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“To err is human,” wrote Seneca. “To persist in 
it is diabolical” (Errare humanum est, Perseverare 

diabolicum). As 2014 opened, pundits expected 

interest rates and stocks to go higher, with 

more certainty about the former than the latter. They also expected the economy 

finally to turn the corner after five years of sub-par performance. Now that the 

midway point to the year has been reached and stocks, bonds and commodities have 

all posted gains together for the first time since 1993, my ongoing and deeply held 

cynicism about forecasts and forecasters has yet again been confirmed. In other 

words, be leery about fighting the Fed, fade forecasts and be sure to diversify. 

 

The halftime scoreboard shows that rather than rising 50bp or so, the benchmark 10

-year U.S. Treasury note has rallied by roughly that amount while the long-end of 

the curve has seen double-digit returns. As shown by the chart above, global bonds 

as an asset class have performed admirably (FWDB up 6.45 percent) while domestic 

bonds are nothing to complain about either (AGG up 3.75 percent). Taking on extra 

credit risk didn’t really pay, as high yield (HYG) advanced 4.96 percent while 

investment grade corporates returned roughly 100bp more.  

 

Despite historically high valuations, the S&P 500 index has already jumped 7 percent 

this year and was up for the sixth straight quarter while small caps have lagged (IJS 

up 4.16 percent). Going overseas didn’t pay, either in large (EAFE up 4.31 percent) 

or small caps (EEM up 4.54 percent). Utilities (up 18.65 percent) and domestic REITs 

(IYR up 16.18 percent) were the leading domestic sectors. The worst was consumer 

discretionaries (up only 0.6 percent, but still up). Obviously, financial market 

volatility has remained extremely low. 

 

Meanwhile, the U.S. economy was reported to have shrunk by the highest level since 
the dark days of 2009 last week (GDP off a whopping 2.9 percent, bad weather or 

no). If that’s turning the corner, I’m mighty concerned about what we’ll find once the 

turn is complete. The print 

was so bad that concerns 

about recession are back on 

the table. Moreover, the 

Citigroup Economic Surprise 

Index, which tracks how 

various economic data points 

are faring relative to 

expectations, has turned down sharply. Other data points aren’t so negative, as 

jobless claims have dipped, consumer confidence is up to its highest level since 2008, 

and a classic Monet sold for $54 million, for example. Accordingly, most economists 

expect GDP to improve markedly in the second quarter. 

 

As one might expect from a maturing economic recovery, Fed policy is in transition. 

The Fed will likely continue to taper its bond-buying program – designed to drive 

investors to stocks – by $10 billion per FMOC meeting, which should lead to an exit 

from the program altogether by the end of 2014, and begin to raise interest rates by 

late 2015. That schedule assumes that the economy tracks closely to the Fed’s 

forecast of near 3.0 percent GDP growth for 2014 and 2015, the unemployment 

rate declines steadily to roughly 5.5 percent, and inflation moves a bit higher but 
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July, 2014     2nd Quarter, 2014 

Market YTD (thru 2Q) 2013 2012 10 Years 

US Stocks (large)(SPY) 7.00% 32.21% 15.84% 7.75% 

US Stocks (small)(IJS) 4.16% 39.72% 18.10% 9.51% 

Ex-US Stocks (dev)(EFA) 4.31% 22.62% 17.22% 6.77% 

Ex-US Stocks (EME)(EEM) 4.54% -3.14% 17.32% 11.27% 

US Bonds (AGG) 3.75% -2.15% 4.04% 4.73% 

Global Bonds (FWDB) 6.45% -1.94% 7.83% N/A 

US Bonds (HY)(HYG) 4.95% 5.90% 13.83% 5.00%* 

US REIT (IYR) 16.18% 1.05% 18.36% 8.08% 

Ex-US REIT (IFGL) 6.37% 5.29% 37.32% 7.23%* 

Gold (IAU) 10.27% -27.94% 8.37% 13.17%* 

Commodities (GSC) 5.93% -1.93% -1.73% 5.35%* 

* Data unavailable; standard benchmark substituted 

"Forecasts may tell you a great 

deal about the forecaster; they tell 

you nothing about the future.”  

– Warren Buffett 

http://latin.topword.net/?Seneca
http://shortsideoflong.com/2014/06/risk-environment/
http://shortsideoflong.com/2014/06/risk-environment/
http://disciplinedinvesting.blogspot.com/2014/06/a-rising-tide-lifts-all-markets-in.html


remains modest at 

around 2.0 percent. 

However, since a 

wide variety of Fed 

forecasts have been 

w r o n g  p r e t t y 

consistently, I see 

little reason to think 

the Fed’s forecasting 

ability will suddenly 

improve. Remember 
– fade forecasts. 

 

Among the analysts I 

respect, such as Seth 

Klarman, Robert 

Schiller and Jeremy 

Grantham, most are concerned about stocks, despite calls among economists for 3 

percent GDP growth in 2Q (see below), more stock buybacks and ongoing Fed 

easiness. 

 

 

Source: GMO 

 

But, as ever, fighting the Fed is a 

dangerous proposition indeed.  

The cumulative annualized return 

for the S&P 500 over the last 

three calendar years has been an 

astonishing 16 percent and has 

approached that level so far in 

2014 despite an economy that 

has been tepid at best. That 

means that money in the market 

on January 1, 2010 and left there 

has roughly doubled since. 

Everybody wants to be exposed 

to and nobody wants to be non-

correlated to that. Moreover, 
economic difficulty and stock 

market weakness are hardly 

correlated (see right). 

     

As a matter of economic (Fed) policy (and in the words of Tomáš Sedláček), we 

keep shorting stability to try to buy growth. Fiscal policy is a trick, pretending there 

is demand when there is none. Monetary policy is also a trick, pretending there is 

liquidity when there is none. Yet we keep pretending (or at least hoping) that the 

Fed’s new clothes are indeed lovely. It’s bad policy, surely, but there is little reason 

to try to oppose it with our investment dollars. As Augustine prayed (Confessions, 

Book 8, Chapter 7): Da mihi castitatem et continentiam, Sed noli modo (a rough 

paraphrase is “Make me pure, but not yet”) Our investment approach needn’t be 

consistent with our favored policies. Trick or no, investment returns since 2009 

have been both remarkable and real. It’s wise to fade Fed forecasts but fading Fed 

policies hasn’t worked well. 

 

More specifically, investors 

with longer -term t ime 

horizons can withstand nearer-

term difficulty (see below) if, 

indeed when it happens. It is 

helpful to recall (as the great 
investor Peter Lynch pointed 

out) that far more money has 

been lost trying to avoid 

market downturns than in the 

downturns themselves. 

 

One of the best investment 

managers out there, Seth 

Klarman, who founded the 

Baupost Group a Boston-based 

private investment partnership 

(and whose book, Margin of 

Safety, sells used for thousands of dollars), says that we should worry top-down but 

invest bottom-up. As I have noted consistently in my weekly commentaries of late, 

there is a lot to worry about in the markets today. Worrying top-down is 

important because nobody wants to be hurt by some adverse macro, sectoral 

circumstance. Moreover, the macro environment has to impact the bottom-up 

analysis – especially as it relates to determining valuation and thus relative value.  

 

But there is still no good way to time the market consistently and investing is 

required if an investor seeks to outperform inflation and meet longer-term financial 

goals. Accordingly, in all environments, investors must simply do the best job they 

can to identify specific, bottom-up opportunities to deploy the available funds. 
Moreover, the longer the investor’s time horizon, the less important the “top-

down” environment becomes. Even so, today’s environment demands caution. I 

agree with Klarman that the Fed’s adventure into uncharted territory is likely to 

end badly. What is unsustainable tends to stop. Fantastic deep value investors like 

Klarman have a long history of being right – but also early. When will this happen? 

“Maybe not today or tomorrow, but someday,” Klarman writes. 

 

There won’t likely be any sort of signal when the tide finally and inevitably turns. It 

needn’t be anytime soon either. “Someday” could be a long ways away. It could be 

tomorrow. Until then, fight the Fed at your peril. 

Source: Grant’s Interest Rate Observer 

“Far more money has been lost by trying 

to anticipate corrections than has been 

lost in the corrections themselves.”  

– Peter Lynch 

Source: Fidelity 

Business development companies are a part of the “shadow banking” industry. They 

function like banks by lending money to businesses — often businesses that are too 

small or too poorly capitalized to have access to traditional banking services, raising 

their risk profiles substantially. Accordingly, they can be highly vulnerable if the econo-

my deteriorates and companies are unable to repay their debts. Illustrating this height-

ened leverage and credit exposure, and as pointed out by LPL Research recently, the 

Wells Fargo BDC Index has generally returned about 2.25 times the return of Barclays 
Capital High-Yield Bond Index, for good and for ill (see right). It would be wise to recall 

that history together with your economic forecast in considering portfolio weightings 

and overall credit exposure. Investors who are confident about the direction of the 

markets and the economy and who can handle the risk can look to BDCs to enhance 

returns. Investors who are less sanguine about the markets and the economy would be 

wise to take extreme care.     

A Note about  BDCs  

Source: LPL Research 

Source: Marginal Idea; J. Lyons Fund Management 
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Since at least 1965 and the seminal research of Menachem Yaari, economists have 

recognized that retirees should convert far more of their assets into an income 

annuity at retirement than they do. Franco Modigliani famously formulated the 

problem in his Nobel Prize acceptance speech back in 1985: “It is a well-known fact 

that annuity contracts, other than in the form of group insurance through pension 
systems, are extremely rare. Why this should be so is a subject of considerable 

current interest. It is still ill-understood.”   

 

That consumers so rarely do what they ought to do in this regard is known as the 

“annuity puzzle” since the benefits of buying insurance against outliving one's assets 

should create strong demand for annuities. However, while consumers want 

assurance that they won’t outlive their money, they also want to retain control of 

their money so that they can have flexibility in its use too. A recent paper in the 

Journal of Public Economics by John Beshears of Stanford, James J. Choi of Yale, David 

Laibson of Harvard, Brigitte C. Madrian, also of Harvard, and Stephen P. Zeldes of 

Columbia’s Graduate School of Business, What Makes Annuitization More 

Appealing?, takes a new look at the annuity puzzle and offers some suggestions as 

to what might be done to convince retirees to take greater advantage of them in 

the future based upon hypothetical survey results from a wide variety of pre-

retirees. 

 

Income annuities hedge longevity risk simply and efficiently in that risk pooling 

makes them 25-40 percent cheaper than do-it-yourself options. Thus retirees who 

purchase an income annuity assure themselves a higher level of consumption and 

guarantee it as well. As academics Shlomo Benartzi, Richard Thaler and Alessandro 

Previtero pointed out in an earlier paper that addressed the issue, “You increase 

your consumption and eliminate risk at the same time... Who says there is no thing 

as a free lunch?”  

 
However, even though the 

lunch may be free, large 

numbers of consumers simply 

aren’t hungry for income 

annuities. The earlier research 

from Benartzi and colleagues 

had argued that the failure to 

annuitize was more a result of 

the “choice environment” than 

from underlying preferences, a 

conclusion that this newest 

research suggests is too 

sanguine. Despite making 

annuitization the default option 

and despite adding much time-

consuming paperwork to one’s 

ability to “opt out” of an 

a n n u i t y  –  s u b s t a n t i a l 

improvements in the choice environment – the newer research reports that 50-75 

percent of defined benefit plan recipients who are able to do so take their benefits 

in a lump sum. In defined contribution savings plans, only 10 percent of participants 

who leave their job after age 65 annuitize their assets.  

 
One of the bigger obstacles facing retirement plan participants and one that will be 

familiar to practitioners in the field is the “all or nothing” option when it comes to 

selecting either an annuity or taking their funds in one lump sum. Professor Choi, 

one of the new paper’s authors, explains that “If you anticipate lumpy expenditure 

needs in retirement (e.g., out-of-pocket medical expenses), you want some liquid 

wealth to cover those expenses. Annuities are not particularly liquid, since you’re  

constrained by the pre-fixed monthly payout. So you wouldn’t want to annuitize all 

of your wealth. I think this is one reason why people incline towards ‘nothing’ when 

they are given an ‘all or nothing’ option.” 

 

On the other hand, the research underlying the paper found that employees are 

more likely to select an annuity option when a “partial” option is offered. Given the 

“all or nothing” choice, participants chose the lump sum 50 percent of the time. 

With the partial choice, participants picked annuities 80 percent of the time. A 

partial annuitization option makes good practical sense, and is advocated by a 

variety of practitioners and trade groups, such as the Retirement Income Industry 

Association. Most people want to hedge their bets. Another “partial” option is to 

purchase a deferred annuity with a guaranteed withdrawal benefit, allowing the 

retiree to take guaranteed income at a later date, if desired. Similarly, the research 

shows that people like annuity products that offer them more flexibility and 

control, such as a “bonus” payment every year (with a lower regular payment 

scheme).  

  
Despite such survey responses, consumers don’t seem to be making those sorts of 

choices in the real world with anything like the frequency suggested by the 

research. “They have the option to take their lump sum and annuitize part of it in 

the open market,” says Choi, but they tend not to do so. That failure may be 

because the search for private annuity options can be so daunting, making the use 

of a good advisor so important.  

 

The Beshears paper also discusses the impact of framing and how choice 

environment can be utilized to increase (or decrease) the likelihood that someone 

would choose to purchase an annuity for retirement income. Framing changes that 

increase the appeal of annuities include those that make the option of partial 

annuitization more prominent. Moreover, frames that downplay the investment 

attributes of annuities may increase annuitization rates. An annuity is a form of 

insurance, after all. 

 

The researchers caution that we should not make too much of these new results 

since they are hypothetical and will need to be field tested with real consumers 

making real choices. “It would be nice to study instances where employers change a 

feature of the way they offer annuities in their plans, and see how employee choices 

change subsequently,” admits Choi. 

 

The view of the income annuity as anything like a routine first-choice retirement 

income option remains a good ways off. Too many individual factors can get in the 
way of using a guaranteed income annuity despite their obvious benefits. However, 

the new research is clear that if and when partial annuitization strategies are 

regularly offered and recommended, especially when they are well framed, the idea 

that income annuity usage would be “extremely rare,” as  Modigliani observed 

nearly three decades ago, will no longer be remotely accurate. And that would be a 

very good thing indeed.  

Solv ing  the  Annuity  Puzz le  
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The San Antonio Spurs won the 

NBA Championship this past season 

in overwhelming fashion, crushing 

the Miami Heat yet again, 104-87, to 

win the championship series four 

games to one. The four wins by the 

Spurs against the two-time defending 

champion Heat came by margins of 

15, 19, 21 and 17 points, the two 

largest of which took place in Miami. 

But, if anything, the margins of victo-

ry underestimate the extent of the 

dominance. The Spurs were simply 

the better team by a large margin. 

 

The Spurs’ win demonstrates the 

value of team play, finding players 

who are willing to work to get bet-

ter and buy-in to the program, great 

management, and the importance of finding underap-

preciated assets (relatively) cheaply. Many of those 

underappreciated assets come from countries other 

than the USA. 

 

To be sure, the use of foreign players is as old as 

professional basketball itself. Italian-born Canadian 

Hank Biasatti joined the Basketball Association of 

America’s Toronto Huskies in 1946, the league’s first 

year. But decades later, basketball remained an Ameri-

can-dominated sport. When the iconic Dream 

Team took the court and crushed the opposition at 

the 1992 Olympics in Barcelona, there were only 21 

international players in the NBA while a record 92 

foreign players from 39 countries began the current 

season on NBA rosters. That’s roughly one in five 

NBA players who are not Americans today. But, sig-

nificantly, the Spurs have far more non-U.S. players 

than any other team and far more international play-

ers in important roles. 

 

Only two of the Spurs’ key rotation players hail 

from one of the 50 United States and the remainder 

of the bench is filled with foreign players too. Notice 

the variety of flags draped over the players in the 

photograph above. Tim Duncan comes from the U.S. 

Virgin Islands. Tony Parker and Boris Diaw are 

French, although Parker was born in Belgium. Manu 

Ginobili is from Argentina. Tiago Splitter is Brazilian. 

Patty Mills is from the Land Down Under. Jeff Ayres is 

Canadian. So is Cory Joseph. Aron Baynes is a Kiwi. 

Marco Belinelli is Italian. Tim Duncan didn’t sneak up 

on anybody, obviously. He was the 

first pick in the draft way back in 

1997. But players from outside the 

U.S. are less likely to get the same 

level of attention as locals. Picking 

late in the draft (as a perenni-

al winner) forced the Spurs to be 

creative and to look for potentially 

great players in unusual places. 

Looking for and garnering assets off 

the beaten path has a well chroni-

cled history. 

 

First documented in 1991, “home 

country bias” refers to the tendency 

of individual and institutional inves-

tors throughout the world to hold 

only modest amounts of foreign 

equity even though observed re-

turns in national equity portfolios suggest that there 

are major benefits to be had from international diver-

sification. For example, U.S. investors generally hold 

nearly 30 percentage points more in domestic stocks 

than the U.S. market share of total global market 

capitalization. Whatever the explanation (excessive 

home country optimism, currency risk, familiarity, 

patriotism, etc.), we all tend to hold more domestic 

stocks than we should if we want to optimize our 

portfolios. 

 

So we should all learn an investment lesson from the 

NBA Champion San Antonio Spurs. Watch out for 

home country bias, especially if you want to win. 

Home Country Bias  and the  Spurs  
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