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The spring bounce that surprised nobody. 
Developments in the economy held true to 
script in April. Coming into 2014, activity 
was widely expected to be strong before one 
of the harshest winters in living memory 
put things on ice. It was generally assumed 
that with the spring thaw would come a 
strong rebound as pent-up demand was 
unleashed, and there are many indications 
that this is precisely what is happening. 

From unemployment claims to industry 
surveys to confidence readings to sales 
results, a broad spectrum of data point to 
a sharp acceleration in business activity. A 
similar story is playing out in the area of 
corporate earnings: Results were adversely 
affected by harsh winter conditions, but the 
damage was not as extensive as once feared, 
and the outlook for the balance of the year 
is looking up sharply now that the bad 
weather is behind us.

So with the economy reaccelerating and 
corporate earnings climbing nicely, one 
might expect that stock prices would rise 
commensurately, right? That was our 
expectation, anyway, but we were wrong. 
As we write this in late April, broad market 
averages are near flat for the month, and 
yields on long-dated bonds have actually 
come in a little. This, arguably, is the 
hazard of sharing in a consensus view. 
Expectations held in common are, to a 
considerable degree, reflected in prices, so 

their eventual realization doesn’t by itself 
move the market a whole lot. To generate 
outsized returns, one must be correct in a 
view that departs from the consensus, and 
hence profit when prices correct as that 
view becomes generally acknowledged.

Looking out at the remainder of the 
year, we are encouraged by what we see, 
but we are disappointed to find that our 
expectations are still in general alignment 

with the expectations of a large number 
of other investors. A combination of 
accommodative monetary policy, waning 
fiscal drag, expanding employment, the 
end of household deleveraging, and a 
pickup in business investment points to 
further increases in corporate revenues even 
as profit margins have thus far remained 
intact. This is a formula that should 
drive corporate profit growth higher, and 
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1.  A widely anticipated 
bounce off the winter’s 
weather-induced slump 
in economic activity 
appears to be unfolding. 
Watch confidence 
readings, bank lending, 
retail sales, and durable 
goods orders for signs 
of growing momentum.

2.  Some housing reports 
have been disappointing, 
particularly mortgage 
originations and sales of 
new homes. This may be 
attributable to temporary 
factors, but if the weakness 
proves entrenched that 
will significantly dampen 
growth prospects.

3.  The situation in Ukraine 
threatens further 
escalation. While direct 
impact on the U.S. is limited, 
events could jeopardize 
the nascent recovery in 
Europe, and hence have 
meaningful implications 
for the global economy.

4.  Growth rates in China 
remain depressed. The 
broader emerging market 
will likely be affected. 
We look for modest 
stimulative policy action.
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“Markets are constantly  
in a state of uncertainty  
and flux, and money is  
made by discounting 
the obvious and betting 
on the unexpected.”
                                           –George Soros
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presumably support both equity prices 
and bond yields. To the extent that we 
deviate from our peers, it is probably on 
the side of more robust growth, which 
would imply significant returns for 
stock investors should we ultimately be 
proven correct. It would also portend 
a meaningful bump higher in bond 
yields, and that explains why we 
continue to maintain a short-duration 
posture within our fixed-income 
portfolios, despite the costs of doing 
so. In fact, we are somewhat more 
confident in our projections for where 
fixed-income markets are headed than 
we are for equities. With core inflation 
seeming to have bottomed, pockets 
of price pressure starting to emerge, 
and the Federal Reserve Bank in the 
process of terminating its asset purchase 
program, we find it surprising that 
bond yields have remained as low as 
they are for as long as they have.

The flat returns seen at the broad 
market level this month masked 
considerable turbulence below the 
surface. Small-cap stocks, most notably 
those of biotechnology companies and 

companies that provide Internet-based 
services, saw significant declines, while 
large-cap utility and consumer staples 
companies, traditionally considered 
defensive stocks, fared quite well, 
along with Treasury bonds, despite the 
strengthening economy and an uptick 
in inflation. We are at a loss to explain 
this turn of events, even with the benefit 
of perfect hindsight. Clearly, there were 
buyers and sellers of these securities 
who were motivated by a different set 
of data than we were reviewing or by a 
different interpretation of that data. In 
fact, market pricing reflects the actions 
of millions of individual participants, 
each responding to a combination of 
“information, misinformation, and 
whim,” as Kenneth Chang so articulately 
stated it. As a result, short-term price 
swings can appear to be very erratic 
and often don’t comport with what any 
one individual might consider to be a 
rational response to incoming news flow.

While prices may follow a chaotic path 
in the short term, they ultimately must 
come to reflect economic fundamentals. 
There are opportunities to position 

a portfolio advantageously, but what 
might be a successful strategy over the 
long term will absolutely experience 

periods of underperformance. We wish 
to remind our readers (and ourselves) 
of the role that noise plays in markets 
and the importance of not allowing 
oneself to be unduly swayed by every zig 
and zag the market may take. Investing 
in public markets can be a painfully 
humbling experience at times, as we can 
well attest, but it can be very rewarding 
for those who remain faithful to a 
well conceived long-term strategy.
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“Here is the simple  
reality most of us try 
desperately to ignore:  
Most of the time, we  
have no idea what is  
going on.”
                                           –Barry Ritholtz


