
As government 
policy initiatives 
gradually take 
shape, they have 
the potential to 
affect market 
prices. Tax reform 
is of particular 
importance. More 
may be learned 
from Trump’s 
address to a joint 
session of 
Congress at the 
very end of 
February. 
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On the radar screen
1. 2.  The spring home 

buying season is 
underway and will 
hopefully help fuel 
business activity 
more broadly. Job 
gains and wage 
increases bode 
well, but mortgage 
rates have moved 
higher in recent 
months and may 
curb transaction 
volume a bit. 

3. 4.

The noble pursuit of profit. Greed in its various 
guises has made our capitalist, free market system the 
most successful economic model in the world. As 
investment managers, we don’t think of greed in terms 
of morality, but rather in its shifting balance with fear as 
a critical factor in setting market prices. As such, we 
need to be ever mindful of investor psychology. We 
have witnessed a decisive shift in sentiment over the 
past few months as investors have embraced the notion 
that a new policy dynamic in Washington will lift 
corporate profitability, driving stock prices higher and 
stretching valuations a bit. Are those higher price levels 
justified?  

"Productivity isn't everything, but in the long run it is 
almost everything." — Paul Krugman

 Dutch elections in mid 
March will shine a little 
more light on the state 
of the nationalist 
movement in Europe and 
its implications for 
integration. Any scenario 
in which Geert Wilders, 
leader of the anti-
immigrant, euro-skeptic 
Party for Freedom (PVV), 
becomes prime minister 
is highly unlikely, but 
would most likely roil 
markets should it come 
to pass. 

The Federal 
Reserve’s Open 
Market Committee 
meets again in mid 
March and, while not 
expected, another 
bump up for the Fed 
Funds target rate is 
possible given recent 
readings on inflation 
and the evident 
strength of the labor 
market.

The risk, of course, is that expected earnings growth 
fails to materialize and that equity markets surrender 
their recent gains. Slower than anticipated economic 
growth producing less corporate revenue than forecast 
could certainly produce such a result, but it is weakening 
profit margins that are more likely to squeeze earnings. 

Confidence amongst both households and businesses is 
elevated, jobs continue to be created, industry surveys 
indicate that new orders are rising, and companies are 
reinvesting more aggressively in their operations. Our 
suspicion is that greed will continue to be rewarded for 
some time yet, particularly here in the U.S. Wishing to 
participate, we have a slight “risk-on” posture, leaning 
into credit and convertible instruments within our bond 
portfolio and favoring small company and emerging 
market stocks within our equity holdings. 

At this point, it is still too early to anticipate what 
impact government actions may come to have on 
economic growth. As more detail on various policy 
initiatives becomes available in the months ahead, 
forecasters such as ourselves will have a somewhat 
better sense for the lay of the land. But even absent 
forthcoming tax, trade, and regulatory changes, there 
are encouraging indicators that economic activity is 
ramping up. 
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“The inherent irony of the efficient market theory is 
that the more people believe in it and 
correspondingly shun active management, the more 
inefficient the market is likely to become.” 
– Seth Klarman.

As the labor market has tightened, wage appreciation is 
accelerating. At the same time borrowing costs are on the 
rise as are the prices of many raw materials. These costs 
to businesses may be difficult to pass on to consumers, 
and so corporate earnings begin to suffer. 

Past performance is no guarantee of future results. 

The key to maintaining margins and so growing 
earnings alongside revenues will be in improving 
worker productivity, allowing both labor and capital to 
benefit concurrently. Productivity gains have been 
unusually weak post the Great Recession, but with 
business now investing aggressively in tools, 
equipment, and technology, that trend is likely in the 
process of reversing. Whether or not that is actually 
the case is of paramount importance to investors and 
so is necessarily something on which we will be 
keeping a keen watch. 

About Risk: All investments are subject to market risk, including 
possible loss of principal. Stocks and bonds can decline due to 
adverse issuer, market, regulatory, or economic developments. 
Foreign securities can be subject to greater risks than U.S. 
investments, including currency fluctuations, less liquid trading 
markets, greater price volatility, political and economic instability, 
less publicly available information, and changes in tax or currency 
laws or monetary policy. These risks are likely to be greater for 
emerging markets than in developed markets. A bond’s prices are 
inversely affected by interest rates. The price will go up when 
interest rates fall and go down as interest rates rise. Bonds are 
subject to credit risk and interest rate risk. Diversification cannot 
assure a profit or protect against loss in a declining market. Active 
investing is an investment strategy involving ongoing buying and 
selling actions by the investor. Active investors purchase investments 
and continuously monitor their activity in order to exploit profitable 
conditions. Active management typically charges higher fees. 
Passive investing is an investment strategy that aims to maximize 
returns over the long run by keeping buying and selling to a 
minimum. The idea is to avoid fees and the drag on performance 
that frequent trading can potentially cause. 

Passively replicating a capitalization weighted index 
presents a free rider problem. Indexing, as it is known, 
has been shown to be an effective strategy so long as 
market pricing is indeed “efficient” or at least close to it 
(the term efficiency refers to an environment in which 
prices accurately reflect all publicly available 
information—nobody can gain an advantage over 
anybody else, so why bother paying for research?). 
The problem arises when there are an insufficient 
number of active investors performing security analysis 
to produce efficiency. Might we have reached that 
point already? 

Indexing has only been popularized recently. Two or 
three decades ago, indexed assets represented a very 
small percentage of the fund industry, but index 
products have since grown very rapidly and today 
command a significant portion of industry assets. As a 
strategy, indexing has continued to be successful 
throughout this period, but we believe that may have 
been a self-fulfilling prophecy to some extent and that 
the groundwork has been laid for a dramatic turn of 
events in years ahead. The more expensive any given 
security becomes, the larger its weight in the index, 
and the larger its share of new investment dollars 
coming into an index fund, presumably driving the 
price that much higher.

Conversely, an active manager may see better value in 
less expensive stocks that command a smaller weight 
in the index. The act of departing an actively managed 
product (forcing the manager to sell the less expensive 
stock, pushing the price lower) and rolling the 
proceeds into passive products (lifting prices on more 
expensive names) benefits existing investors in passive 
products while harming those committed to active 
strategies. But it also further widens the distortion in 
pricing between the undervalued security and that 
which is overvalued. 

We don’t have any special knowledge as to how long this 
phenomenon can continue, but we suspect that it will end 
quite badly for those who jump into indexing late in the 
game. Deploying the assets we manage within active 
strategies has presented a steady headwind the past couple 
of years, but we have confidence things will be different in 
the not so distant future. 
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