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Promises, Expectations, and
Probabilities

A new year brings new promises and new
expectations. At the beginning of the year, many of us
promise ourselves that we will eat healthier, exercise
more, or simply spend less time looking at our mobile
phones. We might have the best intentions in mind,
but a key to keeping these promises is setting
reasonable expectations. | can promise myself to eat
healthier, but if | say that | will not eat any chocolate
during the entire year, | will be setting myself up for
failure. To be successful at achieving my goal, | have
to be realistic.

The same thing could be said for the stock market. A
new year brings new possibilities and expectations for
U.S. equities. Then again, after an albeit choppy year
where the S&P 500 saw intermittent drops of 10%
and 15% yet closed the year 26% higher, | am not sure
what better results could be expected for 2024.
However, investors appear to be expecting another
year of perfection, where the Fed achieves the elusive
soft landing and quickly cuts interest rates based on a
healthy balance between low inflation and a strong
job market. The market appears so convinced that
this tedious balance will happen, that it is expecting 6
rate cuts, with a 63% probability that 100 basis points
of these cuts will be in place by the end of the first
quarter. This, even after the Fed said that it expects to
cut rates only three times in 2024, based on a data-
dependent framework that is agnostic to time. We are
not saying that what the market is expecting is
impossible. In fact, a soft landing in some form or
another appears like a real possibility. What we are
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saying is that the expectation of the series of perfect
outcomes implied by the market appears
unreasonably high, and it could be setting itself up for
disappointment. Purely based on math, the higher the
number of low-probability events that we expect to
happen all at once, the lower that probability
becomes. We all know that the chances of flipping a
coin and it landing on “heads” is 50%. However, the
probability of flipping two coins at the same time and
both landing on “heads” drops to 25% (0.5 X 0.6=
0.25). Granted, this is a simple example with only two
observations, but it helps convey the idea that the
probability of a series of events happening all at once
decreases as we add more events into the mix.

But what if expectations are too high and the market
is setting itself up for disappointment? What would
that look like? We believe that this is a very real
possibility, which could make 2024 a volatile year.
There is an old stock market adage that says that as
the month of January goes, so goes the rest of the
year. This is just an observed behavioral pattern in the
market that works most of the time, though not all the
time. However, looking at the last couple of years, the
S&P 500 was down 5.4% in January of 2022 and
closed the year down almost 20%, and was up 6.3%
in January of 2023, and closed the year up 26%. So
far, during the first full week of trading in 2024, the
S&P 500 saw its worst one-week open in 20 years. It
has then bounced back and is essentially flat as of the
time of this writing.

The average Wall Street analyst estimate for the S&P
500 for the end of the year is 4,850. The index
currently sits at 4,780, implying an upside of
approximately 1.5%. We believe that this outcome is
dependent on whether a soft landing is achieved, or
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whether the economy falls into recession. If a soft
landing is achieved, the market could continue to drift
higher, likely even breaking above 5,000. However, if
the economy falls into recession, a move down to
4,000 or lower would not be out of the realm of
possibilities. Again, evaluating the situation purely
based on mathematics, a move higher from the
current level of 4,780 towards 5,000 implies upside of
approximately 5%, while a move down towards 4,000
implies downside of approximately 16%. Based on
these numbers, and our expected probability of
recession over the next 12 months of 55%, we can
calculate an approximate expected return for the S&P
500 of -6.5% for the year. Granted, these numbers
are subject to change as the data changes, but it
shows that as of today, the direction of market returns
is skewed to the downside. That being said, the
market still appears convinced that a low probability
event will occur this year that will nudge the index
higher. However, if that rather improbable event does
not occur, the potential downside is large. Said a
different way, the market is focusing on events that
have a relatively low chance of happening in order to
capture seemingly limited upside. At the same time, it
appears to be ignoring another event that could
potentially happen and could lead to meaningful
downside. The market could be right in the end, but
the risk/reward potential currently seems to be
skewed to the downside. What will most likely happen
is a tug-of-war of expectations, as market
participants digest last year’s outsized returns and
reconcile these with the ebbs and flows of data
throughout this year. This dynamic will likely lead to a
volatile year for U.S. equity markets.

In 2023, many investors, particularly momentum-
oriented institutional investors, got forced back into
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the market, having to participate in its move higher, or
risk getting left behind and underperforming their
benchmarks and peer groups. After years of
operating as an institutional investor, | came to learn
that this is sometimes the harsh reality of the
institutional world, hold your nose and jump into the
market as it races higher, or risk getting left behind
and posting an underperforming year. When the page
turns to the new year, however, many of these
institutional investors digest the previous year’s
performance and reassess whether it will continue in
the year ahead. This process can lead to pronounced
ebbs and flows in the market.

Given the uncertainty in the economy, the upcoming
earnings season, which coincidentally starts today, will
give us a better picture of what the year ahead might
look like for the markets. Paying close attention to
companies’ guidance and outlooks will be key. Given
that last year’s outperformance was mainly driven by
multiple expansion and not necessarily earnings
growth, determining if earnings growth will match high
valuation multiples will be crucial in determining
whether the market can hold on to its gains from
2023. Data will flow and change throughout the year
and the market will likely react to these changes in
data. Volatility will likely remain high, and we would not
be surprised if the market experiences a pullback at
some point in 2024. Not all is gloom and doom
though, as pullbacks sometimes turn out to be
attractive entry points for long term investors. This will
be determined by the data at hand, and we will advise
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accordingly. In the meantime, maintaining a long-term
perspective and sticking to a disciplined investment
process based on facts, not emotions, is the best way
to navigate turbulent times.

By definition, probabilities are not guaranteed to
happen. The events they attempt to quantify may
happen in a perfect fashion or not happen at all.
Nothing is guaranteed, especially in the investment
world. However, as investors, we have the best
chance of sustained long-term success by basing our
decisions on factual probabilities, not raw emotions.
Emotions currently appear to be running high in the
equity markets. Again, these are the times when
sticking to a disciplined investment process pays off.
Going back to my example at the beginning of the
article, | might feel strongly about the fact that | will
not eat a single piece of chocolate for the entire year.
In reality, | know that this has a very low probability of
happening and should adjust my expectations

accordingly.
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