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19   DISLOCATIONS 

 “While markets appear to work in practice, we are not 
sure how they work in theory.” 

Maureen O'Hara 

As stated previously, our primary objective as 

investors is to capture the serial compounding that 

outstanding companies deliver over time.  In order to 

achieve this goal, we focus on long-term 

fundamentals while respecting and preparing for 

market risk.  One of these risks is that the market, not 

unlike other complex systems, is prone to price 

dislocations that are hard to explain, impossible to 

predict, and unlikely to be avoided.  While we don’t 

wish to minimize the importance of any one 

dislocation versus another, we must accept that 
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market dislocations are the norm, yet stocks of 

outstanding companies have been compounding 

wealth for decades, if not centuries.   

Crowds have a bad reputation, and not just in the 

stock market.  The speculator Bernard Baruch 

famously said: “Anyone taken as an individual is 

tolerably sensible and reasonable – as a member of a 

crowd, he at once becomes a blockhead.”  While 

positive feedback among crowd participants can 

result in unstable market conditions and lead to the 

sort of dislocations that we aim to guard against, the 

crowd itself is not always to blame, and neither is it 

all that stupid.  In The Wisdom of Crowds, author James 

Surowiecki argues that crowds are actually quite 

smart.1  “Under the right circumstances,” he writes, 

“groups are remarkably intelligent, and are often 

smarter than the smartest people in them.  Groups do 

not need to be dominated by exceptionally intelligent 

people in order to be smart.  Even if most of the 

people within a group are not especially well-

informed or rational, it can still reach a collectively 

wise decision.”    

A classic demonstration of group intelligence is the 

jelly-beans-in-the-jar experiment. When the 

University of Southern California professor Jack 

Treynor ran the experiment in his class with a jar that 

held 850 beans, the group estimate was 871, and only 

1 out of 56 people in the class made a better guess.  

The group average was closer to the actual bean 
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count than most of the students’ guesses, every time.  

By running the experiment repeatedly, Treynor 

showed that, while few people typically do better 

than the group in any given run, there was no 

evidence that certain people consistently 

outperformed the group.       

A vast body of academic and practical research has 

confirmed that crowds are most intelligent when they 

have diversity.  While large groups can benefit when 

members learn from each other, too much 

communication and agreement among members can 

actually make the group as a whole less intelligent.  

When people have different ideas, strategies and 

views, the crowd makes better predictions, and the 

market functions more efficiently.  There are times 

though, when diversity weakens, and the collective 

judgement of the crowd becomes lopsided, if not 

irrational.  It is when too many market participants 

begin to use similar investment strategies that the 

market becomes most susceptible to dislocations.  We 

saw this with the growing popularity and ultimate 

demise of quantitative investment strategies in the 

mid-2000s.  While dislocations aren’t fun, they are 

often precisely what the market needs in order to 

regain its diversity and re-establish order.   

As with many other phenomena, the occurrence of 

price dislocations in stock markets has strong 

parallels in nature. In his insightful book titled Critical 

Mass, physicist Phillip Ball argues that, like a liquid 
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that will suddenly turn to solid when its temperature 

falls just slightly below the freezing point, social 

systems also have critical points beyond which they 

abruptly change in response to small perturbations.2  

But unlike in nature, where these critical points are 

typically known, they tend to be invisible in 

otherwise well-functioning societies and markets.  

The key insight is that large-scale outcomes can occur 

as a result of the internal workings of the system and 

not from some external shock.  The implication is that 

complex social systems like markets can be 

vulnerable in ways that are not necessarily visible, 

and much less knowable.  Moreover, the existence of 

such invisible critical points and phase transitions 

makes it challenging for investors to learn from 

history, as cause and effect are not always clear or 

proportionate. 

In summary, markets are smart, but they can also be 

volatile and prone to unpredictable dislocations.  

Over the long term though, the stock market is a very 

efficient system for assessing and rewarding the 

creators of value.  As capital allocators and risk 

managers, our goal is to capture enough of the 

outsized value that outstanding companies create 

over time, while mitigating the risk of large losses by 

staying defensive and remaining skeptical, especially 

when confronted with evidence of declining 

diversity.  We accept that there will be critical points 

and dislocations along the way, and we see this as 

much a reason for optimism as for caution, for 
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without these risks there would be less opportunities. 
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