key items for decision making, the business model, does not show any strong
connection to one of the main groups. However, data would suggest that there is a con-
siderable soft component in the item, though the classification by the surveyed investment
professionals leans to hard. The importance assigned to momentum strategies is likely to
be due to their usefulness (Jegadeesh & Titman, 2011) and correlations suggest survey
participants associate the strategy with behavioural economics (Barberis et al., 1998;
Daniel et al., 1998) and, hence, with a more soft item. Results regarding the reflection of
information in a share price point to inconsistency with the efficient market hypothesis.
Among the plentiful correlations the connection to reputation suggests that reputation
only matters when it is not reflected in the share price. The mix of items that show a high
correlation and the importance assigned to them suggests that there is an emphasis on
pinning down whether soft factors are correctly priced by the market. This might consti-
tute another hint that the weight of soft factors is understated. Though the low reading for

intangibles might be interpreted as a rejection of the view that they are important, it could
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also mean that the polled investment professionals are not particularly familiar with the

concept.

Broadly speaking, one would not expect correlations to show up within the residual, so
most of the highly correlated and significant items are probably not driven by causality.

Nevertheless, there are correlations that are worth considering.

The business model of a company comes out as very important to investment profession-
als both in the context of soft and hard factors but also in the context of soft factors only.
The assessment of the “softness” of the factor (assessment leans towards “hard” at the
upper end of the 4" quintile in terms of softness, but the t-test rejects it as being hard)
suggests that the item is situated somewhere between soft and hard factors. Though the
business model does not come out as one of the clearly soft factors, it is worth noting that
moving it in question 6 towards the softer aspects of it, did not change the assessment of
the importance much. That would in turn suggest that the soft elements in the item also
are of considerable importance for the decisions of investment professionals. The corre-
lations don’t reveal any particular association with a particular group of factors. The
strongest correlation is the one with historic financials which is, like the strength of the
business model, a typical element of fundamental analysis. Two of the items that display
correlations with a p-value of < 0.05 fall into the broader group of psychology and one
belongs to the category ESG. But given the only medium correlation without any partic-
ular pattern, there is no clear conclusion to be drawn. Against this backdrop, it appears to

be reasonable to not have it grouped into one of the main groups.

Momentum is one of the more successful quantitative trading strategies (Jegadeesh &
Titman, 2011) which might well explain the higher ranking compared to the broader
group of quantitative approaches. As outlined above, though the correlation to own per-
formance is high the causality does not appear to be straightforward. It would appear, that
it only matters to investors that are responsible for performance. When splitting the par-
ticipants into the groups portfolio managers and analysts, it turns out that analysts assign
a higher weight to the importance of momentum and the performance of own recommen-
dations. Arguably, analysts have more time to also pay attention to momentum to form
an opinion, however, performance is typically not a metric sell-side analysts are measured

on. The correlation with market sentiment is more intuitive. Strengthening of sentiment
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in one direction is likely to enforce momentum while mood swings could trigger a breach
in momentum. It is worth noting that the items that display a high correlation fall into the
group of psychology. This might suggest that the participating investment professionals
implicitly support the explanation of momentum offered by behavioural economics
(Barberis et al., 1998; Daniel et al., 1998). It might also be read as an indication that
quantitative approaches include a larger soft element, at least in momentum, than the as-
sessment of the investment professionals suggests. The correlation of momentum with
sensemaking is less intuitive. It is hard to see why an investor that believes it is very
important to get a clear understanding whether a certain development makes sense in his
own assessment, would also believe that momentum is very important. Momentum strat-
egies actually do not call for any sensemaking at all. Is does not matter whether the con-
tinuation of a trend makes any sense, a momentum strategy simply banks on the contin-
uation of a trend and rarely asks for the reason why a trend should continue or break.
Against this backdrop, one would rather expect no or even a negative correlation. How-
ever, momentum might be one of the factors to check on when trying to make sense of
the development of a share price. In a situation where all rational approaches fail to make
sense, explanations related to behavioural patterns or irrationality might help to make

sense of an unexpected development of a share price.

Sticking with decision making, the high importance assigned to the question whether an
information is fully reflected in the share price goes against the assumption that an infor-
mation if at once and accurately in the share price and, hence, contradicts the assumption
of the efficient market hypothesis (Fama, 1991). There are a number of correlations to
consider, here, but it has to be said beforehand that only in a couple of cases a correlation
with an item can surprise, completely. The items selected for the survey were assumed to
matter more or less in the decision-making process, otherwise it would not have made
much sense to include them in the survey. Since it is part of the job of the targeted group
of investment professionals to find stocks where an information has not been accurately
reflected in the share price, for most of the items a correlation can make sense. That is in
particular true for items that are deemed important for a decision. The correlation with
knowledge of the sector at 0.54 (p-value <0.001) in the context of soft and hard factors
actually makes a lot of sense. If you ask to which extent an information is processed you

need very good knowledge of the stock. If you don’t, you might fail with the basic
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question whether an information is new. Previous experience with the company might
help but is not essential in this case which might explain the correlation fading when
narrowed down to this particular aspect. The correlation with reputation (0.5) could be
another piece in the puzzle why investment professionals assign a different importance to
reputation than literature would suggest. The key could be the carefully considered ques-
tion asked by investment professionals whether the good or bad reputation is already
priced in correctly by the market. In other words, reputation is only really important when
it is not yet reflected in the share price. The more important part in this context seems to
be strategy (0.49, p-value 0.002) and only to a lesser extent the quality of the management
(0.36, p-value 0.03). The connection to scenario analysis is less exciting (0.44, p-value
0.007) as it can be seen as a crude way how a homo oeconomicus should make a decision.
The findings somehow compound each other as trying to assess to which extent infor-
mation has been priced in is given a high reading and scenario analysis a lower im-
portance. Both point towards a decision-making process that is not consistent with the
concept of homo oeconomicus. The correlation with positioning (0.47) is not a total sur-
prise. Positioning says a lot about which information and expectations are reflected by
other market participants in their investment decision. Against this backdrop, it is reason-
able to look at the overall positioning of the market when asking whether an information
is reflected in the share price. Unfortunately, it only partly helps to pin down whether the
market has accurately priced the available data. Normally, information confirming a prior
datapoint would result in stocks to move in the expected direction. The trouble is that data
that appear to be strengthening the case for a stock can move the stock into the “wrong”
direction, if the expectation was more than reflected in the share price. Rather surprising
is that conviction shows a reasonably high correlation (0.46) which is confirmed by the
rephrased version of conviction in the context of soft factors (0.53). It is not intuitive that
an investment professional should pay attention to the question to which extent the own
conviction about a particular stock was reflected fairly in the share price. If it is, there
would be probably no conviction about the stock in the first place. Why take an invest-
ment decision when all data, feelings or hunches show already in the share price? The
more appropriate question would be, whether the individual items that lead to the convic-
tion have been appreciated by the market. If not, there is still room these individual items

can move the share price. Finally, it could be more an incidental correlation, that boils
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down to the important items showing a correlation because they are important to the de-
velopment of conviction. Naturally, you would want to assess whether items that are im-
portant for the share price in your view are reflected correctly. In the context of soft fac-
tors, two correlations that come up at 0.53 are the rephrased version of conviction and
morale/ethics. Interestingly, the two are at least partly linked to trust (Barbalet, 2009;
Chong & Tuckett, 2015; Guiso et al., 2008, 2015). Another correlation among soft factors
that does not spring surprises is the correlation with views of other market players (0.46),
in this context it should probably read what kind of market view is embedded in the share
price. The interpretation can be supported by the high correlation we find between views
of other players and (consensus) expectations at (0.51 p-value 0.001). An item where the
correlation is somewhat confusing is the one with sensemaking. Basically, we look at two
different concepts how a decision is reached or at least prepared. Arguably, the reading
for information processing of the market suggests that the participants rather reject the
neoclassic explanation for decision making. Sensemaking does not find much support
based on the medium reading for the question related to the importance of the concept,
but with a high number of correlations with other items there is an implicit support for
the appropriateness of the concept. Maybe that correlation should be read in the way that
part of the exercise to finding out whether an information is reflected in the share price is
to form an opinion in a way that makes sense to the observer. The mix of the items that
show a high correlation seems to suggest that only soft factors are deemed important
enough when considering whether information is reflected in the share price. For question
one, two items don’t fall into the framework used (knowledge of the sector, scenario-
analysis) and three fall into the group of soft factors (positioning, conviction, reputation).
Interestingly, only two of these factors (both soft) have been marked as important in the
survey. Two in the block of soft factors fall into the group psychology (conviction, views
of other players), two in the group reputation/ corporate governance (strategy, ethics/mo-

rale) and one into the residual.

Though the question referring to the importance of sensemaking — logic and strength of
the market to new information — did only yield a medium score, we can’t fail to notice
that the item displays a number of correlations with other items, in particular among soft
factors. One can suspect that sensemaking is so ingrained in the decision process that it

does not stand out as particular important to investment professionals. The correlations
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of sensemaking do point to a number of items across the spectrum of soft factors. The
correlation with clarity and consistency of disclosure makes a lot of sense. The item is
seen as very important and investors certainly need to be able to make sense of them. In
particular with the tilt towards trustworthiness of information, this aspect gains in im-
portance. If the information does not make sense one of the next questions might be
whether the information can be trusted. On a different note, trustworthy information from
the company is an anchor point to make sense of an expected situation. For conflicts of
interest there does not appear to be a particular causality that comes to mind. It can cer-
tainly come into play, when a business partner or a company shows an unusual behaviour,
but it is hard to see that this should be a stand-out element when trying to make sense of
an unknown situation. As already covered above, there are also correlations with momen-
tum (and also market sentiment) and with the degree to which information has been fac-
tored into a share price. Regarding the connection to special situations one could argue
for a connection on the basis that the situation needs to be very well understood, since the
typical way to exploit it involves arbitrage and does not offer big returns. However, that
covers the essence of sensemaking only partly. Given the lack of correlation with the item

in the context of soft factors, the correlation does not seem to be based on causality.

Interestingly, intangible goods came in at the lower end of the fourth quintile in the con-
text of soft and hard factors marking the aspect as fairly irrelevant. Also in the context of
soft factors it stays in the fourth quintile. The surveyed investment professionals don’t
seem to see a connection between soft factors and intangibles. This is even more surpris-
ing considering the fact that also the financial industry should be acutely aware of intel-
lectual property. That finding does not seem to be consistent with literature singling out

intangibles as potential source of a sustainable competitive advantage (Barney, 1991).

6.5 Limitations

The sample size is too small to allow for a more revealing statistical analysis like e.g. a
factor analysis. Though the sample used sheds light on a number of points with high sta-
tistical significance, analysing a bigger one would be interesting. The main issue is likely

the willingness of the target group to participate in surveys.

Though the description of soft factors met some approval by the survey participants, there

is no clear-cut definition for them. Furthermore, the sometimes very broad range of
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assessments of the softness/ hardness illustrates that there is significant scope for subjec-
tive interpretation. The very nature of soft factors makes measurement and assessment of
the data difficult. Results might well be influenced by the individual view of participants

and possibly also their attitude at the time of completion of the survey.

The survey participants are largely from Germany. Investment professionals across Eu-
rope operate under the same framework, which could support a generalisation to other
regions. On the other hand, there are cultural differences and the strength of national cul-
ture (Guiso et al., 2008) might trump also the common culture of the European capital
market. Also, the group from other countries is too small to show differences or similar-

ities. As such, survey results from other regions might differ.

The factors that are seen as very important by the participating investment professionals
are likely to be relevant for share price formation, as they matter to a meaningful part of
market participants. However, the thesis did not attempt to show that factors singled out
as being highly important or irrelevant, are indeed a source for outperformance or irrele-

vant for the relative performance of a stock.

Part of the findings with regard to soft factors are not stable, as the example of fading
outperformance of companies with a strong reputation (Agarwal et al., 2011) illustrates.
More broadly speaking, factors revealed by research might work less well, once the re-
sults have been released to the public (McLean & Pontiff, 2016). Factors that score high
with investment professionals, currently, might indeed play an important role for price
formation now, but might be less relevant in the future. As such the results represent a

snapshot of the current view of investment professionals.
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7 Conclusion and management recommendations

The survey yielded insights on the importance of soft factors for investments profession-
als in the decision-making process. To our knowledge it is one of the few research papers
that build on data gained through accessing investment professionals directly. The thesis
also provides a basic description of soft factors. The empirical work sheds light on the
question which factors are seen as soft or hard. The findings of the survey contribute to
the discussion which soft or hard factors matter for the decision making of investment
professionals and, hence stock price formation. The thesis should also help to get a better
understanding of the work of investment professionals, including sell-side analysts. Fi-
nally, the field data helped to detect gaps between what practitioners see as important and

where research stands.

The findings of the thesis have a number of practical implications that are based on the
points standing out most. The management recommendations are intended on the one
hand for investment professionals and their employers with regard to the decision-making
process and dealing with soft factors. On the other hand, management and investor rela-
tions (IR) teams belong to the target audience. Finally, some of the implications should

be interesting to managers in general.

7.1 Conclusion

We can assume that the proportion of soft factors in stock-selection decisions is probably
higher than the 50% found in the survey. Participants probably deliberately understated
the importance of soft factors to them as their self-perception is probably closer to the
picture of a homo oeconomicus than to an emotional individual. Even though the survey
was completely anonymous, it might have been difficult for participants to admit that a
larger part of decision is based on subjective judgement or is outright irrational. In our
view, this assessment applies both to the direct question on the importance of soft factors
in decision making, but also on the calculated value. Factors like own emotion or socially
responsible behaviour are less likely to be disclosed as very important against the back-
drop of an expected rational behaviour on capital markets. Likewise, the assessment of
some factors (like conviction) as having hard elements, might point to an understatement
of the role of soft factors. The pattern on the demand side would suggest that customers

of investment professionals have an interest in an increasing consideration of soft factors
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in the investment decision process. In particular, items related to environment seem to be
in focus, at least at the moment. Consequently, the weight of soft factors will only increase
from here. At the same time, we can reject the notion that equity markets are only based
on psychology. Though the assessments of the polled investment professionals should be
treated with some degree of caution, the empirical data would suggest that the factors we
have grouped into the field of psychology play a subordinated role. Arguably, these re-
sults are probably also understated, but still far away from a number towards 100%. A
number of indicators would point towards a decision-making process that is not compat-
ible with the efficient market hypothesis. One of the central questions for investment pro-
fessionals seems to be to which extent an information is already reflected in the share
price. There are a number of connections to other important factors, suggesting that this
is a recurring question for the consideration of a factor. Likewise, the high importance
assigned to access to information shows that it is by no means granted that all information
required for a decision is at all times readily available. Finally, the usefulness of momen-
tum strategies goes against the efficient market hypothesis, since historic share prices
contain no information. The anecdotal evidence for the use of sensemaking would sug-
gest, that this concept might help to get a better picture about the way investment profes-

sionals reach a decision.

The role of soft factors can probably be generalized to most decisions. There is a set of
objective and/ or rational aspects influencing the decision, but also a set of soft items. A
central anchor point for investment professionals is the business model. It describes what
the company does and what makes it tick. There are a number of objective and measurable
items around it like market environment and valuation. However, there a probably even

more soft items that influence the investment decision.

Even though the description for soft factors used in this thesis was accepted by the par-
ticipants, we still seem to be a long way from a generally accepted definition. As is true
for a number of the factors considered in the thesis, the lack of a clear-cut definition
makes it difficult to compare results and draw conclusions. Progress is needed to enhance

the debate on the role of soft factors.

The composition of factors deemed important and irrelevant proves to be somewhat sur-

prising. In case of reputation there are a number of aspects that don’t fit well to the
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findings of academic research. While there are mixed findings on the importance of rep-
utation and quality of management, the empirical analysis suggests that these items matter
to investment professionals. At the same time, emotional appeal is irrelevant, though it is
used in scales to measure reputation. For conviction there is a consensus among the sur-
vey participants, that it is important for decision making, while the survey data do not
support that it is rooted in emotion. Another important factor, the business model, is rather
seen as hard, but seems to have a considerable soft component. Though not tackled di-
rectly in the survey, trust seems to play a central role in decision making. It comes up as
a replacement of corporate governance, explains why management meetings are so im-
portant for investment professionals and very broadly how information is perceived by

the market.

Striking is the low importance assigned to socially responsible behaviour of companies.
Arguably, the finding is backed up by literature that there is hardly any benefit to focus
on environmental or social aspects. Nevertheless, the public debate and the positioning
of the financial industry would have suggested other results. It is also difficult to see why
ESG is not seen as an instrument for risk management. ESG issues have often the char-
acteristics of a tail risk. They are not particular likely, but if they materialize their impact
can be severe. The empirical data for corporate governance is a bit more consistent with
research findings, but one could hardly call it supportive. Interesting is also the strong tilt
towards shareholder value, which is less consistent with the more ethical tilt corporate
governance has today. Probably less surprising is the finding that investment profession-
als are rational and unbiased in their decisions making when subscribing to the neoclas-
sical view. However, some doubts on the accuracy might be warranted due to the low
attention to behavioural finance findings, partly unconscious processes in decision mak-

ing or simply unwillingness to admit emotionality.

The survey did not attempt to yield results on the investment success of individual soft
factors. An area of further research could therefore be to establish to which extent factors
— hard and soft ones — favoured by investment professionals do yield better relative per-
formance. The weightings established in this thesis might be a lead for the relevance. A
challenge in that context is that due to the very nature of soft factors, the measurement

creates an issue.
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7.2 Management recommendations

The practical implications follow the lines of the main findings of the thesis. With regards
to investment professionals and the organisations they work for, the main points are to
increase efforts to use soft factors in decision making, to embrace market inefficiencies
and soft factors as a business opportunity, to make sure to clearly define soft factors, to
pay attention to factors that came out as important, to accept that emotion has an impact,
to prepare for a further shift towards SRI, to use ESG aspects for risk management pur-
poses and to take findings from behavioural economics into account. Management and
investor relations teams of companies might find it useful to look at the growing demand
for information on soft factors, acknowledge that markets take time to reflect information,
pay attention to sensemaking, take the important factors found as guidance on which as-
pects they will be judged on, make sure investment professionals understand the com-
pany’s business model, don’t underestimate direct interaction with the buy-side, prepare
for an increasing importance of SRI and reflect on findings from behavioural economics.
Topics that are broadly applicable to management teams deal with the already high im-
portance of soft factors in decision making, the role of sensemaking for their stakeholders,
consideration of SRI-related topics, the role of empathy for economic success and learn-

ing from behavioural economics.

Soft factors are important and they might already play a bigger role in the decision making
of investment professionals than the survey data suggest. The increasing demand on key
items from investors will only see the weight of soft factors going up from here. Part of
the increase might be driven by a structural shift of priorities within the investor base, e.g.
towards a more socially responsible behaviour. Intriguing in this context is the strong
increase in client demand to integrate these particular items in the decision-making pro-
cess. Investment professionals already observe that the integration of more soft factors is
required in the investment process. Regardless of the actual impact on the financial suc-
cess of a company such changes in demand pattern will eventually drive share prices and
relative performance. As such, they need to be considered carefully in the investment
decision process. This has implications for investment professionals, for the management
teams running listed corporations and, to broaden the point out, also to management teams
in general. For investment professionals and their industry as a whole, there is a twofold

implication. For one thing, the importance of soft factors means that efforts to integrate
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these in decision making need to continue. Progress is clearly visible, but changes on the
demand side warrant further efforts on this front. For another thing, factors that are hard
to quantify will possibly become more important in the price formation. It is in the own
interest of the industry to capitalize on something that cannot (yet) be coded into an algo-
rithm. For the management and investor relation teams of companies the shift means an
increasing demand for information that relates to soft factors and companies need to be
prepared to provide them. It also means that the pressure from investors will increase to
act on findings in the field of soft information, in particular in the field of environmental
and social issues. Generalizing the observation suggests that management teams need to
be conscious of the fact that decisions by customers and stakeholders will be influenced
considerably by soft factors. Hard factors are likely to work as an anchor point for a de-
cision, but there are factors beyond that having an impact. Catering to the preferences of
the respective stakeholder group can tip a decision into the desired direction. At the same
time, managers should be aware that their own decisions might involve a higher compo-

nent of soft factors than they are consciously aware of.

Equity markets are not efficient. While that is not a particular surprising finding it does
have some meaningful practical implications. If markets are not efficient, it may pay off
to make an effort to uncover these inefficiencies. While the reason for and degree of in-
efficiency might vary over time, it is important to acknowledge its existence. During the
recent stock market plunge in March 2020, when the number of infections with the new
corona virus increased in Europe, there was an indiscriminate selloff across all sectors
and stocks within the sectors. One can certainly argue about the question of which com-
panies and sectors will be affected in which way, but if the whole market crashes at the
same pace, it becomes very hard to argue that this resulted from an efficient and rational
behaviour of market participants. The episode also illustrates the limitations of sophisti-
cated risk management algorithms that force the sale of assets at a time when it might be
more prudent to hold on to a position. These are the moments where a portfolio manager
can really make a difference and take advantage of inefficiencies. From a practical point
of view, this is a strong argument in favour of active management of investment funds.
Obviously, it still remained a very challenging task since active managers entered abso-
lutely uncharted territory. Besides needing the required experience and expertise, it was

also a big ask to keep one’s nerves. With hindsight, the sharp share price decline proved
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to be a unique investment opportunity. Knowing that sharp price drops in risky assets
usually create an opportunity is one thing, to act on them is a different story, though. For
investment professionals that means that there is scope to benefit from inefficiencies and
a strong reason for a commitment to active management of a fund. For the management
teams of companies it means that the market might well take time to properly adjust to
the information provided. The path of the stock price is likely to be a lot less direct and
slower to adjust to information than the efficient market theory postulates, but eventually

markets get there.

There are a number of pointers towards a central role of sensemaking in the context of
decision making of investment professionals. It is not well established in literature that
this concept might be suitable to describe the daily work of an investment professional.
This might imply that there is a less clear understanding on the side of management teams,
how information is perceived and processed by equity market participants. Practically,
this means that paying attention to that point should make it easier for companies to in-
teract with the capital market. In addition, an information or move by a company not
making sense is a causing a problem. In the best case the company gets bombarded with
requests to clarify what is going on. In the worst case the share price will react in a, most
likely, unwanted way. It certainly pays to understand thoroughly why the market likes or
dislikes a stock. Though investment professionals might be unwilling to reveal their opin-
ion about a stock, trying to make sense of the questions asked can be quite revealing.
Companies need to communicate their story, the intended narrative, in a consistent way
to the market. An interesting phenomenon in this context is that narratives used by in-
vestment professionals can warp into something totally different over time. The process
of sensemaking also includes that information is twisted to make it fit the existing view
or to find a different reason to love or hate a stock. There is probably also a wider impli-
cation for managements in general, since in a number of cases the recipient of information
will try to make sense of what has been provided to them. A challenge is that it is not at
all clear whether a certain piece of information will make sense in the same way to all

stakeholders.

Though there seems to be a consensus about what soft factors in general entail, however,
there is no standard definition available for them yet. This is also a recurring theme re-

garding a number of soft factors discussed in the thesis. The lack of definitions creates
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issues in academic research but has also practical implications. Individuals within an or-
ganisation might hold different views on what exactly a certain factor is. If there is no
common ground or the definition of a particular factor, it becomes even more difficult to
deal with it. In addition, any such definitions tend to be unstable. The addition or removal
of facets over time renders the attempt to take it into account rather futile. As a conse-
quence, definitions should at least be used consistently across an organisation. Turning
towards the outside world a similar issue applies. The definition used by other companies
might deviate and it might be difficult to pin down similarities and differences. Practical
examples are SRI-, ESG- or sustainability-labelled funds. Ultimately, only the issuer
knows exactly on which basis the universe was defined and which criteria were used to
determine the investment decision. If no clarity on the definition used can be achieved,
one at least needs to be aware of the potential differences. Otherwise, there is the danger

that a comparison is misleading.

The very nature of soft factors — impossible to measure, difficult to grasp, hard to verify
and containing a subjective element — certainly creates a number of challenges. Lack of
standard definition, multiple ways of interpretation or the use of some sort of imperfect
measure for them makes it a lot harder to work with them. On the other hand, precisely
these qualities will prevent the systematic harvesting of a soft factor through an algorithm
which is sort of the first line of defence against making an information a commodity and,
hence probably less useful in making a successful investment decision. As such, soft fac-
tors may open a sustainable investment opportunity. As long as they can’t be transferred
into a clear cut and reliable algorithm, focussing on them has a fair chance of generating
outperformance. Experience in reading the presented information and drawing conclu-
sions regarding the pricing of a stock is a second component making soft factors poten-
tially valuable components in an investment decision. Identifying items in the first place
that have a bearing on the financial development of a company can actually create a sus-
tainable competitive advantage. Creativity might be the key to the latter one. Once the
usefulness of a factor is common knowledge, it is likely to provide less outperformance
potential or even none. On balance, the use of soft factors presents a market opportunity
for asset management, wealth management and sell-side institutions. There are two as-
pects which are relevant, here. Soft factors can be crucial for being able to systematically

pick particularly promising stocks. In addition, the use of soft factors in the decision-
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making process of a market participant can be also key in differentiating from competi-

tion.

Turning to the more detailed aspects business model, conviction on the investment case
and reputation (i.e. strategy of the company and quality of management) stand out as
factors influencing the decision of investment professionals. Though the thesis did not
investigate the impact on the share price development, it is fair to assume that they have
a bearing on price formation. That is by no means saying these are the dominant driving
forces for a share price, but they are likely to have to a varying degree an influence on
where the price moves next. Therefore, it makes sense to evaluate these items or at least
to form an opinion as to where the market stands on them. As an aside, though these
factors (and potentially other ones) might appear promising for a prominent use in deci-
sion making, one has to be aware of the fact that the usefulness of individual factors might
not be stable over time. In particular, if a factor is widely used or can even be coded into
an algorithm governing buy- and sell decisions, it might be rendered less helpful. Causal-
ity is an additional key aspect that needs to be monitored and a judgement is required on
when a factor is useful and when not. For the management of a listed company this means,
that these are the items on which investment professionals are likely to concentrate part
of their research efforts. Implicitly, this also gives companies an idea on which accounts

they will be judged on.

The high importance assigned to business model warrants to pay particular attention to
this point. It seems to be a strong anchor in the investment decision. Therefore, it is very
important that the investment professional gets the understanding of the business model
right, not only for the purpose of the investment professional but also for the provider of
the information. The latter applies to management teams of listed companies but also to
analysts and investment advisors providing investment ideas to investors. An investment
professional clearly needs to understand how a company works. The advice assigned to
Warren Buffet to “never invest in a business you cannot understand” nicely illustrates
this point. It might be tempting for the presenter, e.g. company (management), to frame
the information to investment professionals in the best possible way. However, there is a
big risk that the strategy backfires. Understanding of the business model significantly
reduces the risk of negative surprises. Leaving out contentious issues might haunt the

presenter at a later point in time. This in turn will be damaging to reputation. It also
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debases a stock from a number of important angles, i.e. understanding the business model,
conviction and reputation. If something surprising emerges, it is an indication that the
business model of company was not well understood by the investor. The issue would be
compounded if the explanation why the surprise occurred does not make sense. That in
turn will make it fairly hard to develop the conviction required for an investment decision.
If one does not understand how a company works, it becomes very hard to develop any
conviction what is going to happen next to the company. Finally, investment professional
might easily feel being misled, be it rightly or wrongly. That will certainly be detrimental

to reputation.

Management teams are being scrutinized on factors like reputation and on whether they
can be trusted to run the business in the best interest of shareholders. Usually, investors
will want to form their own opinion on management quality and strategy which requires
time and effort from both sides. The detour asking another market participant can only
work, if the other person can be trusted, completely. Implicitly this means, that manage-
ment teams can rely only to a limited extent on multipliers, like sell-side analysts, to cover
that part of the information requirements. Practically, that means that management and
investor relations need to dedicate time to the direct contact with investors. With time
constraints being an issue, it is a challenge to strike a proper balance. Given the im-
portance placed on reputation it might be advisable to dedicate more time towards inves-
tors instead of the sell-side. The direct interaction of management of the listed company
with investment professionals seems to play a very important role with regard to reputa-
tion and trust. Part of the explanation probably hinges on the chance to steer the conver-
sation in a particular direction and to ask questions that are deemed important by the
investment professional. It certainly helps to get a better understanding of the business
model and the strategy. On the other hand, there is most certainly also an element of trust-
building at work. Even if investment professionals don’t tell this a company or don’t ask
in a direct and obvious way, management quality, strategy and also trust appear to be
essential aspects for them. Very often there is a question behind the question. Companies
need to be conscious of the fact that their share price might depend a lot less from the
hard numbers they report, but from how the efforts of the management and the results are
perceived. Very interesting in this context is that emotional appeal doesn’t matter for

investment professionals according to the data of this survey. However, some doubts
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seem to be warranted. A machine will not mind being lied to or disappointed, if a target
is not met. With individuals, whatever trust or reputation have been hard earned by a
company can be lost over time. It is hard to imagine that an investment professional can
stay emotionally detached in all situations, that e.g. a disappointment does not matter to
him. Practically that means for management teams, that even if your counterpart appears
to be fully rational and unemotional the person could be a lot more emotional than you
might think. Certainly, the same goes in general also for management interacting with

their stakeholders.

To stick with the role of emotions, by a number of tokens investment professionals appear
to be more emotional than they might portray themselves or the survey data suggest.
Some recent market phases during the coronavirus pandemic are a strong testament of
emotion taking over. Interestingly, the surveyed investment professionals also somewhat
negate that conviction is linked to emotion. The latter does not tally with literature. This
creates an inconsistency between how investment professionals seek or at least feel in-
clined to present themselves and what is probably closer to reality. A rational stance to-
wards markets should work well in most settings, but not being aware of one’s own emo-
tional involvement might prove problematic. Staying absolutely rational during a purely
emotional market phase could become very costly, if the irrational market phase lasts for
a prolonged period of time. It would be certainly the wrong conclusion to let emotion rule
in investment decisions, instead, but at least acknowledging the role of own emotion
should help. In this context, it’s intriguing that the change of the manager of a portfolio
sometimes results in a change of its relative performance. Typically, such an impact is
denied by asset management companies, since they will always present their investment
process as robust, independent of individuals and certainly free of emotion. If relative
portfolio performance changes significantly, there is usually a reason. While rare, there
are for example people that have a sure feel for the market. Acknowledging the impact of
emotion, in particular of own emotion, at least allows one to become more conscious of
the facets influencing one’s own decision-making process and can have a positive impact
on the quality of the decision. One can expect that management decisions are influenced
by emotion, as well. Taking up on the theory that psychopaths contributed to the financial
crisis (Boddy, 2011), the lack of empathy potentially leads to dangerous consequences

for a company.
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In a similar vein, the influence of algorithms on trading patterns should not be underesti-
mated. One could think that algorithms are a very smart and sophisticated instrument to
earn money at the stock market and computers are obviously acting without own emotion.
It is key to bear in mind that an algorithm will be, in the absence of true artificial intelli-
gence, only be as smart as the individuals who programmed it. A highly complicated and
sophisticated algorithm doesn’t make decisions better it may just make it more complex.
The same applies also to a normal decision-making process. Efforts to make something
more sophisticated in a scientific sense and relying on a purely rational basis are futile, if
they do not yield a better result. There is always a potential gap between how the market
should behave from a purely rational perspective, i.e. postulated by a theory, and how the
market behaves in reality. A very simple algorithm generating positive returns consist-
ently, is certainly preferable to a very complicated one that has only a marginally better
return, if any, since the effort put into it does not really pay off. The same conclusion can
be drawn for decision making in general. In addition, the algorithm will strictly execute
what has been coded. If the basic idea of the code is not particular smart it does not matter
to the machine executing it. Trading of algorithms might even be outright irrational. The
only objective is to generate a profit. In some cases, they might simply benefit from very
human behaviour like panic or euphoria. It would be therefore wrong to assume that al-
gorithms work towards efficient markets or that they are free of soft factors. Market par-
ticipants should be therefore aware of the potential impact of algorithmic trading on share

price formation.

Though the findings of the survey on the irrelevance of socially responsible behaviour
and environmental issues for the success of investment decisions tallies with academic
research, it does raise some issues. Socially responsible investment is given quite some
weight in the communication of the financial industry towards the public. Even taking
into account that part of that is purely a marketing message it raises the expectations of
customers. There also seems to be some reputational risk since most asset managers have
signed the UN PRI. Making no efforts to integrate SRI elements into the investment pro-
cess could potentially yield unpleasant headlines. A growing problem might be a chang-
ing set of preferences of investors, i.e. the owners of the money to be invested. Though
only anecdotal evidence, the public debate on climate change and growing demand of

SRI in decision making as evidenced by the survey data point towards a changing set of
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selection criteria. A critical and open question is how much return investors are really
willing to sacrifice for the good feeling to do something for society or the environment.
So far, the industry can point to data suggesting that adhering to SRI/ ESG principles does
not impair investment return. Finally, the lack of SRI elements would limit the room for
the potential role of altruism that some investors might seek to show with their invest-
ments. One way or the other, the weight given to SRI in an investment decision seems set
to rise. To move into that direction might require also a cultural shift on the side of the
financial industry. Chasing outperformance might have to be de-emphasised, in order to
also consider also at which external costs for society returns of companies come. For
companies this means that the set of information required is likely to change. Companies
are already tasked to prepare and communicate ESG-information required by their inves-
tors. The bigger challenge to deal with is the cultural shift for company management
teams that are bound by their fiduciary duties towards shareholders. Generally speaking,
socially responsible and environmentally friendly behaviour is likely to come at a short-
term cost and is hurting profitability. Long-term benefits might not be visible and possibly
not appreciated by the market. Nevertheless, in the sense of a proactive and forward-

looking management this complex will have to feature high on the agenda of managers

The disaster unfolding around the German payment provider Wirecard is a, though very
unpleasant, recent example for the potential impact of issues arising from weak corporate
governance. Even acknowledging that fraud was at play, the issue is still rooted in corpo-
rate governance. The Wirecard scandal provides very hard evidence that corporate gov-
ernance impacts the share price of a company and in this particular case very severely. A
typical characteristic of the risks associated with ESG factors is that the likelihood of their
occurrence is very low but the size of the damage can be very large. Investment profes-
sionals at least partly agree on the importance of corporate governance, however, the use
of it to manage risk seems to be underrepresented. Still, this episode tells us that corporate
governance and, putting it into a wider context, the consideration of ESG factors can be
a powerful tool to manage or mitigate risks. There seems to be a potential benefit in ex-
ploiting that particular quality of ESG factors by incorporating them into the investment

Pprocess.

Against the backdrop of the rich body of academic research and the attention behavioural

economics receives, one would assume that the financial industry has embraced its
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findings and is by now less affected by issues found by behavioural economics that de-
tract from financial performance. On the face of the survey data, investment professionals
are not affected by heuristics or biases supporting the view that the industry has elimi-
nated potentially detracting problems. However, there are a couple of items that would
suggest that investment professionals are still affected by some of the issues. Since there
are a number of well-documented findings from behavioural economics and related det-
rimental impacts on performance a higher attention on the role of heuristics and biases
seems to be warranted. A more conscious approach or even implementation of rules could
be helpful for the financial industry. Listed companies need to be conscious of the fact
that their counterpart might be subject to heuristics and biases. At the same time, their
management teams can possibly enhance decision making by considering findings from
behavioural economics. Since an industry that supposedly has made the biggest efforts to
maximise performance seems to be still affected by inefficient decision-making, one can
suspect, that a manager in general could be at risk to not act according to the principles
for a homo oeconomicus. Likewise, being conscious of the pitfalls stemming from human

behaviour could be helpful.
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Appendices

Appendix 1: Survey (German version)

e
EinfUhrung

Sehr geehrte Damen und Herren,

vielen Dank fiir lhre Teilnahme an dieser Umfrage. Im Zuge meiner Doktorarbeit beschéftige ich
mich mit der Rolle sogenannter weicher Faktoren bei der Einschatzung von Aktien durch
professionelle Kapitalmarktteilnehmer. In dieser Umfrage geht es darum, welche weichen und
harten Faktoren bei lhrer Entscheidungsfindung eine wichtige Rolle spielen. Die Umfrage wird etwa
15 Minuten in Anspruch nehmen. Sie ist anonym und alle Daten werden vertraulich behandeit.

Wichtigkeit verschiedener Faktoren fur die Beurteilung einer Aktie

1. Fur die Beurteilung einer Aktie, und letztlich fur die Entscheidung Uber eine Empfehlung oder eine
Position in einer Aktie, spielen eine Reihe von Faktoren eine Rolle. Im Folgenden sind Faktoren aufgelistet,
die bei der Einschatzung einer Aktie eine Rolle spielen kénnten. Bitte beurteilen Sie, wie wichtig die
einzelnen Faktoren auf einer Skala von ,AuBerst wichtig® bis ,Uberhaupt nicht wichtig® fur Ihre
Einschatzung bzw. Empfehlung sind.

Einigermafien Uberhaupt nicht
AuRerst wichtig Sehr wichtig wichtig Nicht sehr wichtig wichtig

Makrotkonomische
Faktoren (z.B.
Wirtschaftswachstum,
Zinsumfeld,
Wechselkurse)

Marktumfeld fur das
Unternehmen (z.B.
MarktgroRe, Regulierung,
Wettbewerbssituation,
strukturelle Trends)

Geschaftsmodell des
Unternehmens (z.B.
Umsatz-, Margentreiber,
Nutzen flr den Kunden,
Innovationskraft, Qualitat
der Produkte/
Dienstleistung,
Markteintrittsbarrieren)

Sozial verantwortliches
Handeln des
Unternehmens (z.B.
Auswirkungen auf die
Umwelt,
Arbeitsbedingungen,
Menschenrechte)



AuRerst wichtig Sehr wichtig

Corporate Governance
(z.B.
Antikorruptionsregeln,
Zusammensetzung und
Kompensation des
Managements, Poison-
pill, Eigentiimerstruktur,
Orientierung an
Shareholder Value)

Historische
Unternehmenszahlen
(z.B. Wachstum,
Profitabilitat, Dividenden,
Starke der Bilanz)

Qualitat des
Finanzberichtswesen
(z.B. klar, konsistent,
transparent, Adjustierung
von Gewinnen)

Immaterielle
Vermdgensgegenstande
und Giter (z.B. Goodwill,
Patente, geistiges
Eigentum, Markenwert)

Reputation (z.B. Qualitat
des Managements,
Erfolgsbilanz, Strategie,
Klagen, Glaubwiirdigkeit,
Vertrauen)

Unternehmenskultur (z.B.
Ethik, Moral,
Mitarbeiterzufriedenheit)

Schatzungen (z.B.
Gewinnerwartungen,
Guidance, Ausblick)

Szenarioanalyse —
Gewichtung der
Ergebnisse mit deren
Eintrittswahrscheinlichkeit

Bewertung (z.B. PE,
EV/EBIT, DCF)

Zugang zu Informationen
(Managementkontakt,
Sprache, raumliche
Distanz, Austausch mit
Peers/ Marktteilnehmern)

Besonderheiten in der
Nachrichtenlage (z.B.
anstehende Ereignisse
(catalysts),
Sondersituation)

Einigermalien
wichtig

Nicht sehr wichtig
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Uberhaupt nicht
wichtig



AuRerst wichtig Sehr wichtig

Uberzeugung von dem
Investment Case

Offentlichkeitsarbeit (z.B.
Lobbying, Kontaktpflege
mit Politik oder
Regulierem,
Medienberichterstattung)

Kenntnis des Sektors/
Unternehmens (z.B.
Erfahrung, besondere
Einsichten)

Emotionale Aspekte (z.B.
Sentiment des Marktes,
Risikowahrnehmung,
eigenes Marktgefuihl)

Risiko einer Aktie (z.B.
Beta, realisierte Volatilitat,
max. Verlust)

Paositionierung anderer
Marktteilnehmer (z.B.
Consensus Rating,
Berichte zur
Positionierung)

Empfehlungen aus
Fernsehen, Zeitung oder
Barsenbriefen

Méogliche
Interessenkonflikte (z.B.
Broker, Management,
Anreizsystem des
Arbeitgebers)

Quantitative Analyse (z.
B. Style, technische
Analyse)

Uberlegungen im
Portfoliokontext (z.B.
Korrelation, Absicherung,
Pair Trades,
Anlagehorizont, Liquiditat
der Aktie)

Einigermafen
wichtig

Nicht sehr wichtig

- XXV -

Uberhaupt nicht
wichtig

2. Sind Ihnen bei der Beantwortung der Frage 1 weitere Faktoren eingefallen, die fur Sie sehr wichtig sind?

Nein

Ja, folgende weitere Faktoren sind fur mich ebenfalls sehr wichtig



- XXVI -

Beschreibung fur weiche Faktoren

3. Im Zusammenhang mit Anlageentscheidungen wird haufig von weichen Faktoren gesprochen, wobei es
keine allgemein akzeptierte Definition gibt. Stimmen Sie der nachfolgenden Beschreibung fur weiche
Faktoren zu? Bitte wahlen Sie auf einer Skala von ,Stimme stark zu“ bis ,Stimme Uberhaupt nicht zu“.

Weiche Faktoren kdnnen nicht gemessen werden, kdnnen schwer Uberpruft werden, sind schwer zu
greifen und enthalten ein subjektives Element.
Stimme tberhaupt nicht
Stimme stark zu Stimme zu Weder noch Stimme nicht zu zu

Y i i

:.-’ ‘.JI L S -

Beschreibung fur weiche Faktoren

4. Welche Aspekte sind falsch oder welche vermissen Sie in der Beschreibung? Bitte erlautern Sie kurz
Ihre Zustimmung bzw. Ihre Ablehnung / IThren Widerspruch.

Einordnung in weiche und harte Faktoren

5. Legen wir fur die folgende Frage die genannten Kriterien zu Grunde (nicht messbar, schwer Uberprufbar
oder greifbar und subjektiv), welche der folgenden Faktoren wirden Sie dann als weiche Faktoren
bezeichnen? Bitte ordnen Sie die Faktoren auf einer Skala von ,Sehr weich® bis ,Sehr hart“ ein.

Sehr weich Eher weich Weder noch Eher hart Sehr hart

Makrotkonomische

Faktoren (z.B.

Wirtschaftswachstum, }
Zinsumfeld,

Wechselkurse)

Marktumfeld fur das
Unternehmen (z.B.
MarktgroRe, Regulierung,
Wettbewerbssituation,
strukturelle Trends)

Geschéaftsmodell des

Unternehmens (z.B.

Umsatz-, Margentreiber,

Nutzen fiir den Kunden, !

Innovationskraft, Qualitat et -t et ~ et
der Produkte/

Dienstleistung,

Markteintrittsbarrieren)



Sehr weich Eher weich

Sozial verantwortliches
Handeln des
Unternehmens (z.B.
Auswirkungen auf die
Umwelt,
Arbeitsbedingungen,
Menschenrechte)

Corporate Governance
(z.B.
Antikorruptionsregeln,
Zusammensetzung und
Kompensation des
Managements, Poison-
pill, Eigentimerstruktur,
Orientierung an
Shareholder Value)

Historische
Unternehmenszahlen
(z.B. Wachstum,
Profitabilitat, Dividenden,
Stérke der Bilanz)

Qualitat des
Finanzberichtswesen
(z.B. klar, konsistent,
transparent, Adjustierung
von Gewinnen)

Immaterielle
Vermégensgegenstédnde
und Gater (z.B. Goodwill,
Patente, geistiges
Eigentum, Markenwert)

Reputation (z.B. Qualitat
des Managements,
Erfolgsbilanz, Strategie,
Klagen, Glaubwiirdigkeit,
Vertrauen)

Unternehmenskultur (z.B.
Ethik, Moral,
Mitarbeiterzufriedenheit)

Schatzungen (z.B.
Gewinnerwartungen,
Guidance, Ausblick)

Szenarioanalyse —
Gewichtung der
Ergebnisse mit deren
Eintrittswahrscheinlichkeit

Bewertung (z.B. PE,
EV/EBIT, DCF)

Zugang zu Informationen
(Managementkontakt,
Sprache, rdumliche
Distanz, Austausch mit
Peers/ Marktteiinehmern)

Weder noch

Eher hart

- XXVII -

Sehr hart
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Sehr weich Eher weich Weder noch Eher hart Sehr hart

Besonderheiten in der

Nachrichtenlage (z.B.

anstehende Ereignisse 1 { [
(catalysts),

Sondersituation)

Uberzeugung von dem - - - - -
Investment Case ‘ '

Offentlichkeitsarbeit (z.B.

Lobbying, Kontaktpflege

mit Politik oder r g 4
Regulierern,

Medienberichterstattung)

Kenntnis des Sektors/

Untemehmens (z.B. . -~ - e -~
Erfahrung, besondere ' '
Einsichten)

Emotionale Aspekte (z.B.

Sentiment des Marktes, P
Risikowahmehmung, '
eigenes Marktgefiihl)

Risiko einer Aktie (z.B. ) ) ) )
Beta, realisierte Volatilitat, 1 { i {
max. Verlust)

Positionierung anderer

Marktteiinehmer (z.B.

Consensus Rating, { ' '
Berichte zur

Positionierung)

Empfehlungen aus
Femsehen, Zeitung oder ( 1 { f
Borsenbriefen

Mégliche
Interessenkonflikte (z.B.
Broker, Management,
Anreizsystem des
Arbeitgebers)

Quantitative Analyse (z. 7 ) B
B. Style, technische [ { Y f
Analyse)

Uberlegungen im
Portfoliokontext (z.B.
Korrelation, Absicherung,
Pair Trades,
Anlagehorizont, Liquiditat
der Aktie)

Wichtigkeit weicher Faktoren fir die Beurteilung einer Aktie

6. Gehen wir jetzt noch einmal tiefer auf Faktoren ein, die haufig als weich eingeschatzt werden. Dazu
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werden zur Verfeinerung einzelne Faktoren weiter aufgefachert. Bitte beurteilen Sie wie in Frage 1, wie
wichtig die einzelnen Faktoren auf einer Skala von ,AuRerst wichtig® bis ,Uberhaupt nicht wichtig® fir Ihre
Einschatzung einer Aktie sind. Sofern Sie einen Faktor eindeutig als hart ansehen, wahlen Sie bitte NA

Starke des
Geschéftsmodell (z.B.
Stabilitat,
Skalierbarkeit)

Okologische Aspekte
der
Unternehmensfiihrung
(z.B. Umweltrisiken,
Klimaschutz,
Nachhaltigkeit)

Soziale Aspekte der
Unternehmensfiihrung
(z.B.
Arbeitsbedingungen,
Diversity,
Menschenrechte)

Wahrung der Interessen
der Stakeholder,
insbesondere die der
Eigenkapitalgeber

Ordnungsrahmen des
Unternehmens (z.B.
Verteilung der
Stimmrechte,
Zusammensetzung des
Managements)

ESG-Faktoren als
Instrument des
Risikomanagements
(z.B. als Versicherung
gegen extreme
Verluste)

Klarheit und Konsistenz
der Berichterstattung
(z.B. Transparenz,
Anderungen
veroffentlichter
Informationen, GréRe
und Haufigkeit von
aulerordentlichen
Effekten)

Immaterielle Guter (z.B.
Féhigkeiten der
Mitarbeiter, externes
Netzwerk, betriebliche
Ablgufe)

AuRerst wichtig

Sehr wichtig

EinigermalRen
wichtig

Nicht sehr
wichtig

Uberhaupt nicht
wichtig

NA



EinigermalRen
AuRerst wichtig  Sehr wichtig wichtig

Qualitat des
Managements (z.B.
Erfolgsbilanz,
Mitarbeiterfihrung,
Management des
Humankapitals)

Strategie des
Unternehmens (z.B.
Nachvollziehbarkeit,
Erfolg, Stetigkeit)

Emotionale
Einschatzung des
Unternehmens/
Managements
(Vertrauen,
Bewunderung, Respekt,
Sympathie)

Ethische oder
moralische Grundsatze
in der
Unternehmensfilhrung

Starke der
Unternehmenskultur

Personlicher Kontakt
zum Management (z.B.
Einzel- oder
Gruppenmeetings,
Investor Relations)

Meinung anderer
Marktteilnehmer (z.B.
Kollegen, Analysten,
Equity Sales)

Consensus/
Markterwartungen (z.B.
erwartete Entwicklung
von Kennzahlen wie
Gewinn, Cash Flow
oder
Verschuldungsgrad)

Inwieweit der Markt
eine Information
verarbeitet hat (,was ist
eingepreist”)

Special situations/
Sondersituationen (z.B.
M&A, catalysts)

Starke der Equity-story
des Unternehmens

Public Affairs (z.B.
Lobbying, Kontakte zu
Politik oder Regulierern)

Nicht sehr
wichtig

Uberhaupt nicht
wichtig

- XXX -

NA



Einigermafen
Aulerst wichtig ~ Sehr wichtig wichtig

Haltung der Medien
zum Unternehmen (z.B.
Haufigkeit und/oder
Tonlage von
Berichterstattung)

Bisherige Erfahrung mit
dem Unternehmen (z.B.
Verstandnis dafiir, wie
das Unternehmen tickt,
Gewinn/ Verluste aus
friiheren Positionen)

Stimmung des
Gesamtmarktes (z.B.
risk on/off)

Eigene Emotion (z.B.
Marktgefiihl, subjektive
Einschatzung des
Risikos einer Aktie bzw.
des Geschéftsmodells,
Angst oder Hoffnung)

Pasitionierung (z.B.
Crowded trades)

Marktreaktion auf (ggf.
neue) Informationen/
Rahmenbedingungen
(z.B. Logik, Starke,
Richtung)

Reflexion tber
Erkenntnisse der
Verhaltensékonomie
(z.B. Bias, Einstellung
zur Risike, Framing,
Uberreaktion)

Maogliche Zielkonflikte
aus Prinzipal-Agent-
Beziehungen (z.B.
Management
Anreizsysteme, Sell- vs.
Buyside)

Momentum (z.B.
Aktienkurs und/oder
Gewinnrevisionen)

Relative Performance
lhrer eigenen
Empfehlungen/
Investments in der
Bemessungsperiode

Nicht sehr
wichtig

Uberhaupt nicht
wichtig

- XXXI -

NA
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7. Gibt es andere weiche Faktoren, die fir Sie eine sehr starke Rolle spielen?

Nein

Ja, folgende weiche Faktoren sind fiir mich ebenfalls sehr wichtig:

8. Wie grof} ist im Durschschnitt das Gewicht insgesamt, dass weiche Faktoren bei Ihrer
Entscheidungsfindung spielen (in %)? Bitte bewerten Sie dies auf einer Skala von 0 bis 100%.

0% Gewicht weicher Faktoren 100%

9. Wie stark sind weiche Faktoren in lhren Entscheidungsprozess Gber eine Aktie integriert? Bitte ordnen
Sie die den Grad der Berucksichtigung auf einer Skala von ,Voll integriert* bis ,Uberhaupt nicht integriert”
ein.
Uberhaupt nicht
Voll integriert Ziemlich integriert MittelmaRig integriert Wenig integriert integriert
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10. Hat sich die Nachfrage von Ihren Kunden nach der Bertcksichtigung folgender Faktoren im
Investment-/ Entscheidungsprozess in den letzten funf Jahren stark verandert? Bitte beurteilen Sie die
Veranderung auf einer Skala von ,Stark zugenommen* bis ,Stark abgenommen*

Stark zugenommen

Sozial verantwortliches
Handeln des
Untemehmens (z.B.
Auswirkungen auf die
Umwelt,
Arbeitsbedingungen,
Menschenrechte)

Corporate Governance
(z.B.
Antikorruptionsregeln,
Zusammensetzung und

Kompensation des ~

Managements,
Orientierung an
Shareholder Value)

Reputation (z.B.
Qualitat des
Managements,
Erfolgsbilanz, Strategie,
Klagen,
Glaubwiirdigkeit,
Vertrauen)

Untemehmenskultur
(z.B. Ethik, Moral,
Mitarbeiterzufriedenheit)

Erkenntnisse der
Verhaltensékonomie
(z.B. Bias, Einstellung
zur Risiko, Framing,
Uberreaktion)

Emotionale Aspekte
(z.B. Sentiment des
Marktes,
Risikowahmehmung,
eigenes Marktgefiihl)

Abgenommen Stark abgenommen

11. Gibt es andere weiche Faktoren, bei denen sich die Nachfrage sehr stark verandert hat?

Nein
s

') Ja, die Nachfrage beziiglich folgender weicher Faktoren hat sich ebenfalls stark verandert (bitte geben Sie auch die Richtung

an):

Demographische Angaben
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12. Sind Sie
U Weiblich
L/’ Mannlich

("} Divers/ keine Angaben

13. In welchem Land arbeiten Sie momentan?

14. Zu welcher Gruppe gehort Ihr Unternehmen

l") Broker [} Vermégensverwalter
nabhéngiges Research-Unternehmen amily ce

() Unabh R h-Untemeh ) Family Off

() Kapitalanlagegesellschaft J‘ Staatsfonds

("} Pensionsfonds () Hedgefonds

() Versicherung

lj) Sonstiges (bitte angeben)

Demographische Angaben

15. Wie groR ist das Unternehmen, bei dem Sie derzeit arbeiten (Assets under Management in Mrd.
Uss$)?

() <10 {_ ) 201-500
{ ) 10-50 () >500
{ ) 51-200

Demographische Angaben

16. Wie grof ist das Unternehmen, bei dem Sie derzeit arbeiten (Anzahl der Analysten?

(7 <10 7y 101-200
L —

(7 11-40 T >200
- p—

() #1-100

Demographische Angaben



17. Wie grof3 ist das Unternehmen, bei dem Sie derzeit arbeiten (Anzahl der Mitarbeiter)?

»
o

<20

20-200

201-2.000

.} 2.001-20.000

.} =20.000
R
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Demographische Angaben

18. Welche Rolle haben Sie in lhrem Unternehmen?

—_
(L]

bbb odd

Analyst
Portfoliomanager
Anlageberater

Sonstiges (bitte angeben)

. Haben Sie einen Sektor-Fokus?

Energie

Material
Industrieunternehmen
Nicht-Basiskonsumgiiter
Basiskonsumguter
Gesundheitswesen
Finanzen
Informationstechnologie
Kommunikationsdienste
Versorgungsunternehmen
Immobilien

Generalist

Small und Midcap

ESG

Sonstiges (bitte angeben)
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N
o

. Hat Ihr Investmentprozess eine bestimmte Ausrichtung (Mehrfachauswahl ist moglich)?

Fundamental [ ] Passiv

Qualitative [ ] ESG/sRI

Quantitative l:‘ Style (z.B. Value, Quality, Smallcap)
Bottom-up D Trading orientiert

Top-down D Langfristig orientiert

Aktiv

HEENEEEEENENE

Sonstiges (bitte angeben)

21. Wie lange arbeiten Sie schon in der Finanzbranche (in Jahren)?

<5 16-20
5-10 21-25
1115 =25

22. Nach Auswertung der Umfrage plane ich je nach Ergebnislage einzelne Resultate naher zu
untersuchen. Im Zuge dieser Nachbereitung wtirde ich gegebenenfalls gerne einige Einzelgesprache
fuhren. Es wirde mich sehr freuen, wenn Sie dazu grundsatzlich bereit waren. Bitte kontaktieren Sie mich
unter u.g. Email-Adresse, wenn Sie sich fiir ein Einzelgesprach registrieren méchten. Durch diesen
Prozess wird |hre Anonymitat in diesem Fragebogen gewahrt.

Ja, ich werde Sie unter m_baeumer@gmx.de kontaktieren

Nein, danke
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Appendix 2: Survey (English version)

Introduction
Dear Sir or Madam,

Thank you for participating in this survey. In my doctoral thesis | am looking at the role of so-called
soft factors in the assessment of stocks by professional market participants. The objective of this
survey is to find out, which soft and hard factors are important in your decision-making process.
The survey will take about 15 minutes. It is anonymous and all data will be treated confidentially.

Importance of various faclors for the assessment of a stock

1. For the assessment of a stock, and ultimately for the decision on a recommendation or a position in a
stock, a number of factors matter. Hereafter a number of factors are listed that could play a role in forming
an opinion on a stock. Please evaluate how important the individual factors are for your assessment or
decision on a scale from “extremely important” to “not important at all”.

Moderately
Extremely imporiant Very important important Shightly important Not important at all

Market environment for
the company (e.g.
competilive environment,
structural frends)

Socially responsible
behaviowr of the company
{e.g. impact on envircnmendt,
labour standards, human
fights)



Extremely imporiant Very important

Historic company
financials {e.g. growth
{profitability, dividends
strength of the balance
sheet)

Intangible assats and
goods {e.g. goodwill
patents, intellectual
property, brand value)

Corporate culhwe {(e.g.
ethics, morale,
employee satisfaction)

oullook)

Scenaric analysis —
weighting of cutcomes
with their respective
probatililies

Access to information {e.g.
management contact
language, gecgraphical
distance, exchange with
peers/market parlicipants)

Moderately
important

Shghtly important
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Not important at all



Extremely imporiant Very imporiant

Conviction of
investment case — —

Public relations (e.g.
lobbying, relationship to
politicians or regulator,
media reports)

Knowledge of sector/
company {e.g.
experience, special
insights)

Emotional aspects (e.g.
market sentiment, risk
perception, own feel for the
market)

Risk of a slock {e.g.
max. drawdown

Positioning of other
market participants (e.g.
consensus rating, reports
on paositioning)

Recommendations
from TV, newspaper
or tip sheels

Potential conflicts of
interest (e.g. broker,
management, incentive
system of employer)

Quantitative analysis
(e.g. slyle, technical
analysis)

Considerations in the
portfolio context (e.g.
correlation, hedging, pair
trades, investment horizon,
liquidity of the stock)

Moderately
important

Slightly important
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Not important at all

2. Did other factors come to mind that are very important to you while answering question 1?

No

Yes, the following factors are very important io me, as well.
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Description for soft factors

3. In the context of investment decisions soft factors are often mentioned though there is no generally
accepted definition of them. Do you agree/disagree with the following description for soft factors? Please
indicate your degree of agreement on a scale from “strongly agree” to “strongly disagree”.

Soft factors can’t be measured, are difficult to verify, are difficult to grasp and contain a subjective element.

Strongly agree Agree Undecided Disagree Strongly disagree

Description for soft factors

4. Which aspects are wrong or which aspects are missing in the proposed description, from your
perspective? Please comment briefly on your agreement and disagreement/ objection, respectively.

Classification into soft and hard factors

5. Taking the mentioned criteria as a basis (not measurable, hard to verify or grasp and subjective), which
of the following factors would you call soft? Please classify the factors on a scale from “very soft’ to “very
hard.

Very soft Rather soft Neither Rather hard Very hard

Macroeconomic factors
(e.g. economic growth,
interest rates, foreign ) )
exchange rates) N - N

Market environment for

the company (e.g.

market size, regulation, ) . .
competifive environment,

structural frends)

Business model of the
company (e.g. sales and
margin drivers, benefits
for customers,
innovativeness, quality of
products/services,
barriers to entry)



Very soft Rather soft Neiter

Socially responsible
behaviour of the company
{e.g. impact on environment,
labour standards, human
fights)

Corporate governance
(e.g. anti-corruption
policy, board structure
and compensation,
poisan pill, ownership
structure, alignment to
shareholder value)

Historic company
financials {e.g. growth
{profitability, dividends
strength of the balance
sheet)

Quality of financial
disclosure (e.g. clear,
consistent, transparent,
earnings adjustments)

Intangible assets and
goods {e.g. goodwill
patents, intellectual
property, brand value)

Reputation (e.g. quality of
management, track record,
strategy, litigations,
credibility, trust)

Corporate culture {e.g.
ethics, morale,
employee satisfaction)

Forecasts (e.g. earnings
estimates, guidance,
outlook)

Scenario analysis —
weighting of outcomes
probabilities

Valuation (e.g. PE,
EV/EBIT, DCF)

Access to imformation {e.g.
management coniact,

language, geographical
distance, exchange with

peers/market participants)

Rather hard

- XLI -

Very hard
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Sehr weich Eher weich Weder noch Eher hart Sehr hart

Special features in

potential news flow (e.g.

catalysts, special Y ]
situations) . N

Conviction of nvestment
case _— - -

Public relations (e.g.

lobbying, relationship to

politicians or regulator, ; ) )
media reports) _ _

Knowledge of seclor/
company {e.g.
experience, special
insights)

Emotional aspects (e.g.

market sentiment, risk

perception, own feel for the — '—- e e e
market)

Risk of a stock {e.g.
beta, realised volatility, B ) -
max. drawdown

Positioning of other

market participants (e.g.

consensus rating, reports ) )
on positioning) . N

Recommendations
from TV, newspaper : . L)
or fip sheets

Potential conflicts of
interest (e.g. broker,
management, incentive ) )
system of employer)

Quantitative Analysis

{e.g. style, technical v . )
analysis)

Considerations in the

portfolio context (e.g.

correlation, hedging, pair

trades, investment horizon, - W,

liquidity of the stock)

Importance of soft factors for the assessment of a stock

6. Let us take a closer look only at factors that are often regarded as soft. To increase granularity,
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individual factors are split up a bit more. Please evaluate like in question 1, how important the individual
factors are for your assessment of a stock on a scale from “extremely important® to “not important at alF. If

you see a factor clearly as hard, please select NA.

Extremely important Very important

Strength of the
business model (e.g.
stability, scalability)

Ecological aspecis of
the business (e.g. risks
1o environment, ciimate
protection,
sustainability)

Social aspects of the
business (e.g. labour
standards, diversity,
human rights)

Protection of stakehaolder
inlerests, in parlicular of
shareholders

Framework of rules,
procedures and relationships
under which a company
operates (e.g. distribution of
vating rights, composition of
management)

ESG factors as risk
management tool {(e.g.
in order fo avaid tad
risks)

Clarity and consistency
of corporate reporting
(e.g. transparency,
changes in disclosure,
size and frequency of
exceptional items)

Intangible goods (e.g.
abilities of
employees, extemal
network, processes,
procedures)

Moderately
important

Siightly
important

Not important
at all

NA



Moderately
Extremely important  Very important  IMportant

Quality of management
(e.g. track record,
leadership, management
of human capital)

Strategy of the company
{e.g. plausibilily, success,
consistency)

Emotional assessment
of company/
management (e.g. trust,
admiration, respect,
sympathy)

Ethical or moral
standards of
management

Strength of corporate
culture

Personal contact to
management (e.g.
individual or group
meetings, investor
relations)

Views of other market
participants (e.g.
colleagues, analysts,
equity sales)

Consensus expeciations
{e.g. expected
development of net
profit, cash flow or
fnancial leverage)

Towhich extent the
market has reflected
information (,what is in
the price®)

Special situations
{e.g. MBA

catalysis)

Strength of the equity
story of the company

Public Affairs (e.g.
lobbying, contacts to
polfilicians or regulators)

Shghtly
important

Not important
at all
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NA



Moderately
Extremely imperiant  Very imporfant  important

Stance of the media
towards the company
(e.g. frequency and/ or
tone of reports)

Experience with the
company (e.g. insights
on how the company
ticks, gains/ losses on
previous posilions)

Overall market
sentiment (e.g. risk
on/off)

Own emotion {e.g. feel
for the market,
subjeclive assessment
of risk of a stock or
business model, fear or

hope)

Pasitioning (e.g. crowded
trades)

Market reaction o
{possibly new) /
information/ market
environment (e.g. logic,
size, direction)

Reflection on findings
of behavioural
economics (e.g.
biases, stance towards
risk, framing,
overreaction)

Target conflicts arising
from principalagent
relationships (e.g.
management incentive
systems, sell- vs.
buyside)

Momentum (e.g. share
price and/ or earnings
revisions)

Relative performance
of your own
recommendations/
mnvestments in the
measuwement period

Shghtly
important

Not important
at all

- XLV -

NA
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7. Are there other soft factors that matter strongly to you?

No

Yes, the following soft factors are very important to me, as well.

8. What is on average the weight of soft factors as a whole in your decision-making on a stock
(in %)? Please evaluate it on a scale from 0 to 100%.

0% Weight of soft factors 100%

9. How strongly integrated are soft factors in your decision-making process? Please indicate the extent of
integration on a scale ranging from “fully integrated” to “not at all integrated”.

Net integrated
Fully integrated Quite integrated Moderately integrated Shightly integrated atall
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10. Did demand of clients to reflect the following factors in the investment/ decision process shift
strongly over the last five years? Please evaluate the change on a scale from “increased strongly” to

“decreased strongly”.

Socially responsible
behaviour of the
company (e.g. impact on
environment, labour
standards, human rights)

Corporate governance
{e.g. anti-comuption
palicy, board structure
and compensation,
alignment fo shareholder
value)

Reputation (e.g. quality
of management, track
record, strategy,
litigations, credibility,
trust)

Corporate culture
{e_g. ethics, morale,
employee satisfaction)

Findings of behavioural
economics (e.g.

biases, stance towards
risk, framing,
overreaction)

Emctional aspects {e.g.
market sentiment,

nisk perceplion,

own feel for the market)

11. Are there other soft factors where demand has changed strongly?

Increased sirongly

Increased

Unchanged

Decreased

Decreased strongly

| Yes, the demand regarding the following soft factors has changed, as well (please also indicate direction):

Demographic information
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12. Your gender is:
) Female
) Male

) Divers/ Prefer not to answer

13. In which counfry are you working at the moment?

14. Into which group falls your company?

) Broker ) Wealth management
) Research boutique ) Family Office

.- ) Asset management ) Sovereign wealth fund
) Pension fund . Hedge fund

b st

) Insurance

) Ofher (please specify)

Demographic information

15. What is the size of the company you are working for (Assets under management in bn. US$)?

) <10 ) 201-500
) 1080 ) »500
) §1-200

Demographic information

16. What is the size of the company you are working for (Number of equity analysts)?

) <10 ) 101200
) 140 ) >200
) #1100

Demographic information
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17. What is the size of the company you are working for (Number of employees)?

) <20 2.001-20.000
) 20-200 ) >20.000

) 201-2.000

Demographic information
18. What is your role in your company?
) Analyst
) Portfclic manager
) Investment advisor

) Other (please specify)

19. Do you have a sector focus?

m

E Materials

[[] industrials

|:| Consumer Discretionary
|:| Consumer Staples

[] Healthcare

[] Famancials

|:| Information Technology
[ ] Communication Services
[[] uilities

[ ] ReslEstate

[] Generalist

z Small und Midcap

[ ] ese

[[] Other (please specify)




20. Do you have a particular tilt in your decision process (multiple selections are possible)?

I:' Fundamental I:' Passive

[] Qualitative [] escrsri

I:' Quantitative I:' Style (e.g. Value, quality, smallcap)
|:| Bottom-up |:| Trading oriented

|:| Top-down |:| Longterm oriented

|:| Active
[] Other (please speciy)

21_ How long have you been working in the financial industry (in years)?

<5 16-20
510 21-25
1116 >25

22_ After evaluation of the survey and depending on the outcome, | might want to examine individual

results closer. For this follow-up | would like to do selective interviews. In case you are generally willing to

participate in an interview, please contact me on the email address below. This process ensures your

anonymity in this questionnaire.
Yes, | will contact you on m_baesumer@gmx.de

No, thank you



Appendix 3: Correlation matrix for items in question 1
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Appendix 4: Correlation matrix for items in question 6
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Appendix 5: Correlation matrix for items in question 1 and question 6
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