
 

 

 

Monday, June 10th, 2019 

“Don’t let a forecast dictate your risk budget” 

Forecasts on Wall Street are almost laughably inaccurate, yet investors still yearn for the comfort of the 
crystal ball. Inaccurate forecasts are not for lack of knowledge, as we would argue the strategists and 
investors on the buy side and sell side are as bright as ever. Unfortunately, markets are just very 
unpredictable and Wall Street & the media love to give investors what they want: a sense of false precision.  
 
In most cases, investors would be better suited by avoiding these forecasts, especially ones that aim to be 
very exact. Observation and awareness to market conditions can benefit some investors who feel that 
staying informed can keep them on course; however, if awareness starts to creep into overconfidence, 
confirmation bias & other behavioral tendencies that make you rethink your risk budget, then you have 
likely gone too far.  
 
As an example of how tough forecasting can be, take a look at the average predictions for 10-year yields 
coming into this year from a Wall Street Journal survey of economists. Then compare that to the actual 10-
year yield results (black line). Very few predicted a decline in yields, and none were really close to the 
actual results thus far.  
 

 
 

The institutional imperative (aka job security) of not being an outlier very often causes a “herd” mentality 
in forecasting. Since the stock market goes up ~70% of years, it makes sense that most strategists are 
better served by being biased to the bullish side. Stocks have averaged gains of nearly 10% over the past 
100 years, so most estimates cluster near that 8-10% number.  
 

 



That makes sense in terms of safety in numbers, but from 1926-2018 there were only 9 years where the 
market actually returned between 5-10%, despite that being the closest range to the long-term average. 
For context to that randomness, there were actually 10 years where stocks gained 15-20%, 9 years of gains 
between 30-35%, and 8 years where stocks declined 5 to 10%. Bond returns cluster around current yields 
and historical averages, whereas stock returns historically do not.  
 
Most importantly, forecasts will in most cases not be there when you need them most. So don’t rely on one 
to tactically manage your risk budget.  
 
As an example, in December 2007 Barron’s surveyed 12 of the top Wall Street strategists for their 2008 
market predictions after what was considered at the time to have been a volatile year. All 12 of the 
strategists (including J.P. Morgan, Goldman Sachs, & Morgan Stanley, among others) predicted the market 
would be up in 2008 despite the perceived challenges facing the economy. Forecasts ranged from gains of 
3% to 18%, with an average prediction of a 10% rise (right at the long-term average!) in the S&P 5001.  
 
The S&P 500 went on to lose 38% over the course of the next 12 months.   
 
Another study, showed that not one of the major Wall Street banks predicted losses in 2001, 2002, or 2008 
in their public forecasts2. These were the three worst years for stocks over the past four decades. This isn’t 
meant as a slight to Wall Street, it just shows that forecasting consistently with accuracy is very difficult 
over the short-run in the stock market, even for the smartest of investors. Over longer periods of time, 
metrics like valuation can give better predictability to ranges of expected returns, but even that can be 
tricky. 
 
So as we navigate trade wars and Fed policy news, attempt to avoid those forecasts that display too much 
precision in guessing the short-term outcome. There are many reasons why the market could sell off or 
rally based on recent economic trajectory or the safety net of the Fed, but we should know by now that it 
will only look certain ex-post. That won’t stop the media & Wall Street from advertising certainty, but 
investors should continue to focus on what they do know: their risk budget. 
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1. https://www.barrons.com/articles/SB119768725735731187?tesla=y 

2. https://www.zerohedge.com/news/2016-01-19/proving-wall-street-strategists-are-full-bull 
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