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Markets	Recap
2016 wrapped up with US Stocks
leapfrogging their way to the top at 12.5%
for the year, on hopes that the new
administration’s fiscal stimulus and
corporate tax cuts will lead the way for
economic growth. Elsewhere, Commodities
(11.8%) and EM finished up with their
strongest showings since 2010 and 2013,
respectively. Elsewhere, US Bonds (2.5%)
faced continued headwind with renewed
inflation and rate hike fears, and Euro
Stocks (-0.80%) suffered amidst banking
sector and political upheaval.

But, before jumping on the passive
bandwagon, consider the fact that properly
applied statis tics demonstrate there are
very clearly some active managers who
consistently add value over the passive
alternative, even after fees. The question
then becomes how can a skilled active
manager be identified? The crude
performance comparisons used by the
financial media and the attempts to create
peer group categories, by firms such
Morningstar, a re statistically flawed. These
resources typically lead to misleading
comparisons. Managers are evaluated
against inappropriate or incomplete
benchmarks.

The key to finding skilled active managers
was revealed twenty-five years ago by
William F. Sharpe. Sharpe, the co-founder
of Financial Engines, one of the country’s
largest RIAs, published several papers that
show how to measure each manager’s
unique exposures over time. With an
accurate, dynamic measure of risks being
taken, investment skill (or lack thereof)
comes into clear focus. Sharpe, being a
Nobel Laureate, gets a fair amount of ink in
the financial press, yet his great
contribution to the task of assessing
manager skill has been completely ignored.

In 1969, Eugene Fama, threw out a wild
hypothesis; namely that stock markets are
perfectly efficient; meaning that markets
instantly react to new information, making
short-term price changes unpredictable.
Fama’s research opened the door for index
funds. Investors began to feel it was better
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to mimic the unpredictable market than
attempt in vain to beat it. Fama’s
hypothesis kicked off a nearly fifty-year
scrum in which thousands of academics
and practitioners have attacked his
premise. At this point there is very little
doubt, in the academic community at least,
that Eugene Fama is correct. Mr. Fama was
awarded the 2013 Nobel Prize for his
lifetime of work on this very important
topic. Mr. Fama’s experience and insights
are valued far beyond the academic world
of the University of Chicago. Mr. Fama was
heavily involved in the creation of
Dimensional Fund Advisors and serves on
its Board.

How do we reconcile Sharpe’s findings with
Fama’s? How can some active managers
consistently add value if short-term price
changes are not predictable?

Enter Yale Professor Robert Shiller, the co-
founder and chief economist for
investment firm, MacroMarkets LLC. Mr.
Shiller shared the Nobel prize with Fama
for showing that stock prices are indeed
quite predictable; just not in the short
term. Shiller showed that stock prices
respond to fundamentals on a 3 to 5-year
time frame. In the long run undervalued
investments tend to outperform
overvalued investments.

Many active managers are unworthy of
their highs fees and give the industry a bad
name. There is simply no argument for
paying a manager who can’t keep up with
the passive alternative either because of

The Case for ActiveManagement
The financial media have been pounding
the table for several years about the
demise of active management. The flow of
money from active funds to passive funds
supports and, to some degree, is the result
of this assertion. Higher fees associated
with active management are a drain on
returns. Cheaper passive investments have
a leg up by comparison.

Monthly	Newsletter
December	2016

high fees or lack of talent. If youwant good
investment results, take your cue from the
enormous reservoir of academic research
focused on understanding asset prices. The
message from academia is loud and clear.

Unless your risk tolerance or risk capacity
has changed, don’t tinker with your asset
allocation target. Don’t chase hot markets;
don’t lose patience with out of favor
markets. Stick to a long-term target that
makes sense for you and hire managers
with statistically signif icant evidence of skill
that have very good odds of adding value
to your target.

If you don’t have the statistical tools to find
skillful managers, then use low fee, broadly
diversified index funds to track your asset
allocation target. Using index funds and
sticking to your long-term asset allocation
target can put you in the top 20% of
investors over the long run, which is good
company and certainly preferable to using
a bad active manager.

Cape Ann Capital’s goal is always to try to
outperform your benchmark over the long
run after all fees. For us, it is not enough to
identify the roughly 20% of mutual funds
that have outperformed their benchmarks
over the long run; we need to assess which
of these have been lucky and which have
outperformed with a consis tency that
makes it very unlikely that luck was much
of a factor.
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