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1. The human mind is not always rational 

“People are not accustomed to thinking hard and are often content to trust a plausible judgement that 
comes quickly to mind” 

Daniel Kahneman 

 

“The human mind is fundamentally not a logic engine, but an analogy engine, a learning engine, a guessing 
engine, an aesthetics-driven engine, a self-correcting engine” 

Douglas Hofstadter 

Contrary to the orthodoxy that prevailed until the 1980s amongst economists and psychologists, the 
evidence is increasingly clear that human decision-making is not always rational.  This is not to say that 
humans are consistently irrational; in fact the brain guides us through hundreds of mundane decisions 
every day with general effectiveness.  The brain is a highly efficient decision-making engine. 

However, this efficiency is its shortcoming. Daniel Kahneman and Amos Tversky have developed the 
framework of ‘two systems’ that govern the functioning in the human brain, sometimes referred to in 
shorthand as the ‘fast thinking’ and the ‘slow thinking’ systems. 

System One. The first ‘fast thinking’ system is very effective for certain types of high-frequency, mundane 
decisions: driving a car, crossing the street, choosing lunch, giving a wide berth to larger animals etc. 
Evolution has honed it into a highly reactive mechanism for assessing threats, essential for self-
preservation in the state of nature (and sometimes in modern society too). It is ‘always on’, cannot be 
silenced, and relies on instinctive, incredibly rapid processing of external stimuli and information.  The fast 
system is however a poor operator when confronted with more complex tasks that require careful 
consideration, and indeed this system can interfere with such processes.  

System Two. The second, ‘slow thinking’ system is required for harder reasoning and decision-making; 
the sort that we are familiar with as investors. Its engagement requires considerable mental effort and 
energy, manifested in the sense of concentration and focussed attention on a given problem (physically 
evident in iris dilation and a furrowed brow).   Despite its high-level processing power, the second ‘slow’ 
system is energy-intensive and therefore inherently lazy (biology is concerned above all with conservation 
of resources, with being as efficient as possible). The slow thinking system therefore often lapses into 
indolence, and its processes can be easily swayed by various cues from the impulsive ‘fast’ system.   

The propensity for System One to override, and sometimes influence, the lazy System Two means that 
humans (including investors) are over-reliant on the fast, instinctive, emotional system, have limited 
mastery over it, and usually are not aware when it is interfering with their attempts at rational thought.  
This often means that when making a hard decision, emotional intuition comes first, driving the rationale 
for that decision, and subsequently is used to retrofit a justification for that decision.   
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Kahneman and Tversky refer to these System One ‘over-rides’ as heuristics, a mental shortcut that makes 
judgement more efficient. There are a multitude of heuristics. Some of the better-known heuristics relate 
to availability (of information), outcomes, framing, hindsight, and association.   

As a side note relevant to us, branded products are a classic means of commercially exploiting heuristics 
and inherent human bias towards cognitive ease (making a quick, effortless, efficient decision), something 
marketers have known for years (see example below). 

 

 

2. Investing as a probabilistic field  

Investment is an industry where the ‘illusion of skill’ is deeply ingrained, embedded in incentives and 
organizational hierarchies, and where the role of luck is understated. Many investors commonly regarded 
as ‘skillful’ may simply be lucky.  There is an inherent bias towards recognizing and lauding such 
individuals, whilst ignoring the much larger numbers of others who may have attempted similar strategies 
with similar skill and knowledge levels, but lapsed into failure and obscurity.  For every Nick Sleep,1 there 
are ten other similar investors who did not make it despite (possibly because of) heroic position sizing in 
individual stocks. 

Stock price movements are inherently unpredictable, being driven by a combination of fundamentals (of 
questionable predictability) and human sentiment (of total unpredictability).  There is arguably more 
predictability over the long term fundamentals for a small number of very high-quality businesses, which 

 
1 Semi-legendary investor most famous for his Nomad Fund taking a c.40% position in Amazon in the early 2000s 
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could mean that investors have some directional visibility over long term stock price movements for these, 
although there are many that would challenge this assertion.  

Investor, academic and sports fan Michael Mauboussin places investing on the luck-skill continuum shown 
below. 

 

In his view, investing is a probabilistic field involving some degree of skill and a high degree of luck. This 
means that even very well-researched, well-reasoned investment proposals with a high probability of 
success will sometimes fail to work.  Conversely, the opposite is also possible.   The skill-luck continuum 
explains why amateur investors can (and often do) perform better than seasoned professionals, whilst 
amateur chess players would have absolutely no chance of beating an experienced professional. 

The idea of the ‘illusion of skill’ is an incredibly important one when thinking about the psychology of 
investing, because it can feed into a number of disfunctions, most obviously the trap of overconfidence in 
one’s own abilities, believing we are ‘better than average’. 

Despite its importance, the vast majority of participants in our industry do not accept the outsized role 
that luck plays in performance, presumably because such an assertion challenges their sense of self-worth 
and indeed their livelihoods. 

Case study – Future Retail 
 
Future Retail, one of India’s leading retailers, was one of the Asia Fund’s best performers in 2017, rising 
by over 300% in that year, and indeed was a major driver of fund performance in that year. We bought 
the stock in 2010 and held it through a fair degree of turbulence before eventually receiving the huge 
payoff of 2017. As we argue in section (7), a good outcome does not always equate to a good decision 
on account of the probabilistic nature of investment. 

An interesting and important question, therefore, is the degree to which luck or randomness played a 
part in the high performance of Future Retail.   

First, we might consider that a number of things which did not happen allowed the business to survive 
through to 2017.  Given high leverage, reliance on supplier financing, uncertain inventory valuations, 
questionable governance and financial complexity, any bout of serious weakness in credit markets 
might have derailed the business.  The erratic nature of execution in the Future Group might have led 
to a blow-up in one part of the Group, having a contagion effect on all other parts of the Group as 
financing was withdrawn.  If aggressive, well-funded competitors had entered the market (fighting 
Future Retail for store locations and driving down prices of merchandise) this might also have seriously 
damaged the company.  In 2017, Future Retail benefitted from an event that can only be described as 



Thematic Research ∙ October 2019 
5 
 

 
 

 

‘lucky’ – PM Narendra Modi’s surprise demonetization move, cancelling the validity of much of India’s 
cash overnight, forced consumers to shop in modern retail venues where cashless payment was 
possible, giving a serious boost to short term fundamentals, a dose of oxygen to the business, and 
probably changing long term shopping habits in the process.  Furthermore, the listing of Avenue 
Supermarkets at a lofty valuation prompted investor interest in the sector and led to a huge re-rating 
for the share price of Future Retail. 

Therefore, it can be stated with some confidence that luck played a significant part in the stock price 
rise of Future Retail.  Does this mean it was a bad decision to invest?  Not necessarily – we were very 
careful to document our thinking on the stock, we always accepted that this was a business replete 
with risks, and were aware that permanent and total loss of capital was one possible outcome scenario.  
Yet we were also aware that the business was operating in an enormously scalable market opportunity, 
that the odds were in favour of the company surviving to be able to exploit that opportunity, and that 
the non-trivial risks of failure were well discounted in the valuation of the stock.  This was reflected in 
the modest position sizing of Future Retail, at around 2% for much of the holding period.  Hence whilst 
luck played a big part here, this might be seen as a good example of the application of probabilistic 
reasoning (used to calibrate position-sizing) and therefore a good decision.  This would still be the case 
if our investment here had failed and had been written down to zero. 

 

3. Narrative Fallacies and Overconfidence 

“Subjective confidence in a judgement is not a reasoned evaluation of the probability that this judgement 
is correct. Confidence is a feeling, which refers to the coherence of the information and the cognitive ease 
in processing it.” 

D Kahneman 

Nassim Taleb uses the notion of a ‘narrative fallacy’ to describe how flawed stories about the past shape 
our view of the world, and inform our expectations for the future. 

As Kahneman argues:  “a general limitation of the human mind is its imperfect ability to reconstruct past 
states of knowledge or beliefs that have changed… hindsight bias has pernicious effects on the evaluations 
of decision-makers. It leads observers to assess the quality of a decision not by whether the process was 
sound but whether its outcome was good or bad…  Subjective confidence is determined by the coherence 
of the story one has constructed, not by the quality and amount of information that supports it”. 

Hence hindsight bias can unfairly award the virtues of ‘flair’, ‘foresight’ and ‘courage’ to reckless decisions 
that happened to work out well on account of good fortune in the highly probabilistic field of investment.  
A distorted view of the past can in turn lead to over-confidence in one’s own abilities. 

Narrative fallacies, a misunderstanding of an individual’s talents and place in the world, form the very core 
of perhaps the most common source of bad decision-making amongst investors: overconfidence.    

Overconfidence may drive investors to seek out lower quality proverbial ‘diamonds in the rough’, 
convinced of the fact that they have a unique ability to identify ‘value’ in such opportunities where the 
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rest of the market does not. We assume we know more or have greater ability than others on account of 
a selective interpretation of the past. 

As we construct stories about ourselves and our own abilities, so we also construct stories about stock 
ideas.  Humans love a simple narrative, especially one that is emotive and cognitively easy to grasp (recall 
the in-built laziness of System Two).  This is far more compelling than nuanced, evidence-based analysis 
that requires deep thought and self-questioning.  

Stereotypy is a very common type of story we tell ourselves: because this strategy has worked before, as 
evidenced by the stock price returns of that other thing we (selectively) observed in the past, we can be 
confident this is a repeatable formula for success. When we come across such scenarios, the associative 
machine of our brain suppresses doubt and ambiguity. 

The fund management industry overvalues confidence, promoting the most confident individuals to the 
positions of greatest authority.  It is highly likely that these organizational disfunctions amplify the wider 
market disfunctions we identify above.  As Joe Wiggins, a multi-manager investor and behavioural finance 
specialist at Aberdeen Standard observes: “we seem to value those who take bold and singular views, 
whilst being scornful of pragmatism, nuance and probabilities.” 

Overconfidence is something that affects not only CEOs and portfolio managers, but forecasters of many 
sorts.  Naturally, inaccurate (overoptimistic) forecasting merely adds fuel to the flames of overconfident 
decision-making. The ‘planning fallacy’ describes the fact that most forecasts are generally best case and 
overlook the potential for mistakes and / or bad luck which will inevitably befall best laid plans in any 
endeavor (including well-run emerging market consumer businesses!).  

Overconfidence is a problem that also affects the dynamic of group decision making.  A particular problem 
is the halo effect surrounding the leader in an organization who, not coincidentally, will usually be the 
most confident member of a group.    

Overconfidence is often an outcome of an optimistic mindset (we might think of it as the ‘evil twin’ of the 
latter). Yet optimism is a common characteristic of leaders in most fields, be it in politics, the military or 
business. Optimists tend to be dominant in human societies; they are an essential part of a capitalist 
system as they tend to be the individuals with the willingness to take risks and the ability to attract a 
following. Pessimists are seldom entrepreneurs or leaders.   

We should emphasise that optimism, properly managed, is not necessarily a bad thing. It can have some 
clear benefits – for example implementing a project, rallying a team behind a goal, and being resilient in 
the face of setbacks. 

However we must be mindful of the following:  leaders and risk takers are usually also inherent optimists; 
we must therefore be mindful that such people in positions of authority usually underestimate the odds 
of failure, and can be particularly vulnerable to the trap of overconfidence.  It is essential for any 
organization to have the capacity to question and temper the inherent optimism (and potential 
overconfidence) of its leaders. 
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Case study – Natura 
 
The saga of Natura is surely one of the most fascinating decisions we have made.  There were numerous 
cognitive biases at play here, but the central one was an especially potent narrative fallacy that led us 
into the trap of over-confidence.  

We constructed two superficially compelling ‘stories’ around Natura.   

The first was that Natura was pre-destined to move from an old-fashioned (increasingly challenged) 
door to door cosmetics sales company towards an entirely new multi-channel structure. We convinced 
ourselves of this narrative on the basis that we had seen AmorePacific do this in Korea in the 1990s. 
Needless to say, this was a highly selective reading of history which ignored radically different cultural 
contexts, competitive environments, control structures and incentives between the two organisations. 
We also ignored quite clear signs that such a transition would inevitably disenfranchise over one million 
of the company’s most influential stakeholders and customers, the door-to-door-sales-ladies 
themselves, and further evidence that the controlling shareholders of Natura were not entirely 
committed to a potentially very difficult transformation project. 

The second story we told ourselves was that through digital transformation, Natura would somehow 
morph into an ecommerce company.  This narrative ignored the fact that the attempted digitization of 
the door to door sales force was an uncomfortable compromise the company had decided to make in 
order to avoid confrontation with the sales force.   Believing that Natura was on a decisive path to 
becoming an ecommerce company was a sign of overconfidence on our part.   
 
Case study – Woodford 
 
The case of Neil Woodford is an interesting case of how organizational dis-function coupled with flawed 
narratives about the past led to the ultimate form of overconfidence and hubris.  

Neil Woodford enjoyed years of good performance and attracted a strong following as a portfolio 
manager at Invesco Perpetual.  It appears that this track record endowed Woodford with a tendency 
to overestimate his own level of skill. 

When he set up his own fund house named, predictably, after himself, his worst instincts were no 
longer constrained. Such was his confidence in his own abilities, Woodford veered away from the 
formula that had served him well in the past (investing in attractively valued blue chips) instead moving 
into the unfamiliar area of small caps, including many in highly speculative fields such as biotech and 
alternative energy.  There were no checks-and-balance in place to tame this rampant over-confidence.  
As the FT put it: 

“…the freedom to operate as his own boss, and without restraint, proved a key element of his difficulties. 
At Invesco, he was part of one of the biggest fund managers in the world with layers of compliance staff 
to keep his more adventurous instincts in check…At Woodford Investment Management, however, 
dissenting voices were ignored and those who questioned Mr Woodford’s strategy or methods of 
running his portfolio did not last long.”   
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4. Confirmation bias 

Confirmation bias is another classic trap that investors fall into. It means that one pays attention only to 
information that favours one’s own point of view, ignoring or discounting other relevant information that 
may paint a less optimistic picture. 

It can also be an effect that arises from the so-called What You See Is All There Is (WYSIATI) phenomenon, 
which leads to a consideration of only the evidence we have immediately available, a tendency to not dig 
beneath the surface and to ignore tough questions such as ‘what did the competitors not do whilst this 
company enjoyed a great period of performance’.  Indeed, there is a huge amount of evidence that tends 
to get ignored in any success story, most notably all the things that did not happen in order for a company 
to get to where it is today (eg the famous case of the founders of Google failing to sell the business for 
$1m at an early stage because the would-be buyer thought it overpriced; or eBay squandering a golden 
opportunity to become the dominant ecommerce company in China, leaving the door open for Alibaba). 

‘Competition neglect’ is a particularly common form of confirmation bias in the field of investment 
decision-making, a subconscious decision to ignore information regarding the potency of competitors that 
might challenge one’s own viewpoint about a proposed candidate holding. 

Case study – Want Want China 
 
Want Want China enjoyed a decade of stellar growth thanks to a sugar-laden hit product called Hot Kid 
Milk (‘HKM’). There was very little growth in the company’s other categories, and indeed little by way 
of new product development.   

By 2013-14, there was mounting evidence that things were changing on a number of fronts: i)  HKM 
was reaching maximum penetration in points of sale, leading to a slowdown in distribution-led growth; 
ii) Chinese consumers were becoming more health conscious, catalyzed by the nascent internet 
revolution in the country; iii) Competition, particularly the big dairy players like Yili and Mengniu, had 
seen this consumer shift and were starting to capitalize on it by offering low-sugar, healthier products 
at the expense of HKM; iv) Per Capita Consumption levels of flavoured milk drinks in China were at 
extremely high levels by the standards of both regional peers and developed markets. 

The counterarguments made by Want Want’s management were that: i) this was not a structural shift 
in consumer preferences; ii) they believed their products were still relevant; iii) changes in the 
distribution structure would solve the sales slowdown; iv) in any case, Want Want was dusting off its 
innovation capabilities and new product launches would soon create new legs of growth. 

There may, admittedly be an element of hindsight bias on our part here, but re-reading the above two 
paragraphs, it does seem that we overweighted the story told to us by management and shut ourselves 
off from the increasingly compelling evidence that there were multiple, profoundly negative, structural 
shifts at play.  We were selective in the way we weighted the evidence in front of us. These were classic 
symptoms of confirmation bias. 

 

 



Thematic Research ∙ October 2019 
9 
 

 
 

 

5. Base rate neglect, failure to think probabilistically 

Good performance in many fields may simply be a product of randomness.  However, our mind is not 
inclined to think statistically and is therefore biased towards forming causal explanations for such unusual 
or notable results.  

As mentioned previously, most forecasts made by humans in general are over-optimistic.  This is normally 
the product of extrapolating recent results indefinitely into the future, without reference to the 
(statistically more probable) ‘base rate’.  A non-financial example of this so-called ‘base rate neglect’ 
would be to assume that the performance of a set of professional golfers on the first day of a four day 
event will continue for the whole of the tournament.  In reality, those that had an unusually good (ie 
above average) day initially were probably lucky, and are therefore likely to regress to their average level 
of performance on subsequent days.   

Neglecting the base rate is essentially the same as ignoring the natural tendency of both individuals and 
organisations to regress to mean.  It is an intuitive prediction rather than a considered one. It is a form of 
‘anchoring’, where we overweight and extrapolate past trends. 

 This is common and obviously harmful when we are making forecasts for the prospects of a company, 
with short term trends (flukes?) distorting our ability to make a properly informed decision. 

Case study – Amore Pacific 
 
The classic case of base rate neglect at Arisaig is AmorePacific.  This had historically enjoyed decent low 
double digit revenue growth, registering a CAGR of 13% for the 5 year period to 2013.  However, as the 
so-called ‘Korean wave’ swept China in 2014 and 2015, revenue growth rates roughly doubled, whilst 
net earnings grew 43% and 52% in these respective years.  This also led to a re-rating and an 
appreciation in the stock price from c.KRW125 in Jan 2013 and to c. KRW400 in Aug 2015 as the market 
took note of the step-change in growth rates. 

Our forecasts at the time of our investment, near the peak of the hype in August 2015, worked on the 
assumption that the Korean wave was a sustainable phenomenon, and that there had been a structural 
change in Amore’s long term growth. 

What happened in practice was the 2016 THAAD crisis heightened geopolitical tensions between China 
and Korea, meaning Korean players were no longer able to market properly, Chinese consumers shied 
away from Korean products, in turn leading to a sharp deterioration in Amore Pacific’s China operation. 

This was undoubtedly an unlucky turn of events, but was actually just one factor amongst many that 
led to a reversion to mean in Amore’s growth rate (improving local competition in China, re-
fragmentation in the home Korea cosmetics market, Western MNCs securing dominance in the more 
attractive prestige tier of the market).  If the THAAD crisis had not occurred, there were numerous other 
factors that could have, with reasonable likelihood, led to mean reversion.  Before we accuse ourselves 
of hindsight bias, we must remember that these potential threat scenarios were acknowledged at the 
time of our initial due diligence, but were not assigned probabilities.  
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The short point is that there was a higher probability than we assumed that mean reversion in growth 
rates would occur at Amore. This lack of probabilistic thinking meant we got caught up in the market 
hype (see section 6 on ‘Noise’ below) and extrapolated short term trends. 

The share price of Amore at the time of writing in mid-2019 was c. KRW170, reflecting a reversion in 
fundamentals to the ‘average’ situation before the Korean wave hit China. 

 

6. Noise  

“…in the real world, things generally fluctuate between “pretty good” and “not so hot”. But in the world 
of investing, perception often swings from “flawless” to “hopeless”. The pendulum careens from one 
extreme to the other, spending almost no time at “the happy medium” and rather little in the range of 
reasonableness” 

Howard Marks 

 

“Our job is to find a few intelligent things to do, not to keep up with every damn thing in the world” 

Charlie Munger 

The above example of AmorePacific is also illustrative to the danger of noise created by a herd mentality 
amongst investors.  One of the challenges of investment is that there are too many options, near unlimited 
themes, stories, and ideas to invest in. Moreover, we have more information than ever before, and the 
friction of obtaining that information is minimal. 

This is undoubtedly fascinating from an intellectual perspective – investors are usually curious people who 
want to understand the world better – but it does not necessarily lead to good decision making.  Too much 
noise, too many “shiny new things” (Joe Wiggins’ phrase) can encourage investors to stray outside their 
circle of competence, as well as engage in overtrading and chasing yesterday’s winners.  

There are numerous examples of how investors have been seduced by the noise of positive, over-hyped 
stories.  However, this can work in the opposite direction, leading us to sell great businesses on account 
of short term factors (see UB case study, below).  

Making rushed, reflexive reactions to newsflow, making decisions when emotional, fear of missing out, 
giving undue prominence to recent events (the ‘recency heuristic’) are a cognitive minefield well-
described simply by the word ‘noise’.  

Case study –  United Breweries 
 
United Breweries is the dominant beer company in India, a market with clear underpenetration in this 
category.  There are also ongoing improvements in corporate governance and commercial execution 
being implemented by controlling shareholder Heineken, a company we have always admired as a 
paragon of long-term mindset.   
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The Global Fund sold UB in 2018 on account of slowing volume growth, concerns over the highly-
regulated-nature of industry (some Indian states had recently imposed certain restrictions on alcohol 
sales, as happens periodically), and a seemingly elevated price to earnings ratio of around 60x. 

The common factor in all of the above is recency: they were all part of a picture of slower near term 
growth, but told us little about the real long term structural growth potential of UB.  Unfortunately, we 
got caught up in the negative drumbeat of short term noise, some of it propagated by the sell-side, 
some of it internal. 
Since the Global Fund sold, UB has seen a revival in volume growth, price / mix increases and huge 
margin expansion.  This exceptional earnings growth has burned off the previously high PER multiple, 
now trading at 50x. 

 

7. Outcome fixation 

The preliminary version of this report attempted to judge good vs bad investment decisions on the basis 
of the outcome of stock price return. For reasons discussed below, it has now become apparent that this 
in itself was an exceptionally bad decision! 

To use a brief thought experiment: what if we allocated 80% of one our funds to an early-stage biotech 
company that happened to surge 5x in a year?  This would deliver an excellent result, but would not 
change the fact that this would have been a reckless, awful decision. 

Outcome bias is rife in the investment industry because it is very easy to measure the performance of 
investments in the form of stock price movements, and fiendishly difficult to measure the quality of the 
decision in question.  This is why short term performance plays such an outsized role in incentive 
structures for investors.  Yet this is extremely problematic because chance and randomness are such big 
factors in financial markets. 

As Wiggins notes “we use outcomes as a mental shortcut to simplify a highly complex and inherently 
unpredictable task… even good long term investment decisions can have disappointing outcomes” 

The fixation with outcomes is a particularly harmful cognitive bias because it encourages us to learn the 
wrong lessons and potentially confuse skill with pure luck, something that feeds the flames of 
overconfidence.  It means that sensible decisions are criticized whilst poor (but lucky) decisions are 
praised.  Hence outcome fixation might be seen as contributing to a negative feedback effect which drives 
other forms of flawed-decision making. 

Case study – Famous Brands 
 
In the run up to 2016, Famous Brands Restaurants (FBR) had enjoyed over a decade of strong EPS 
growth and stock price performance, both of which were fueled by aggressive and frequent M&A and 
an ‘assertive’ stance towards franchisee restaurants.  This is perhaps the most extreme case of an 
organization that is fixated with outcomes. FBR measured its success according to the latter (especially 
stock price returns), built incentive structures around them and created a culture which endorsed 
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certain behaviors (aggressive acquisitions, squeezing value from the franchisee base) because of the 
apparent ‘proof of success’ in these strategies as shown in the FBR stock price chart.  It is by its very 
nature a company that rewards the most confident people and promotes them to the highest positions, 
and we suspect has relatively weak controls in reining in such individuals.  Hence a fixation on outcomes 
as opposed to quality of decision-making fed overconfidence and the eventual, hubristic acquisition of 
Gourmet Burger Kitchen in the UK in 2016. The same culture of self-validation may also explain why 
FBR have historically been closed-minded and defensive when asked to consider uncomfortable issues 
such as the threat of online aggregators, rising health consciousness or the deterioration of the ‘Wimpy’ 
brand. 

As investors, we were seduced by this narrative fallacy as well. By taking a major stake in FBR we 
endorsed the firm’s dysfunctional culture and may have even unwittingly contributed to it. As with FBR 
management, we were mesmerized by the very strong past track record of stock price performance, 
and indeed for the first few years of our ownership we benefitted from strong returns, seeing this as 
post facto validation of the ‘wisdom’ of our decision-making.  This no doubt led us to a state of denial 
even after the Gourmet Burger Kitchen acquisition, and meant we were overly slow to dispose the 
position. 

 
Case study – PZ Cussons 
 
Having suffered a c.40% capital loss on what was once a reasonable size position for the Global Fund 
(c3.5% at peak) PZC is one of our worst negative contributors to fund performance since launch.  

An interesting question is whether this poor outcome necessarily makes this a bad decision? 

It is important to note that PZC has suffered a run of extremely bad luck over the past five years.  Its 
two core markets – the UK and Nigeria – have been, respectively, badly dented by Brexit and a savage 
currency devaluation.  Both events occurred in 2016, but are still taking a toll today.  

These simultaneous events meant that PZC’s operating results came off the rails, especially in Nigeria.  
However, the UK business has proved to be surprisingly resilient despite the difficult conditions, 
consistently outperforming larger MNC peers in this market. Indonesia, another sizable business for 
PZC has also been fairly strong despite tepid demand conditions.   
The overall evidence suggests that PZC is a fairly well-managed business, although not consistently so.  
The Nigeria segment is the weak spot, suffering from over-complexity, weaker local management 
quality, and lower levels of category dominance than the company enjoys in the UK or Indonesia.  To 
their credit, management have candidly acknowledged these problems following our engagements, 
and are taking corrective actions now. 

Did we make a mistake here?  We were probably overly optimistic with respect to the Nigeria business, 
extrapolating the decent prior track record it had enjoyed in the ‘good times’ and assuming this was 
more resilient than it was.  There was perhaps a failure to think probabilistically about the chances of 
a macro shock in Nigeria (such events are certainly not uncommon or unprecedented).   
That being said, there are good evidential reasons for modest optimism on the prospects for the 
company given that it is – in the main – a well-managed organization emerging from a very tough spell, 
and has proved itself willing to take on board constructive criticism from shareholders like ourselves.  
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These were qualities we noted when we first invested, and there is no reason to believe they do not 
still hold true.  Whilst some mistakes were made by both ourselves and the company, this may arguably 
be a case where a poor outcome should not necessarily be a cause for self-flagellation. 

 

8. What can we do to improve decision making? 

As with any endeavor, decision-making is something that needs to be constantly improved.  Roger Federer 
or Christiano Ronaldo have reached the top of their fields because they spend far more of their time 
training for the field of play than they do actually involved in competition; but the former is essential 
preparation for the latter. Why should it be any different for investors? We must adopt a similar mentality 
with respect to our own processes.  

As an organization: this requires us to embed a habit of continuous introspection into how we make our 
decision-making process better, outlined below. 

As individuals: we can never eradicate cognitive biases, but we can train ourselves to recognize signs of 
being in a cognitive minefield, and subsequently to slow down our thinking.   
 

General observations on decision making 

Collective decision making > individual decision making 

As Kahneman argues: 

“Organisations are better than individuals when it comes to avoiding errors, because they naturally think 
more slowly and can impose more orderly procedures. Organisations can institute and enforce the 
application of useful checklists, as well as more elaborate exercises, such as reference-class forecasting 
and the pre-mortem.  At least in part by providing a distinctive vocabulary, organisations can also 
encourage a culture in which people watch out for one another as they approach minefields… [Decision-
makers] will make better choices when they trust their critics to be sophisticated and fair, and when they 
expect their decision to be judged by how it was made, not only by how it turned out” 

We must see Arisaig as a decision-making machine that needs constant improvement 

Another apt Kahneman quote:  

“Whatever else it produces, an organization is a factory that manufactures judgements and decisions. 
Every factory must have ways to ensure the quality of its products in the initial design, in fabrication, and 
in final inspection. The corresponding stages in the production of decisions are the framing of the problem 
that is to be solved, the collection of relevant information leading to a decision, and reflection and review. 
An organization that seeks to improve its decision product should routinely look for efficiency 
improvements at each of these stages “ 
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Assume we are average in terms of knowledge and skill 

Past successes may have been partly down to luck as well as skill. Conversely, well-reasoned decisions 
may have yielded disappointing stock price returns. 

Recognise we operate in a probabilistic field 

Both fundamentals and stock prices will be affected by chance.  We have no ability to predict stock prices, 
and limited ability to make predictions for fundamentals – all we can do is assign probabilities. 

One of the maxims of Warren Buffet is to understand the odds, and accept you will lose occasionally. 
 

Improving the due diligence phase of decision making 

Create checklists 

Atul Gawande has popularized the concept of using checklists to reduce errors in his book ‘The Checklist 
Manifesto’.   

Some people regard checklists as a sterile, box-ticking process.  However, the purpose here is not to 
replace human judgement and subtlety of thought, nor to steer our attention away from obvious risks 
‘because they do not appear on our checklist’.  The purpose of checklists is to ensure that we force 
ourselves to consider all relevant information, as opposed to falling into the trap of confirmation bias 
(ignoring evidence that does not fit with our preconceived views). We have already developed a good 
system here in our Corporate Governance Checklist – could it be extended to other areas? 

Reference class forecasting 

This involves using statistics from a range of similar businesses to generate a baseline prediction. We 
should then adjust our forecasts around this pre-established baseline if there is compelling evidence to 
do so. 

For instance, predictions for a company’s sales growth should start from a base rate average for a 
company of this sort, and then be adjusted according to a probabilistic assessment of whether and why 
the actual rate of growth might diverge from this base rate.  But, as Kahneman argues “when the evidence 
is weak, one should stick with the base rates”. 

Apply probabilistic thinking 

We must endeavor to ascribe probabilities to different potential outcomes.  Whilst it is certainly positive 
that we have introduced various scenarios to our forecasts (Base, Bull, Bear), we still do not apply 
probabilities to these – this is important because obviously we should think differently about a stock with 
a 10% chance of a bear scenario arising versus one with a 30% probability.  Similarly, the acuteness of the 
potential outcomes should be considered – in the previous example, if there is a 10% chance of a bear 
case involving total permanent loss of capital, this stock might be judged more ‘risky’ than a stock with a 
30% chance of a bear case which involves mediocre single digit long term returns.  
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Thinking probabilistically can also be extended to position sizing, especially when we are dealing with 
potential outliers for which base rates may not be appropriate (on account of a lack of a statistically 
credible reference group). 

Reduce the noise through focus on most material factors 

Take irrelevant factors out of the decision-making process and reduce the ‘noise’. Focus on the most 
important, knowable factors.  Tom Russo and Warren Buffet, for instance, accept that there will be a 
certain amount that is impossible to predict, and hence have adopted a heavy focus on the capital 
allocation capabilities of their holdings, assessing their quality as ‘agents’ in navigating unknowable 
future risks and opportunities. 

Think more carefully about decision making structures in our investee companies 

Our holdings are the ultimate agents in allocating our capital, and hence we must be sure that their 
decision-making structures are sound. This is ultimately what will determine the success or failure of our 
strategy. 

Do a pre-mortem 

Appoint an individual to imagine a scenario three years in the future where an idea for an investment has 
gone disastrously wrong, and recount the ‘future history’ of this failure. They should then present this 
pre-mortem to the group. 

The advantage of a pre-mortem is that it overcomes any tendency to groupthink, it empowers 
knowledgeable individuals with an outside view.  It legitimizes doubts, creating a ‘safe space’ in which to 
criticize ideas. 
 

Improving the discussion phase of decision making 

Improve our meetings 

In any organization, ‘groupthink’ can be a problem.  Often a concern for unanimity trumps the best 
decision. Groups can become dominated by the most vocal and persuasive members. Humans naturally 
want social affinity and prefer to avoid confrontation and social challenge. 

That said, collective decision making is almost always better than individual decision making.  As such, it 
is important to improve the way we make decisions as a group. Some recommendations to achieve this:  

i) Plan decision-making in advance of making the decision.  Have a clear agenda circulated in 
advance of what aspects needs to be discussed 

ii) Before an issue is discussed, ask all participants to write a brief summary of their positions. 
This helps to take advantage of the diversity of knowledge and viewpoints in a group 

iii) Group composition matters – cognitive diversity is important 
iv) Don’t aim for total consensus, this may not always be helpful 
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v) Sequencing of discussion matters. Open discussions (the norm for most meetings) gives 
undue weight to those who are most confident and assertive (who usually speak first!), 
something which may anchor (influence) the views of subsequent speakers 

vi) Similarly, senior participants in meetings must be careful not to anchor others to their views 
early on, as other participants might simply repeat these views.  It is better if senior people 
speak later. 

vii) Be careful with language that may anchor perceptions in the team 
viii) Encourage leaders not to comment publicly on decision-making process, especially at an early 

stage. 
ix) Involve neutral observers. They are usually better placed to identify cognitive minefields than 

actors working ‘at the coalface’ of a decision.  They may also be good people to carry out a 
‘pre-mortem’ analysis. 

 

Improving our post-decision making process 

Document and revisit 

It is important to minute our decisions, be clear about why we made them and what the governing 
assumptions were at the time.  We need to develop the ability to time-stamp forecasts and probabilities. 
We need to revisit these assumptions periodically (we might consider using the Brier score methodology 
to assess the validity of assigned probabilities).  

It may be valuable to seek opinions and more ‘neutral’ feedback from people not involved in the original 
decision. 

Above all, any ex post review of our decisions must focus on the quality of that decision, not the outcome. 

Think differently about how we measure successful decisions 

How do we measure the quality of a decision in an ex post review?  It is not adequate to assume a simple 
correlation between good-decision-making and stock price returns, or vice versa.  The following may be 
solutions to what is a fiendishly difficult thing to measure: 

i) Assess development of long term fundamentals versus our expectations (see point on 
documentation and time stamps) 

ii) Assess how much randomness (good or bad luck) was involved in the actual fundamentals. Is 
this trend repeatable / structural or was it a fluke?  

iii) Assess qualitative developments versus the expectations we initially documented. Eg. Did the 
quality of corporate governance practices, capital allocation etc meet our initial expectations? 

iv) Assess the quality of the process not the outcome 

Stick with buy and hold!  

Long holding periods help to mitigate the cognitive biases that all investors suffer from.  

There is some evidence that the ‘quality factor’ can work if one is prepared to stick with it for the long 
haul. As Joe Wiggins notes, quality stocks by their nature tend to deliver a long term pay off, but rarely a 
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high near term pay off.  Given that incentive structures in our industry are weighted towards the pursuit 
of big near term pay offs, this may indicate that the ‘quality factor’ is undervalued by the market.  The 
behavioural advantage of being able to invest for the long term when others are not is sometimes 
described as ‘time horizon arbitrage’.  

The worst emotions tend to arise during bull markets, especially amongst investors suffering from ‘index 
envy’. This is simply more ‘noise’. We should not pay attention to benchmarks, and must accept that there 
will be fallow periods of under-performance and educate our investors accordingly.   
 

9. Arisaig’s decision making score card 

What we do well:   

- We are assiduous note takers, very good at documenting meetings with companies and keeping 
minutes of our own internal meetings 

- We have a slow, methodical due diligence process, with reasonable peer review mechanisms.  
Whilst this may occasionally be frustrating if a stock price runs away from us, on balance our 
deliberative approach is almost certainly a good thing 

- Collegiate decision-making is well-embedded in our culture, we do not have a ‘star fund manager’ 
mentality, and being fairly non-hierarchical is very helpful when it comes to tempering any over-
confidence on the part of senior people 

- We are fairly constrained in what we regard as our circle of competence, meaning we are less 
likely to get distracted and mesmerised by “shiny new things” 

- Long term horizons are very well embedded, a big advantage in mitigating (if not eliminating) 
behavioural biases 

What we need to do better: 

- Embed a culture of continuous improvement in our decision-making processes:  our firm is a 
decision-machine, so there is nothing more important than honing this machine 

- Be conscious of how we manage our meetings: ensure everyone gets a voice, think about 
sequencing of speakers, be mindful of risks of anchoring, and tone / language used 

- Conduct pre-mortems on every investment proposal 
- Create more systematic peer review mechanisms for our Investment Case documents 
- Develop better systems for time-stamping our forecasts, and have a system of pro-active prompts 

which make us revisit past decisions at intermediate intervals 
- Improve our forecasting by applying base rates and probabilistic reasoning 
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Annex I 

As part of the above mentioned objective of continuous improvement in our process, it is also appropriate 
to consider improvements to our investment case reports (ICRs) as this will determine the way in which 
we analyse and ultimately think about businesses. 

Checklisting 

The ICR has already undergone a revamp recently, but this can be improved with check-listing.  In addition 
to the existing Corporate Governance checklists, we could introduce a risk matrix at the end of the ‘risks’ 
section in the investment case reports.  This forces us to think through all potential risks in a probabilistic 
way, thus mitigating the potential for overconfidence and encouraging probabilistic thinking.  We accept 
the limitations in using a numerical (1-10) scoring system, but believe this is on balance better than a 
simpler ‘High, Medium, Low’ system, as the latter would probably encourage analysts to assign a ‘Medium’ 
rating as a default (recall the human brain is hard-wired towards laziness!).    

An example is shown below: 

JD.com – Risk matrix 

Risk factor Probability of 
occurrence Impact level Comments 

Alibaba leveling 
playing field in 
FMCG / grocery 

4 7 BABA is closing the gap, but is unlikely to 
fully replicate JD’s service levels. If it can 
fully replicate them, this is very negative 
for JD 

Slowing user 
growth 

7 6 Happening already, although JD has a 
credible strategy for dealing with it (with 
some evidence of success).  User growth 
important for sustaining topline growth, 
but is not the ‘be all and end all’ if ARPU 
growth continues to be strong. 

Key man risk 2 8 Low probability, but given the highly 
centralized systems and culture of this 
company, an absent Founder would be 
seriously negative for JD.com 

Etc… xx x Xx 
Etc… x x Xxx 

A similar methodology can be applied to competitive Moats at the end of this section in the ICRs.  As 
with risks, this forces us to condense our thinking about what exact moats a company has and how 
‘strong’ these really are. The two assessment dimensions could be ‘depth’ (i.e. how does this stack up 
against peer companies today?) and ‘durability’ (how long can this advantage last?) of a certain 
competitive advantage 
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JD.com – Competitive Moat matrix 
Competitive 

Moat Depth of Moat Durability Comments 

Economies of 
scale in 
procurement 

8 3 JD is the largest 1P retailer in China, 
giving it strong bargaining power with 
suppliers. The durability of this is in 
question given how short a time it has 
held this position and the potential for 
new sourcing models to emerge in 
future.  

Distribution and 
logistics 

6 3 JD has the one of the largest logistics 
networks in China, which also benefits 
from being fully end-to-end integrated. 
This might not last forever, given the 
investment of third-party logistics 
players such as the Tongda…. 

Customer data 6 3  
Etc… xx x Xx 
Etc… x x Xxx 

A checklisting methodology could also be applied to the Growth section, perhaps by breaking it down 
along the following lines: 

(a) Rise in per capita volume consumption; (b) Premiumisation; (c) Formalisation; (d) Consolidation; and 
(e) New category expansion. 

Of course, this is likely to be more appropriate for FMCG-type business, and may not in all cases be 
appropriate. 

Gathering information 

Information gathering should be weighted away from any reliance on sell-side reports, and should rely in 
the first instance on careful reading of the annual report, using Third Bridge Forums, speaking to industry 
experts and using alternative data sources developed by the investment engineers. 

Whilst meeting with management is an important way of getting insight into corporate culture and in 
understanding who our partners are, we should always be sceptical of the value of meetings with CEOs 
and should not necessarily hang an investment case on such encounters.  For reasons described in this 
paper, CEOs tend to be highly overconfident individuals who risk feeding our confirmatory biases. We 
must endeavor to seek alternative viewpoints, especially from ex-employees and competitors. 

Modelling and forecasting 

The first point on forecasting is that we should assume we are bad at it.  In order to improve our 
forecasting accuracy, we need to think more carefully about base rates and assume that (particularly in 
EMs) there will probably be one or two years in a given five year period that are ‘exceptionally bad’ for 
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one reason or another.  This is the clearest way in which we can apply probabilistic thinking to our 
forecasts.   

It is also important that our investment engineers help us to build a system for timestamping past 
forecasts – this should enable us to track our sales and EPS estimates for individual companies over time, 
visualizing these in line chart form. This should hopefully encourage greater accountability. 

Annex II 

When it comes to assessing risk, humans often fail to make rational decisions because our brains take 
mental shortcuts that prevent us making the correct choice. Since the 1960s behavioural scientists and 
psychologists have been researching these failings, and have identified and labelled dozens of them. Here 
are some that can cause havoc when it comes to assessing risks in business.  

 

  

The notion of cognitive biases was first introduced by psychologists Amos Tversky and Daniel Kahneman 
in the early-1970s. Their research paper, ‘Judgment Under Uncertainty: Heuristics and Biases’, in the 
Science journal has provided the basis of almost all current theories of decision-making and heuristics. 
Professor Kahneman was awarded a Nobel Prize in 2002 after further developing the ideas and applying 
them to economics.  

Source: Raconteur.net  
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