the tortoise & the hare

| T
 he Power of Markets
In 1958, economist Leonard Read published an essay
entitled “I, Pencil: My Family Tree as Told to Leonard E.
Read.” The essay, narrated from the point of view of a
pencil, describes the “complex combination of miracles”
necessary to create and bring to market the commonplace
writing tool that has been used for generations. The narrator
argues that no single individual possesses enough ability
or know‑how to create a pencil on their own. Rather, the
mundane pencil—and the ability to purchase it for a
“trifling” sum—is the result of an extraordinary process
driven by the knowledge of market participants and the
power of market prices.
The Importance of Price
Upon observing a pencil, it is tempting to think a single
individual could easily make one. After all, it is made up
of common items such as wood, paint, graphite, metal,
and a rubber eraser. By delving deeper into how these
seemingly ordinary components are produced, however,
we begin to understand the extraordinary backstory of
their synthesis. Take the wood as an example: To produce
wood requires a saw, to make the saw requires steel,
to make steel requires iron. That iron must be mined,
smelted, and shaped.
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Market prices are the unifying force
that enables millions of people to
coordinate their actions efficiently.
A truck, train, or boat is needed to transport the wood from
the forest to a factory where numerous machines convert
it into lumber. The lumber is then transported to another
factory where more machines assemble the pencil. Each
of the components mentioned above and each step in the
process have similarly complex backstories. All require
materials that are sourced from far‑flung locations, and
countless processes are involved in refining them. While
the multitude of inputs and processes necessary to
create a pencil is impressive, even more impressive are
the coordinated actions required by millions of people
around the world to bring everything together. There is
the direct involvement of farmers, loggers, miners, factory
workers, and the providers of capital. There is also the
indirect involvement of millions of others—the makers of
rails, railroad cars, ships, and so on. Market prices are
the unifying force that enables these millions of people to
coordinate their actions efficiently.
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The Power of Markets
Workers with specific knowledge about their costs,
constraints, and efforts use market prices to leverage
the knowledge of others to decide how to direct their
own resources and make a living. Consider the farmer,
the logger, and the price of a tree. The farmer will have a
deep understanding of the costs, constraints, and efforts
required to grow trees. To increase profit, the farmer will
seek out the highest price when selling trees to a logger.
After purchasing the trees, the logger will convert them
to wood and sell that wood to a factory. The logger
understands the costs, constraints, and efforts required
to do this, so to increase profit, the logger seeks to pay the
lowest price possible when buying trees from the farmer.
When the farmer and the logger agree to transact, the
agreed upon price reflects their combined knowledge of
the costs and constraints of both growing and harvesting
trees. That knowledge allows them to decide how to
efficiently allocate their resources in seeking a profit.
Ultimately, it is price that enables this coordination. On
a much larger scale, price formation is facilitated by
competition between the many farmers that sell trees to
loggers and between the many loggers that buy trees

from farmers. This market price of trees is observable and
can be used by others in the production chain (e.g., the
lumber factory mentioned above) to inform how much they
can expect to pay for wood and to plan how to allocate
their resources accordingly.
The Power of Financial Markets
There is a corollary that can be drawn between this
narrative about the market for goods and the financial
markets. Generally, markets do a remarkable job of
allocating resources, and financial markets allocate a
specific resource: financial capital. Financial markets
are also made up of millions of participants, and these
participants voluntarily agree to buy and sell securities
all over the world based upon their own needs and
desires. Each day, millions of trades take place, and the
vast collective knowledge of all of these participants is
pooled together to set security prices. Exhibit 1 shows the
staggering magnitude of participation in the world equity
markets on an average day in 2015.

Exhibit 1: Embrace Market Pricing
World Equity Trading in 2015

Daily Average

Number of Trades

Dollar Volume

98.6 million

$447.3 billion

In US dollars. Global electronic order book (largest 60 exchanges).
Source: World Federation of Exchanges.

Any individual trying to outguess the market is competing
against the extraordinary collective wisdom of all of these
buyers and sellers. Viewed through the lens of Read’s
allegory, attempting to outguess the market is like trying to
create a pencil from scratch rather than going to the store
and reaping the fruits of others’ willingly supplied labor. In
the end, trying to outguess the market is incredibly difficult
and expensive, and over the long run, the result will almost
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assuredly be inferior when compared to a market‑based
approach. Professor Kenneth French has been quoted as
saying, “The market is smarter than we are and no matter
how smart we get, the market will always be smarter than
we are.” One doesn’t have to look far for data that supports
this. Exhibit 2 shows that only 17% of US equity mutual
funds have survived and outperformed their benchmarks
over the past 15 years.
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The Power of Markets
Exhibit 2: Don’t try to ougtguess the market
US Equity Mutual Fund Performance

17% Outperform
15 Years
2,758 funds at beginning
Beginning sample includes funds as of the beginning of the 15-year period ending December 31, 2015. Past performance is no guarantee of future results.
Source: Dimensional Fund Advisors, “The US Mutual Fund Landscape.”
See disclosures for more information

Conclusion
The beauty of Leonard Read’s story is that it provides
a glimpse of the incredibly complex tapestry of markets
and how prices are formed, what types of information
they contain, and how they are used. The story makes it
clear that no single individual possesses enough ability
or know‑how to create a pencil on their own but rather
that the pencil’s miraculous production is the result of the
collective input and effort of countless motivated human
beings. In the end, the power of markets benefits all of us

The market allows us to exchange the time we require to
earn money for a few milliseconds of each person’s time
involved in making a pencil. For an investor, we believe
the lesson here is that instead of fighting the market, one
should pursue an investment strategy that efficiently and
effectively harnesses the extraordinary collective power
of market prices. That is, an investment strategy that uses
market prices and the information they contain in its
design and day‑to‑day management. In doing so, an
investor has access to the rewards that financial markets
make available to providers of capital.

Article Source: Dimensional Fund Advisors
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All expressions of opinion are subject to change without notice and
are not intended to be a guarantee of future events. This document
is for information only and does not constitute a solicitation to buy or
sell securities nor does it purport to be a complete description of our
investment policy, markets or any securities referred to in the mate‑
rial. Opinions expressed herein are not intended to be a forecast of
future events or a guarantee of future results or investment advice
and are subject to change without notice or based on market and
other conditions. Any reference to model portfolios, which is used
for internal purposes, is purely illustrative. The value of investments
and the income from them may fluctuate and can fall as well as rise.
Past performance is not a guarantee of future results. You may not
recover what you invest.
Although information in this document has been obtained from
sources believed to be reliable, MASECO LLP does not guarantee
its accuracy or completeness and accepts no liability for any direct
or consequential losses arising from its use. Throughout this publi‑
cation where charts indicate that a third party (parties) is the source,
please note that the source references the raw data received from
such parties.
MASECO LLP and its affiliates do not provide tax or legal advice
and levels and bases of taxation can change. To the extent that this
material or any attachment concerns tax matters, it is not intended
to be used and cannot be used by a taxpayer for the purpose of
avoiding penalties that may be imposed by law. Any such taxpayer
should seek advice based on the taxpayer’s particular circumstanc‑
es from an independent tax advisor.
Neither asset allocation nor diversification assures a profit or pro‑
tects against a loss in declining financial markets. Currency fluctua‑
tions may increase or decrease the returns of any investment.
Bonds are affected by a number of risks, including fluctuations in
interest rates, credit risk and prepayment risk. In general, as prevail‑
ing interest rates rise, fixed income securities prices will fall. Bonds
face credit risk if a decline in an issuer’s credit rating, or creditworthi‑
ness, causes a bond’s price to decline. High yield bonds are subject
to additional risks such as increased risk of default and greater vola‑
tility because of the lower credit quality of the issues.
Bonds rated below investment grade may have speculative
characteristics and present significant risks beyond those of other
securities, including greater credit risk and price volatility in the sec‑
ondary market. Investors should be careful to consider these risks
alongside their individual circumstances, objectives and risk toler‑
ance before investing in high yield bonds. High yield bonds should
comprise only a limited portion of a balanced portfolio.
Finally, bonds can be subject to prepayment risk. When interest rates
fall, an issuer may choose to borrow money at a lower interest rate,
while paying off its previously issued bonds. As a consequence,
underlying bonds will lose the interest payments from the investment
and will be forced to reinvest in a market where prevailing interest
rates are lower than when the initial investment was made.
Alternative investments referenced in this report are speculative and
entail significant risks that can include losses due to leveraging or
other speculative investment practices, lack of liquidity, volatility of
returns on transferring interests in the fund, potential lack of diver‑
sification, absence of information regarding valuations and pricing,
complex tax structures and delays in tax reporting, less regulation
and higher fees than mutual funds and advisor risk.
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Investing in commodities entails significant risks. Commodity prices
may be affected by a variety of factors at any time, including but
not limited to (i) changes in supply and demand relationships, (ii)
governmental programs and policies, (iii) national and international
political and economic events, war and terrorist events, (iv) changes
in interest and exchange rates, (v) trading activities in commodi‑
ties and related contracts, (vi) pestilence, technological change and
weather, and (vii) the price volatility of a commodity. In addition, the
commodities markets are subject to temporary distortions or other

disruptions due to various factors, including lack of liquidity, partici‑
pation of speculators and government intervention.
The prices of real assets (for example, precious metals) tend to fluc‑
tuate widely and unpredictably, and have historically experienced
periods of flat or declining prices. Prices are affected by global sup‑
ply and demand, investors’ expectations with respect to the rate
of inflation, currency exchange rates, interest rates, investment and
trading activities of hedge funds and commodity funds, and global
or regional political, economic or financial events and situations.
REITs investing risks are similar to those associated with direct in‑
vestments in real estate: lack of liquidity, limited diversification and
sensitivity to economic factors such as interest rate changes and
market recessions.
The indices are unmanaged, are shown for illustrative purposes only
and do not represent the performance of any specific investment.
Index returns do not include expenses, fees or sales charges, which
would lower performance.
International investing entails greater risk, as well as greater poten‑
tial rewards compared to investing in your local stock market. These
risks include political and economic uncertainties of foreign coun‑
tries as well as the risk of currency fluctuations. These risks are mag‑
nified in countries with emerging markets, since these countries may
have relatively unstable governments and less established markets
and economics.
Investing in smaller companies involves risks not associated with
more established companies, such as business risk, significant
stock price fluctuations and illiquidity.
Interest on municipal bonds is generally exempt from US federal
income tax; however, some bonds may be subject to the alternative
minimum tax (AMT). Typically, state tax exemption applies if securi‑
ties are issued within one’s state of residence; if applicable, local
exemption applies for issues within one’s city of residence.
The initial interest rate on an inflation-linked security may be lower
than that of a fixed rate security of the same maturity because inves‑
tors expect to receive additional income due to future increases in
CPI. However, there can be no assurance that these increases in
CPI will occur.
Changes in exchange rates may have an adverse effect on the
value, price or income of foreign currency denominated securities.
Investments or investment services referred to may not be suitable
for all recipients.
In the UK, certain services are available through MASECO LLP (trad‑
ing as MASECO Private Wealth and MASECO Institutional) which is
registered in England and Wales, number OC337650, with regis‑
tered offices at Burleigh House, 357 Strand, London, WC2R 0HS,
telephone +44 (0)20 7043 0455, email enquiries@masecopw.com.
MASECO LLP is authorised and regulated by the Financial Conduct
Authority for the conduct of investment business in the UK. The Fi‑
nancial Conduct Authority does not regulate tax advice or offshore
investments. Messages and telephone calls to and from MASECO
Private Wealth may be monitored to ensure compliance with internal
policies and to protect our business.
MASECO LLP is a FINRA/SEC Registered Investment Advisor in the
United States of America.
US Treasury Department Circular 230 disclosure: To ensure compli‑
ance with requirements imposed by the IRS, we inform you any US
federal tax advice contained in this communication (including any
attachments) is not intended or written to be used, and cannot be
used, for the purpose of (i) avoiding penalties under the Internal
Revenue Code or (ii) promoting, marketing or recommending to an‑
other party any transaction or matter addressed herein.
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