
Last quarter was particularly strong for the broader 
equity markets. If this statement sounds like a 
familiar refrain, it should. Both the Dow Jones 

and S&P 500® indices posted the eighth consecutive 
quarter of gains. Virtually all major equity indices 
reached new highs. To make matters even better, 
investors experienced very little market anxiety as 
volatility continues to be tepid. Potential market factors 
are still present that can cause angst. Investors must 
contemplate several global and domestic risks including 
unexpected in ationary pressures, geo-political risks, 
and market valuations. However, strong corporate 
earnings coupled with highly accommodative central 
bank policies have fueled and likely will continue to 
propel this remarkably long bull market.

Similar to the first half of 2017, the third quarter posted 
impressive returns. Most domestic indices returned over 
4% during the quarter. Strong performance, however, 
is where the similarities end. The markets witnessed 
a major rotation over the past three months. Those 
stocks that relatively struggled in the first six months 
of the year led the way higher. In particular, banks, 
economically sensitive companies and even small cap 
stocks outperformed. The third quarter contained many 
of the hallmarks we witnessed during the “Trump 
Rally” over the last seven weeks of 2016 following 
the presidential election. Renewed hope exists for 
investors over the prospects of corporate tax reform 
and deregulation efforts. The so-called “Trump Trade” 
may begin to fade in the coming weeks as investor focus 
returns to earnings reports.

Looking ahead, the Federal Reserve remains one of 
the most important components of this bull market 
behind only corporate earnings. They remain poised to 
continue their normalization of our monetary policy. 
Consensus expectations call for one more rate hike 
this year and three such hikes in 2018. In ation will 
play a key role in the Fed’s decision making. Many 
reports over the summer suggested little evidence 
of inflation—thus making it less likely that the Fed 
increases rates. However, in August, U.S. consumer 
prices jumped more than expected. The increase in this 
key in ation barometer likely gives the Fed the cover 
they need to increase rates. Globally, the markets will 
also keep a close eye on the geo-political risk of North 
Korea as tensions rise. Up to this point, investors have 
largely sequestered their concerns over North Korea. 
Additionally, eyes will be on the Catalan independence 
movement in Spain. While the vote overwhelmingly 
passed there is little support coming from the EU with 
fear of destabilization to the region.

Investors will also be closely watching to see if President 
Trump and Republicans are able to gain passage of 
their tax overhaul plan. Passage would almost certainly 
mean lower corporate tax rates and ensuing increases 
in corporate earnings. Lastly, should we continue with 
this market run-up, market valuations, promise to be a 
well-debated topic amongst investors.

The fourth quarter of the year historically is the 
strongest. Not only has it averaged the highest returns, 
the markets advance nearly 80% of the time. Therefore, 
the prospects are ripe for the equity markets to continue 
their impressive run and extend their winning streak to 
nine straight quarters despite risk factors.

Riverbridge remains pleased over the fundamental 
strength of our portfolio companies. They collectively are 
well-positioned to build their earnings power. Over short 
periods of time, the fundamental strength of a company 
can become decoupled with its underlying stock.

As always, we continue to focus on identifying and 
investing in those companies that can sustain a 
competitive advantage for long periods of time. Riverbridge 
companies are also less impacted by changes in interest 
rates, economic change, and even macro events.

Key to our short-term investment performance is investors’ 
perception of risk. Should investors continue to dismiss risks 
associated with the market and possess the belief the data 
and the environment are so overwhelmingly conducive to 
equities, our high quality, predictable growth companies may 
lag the more economically sensitive and more aggressive 
companies that are currently in vogue. In contrast, should the 
fourth quarter resemble the market environment of the first 
and second quarter this year whereby fundamental strength 
mattered, we could perform relatively well.
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Thematic investing continues to increase in 
popularity, enabling investors to generate 
specific portfolio exposures of those emerging 

trends creating buzz and capturing headlines. This top-
down approach allows investors to single out categories 
such as cloud computing, cancer research or social 
media, among others, and create baskets of companies 
of which to invest. Though prevalent, thematic investing 
is fraught with challenges as it requires not only the 
accurate forecast of themes which can sustain, but also 
the proper identification of companies who will prosper 
as a result. Thematic investing is often short-term in 
nature, emotionally driven by momentum stocks with 
premium valuations where investors try to get in as 
excitement builds, but quickly exit before a theme gets 
overheated and sentiment sours. Rather than focus 
on emerging trends or popular themes, Riverbridge 
focuses on identifying differentiated businesses 
managed by high-quality management teams, which 
allows for our portfolio companies to identify and react 
to relevant and emerging trends in their industry as 
they are best positioned to recognize potential impacts.

To be confident a company is aligned with long-term 
shareholders, a substantial portion of our due diligence 
is spent understanding management motivations, a 
company’s culture and the compensation philosophy 
of the company. Peer review conversations with 
employees, customers and competitors help us assure 
a company is focused on maximizing their long-term 
earnings power—even in periods in which a company 
may experience being out of favor in the markets.

Because of our in-depth due diligence, Riverbridge 
confidently expects our companies to be 
transformational in nature and react appropriately 
to changing industry dynamics by allocating capital 
internally and externally. Oftentimes, this is a simple 
product shift or enhancement such as is currently 
occurring at Ellie Mae, Inc., the leader in mortgage 
origination software. At Ellie, the company is internally 
investing to re-platform its core software architecture 
while simultaneously layering in enhanced capabilities 
to keep pace with the millennial generation who 
expects a more digital mortgage experience. As Ellie 
improves its platform, the company should see the 
opportunity to both build market share and expand 
their addressable market.

Sometimes, a more meaningful strategic change is 
necessary or opportunistic. Calavo Growers, Inc., the 
leading distributor of avocados across the U.S. since 
1924, recognized the trend of U.S. avocado demand 

growth outpacing U.S. supply, and began actively 
deploying capital in Mexico to build operational 
capabilities to maintain market share and service levels 
to their long-tenured grocer clients. Without adequate 
supply of avocados, long-standing grocer relationships 
could have been irreparably harmed. Maintaining 
grocer relationships was instrumental to the next leg 
of growth at Calavo, as the company identified the 
still developing trends of convenience and healthier 
eating. To participate in these trends, Calavo acquired 
Renaissance Food Group, LLC (RFG), a provider of 
fresh-cut fruit and vegetables, and has since leveraged 
the long-standing grocer relationships and service 
reputation of Calavo with the innovation and logistics 
expertise of RFG to cross-sell its service offerings. 
Further, in 2013, Calavo internally  financed a start-
up technology platform called Fresh Realm focused 
on home delivery food kits and allowed it to connect 
with the core operational capabilities of Calavo. Today, 
Fresh Realm has well-known customers as Kroger and 
Weight Watchers and is expected to generate more than 
$100 million of revenue in 2018. These decisions by 
the management team were strategic in nature to best 
position the company with emerging themes.

Both trends, an increasing digital experience to support 
millennials and the increased access to convenient, 
healthy and ready-to-eat meals are examples of 
Riverbridge portfolio companies identifying trends 
and appropriately allocating capital. Neither theme 
was something Riverbridge intentionally sought to 
invest in. Instead, Riverbridge’s due diligence identified 
Ellie Mae and Calavo as companies with long-term 
focused leadership, a committed company culture and 
a differentiated business model capable of evolving as 
trends develop within its industry landscape.

Riverbridge is not a thematic investor. But, themes 
emerge from our bottom up research process and will 
evolve as capital allocations ebb and  flow within the 
economy. Current themes include healthcare’s shift 
to value-based reimbursement, healthy living and 
cloud computing, among others. The one true and 
enduring theme in all Riverbridge portfolios is to invest 
in companies who possess sustainably advantaged 
business models and who are led by highly capable 
management teams that are incentivized and aligned 
with long-term shareholders.  

Information in this newsletter is not intended to be used as investment 
advice. Mention of companies/stocks herein is for illustrative 
purposes only and should not be interpreted as investment advice or 
recommended securities. The securities identified do not represent 
all of the securities purchased, sold or recommended and the reader 
should not assume that any listed security was or will be profitable. 
Past performance is not indicative of future results.
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