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It is appropriate to classify various forms of positive, as distinct from normative, analysis as falling somewhere on a spectrum which I will characterize by its two extremes. At one extreme is the approach that Kenneth Boulding has playfully referred to as OTSOGERY, an acronym for “On The Shoulders Of Giants”. In essence, this is the modern scientific approach which has been employed by mathematics and the physical sciences for over 400 years. It consists of developing and verifying an accepted body of knowledge which forms the basis for further research. As such, it is the source of immense efficiency improvements in the knowledge industry (if I may be permitted such a crassly economic characterization of intellectual inquiry). This efficiency stems from the difference between the act of learning and the dramatically more difficult act of discovery. By building on established discoveries of the past (i.e. by standing on the shoulders of giants) each new generation of investigators can learn its way to the frontier of knowledge and only then is required to perform the much more difficult task of discovery. In effect, a top of the class college math major today probably knows more calculus than Isaac Newton did. This is not because today’s college student is more intelligent than Newton who was, after all, one of the towering geniuses of all time. It is simply that the college student is able to learn what Newton (and Leibnitz) had to discover.

At the other end of the spectrum is an approach which Karl Jung would have classified as intuitive.
 Modern economists more frequently refer to it as purely judgmental. In the field of economic forecasting it typically involves dedicating many years to reading the financial and business media, becoming intimately familiar with detailed time series and how they behave over the business cycle, learning to gauge subtle psychological overtones and shifts in public attitudes and public confidence, gaining a detailed knowledge of institutional, legal and political factors which impinge on economic decisions and finally, developing a delicate but reliable sense of the shifting importance of these various considerations as they impact the outlook at any given time.

If this all sounds vague and unstructured, that’s because it is. This lack of structure should not mislead us, however, into dismissing the approach as insubstantial. Even such a convinced proponent of econometrics as Lawrence Klein has pointed out that some individuals “have consistently made accurate (economic) predictions over and over again.
 He goes on to point out, however, the difficulty of building on these achievements of the past. “Unfortunately, the accomplishments at foresight of the gifted individuals have not been passed on to future generations in the form of systematic techniques that could be assimilated and applied by others. Until recently, economic prediction has been artistic, subjective and personal.”

Where then does econometrics stand today? Qualitatively, I would still adopt Klein’s characterization written over a decade ago(. He says econometrics, as a theory of economic prediction, “is not purely mechanical, devoid of judgment, or entirely reliant on statistical information, but is a step in the direction towards scientific prediction and is as objective as possible.”

More specifically, how far has econometrics brought the practice of economic predic​tion away from the purely judgmental end and toward the scientific end of the spectrum I have just described? My personal answer is “perhaps 20-25% of the way”. Based on a table in the latest ex ante forecast review by Stephen McNees, this is much lower than the figure advanced by most econometric model practitioners.

I support this modest view for a number of reasons. The first I prefer to call the “Dostoevsky Effect” based on the early section in his short work entitled Notes From Underground.
 In this piece, the central character undertakes a typically Dostoevskian monologue in which he rants and raves about systemizers and mathematizers of social behavior. Man will be free, he contends, and freedom does not mean free to react in precise conformity to a fixed utility function as mapped out in advance. The bottom line, he argues, is that just when the social scientist has his model working per​fectly and predicting precisely, someone will discover this and act counter-rationally out of no other motive than to screw up the model and thereby demonstrate his unfettered freedom. The practical interpretation of this somewhat poetic perspec​tive is that people and societies react to many motives beyond economic ones. They are driven by nationalism, ideology, an abstract notion of justice, love of family, thirst for fame, class and racial cohesion and conflict, and as demonstrated in Iran, Poland and Northern Ireland, by religious fervor. Actions stemming from such motives can frequently swamp predictions based on internally consistent and rational economic considerations.

Beyond this, any econometric model is at best a representation of the average past response to various economic circumstances. As such, it is a mere shadow of the true underlying processes at work. Even assuming stability of the model’s parameters, each cycle is different from others in various unsystematic ways. Each behavioral equation has a sequence of stochastic errors. Each error in each time period for each equation has its own complicated story. Much of the skill in forecasting is judging how an un​folding cycle will be different from the average of the past.

Furthermore, no econometric model isolates truly stable parameters. Institutional and psychological changes cause a recurring need to modify model structure. Examples of such factors in recent years § are:

· the impact of housing capital gains and mortgage debt growth on consumption demand in the late 1970s.

· the rise of money market mutual funds and money market CDs at thrift institutions.

· the serious erosion of the capital base at thrift institutions from a prolonged period of negative rate spreads.

· declining confidence in the fundamentally non-inflationary character of the U.S. economy and the unprecedented real interest rates resulting from the effort to rebuild that confidence.

· intensified foreign competition in many basic industries.

Econometrics is adept at capturing structural shifts in retrospect, after they have occurred. Unfortunately, few of us make much of a living backcasting. Only experience, seasoned judgment and constant attention to qualitative aspects of the economic situation can hope to capture accurately the implications of such structural shifts in prospect, as they are unfolding. Of late, the number and importance of these structural shifts seem to have increased. As Alan Greenspan has said, “The advance in technology barely offsets the instability of the last three or four years. It throws us back into the 1950s as far as accuracy is concerned.”

Having said all this, what contributions does a model make to the forecasting process? I believe there are several such contributions, and all are important. First, a model forces rigorous thought. It is all too easy to posit vague and unstructured forces influencing the outlook. Building a model demands clear and unequivocal definition of the relationships considered important. Once stated, such relationships can he subjected to objective test. While the empirical evidence is often indecisive, some hypotheses will be refuted and discarded.

Second, some parts of the model will behave according to stable and fairly accurate relationships. These can be relegated to largely automatic treatment, allowing the forecaster to focus on the special judgmental issues of the moment.

Third, it is only a slight overstatement to say models serve you best when they start to go wrong. If an equation, or block of equations, represents the analyst’s belief as to how various forces impact a given sector of the economy, a sudden string of large residuals is a valuable red flag. In effect, this indicates some change in the forces at work and quickly focuses attention on the need to reconsider the equation structure and, perhaps more to the point, the analyst’s view of what factors are im​portant.

Finally, a model both informs and constrains the forecaster’s judgment. By enforcing various global identities, the model makes it impossible to violate important consistency requirements. For example, if the residual income item is corporate profit, this cannot be raised or lowered arbitrarily. It is necessary to modify either unit labor cost (by changing productivity or wage rates) or the aggregate price level or other miscellaneous income components such as net interest, rental and proprietors’ income or that most amorphous of all income items, the statistical discrepancy. The forecaster may examine these and conclude that only some or even none can reasonably be shifted in a direction to give the desired change in profits. In this context, the model has constrained the forecaster by enforcing internal identities. It has also informed his judgment by prompting close scrutiny of the key factors determining the variable in question.

In summary, I believe forecasts are more accurate and reliable with models than without them. Models are extremely valuable tools when combined with seasoned judgment and used to inform and constrain that judgment. Model results are suggestive, however, not conclusive. The main danger of models is that when used simplistically and mechanically they can produce seriously misleading results whose lack of credibility may be masked by the overlay of high-powered modern technology.
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