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A case for behavioral finance:  
Exploiting persistent behavioral biases  
through focused fundamental research

Principal Diversified International Fund

Fear sets in... 
The 2014 World Cup ended in a dream scenario for Adidas – two of its most prominent clients, 
Germany and Argentina, had made the July 14 final. But only 18 days later, investors panicked and 
the sports giant’s stock plummeted. 

Economic sanctions on Russia, a key growth region for Adidas, were beginning to bite. There was 
industry panic around the declining popularity of golf in the United States. And Adidas was caught 
in the middle. 

Ahead of its official second-quarter earnings report, the company slashed its financial guidance for 
the remainder of the year and told investors that dividends could be a third lighter than originally 
expected. Further, the company CEO said, 2015 sales and profitability targets weren’t possible in  
the current market.  

Investors saw the signs. They were scared. And they ran. 

Adidas's stock dropped around 15% in a single day, an unwanted record for the German sporting 
goods company.

Fear is a natural human reaction the brain has had 
millions of years to perfect. It’s why we’ve survived, 
and thrived, for as long as we have. What triggers our 
fear has likewise evolved, and when ancient instinct 
and modern human activities collide, the effect can 
be detrimental. Modern human endeavors such as 
navigating the financial markets require a degree of 
discipline in the face of fear. Survival is not the same 
thing as success, especially when it comes to investing. 

Reacting swiftly to danger has been critical to human 
survival. Take too long to think about whether 
that sound in a dark cave could be a predator, 
and you may find out that it is ... and it’s hungry. 

Human caution and skepticism have served us well 
throughout evolution. Such instincts and patterns 
have become part of our wiring. 

But in today’s financial markets, the fear instinct 
can create anomalies in human behavior where 
active managers may find an advantage. Specifically, 
aversion to risk1 leads investors to overreact to short-
term bad news. Conversely, an aversion to change 
creates a tendency to underestimate the implications 
of positive developments. This behavior of "retreating" 
quickly, but "returning" slowly opens up a gap 
between what's possible and what's expected.  
This is the expectations gap.

1Risk aversion (noun): a strong disinclination to take risks.
2Change aversion (noun): negative short-term reaction to changes in a product or service.
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Survival is not the same thing as 
success, especially when it comes  
to investing. 

Over a year passed, and Adidas stock languished. 
Consensus estimates focused on the 2014 
disappointments. The German company’s fortunes 
seemed to mirror those of their client Argentina, which, 
after losing the World Cup final the previous year, fell 
to Chile (a Nike client) in a penalty shoot-out during the 
Copa America final. 

But, looking closer, there was a glimmer of hope.

“I think the market’s missing something with Adidas,” 
noted Gretchen Muller, research analyst at Principal 
Global Equities covering consumer discretionary stocks, 
during the International Equity team’s weekly investment 
meeting. After reporting third-quarter 2015 results, 
Adidas had ranked well within the team’s quantitative 
framework, which triggered more fundamental scrutiny 
by the analyst team. 

The company seemed to be undergoing positive 
fundamental change. They had increased sales growth by 
14%, while operating margins were 50 basis points ahead 
of expectations. Adidas also guided toward better-than-
expected sales growth and margins for 2016.

Digging into Adidas’s fundamentals over the next several 
months, the team determined that the market had 
underestimated the growth drivers, and gave no credit for 
the potential with underperforming brands like Reebok 
and TaylorMade, one of their golf brands. The team then 
identified several expectation gaps stemming from the 
growing number of health and fitness initiatives, strong 
demand for leisure apparel, and the company’s initiative 
to increase its reliance on direct-to-consumer distribution. 

In early 2016, Adidas announced a new CEO, Kasper 
Rorsted. This management change provided an 
opportunity to improve profitability relative to peers, 
exactly what Rorsted had done in his previous role 
at a German consumer goods company. The analyst 
team’s buy recommendation focused on this potential 
for increased profitability. Also supporting that 
recommendation were the low margin expectations for 
Adidas relative to both their historical average and to 
their industry peers. 

The team agreed. Something positive was happening  
at Adidas. But, would the rest of the market notice?
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The gap forms...
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Behavioral finance is a field that combines behavioral 
psychology with traditional economics and finance 
to explain why people sometimes make irrational 
decisions with their money or investments. Behavioral 
finance theory supports the idea that market consensus 
often underestimates the implications of  a company 
experiencing positive fundamental change.  

Consensus expectations, typically in the form of 
aggregated outlooks from sell-side analysts, tend to 
govern market reactions to company news. Fail to 
meet consensus expectations, and your stock could 
be punished. Exceed consensus expectations, and you 
could see a boost. But consensus expectations exert 
a heavy force on investors, like sell-side peer pressure, 
encouraging herd behavior. 

By recognizing positive fundamental change early, then 
extrapolating the company’s fundamentals forward, 
the team at Principal Global Equities can define the gap 
between prevailing consensus expectations and future 
earnings potential. This is the expectations gap. 

Such gaps most commonly reflect a few basic human 
tendencies: 

•   to draw conclusions from the recent past,  
•   to overreact to negative or irrelevant news, 
•   or to overpay for comfort. 

An expectations gap tends to narrow and close 
slowly over time. Research shows this to be a 
persistent anomaly that results from a series of 
future expectation adjustments by investors, most 
notably as the sell-side analyst community “herds” 
toward a new consensus. This leads to self-reinforcing 
expectations and price adjustments (both upward and 
downward), often spanning one to two years or more. 
Investments based mainly on macro considerations 
tend to ignore this human element of markets, 
allowing fear to blindly rule the portfolio.

If current earnings and valuation 
are here, the surprise potential 
is substantial.

The expectations gap forms. 
Fear and risk aversion are fast 
ingrained human responses.

Expectations gap
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To deliver the benefits of a stock’s positive 
fundamental change to clients, it’s imperative to  
verify that closing the expectations gap is achievable. 
So after identifying the expectations gap and any 
potential earnings surprises, it’s critical to understand 
the valuation perspective. The stock-price reaction  
to a positive earnings surprise is much higher in a  
value stock than in an expensive stock loaded with 
lofty expectations. 

For this reason, it is vital to calculate the market-
implied assumptions that are already built in to the 
stock’s price and compare those assumptions with 
sell-side assumptions and management expectations. 
This helps ensure a stock whose story is already well 

understood by the buy-side community isn’t  
purchased with expectations already incorporated  
in the stock’s price. 

For example, imagine the analyst team identifies 
an expectations gap that could result in potential 
earnings surprise. If the market is already paying 50 
times earnings, this may suggest the implied growth 
rate is much higher than management believes it 
can deliver. Such a situation could signal a future 
disappointment even though the company met 
sell-side earnings expectations. This is also a reason 
to question aggressively optimistic management 
teams of expensive companies with high growth 
expectations — a potential for negative surprise.

Adidas improved throughout 2016 and 2017. While their 2016 results were in-line with 
expectations, their forward guidance was above estimates by 10% – a positive surprise. The 
company saw improvements and efficiency gains under the new leadership. More importantly, 
Adidas was gaining market share. 

The company hit its stride in 2017, with results beating expectations. Sales results, EBIT, and 
earnings per share all came in well ahead of consensus expectations in the first quarter. By second 
quarter, organic revenue growth was up 19%. 

Consensus expectations were adjusting, though. In November 2017, Adidas announced third-
quarter sales growth of 12%, which was 2% shy of consensus, but still well above industry peers. 
And while actual third-quarter sales were off their highs, profitability remained strong and in-line 
with the International Equity team’s investment thesis. 

The gap narrows... 
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Principal Global Equities is a specialized investment management group within Principal Global Investors. 
The investment team at Principal Global Equities has over 15 years of history in finding and using these 
persistent human behavior anomalies and inefficiencies through their focused fundamental research process. 
The objective: deliver competitive risk-adjusted returns and a diverse offering of investment solutions to help 
clients meet their investment goals. 

For more information, visit PrincipalGlobalEquities.com. 

As 2017 drew to a close, so did the expectations gap for Adidas. The company was still doing  
well, but the potential for surprises was turning from positive to negative. The company reiterated  
its expectation that sales growth for the year would be between 17% and 19%. Now, though,  
they now expected it to be toward the lower end of that range. To the Principal Global Investors  
team, this signaled that the potential for positive surprises was declining. Adidas had been  
delivering above-industry growth despite challenges and there wasn’t much likelihood that it  
could continue indefinitely.

Adidas management had taken the positive step to shed its TaylorMade brand amid questions about 
the golf industry. However, management seemed committed to increasing promotion of its Reebok 
brand. For the investment team, this diminished the potential for further incremental margin uplift. 

As realized earnings and 
valuation progress, the 
expectations gap closes.

The gap closes... 

The expectations gap tends to close slowly. 
Aversion to change is a slower response, guided by caution and hesitance. 

Expectations gap
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Carefully consider a fund’s objectives, risks, charges, and expenses. Contact your financial professional 
or visit principalfunds.com for a prospectus, or summary prospectus if available, containing this and 
other information. Please read it carefully before investing.

Investing involves risk, including possible loss of principal.

International and global investing involves greater risks such as currency fluctuations, political/social 
instability and differing accounting standards.

Principal Global Equities is a specialized internal investment boutique of Principal Global Investors,  
the investment adviser to Principal Funds.

Principal Funds are distributed by Principal Funds Distributor, Inc.

©2018 Principal Financial Services, Inc. Principal, Principal and symbol design and Principal Financial 
Group are registered trademarks and service marks of Principal Financial Services, Inc., a Principal 
Financial Group company. Principal Global Investors leads global asset management at Principal®
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