
KNOW WHAT YOU DON’T KNOW: 
WHY PREDICTIONS ARE DANGEROUS

The COVID-19 pandemic has made life deeply uncertain, 
yet it has had little impact on economists and fund 
managers: their predictions remain as unreliable as ever.

All too often they remain ignorant about the boundaries 
of knowledge when it comes to complex systems. This 
is doubly dangerous for investors who make decisions 
based on their forecasts.

The S&P/ASX 200 is the poster child for inaccurate 
predictions given equities are one of the most volatile 
asset classes. Typical predictions from January 2020 had 
the share market rising 4-7 per cent over the next year. 

Some of the outlook statements now sound like they’re 
describing another world: “An improvement in the 
domestic economy, the easing of global monetary 
policy and a dialling back in US-China trade tensions are 
all positive signs of a solid year ahead for current and 
would-be investors.”

Within months, the coronavirus pandemic had instead 
prompted the fastest drawdown – and then rebound – 
in history.

It is not the first time economic and market forecasts 
have failed to predict a crisis. Treasury reviewed its 
macroeconomic and revenue forecasting in 2012 and 
noted that US, UK, Canadian, Australian and New 
Zealand agencies all failed to forecast the onset of the 
Global Financial Crisis in 2008-09 and then overstated 
its effect on activity the following year1.

They blamed a “more volatile and less predictable 
economic environment”. But is the problem the 
behaviour of real world or the modelling which falls 
short of describing it? The investor who loses their life 
savings due to this failure still has nothing to show.

HOW WE THINK ABOUT THE FUTURE

Innova recently published a series of long-range 
forecasts for various asset classes in an article, which 
considered the challenge investors face in a low interest 
rate environment2. 
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1 Review of Treasury Macroeconomic and Revenue Forecasting. Retrieved from https://treasury.gov.au/sites/default/files/2019-03/forecasting-review.pdf    
2 Portfolio Insights June 2021 – Where to generate returns | Innova Asset Management. (2021, September 04). Retrieved from https://www.innovaam.com.au/portfolio-insights-
june-2021-where-to-generate-returns 
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However, there are three major differences between 
these and the run of the mill forecasts that dominate 
the media.

Our forecasts are made over the long-term, not the 
short-term. This is crucial to wash out the short-term 
noise and allow underlying fundamentals to be reflected 
in actual pricing. 

We can attach a higher level of confidence to our 
annualised 10-year Australian equity forecast compared 
to 12-month forecasts (which often tend to draw a straight 
line that follows the recent short-term trend anyway). 
There’s just no way to know with any confidence what 
equities will do over such short periods.

Between 1900 and 2014 the local share market delivered 
a real return of 7.3 per cent but with a huge standard 
deviation of 18 per cent, according to research by 
Bianchi, Drew and Walk. But the best-performing year 
was 1983 (51.5 per cent) and the worst 2008 (-42.5 per 
cent). Investors should remember this volatility when 
investing in growth assets.

We also acknowledge that certain asset classes, such as 
equities, are harder to forecast. There is a limit to investors’ 
knowledge. We build this into our assumptions and our 
broader approach to risk management (see our recent 
article on mean reversion, which occurs whenever luck 
plays a role in outcomes). 

The performance of other asset classes, such as 
sovereign bonds, are less volatile and more predictable. 
Unfortunately this doesn’t mean the asset class will 
generate the returns an investor needs in this low 
interest rate environment. 

While our previous article referred to a median single 
figure forecast for each asset class, this was to keep things 

simple. Our internal modelling is more comprehensive, 
including probabilities across a range of outcomes. 

The relationship between risk and return means 
investors can have few guarantees when it comes to 
investing, particularly in the short-term. This is one 
reason why we focus so much on managing risk, not 
just on returns. 

HOW INVESTORS SHOULD MANAGE 
UNCERTAINTY 
Inaccurate short-term predictions encourage poor 
decision-making. 

If an investor expects their equities portfolio to deliver 7% 
over the year (a reasonable historic long-term average) 
and it instead delivers negative 20%, they will naturally 
be disappointed. They may even cash out.

More recently, fear of missing out (FOMO) has been 
driving some poor decisions. Investors are ploughing 
into markets expecting the good times to last forever 
when there are no guarantees that volatility may rise 
and sting them.

The answer is good financial planning. What does an 
investor want to achieve and why? What is the downside 
if they don’t achieve that target? How close are they now 
and how much can they afford to risk? 

Investors with longer time frames and loftier return 
goals can accept more volatility if they have an adviser 
to educate and guide them. It also takes a good fund 
manager to manage risk and return appropriately.

Many fund managers will tell you their target returns, 
but they won’t mention their target volatility and 
maximum drawdown. These are just as important to 
manage expectation and behaviour.
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