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Is forecasting worth the trouble?

“There’s nobody's predictions that we're interested in, including our own”
Warren Buffett

When it comes to predicting the future, Warren Buffett’s views on the matter, as outlined in the above quote,
are certainly not unique. Within the financial services sector there exists a general scepticism regarding the
benefit in making financial predictions and the value of the services provided by those who make a living
doing so.

Alongside Warren Buffet, there are many other well-known investors and fund managers who hold a similar
value on forecasting and predictions:

“ “We have two kinds of forecasters, those who don’t know
and those who don’t know they don’t know.”

John Kenneth Galbraith

“My financial success stands in stark contrast with my ability to forecast events.”

George Soros

“There’s a saying in the markets that ‘he who lives by the crystal ball
is destined to eat ground glass.”

Ray Dalio

“Old forecasts are like old news - soon forgotten - and pundits are almost never asked
to reconcile what they said with what actually happened.”

Philip Tetlock ,,

Of course, while there may be many people willing to admit their disdain for forecasting and predictions in
general, that doesn't stop the financial media from seeking out the opinions and predictions of people who are
happy to (or paid to) share them. Dr Shane Oliver, from AMP, is almost a household name in Australia, while
a number of economists working for the banks are not far off (Warren Hogan, Alan Oster and Paul Bloxham,
just to name a few).
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Indeed, there are entire businesses (and successful ones at that) who exist solely to sell their opinions and pre-
dictions (Capital Economics, Oxford Economics and The Centre for International Economics, for example).
And let’s not forget the many thousands of economists, fund managers, research analysts, university profes-
sors and other professionals who are willing to share their opinion on future events whenever asked. Couple
that with a media sector always hungry for content, and no wonder we are constantly bombarded with fore-
casts, predictions, opinions and prognostications on every topic every day.

Our view lies somewhere between the two extremes: it is useful to consider the views and opinions of the experts
(and indeed our own views t00), but decisions should not be based solely on any one prediction (be it yours or
from someone who is paid to provide it). That is, it seems irrational not to give at least some consideration to
how events might pan out in the future when making decisions, but then again, don't assume that things are
going to work out exactly like you think they will.

This question, of the accuracy, validity and value in forecasting, is particularly relevant today, as the world
faces a number of searching questions, both economic and geo-political, viz.:

- Thedirection of interest rates, both globally and domestically
- Theimpending US Presidential election
- A potential US-China trade war

- Resolution (or otherwise) of the conflicts in Europe and the Middle East

From an investment perspective, of the issues listed above, probably the most important is the future direction
of interest rates. Here it is not hard to find examples of forecast and predictions gone awry.

To start with, here’s one of ours - in our newsletter sent to clients in January 2023, we wrote the following:

“From an Australian perspective, we also consider it possible that Australia experiences a recession
during 2023, although at this stage a severe recession seems unlikely. Nevertheless, we would expect
the Reserve Bank to increase interest rates only marginally in the first half of 2023, with the potential
for small reductions later in the year.”

Of course, as we now know, Australia did not experience a recession in 2023, interest rates continued to rise
during 2023 (by 1.25% in fact), while the prospect of interest rate cuts in late 2023 turned out to be as likely as
Wests Tigers chances of winning the NRL Premiership that year (they came last by a country mile).

To be fair, we were not alone in predicting a significant economic slowdown in 2023 and the prospect of inter-
est rate cuts. Capital Economics, one of the pre-eminent global economic forecasting companies, had this to
say in December 2022:

“While the analyst consensus is for slightly below-trend GDP growth of just under 2% next year, we're
forecasting a sharper slowdown to just 1.0%, which implies quarterly GDP growth coming to a stand-
still by mid-2023. That in turn should result in a more pronounced increase in the unemployment
rate and a faster moderation in price pressures than the RBA is anticipating. (See Charts 1 & 2.)
Accordingly, we expect the Bank to reverse course by cutting interest rates from Q4 2023.”

As it turned out, inflation fell slower than expected, the economy proved more resilient than expected,
unemployment didn't rise as high as expected and the RBA didn't cut interest rates as expected! Clearly,
our expectations for 2023 - and that of Capital Economics and nearly all other market commentators and
participants - turned out to be wrong.
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As shown in the chart below, most economists (including Capital Economics) expected a number of interest
rate cuts by early 2024, which simply did not happen.

RBA Cash Rate (%)

4.00 - 4.00
3.50 4 N. - 3.50
e+ Market Expectations (25th Nov)
3.00 q . - 3.00
== Market Expectations (2nd Dec)
e Capital Economics Forecast
e+ e+ Consensus Forecast
2.50 2.50
Current Feb ‘23 May 23 Aug23 Nov 23 Feb 24

Does the fact that our expectations for 2023 were misplaced invalidate the entire process of forming an
opinion regarding the course of future events? Not so, in our opinion. In our view, it's not necessarily the out-
come (yes, we got it right in predicting interest rate cuts, or vice versa) that matters the most, as much as the
process involved in getting there.

To answer what seems a relatively simple question — will interest rates go up or down? - requires consideration
of a significant number of variables beyond just the inflation rate:

- Are wages rising or falling?

- Isunemployment rising or falling?

- Whatis happening with Australia’s terms of trade?

- How is the housing market performing?

- What are the intentions of businesses regarding capital investment?
- How is household consumption holding up?

- Iscredit growth rising or falling?

- What impact is monetary and fiscal policy overseas having?

These are just some of the issues that need to be considered when trying to assess the likelihood of an interest
rate cut or hike (you can see why central banks —including our own RBA - so often make the wrong decision).
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The issue of the accuracy of economic forecasting is one that the RBA itself has considered. In a paper written
in 1983, lan MacFarlane (who went on to be RBA Governor from 1996 to 2006) and John Hawkins, attempted
to answer the question as to whether or not economic forecasts were accurate. In their research they consid-
ered only GDP forecasts, which they admitted was typically considered one of the easiest macroeconomic
variables to correctly forecast. What they found was that economists were surprisingly accurate in forecasting
future GDP growth, with two important caveats: once the forecast went further out than 12 months, they be-
came far more inaccurate, and more importantly, if something unexpected occurred, it's by definition always
missed in the forecasts. In summary, they found that economic forecasters are "...are only good at predicting
the predictable’. A somewhat damning conclusion.

In a sense, economic forecasting is subject to former US Secretary of Defence, Donald Rumsfeld’s, famous
statement regarding uncertainty:

“Reports that say that something hasn’t happened are always interesting to me, because as we know,
there are known knowns; there are things we know we know. We also know there are known unknowns;
that is to say we know there are some things we do not know. But there are also unknown unknowns—
the ones we don’t know we don’t know.”

While it reads a little as though Mr Rumsfeld had been drinking rather heavily, the actual point he makes is a
valid one. It's the unknown unknowns that usually cause the greatest problems, as they are by definition wholly
unpredictable as we have no grounds to expect it to ever occur. An economic forecaster can hardly be blamed
for failing to predict the economic impact of an event which was never expected to occur (Covid-19 may
seem to be an example of an unknown unknown, however the fact that the world had lived through a global
pandemic in 1918-20, suggests that it was not in fact an unknown unknown, but a known unknown - i.e. we
knew a global pandemic could occur, we just didn't know when it was likely to occur).

So where is this rather long-winded discussion of the merits (or otherwise) of forecasting taking us? Well, if we
acknowledge that we erred in expecting a recession in 2023, along with a number of interest rate cuts in both
2023 and 2024 (as did most economic forecasters), where does that leave us with regard to the remainder of
2024 and into 20257 Dare we try and predict the direction of interest rates and risk getting it wrong again?

If we accept the view that it's the journey that matters the most, not necessarily the destination, let's give it a go.
In doing so, we can apply the matrix so helpfully provided to us by Mr Rumsfeld:

What do we know we know?

We know that inflation is not falling as desired, but in fact seems to be creeping upwards. We know that the
RBA came very close to deciding on an interest rate hike at their June 2024 meeting. We also know that of the
economic variables listed earlier in this document, the majority of them suggest higher, not lower, interest rates
are on the way. We do know, however, that economic data lags current events. That is, the economic data that
we (and the RBA) consider, tells us more about the past than about the future.

What about the known unknowns? What do we not know?

We don't know how current geo-political events will play out (primarily the conflicts in Ukraine and the Middle
East, along with the impending US Presidential election). We also don't know the short-term impact of recent
overseas elections, which has generally seen a shift to the far-right. More specifically related to interest rates
and the RBA, we don't know how determined the RBA is to ensure that inflation falls below their target thresh-
old (although we do know that history shows us that central banks tend to invariably push up interest rates too
high and keep them too low for too long).
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And finally, what about Rumsfeld’s elusive unknown unknowns? What don't we know we don't know? Well, by
definition we don't know what we don't know, so how can we take it into consideration? Let’s just hope that
something we don't know we don't know doesn’'t come to pass, as invariably it's likely to be something we would
rather not happen.

Taking all of this into account, we expect the RBA's next move with regard to interest rates will be up, not down,
a view shared by nearly all economic forecasters (and the public and the media it seems). That said, there are
definite signs of growing weakness in the economy (a slight slowing of the property market, a rise in business
insolvencies, and a household savings rate of nearly 0%, to name just a few), such that we expect the RBA to
change tack in early to mid-2025 and begin cutting rates.

As far as the impact on our investment strategy goes, we have begun to reduce exposure to investments with
a positive correlation to interest rates (primarily variable rate fixed-interest investments), while increasing ex-
posure to those investments which can be expected to benefit from the eventual easing of interest rates (fixed
rate fixed-interest investments and commercial property, as an example). This is just a minor shift in strategy
however — the advantage of a diversified investment approach is that we need not take outsized ‘bets’ on the
future in order to generate appropriate returns. If the expected interest rate cuts are delayed, the impact
on investment portfolios will be marginal. Our job is not to risk it all on a gamble that a hunch pays off, but
to ensure the portfolios are robust enough to cope with almost any economic outcome, even perhaps one of
Rumsfeld’'s unknown unknowns.
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The share market over the past quarter

The past three months continued a pattern set in early March: small gains followed by small losses followed by
small gains...and so on - to the point that the benchmark ASX 200 Index ended relatively unchanged, falling
by 140 points from the start of March to the end of June (or -1.7%). To a certain extent, this sideways pattern
was not unexpected, given the significant gains recorded from the start of November 2023 to the end of March
2024 (over which period the index recorded growth of around 17%).

To assess the state of the market, particularly with respect to valuation, one simple tool that can be used is to
track the market compared to its long-term average. That is, if the long-term average annual growth of the
market is 7% (for example), and we have had a period of sustained growth in excess of this level, the concept of
reversion to the mean suggests we are likely to see a period of below average performance.

This can be seen in the image below, which shows the ASX 200 Index over the past four years or so. The two red
lines represent the (roughly) upper and lower bounds of the growth of the index over the past 50 years or so.
Typically, when the Index (the blue line) is at or above the upper red line, the market can be viewed as being
‘expensive. Conversely, when the Index is near or below the lower red line, the market is ‘cheap’ As shown in the
bottom left corner of the image, as we came out of the pandemic induced crash, the market was priced too
cheaply and it rallied strongly. However, this went too far (where the blue line moved above the upper red line)
and the market eventually fell back, which occurred over the period 2022 and 2023.

ASX 200 Index June 2020 to June 2024
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The most important information we can draw from the chart is where the Index is today — as you can see, it is
very near the upper red line, which suggests the market is more ‘expensive’ than ‘cheap’ While the information
conveyed by the chart is interesting, it is not infallible, and neither should it be considered in isolation. Further-
more, even if the market as a whole is deemed to be ‘expensive) individual companies themselves may still be
priced at attractive valuations.

That said, we consider the level of the Index as represented in the chart to be a warning light that overall
valuations are not attractive and investor caution is warranted. Given the high level of uncertainty with
respect to geo-political events, plus the likelihood of interest rate hikes in the short term, we have low expec-
tations of market growth for the remainder of 2024. In our view, an emphasis on robust, reliable and lower risk
investments is appropriate as we move to the second half of the year.

FY2024 Tax Reports

Preparation of portfolio tax reports usually commences in early September, as we are required to wait for
a number of the investments to send through their tax statements for the 2024 financial year. Individual tax
reports are compiled first and are usually sent out by mid-September, with superannuation funds' reports
completed by year end. If you do have any questions regarding the tax reports (or you have changed
accountants during the financial year), please contact the office.

. -
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We hope you have enjoyed this edition of our quarterly newsletter. As always, should you have any
queries, questions or feedback, please do not hesitate to contact us. We wish you all the best for the
year ahead.

With kind regards,

FACTS & FIGURES AT A GLANCE

Rate / Value
Australian inflation rate (annual) 4.00% (May)
Australian unemployment rate 4.00% (May)
RBA Cash rate 4.35%
ASX 200 Index 8,013

Australian S vs. US $ $0.6624

Australian S vs. UK £ $0.5244

Australian $ vs. Euro € $0.6196

This newsletter provides general information only. Before making any financial or investment decisions, we recommend you
consult a financial planner to take into account your particular investment objectives, financial situation and individual needs.

@ BaiocchiGriffinPrivateWealth @ @BaiocchiGriffin www.bgprivatewealth.com.au

T:02 67669000 | F:02 67669779 | Email: enquiries@bgprivatewealth.com.au | PO Box 590 Tamworth NSW 2340



