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FIRST QUARTER

UPS AND DOWNS

This February 
vacation, my 
family went 
to Universal 
Islands of 
Adventure 

in Orlando. The first ride we went on was 
the Dragon Challenge. For this ride you sit 
in the seat, and a shoulder harness lowers 
over you. Then the platform lowers, leaving 
your feet dangling, and off you go. There 
were many climbs and falls and even some 
loop-de-loops where your feet are straight 
up in the air! 

In some ways, the market has provided a 
roller coaster ride of its own so far this year. 
After a long 8 day climb that started in late 
December, the S&P 500 roller coaster took a 
steep dive into January. Concerns mounted 
about slow growth overseas combined with 
corporate profits being negatively impacted 
by falling oil prices and a strong dollar. The 
free fall broke with a positive job report and 
after oil prices stabilized. For the rest of the 
month, the index rolled up and down, finally 
resting at 1,994, for a total return of -3%.

February began another long ascent,  
peaking on the 24th at 2,115 for the  
S&P 500 index. FOMC Chairwoman Yellen 
indicated that inflation and wage growth 
remain low, and a change in Fed policy  
will probably not occur before mid-year.  
The markets rallied and the index finished 
the year up 2.57%.

The first trading day in March brought  
our ride to a record high of 2,117 for the 
S&P 500 index.  Consumer demand was 
driving earnings, oil prices remained near  
$50/barrel, and copper prices improved  
as China cut interest rates to bolster  

demand. The euphoria was short-lived as 
the market quickly began another series 
of up and down gyrations, and the index 
ended March down 1.6%. In essence, the 
market has been stuck in a trading range 
since last November. Investors are dealing 
with mixed economic signals, deciphering 
Fed commentary for signals of future rate 
hikes, and the lack of income producing  
alternatives to stocks. 

Year-to-date the S&P 500 index returned 
0.95%. International stocks posted a strong 
6.3%. Mid-cap and Small-cap stocks also 
performed better than Large-cap stocks, 
posting returns of 4.6% and 4.7% respectively.  
Intermediate term investment grade bonds 
returned approximately 2%.

Bond yields are continuing their march 
lower. The benchmark 10-year treasury is 
currently yielding 1.93%, keeping intact  
5 straight quarters of decline. Money  
continues to flow into the U.S., fleeing 
foreign central banks that are lowering  
rates to spur growth. On the shorter end 
of the curve, Fed Chairwoman Yellen has 
opened the door to a rate increase. However,  
the timing is unclear, and the process will be 
unlike anything we have experienced before. 
The Fed is reserving the right to raise, halt or 
lower rates once liftoff has occurred, based 
on the current economic data. Speculator 
in Fed Fund futures contracts are betting on 
a 0.25% increase by September of this year 
and another 0.25% increase by the  
1st quarter of next year. 

LOOKING AHEAD

A Bloomberg survey of 83 firms shows 
expectations for economic growth in 2015 
(GDP) to be 3%. Estimates range from 
1.9% to 3.5%, so you can see this is not a 

hard science, and there are many  
variables that can affect the well-being  
of our economy. Inflation expectations 
are somewhat muted, averaging 0.3% for 
2015, based on the CPI 
Index. The Fed prefers 
the PCE deflator which 
excludes food and 
energy. Expectations 
for this measure of 
inflation are 1.4%, still 
below the Fed’s target of 2%.  
Unemployment is expected to hover  
between 5% - 5.5%.

“IT’S DÉJÀ VU ALL OVER AGAIN.”  
- YOGI BERRA.

If something about this past quarter feels 
strangely familiar, it should. Let’s review a 
few comments I made a year ago and how 
they compare to this quarter:

   • It’s spring and it’s cold out. 

   • January markets are down on overseas 
concerns. 

   • Comments from Janet Yellen eased 
market concerns. 

   • A volatile March ended with the  
S&P 500 index posting a modest  
year-to-date gain. 

The first three months of this year look a 
lot like the first three months of last year. 
Past performance is no guarantee of future 
returns, but the market volatility a year ago 
eventually gave way to modest gains. Those 
who maintained their discipline were once 
again rewarded. 

When you slice the market up into short 
time periods like 3 months, 6 months, or 
even 12 months, it can sure feel like a roller 
coaster ride. We feel the thrill of the steep 
climbs and the gut wrench of the steep  
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declines. But as Figure 1 below shows, if you 
take a longer-term perspective, the peaks 
and troughs are a little less drastic, and the 
ride is a bit smoother and more enjoyable. 
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Figure 1 S&P 500, Source: Bloomberg L.P.
 
WHAT’S BEHIND EARNINGS SEASON?

Below is an earnings release from a  
company whose profits fell 47% in 12 
months. That’s a lot. So why did the stock 
price shoot up 3.5%? It’s hardly what one 
might intuitively think would happen. This 
paper will help you discover why this might 
happen and whether it’s reasonable.

BHP Billiton reported a 47% Y/Y  
drop in net profit as its two most  
important commodities, iron ore 
and oil, collapsed in value last year, 
but the results beat market fore-
casts. Profit fell to $4.27B for the six 
months through December, down 
from $8.11B a year earlier, beating 
analyst estimates of $3.59B. The 
company added that it would cut 
its spending targets to withstand 
the tough conditions. BHP +3.5% 
premarket.

Four times a year all publicly-traded  
companies must release their financial 
data, and Wall Street analysts publish 
opinions on what the numbers mean.   
Even though a lot of different financial 
data is revealed, this quarterly occurrence 

is referred to as Earnings Season. Earnings,  
which are basically profits, are one of 
the most important numbers a company 
reports, and it therefore takes the limelight.

When earnings are going up, stock prices 
often go up; and the 
opposite is true  
as well. However there 
are many times when 
earnings fall and a stock 
price soars. It doesn’t 
make sense on the  
surface, but the main 
reason has to do with 
market expectations. 

Before each earnings 
season, stock analysts 
will issue earnings 

estimates, which are basically forecasts of 
the company’s expected future earnings. 
The expectation of what may happen to any 
company involves many interacting  
components: the company, its competitors, 
as well as economic and political forces, 
to name a few. The individual forecasts 
provided by analysts are compiled into  
one consensus estimate. This estimate is 
then used as a benchmark to determine  
if the company did well or not when it  
announces its actual earnings. If a  
company beats the estimate, the stock  
will usually move higher.  However, if 
reported earnings are high, but lower  
than the estimate, they are considered  
disappointing, and the stock will usually  
move lower.  Whether a company’s earnings  
are higher or lower than expectations plays 
a bigger role in the direction of stock’s 
price than whether the earnings were 
actually higher or lower. In our example 
above, losing 47% of your profits is  
very dismal news. However the stock  
price rallied because the company  
beat the estimates. 

It’s important to remember that a  
stock’s price will constantly adjust to  
these earnings estimates, meaning that  
a company’s current stock price reflects  
what is expected of it. In the case of a  
company expected to report good numbers,  
its price will already reflect the good news, 
and its price will have already risen. We 
say that the expected returns are “already 
priced in.” With our company above, it was 
expected that they would lose more than 

they did, and the price reflected this. When 
the better news was announced, the stock 
rose to reflect this better news. 

When a company announces its quarterly 
financial results, it too often provides  
guidance about what it is expecting for its 
future. As an investor, it may be tempting 
to always pick high-earning targets.  
However, it’s extremely difficult for a 
company to consistently meet or exceed 
high expectations over an extended period 
of time. Sometimes it’s wiser to look at 
companies that are not expected to have 
such high levels of growth because they are 
consistent. Their positive earning’s surprise 
may also lead to more or a price increase.

The media has a tendency to exaggerate 
what is happening around us in order to 
create a sense 
of urgency, thus 
drawing us in 
to listen. Their 
commentary 
can create  
emotional  
drivers. This makes it all the more  
important for investors to take the time to 
understand the information released and 
why the market reacted the way it did. A 
company releasing what may have initially 
seemed like bad news can actually end 
up with a higher return. Price shocks can 
also be short- or long-lived. It may not be 
too late to buy or sell a stock that had an 
earnings surprise even if you can’t transact 
immediately. 

Earnings reports are not the only reason to 
buy or sell a stock. There are always many 
factors that must be considered.  
In general, a company that has growing  
earnings is a good indication that it’s 
on the right course to providing a solid 
return. Analyst’s expectations are part of 
the equation, but the bottom-line results 
matter too. Most important is to stick to 
your discipline, recall why you purchased 
the stock, investigate what has changed, 
and make sure it still meets the criteria you 
have set.  
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