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“All models are wrong, but some are useful” 
George Box, world renowned statistician 

 
Before diving into the meat of this month’s letter I want to note that Global Growth has 
finally shown an uptick.  It’s not a strong showing – the Service Sector was robust enough to 
offset continuing struggles in the Manufacturing Sector – and the US again is the main driver, 
but China, Brazil, & Russia joined in helping push the Global Growth numbers higher, which 
is hopeful news.  David Hensley, Director of Global Economic Coordination at J.P. Morgan 
sums up the recent news; “With new order intakes and employment also continuing to rise, 
the PMI suggests the global economy will expand at a solid yet steady pace in the months 
ahead”.  The Eurozone continues its lethargy while still managing to stay on the Growth side 
of the ledger.  The US continues its resiliency but with another minor downtick in the rate of 
Growth.  UK Business Outlook has fallen to its lowest level since 2009 as Brexit drama 
continues to drive fear.  Overall the Global picture is mixed at best, but slightly improved. 
 

Short-Term Data & Long-Term Thinking 
March saw the 10-year Treasury yield fall below the 3-month T-bill yield.  As a reminder, a 
10-year to 2-year inversion has preceded each of the past 7 recessions.  As an additional 
reminder, it is not dispositive – there have been inversions that were not followed by 
recessions.  A third reminder – the time lapse from inversion to recession ranges from 10 to 
24 months, while the time lapse between inversion and market decline (which is what we 
really are concerned with) is all over the map, from 2 months to 23 months.  J.P. Morgan & 
Goldman Sachs are currently downplaying the various inversions we have seen this year, 
both pointing to the downward rate pressures across the Globe.  They have a point.  As of 
March 30th, the amount of Global Government debt that has a negative yield jumped over 
50% from just last September, now totaling $9.7 Trillion.  Even Germany, the “fiscal adult” in 
the EU has seen its 10-year bond yields fall into negative territory.  When much of the 
developed world is paying nearly nothing (or even negative rates) on their 10-year Bonds, 
the US Treasury market will naturally see its rates come down as well.  Thus, while the 
Federal Reserve has been forcing the shorter-term interest rates higher through rate hikes, 
the Global pressure on longer-term rates has been downward.  In other words, according to 
both J.P. Morgan & Goldman Sachs, the inversions we are seeing are NOT being caused by US 
economic weakness, but rather by outside forces.  As such, they argue, their recessionary 
“predictive” power is inapplicable to our current situation.   
 
 
 



 

 
 

 
I do not entirely disagree with J.P. Morgan & Goldman Sachs, but it seems to me that their 
presentation of the data are designed to prove a pre-determined, desired result – in fact they 
draw a conclusion that does not logically follow from their argument. What do I mean?  Well, 
it may very well be true that outside, global forces are pushing longer-term rates down and it 
is definitely true that shorter-term rates have been forced higher by the Fed, but those two 
truths do not exclude a possible third truth - that disconnects in the US economy are 
contributing to yield-curve movements as well.  Could the obvious risks building in the 
corporate bond market not be having an effect on Treasury yields also?  Just because outside 
forces are at work does not mean inside forces are not at work.  In other words, just because 
you can point to causes 1 & 2 does not mean that there cannot also be a cause 3 or 4. 
 
Personally, and as I’ve stated previously, I find the current market situation more challenging 
to grapple with than years past.  There is a real possibility that we could see a melt-up in 
market valuations.  If China & the US reach a trade deal while Britain finally figures out how 
to Brexit we could very well see a significant upswing in stock prices.  I still believe the odds 
of the former are pretty high while the latter is a 55/45 proposition.  But “Hoping-China-and-
Britain-Work-Out” is not an investment strategy.  If neither of them do “work-out”, there will 
not be much holding up global stock markets anymore. 
 

All Models are Wrong, but some are Useful 
So what are investors to do?  What are we to expect from the markets?  While there is no 
precise tool available and no crystal ball to predict the future with certainty, there are some 
data-driven models that try.  Important to note is that each of these models’ creators fully 
admit that their models will not be totally accurate.  But they will be useful.  What do I mean 
by “useful”?  Well, they are generally pretty good at forecasting ranges of return rates; that is, 
for example, whether to expect below-average, average, or above-average returns over a 
future period.  The model may spit out a particular return number, but these are not 
expected to be precise, only ball-park.  However, knowing a ballpark or a range is useful and 
can inform one’s allocation decisions. 
 
First, I want to share with you the 10-year forecast created by Research Affiliates & Rob 
Arnott (next page).  These folks are no slackers, advising on nearly $200 Billion in assets & 
recognized as one of the premier research firms in the world.  The graph below is 
complicated, but it basically implies that the 10-year expected future returns for most 
traditional asset classes and investing styles will be far lower than anyone would hope for.  
Indeed, the model indicates that the vast majority of US-based investments will perform at 
less than a 2% compounded-annual return for the next 10-years.  Importantly, it is not saying 



 

 
 

that each individual year will fall in this range, but that the average over the next 10-years 
will end up being sub 2%. 
 

 
Another $100+ Billion money management firm, GMO, publishes a 7-year “look ahead” 
wherein they give their best guess as to the performance of 11 asset classes over the next 7-
years.  Here again, the forecast is not optimistic; 

 



 

 
 

 
GMO clearly sees a very challenging next 7 years pretty much everywhere, for both fixed-
income & stocks, except Emerging Markets, especially Emerging Markets Value. 
 
The last piece I wanted to share on this topic is something long-term readers are already 
familiar with – the relation between beginning P/E ratio (using Shiller’s CAPE P/E 10) and 
the next 10-years of S&P 500 index returns; 

 
 
Bottom line is that a Below-average P/E leads to Above-average returns over the next 10-
years while an Above-average P/E leads to Below-average returns over the next 10-years.  
This really should not be a surprise to anyone as elevated P/E ratios show an over-priced 
market while depressed P/E’s are a sign of an on-sale market.  Currently, the Shiller P/E 
stands at 30.65 (as of 4/22/19).  Look again at Quintile 5 – for those 10-year periods that  
 



 

 
 

 
began with a P/E averaging 26.9, the average S&P 500 return was 4.8%.  Here again it is 
important to note that this is reflective of a 10-year period, not of each year within that 10- 
year period – so some individual years could still have been stellar performers while others 
were awful enough to drag down the average for the 10-years to under 5%.   
 
The historical validation of the P/E-to-10yea-returns reality can be seen in the expanded 
chart showing each 10-years’ beginning P/E (yellow line) and the completed 10-year 
annualized return below (green bar); 

 
 
In summary, some of the leading money management advisory firms have models showing 
below-average returns for the next 7-10-years for the US Stock Market.  Now, as I quoted at 
the outset, “All models are wrong, but some are useful”.  The models of Research Affiliates & 
GMO are not expected (even by them) to be exactly correct, but they do both point in the 
same general direction.  Furthermore, the P/E analysis, which is NOT a model but a 



 

 
 

statement of actual historical reality can be extrapolated to point to below-average US 
market returns over the next 10-years.  Bottom line - It’s tough to make a long-term Bull 
Market case going forward (but that does not mean we are actually in a Bear market now). 
 

Current Data 
In fact, 1Q GDP for 2019 came out MUCH stronger than “expected” at 3.2% vs. expectations 
between 1% - 2%.  It is particularly interesting to note that this terrific GDP number includes 
the Government Shutdown (in today’s nano-second news cycle that seems years ago, but it 
was in fact, during the first quarter of 2019).  Of course 1st Quarter GDP is what happened 
(past tense).  What is happening (present tense)?  Well, the latest PMI data indicate a rather 
steep drop in Output to 52.8 from 54.6 in March.  This is a 31-month low; 

 
From Chris Williamson, Chief Business Economist at IHS Markit, “While the overall rate of 
growth and job creation being signalled remain relatively solid, the slowdown likely has 
further to run. Companies’ expectations of future growth slid to one of the lowest levels seen 
since comparable data were first collected in 2012. Only mid-2016 has seen gloomier 
business prospects.” 
 
So Growth & Expectations are slowing (still growth but a slower pace).  Can the Economy 
pull up before dipping into actually negative territory?  My crystal ball is pretty cloudy on 
this point.  We really do have to wait and see, but I would expect things to slow further over 
the next few months. 

 




