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“Some people are more certain of everything than | am of anything.” —
Robert Rubin, In an Uncertain World

Two recent events have inspired me to write (yet again) about the folly
of forecasting when it comes to investment. The first was when the
Danish healthcare company Novo Nordisk lowered their profit forecast
for 2025, and the share price lost a fifth of its value in one day; as the
chart below shows, the shares have now lost two thirds of their value in
just over a year. This was less a story of the company suddenly losing
money than it was of investors simply making assumptions that were
overly optimistic: at DK1000, investors in June 2024 paid 52x the 2023
EPS of DK18.67, a price which implies a conviction that Novo's diet drug,
Ozempic, would very likely generate strong future profits growth.[1]
Only twelve months later, the growth rates that such investors
predicted failed to materialise, resulting in substantial losses. In our
view, there are two lessons to take from this. Firstly, forecasting - even
twelve months out - can be very hard. Note there will be Biochemistry
PHDs at investment banks and hedge funds, armed with more industry
data than you could possibly imagine, who got this one wrong. The
second lesson is that when expectations are very high - reflected in a
very high share price relative to historical earnings - even a slight
disappointment can create a dramatic impact on valuations. In this
case, expectations for the company’s full-year sales growth in 2025 were
lowered to between 8% to 14% - down from an earlier target of 13% to
21% - and profit growth forecasts were lowered to between 10% to
16%, down from previous estimates of 16% to 24%.[2] So even though
profit growth is still likely to be very healthy, it has disappointed very
lofty expectations, which explains the savage share price reaction.

Chart 1: Novo Nordisk Share Price
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Source: Bloomberg, 01 January 2021 to 30 July 2025. Past
performance is not a guide to the future. The prices of



investments and income from them may fall as well as rise and
investors may not get back the full amount invested.

The second recent inspiration on the subject was when | was flicking
through Charts to Make You Go Wow! 2025 by Jim Reid of Deutsche
Bank. Given the current euphoria around the Magnificent Seven stocks
- which seems to be driven by a belief that all of them are going to
invest billions in Al, and that all of them are going to be winners - | was
intrigued by a chart that added some interesting historical context to
those assumptions. The chart showed that only two of the ten largest
companies in 2000 have outperformed the S&P500 since that date,
those two being Microsoft and Oracle; incredibly, four of these
companies actually made lower nominal earnings in 2024 than they did
in 2000 (Citigroup, IBM, GE and Intel being the members of this
unfortunate club). In 2000, these ten stocks were the largest in the
market, and also highly valued, partly because investors were confident
in their future growth rate. | suspect that if you had surveyed investors
at the time, and asked for a probability that (nearly half?) four of these
much-loved companies would have lower earnings twenty-four years
later, most people would have put the probability at zero. Certainly, the
valuations of those companies at the time reflected the market
handicapping this probability as a completely outside-chance event.

Having now been investing for over thirty-five years, one of the most
important lessons | have learnt is that the future is inherently
unpredictable, and that it is therefore both a waste of time trying to
forecast the unforecastable, and also potentially detrimental to
investment returns. This may seem strange to readers, since most in
our industry spend their time confidently making predictions about the
future. I rarely hear a fund manager on Radio 4's Today programme say
“I really don't know” in reply to a question on their outlook or admit that
their recent outperformance may simply be down to (a) luck or (b) the
waxing and waning of investment styles. | have seen interest rates at
+15% and -1%, the oil price at $10 and $150, and the FTSE 100 at 6400
and 3500 in the same twelve-month period. Many things that | felt sure
would happen have not come to pass, and there have been things that
have occurred that | never would have predicted in a million years
(central bankers printing money to buy equities, or fund managers
buying negatively yielding bonds, being two very prominent examples).
Once you accept that it is difficult to make accurate predictions,
especially about the future, you will be more inclined to build an
investment strategy that is robust to a range of outcomes, rather than
one that is dependent on one forecast scenario playing out. This is one
of the key reasons why we believe value investing delivers greater long
run returns than growth investing: the value investor is buying stocks
where expectations are low, which increases the chances of a ‘surprise’



being a positive one. By contrast, growth investors are buying stocks
with heady expectations built into their prices, and - as the Novo
Nordisk example demonstrates - when expectations disappoint, even
when the absolute outcomes are impressive, the reaction can be
savage.

Investing is always going to involve some sort of forecasting, but my
own approach to forecasting changed in 2003 when someone | worked
with gave me a paper called Intuitive Prediction: Biases and Corrective
Procedures by Daniel Kahneman and Amos Tversky (long before the
Thinking Fast and Slow and The Undoing Project became best sellers). This
taught me that the accuracy of predictions can be improved by pulling
them towards the class average, and hence using base rate rather than
singular data:

One of the basic principles of statistical prediction, which is also
one of the least intuitive, is that the extremeness of predictions
must be moderated by considerations of predictability.
....prediction should be regressive; that is, it should fall between
the class average and the value that best represents one’s
impression of the case at hand.

Evidence suggests that people are insufficiently sensitive to
distributional (base rate) data even when such data are available.
Indeed, recent research suggests that people rely primarily on
singular information, even when it is scanty and unreliable and
give insufficient weight to distributional information.

(Daniel Kahneman and Amos Tversky, Intuitive Prediction: Biases
and Corrective Procedures)

Applying this to our two examples above, healthcare analysts could
have used the base rate data shown in the table below when thinking
about their Novo Nordisk forecast. This shows how the number of
companies able to sustain above average growth rates falls very rapidly
each year, making a prediction that Novo Nordisk would buck this trend
a low probability outcome. As the stock sported a very high valuation,
making above average growth rates essential for investors not to lose
money, this made an investment in Novo a potentially risky one.

Table 1: Persistence of Growth Rates (1997-2021)



Metric Year 1 Year 2 Year 3 Year 4 Year5
Revenue 50.0% 25.5% 14.8% 9.1% 5.9%

% Difference from chance 0.0% 0.5% 2.3% 29% 2.8%

EBITDA 50.0% 24.2% 13.0% 7.4% 4.5%
% Difference from chance 0.0% -0.8% 0.5% 1.2% 1.4%
EBIT 50.0% 24.5% 13.3% 7.8% 4.8%
% Difference from chance 0.0% -0.5% 0.8% 1.6% 1.7%
EBT 50.0% 24.3% 13.3% 7.7% 47%
% Difference from chance 0.0% -0.7% 0.8% 1.5% 1.6%
Base Case (chance) 50.00% 25.00% 12.50% 6.25% 3.13%

Source: S&P Capital IQ and Verdad research. Past performance is
not a guide to the future. The information shown above is for
illustrative purposes.

Turning to the Magnificent Seven stocks, one could use singular data
and try to predict the exact profits that these companies are going to
generate from Al over the next decade (which strikes me as difficult,
given the potential for unknowns such as the arrival of challengers like
Deepseek), or one could focus on base rate data. For example, one such
piece of base rate information is the fact that the ten largest stocks in
the S&P500 under perform on average (see chart below). Another fact is
that very highly valued stocks also tend to underperform; as the
Magnificent Seven stocks are both top ten constituents of the S&P500,
and highly valued, probability would suggest that they are likely to
underperform the S&P500 in the medium to long term. We cannot say
with certainty that this will happen, but investment success comes from
trying to tilt the odds of success in your favour; historical evidence
simply suggests that the ten largest stocks in the S&P500 are unlikely to
beat the wider index over time, especially when starting from such high
valuations.

Chart 2: Top 10 Largest Stocks in the S&P 500 vs S&P 500
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1957-2023. Past performance is not a guide to the future. The
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Overconfidence in the ability to forecast seems to be endemic to our
industry, and | suspect it is a function of the type of people the industry
attracts (you don't tend to meet that many shy and retiring fund
managers who lack confidence in their own ability). And this is, in fact,
good news, because value investing is in part the exploitation of over-
optimism and overconfidence in the average investor. As investors who
favour base rates over singular data points this means the following is
true of how we approach making predictions:

- We will not try to forecast the unforecastable, nor produce thousand-
line models.

- We will look at long run historical averages and ask whether there is
any reason to believe the future will be materially different from the
past.

- We will use peer group data - to what extent is this company similar
or different to its peers? Is there any reason it should/should not make
industry average returns? - to give us a normalised frame of reference.

- We will invest in businesses where low valuations reflect expectations
for low or no future profit growth, thus increasing our probability of
being rewarded by an outcome that is better than that implied by the
share price

But if you are still not convinced that forecasting is very difficult, please
enjoy our list of ‘Famously wrong predictions’ below.

Famously wrong predictions

“There may be a recession in stock prices, but not anything in the
nature of a crash.” And on 17, 1929: “Stock prices have reached what
looks like a permanently high plateau. | do not feel there will be soon if
ever a 50 or 60 point break from present levels, such as (bears) have
predicted. | expect to see the stock market a good deal higher within a
few months.” — Irving Fisher, leading U.S. economist. The New York
Times, Sep 5, 1929

“We will never return to the old boom and bust.” — Gordon Brown,
Budget Statement, 2007

“I think there is a world market for maybe five computers.” — Thomas J.
Watson, 1943, Chairman of the Board of IBM

“This ‘telephone’ has too many shortcomings to be seriously considered
as a means of communication. The device is inherently of no value to
us.” — Western Union internal memo, 1876



“640K ought to be enough for anybody.” — Bill Gates, 1981

“We don't need you. You haven't got through college yet.” — Hewlett-
Packard’s rejection of Steve Jobs, who went on to found Apple
Computers

“The chairman of Royal Dutch/Shell, Mark Moody-Stuart, three months
ago unveiled a five-year plan that assumed a price of $14 a barrel. He
has since publicly mused about oil at $11. Sir John Browne, chief
executive of BP-Amoco, is now working on a similar assumption.” —
Economist article ‘Drowning in Oil’ in 1999 predicting the oil price
was going to $5 (in the next decade it went to $150)

“All that said, given the fundamental factors in place that should
support the demand for housing, we believe the effect of the troubles in
the subprime sector on the broader housing market will likely be
limited, and we do not expect significant spillovers from the subprime
market to the rest of the economy or to the financial system,” —
Ben Bernanke, May 2007

“It really does now look like President Donald J. Trump, and markets are
plunging. When might we expect them to recover? A first-pass answer
is never... So we are very probably looking at a global recession, with no
end in sight.” — Paul Krugman of the New York Times the day after
the election.

“By 2005 or so, it will become clear that the Internet's impact on the
economy has been no greater than the fax machines.” — Paul
Krugman, 1998

Key Information

No investment strategy or risk management technique can guarantee
returns or eliminate risks in any market environment. Past performance
is not a guide to the future. The prices of investments and income from
them may fall as well as rise and investors may not get back the full
amount invested. Forecasts and estimates are based upon subjective
assumptions about circumstances and events that may not yet have
taken place and may never do so. The statements and opinions
expressed in this article are those of the author as of the date of
publication, and do not necessarily represent the view of Redwheel. This
article does not constitute investment advice and the information
shown is for illustrative purposes only.
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